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‘ 1983-84 Miscellaneous Tax Bills—IV

MONDAY, AUGUST 1, 19838

U.S. SENATE,

SuBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 9:32 a.m. in room SD-
215, Dirksen Senate Office Building, Hon. William L. Armstrong

(chairman) presiding.
Present: Senators Armstrong, Grassley, Long and Matsunaga.
[The press release announcing the hearing, the text of bills S.
108, S. 1464, S. 1549, S. 1579 and S. 1600, the Joint Committee on
Taxation’s description and the prepared written statement of Sen-
ator Armstrong follow:] ]

[Press Release No. 83-160]

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETS HEARING ON
MisceLLANEOUS TAX BILLs

Senator Bob Packwood, Chairman of the Subcommittee on Taxation and Debt
Management, announced today that a hearing will be held on Monday, August 1,
1988, on five miscellaneous tax bills. -

The hearing will begin at 9:30 a.m., with an afternoon session beginning at 2:00
p-m., in Room SD-215 of the Dirksen Senate Office Building.

The following legislative proposals will be considered:

8. 1600.—Introduced by Senator Armstrong. S. 1600 would adjust for inflation the
tax.bt:lsis aigxfs certain corporate stock and property for purposes of determining
capi .

g. 1579.—Introduced by Senator Armstrong. S. 1679 would make the mileage al-
lowance for tax deductions for the use of a private automobile in providing services
to :ohariglea equal to the mileage allowance for tax deductions for business use of an
automobile, .

8. 108.—Introduced by Senator Grassley for himself and others. S. 108 would in-
crease tax incentives for corporate charitable contributions of vocational edcuation
equipment and provide new tax incentives for other corporate assistance to voca-

tional education programs.
8. 1464.—Introduced by Senators Armstrong and Hart. S. 1464 would amend the
Tax Reform Act of 1969 with respect to application of the private foundation excess
business holding provisions to the El Pomar Foundation of Colorado Springs, Colora-

do.

S. 15649.—Introduced by Senator Armstrong for himself and others. S. 1649 would
permit individual retirement accounts, qualified retirement trusts, and certain edu-
cational organizations to invest in working interests in oil and gas properties with-
out incurring unrelated business taxable income.

§))
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TS amond the Internal Revenue Code of 1954 to encbuuga contributions of
équipment tq/postsecondary vocational education programs and to allow a
credit’ to employers for vocational education courses taught by an employee
without compensation and for temporary employment of full-time vocmonnl
educational instructors. .

IN THE SENATE OF THE UNITED STATES

JANUARY 26 (legislative day, JANUARY 25), 1983

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

To amend the Internal Revenue Code of 1954 to encourage
contributions of equipment to postsecondary vocational edu-
cation programs and to allow a oredit to employers for

-~ vocational education courses taught by an employee without
compensation and for temporary employment of full-time
vocational educational instructors. ’

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. CONTRIBUTIONS OF PROPERTY USED IN VOCA.

TIONAL EDUCATION PROGRAMS.
(a) IN GENEBAL.—Subsection (e) of section 170 of the

Internal Revenue Code of 1954 (relating to certain contribu-

(- T - B S
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1 tions of ordinary income and capital gain property) is amend-
2 ed by adding at the end thersof the following new paragraph:
8 ‘“(5) SPECIAL RULE FOR CONTRIBUTIONS OF

4 PROPERTY USED IN OERTAIN VOCATIONAL EDUCA-
5 TION PROGRAMS.—
6 “(A) L1t OR REDUCTION.—In the case of
7 a postsecondary vocational education contribution,
8 the reduction under paragraph (1)(A) shall be no
9 greater than the amount determined under para-
10 graph (3)(B).
11 ‘ “(B) POSTSECONDARY VOCATIONAL EDUCA-
12 TION CONTRIBUTION.—For pui'poses of this para-
18 graph, the t.erm ‘postsecondary vocational educa-
14 tion contribution’ means a charitable contribution
15 of tangible personal property but only if—
16 “(i) such contribution is to a public com-
17 munity college or- public technical institute
18 (within the meaning of section 742(b) of the
19 Higher Education Act of 1965 (20 U.S.C.
20 1182e-1)) or any other institution of higher
21 | -education (within the meaning of section
22 1201(a) of such Act (20 ﬁ.S.C. 1141)),
28 “(ii) substantially all of the use of such

24 property by the donee is for training students
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enrolled in a postsecondary vocational educa-

tion program offered by the donee,

“(iii) sv'ch property is not transfex;red by
the donee in exchange for money, other
property, or services, and

“(iv) the taxpayer receives from the
donee a written statement representing that
the donee’s use and disposition of such prop-
erty will be in accordance with the provi-
sions of clauses (i) and (iii).

“(C) POSTSECONDARY VOCATIONAL EDUOCA-
TION PROGRAM.—For purposes of this paragraph,
the term ‘postsecondary vocational education pro-
gram’ means an organized education program
which—-

“(i) is a 2-year program in engineering,
mathematics, or the physical or biological
sciences, designed to prepare a student to
work as a technician or at the semiprofes-
sional level in engineering, scientific, or
other technological fields requiring the un-
derstanding and application of basic engi-
neering, soientific, or mathematical principles

of knowledge, or
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4
“(ii) is directly related to the prepara-

tion of individuals for paid or unpaid employ-
ment or for a career which does not require
a baccalaureate or advanced degree.”.

(b) ErrecTIVE DATE.—The amendment made by this
section shall apply to contributions made after December 81,
1982,

SEC. 2. POSTSECONDARY VOCATIONAL EDUCATION INSTRUC-
TION CREDIT.

(a) IN GENERAL.—Subpart A of part IV of subchapter
A of chapter 1 of the Internal Revenue Code of 1954 (relat-
ing to credits allowable against tax) is amended by inserting
after section 44G the following new section:

“SEC. 44H. VOCATIONAL EDUCATION INSTRUCTION CREDIT.

“(a) IN GENERAL.—There shall be allowed as a credit
against the tax imposed by this chapter for the taxable year
an amount equal to the sum of—

“(1) the product of—

“(A) $100, multiplied by

“(B) the number of postsecondary vocational
education courses taught by qualified teaching em-
ployees of the taxpayer during the taxable year,
plus
“(2) the product of—

“(A) $100, multiplied by



© ® I B R B W O

wwwmwwuuuu
S T — T IR B N -~ N S S

5 .
“(B) the number of qualified vocational edu-

cation instructors who were employed by the tax-

payer during the taxable year.

“(b) LIMITATIONS.—

“(1) LIMITATION ON THE NUMBER OF COURSES

TAUGHT PER EMPLOYEE.—No more than 5 postsecon-
dary vocational education courses taught by the same
qualified teaching employee may be taken into account
under subsection (a)(1)(B).

"*(2) LIMITATION BASED ON AMOUNT OF TAX.—

“(A) IN GENERAL.—Except as provided in
subparagraph (B), the credit allowed by subsection
(2) for any taxable year shallA not exceed the
amount of the tax imposed by this chapter for the
taxable year reduced by the sum of the credits al-
lowable for the taxable year under a section of
this part having a lower number or letter designa-
tion than this section, other than the credits al-
lowable by sections 31, 89, and 43. For purposes
of the preceding sentence, the term ‘tax imposed
by this chapter’ shall not include any tax treated
as not imposed by this chapter under the last sen-
tence of section 53(a).

“(B) SPECIAL RULE FOR PASSTHROUGH OF

CREDIT.—In the case of an individual who—
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6
“(i) owns an interest in an unincorporat-

ed trade or business,
“(ii) is & partner in a partnership,
“(ii) is a beneﬁciarg} of an estate or
trust, or
“(iv) is a shareholder in an electing
small business corporation (within the me;),n-
ing of «sction 1371(b)),
the credit allowed by subsection (a) for any taxable
year shall not exceed the lesser of the amount deter-
mined under subparagraph (A) for the taxable year or
an amount (separately computed with respect to such
person’s interest in such trade or business or entity)
equal to the amount of tax attributable to that portion
of a person’s taxable income which is allocable or ap-
portionable to the person’s interest in such trade, busi-
ness, or entity.
(c) DEFINITIONS AND SPECIAL RuLEs.—For purposes

of this section—

“(1) POSTSECONDARY VOCATIONAL EDUCATION
cOURBES.—The term ‘postsecondary vocational educa-
tion course’ means any course of instruction which—

*“(A) is offered by an institution of higher
education as part of an organized education pro-

gram that—
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“(i) is a 2-year program in engineering,
mathematics, or the physical or biological
sciences, designed to prepare a student to
work as a technician or at the semiprofes-
sional level in engineering, scientific, or
other technological fields requiring the- un-
derstanding and application of basic ergi-
neering, scientific, or mathematical principles
of knowledge, or

“(ii) is directly related to the prepara-
tion of individuals for paid or unpaid employ-
ment or for a career which does not require

a baccalaureate or advancad degree,

“(B) consists of a period of instruction which
is at least equivalent to a ’course of instruction
that provides 3 hours of instruction per week
during an academic semester, and

“(C) has been completed before the close of
the taxable year. |
‘2) QUALIFIED VOCATIONAL EDUCATION IN-

STRUCTOR.—The term ‘qualified vocational education
instructor’ means an individual who—

‘“(A) was employed by the taxpaver on a

full-time basis for at least 3 months but not more
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than 12 months during the 2-year period ending

at the close of the taxable year,

‘“(B) prior to such employment, taught post-
secondary vocational education courses on a full-
time basis at an institution of higher education,

“(C) is teaching such courses on a full-time
basis at an institution of higher education at the
close of such taxable year, and

“(D) is not employed by the taxpayer at the
close of the taxable year.

“(3) QUALIFIED TEACHING EMPLOYEE.—The

term ‘qualified teaching employee’ means an individual

who—

“(A) taught at least one postsecondary voca-
tional education course on a part-time basis at an
institution of higher education during the taxable
year,

“(B) is a full-time employee of the taxpayer
for the entire taxable year,

“(C) does not receive any compensation from
such institution of higher education, and

“(D) was not a qualified vocational education
instructor at any time during the taxable year.
“(4) INSTITUTION OF HIGHEE EDUCATION.—The

term ‘institution of higher education’ has the meaning
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9
given such term in section 1201(a) of the Higher Edu-
cation Act of 1965.
“(5) ALLOCATION.—
“‘A) CONTROLLED GROUP OF CORPORA-

TIONS.—In determining the amount of the credit
under this section—
“(@i) all members of the same controlled

group of corporations shall be treated as a

single taxpayer, and

“(ii) the credit (if any) allowable by this
section to each such member with respect to
any qualified teaching employee or qualified
vocational education instructor shall be in
proportion to the member's share of the
wages paid for the taxable year to such
~ qualified teaching employee or qualified voca-
tional education instructor.

“(B) CoMMON CONTROL.—Under regula-
tions prescribed by the Secretary, in determining
the amount of credit under this section—

“(i) all trades or businesses (whether or
not incorporated) which are under common
control shall be treated as a single taxpayer,

and



D ® N B> O e W M e

N - T - T - N O G,
h@om»—o@wqag;g;:s

11

10
“(ii) the credit (if any) allowable by this

section to each such trade or business with
respect to any qualified teaching employee or
qualified vocational edication instructor shall
be in proportion to such trade or business’
share of the wages paid for the taxable year
to such qualified teaching employee or quali-
fied vocational education instructor with re-
spect to whom the credit is allowgble.
The regulations prescribed under this subpara-
graph shall be based on principles similar to the
principles which apply in the case of subparagraph
(A).

“(C) PASSTHEOUGH IN THE CASE OF SUB-
CHAPTEE 8B CORPORATIONS, ETC.—Under regu-
lations prescribed by the Secretary, rules similar
to the rules of subsections (d) and (e) of section 52
shall apply.

‘(D) ALLOCATION IN THE CASE OF PART-
NERSHIPS.—In the case of partnerships, the
credit shall be allocated among partners under
regulations prescribed by the Secretary.

‘“(6) CONTROLLED GROUP OF CORPOEATIONS.—

The term ‘controlled group of corporations’ has the
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same meaning given to such term by section 1563(a),

except that —
“(A) ‘more that 50 percent’ shall be substi-

tuted for ‘at least 80 percent’ each place it ap-
pears in section 1568(a)1), and

“(B) the determination sh;xll be made without
regard to subsections (a)(4) and (eX8)(C) of section

1568.".

“(7) DOUBLE BENEFIT.—Any credit allowable
under this seotion for the taxable year with respect to
any employee of the taxpayer shall be in addition to
any deduction under this chapter which i§ allowable to
the taxpayer for such taxable year with respect to
compensation paid to such employee.”.

(b) CONFORMING AMENDMENTS.—

(1) The table of sections for subpart A of part IV of
subchapter A of chapter 1 of such Code is amended by
inserting after the item relating to section 44G the fol-
lowing new item:

“Sec. 44H. Vocational education instruction credit.”.

(2) Section 6096(b) of such Code (relating to des-
ignation of income tax payments to Presidential Elec-
tion Campaign Fund) is amended by striking out “aﬁd
44G" and inserting in lieu thereof “44@G, and 44H".
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12
1 SEC. 3. EFFECTIVE DATE.

2 The amendments made by this Act shall apply to tax-
.. 8 able years beginning after December 81, 1982.
0]

24-860 0 - 84 - 2
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To amend the Tax Reform Act of 1869 with respect to the application of the

excess business holding provisions to private foundations.

IN THE SENATE OF THE UNITED STATES
Jung 14 (legislative dsy, JuNg 18), 1888

Mr. ARMBTRONG (for himself and Mr. HABT) introduced the following bill; which

To
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was read twice and referred to the Committee on Finance

A BILL

amend the Tax Reform Act of 1969 with respect to the
application of the excess business holding provisions to
private foundations.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That section 101(1{4) of the Tax Reform Act of 1969 is
amended by adding at the end thereof the following new sub-
paragraph:

“(D)i) The divestiture requirements of sec-
tion 4943 of the Internal Revenue Code of 1954
shall not apply to the stock of a corporation held
by any private foundation if the foundation and

the corporation meet the following conditions:
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“O On May 26, 1969, the private

foundation owned 100 percent of the voting
stock in the corporation and substantially all
of the operating assets of the corporation
were used in operating a hotel business en-
terprise.

“(D) The stock described in subclause
(I) was acquired by the foundation solely by
gift, devise, or bequest before December 31,
1966.

‘(IT) Neither the donor of such stock
nor any member of his family (within the
meaning of section 4946(d) of such Code) is
a manager of such foundation (as defined in
section 4946(b) of such Code) on or after De-
cember 31, 1956.

“@V) On May 26, 1969, and at all
times thereafter—

“(aa) the hotel business enterprise
described in subclause (I) is of substan-
tially the same character as the enter-
prise which was conducted by the cor-
poration on the date of the last gift,

devise, or bequest of such stock of such
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8
corporation by any donor or member of

his family, and
“(bb) substantially all of the oper-
ating assets of the corporation are used
in operating such hotel business enter-
prise. |
For purposes of this clause, a hotel business en-
terprise owned by a private foundation through a
holding company all the voting stock of which is
owned directly by the foundation on the dates
designated by this clause shall be treated as being
owned directly by the foundation for these pur-
poses. This clause shall apply to the private foun-
dation only if the foundation does not acquire any
stock or other interest in any business enterprise
on or after May 26, 1969, which would otherwise
constitute excess business holdings under section
4943 of such Code.
O
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To amend the Internal Revenue Code of 1954 to permit individusl retirement

accounts, qualified retirement trusts and certain educational organizations to
invest in working interests in oil and gas properties without incurring
unrelated business taxable income.

IN THE SENATE OF THE UNITED STATES

JUNE 27, 1988
ArMSTRONG (for himself and Mr. Lone, Mr. DURENBERGER, Mr. WALLOP,
Mr. GrassLeY, Mr. Symus, Mr. BEnTsen, Mr. Baucus, Mr. Bogren, and
Mr. Pryog) introduced the following bill; wlnch was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to permit individ-

(=~ T~ B N - 2

ual retirement accounts, qualified retirement trusts and cer-
tain educational organizations to invest in working interests
in oil and gas properties without incurring unrelated busi-
ness' taxable income.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) subsection ‘(b) of section 512 of the Internal Revenue
Code of 1954 (relating to modifications to unrelated business
taxable income) is amended by inserting after paragraph (15)
the following new paragraph:
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“(16)(A) In the case of a trust which constitutes a

qualified trust under section 401 or which is described
in section 408(a) or of an organization described in sec-
tion 170(b)(1)(A) (i) or (iv), there shall be excluded all
income from a working interest in a domestic oil or gas
well, and all deductions and credits directly connected
with such income or interest, if such income is allo-
cated to such trust or organization as a limited partner
by a limited partnership which at no time during the
partnership taxable year in which such allocation is
made—

“(i) allocated to ;he limited partners a lesser
gshare of any item of deduction, loss or credit than
their share of income or gain,

“(ii) allocated among the limited partners
shares of any item of deduction, loss or credit
which differed from the ratio in which they shared
income or gain,

“(iii) allocated cash distributions to partners
in a different manner than the allocation of
income or gain, and

“(iv) had a general partner related to such
trust or organization.

“(B) Subparagraph (A) shall not apply in any

case, as determined under regulations prescribed by the
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Secretary, in which multitier partnerships or other ar-
rangements are used for the principal purpose of avoid-
ing the conditions of such subparagraph. Clauses (i), (i)
and (iii) of subparagraph (A) shall not apply to alloca-
tions made in accordance with section 704(ck2) (relat-
ing to property contributed to ‘the partnership) on a
nordiscriminatory basis as between exempt and nonex-
empt limited partners.
“(C) For purposes of subparagraph (A)—

“(i) a trust is related to any person that
bears the relationship to it described in section
514(c)(9)B)(iv) (D) and (II); and

“(ii) an organization is related to any person
desoribed in section -4946(a)(1)(A) through (G);
and_

“(iii) a trust or organization is related to—

“(I) any corporation in which it (directly
or together with any persons described in
clause (i) or (ii)) holds 35 percent or more of
the combined voting power of all classes of -
stock enﬁtled to vote or the total value of
shares of all classes of stock of such corpora-
tion,

‘“(II) any partnership in which it (direct-

ly or together with any persons described in
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clause (i) or (ii)) holds 35 percent or more of

the capital interest or profits interest or
“(L) & trust or estate in which it (di-
rectly or together with any persons described
in clause (i) or (ii)) holds 85 percent or more
of the beneficial interest.
“For purposes of this subparagraph, in applying section
514(c)(9)B)(iv) (D and (II), ‘85 percent’ shall be substi-
tuted for ‘50 percent’ in section 4975(e)(2) (E) and (@),
and in applying section 4946(a)(1) (A) through (@), ‘or-
ganization described in section 170(b)(1)(A) (i) or (iv)’
shall be substituted for ‘foundation’ or ‘private founda-
tion’ in section 4946 and section 507(d)(2). In applying
this subparagraph, a trust or organization which is a
limited partner in a partnership shall be treated as
ovﬁxing an interest in the general partner held by any
other such trust or organization (or any person related
thereto) which is & partner in such partnership.”.
(b) Subsection (c) of section 514 of the Internal Revenue

20 Code of 1954 (relating to unrelated debt-financed income) is

21
22
28
24

amended by inserting after paragraph (9) the following new
paragraph:

“(10) CERTAIN OIL AND GAS INTERESTS.—For

purposes of this section—
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“(A) IN GENERAL.—Except as provided in

subparagraph (B), the term ‘acquisition indebted-
ness’ with respect to a trust which constitutes a
qualified trust under section 401 or which is de-
scribed in section 408(a) or an organization de-
soribed in section 170(bX1XA) (i) or (iv) does not
include indebtedness incurred by a limited part-
nership described in section 512(b}(16) in acquir-
ing, developing or operating a working interest in
a domestic oil or gas well,

“(B) ExoeprTiON8.—The provisions of sub-
paragraph (A) shall not apply with respect to a
trust or organization in any case in which—

“(i) the acquisition price of such work-
ing interest is not a fixed amount determined
as of the date of acquisition;

“(ii) the amount of any such indebted-
ness or any other amount payable with re-
spect to such indebtedness or the time for
making any payment of any such amount, is
dependent, in whole or in part, upon any
revenue, income, or profits derived by or
from such limited partnership;

“(iii) such working interests are at any

time after their acquisition leased by the lim-
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ited partnership to the person selling such
properties to the limited partnership or to
any person who bears a relationship de-
scribed in seotion 267(b) to such person;

“(iv) such working interests are ac-
quired from, or are at any time after the ac-
quisition leased by the limited partnership to,
any person who bears a relationship de-
soribed in section 512(b)(16)(C) to such trust
or organization; or

‘“v) any person described in clause (iii)
or (iv) provides such limited partnership,
trust, or organézation with nonrecourse fi-
nancing in conneotion with such transaction
and such debt—

‘“(I) is subordinate to any other in-
debtedness on such property, or

“(II) bears interest at a rate which
is significantly less than the rate availa-
ble from any person not described in
clause (i) or (iv) at the time such in-
debtedness is incurred.

“(C) SPECIAL RULE FOR CERTAIN TRANS-

FERS,—The provisions of clauses (iii), (iv) and (v)

of suf)paragraph (B) shall not apply to any acqui-
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sition, lease, farmout or other transfer of working

interests to a person related to the general part-
ner provided the terms of such transfer are con-

sistent with the terms of similar transfers in the

Ot B W M

geographic area.”.
6 (c) The amendments made by this subsection shall apply
7 to partnership taxable years beginning after December 81,

8 1982,
O'
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18T SESSION S ° 1 579

To amend the Internal Revenue Code of 1954 to provide that the standard

. Mr.

mileage rate for use of a passenger automobile which may be used in
computing the charitable contribution deduction shall be the same as the
standard mileage rate which may be used in computing the business expense
deduction.

IN THE SENATE OF THE UNITED STATES

JunE 29 (legislative day, JUuNe 27), 1983

AmMSTRONG introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide that

1
2
3
4
5

the standard mileage rate for use of a passenger automobile

which may be used in computing the charitable. contribution
deduction shall be the same as the standard mileage rate
which may be used in computing the business expense

deduction.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) section 170 of the Internal Revenue Code of 1954
(relating to charitable, etc., contributions and gifts) is amend-
ed by redesignating subsections (h) and (i) as subsections (i)
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and (j), respectively, and by inserting after subsection (g) the
following new subsection:
“(h) STANDARD MILEAGE RATE FOR USE OF PASSEN-
GER AUTOMOB@E.-—-H the Secretary prescribes by regula-
tion a standard mileage rate which may be used to compute
for the taxable year the deduction under section 162 for use
of a passenger automobile, such standard mileage rate may
be used to compute for such year the deduction under this
section for use of a passenger automobile.”’.
(b) The amendments made by subsection (a) shall apply
to taxable years beginning after December 31, 1982,
O
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98TH CONGRESS
18T SESBION S ° 1 600

To provide for the indexing of the basis of certain capital assets.

IN THE SENATE OF THE UNITED STATES

Jury 12 (legislative day, JuLy 11), 1988

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

A BILL

To provide for the indexing of the basis of certain capital assets.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That—

(2) IN GENERAL.—Part II of subchapter O of chapter 1
(relating to basis rules of general application) is amended by
inserting after section 1019 the following new section:

“SEC. 1020. INDEXING OF CERTAIN ASSETS FOR PURPOSES OF

DETERMINING GAIN OR LOSS. -

© @ I A Ot R W O =

‘(a) GENERAL RULE.—

‘(1) INDEXED BASIS SUBSTITUTES FOR ADJUST-

[u—y
(=

ED BASIS.—Except as provided in paragraph (2), if an

-y
[y

indexed asset which has been held for more than 1

[y
()
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year is sold or otherwise disposed of, for purposes of
this title the indexed basis of the asset shall be substi-
tuted for its adjusted basis.

“(2) EXCEPTION FOR DEPBECIATION, ETC.—The
deduction for depreciation, depletion, and amortization
shall be determined without regard to the application
of paragraph (1) to the taxpayer or any other person.
“(b) INDEXED ASSET.—

“(1) IN GENERAL.—For purposes of this section,
the term ‘indexed asset’ means—

“(A) stock in a corporation, and

“(B) real property (or any interest therein),
which is a capital asset or property used in the
trade or business (as defined in section 1231(r)).
“(2) CERTAIN PROPERTY EXCLUDED.—For pur-

poses of this section, the term ‘indexed asset’ does not
inolude—

‘“(A) CREDITOR'S INTEREST.—Any interest
in property which is in the nature of a creditor’s
interest.

‘(B) OpTI0NS.—Any option or other right to
acquire an interest in property.

“(C) NET LEASE PROPERTY.—In the case
of t;, lessor, net lease property, (within the mean-

ing of subsection (h)(1)).
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‘D) CERTAIN PREFERRED STOCK.—Stock

which is fixed and preferred as to dividends and
does not participate in corporate growth to any
significant extent.
“(E) STOCK IN CERTAIN CORPORATIONS.—
Stock in—
“(i) an electing small business corpora-
tion (within the meaning of section 1371(h)),
“(ii) a personal holding company (as de-
fined in section 542), and
“(iii) a foreign corporation.
“(3) EXCEPTION FOR S8TOCK IN FOREIGN CORPO-
RATION WHICH I8 REGULARLY TRACED ON NATIONAL
OR REGIONAYL EXCHANGE.—Clause (iii) of paragraph

(2)(F) shall not apply to stock in a foreign corporation

| the stock of which is listed on the New York Stock

Exchange, the American Stock Exchange, or any do-
mestic regional exchange for which quotations are pub-
lished on & regular basis other than—
“(A) stock of a foreign investment company
(within the meaning of section 1246(b)), and
“(B) stock in a foreign corporation held by a
United States person who meets the requirements
of section 1248(a)(2).

“(c) INpEXED BasIs.—For purposes of this section—
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“(1) INDEXED BA8IS.—The indexed basis for any

asset i8—

‘“(A) the adjusted basis of the asset, multi-
plied by

“(B) the applicable inflation ratio.

‘“2) APPLICABLE INFLATION RATIO.—The appli-
cable inflation ratio for any asset is the percentage ar-
rived at by dividing—

“(A) the gross national product deflator fi
the calendar quarter in which the disposition takes
place, by

“(B) the gross national product deflator for
the calendar quarter in which the asset was ac-
quired by the taxpayer (or, if later, the calendar
quarter ending December 31, 1984).

The applicable inflation ratio shall not be taken into
account unless it is greater than 1. The applicable in-
flation ratio for any asset shall be rounded to the near-
est Y10 of 1 percent.

‘“(8) GROSS NATIONAL PRODUCT DEFLATOR.—
The gross national product deflator for any calendar
quarter is the implicit price deflator for the gross na-
tional product for such quarter (as shown in the first
revision thereof.)

“(d) SPecIAL RULES.—For purposes of this section—

24-860 O - 84 - 3
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“(1) TREATMENT AS SEPARATE ASSET.—In the

case of any asset, the following shall be treated as a
separate asset:

“(A) a substantial improvement to property,

“(B) in the case of stock of a corporation, a
substantial contribution to capital, and

‘“(C) any other portion of an asset to the
extent that separate treatment of such portion is
appropriate to carry out the purposes of this
section,

‘“(2) ASBETS WHICH ARE NOT INDEXED ABSSETS
THROUGHOUT HOLDING PERIOD,—

‘“(A) IN GENERAL.—The applicable inflation
ratio shall be appropriately reduced for calendar
months at any time during which the asset was
not an indexed asset.

“(B) CERTAIN SHORT SALES.—For pur-
poses of applying subparagraph (A), an asset shall
be treated as not an indexed asset for any short
sale period during which the taxpayer or the tax-
payer’s spouse sells short property substantially
identical to the asset. For purposes of the preced-
ing sentence, the short sale period begins on the
day after the substantially identical property is

sold and ends on the closing date for the sale.
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“(3) TREATMENT OF CERTAIN DISTRIBUTIONS.—

A distribution with respect to stock in a corporation
which is not a dividend shall be treated as a
disposition.

‘“4) SECTION CANNOT INCREASE ORDINARY
Lo8s.—To the extent that (but for this paragraph) this
section would create or increase a-net ordinary loss to
which the second sentence of section 1231(a) applies or
an ordinary loss to which any other provision of this
title applies, such provision shall not apply. The tax-
payer shall be treated as having a long-term capital
loss in an amount equal to the amount of the ordinary
loss to which the preceding sentence applies.

“(5) ACQUISITION DATE WHERE THERE HAS
BEEN PRIOR APPLICATION OF SUBSECTION (a)(1)
WITH BESPECT TO THE TAXPAYER.—If there has
been a prior application of subsection ()(1) to an asset
while such asset was held by the taxpayer, the date of
acquisition of such asset by the taxpayer shall be treat-
ed as not earlier than the date of the most recent such
prior application.

‘“(6) COLLAPSIBLE CORPORATIONS.—The appli-
cation of section 341(a) (relating to collapsible corpora-
tions) shall be determined without regard to this

section.
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‘(e) CERTAIN CONDUIT ENTITIES.—

“(1) REGULATED INVESTMENT COMPANIES;

REAL EBTATE INVESTMENT TRUSTS; COMMON TRUST

FUNDS,—

“(A) IN GENERAL.—Stock in a qualified in-
vestment entity shall be an indexed asset for any
calendar month in the same ratio as the fair

market value of the assets held by such entity at

the close of such month which are indexed assets

bears to the fair market value of all assets of such
entity at the close of such month.

‘“(B) RATIO OF 90 PERCENT OR MORE.—If
the ratio for any calendar month determined
under subparagraph (A) would (but for this sub-
paragraph) be 90 percent or more, such ratio for
such month shall be 100 percent.

“(C) RATIO OF 10 PERCENT OR LESS.—If
the ratio for any calendar month determined
under subparagraph (A) would (but for this sub-
paragraph) be 10 percent- or less, such ratio for
such month shall be zero.

‘D) VALUATION OF ASSETS IN CABE OF
REAL ESTATE INVESTMENT TRUSTS8.—Nothing

in this paragraph shall require a real estate in-

* vestment trust to value its assets more frequently
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than once each 36 months (except where such

trust ceases to exist). The ratio under subpara-

graph (A) for any calendar month fox: which there

is no valuation shall be the trustee’s good faith
judgment as to such valuation.
“(E) QUALIFIED INVESTMENT ENTITY.—

For purposes of this paragraph, the term ‘qualified

investment entity’ means—

“G) a fegulaied investment company
(within the meaning of section 851),

“(ii) a real estate investment trust
(within the meaning of section 8586), and

“(iii) & common trust fund (within the
meaning of section 584).

“(2) PARTNERSHIPS.-—In the case of a partner-
ship, the adjustment made under subsection (a) at the
partnership level shall be passed through to the
partners.

“(3) SUBCHAPTER 8 CORPORATIONS.—In the
case of an electing small business corporation, the ad-
justment under subsection (a) at the corporate level
shall be passed through to the shareholders.

“(f) D1sposITIONS BETWEEN RELATED PERSONS.—

“(1) In GEN?JRAL.——This section shall not apply

to any sale or other disposition of property between re-
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lated persons except to the extent that the basis of

such property in the hands of the transferee is a substi-
tuted basis.
“(2) RELATED PERSONS DEFINED.—For purposes
of this section, the term ‘related persons’ means—
“(A) persons bearing a relationship set forth
in section 267(b), and
“(B) persons treated as single employers
under subsection (b) or (c) of section 414.

‘“(@ TRANSFERS TO INCREASE INDEXING ADJUST-
MENT OR DEPRECIATION ALLOWANCE.—If any person
transfers cash, debt, or any other property to another person
and the principal purpose of such transfer is—

“(1) to secure or increase an adjustment under
subsection (a), or
“(2) to increase (by reason of an adjustment under
subsection (a)) a deduction for dépreciation, depletion,
or amortization,
the Secretary may disallow part or all of such adjustment or

increase.
‘“‘(h) DEFINITIONS.—For purposes of this section—
‘(1) NET LEASE PROPERTY DEFINED.—The term

‘net lease property’ means leased real property

where—
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“(A) the term of the lease (taking into ac-

count options to renew) was 57 percent or more
of the useful life of the property, and

‘“(B) for the period of the lease, the sum of
the deductions with respect to such property
which are allowable to the lessor solely by reason
of section 162 (other than rents and reimbursed
amounts with respect to such property) is 15 per-
cent or less of the rental income produced by such
property.
“(2) STOCK INCLUDES INTEREST IN COMMON

TRUST FUND.—The term ‘stock in a corporation’ in-

cludes any interest in a common trust fund (as defined

in section 584(a)).

“(i) ReGuLATIONS.—The Secretary shall prescribe
such regulations as may be necessary or appropriate to carry
out the purposes of this section.”.

(b) CLERICAL AMENDMENT.—The table of sections for
part II of sﬁbchapter O of such chapter 1 is amended by
inserting after the item relating to section 1019 the following

new item:

““Sec. 1020. Indexing of certain assets for purposes of determining gain or loss.”.
(¢) EFFECTIVE DATE.—The amendments made by this
section shall apply to sales and exchanges after December

31, 1983.
O



DESCRIPTION OF TAX BILLS
(S. 1600, S. 1579, S. 108, S. 1464, and S. 1549)

ScHEDULED FOR A HEARING
BEFORE THE

SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT

OF THE
COMMITTEE ON FINANCE
ON AUGUST 1, 1983

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The hills described in this pamphlet have been scheduled for a
public hearing on August 1, 1988, by the Senate Finance Subcom-
mittee on Taxation and Debt Management.

The five bills scheduled for the hearing, in the order listed in the
press release announcing the hearirg, are S. 1600 (relating to in-
dexing the basis of certain assets), S. 1579 (relating to charitable
deduction for use of passenger automobile), S. 108 (relating to tax
incentives for vocational education programs), S. 1464 (relating to
exemption from divestiture requirements. of excess business hold-
ings provision for the El Pomar Foundation), and S. 1649 (relating
to exemption from unrelated business income tax for income from
certain oil and gas property).

The first part of the pamphlet is a summary of the bills. This is
followed in the second ‘[;art by a more detailed description of the
g‘iltl:,' including present law, explanation of provisions, and effective
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I. SUMMARY
1. S. 1600—Senator Armstrong

Indexing the Basis of Certain Assets

Under present law, the adjusted basis for determining gain or
loss from the disposition of capital assets is established in fixed
dollar amounts. Thus, changes in the value of the dollar resulting
from inflation are not taken into account for this purpose.

The bill would provide for an inflation adjustment (i.e., indexing)
to the basis of certain assets for pu of determining gain or
loss on a taxable disposition. The aci}ustment would be applicable
to certain corporate stock and real property interests. The adjust-
ment would apply only to inflation occurring after 1983. The infla-
tion adjustment would not apply for purposes of determining depre-
ciation and other cost-related deductions.

2. 8. 1679—Senator Armstrong

Charitable Expense Deduction for Use of Passenger Automobile

Under present law, individual taxpayers may deduct charitable
contributions up to certain limits (Code sec. 170). In determining
the amount of their charitable contribution deduction, taxpayers
may deduct their actual fuel expenses for a vehicle used to provide
services to a charitable organization, or may use a standard rate of

nine cents a mile.
Under the bill, taxpayers would be allowed to use the standard

mileage rate authorized for computing the business expense deduc-
tion for business use of a passenger automobile. At present, that
rate generally is 20 cents a mile for the first 15,000 miles of busi-
ness use, and 11 cents a mile for each additional mile. The bill

would apply to taxable years beginning after 1982.
3. S. 108—Senators Grqssley, Jepsen, Durenberger, and Thurmond

Tax Incentives for Vocational Education Programs

a. Increased charitable deduction for contributions of equipment
to postsecondary vocational education programs

Present law

In general, the amount of charitable deduction otherwise allowed
for donated property must be reduced by the amount of any ordi-
nary gain which the taxpayer would have realized had the proper-
ty been sold at its fair market value on the date of the donation
(sec. 170(e)). For example, a manufacturer that makes a charitable
donation of inventory generally may deduct only its basis in the
property. ‘

@)



38

8

However, under a epecial rule, corporations are allowed an aug-
mented charitable deduction for donations of newly manufactured
scientific equipment to a college or university for research use in
the physical or biological sciences (sec. 170(eX4)). The augmented
deduction is generally for the sum of (1) the corporation’s basis in
the donated property and (2) one-half of the property’s unrealized
appreciation. In no event may the amount of the deduction under
the special rule exceed twice the basis of the property.

Explanation of provision

Section 1 of the bill would provide an augmented charitable de-
duction for corporate or other taxpayers making certain donations
of tangible personal property to institutions of higher education
which use the property to train students enrolled in a postsecon-
dary vocational education program.

For qualifying donations, the augmented charitable deduction al-
lowed generally would equal the sum of the taxpayer’s basis in the
donated property and one-half of the property’s unrealized appre-
ciation. In no event would a deduction be allowed for any amount
which exceeded twice the property’s basis.

This provision of the bill would be effective for donations made

after 1982.
b. Postsecondary vocational education instruction tax credit

Present law

Employers generally mag deduct as an ordinary and necessary
business expense a reasonable allowance for compensation paid em-
ployees (sec. 162). Thus, a manufacturer, for example, generally
may deduct reasonable compensation paié to vocational education
teachers who work temporarily for the manufacturer to upgrade
their skills, although regularly employed by teaching institutions.
Present law also provides a targeted jobs credit to employers who
hire individuals belonging to any of several defined groups (sec. 51).
The targeted jobs credit is available with respect to certain voca-
tional education students employed under cooperative education
programs; it does not apply to vocational education teachers.

Explanation of provision

Section 2 of the bill would provide a nonrefundable credit with
respect to (1) postsecondary vocational education courses taught by
qualified teaching employees of the taxpaﬁer and (2) vocational
education instructors temporarily employed gothe taxpayer.

The amount of the new credit would be $100 for each postsecon-
dary vocational education course taught by a qualified teaching
employee during the taxable year (not to exceed five courses per
employee per year), plus $100 for each ggaliﬁed vocational educa-
tion instructor temporarily emp‘l’%yed du the taxable year.

The bill specifies that the credit would be in addition to allow-
able deductions for compensation paid to employees.

This provision of the bill would be effective for taxable years be-

ginning after 1982.
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4. S. 1464—Senators Armstrong and Hart

Exemption from Divestiture Requirements of Excess Business
Holdings Provision for the El Pomar Foundation

The bill would exempt the El Pomar Foundation of Colorado
Springs, Colorado, from the divestiture requirements with respect
to excess business holdings which apply to private foundations (sec.

4943).

B. S. 1649—Senators Armstrong, Long, Durenberger, Wallop,
Grassley, Symms, Bentsen, Baucus, Boren, and Pryor

Exemption from Unrelated Business Income Tax for Income from
Certain Oil and Gas Property

Under present law, most organizations which generally are
exempt from Federal income taxation under Code section 501(a), in-
cluding any trust that is part of a tax-qualified pension, profit-shar-
ing, or stock bonus plan described in section 401(a), are subject to
tax on any unrelated business taxable income (secs. 511-514). In ad-
dition, a tax is imposed on the unrelated trade or business income
of an individual retirement account or annuity (an IRA).

Under the bill, certain exempt organizations would be permitted
to invest in limited partnerships owning working interests in do-
mestic oil and gas properties without incurring tax for unrelated
business income. The organizations that would be eligible under
this provision include exempt trusts forming a part of tax-qualified
pension, etc., plans, IRAs, and certain tax-exempt educational orga-
nizations. The bill would apply for partnership taxable years begin-

ning after 1982.
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I1. DESCRIPTION OF BILLS
1. S. 1600—Senator Armstrong
Indexing the Basis of Certain Assets

Present Law

A taxpayer generally recognizes gain from an increase in value
of a capital asset, or takes into account an allowable loss from a
decline in value of the asset, only on the sale, exchange, or other
disposition of the asset. If the taxpayer continues to hold the asset,
no appreciation in value of the asset is includible in income, and no
loss is allowable for any decline in value.

Gain on disposition of a capital asset which has been held for
more than one year is taxable at reduced rates. Capital assets gen-
erally include property held by the taxpayer other than property
held for sale to customers and property used in the taxpayer's
trade or business. In addition, gain from the disposition of property
used in a trade or business, in excess of depreciation recapture,
m%y be treated as gain from the sale of a capital asset.

or a noncorporate taxpayer, only 40 percent of net capital gains
(i.e., the excess of net long-term capital gain over net short-term
capital loss) is included in taxable income. These gains are there-
fore taxable at a maximum 20-percent rate. For corporations, an al
ternative tax rate of 28 percent applies to net capital gain if the
};ax é&mputed using that rate is lower than the corporation’s regu-
ar tax.

The reduced tax rates for capital gains are taken into account as
preference items for purposes of the corporate and noncorporate
minimum taxes. .

Background

Effect of inflation—U.S. tax law

The Federal tax law generally does not take inflation into ac-
count in determining taxable income. For examrle, under U.S. tax
law, the adjusted basis for determining gain or loss from a taxable
disposition of property is established in fixed dollar amounts. Thus,
the law does not take into account for this purpose changes in the
value of the dollar resulting from inflation.

For example, a taxpayer who purchases a share of stock for $100,
and sells the stock for $150 ten gears later, recognizes $50 of
income in the year of sale. This is the result notwithstanding that,
to the extent inflation has occurred during these years, it would re-
quire more than $100 at the time of disposition to return to the
taxpayer the $100 in value invested in the asset. The $50 of income

®
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reoog;xized generally would be subject to the reduced tax rates ap-
plicable to capital gains.
For certain other purposes, U.S. tax law does take inflation into
account. Under the Economic Recovery Tax Act of 1981, income tax
brackets for individuals, as well as the zero bracket and personal
exemption amounts, will be adjusted each year for inflation begin-
ning in 1985 (Code sec. 1(f)). The adjustment for each year will be
based upon the percentage by which the consumer price index
(CPD for the preceding year exceeds the CPI for 1988. This provi-
sion is designed to prevent taxpayers from being pushed into
hiil)xer percentage tax brackets by inflation.

addition, the base price for determining the windfall profit tax
on domestic crude oil is adjusted for inflation as measured by the
implicit price deflator for the iroes national product (sec. 4989(b)).
Further, beginning in 1986, the limits on contributions to, and
benefits from, a qualified pension plan will be adjusted for post-
1984 cost-of-living increases, as determined under the formula then
in effect for determining social security benefit levels (sec.

415(dX2)).?
Effect of inflation—foreign tax laws

United Kingdom

In 1982, the United Kingdom enacted an indexation allowance
for assets held for one year or longer.? The allowance applies only
for inflation occurring after 1982, The allowance is based on the
percentage by which the retail price index for the month in which
an asset is disposed of exceeds the index at a time one year after
the related expenditure was made. The amount of any capital giam
is reduced by the indexation allowance for the applicable holding

riod. Where the allowance exceeds the adjusted gain, no gain or
oss is recognized. The allowance is not applicable to capital losses.

Canada

The Canadian Government, in its budget of April 1983, proposed
an elective indexation program for Canadian securities, known as
the Indexed Security Investment Plan (ISIP).? The plan would be
limited to publicly listed common stock of Canadian corporations.

Under the Canadian plan, stock purchased under an ISIP would
be adjusted each month acco to the percentage increase in the
consumer price index. At the end of each year, the investor would
be required to recognize 25 percent of the real increase in value of
the investment (i.e., after adjusting for the inflation rate) over the
course of the year. The remaining 76 percent of increased value
would be deferred until the succeeding {ear, to be taxed (together
with any real increase in value during the succeeding year) under
the same formula (i.e., 26 percent of the 76 percent would be taxed
in the succeeding year). Any remaining untaxed increase in value

! The Tax Equity and Fiscal Responsibility Act of 1982 suspended the otherwise allowable
cost-of-living tidtxyncnt for the lmu{&‘.lnd 1885

% Finance m.uuseln s
s delivered in the House of Commons by the Honourable Marc Lal Minis-
WWAMID.IW.WMMMM B Deathots and meamtios
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would be taxed on disposition of the investment. The plan general-
ly would treat losses in the same manner as capital gains.*
Investors would be allowed to transfer gresently held securities
to an ISIP. However, these securities would be indexed only for the
period beginning in 19883, :
The Canadian Government plans to deny an-interest deduction
on funds borrowed for ISIP investments.

Explanation of the Bill

Overview

The bill would provide generally for an inflation adjustment to
(i.e., indexing of) the basis of certain assets for purposes of deter-
mining gain or loss on disposition. Assets eligible for the inflation
adjustment would be certain corporate stock and real property. The
adjustment would be applicable only to assets held for more than
one year.

The adjustment would be based on the level of the gross national
product (GNP) deflator for the calendar quarter in which disposi-
tion takes place compared with the deflator for the quarter in
which the asset was acquired. The inflgtion adjustment would
apply onl{ to inflation occurring after 19883.

nder the bill, the inflation adjustment would apply with respect
to sales, excha‘r:fea, or other dispositions of é)roperty. However, the
adjustment would not apf?' for purposes of determining any deduc-
tion for depreciation, cost depletion, or amortization.

Indexed assets

Stock.—The bill would generally provide for the indexing of cor-
porate stock which is a capital asset. (For this purpose, options,
warrants, or other contract rights with respect to stock would not
be considered stock.) However, no adjustment would be allowed in
the case of preferred stock which provides for a fixed return with
no significant participation in corporate growth. The inflation ad-
justment also would not apply to stock in an S corporation, in a
personal holding company, or, in general, in a foreign corporation.®
An interest in a common trust fund would be treated as stock.

Realty.—The bill would provide for indexing of real property (or
any interest therein) which is a capital asset or gsrorerty used in a
trade or business (within the meaning of sec. 1281). This includes
land, leasehold interests, and buildings. However, the inflation ad-
justment would not apply (1) to any contract rights with respect to
real property which are not themselves real property, (2) to any
mortgage or other creditor’s interest, or (3) to realty su to cer-
tain long-term net leases.

General requirements.—The bill would apply only to assets held
for more than one year. An asset would not be treated as an in-

¢ Canadian la uires that half of tal be included in
e S R T e L s
* However, the | ndhﬁmmtmﬂapﬂywmckmtom which is
traded on an domestic securities market, other than in in t
com or stock held by persons subject to potential dividend treatment on the sale of the
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dexed asset for any period during which the taxpayer, or his or her
" spouse, has sold short property substantially identical to the asset.

Computation of inflation adjustment

The inflation adjustment under the bill would be computed by
multiplying the taxpayer’s adjusted basis in the indexed asset by
the ratio of the GNP deflator for the calendar quarter in which dis-
position of the asset takes place to the deflator for the quarter in
which the asset was acquired.® For example, if the deflator at the -
time of sale was 50 percent higher than at the time of acquisition,
the gain or loss would be determined by reducing the sales pro-
ceeds by an amount equal to 150 percent of the asset basis at the
time of acquisition.

If the inflation adjustment exceeds the amount of gain (deter-
mined without the adjustment) on disposition of an indexed asset,
the taxpayer would ize a loss to the extent of the excess.
However, any loss created (or increased) by application of the infla-
tion adjustment would be treated as a capital loss, regardless of

other provisions of the Cbde.
In the case of an asset acquired before 1984, the GNP deflator for

the quarter ending December 31, 1983, would be used to compute
the inflation adjustment. Thus, the bill would not provide an ad-
justment for inflation occurring before 1984.7

Pass-through entities

Under the bill, partnership interests and stock of S corporations
would not be treated.as indexed assets. However, any adjustment
made with respect to assets held at the entity level would be
passed through to the partners or S corporation shareholders for
purposes of determining gain or loss on disposition of their partner-
ship interests or stock.

pecial rules would apply in the case of regulated investment
companies (mutual funds), real estate investment trusts, and
common trust funds which hold indexed assets. In general, stock in
these entities would qualify for partial indexing based on the ratio
of the value of the indexed assets held by the entity to its total

assets.

Special rules

The bill would disallow the inflation adjustment in cases of
transfers between related persons except to the extent the transfer-
ee has a carryover basis in the asset. , the bill would authorize
the Treasury Department to disallow all or part of an adjustment
if the principal purpose of a transfer of an asset is to create or in-
crease an inflation adjustment (or to increase a deduction by
reason of such adjustment).

The bill also would provide that, if the inflation adjustment has
already been applied to an asset while it was held by the taxpayer,

¢ The GNP deflator is an index of the price of all goods and services produced in the United
mmmmtq‘%mr.nxwmﬂwwmwmhxmmmdm-

sumer (including imports) du; the relevant
T Al the of ﬂloblﬂl‘lwuint:duzd r’:fonwlnﬂation after December
81, 1984, it is that the bill is intended to take into account, as well, inflation occur-
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the taxpayer may not claira a date of acquisition prior to the date
on which the adjustment was applied. This would prevent a taxpay-
er from benefitting twice from an adjustment for the same period.

The bill would provide that, in cases where a corporation is treai-
ed as a collapsible corporation with respect to a distribution or sale
of stock (sec. 841), the full amount of gain which would be recog-
nized and taxed as ordinary income under present law would con-

tinue to be so treated.
Effective Date

The bill would apply to dispositions of indexed assets after De-
cember 31, 1983. i post

Prior Congressional Action
In 1978, the House passed a provision similar to the bill as part

of H.R. 13511, the Revenue Act of 1978. That provision was deleted

in conference.
In 1982, the Senate passed a similar provision as part of H.R.
4961, the Tax Equity and Fiscal Responsibility Act of 1982. That

provision was deleted in conference.
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2, 8. 1579—8enator Armstrong
Charitable Expense Deduction for Use of Pussenger Automobile

Present Law

Individual taxpayers who itemize their deductions may deduct
charitable contributions made to qualified organizations, subject to
certain limitations (Code sec. 170(a)). :

- Individuals who do not itemize deductions may also deduct chari-

table contributions, subject to limitations (sec. 170(i)). For 1982 and
1988, the deduction is limited to 26 percent of the first $100 of con-
tributions, or a maximum deduction of $25. For 1984, the contribu-
tion limit is raised to $300, or a maximum deduction of $76. For
1986, the deduction is allowed for 50 percent of contributions, with
no dollar limit, and for 1986 the deduction is allowed for 100 per-
cent of contributions (subject to the general limitations). This provi-
sion expires after 1986.

Under present law, a taxpayer may deduct unreimbursed out-of-
pocket expenses incurred incident to the rendition of services pro-
vided to a charitable organization, such as fuel costs for a vehicle
(Treas. Reg. sec. 1.170A-1(g)). In determining the amount of the con-
tribution deduction attributable to the operation of a vehicle, the
taxpayer may deduct actual expenses or, may use a standard rate.
As most recently established, this rate is nine cents a mile.? Under
either computation method, the taxpayer may also deduct parking
fees and tolls, but may not deduct general repair or maintenance
expenses, depreciation, or insurance.

Explanation of the Bill

Under the bill, taxpayers could determine the amount of their
charitable contribution deduction for the use of a Passenger auto-
mobile under the standard mileage rate applicable for that year in
computing the business expense deduction (sec. 162) for business
use of a passenger automobile.

As most recently established, the standard mileage rate which
may be used in computing the business expense deduction for busi-
ness use of u passenger automobile (if the vehicle is not fully depre-
ciated) is 20 cents a mile for the first 15,000 miles of business use
during the taxable year, and 11 cents a mile for each additional

mile.?

8 This rate was established in a revenue procedure issued by the Internal Revenue Service
(Rev. Proc. 82-61, 1982-2 C.B. 849). )
* Rev. Proc. 82-61, supra note 8.
(10)

24-860 O -~ 84 ~ 4
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Effective Date

The provisions of the bill would apply to taxable years beginning
after 1982.
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8. S. 108—Senators Grassley, Jepsen, Durenberger, and Thurmond

Tax Incentives for Vocational Education Programs

a. Increased charitable deduction for contributions of eqinipment
to postsecondary vocational education programs

Present Law

In general, the amount of charitable deduction otherwise allow-
able for donated property must be reduced by the amount of any
ordinary gain which the taxpayer would have realized had the
property been sold for its fair market value on the date of the do-
nation (Code sec. 17(e)). . ,

Thus, a donor of inventory or other ordinary-income property
(property the sale of which would not give rise to long-term capital
gain) generally may deduct only the donor’s basis in the property
rather than its full fair market value, In the case of property used
in the taxpayer’s trade or business (sec. 1231 property), the charita-
ble deduction must be reduced by the amount of depreciation re-
capture which would be recognized on sale of the donated property.

nder a special rule, corporations are allowed an augmented
charitable deduction for donations of newly manufactured scientific
equipment or apparatus to a college or university for research use
in the physical or biological sciences (sec. 170(eX4), enacted in the
Economic Recovery Tax Act of 1981).1° The augmented deduction
is generally for the sum of (1) the corporation’s basis in the donated
Kro?erty and (2) one-half of the unrealized anreciation (i.e., one-
alf of the difference between the property’s fair market value de-
termined at the time of the contribution and the donor’s basis in
the property). However, in no event is the deduction under the spe-
cial rule allowed for an amount which exceeds twice the basis of

the property.
' Explanation of Provision

Overview

Section 1 cf the bill would provide an augmented charitable de-
duction for taxpayers (not limited to corporations) making certain
donations of tangible personal property to a public community col-
lege or public technical institute (within the meaning of sec. 742(b)
of the Higher Education Act of 1965 11), or any other institution of

10 Under a special rule enacted in 1976, an augmented charitable deduction also is allowed for
corporate contributions of certain %es of ordinary income property donated for the care of the
needy, the ill, or infants (sec. 170(eX3)).

11 Section T42(b) of the Higher Education Act of 1965, as amended, defines a public communi-
ty college or lic technical institute as an institution of higher education which is under
public supervision and control, and is organized and administered principally to provide a two-

' Continued

(12)
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higher education (within the meaning of section 1201(a) of such
Act 12), if the donated property is used for training students en-
rolled in a postsecondary vocational education program.

Regquirements for favorable treatment

To qualify, a donation of equipment would be required, under the

bill, to satisfy the following requirements:
(1) The donated property must not be transferred by the donee in

exchange for money, other property, or services; ,
(2) Substantially all of the use of the property by the donee must
be for training students enrolled in a postsecondary vocational edu-

cation Tirogram offered by the donee; and
(8) The taxpayer must receive from the donee a written state-

ment representing that the use and digposition of the donated prop-
erty will be in accordance with the last two requirements.
postsecondary vocational education lprogreaun would be defined
as any organized education program which is either (1) a two-year
program in engineering, mathematics, or the physical or biological
sciences, designed to prepare a student to work as a technician or
at the ser&ifrofessional level in engineering, scientific, or other
technological fields requiring the understanding and application of
basic engineering, scientific, or mathematical principles of knowl-
edge, or (2) directly related to the preparation of individuals for
paid or unpaid employment or for a career which does not require

a baccalaureate or advapced degree.

Allowable deduction

If all the requirements of section 1 of the bill are satisfied, the
augmented charitable deduction allowed for the donation of equip-
ment generally would be the sum of (1) the taxpayer’s basis in the

year program which is acceptable for full credit toward a bachelor's degree, or a two-year °gl'v»-
gram in engineering, mathematics, or the physical or biological sciences which is des to
prepare the student to work as a technician and at a semiprofessional level in engineering, sci-
entific, or other technological fields which require the understanding and application of basic
engineering, scientific, or mathematical principles or knowledge; and the term includes a
branch of an institution of higher education offering four or more years of higher education
6%0(!; is locialtsege_ ixln)a community different from that in which its parent institution is located (20

13 Saction 1201(a) of the Higher Education Act of 1966, as amended, defines an institution of

her education as an educational institution in any State which (1) admits as regular students
only persons ha a certificate of graduation from a school ghroviding secondary education, or
origed within such State to pro-

the recognized equivalent of such a certificate; (2) is legally au
vide a p of education beyond secondary education; (vaidu an educational p
for which it awards a bachelor's d or provides not less a two-year program which is
acceptable for full credit toward such a d ; (4) is a public or other nonprofit institution; and
() is accredited by a nationally accrediting agency or association or, if not so accred-
ited, (A) is an institution with ree to which the Secretary Iof Education) has determined that
there is satisfactory assurance, considering the resources a le to the itution, the period
of time, if any, du which it has operated, the effort it is m to meet accreditation stand-
ards, and the purpose for which this determination is being made, that the institution will meet
the accreditation standards of such an agency or association within a reasonable time, or (B) is
an institution whose credits are mptoxe on transfer, by not less than three institutions which
are 80 accredited, for credit on the same basis as if ‘erred from an institution so accredited.
such term also includes any school which grovidea not less than a one-year pmam of training
to prepare students for gainful emﬂlo nt in a occupation and w meets the pro-
visions of clauses (1), (2), (4), and (b). For purposes of su on, the Secretary Lc:f Education)
shall publish a list of nationally accrediting agencies or associations which he deter-
mines to be reliable authority as to uality of tmh:gg offered. Such term also includes a
nbllic or x(:i))l:proﬂt tfrivau educm}:o%n b tution h;‘ any Stgete o:‘linic&in lie::f of the roquireu‘xlen%
clause (1), admits as regular stu ns who are compulsory school
attendance in the state in which the inltmﬁn is located wgo have ﬂ:fe ability to benzit from
the training offered by the institution (20 U.8.C. sec. 1141). . -
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donated property and (2) one-half of the unrealized appreciation.
However, in no event would a deduction be allowed for any amount
which exceeded twice the basis of the property.

Effective Date

The provisions of section 1 of the bill would be effective for dona-
tions made after 1982.

b. Postsecondary vocational education instruction tax credit

Present Law

In gencral, employers may deduct as an ordinary and necessary
business expense a reasonable allowance for salaries or other com-
pensation for personal services actually rendered (sec. 162). Thus, a
manufacturer generally may deduct reasonable compensation paid
to an employee who, while regularly employed by the manufactur-
er in a nonteaching capacity, teaches vocational education courses
Parbtime at a teac institution, with or without compensation.

n addition, a manufacturer generally may deduct reasonable com-
pensation paid to a vocational education teacher regularly em- -
ployed by a teaching institution who works temporarily for the
manufacturer to upgrade his or her skills.

Under present law, a targeted jobs tax credit is also available, on
an elective basis, to employers who hire individuals from one or
more of nine target groups (sec. 51). One such groc:f consists of
youths between the ages of 16 and 20 from economically disadvan-
taged families who receive instruction in and otherwise actively

icipate in certain cooperative vocational education programs.

e targeted jobs credit is not available with respect to individuals
who teach vocational education courses.

Explanation of Provision

General rules

Section 2 of the bill would provide a new tax credit with respect
to (1) postsecondary vocational education courses taught by quali-
fied teaching employees of the taxpayer and (2) t%ualified vocational
education instructors temporarily employed bge e tax‘payer.

The amount of the credit generally would be $100 for each post-
secondary vocational education course taught by a qualified teach-
ing employee during the taxable ‘year (not to exceed five courses
per employee per taxable year), plus $§100 for each qualified voca-
;iglnal education instructor temporarily employed during the tax-

e year.

Definitions
A postsecondary vocational education course would be defined as

any course of instruction which—

({) Is offered by an institution of higher education as part of
either (a) a two-year organized education program in engineering,
mathematics, or the physical or biological sciences, designed to pre-
Pare a student to work as a technician or at the semiprofessional
evel in engineering, scientific, or other technological fields requir-
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ing the understanding and application of basic engineering, scien-
tific, or mathematical principles of knowledge, or (b) an organized
education program directly related to the preparation of individ-
uals for pafd or unpaid employment or for a career which does not
require a baccalaureate or advanced degree;

(2) Consists of a period of instruction which is at least equivalent
to a course of instruction that provides three hours of instruction
per week during an academic semester; and

(3) Has been completed before the close of the taxable year.

A qualified teaching employee would be defined as any individu-
al employed full time by the taxpayer for the entire taxable year
who taught at least one postsecondary vocational education course
part-time at an institution of higher education (within the meaning
of sec. 1201(a) of the Higher Education Act of 1965 13), does not re-
ceive any compensation from the institution of higher education,
and was not a qualified vocational education instructor at any time

during the taxable year.
A vocational education instructor would be defined as any indi-

vidual who—

(1) Was employed full time by the taxpayer for at least three
months but not more than 12 months during the two-year period
ending at the close of the taxable year;

(2) Prior to this employment, taught postsecondary vocational
education courses full-time at an institution of higher education;

(8) Is teaching such courses full-time at an institution of higher
education at the close of the taxable year; and

(4) Is not employed by the taxpayer at the close of the taxable

year.

Double benefit

Any credit allowed under the bill with respect to an employee
would be in addition to any allowable deduction for reasonable

compensation paid to the employee by the taxpayer.

Limitations and special rules

The amount of the vocational education instruction credit allow-
able in any taxable year generally would be limited to the taxpay-
er’s income tax liability for the year reduced by (1) certain items of
tax described in the last sentence of Code section 53(a), and (2) the
sum ﬁf various other statutory credits allowable in the taxable
year. ,

In addition, in the case of a taxpayer who owns an interest in an
unincorporated trade or business, is a partner in a partnership, is a
beneficiary of an estate or trust, or is a shareholder in an electing
small business corporation, the amount of the vocational education
credit attributable to such trade, business or entity which would be
applied against tax could not exceed the amount of the taxpayer’s

13 See note 12, supra.

14 The statutory credits which would be applied tax before the vocational education
instruction credit are: all allowable credits having a lower letter or number designation in the
Code than the vocational education instruction credit (sec. 44H under the bill), except the wage
withholding credit (sec. 81), the credit for certain uses of gasoline and special fuels (sec. 39), and
the earned income credit (sec. 43).
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total tax attributable to the taxpayer’s share of income from the
trade, business, or entity.

rzﬁecial rules governing the computation and allocation of the
credit are included in the bill for controlled groups of corporations
and trades or businesses under common control. The bill would
also authorize the Treasury to adopt regulations governing pass-
through of the credit, in the case of S corporations (under rules
similar to those of Code secs. 52(d) and 62(e)), and allocation of the

credit, in the case of partnerships.
" Effective Date

The provisions of section 2 of the bill would be effective for tax-
able years beginning after 1982
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4. S. 1464—Senators Armstrong and Hart

Exemption from Divestiture Requirements of Excess Business
Holdings Provision for the El Pomar Foundation

Present Law

The Tax Reform Act of 1969 imposed an excise tax on the excess
business holdings of a private foundation (Code sec. 4943). General-
ly, under the excess business holdings provision, the combined own-
ership of a business by a private foundation and all disqualified
persons cannot exceed 20 percent of the voting stock of the busi-
ness (35 percent if other persons have effective control of the busi-

ness).

The 1969 Act provided that if a private foundation and disquali-
fied persons together had holdings on May 26, 1969 in excess of the
permitted amounts under the general rules, then those holdings
could be retained for an initial transitional period. Following that
period, the combined holdings must be reduced to 50 percent. Ulti-
mately, the combined holdings must be reduced to 35 percent if the
disqualified persons hold, in the aggregate, no more than two per-
cent of the business after the initial transition period. If the dis-
qualified persons hold more than two percent, then the combined
holdings may continue to be as much as 50 percent, but the founda-
tion itself may hold no more than 25 percent of the voting stock.

Explanation of the Bill

The bill would provide that the divestiture re%uirements of the
excess business holding provisions (sec. 4943) would not apply to a
rivate foundation which meets the following conditions: (1) the
oundation owned (directly or through a holding company), on May
26, 1969, 100 percent of the voting stock in an incorporated busi-
ness enterprise substantially all of the operating assets of which
are used in operating a hotel business enterprise; (2) the stock in
the business enterprise was acquired by gift, devise, or uest
before December 381, 1966; (8) neither the donor nor any of the
members of the donor’s family was a foundation manager on or
after December 81, 1956; (4) on May 26, 1969, and at all times
thereafter, the hotel business enterprise is substantially the same
character as the enterprise which was conducted by the corpora-
tion on the date of the last gift, devise, or bequest by any donor of
any stock in the business enterprise; (6) on May 26, 1969, and at all
times thereafter, substantially all of the operating assets are used
in cperating the hotel business enterprise; and (6) the foundation
does not acquire on or after May 26, 1969, any interest in a busi-
ness enterprise that would constitute excess business holdings.

It is understood that the intended beneficiary of the bill is the El
Pomar Foundation of Colorado Springs, Colorado. However, any

an”
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private foundation that meets the requirements of the bill would
qualify for exemption from the divestiture rules.

Effective Date

The provisions of the bill would be effective on the date of enact-
ment.

Prior Congressional Action

In 1982, the Senate passed a similar provision as part of H.R.
4961, the "Tax E?ulty and Fiscal Responsibility Act of 1982. That
rovwion was deleted in conference. Also, a similar provision was
added by the Committee on Finance to HR. 4677, as reported by
the Cornmittee on November 15, 1982. No further action was taken

on that bill in the 97th Congress



b4

" B. S. 15649—Senators Armstrong, Long, Durenberger, Wallop,
Grassley, Symms, Bentsen, Baucus, Boren, and Pryor

Exemption from Unrelated Business Income Tax for Income from
Certain Oil and Gas Property

Present Law

.

In general

Under present law, most organizations which generally are
exempt from Federal income taxation under Code section 501();), in-
cluding any trust that is part of a tax-qualified pension, profit-shar-
ing, or stock bonu‘smi)lan described in section 401(a), are subject to
tax on any unrelated business taxable income (secs. 511-614). In ad-
dition, a tax is imposed on the unrelated trade or business income
of an individual retirement account or annuity (an IRA).!* The
term unrelated trade or business generally means any trade or
business the conduct of which is not substantially related (aside
from the need of such organization for income or funds or the use
it makes of the profits derived) to the exercise or performance by
such organization of the activities for which the organization was
granted tax exemption.

Under present law, a tax-exempt organization is treated as beitgg ,
engaged in the same activities as any E‘artnership (whether limi
or general) in which the organization invests. Accordingly, if a tax-
exempt organization becomes a limited partner in a partnership
that owns a working interest in oil and gas properties and the
working interest is not substantially related to the organization’s
exempt function, the income derived from the working interest is
subject to the unrelated trade or business tax.

Debt-financed property

Present law also provides that the income of an exempt trust or
orfanization, or an IRA, from debt-financed property which is un-
related to its exempt function is subject to the unrelated business
income tax in the %'ggortion in which the proper:i' is financed by
the debt (sec. 514). t-financed property means all property (e.g.
rental real estate, tangible personal property, and corporate stoc )
that is held to produce income and with respect to which indebted-
ness was incurred to acquire or improve the property or an indebt-
edness would not have been incurred but for the acquisition or im-
provement of the property. :

A special rule applies under present law to real property ac-
quired by a tax-exempt trust forming part of a tax-qualified pen-
sion, etc., plan. Under this rule, debt-financed real property ac-

18 Sec. 408(eX1).’
19)
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quired by an exempt trust is not treated as debt-financed property
unless one of the following applies: .

(1) the acquisition price is not a fixed amount determined as of
the date of acquisition; :

(2) the amount of any indebtedness or any other amount payable
with respect to such indebtedness, or the time for making any pay-
ment with respect to the indebtedness, is partially or wholly de-
. pendent upon any revenue, income, or profits derived from the real

property;

(8‘;ethe real property is at any time after acquisition leased by the
trust to the seller or to any person related to the seller (within the
meaning of sec. 267(b)); .

" (4) the real property is acquired from or, at any time after acqui-
sition, is leased to any person that bears a certain relationship to
the trust; or

" (b) the seller or any person related to the seller or the trust (as
described in (8) or (4)) provides the trust with nonrecourse financ-
ing in connection with the acquisition and the debt is subordinate
to an¥l other indebtedness on the property or bears interest at a

rattg that is significantly lower than the prevailing market interest
rate.

Explanation of the Bill
In general

Under the bill, certain exempt organizations would be permitted
to invest in working interests in domestic oil and gas properties
without incurring tax for unrelated business income. The organiza-
tions that would be eligible under this provision include exempt
trusts forming a part of tax-qualified pension, etc., plans, IRAs, and
tax-exempt educational organizations described 'in Code sections
170(bX1XAXii) or 170(bX1XAXiv).

In order to qualify under the special rule, the trust or organiza-
tion must receive income from the working interest in oil and gas
property as a limited partner from a limited partnershi(r. In addi-
tion, the limited partnership could not, at any time during the
partnership taxable year for which an income allocation is made —

(i) allocate to the limited partners a share of any item of deduc-
tion, loss, or credit that is less than the limited partners’ share of
income or gain;

(ii) allocate among the limited partners any item of deduction,
loss, or credit that differs from the ratio in which they share
income or gain;

(iii) allocate cash distributions to partners (limited or general) in
a manner that differs from the allocation of income or gain.

However, these restrictions would not apply if the allocations cf
depreciation, depletion, gain, or loss take account of the variation
between the basis of property to the limited partnership and its
fair market value at the time of its contribution to the partnership
and if the allocations are permissible under Treasury regula-

tions.1¢ .

18 Sec. 704(cX2).
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For purposes of determining whether an exempt trust or organi-
zation is a limited partner or a general partner in a limited part-
nership, the interests of certain related parties would be taken into
account. In addition, an exempt trust or organization which ie a
limited partner would be treated as owning an interest in any gen-
eral partner held by any other exempt trust or organization (in-
cluding related persons) that is a partner in the partnership.

The bill authorizes the Treasury Department to prescribe regula-
tions that would deny the special treatment under the bill in any
case in which multi-tier partnerships or other arrangements are
used for the principal purpose of avoiding the conditions of the bill.

Debt-financed property

The bill would provide an exception to the rules relating to debt-
financed property for working interests in domestic oil and gas
properties acquired by tax-qualified pension, etc., plans, IRAs, or
certain educational organizations, which would be similar to the
rules, under present law, that apply to investment by tax-qualified
pension, etc., plans in debt-financed real property.

Under these rules, the exemption would only apply if the acquisi-
tion price is a fixed amount and payments are not dependent upon
the profits from the property (items 1 and 2 under present law,
above). However, the limitations relating to leases between related
parties, acquisitions from related parties, and nonrecourse financ-
ing from related parties (items 3, 4, and 5, above) would not apply
to any acquisition, lease, farm-out, or other transfer of a working
interest to a person related to the general partner if the terms of
the transfer are consistent with the terms of similar transfers in

the same geographic area.
Effective Date

The bill would apply for partnership taxable years beginning
after 1982.
O
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STATEMENT OF SENATOR ARMSTRONG

Not often do the House Ways and Means Committee, the full House of Repre-
sentatives, Treasury Secretary Don Regan and Council of Economic Advisors Martin
Feldstein on how to cut taxes and enact real tax reform. When they do, its
worth a national celebration, replete with fireworks, hot dogs, and apple pie.

Exactly this sort of celebration should occur since these diverse interests have
su porht:ld what ought to be the top tax priority of Congress—enactment of capital
g exing.

Capital gains indexing, when enacted, will solve one of this nation’s most serious
tax inequities. Under current law, taxes are imposed on phoney profits and gains
with the result that taxes are paid on capital gains that never actually occurred.

Legislation I have introduced corrects this problem by eliminating this tax on
phantom capital gains. The legislation is simple: It permits automatic inflation in-
creases in the basis computation of the capital gains tax. The need for this legisla-
tion is clear when current capital gains tax law is understood.

Under current law the ca tzlafaim tax is applied on the increased portion of the
value of an asset prior to its sale. While assets held for several years usually in-
crease in value, in many instances the increase is a fictional, a paper, gain. It is an
inflation gain rather than a real af::n in purchasing power or value. In other words
in its present form the capital tax now imposees not a tax on profit or gain or
income but merely a tax on inflation, and it amounts to an unfair levy on capital.

The legislation I am proposing removes the inflation tax b{lgermitting taxpayers
to adjust the basis of certain assets for inflation using the GNP deflator. The infla-
tion adjustment is the percent of increase in inflation as measured by the GNP de-
flator from the time of the purchase of the asset or the effective date of legislation
until the time the asset is sold. As a result, the capital gains tax will apply only to
real gains and not to the inflation gain.

Because of the obvious tax equity this bill provides, it is no wonder then that this
legislation has been—

ndorsed by the House Waﬁand Means Committee in 1978,
Passed the full House of Representatives that.same year by an overwhelming

vote.

Passed by the Senate in 1982, and this legislation would now be law had the
Senate action coincided with House approval.

Supported by Treasury Secretary Don Regan when he was chairman of the board
of Merrill Lynch, Pierce, Fenner and Smith.

Suppo by the chairman of the President’ Council of Economic Advisors,
Martin Feldstein. ‘

Endorsed by the U.S. Chamber of Commerce.

Endorsed by the U.S. Industrial Council. :

There are two critical reasons why this legislation has attracted such bipartisan
support: First, it corrects a serious impairment in the capital formation process.
Second, it corrects a severe tax inequity. A recent report of the National Bureau of
Economic Research highlights these two issues.

NBER reported that for one year, there occurred $4 billion in capital gains trans-
actions which were sub{?ct to capital gains taxes of $1.1 billion. However, this was
inflation-again tax and if there had been an inflation adjustment as ;i;opoeed by my
amendment in fact the capital losses would have exceeded $1 billion. In other words,
the current capital gains tax prevents the sale and.exchange of property and the
subeechent freeing up of capital for other investment.

We have put a provision in the Tax Code which inadvertently freezes people into
marginal or unproductive investments. So the first reason to be in favor of this is
because it will improve the marginal efficiency of the entire economy.

Mr. President, there is another more direct and more gersonal reason why every
taxpayer has stake in the pmafe of this amendment, and it is simply one of equity.

As a matter of basic fairness it is wrong to tax somebody on a gain which has not
occurred. Let me give you a very specific example. Let us suppose someone bon{ﬁ:f
an automobile repair business for, say $20,000 ten years ago. Let us suppose
during the last ten years the value of that business increased 106 percent in nomi-
nal dollars, and then you sold the busines.

Under the present law you would -have a 1 capital gain. In fact, you would
have the capital gain on about $21,000 to pay. In fact, there has been no real in-
crease in value, no increase in purchasing power. All that has occurred is a depreci-
ation in the value of money because in the last decade the GNP deflator has in-

creased 106 percent.
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What this legislation seeks to do is to avoid in the future taxing people on paper
gain, an unreal gain, an inflation gain.

The question this fegislation uts is this: Is it fair to put a heavy tax, indeed a tax
virtually on the entire value of these properties, at the time they are sold when the
increase in value results almost entirely from inflation? I think the answer to that
very clearly is that it is not fair to do so.

I wish it were possible to go back and index things back to 1900 or 1940 or 1960 to
take care of, all of the people who are already frozen into these investments. It
would be impossible to do so, however, so this legislation takes effect January 1,
1984, after which time we will not further tax inflation gains.

Mr. Chairman, I appreciate the opportunity today to examine S. 108, a bill I spon-
sored which provides tax incentives to industry to support technician training pro-
grams within our post-secondary vocational education system. Skill renewal and iob
training are central to our ability to generate economic growth and strengthen the
competitiveness of American industry. In recent months, Congress has concentrated
an increasing amount of attention to the role the federal government can play to
curb unemployment and help build a highk' skilled workforce. We have enacted, for
instance, the Jobs Training Partnership Act which serves as a model for federal,
state and local govemments to join forces with private industry in providing work-
ers with competitive skills. Through this measure, as well as others, we have recog-
nized that there are not sufficient federal dollars alone, nor sufficient state or pri-
vate sector resources to address the specific skill needs of industry, in the present or
the future. Rather, we must combine forces to strengthen the nation’s training pro-

grams.
The need for relevant and effective traintigg g‘ograms to meet the growing de-

T
mands of new technologies is well-documen he Task Force on Skilled Trades
Shortages, a coalition of trade organizations re(ﬁresenting 32,000 plants, reports that
there will be a need for 23,000 new tool and die makers and machinists each year
through 1990. Yet, only 5,600 individuals are completing their apprenticeships in
these trades in recent years. Furthermore, the current skills of our workforce will
not be adequate even three or four years down the road. Workers will need to be
trained, retrained and cross-trained in order to hold their jobs and adapt to rapidly
changing technologies.

As our witnesses will testify this morning, our community and junior colleges and
technical institutes have emerged as a leading resource for job training and retrain-
ing. The strength of these institutions lies in their ability to provide the kinds of
technical training programs that match the needs of local industries and are reflec-
tive of current job openings. The colleges create programs in cooperation with local
business and industry officials, and reshape them as technology and training needs
demand. They also design special training programs at the request of business and
industrial firms. Through contractural agreements with these institutions, firms are
able to arrange for tailored programs to meet their individual needs. On a dramati-
cally increasing basis, industry is turning to the community and junior colleges and
technical institutes to provide the specialized “employer specific” training programs
for their workers. These institutions are equi to provide high quality instruc-
tion, which is often better and less expensive than in-house skills training.

This educational system, however, is facing some very real and immediate needs.
The lack of state-of-the-art equipment has become a serious hardship to community
and junior colleges in their efforts to address our skills shonafe. Technical pro-
grams rely on expensive equipment which rapidly becomes obsolete in this age of
exploding technology. Much of the e«ﬁlipment in place within our community and
junior colleges has fallen far behind the state-of-the-art, particularly in the fields of
microprocessing, computer-assisted design and numerical control machining. Fur-
thermore, many colleges have found it impossible to expand into emerging fields of
robotics, laser optics and other current technologies because they lack the funds to
initiate such programs. States, mired in budgetary pressures of their own, have been
unable to meet the equipment needs of their community coll%g{es.

The state of Iowa, for instance, provided no mndin%eicn 1982 for equipment
upgrading among the state’s 20 community collees and technical institutes. Funding
for the current %ml year is $300,000, which is probably insufficient to meet the
actual equipment needs of even one of the 20 institutions. While the federal govern-
ment cannot assume financial responsibility for this lack of resources, it can encr.ur-
age private industry, at a relatively minor loss of revenue, to help in underwriting
the expense of modernizing training programs from which they will benefit. Some
colleges have benefitted from donated equipment from businesses which they could
not have purchased on their own. The state of North Carolina received over $6 mil-
lion of equipment donations for vocational training purposes in the last two years.
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At a very little cost to the federal government, we could encourage even greater
private sector participation and support in the training process.

To assist community and junior colleges in meeting the job training demands of
the future, my bill, S. 108, makes three changes in the tax code. To encourage corpo-
rations to donate equipment, my bill amends the Internal Revenue Code to increase
the charitable contribution deduction which may be taken by a corporation for the
donation of eligible eguipment. The amount of the deduction is the taxpayer’s basis
in the donated property plus one-half of the unrealized appreciation of the asset, not
to exceed twice basis. Under current law, a corporate donor may only deduct its basis
in the property.

This provision mirrors an ERTA provision permitting a corporation to claim a de-
duction of the same magnitude for the donation of eqtlnvilpment for research or re-
search training to an institution of higher education. My bill expands the ERTA
gz'ovision by permitting a corporetion to donate equipment used for vocational train-

g to two and four year colleges, technical institutes and universities. The equip-
ment must be donated for use in a qualified Xoebsec ondary vocational education
program as defined by the Higher Education Act of 1965; furthermore, the donee
must certify that substantially all of the use of the property will be for training stu-
dents enrolled in qualified post-secondary vocational education programs. A quali-
fied post-secondary vocational education program is a two-year program in a&plied
mathematics, science or engineering and their related technical fields which direct-
ly pertains to the career preparation of students without a baccalaureate or ad-
vanced (riggree To prevent abuse, the property received by the donee may not be
transferred in exchange for other services or property.

My bill also addresses the difficulty educational institutions face in competin
with private industry to attract and maintain qualified technical instructors. S. 10
has two provisions designed to enable teaching skills to keep pace with technolo%ical
growth, First, coré)oratxons are eligible to claim a $100 tax credit for employees lent
to community and junior colleges to teach vocational training courses. An employer
may not claim a credit for more than 5 courses taught by each employee durini a
taxable year. Eligible courses are those offered in a two-year J)rogram in the fields
of engineering, mathematics, physical or biological sciences designed to Frepare a
student to work as a technician or a para-professional. This incentive would encour-
age industry to contribute needed technical instruction that colleges are currently
unable to provide, particularly in highly specialized technoloiies.

Second, my bill offers employers a tax credit of $100 if they employ a full time
vocational education instructor with at least two years of teaching experience. To
claim the tax credit, an employer must hire the instructor for not less than three
months and not more than one year. If the instructor does not return to his or her
teaching position, the corporation cannot claim the credit. This provision is designed
to provide employers with a small incentive to hire community college vocational
instructors. Not only would these instructors be exposed to the technological needs
of the area’s employers, their skills would also be upgraded by working with modern
equipment. This double benefit enhances the ability of vocational education instruc-
tors to teach and place their students.

Although not a comprehensive answer to our skills shortage, I feel my bill would
offer immediate and needed assistance to one of our best delivery systems for job
training. It would also enhance the cooperation between the business sector and our
educational institutions in providing more effective training services.

I thank the Chair for the hearing this morning on my bill, S. 108, and look forward
to the testimony of our distinguished witnesses.

Senator ARMSTRONG. Today is the 107th anniversary of Colorado
joining the Union. Today is Colorado day. [Applause.]

Let the record of this froceeding reflect that that announcement
was well received. And I also would like to announce that we are
here for the purpose of holding hearings on a series of tax reform
measures which are near and dear to the hearts of the people of
Colorado, and so it is a very appropriate day.

I will insert into the record of this proceeding a detailed state-
ment on each of the bills, but they are f’ust for the record, S. 1600,
capital gains indexing, S. 1679, charitable deduction for mileage; S.
1464, exempting the X1 Pomar Foundation from foundation divesti-
ture requirements; and S. 15649, permitting pension plans and col-
lege endowments to invest in all forms of energy exploration
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through limited partnerships and not be subject to the unrelated
business income tax.

The provisions I think of these bills are well known to the com-
mittee. And I will put a statement at length in the record. We have
a very distinguished list of witnesses and we are delighted to wel-

come them here today.
8. 1600—CAPITAL GAINS INDEXING

May I first call on my colleague and old friend, Bill Archer, a
Member of the U.S. House of Representatives for, I want to say
seven terms, but that may be one too many. Is that correct?

Representative ARCHER. That is correct.

Senator ARMSTRONG. From the State of Texas, one of the fore-
most authorities on tax law, generally, and on indexing the Tax
Code, in particular. We are delighted to welcome you and we are.
eager to have your statement. ‘

STATEMENT OF HON., WILLIAM ARCHER, U.S. REPRESENTATIVE
STATE OF TEXAS

Representative ARCHER. Thank you, Mr. Chairman. At the onset,
I would say that we in Texas view the admission of Colorado with
some mixed emotions inasmuch as you took a big chunk of the
original Republic of Texas within your confines.

Senator ARMSTRONG. Could we strike that out of the record?
[Laughter.]

Representative ARCHER. But to get on to the business before the
committee this morning. I am pleased to have an opportunity to
publicly testify on a subject that has been close to the hearts and
activities of both you, Mr. Chairman, and myself over the years,
which is the indexation of the cost basis of capital gains. You are
the author of Senate bill 1600, and I am the author of a similar
bill, H.R. 8651, in the House.

Historically, we might look back a couple of years, and in 1981
the Congress for the first time recognized in public law that infla-
tion erodes the value of the dollars on which tax liabilities are
based and index the individual tax rates for individuals in 1981,
And I might say, Mr. Chairman, I would like to submit my entire
testimony for the record, and I will tend to paraphrase and synthe-
size to the greatest degree that I can.

Senator ARMSTRONG. We are glad to have your statement in its

entirety. ‘
[The prepared written statement of Representative Archer fol-

lows:]
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Prepared Statement of Congressman Bill Archer

1 appreciate the opportunity to appear before this Subcommittee
on behalf of legislation which would index the basis of capital
assets to the rate of inflation. Senator Armstrong has introduced
legislation, S. 1600, which seeks to promote this goal and I

am the sponsor of similar House lcgislation, H.R. 3651.

In 1981 the Congress passed landmark legislation that sought

to stimulate economic growth in the United States chrougﬁ a
combination of across-the-board income tax rate reductions and
reforms designed to encourage investment Qnd savings. Among
the most important of these changes was the implementation of

a system of indexing for individual tax rate brackets the zero
bracket amount and the personal exemption. This represented
the first major recognition in Public Law that inflation erodes
the value of the dollars on which tax liabilities are based.
The Congress stood up and acknowledged to the American people
that the automatic tax increases attributable to inflation were
unfair to every American taxpayer by allowing their tax burden
as a percentage of income to increase without an Act of Congress.
It also recognfzed the adverse effect of such a policy on the
incentives to both work and save. Indexing which had been used
for years to establish wage and price increases in the private
sector was declared to be our national policy with regard to

the federal individual income tax. It is now an appropriate

time to carry on from this historical beginning to fully implement
this policy. I urge you to support, at the first available

opportunity, legislation establishing capital asset indéxing.

24-860 O - 84 - 5
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I first authored capital asset indexing legislation in 1978.

On July 25, 1978, a bipartisan majority of the House Ways and
Means Committee adopted my legislation on a 21 to 16 vote. When
this legislation was considered on the llouse floor as part of
the Revenue Act of 1978, a bipartisan coalition voted to keep

it in the bill with 249 votes for it and 167 votes against it.
This was the first time that any tax indexing proposal had
received the affirmative approval of either the Ways and Means
Committee or the House as a whole. It was regrettably deleted

in the final Conference Report.

Last year, during the Senate floor consideration of the Tax
Equity and Fiscal Responsibility Act of 1982, Senator Armstrong
offered an amendment to index the value of capital assets subject
to the capital gains tax to reflect inflation, beginning in 1985,
The Senate adopted the Armstrong Amendment on a 64-32 vote and
rejected a motion to reconsider by an almost identical margin.
The Senate had now also affirmatively endorsed capital asset
indexing. Once again, however, this amendment did not survive

the House-Senate Conference Committce.

Capital gains indexing would be accomplished in both H.R. 3651
and S. 1600 by permitting taxpayers to adjﬁst the basis of certain
assets for inflation using the GNP deflator. The inflation
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adjustment would be computed by multiplying the taxpayer's
adjusted basis for the indexed asset by the applicable .inflation
factor. This factor is determined by the ratio of the GNP
deflator level for the quarter in which the asset was sold to
the index level for the quarter of purchase or the last quarter
of 1983 if purchased prior to this legislation's enactment.

.
Indexing would be permitted for both corporate stock and real
property. The corporate stock category would specifically
exclude: certain preferred stocks which provide for a fixed
rate of return with no significant participation in corporate
growth; stock in foreign corporations and personal holding
companies; and warrants, options and other contract rights with
respect to stock., The real property category would require the
assets to be capital assets or assets uscd in a trade or business.
Indexing would only apply to assets heid for more than one year.
This provides uniformity with current capital gains tax treatment

and also would exclude ordinary income assets, such as inventory,

from indexation.

The inflation adjustment could only be applied to sales, exchanges
or other dispositions of property. It would not apply for the

purpose of determining depreciation, cost depletidn or amortization.
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Where the adjustment creates or increases a loss on the disposition
of an indexed asset, the additional loss is to be treated as

a capital loss rather than an ordinary one.

In an effort to avoid unnecessary complexity, debt is specifically
excluded from the inflation adjustment. This avoids the necessity
of computing offsetting adjustments for both borrower and lender
and reflects the basic ability of interest rates to rise and

fall in expectation and reflection of the inflation rate.

It is important to emphasize that there is no attempt whatsoever

to retroactively apply capital asset indexing, My legislation
would apply only to inflationary increases in value which occur
after this year. 1 personally would not have any serjous objection
to Senator Armstrong's approach of having the adjustment commence
in 1985 -- at the same time that individual tax rate indexing
begins. While I would optimally prefer to be able to adjust

for the years:of high inflation that we have experienced, I
recognize the problems inherent in so doing, particularly the

obvious revenue impact that such a correction would involve.

What we have before us at this time can really be reduced to
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a plea for fairness and rationality in our tax laws, [t is

- obvious that this point has been made over the )ast few years.
Rampant inflation has grossly inflated the value of those assets
owned by all Americans in the same manner that it has moved
people into higher and higher income tuax brackets without a
commensurate increase in real purchasing power. The Congress
recognized this fact by indexing individual tax rates and now

is the time to complete the job by indexing the method by which

real profits and losses are determined.

People are motivated to save and invest by a varjety of factors,
one of which is their perception of the potential return that
they might be able to make on their investment. Many ycars of
high inflation have altered savings and investment patterns
throughout the country and have particularly led to a precipitous

reduction in the rate of savings.

In this legislation we are attempting to set a nationgl

policy that inflation will not be taxed and that government will
not profit from the inflation which it causes or abcts, There
are no guarantees that inflation will not return, but we

can guarantee that the ground rules will change if inflation
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soars again. Individual Americans do not benefit from the phantom
profits that result from inflation. They have no real increase

in their savings or their purchasing power. These illusory
profits do not create jobs or wealth. They do increase
government revenues while reducing the.availability of private

capital. They effectively discourage individuals and corporations

from committing to long-term investments that are of economic

benefit to our nation as a whole.

The effects of inflation-based taxation is insidious. It creates
monumental differences in computing a person's real income. An
individual who buys an assct for $1,000 and holds it for 10

years, at an annual inflation rate of 7 percent, would realize

100 percent compounded inflation over that 10 years, and if he

sold it for $2,000 he would have nou real increase in his purchasing
power. Yet, he would be taxed on $1,000 of capital gains. Another
individual who bought a piece of property for $1,000 and held

it for 1 year and 1 day and sold it for $2,000 would be taxed

also on a $1,000 capital gain but, again assuming 7 percent
inflation, his real income growth would be 93 percent. Our
curreni systém of computing capital gains allows him to be taxed
on the same basis as the investor who had no real income and

had committed his investment for 10 times longer. Where is the
incentive for long-term investment? Certainly there is none

in this type of situation. The constant plea that every
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Member of Congress consistently hears from the business community

(and particularly the small business community) is for long term

investment capital.

Capital asset indexing legislation will not protect the public
from inflation but it will restore some sanity, consistency aand
equity to our tax laws, thus continuing the efforts that have
been made in the last two years toward these goals. It will

protect Americans from government taxation of inflation.

As we strive towards the dual goals of budget reduction and tax
reform in this Congress, any tax legislation must be judged by
its impact on the government's balance sheet in addition to its
basic merit. 1 want once again to emphasize that we are proposing
a purely prospective measure in capital asset indexing. It will
not adversely affect tax revenues in current budget projections,
particularly if our inflation rate continues at its present low

levels. If we are ever going to correct the inequities that

inflation wreaks on our tax policies, we should take advantage

of this period of 3 to 4 percent inflation. It will be much
harder to act if inflation rates are higher -- as we have seen

in prior years when this idea was debated.

.

Capital asset indexing can have a major economic impact in terms

of capital formation. We need to act now to add it to the

arsenal of tax incentives that we have been putting into place

to revitalize our economy and our nation.
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Representative ARCHER. The Congress stood up at that time and
acknowledged that the tax increases that were attributable to in-
flation were unfair to every American taxpayer by allowing their
tax burden as a percentage of income to increase without an act of
Congress. And I think, following up on the indexation of the indi-
vidual tax rate, that it is now an appropriate time to carry out this
historical beginning into full implementation by including capital
asset indexing. This concept was introduced by myself in legislation
in 1978, and for the first time, and on July 25 a bipartisan majority
of the House Ways and Means Committee adopted and approved
that legislation. It went to the floor of the House, and again on a
bipartisan coalition basis as an equitable reform, it passed the
House overwhelmingly. Unfortunately, it was deleted in the confer-
ence committee.

Mr. Chairman, the record should show that last year you passed
similar legislation on the floor of the Senate, and you passed it
overwhelmingly. Once again, unfortunately, it was eliminated in
the conference committee. But the House has now acted and the
Senate has now acted to approve this reform concept.

Capital gains indexing would be accomplished in both of our bills
by permitting taxﬂpayers to adjust the basis—the cost basis—of cer-
tain assets for inflation, using the GNP deflator. Indexing would be
permitted for both corporate stock and real property. To provide
uniformity with current capital gains tax treatment, it would ex-
clude ordinary income assets, such as inventory, from indexation,
and it would be applied only to sales and exchanges of the type of
assets that are covered. It would not apply for the purpose of deter-
mining depreciation, cost depletion, or amortization. And I think
that is important to understand because that would create another
complexity. It also does not include debt because that would be a
complexity that we believe we should not get into.

No attempt is made whatsoever to retroactively apply this capi-
tal asset indexing. I would like to do that, Mr. Chairman, because I
think in equity it should be done so that we don’t tax inflation. But
from a revenue standpoint we recognize, both of us, that it has to
be prospective. My bill would make it immediately apﬁlicable;
yours would delay the prospectiveness until 1985. And I have no
strong feelings about that, recognizing that it must be prospective.

What we have before us at this time can really, in my opinion,
be reduced to a plea for fairness and rationality in our tax laws. It
is obvious to me that we have tried to do this over the years, and
this is one area where we still have an opportunity to do a great
deal more.

We are attemﬁting to set a national policy that inflation will not
be taxed, and that Government will not profit from the inflation
which it causes and abets. There are no guarantees that inflation
will not return, although it is at a very low level today. But we can
guarantee that the ground rules would change if inflation soars
again. Individual Americans do not benefit from the phantom prof-
its that result from inflation.

I would like to cite an example. If an individual buys a capital
asset—Iland or, say, corporate stock, for example—and pays a thou-
sand dollars for it, and holds it for 10 years at a rate of inflation of
T percent, compounded, that is 100 percent over 10 years. If that
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individual then sells that asset for $2,000 10 years later, the
amount of actual purchasing power the individual has is no differ-
ent than he or she had 10 years earlier. And yet that individual
has the pleasure of being able to pay capital gains tax on a thou-
sand dollars of capital income; after paying the tax, being reduced
to a position of less purchasing power than they had 10 years earli-
er.
On the other hand, an individual could buy an asset for a thou-
sand dollars, hold it for 1 year, and if they had been extremely sa-
gacious in their investment, double their money, and pay the same
tax that the individual who had held it for 10 years paid, and yet
they would have a real gain because there was only 7 percent infla-
tion during that 1 year. So in eiuity I think we need to iron this
out between investors, and I think we need to encourage the invest-
ment in capital assets, particularly toward high risk type business
and entrepreneurial businesses. And I believe that our legislation
will go a long way in encouraging that.

In addition, I personally believe that we would free up the trans-
fer of a lot of assets that are frozen because people do not want to
sell them where they have large amounts of capital gains that have
occurred over a period of 20 or 30 or 40 or 50 years. And that
would be a very healthy thing for the market. It would increase
the volume and, in my opinion, would actually have a great oppor-
tunity to increase the revenue rather than to reduce the revenue
from capital gains. i

If we are ever going to implement this type of legislation, it
seems to me that now is the time to do it when we do have a low
inflation rate. I think that it is an idea whose time has come. I
compliment the chairman for his interest in this legislation, and I
intend to pursue it to the greatest degree possible in the House.

I might add as sort of an addendum, Mr. Chairman, that what
we are urging here is something that is being picked up in other
parts of the world. Canada and England have recently gone in to
similar types of approaches for the treatment of taxes on capital
assets. And I think it is high time that this country also pursue
this endeavor in the name of equity and reform. I thank the chair-
man. I will be glad to res“;;ond to any questions.

Senator ARMSTRONG. We are grateful to you not only for your
statement this morning and for your additional observations, but I
am especially grateful for the leadership you have shown on this
issue. There are a lot of people in and out of the Congress who
have been pushing the idea of indexing the capital gains basis, but
I don’t know of anyone who has been a more forceful advocate of
this or who got out in front on the issue earlier than you did or
who has done more to bring this concept to the floor.

Victor Hugo said that “greater than the threat of a mighty army
is an idea whose time has come.” I am hoping that the time has
come for this. And the question that I would put to you is a very
simple one: How do you evaluate the prospects that we might be
able to get this through the House, either as a separate bill or if
somehow I could hang it on as an amendment here in the Senate?
I\X{ha: h?sl:?e the chances we could get the House to buy something

e
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Representative ARCHER. Well, Mr. Chairman, it seems to me that
as far as getting it affirmatively adopted in the House, it tprobably
would have to be part of some kind of packaged tax bill. If you are
able to get it passed again in the Senate, inasmuch as the House
has passed it—and we do have a record of suf(i)ort in the Ways and
Means and on the floor of the House—I would hope that we would
have a reasonable chance to hold it in the conference this time,
particularly with the economic conditions that exist with low infla-
tion today, and also with the reform concept that says to everyone,
Democrats and Republicans, liberal and conservative, that this cre-
ates equity between different holders of capital assets.

Senator ARMSTRONG. Well as you know, my colleagues here on
the Finance Committee love to put together packages, so we will
try and send something that we can buy. And I again thank you
for coming this morning.

Representative ARCHER. I wish you Godspeed, Mr. Chairman.
Thank you for this opportunity. \

Senator ARMSTRONG. Thank you very, very much. We appreciate
your coming.

We are next very pleased to recognize and welcome Representa-
tive Barbara Mikulski, who I believe is going to testify on the mile-
age bill, of which she has been a strong advocate and a leading
spokesman in the House. And, of course, we will be glad to hear
her views on any of the measures that are before us this morning.
But, Representative Mikulski, I am aware that you have been beat-
ing the drum for this charitable deduction issue in the House, so
we are really pleased to have you here this morning and are look-
ing forward to your testimony.

STATEMENT OF HON. BARBARA MIKULSKI, U.S.
REPRESENTATIVE, STATE OF MARYLAND

Representative MikuLsk1. Thank you very much, Senator. And 1
appreciate the chance of being able to testify in support of the bill,
Senate 1579, which you have taken the leadership for here in the
U.S. Senate.

As you know, what the legislation does is raise the mileage de-
duction that a volunteer now takes from approximately 9 cents a
mile to 20 cents a mile, which in effect would be the same business
deduction that business takes for its mileage deduction. There are
those of us who believe that the business of being a volunteer is
f:art of the business of America. Volunteers are a major part of our
abor force. Together, they contribute over $100 billion to this
Nation, measured in times and services. So when we think about
the volunteers we have to think about the candy stripers, the scout
leaders, the veterans, the Kiwanis Club, the people who deliver
Meals on Wheels, the people who run telethons.

The volunteer’s time cannot be measured and should not be
measured in time and money alone. We must measure it in terms
of the values that they bring to our society, a sense of caring, and a
heartfelt motivation to make the world just a better place, the
kinds of things you just can’t do with your contract with the

bureaucracy.
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Our volunteers are working at full capacity and it is time we rec-
ognized this, With the tremendous loss in federal social programs,
there is a new call to our volunteer community to step forward and
fill the vacuum. '

We seem to assume somehow or another that volunteers are
immune to society’s pressures that also affect business. Right now
we have tax credits for oil companies and expense accounts for ex-
ecutives, but volunteers are somehow or another expected to be an
endless reservoir of resources, money and energy.

Inflation has affected the nonprofit world in the same way as it
has affected Government and profitmaking organizations. The
women who work at the auxiliary at the hospital are under pres-
sure to contribute additional money to the family. That Boy Scout
leader may be also looking for a second job or he might have been
laid off at the steel, housing, or automobile industry. The Meals on
Wheels volunteers may be helping out grandma because her medi-
cal care costs have increased, or it might be grandma herself whose
COLA has been delayed by 6 months in social security. In fact,
many volunteers are on fixed incomes themselves. Times are just
as tough for the volunteers as they are for the mega corporations,
and yet somehow or another we expect the volunteers to give more
and more.

Everyone has been conscious about out-of-pocket expenses. Many
volunteers have to travel miles and miles to do their good work,
driving to meetings, youth centers, and so on. Three million of our
volunteers give volunteer time to the Federal Government, work-
ing in the parks, visiting veterans at the VA hospitals, those forgot-
ten people from Vietnam and even Korea; the Coast Guard Auxil-
iary, who really performs a very important link in backing up our
Coast Guard, particularly in the area of maritime safety. In terms
of the Federal Government, they can do more.

What I want to do is not create a new tax loophole, what I want
to is something on behalf of the good guys, the good samaritans in
our society, men and women who are out there helping their neigh-
bors and ours. They never ask for a reward.

Mr. Chairman, I could give lots of examples of what this legisla-
tion would do. And when we come down to it, the cost of gasoline is
a serious threat to the kind of neighbor helping neighbor society as
we Americans are so proud of.

In my own community, Meals on Wheels delivers over 2,000
meals a day. That keeps 2,000 people out of nursing homes. The
cost savings in just preventing institutional care is outstanding. I
don’t want to lose the volunteer programs, but I don’t think we can
have this kind of work done, and I don’t think we can have it done
by salaried employees. What we need to do is be able to back up
our volunteers and give them an adequate mileage deduction so
they can go on doing what they do best. I am deeply concerned be-
cause the American people are now suffering under the largest cut-
backs in Government programs. Thousands of Government pro-
grams providing essential services have been eliminated. Therefore,
the -need for charitable organizations—nonprofits and volunteers—
is enormous. It is imperative that our Government adjust its tax
policy to enable citizens to perform these good samaritan works. I
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urge this committee to take action to keep volunteers on the road
in the programs that are so very much needed.
And I thank you for offering me the opportunity to testify, and I
ask unanimous consent to submit my entire statement for the

record.

Senator ARMSTRONG. Yes. We would like to have the whole state-
ment in the record, and we will publish it as a part of the record of
this proceeding.

[The prepared statement of Representative Mikulski follows:]
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MR, CHAIRMAN, | APPRECIATE BEING GIVEN THE CHANCE TO TESTIFY IN SUPPORT
OF SENATOR ARMSTRONG'S BILL, S, 1579, wHICH 1S IDENTICAL TO MY VOLUNTEER
Miceace B, H.R. 2697,

VOLUNTEERS ARE A MAJOR LABOR FORCE IN THE UNITED STATES, TOGETHER THEY CON-
TRIBUTE SOME $111 BILLION TO THIS NATION MEASURED IN TIME AND SERVICES,

THEY ARE THE CANDY-STRIPERS, THE SCOUT LEADERS, THE CIVIL RIGHTS ACTIVISTS,

THE VETERANS, THE CHAMBER OF COMMERCE MEMBERS, THE Kivanis CLuB, THE BLug-CHip-
IN PARTICIPANTS, THE MEALS ON WHEELS BRINGERS, THE DONATERS AND THE TELETHONERS,

BuT THE VOLUNTEERS' CONTRIBUTION CARNOT BE MEASURED, AND SHOULD NOT BE MEASURED,
IN TIME AND MONEY ALONE, VIE MUST ALSO MEASURE IT IN TERMS OF THE VALUE SYSTEM
IT REPRESENTS -~ A SENSE OF CARING, AND A HEARTFELT MOTIVATION TO MAKE THE
WORLD JUST A LITTLE BIT BETTER, OUR VOLUNTEERS ARE WORKING AT FULL CAPACITY,
SELFLESSLY AND EFFECTIVELY. [T IS TIME THAT WE RETURN SOMETHING TO THESE
TIRELESS INDIVIDUALS.

WITH THE TREMENDOUS LOSSES IN FEDERAL SOCIAL PROGRAMS THERE 1S A NEW CALL TO
OUR VOLUNTEER COMAUNITY TO STEP FORWARD AND FILL THE VACUUM. VOLUNTEERS HAVE
BEEN ASKED TO SUBSTITUTE FOR THE DRUG REMABILITATION PROGRAMS, THE AID TO THE
HANDICAPPED, THE LOSS OF CETA, AND A HOST OF OTHER NEEDED SOCIAL PROGRAMS,
[TS A TALL ORDER AND THE VOLUNTEERS ARE GOING TO NEED HELP,
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We AIL SEEM YO ASSUME THAT VOLUNTEERS ARE SOMEHOW IMAINE TO THE SOCIETAL
PRESSURES THAT AFFECT BUSINESSES, THERE ARE TAX CREDITS FOR OIL COMPANIES,
AND EXPENSE ACCOUNTS FOR EXECUTIVES, BUT VOLUNTEERS ARE SOMEHOW EXPECTED YO BE

AN ENDLESS RESERVOIR OF RESOURCES, MONEY AND ENERGY.

INFLATION HAS AFFECTED THE NON-PROFIT WORLD IN THE SAME WAY THAT IT HAS
AFFECTED GOVERNVENT AND PROFIT-MAKING ORGANIZATIONS, THOSE LADIES WHO WORK

THE AUXILIARY AT THE HOSPITAL ARE UNDER PRESSURE TO CCNTRIBUTE ADDITICNAL

INCOME TO THE FAMILY, THAT BOY SCOUT TROOP LEADER MAY BE LOOKING FOR A SECOND
JOB, OR MAY HAVE BEEN LAID OFF FROM OUR STEEL, HOUSING, OR AUTO INDUSTRY,

THAT MEALS ON WHEELS VOLUNTEER MAY HAVE TO HELP OUT GRANDMA BECAUSE HER MEDICARE
COSTS HAVE INCREASED, N FACT, MANY VOLUNTEERS ARE ON FIXED INCOMES THEMSELVES.
TIMES ARE JUST AS TOUGH FOR THE VOLUNTEER AS FOR THE MEGA-CORPORATION, AND

YET WE BLITHELY EXPECT THE VOLUNTEERS TO GIVE MORE AND MORE,

EVERYONE HAS BECOME MORE CONSCIOUS OF OUT-OF-POCKET EXPENSES., MANY VOLUNTEERS
HAVE TO TRAVEL MILES AND MILES TO DO THE GOOD WORK THEY DO -= DRIVING TO MEETINGS,
TO YOUTH CENTERS, TO VISIT THE HOUSEBOUND, THREE MILLION OF OUR VOLUNTEERS

ARE GIVING THEIR RESOURCES TO THE FEDERAL GOVERNMENT, WORKING IN PARKS, FOR THE
Veterans ADMINISTRATION, THE COAST GUARD AUXILIARY, [N TURN THE FEDERAL GOVERN~

MENT SAYS, "DO MORE,”

I CAN HONESTLY SAY THAT | AM NOT ASKING FOR SPECIAL TREATMENT FOR A PRIVILEGED
FEW, OR A NEW LOOPHOLE FOR SOME WOULD-BE TAX EVADERS. | SUBMIT THIS TESTIMONY
ON BEHALF OF THE "GOOD GUYS” OF OUR SOCIETY == MEN AND WOMEN == WHO ARE OUT THERE
EVERY DAY HELPING THEIR NEIGHBORS AND OURS, THEY HAVE NEVER ASKED FOR A REWARD;
BUT NOW THEY ARE ASKING FOR RELIEF, IF 1T COSTS 20 CENTS A MILE TO OPERATE

A CAR FOR GOVERNVENT PURPOSES, IT COSTS JUST AS MUCH TO USE IT AS A VOLUNTEER.
AD 1T IS TIME THAT WE RECOGNIZE THAT ECONOMIC REALITY OF LIFE. |
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AL oveR THE UNITED STATES RIGHT NOW, VOLUNTEERS USING THEIR OWN CARS ARE
FROVIDING ESSENTIAL SERVICES TO THEIR FELLOW CITIZENS, IN MY OWN COMANITY OF
BaLvinors IN 1980, MeaLs on KheeLs of CENTRAL FarvLaD served 2,050 MeALS EVERY
DAY ~- DRIVING 150,000 MILES A WEEK, LIFE SUPPORT PROUECT VOLUNTEERS VISIT
ELLDERLY NURSING HOME PATIENTS W0 WOULD OTHERWISE HAVE NO VISITORS. IN

1330, ‘niey MADE OvER 6,500 VISITS TO PEOPLE [N NURSING HOYES, | KHOW'OF Two
PATIENTS IN CANCER CLINICS WHO WERE DRIVEN TO TREATMENT 40 TIMES FOR A TOTAL

of 2,84 miLes,

THESE ARE JUST SOME OF THE EXAMPLES OF THE WORK DONE EVERY DAY BY VOLUNTEERS,
WITHOUT SALARY, WITHOUT PAYMENT -~ AND TOO OF TEN WITHOUT RECOGNITION OF ANY
KIND, BUT NOW THESE PROGRAMS ARE IN TROUBLE, THE COST OF GASOLINE IS A SERIOUS
THREAT TO THE KIND OF NEIGHBOR-HELPING SOCIETY WE AS AMERICANS ARE SO PROUD OF,
EVERY DAY, WE LEARN OF MORE PROGRAMS WHICH HAVE HAD TO CUT BACK, TO RETRENCH,
TO DENY SERVICES VO NEEDY CLIENTS -- BECAUSE THEY DO NOT HAVE ENOUGH DRIVERS.

| DO NOT WANT TO LOSE THE VOLUNTEER PROGRAMS THAT ARE THE BONDING FABRIC IN OUR
SOCIETY, | DO NOT THINK WE CAN AFFORD TO HAVE THIS KIND OF WORK DONE BY SALARIED
EMPLOYEES, WE CANNOT AFFORD IT FINANCIALLY == AND WE CANNOT AFFORD IT SPIRITUALLY,

FINALLY, | AM DEEPLY CONCERNED BECAUSE THE AVERICAN PEOPLE ARE NOW SUFFERING
UNDER ONE OF THE LARGEST CUTBACKS IN GOVERNMENT PROGRAMS IN OUR NATION'S HISTORY,
THOUSANDS OF GOVERNVENT PROGRAMS PROVIDING ESSENTIAL SERVICES TO MILLIONS OF
AERICANS HAVE BEEN ELIMINATED. THE NEED FOR CHARITABLE ORGANIZATIONS AND VOL-
UNTEERS TO FILL THIS VOID IS ENORMOUS, [T IS IMPERATIVE THAT OUR GOVERNVENT
ADJUST ITS TAX POLICY TO ENCOURAGE CITIZENS TO PERFORM CHARITABLE WORKS.

] urce THIS COMMITTEE TO TAKE ACTION TO KEEP VOLUNTEERS IN THE PROGRAMS
AND ON THE ROADS == PASS S, 1579, THANK You,
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Senator ARMSTRONG. I really like your characterization of this as
the Good Samaritan mileage bill. I have been calling it when I
have %)oken on it and described it as the charitable mileage deduc-
tion. But really, Good Samaritan sums it up so well, and I am

going to borrow that notion from you.

Let me ask this. Some people who oppose this legislation make
the argument that volunteers should not expect to be reimbursed
for their cost. In effect, they say that if they are really %ghod sa-
maritans they would not care about this deduction issue. What is
your response to that?

Representative MikuLskl. Well, Senator, my response to that is
that, No. 1, we are not reimbursing them for their time. We are
reimbursing them for their out—of;i)ocket expenses. There is a prec-
edence for that within the Federal Government in the way we re-
imburse those wonderful volunteers who work for CAB and the
Coast Guard Auxiliary for their fuel expenses because that is the
only way they can volunteer.

ond, one of the things that also emerges is that many volun-
teers really are on fixed incomes themselves. And the Meals on
Wheels grogram in Baltimore, the average volunteer is over the
age of 60, him or herself. And what we are talking about is reim-
bursing for expenses and not paying them for their time, which
means we are not renting volunteers for their services, we are only
reimbursing them for their out-of-pocket expenses.

And, Senator, I think maybe that would be a good argument
when gas was 30 cents a gallon. When it hit 50, I think the argu-
ment got a little bit more shaky. I think now that it is up to $1.30 a
gallon, of which we even poseg an even higher gas tax on the vol-
unteers to rebuild America’s infrastructure, I think that argument
just isn’t valid any more.

Senator ARMSTRONG. Well, I certainly agree with your character-
ization of it. And, of course, all we are really permitting people to

“do in this instance is to deduct this from the computation of their
tax. It isn’t really a reimbursement in the sense that, for example,
a salesman that might go to call on a hospital to sell medical sup-
plies would actually be reimbursed for his expenses by his employ-
er. We are just saying that a candy striper or some of the others
that you mentioned ought to be able to take a tax deduction for a
reasonable amount. And I understand that this mileage amount
has only been raised twice in all the time it has been on the books.
And so it is way beﬂyond what is fair already. It has fallen far
behind the rate of inflation.

Representative MikuLski. Well, that is exactly right, Senator.
And you know, a volunteer undertakes not only gasoline expenses,
but substantial insurance expenses on their own as they deliver
meals or as they drive handicapped or ill people to needed services.
One of the important services volunteers now do is drive people
who have no other means to their chemotherapy, and cancer, and
other life supfort mechanisms. So, yes, I would agree with your ra-
tionale as well.

Senator ARMSTRONG. I don’t want to put you on the spot about it,
but do you have any sense of what the sympathy of the House
would be for legislation of this type?
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Representative MigkurLski. Mr. Armstrong, I believe that the
House would pass such legislation if it could be brought before it.
In the last session of the Congress we had over 100 cosponsors. And
I believe we could up that even more.

In all candor to you, Senator, I am not as equally as optimistic
about the Ways and Means Committee or the leadership on the
Ways and Means Committee. We find that we can move tax deduc-
tions for megacorporations a lot easier than we can move mileage
deductions for volunteers. But we find that that is true of any hu-
manitarian orientation in the Tax Code.

However, the organizations who back this legislation I know are
creating a major drive in the House, and we feel that when the
House comes up with the new tax package, to begin, this will not
stand on its own, but we could have a better opportunity at it. And
I think also the groups will now be focusing more attention on it,
and therefore, the Congress. You know, when those volunteers
start—I don't think people realize how many people volunteer, Sen-
ator. There is a myth that somehow or another the volunteer is a
rich, affluent woman, usually over the age of 48, who, when she is
not gawking over her trust fund, comes out and does good. We
don’t realize the thousands, even millions, of people who volunteer
at all income levels. When those veterans start writing for the vol-
unteer mileage bill, and other groups in our society, I think the
House will X:y more attention to us.

Senator ARMSTRONG. You know, this isn’t the time and place to
get into it, and I don’t want to take it too far afield, but I really
share your enthusiasm for volunteers, not only for the literal value
of the services they provide which are so urgently needed by many
parts of our society, but more than that for the quality and the
spirit that they bring to'the communities. And I have seen so many
specific instances in my own State of how the quality of life is en-
hanced for the whole community because of this outpouring of in-
terest and concern and affection by volunteers who get involved in
local community projects. And you can’t measure that in dollars; it
goes far beyond that.

Representative MIKULSKI, Right. ,

Senator ARMSTRONG. Well, I'll say the same thing to you that I
did to Bill Archer. If you can get this included in a package from
the House, I will fight for it over here. And when we are packaging
up some things in the Finance Committee I will see if I can get it
added to the list. I think there is substantial interest in this issue
here in the Senate. And when we see a vehicle moving, I will try
and get this aboard. Thank you very much for coming.

Representative MikuLski. Thank you very much, Senator. And
thank you for your cosponsorship. .

Senator ARMSTRONG. We are now pleased to welcome and invite
the testimony of Mr. Ronald A. Pearlman, Deputy Assistant Secre-
tary for Tax Policy from the Treasury Department. Mr. Secretary,
we welcome you, and I hope that you will share the enthusiasm of
our other witnesses for the proposals that are before the commit-

tee. o
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STATEMENT OF HON. RONALD A. PEARLMAN, DEPUTY ASSIST-
ANT SECRETARY FOR TAX POLICY, DEPARTMENT OF THE

TREASURY, WASHINGTON, D.C.

Mr. PEARLMAN. Mr. Chairman, it is a pleasure to be here. Thank
you very much. My statement is rather lengthy and I am not foing
to bore you with it. We will submit it in its entirety, and I will try
to summarize our views on each of these five bills before you.

Senate bill 1600, the capital gain indexing provision, would add
to the Internal Revenue e a new provision designed to prevent
the taxation of inflationary increases in the dollar value of certain
qualifying property. I think it is important, because of our evalua-
tion of this bill, to point out that it is limited to only certain prop- -
erty, certain common stock and certain real property. For example,
tangible personal property would not be subject to indexing.

e recognize and indeed are sympathetic to the argument that
exempting inflationary gains from income tax is a desirable objec-
tive, but, unfortunately, we must oppose Senate hill 1600 based on
three major concerns: First, that it is a limited approach to index-
ing for inflation, which we think will create economic distortions
among investors in different types of assets; second, that the bill
contributes a rather significant level of complexity to the law; and,
third, that we think it would duplicate the effect of provisions that
are already in the law to indirectly adjust for inflation.

Senate bill 1600 is a limited proposal. It indexes only certain.
assets at certain times for certain purposes. This partial indexing
necessarily creates inconsistencies between the tax treatment of in-
dexed and nonindexed assets. We think these inconsistencies would
cause undue economic distortion. The bill indexes common stock
and real property, but no other property. Bonds, tangible personal
property, and all other %operty would be subject to taxation with-
out regard to inflation. However, the measurement of gain or loss
on the disposition of these other types of property is affected by in-
flation just as much as inflation affects gain or loss on common
stock and real property.

The only way to really deal with this problem is to index all
assets. When you don’t index all assets you create a mismeasure-
ment of income when you compare different types of property.

The bill also introduces a mismeasurement when you look at
qualifying property that is leveraged. Although a debtor benefits as
inflation reduces the real burden of debt, and although a creditor is
detrimented as inflation reduces the amount of repayment, Senate
bill 1600 disregards the effect of inflation on both the borrower and
the creditor.

We think Senate bill 1600 is rather significantly complicated.
The best example is the bill’s treatment of conduit entities,
namely, regulated investment companies, real estate investment
trusts, and common trust funds. Here the bill splits ownership in-
terests in these entities into an indexed portion and a nonindexed
portion in proportion to the ratio of the qualified property these
entities own to the nonqualified property, and then requires that
these calculations be done on a monthly basis. Therefore, if an in-
vestor in a mutual fund, for example, owns stocks and bonds, sells
his interest after owning the investment in the mutual fund for 10
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years, he would be required to make 120 separate inflation adjust-
ments to determine his tax on sale.

The distortions and complexity that would result from Senate
bill 1600 are particularly troubling to us since current law does
contain some provisions that soften the effect of inflation. The in-
flation adjustment would duplicate, for example, the :Fproximate
adjustment provided in current law by the preferential tax treat-
ment of capital gains. As you know, noncorporate taxpayers cur-
rently are entitled to deduct 60 percent of their net capital gain in
determining taxable income, and corporate taxpayers are entitled
to a favorable 28-percent rate on capital gains.

Moreover, in the case of depreciable real property, the bill would
duplicate to some extent the approximate inflation adjustment pro-
vided by ACRS. )

We recognize the importance of trying to deal with the problem
of inflation in the tax system. Unfortunately, we think Senate bill
1600 just addresses part of the problem, and that only a compre-
hensive solution to the inflation problem that indexes all assets
and all liabilities for all purposes, including depreciation, can avoid
the distortion and duplication inherent in any limited approach.
Unfortunately, full indexation would substantially increase com-
plexity in a tax system which is already criticized as being too com-

lex. Consequently, we cannot recommend at this time indexing of
asis as a solution to the problem of income mismeasurement re-
sulting from inflation.

I do want to note that we do not think that our objection to
Senate bill 1600 is inconsistent with our support of the rules en-
acted in ERTA relating to indexing tax brackets. The ERTA rules
apply across the board and will not create economic distortions.
Bracket indexing is simple, as it merely requires the IRS to make
changes in the tax tables. We think the ERTA rules are sound
fiscal policy.

I would like now to turn to Senate bill 1579, which deals with the
increase in the standard mileage rates for charitable contributions.
We acknowledge that a reasonable argument can be made for
usin% the same mileage rate to measure the cost of using an auto-
mobile for charitable purposes as is used when using an automobile
for business purposes. On the other hand, we think there are sound
reasons for the different rates used under current law. Allowing
the lower mileage rate for charitable ;lmrposes reflects the long-
standing position that the only deductible expenses eligible for the
charitable deduction are so-called out-of-pocket expenses. That is,
under current law, the administrative position is that no deduction
is allowed. for a proportionate share of maintenance, general re-

airs, depreciation or fixed costs, such as insurance or registration

ees. And there are several reasons, in fact, for this position. First,
section 170 of the code requires that a contribution be paid to or for
the use of a qualifying charity. Fixed or general expenses which
would be incurred without regard to whether the vehicle were used
for charitable purposes cannot be said to be paid to or for the use
of the charity. Second, it is difficult to identify and quantify the
amount of the- indirect cost. And, third, it is difficult always to
insure compliance in this area, even under current rules. And to
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allow the deduction for these indirect costs would simply compli-
cate the problem.

I would note also that the rationale underlying these limitations
applies not only to the use of personal automobiles but to other
problems. For example, there is a longstanding position that the
rent-free use of nonbusiness real estate is not deductible for pur-
poses of calculating the charitable contribution. Thus, mileage for
automobiles are not treated inconsistently. In all cases, it is the po-
sition that fixed costs, such as depreciation, insurance, mainte-
nance, and repairs, are not deductible.

We think that the current rules provide a proper measure of the
charitable deduction. In most cases, the current rate is adequate to
cover the incremental costs attributable to rendering a charitable
service. And I think it is important to point out that if a taxpayer
thinks that the standard mileage rate is inadequate to cover his
actual expenses for gas and oil, the taxpayer is always eligible to
show actual out-of-pocket costs to document those costs. I think
much of the sympathy for this bill may well be coming from the
fact that escalation and fuel costs might support an argument that
the current mileage reimbursement rate is too long. And I would
point out that if a taxpayer wishes to keep accurate records and
provide actual information on fuel costs, then those actual fuel
costs are deductible under current law, and the taxpayer simply
will not, in that case, use the mileage rate.

Senate bill 108 provides certain tax incentives for postsecondary
vocational educational programs. Section 1 of Senate bill 108 would
allow a taxpayer a larger deduction in the case of contributions of
inventory or certain other ordinary income Broperty—-which is tan-
gible personal property, of course—to a public community college
or public technical institution or other institutions of higher educa-
tion if substantially all of the use of the property is for the training
of students enrolled in a postsecondary vocational educational pro-
gram.

We are opposed to section 1 of Senate bill 108. The bill would
create a new open-ended Federal program funded by the Treasury
but administered by private taxpayers to place equipment in
schools for use in postsecondary vocational programs. The donor
would decide both the property to contribute and the institutions to
which the contributions would be made. But the direct tax benefit
available to the donor would shift most, or all of the cost, of the
gift to the Federal Government.

We believe there are sound policy reasons underlying the general
rule that the deduction for gifts of ordinary income property should
be limited to the taxpayer’s basis in the property contributed. The
bill would allocate resources to a particular form of education at a
time of general fiscal restraints without a formal determination by
Congress of whether this program is preferable to other worthy
programs that cannot be funded.

Section 2 of the bill provides that taxpayers would be given a
$100 tax credit for each postsecondary vocational training course
taught by a qualified teaching employee of the taxpayer during the
year. We likewise oppose section 2 of Senate bill 108. As in the case
of section 1, section 2 would create a new subsidy for vocational
education at a time when fiscal restraint requires cutbacks in
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spending. Congress should examine this proposal as it were to
direct a‘ppropriation in aid of vocational education, both in terms of
its efficiency and effectiveness in achieving its intended goal and in
terms of its desirability vis-a-vis other worth% programs.

Senate bill 1464 exempts from the excess business holding provi-
sions of the code certain divestitures by certain private founda-
tions. In effect, Senate bill 1464 would permit a foundation meeting
the specific conditions set forth in the bill to hold 100 percent of its
interest in a hotel business indefinitely, notwithstanding the gener-
al limitations imposed by section 4943 on the business holdings of a
private foundation. .

We understand that Senate bill 1464 was intended primarily to
allow the El Pomar Foundation to maintain its ownership in the
stock of the corporation which owns the Broadmoor Hotel in Colo-
rado Springs, Colo. We oppose Senate bill 1464. The concerns that
led to the enactment of the excess business holdings rules are fully
apflicable to foundation holdinlgs that would be exempt under this
bill. Foundation ownership of 100 percent of a hotel business pre-
sents the potential for competitive advantage over hotel businesses
owned by taxable persons, for the use of the foundation’s assets for
the benefit of private individuals, and for diversion of the founda-
tion manager’s time from the charitable activities of the organiza-
tion to the business activity.

In addition to our general ohjection to exceptions to the excess
business holdings rules, we are concerned about the equity of
Senate bill 1464 in view of the fact that other foundations that
owned businesses in 1969 when the provisions were enacted have
been working to comply with the law by disposing of their excess
business holdings. It seems to us it would be unfair to the founda-
tions which have made dispositions in compliance with the rules to
pf.(:éide a special exemption for foundations which have not com-
plied.

We think that the excess business holdings rules are sound and
should continue to be apslied equally to all foundations.

Senate bill 1549 provides an exemption from the tax on unrelat-
ed business income for schools and pension trusts who have invest-
ed as limited partners in partnerships holding working interests in
domestic oil and gas wells. The bill also would exempt from the
debt-financed property rules a pension trust’s or an educational in-
stitution’s share of a limited partnership’s income from the same
kind of investments, namelg, working interests in domestic oil and
gas wells. We oppose S. 1549,

The exemption provided by the bill would apply only to income
from working interests in oil and gas wells received by pension
trusts and schools. However, the rationale given for granting the
exemption is that the investment through a limited partnership is
Fasswe in nature and, therefore, should not be subject to the unre-

ated business income tax. This rationale, if adopted, would apply
equally to investments in any active business by any tax-exempt
organization as long as the investment was made through a limited
partnership. Therefore, adoption of this legislation could be expect-
ed to lead to repeal of the unrelated business income tax for any
investment through a limited partnership. Exemption from the un-
related business income tax of investments made through limited
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partnerships would be inconsistent, in our judgment, with the pur-
se for which this tax was enacted. Placing investments in active
usinesses in a limited partnership does not eliminate the grimary
problem—unfair c(:;t:(retitionwat which the unrelated business
income tax is directed. The competitive advantages available to a
business owned by a tax-exempt entity arise from the fact that the
tax-exempt owner does not pay any tax on the income received.
This same concern would be applicable to an investment in a limit-
ed partnership.
he exemption from the unrelated business income tax for rents,
royalties, dividends, and interest was provided because, in addition
to being passive, historicailj' those were the investments that were
recognized as proper for educational and charitable organizations
because they appeared as not being likely to result in serious new
competition for taxable business having similar income.

We are also concerned that investments by tax-exempt entities
and limited partnerships engaged in active businesses may be used
to benefit taxable persons in ways other than by the transfer of tax
benefits. Participation in an active business provides numerous op-
portunities for subtle forms of self-dealing. In addition, we are con-
cerned that the removal of the unrelated business income tax on
income from a limited partnership interest would give tax-exempt
organizations an incentive to solicit and accept gifts of crossover
tax shelter interests which would provide additional tax advan-
ta%es to the taxable investors who make those gifts.

inally, even if a limited partnership interest in working inter-
ests in oil and gas wells were to be exempt from the tax on unrelat-
ed business income, we see no justification for exempting debt-
financed investments in such property from the debt-financed prop-
erty rules. The debt-financed property rules were intended to pre-
vent use of tax exemptions for the benefit of taxable persons, and
we believe those rules should continue to apply in this case. For
the reasons above, we oppose Senate bill 1549,

Mr. Chairman, this concludes my testimony. I am sorry to be
here and spoil Colorado Day. I do appreciate the opportunity of of-
fering our views. I will be happy to try to answer your questions.

[The prepared statement of Hon. Ronald Pearlman follows:)
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Mr. Chairman and Members of the Subcommittee:

I am pleased to present the viewﬁ of the Treasury
Department on the following bills:

8. 1600, which would adjust for inflation the income tax
basis of common stuck and real property for purposes of

determining capital gains;

5. 1579, which would increase the mileage allowance for
charitable deduction purposes to the level allowed for
business expense deduction purposes;

.

8. 108, which would provide new tax incentives for
postsecondary vocational education programs;

8. 1464, which would provide an exemption from the
excess business holdings divestiture requirements for
certain private foundations holding stock in
corporations operating hotel businesses; and
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8. 1549, which would provide an exemption from the
unrelated business income tax for income received by
individual retirement accounts, qualified retirement
trusts, and certain educational organizations from
investments as limited partners in limited partnerships
holding working interests in oil and gas properties.

I will discuss each of these bills in turn.

8. 1600
Indexing the Basis of Certain Capital Assets

Background

Inflation i8 a general increase in the price of goods
and services, During inflationary periovds, assets that
increase in dollar valuve may experience nv increase, or even
a decrease, in real value, The tax law, however, determines
taxable income without a direct adjustment for the effects of
inflation on the real purchasing power of assets, It treats
as gain on the sale of an asset the entire increase in the
dollar value of the asset over the period the asset was held,
even though much of the increase may be attributable to
inflation and may not represent a real increase in wealth.

Current law contains several provisions that may be
regarded as efforts to compensate for the failure tv adjust
taxable income for inflation. Nun~-corporate taxpayers are
germltted to exclude 60% of net capital gains from taxable

ncome, and corporate taxpayers can use an alternative tax
rate of 28% on their net capital gains. The preferential
treatment of net capital gains has the effect of vffsetting
the overstatement of gain that results from inflation. 1In a
given case, however, the offset may overcompensate or
undercompensate for inflation depending on the real return on
the asset, how long the asset was held, and the rate of
inflation while the asset was held. 8imilarly, the
accelerated cost recovery system (ACRS) enacted in the
Economic Recovery Tax Act of 1981 (ERTA) has the effect of
making the value of depreciation deductions less sensitive to
inflation, Pinally, taxpayers are entitled to account for
inventories under a last-in, first-out (LIFO) method that in
effect adjusts for inflation on income attributable to sales

of business inventory.

ERTA also provided for the indexing of the tax rate
brackets for inflation starting in 1985, It is important to
distinguish "bracket creep,” the problem addressed by rate
indexing, from the problem of mismeasurement of income caused
by inflation, As inflation r~duces the value of the dollar,
a taxpayer experiencing no growth in real income from year to
year will find his dollar income increasing. As a result,
his income is taxed in higher tax brackets even though his
real income has not increased. This automatic increase in
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taxes as a result of inflation is referred to as "bracket
creep” and will be largely eliminated after 1984 by the
indexing Erovilion enacted in ERTA. This provision, however,
does not have any effect on the problem of inflationary
overstatement of gains on the sale of property. When
inflationary increases in the dollar value of property are
treated as taxable income, the taxpayer's income is measured
incorrectly. Adjustments in the tax rate schedule do not,
and cannot, address this income mismeasurement problem.

Description of S8, 1600

8. 1600 would add tv the Internal Revenue Code a new
provision designed to prevent inflationary increases in the
dovllar value of certain qualifying property from being
subject to capital gains tax, Under the bill, only common
stock and real propertg (excludin? stock and real property
which is inventory or held primarily for sale to customers in
the ordinary course of the taxpayer's trade or business)
would qualitf for inflation indexing. Tangible personal
property would not be subject to indexing and stock of a
foreign corporation would not gualify unless traded on a U.S..

exchange. .

The bill uses the gross national product deflator as the
measure of inflation. Indexing would be effected by
increasing the tax basis of an asset at the time of
disposition proportionately to the ratio of the deflator in
the quarter in which taxpayer dispuses of the asset tu that
in the guarter in which the asset was acquired. The
provision cannot increase taxable capital gains, as compared
with current law, as the bill would not require decreases in
basis if the gross national product deflator declined. The
bill provides that only increases in the deflator from the
last gquarter of calendar year 1984 would be taken into
account, but we understand that the intent is to start with

the fourth guarter of 1983.

The inflation adjustment for qualifying assets owned by
partnerships and 8 corporations would pass through to the
owners of equity interests in the entities. Interests in
regulated investment companies, real estate investment
trusts, and common trust- funds would be indexed ovnly to the
extent that the entities hold qualifying stuock and real
property. The bill contains numerous provisions intended to
prevent manipulation of the inflation adjustment in a variety

of cases.

Discussion

Although we recognize that an argument can be made for
exempting inflationary gains from income tax, we must oppose
the bill, Our oppvsition is based on three major concerns:
first, the limited approach to inflation indexation in the
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bill would create unacceptable economic distortions; second,
the bill would cause an unacceptable level of additional
complexity in the tax law; and third, the bill would
duplicate the effect of provisions in current law that

indirectly adjust for inflation.

Economic Distortivons

8. 1600 is a limited propuvsal that indexes only certain
assets at certain times for certain purposes. BSuch partial
indexing necessarilx would create inconsistencies between the

‘tax treatment of indexed and non-indexed assets, These
inconsistencies would cause economic distortions. 8. 1600
also would add new complexity i{n the tax law. The cumulative
effect of the damage to the economy from these distortions
and the damage tu the tax system from this complexity would
outweigh the benefits from proper inflation accounting for
the transactions covered by the bill.

8. 1600 indexes common stock and real property but no
other property. Bonds, tangible personal property, and all
other property would be subject tv taxation without regard to
inflation. However, the measurement of gain or loss on the
disposition of these other types of pruperty is affected by
inflation just as much as the gain or loss on common stock
and real propert¥. As a result, the bill would provide a
substantial new incentive to own common stock and real
property instead of other types of investments. The only way
to prevent this incentive would be tv index all assets.

Additionally, because of the favorable treatment of
common stock, the bill would create an incentive to
incorporate assets that otherwise would not qgualify for
indexing. For example, an investor in paintings could
transfer a painting to a corporation that owns nv other
agset, sell the stock of the corporation when he wishes to
sell the painting, and secure an inflation adjustment for
what is really an investment in a painting. Although the
bill would exclude some obvious abuse cases from the benefits
of indexing, there is no way to eliminate 8. 1600's inherent

bias in favor of incorporating assets.

The bill also introduces a mismeasurement of income when
qgualifying property is leveraged. A debtor benefits as
inflation reduces the resl burden of a fixed dollar value
debt, This benefit tv debtuors represents economic income and
would be taxed under a fully indexed system. A lender
suffers a detriment as inflation reduces the value of
repayments on the debt. This detriment represents economic
loss that would be taken into account under a fully indexed
system, Nevertheless, 8. 1600 disregards the effect of
inflation on borrowing. As a result, the borrowing and
lending sides of a debt-financed acquisition of common stock
or real property would be subject to different tax regimes.
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Consider the following example. A taxpayer borrows 100§
of the cost of a qualifying building for 15 years at a time
when no inflation ie anticipated. The only payments required
over the term of the borrowing are interest payments. After
15 years, unanticipated inflation has caused the building to
double in dollar value, The taxpayer sells the property for
no real economic profit, using half of the sales proceeds tu
pay off the debt and retaining the other half, The borrowver
was not hurt by inflation since he had no equity investment
in the building, and is able to retain cash due tov his
ability to pay Off the debt with deflated dollars. The cash
retained represents economic income, However, under the
bill, no tax is owed by the buorrower because the gain on the
sale is attributable solali to inflation, Moreover, the
lender would get nv deduction for his corresponding economic

loss. )

8. 1600's failure to tax burrowers and to allow lenders
deductions with respect to the inflation' component of
interest can on1¥ distort economic choices. Only by making
indexing available to lenders and taxing borrowers on

lnflationarg gains is it possible tv eliminate the
debt-related distoftions that would otherwise result from

8. 1600,

The bill would create a further incentive to “"churn"
depreciable real property investments so that the inflation
adjustment can be converted into depreciation deductivns.

Por example, assume that a taxpayer owns a depreciable
building in which he has a small depreciable basis but which
he could sell tax free with an inflation adjustment. He
sells the building tax free and buys a similar building, with
the result that the full price of the new building, including
the inflation write-up, is depreciable. If he had retained
the vld building he could have depreciated only the old,
small basis that reflected no inflation adjustment.

This example assumes that the taxpayer's depreciation
deductions were eqgual to economic depreciation on the ,
property. Under ACRS, a taxpayer could have depreciation
deductions in excess of economic depreciation, so that gain
would be recognized and a tax would be due vn sale of the
property. In those cases, the benefits of churning would be
reduced, It is clear, however, that in many instances
© 8+ 1600 would create a substantial incentive to churn

depreciable assets.

The bill dves contain a provision denying the inflation
adjustment -in such a transaction when the principal purpose
is to secure larger depreciation deductions. This rule,
however, would not eliminate the incentive to dispose of
depreciable real property, The rule would be virtually
impossible to enforce in the cases to which it is intended tv
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apply and would have no effect on those transactions that
have a significant non-tax purpvse -- even when increased
depreciation deductions are a significant economic factor
behind the transaction., The incentive tov sell depreciable
real property can be eliminated only by indexing depreciation

deductions.,

Complexity

8. 1600 is remarkably complicated. The best example of
this is the bill's treatment of conduit entities ~-- regulated
investment companies, real estate investment trusts, and
common trust funds. The bill splits ownership interests in
these entities intuv an indexed portion and a non-indexed
portion, in proportion to the ratio of qualified stock and
real property to other property held by the entity. This
division is tov be done each month. Conseqguently, if an
investor in a mutual fund owning stocks and bonds sells his
interest after owning it for 10 years, he would be required
to make 120 separate inflation adjustments to determine his

tax on the sale.

Other provisions in the bill are nearly as complicated.
The inflation adjustment for assets held by partnerships must
be allocated tv the partners. This will require intricate
allocation rules. Under the bill, if real property is
improved or capital is contributed tv a corporation, the
improvement or contribution is indexed for inflation
retroactively to the date of acquisition, To prevent
potential abuse of this rule, the bill contains a provision
for separate indexing of substantial improvements and
contributions. This provision will necessarily involve
complicated allocations and multiple inflation adjustments.
Moreover, regulations would have to distinguish those
improvements and contributions.that are substantial from

those that are not.

Intricate rules also will be required tv distinguish
quslified property from nongualified property, including
rules to distinguish a creditor's interest (which dves not
qualify) from other interests and rules to distinguish .
preferred stock from common stock.

Duplication of Inflation Allowances in Current Law

The distortions and complexity that would result from
B, 1600 are gatticular!y troubling since current law contains
provisions that soften the effect of inflation in many of the
same situations the bill addresses, The inflation adgustmcnt
in &, 1600 would duplicate the approximate inflation
adjustment provided in current law by the preferential tax
treatment of capital gains. Moreover, in the case of
depreciable real property, the bill would duplicate tv some
extent the approximate inflation adjustment provided by ACRS.
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In conclusion, the Treasury recognizes the important
problem that inflation pvses for our tax system. 8. 1600 is
an attempt to address part of that problem. Only a
comprehensive solution to the inflation problem that indexes
all assets and all liabilities for all purpuses, including
depreciation, can avoid the distortion and duplication
. inherent in a limited approach like that taken in 8. 1600.

Unfortunately, full indexation would substantially increase
the complexity of the present income tax system, which is
slready criticized as being too complex. Conseguently, we
cannot recommend at this time indexing of basis as a solution
to the problem of income mismeasurement resulting from

inflation..

I should emphasize that our vbjections to 8. 1600 in no
way apply to the rules enacted in ERTA tv index the tax
brackets. The ERTA rules apply acrouss the bvard and
therefore will not distort economic decisions., Bracket
indexing is simple, 28 it merely requires the IR8 to make
changes in the tax tables, The ERTA rules are svund fiscal
policy, since they prevent inflation from causing automatic
tax increases without an act of Congrees. Finally, rate
indexing is fair, as it prevents the ervsion of the
progressive rate schedule that otherwise would result from

inflation, :
8. 1579

Increase in Standard Mileage Rate for Purpuses
of Computing Charitable Contribution Deductlion
Background

At present, the rate taxpayers are permitted to use for
computing the cost of the use of an automobile for purpouses
of the business expense deduction is 20 cents per mile.
Taxpayers who use an automobile in connection with performing
services for charitable organizations may use a standard
mileage rate of nine cents a mile in computing their
charitable contribution deduction. Nine cents also is the
mileage rate used for determining the medical and moving
expense deductions. The difference in the two mileage rates
results from the fact that the standard mileage rate
permitted for purposes of the charitable contribution
deduction (as well as the medical and moving expense
deductions) reflects an allowance for gas and oil, that is,
the expenses directly incurred in performing the charitable
service (or in obtaining medical care or in moving). On the
other hand, the standard mileage rate for business use of an
automobile reflects an additional allowance for depreciation,
insurance, general repairs and maintenance, and registration

fees.




Description of 8§, 1579

8, 1579 would amend section 170 of the Internal Revenue
Code to provide that the amount of the charitable
contribution deduction allowable for expenses incurred in the
operation of an automobile in performing services for a
charitable organization shall be determined at the same
mileage rate used to compute business expense deductions.

Discussion

We acknowledge that a reasonable argument can be made
for using the same mileage rate to measure the cost of using
an automobile for charitable purpvosee as is used to measure
the cost of using an automobile for business purposes.
Nevertheless, we believe that there are sound reasons for the
different rates used under present law, Accordingly, the
Treasury Department must oppose 8, 1579.

Mllowance of the lower mileage rate for purposes of the
charitable contribution deduction reflects the longstanding
administrative puosition that the only deductible expenses are
those directly attributable tv the use of a vehicle in
rendering charitable services. No deduction is allowed for a
proportionate share of general maintenance, ‘general repairs,
depreciation, or fixed costs, such as insurance or
registration fees., There are three reasons for this

position.

First, section 170 of the Code requires that a
contribution be paid to or for the use of a gqualifying
charity to be deductible. Fixed or general expenditures
which would have been incurred regardless of the use of a
vehicle for charitable purposes cannot be said tuv be amounts

aid to or for the use of a charitable organization. Second,
t is difficult to identify and guantify the amount of
indirect costs that are properly attributable to charitable
endeavors, Third, it s difficult to ensure compliance in
this area under current rules, and to allow a deduction for
these indirect costs would exacerbate this problem.

I 'would also note that the rationale underlying these
limitations applies not only to the use of a personal
automobile, but also to other property (such as the rent-free
use of nonbusiness real estate) used for both personal and
charitable purposes. Thus, in all cases, fixed costs, such
a8 depreciation, insurance, and general maintenance and
repairs, may not be deducted, If such costs are allowed for
the ugse of automobiles, it will be argued that they also
should be allowed for the use of other property. 8uch an
.expansion of the existing rules would compound problems of

measurement and compliance.
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We believe that the current rules provide a proper
measure of the charitable deduction for the use of a
taxpayer's automobile. In most cases, the current mileage
rate is adequate to cover the incremental costs directly
attributable to rendering a charitable service. Moreover,
taxpayers are not limited to the standard mileage rate, but
may deduct their actual expenses for gas and oil if that
alternative is more favorable, Thus, the current mileage
rate should not work a hardship on any taxpayer whose actual
out-of-pocket costs exceed the mileage allowance.

8. 108
Tax Incentives for

postsecondary Vocational Education Programs

Bection 1: Increased Deduction for Charitable Gifts of
Property Used In Vocational Education Programs

Rackground

Under current law, a corporation may deduct, within
certain limits, the amount of cash or other property
contributed to qualified charitable organizations.
Limitations are imposed, however, with respect to
contributions of property which, if svld, would yield
ordinary income. In the case of contributions of inventory,
for example, the deduction is limited tuo the taxpayer's basis
in the property. 1In the case vf contributions of property
used in & taxpayer's trade or business, the allowable
deduction is generally the fair market value of the donated
property reduced by the amount of any depreciation which
would be recaptured as vrdinary income if the taxpayer svld

the property.

There are currently two exceptions to the general rule
applicable to gifts of ordinary income property. The first
exception applies to gifts by corporations (other than 8
corgotationa) of inventory, depreciable property and business
real property to be used for the care of the ill, the needy
or infants. The second exception involves gifts by
corporations (other than 8 corporations, personal holding
companies and certain service companies) of scientific .
equipment which is of an inventory nature to colleges and .
universities for research and experimentation, 1In both
caseg, the amount of the deduction is egual tv the taxpayer's
basis in the property plus one-half of the unrealized
appreciation, not to exceed twice the taxpayer's basis in
such property. With respect to the first exception, where
depreciable property is contributed, no deduction is allowed
for any amount which would be subjeqt to the various
recapture provisions of the Cude.



92

Description of Provision

Section 1 of 8. 108 would allow any taxpayer a larger
deduction for gifts of tangible personal property to u public
commun1t¥ college or public technical institute or any other
institution of higher education if substantially all of the
use of the property by the donee is for training students
enrolled in a postsecondary vocational education program. If
all the conditions of the bill are satisfied, the amount of
the allowable deduction would be the taxpayer's basis in the
property plus one-half the unrealized appreciation in the
property. Bowever, in no event would the deduction exceed
twice the taxpayer's basis in the property contributed.
Unlike the special rule for gifts of depreciable property for
the care of the 111, the needy or infants, no limitation is
placed on the deduction for amounts subject to recapture.

Discussion
The Treasury is opposed to section 1 of 8, 108,

The bill would create a new open-ended Pederal program,
funded by the Treasury but administered by private taxpayers,
to place equipment in schovols for use in poustsecondary
vocational education programs. The donor would decide both
the property to contribute and the institutions to which the
contributions would be made, but the direct tax benefits
available to the donor would shift most or all of the cost of
the gift to the Pederal government. For example, if a
taxpayer contributes inventory property which cost $1,000 to
produce and which is worth §$3,000, the taxpayer would be
entitled to & deduction of $2,000, This would produce a tax
benefit of $1,000 for a taxpayer in the 508 bracket, Thus,
in effect, the govenment would be purchasing the equipment at
cost for use by the institution of the donor's choice.

We believe there are sound policy reasons underlying the
general rule that the deduction for gifts of vrdinary income
property should be limited to the taxpayer's basis in the
property. This genetal rule produces the same tax benefit to
the donor as if he sold the property and contributed the
proceeds to charity and ensures that there is suome charity in
charitable giving because the taxpayer will bear a
significant portion of the cost of making the gift,

Purthermore, the bill would allocate resources to a
particular form of education at a time of general fiscal
restraint, without a formal determination of whether this
program is preferable to other worthy programs that cannot be
funded. ‘Increasing the quant1t¥,ot equipment available in
postsecondary vocational education programs may be a worthy
goal, However, since taxpayers ultimately will bear v
almost all of the cost of funding this program, we believe
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its desirability and effettiveness should be judged in the
. same manner as 8 Jilect aggtoprlatton for such a program. In
this regard, we 40 not believe that Congress would pass an
unlimited appropriation for an equipment contribution program
to be administered by private taxpayers with only limited
review by the IRS long after the contributions are’ made.

We also foresee serjous difficulties in administering
the provisions contained in the bill. A significant
potential for sbuse lies in the fact that the amount of the
deduction depends in large measure on the fair market value
of the property., Fair market value may be difficult to
determine if the donated property is not selling well in the
current economic climate or where technological advances have
reduced its value., Moreover, the bill dves not specify
whether the wholesale or retail market is the appropriate
measure of fair market value. If the government were to
purchase directly the volume of eguipment which we may
contemplate will be contributed under this bill, it
undoubtedly would be entitled to a wholesale price. Thus,
the wholesale price:would be the most appropriate measure of

fajir market value.

Additiona11¥, we have a technical objection to section 1
of S. 108, relating to gifts of depreciable property used in
a taxpayer's trade or business. As currently drafted, the
bill would permit taxpayers to deduct amounts which would be
subject tv recapture if the property were svld. 1In this
respect, the bill is more generoun than the existing
provision providing special treatment for charitable gifts
for the care of the {11, the needy or infants. 8Such special
treatment is completely unjustified. For instance, the
depreciation recapture provision only becomes relevant when a
taxpayer has deducted an amount as depreciation which exceeds
the property's actual economic depreciation. B8ince the
taxpayer has had the benefit of this excess deductivn, it is
appropriate to recapture the benefit when the taxpayer
disposes of the property. Reducing the amount of the
deduction for a charitable disposition of property by the
amount of this benefit produces the same result as recapture.

We believe this is the correct result.

Section 2: Postsecondary Vocational Education Instruction
Credit —

Description of Provision

gection 2 of 8. 108 would give taxpayers a $100 tax
credit for each postsecondary vocational training course
taught bg 8 qualified teaching employee of the taxpayer
during the taxable year. However, a taxpayer may claim the
credit for only five courses taught by the same empluyee. In
addition, taxpayers would be permitted a $100 tax credit for
their employment of any qualified vocational education

24-860 0 ~ 84 ~ 7
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instructor from a college, technical institute or university
on a temgotary basis. The amount of the credit is not to
exceed the taxfayer'l tax liability for the goat reduced by
allowable credits against tax other than withholding taxes,
the gasoline and fuel credit, and the earned income credit.

For purposes of the bill, a "qualified vocational
education instructor® means an individual who is employed by
the taxpayer on a full-time basis for at least three months,
but not more than a year, and who both prior tv such
employrent and at the end of the year for which the credit is

“claoimed was a full-time postsecondary vocational education
instructor. A "qualified teaching employee” is a full-time
employee of the taxpayer who taught at least one
gootsecondary vocational education course on a part-time

asis during the taxable year at an institution of higher
education without compensation by such institution and who
was not a qualified vocational education instructor at any

time during the taxable year.

Discussion

The Treasury Department is oppuosed tu section 2 of
§. 108, .

As in the case of section 1 of the bill, section 2 would
-create a new subsidy for vocational education at a time when
fiscal restraint requires cutbacks in spending. Congress
should examine this propvsed new subsidy as it would a direct
appropriation in aid of vocational education both in terms of
its efficiency and effectiveness in achieving its intended
goal and in terms of its desirability vis-a-vis other worthy

programs, .

In this regard, we guestion the efficiency and
effectiveness of the bill, It is doubtful that making a
credit available to an employer will encourage an empluyee to
devote additional time to teaching a course without
additional compensation and a $100 credit is probably not
genervus envugh tv make an employer whole for loss of the
employee's productive time. We would submit that, because of
these facts and the fact that the credit is not incremental,
the proposal will probably result in merely rewarding
taxpayers' current practices rather than encouraging an
expansion of those practices,

Finally, although section 2 is carefully drafted to
limit any potential for abuse, we believe that potential
abuses would still exist. A number of the factors upon which
eligibility for the credit depends may be difficult to
verify. Por instance, it may be difficult to determine
whether a particular course taught by a taxpayer's employee
is a "postsecondary vocational education course” within the
meaning of the bill, or whether the employee was compensated

for teaching the course.
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S. 1464
Exemption frum Excess Business Holdings Divestiture
Reguirements for Certaln Private Foundations

Background

As part of the Tax Reform Act of 1969, Congress impoused
8 number of restrictions on private foundations. These
restrictions were, in large part, a response to problems
described in the 1965 Treasury Department teport on Private
Poundations. This Report concluded that charitable assets
were being used tv a substantial extent for noncharitable
purpvses. These noncharitable uses included self-dealing
between foundatiuns and donors, undue delay in the delivery
of benefits to charity, extensive foundation involvement in
business resulting in noncharitable use of charitable assets,
family use of foundations tv contrul corporate and other
property, and financial transactions unrelated to charitable

functions.

One significant area of abuse that was highlighted in
the 1965 Treasury Report was the ownershig of active business
enterprises by foundations. Extensive private foundation
ownership of businesses raised a number of problems. A
business that is owned by a tax-exempt entity often has a
competitive advantage over a similar business owned by
taxable persons., Changes made in 1969 in the taxation of
unrelated business income removed many potential competitive
advantages for businesses owned by tax-exempt entities.
Congress decided, however, that these changes did not
eliminate all of the concerns that had been raised in
connection with foundation ovwnership of active businesses.
For example, the rate of return that a tax-exempt entity must
demand from its investment in a business may be lower than
the rate of return that a taxable investor would demand. A
private foundation, which receives dividends from the
business and income from other investments tax-free and which
also receives tax deductible contributions, has a greater
ability to allow the business tvo retain earnings than other
business owners. The 1965 Treasury Report noted a common
willingness of foundations to defer indefinitely the
realization of profits from investments in commercial
operations., Such deferral not only provides a competitive
advantage to the business, but alsv results in deferral of
distributions to the charitable beneficiaries of the

foundation,

Another problem described in the 1965 Treasury Report
with respect to foundation control of a business enterprise
is that control provides such a broad spectrum of
opportunities for the foundation's assets to be used for the
benefit of private individyals that it is impussible to
prohibit many potential acts of self-dealing. For example, a
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busines¥ acquaintance of the donor may be accommodated in the
structuring of transactions with the foundation~controlled
business. It would be impossible in many cases tv determine
the—existence of such an accommodation.

" Pinally, the 1965 Treasury Report pointed out that
substantial ownership of a business by a private foundation
may be detrimental to charity because the attention of the
foundation's managers may be drawn away from charitable
pursuits., When a foundation owns a substantial portion of a
business, it is incumbent ugon the foundation managers to
ensure that its investment in the business is being managed
properly and that the business is as successful as possible.
Thus, even where the actual management of the business is the
responsibility of individuals who are unrelated to the
foundation, the foundation managers are vbliged tv be
informed about and responsive to the condition of the
business. The demands that ownership of a business impose on
the foundation managers' time reduces the time and attention
the- foundation wanagcro can devote to their charitable
duties. Where the investment of a foundation in a business
is substantial, the foundation managers' primary concern may
become the welfare of the business. As explained in the 1965
Treasury Report, this distraction of foundation managers from
charitable activities eliminates one of the factors --
concentration of the energies and experience vf donors on
sccomplishing charitable works -- that makes private
foundations of unique value to philanthropy. -

The 1965 Treasury Report provides a number of actual
examples of the problems described above relating to
foundation ownershiy of businesses. In recognition of these
problems, Congress in 1969 enacted Cude section 4943, which
prohibits foundations, alone or in combination with certain
related persons, from owning substantial portions of any
active business enterprise., Transition periods of up tov 20
years were provided to allow for initial dispositions by
foundations having substantial holdings in 1969, with an
additional 15-year perivd provided before final dispositiovns
must be made. The penalty for owning business holdings in
excess of the permitted amounte is an excise tax on the

foundation. -

Description of 8. 1464

8. 1464 would exempt certain excess business holdings
from the divestiture requirements of section 4943. This
exemption would apply tu stock of a corporation held by a
private foundation if the foundation and the corporation

satisfy the‘tollowing conditions:

(1) On May 26, 1969, the private foundation owned
-100 percent of the voting stock in the
corporationg
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(2) The voting stock of the corporation was
. acquired by the foundation solely bg gife,
devise, or beguest befure December 31, 1966;

(3) Neither the donor of the stuck of the
corporation nor any member of his family is a

foundation manager of the foundation on or
after December 31, 1956

(4) On May 26, 1969, and at all times thereafter
substantially all of the ovperating assets of
the corporation were used in vperating a hotel

business enterprise; and

(3) On May 26, 1969, and at &1l times thereafter
the hotel business enterprise conducted by the
corporation is of substantially the same
character as the enterprise that was conducted
b{ the corporation on the date of the last
gift, devise, or bequest of stock vf the
corporation to the foundation.

Discussion

In effect, 5. 1464 would permit a foundation meeting the
conditions set forth in the bill to hold its 100 percent
interest in a hotel business indefinitely, notwithstanding
the general limitatione on business vwnership applicable to
all other private foundations. We understand that S. 1464 is
intended primarily to allow the E1 Pomar Foundation to
maintain its ownership of the stuck of the corporation which
owns the Broadmoor Hotel in Colorado Springs, Colorado. The
bill also may apply tov other foundations.

The Treasury Department oppuses 8. 1464.

The concerns that led tv enactment of the excess
business holdings rules are fully applicable to foundation
holdings that would be exempted from these rules by S. 1464.
Foundation ownershig of 100 percent vf a hotel business
presents the potential for competitive advantage over hotel
businesses owned by taxable persons, for use of the
foundation's assets for the benefit of private individuals,
and for diversion of the foundation managers' attention from
the charitable. activities of the foundation.

The argument has been made that the excess business
holdings rules are not necessary because the prohibition on
.self-desling and the minimum distribution requirement are
sufficient to prevent abuses involving foundation-owned
businesses. We do not consider these vther rules tv be
sufficient to eliminate the problems associated with
foundation ownership of businesses. The self-dealing rules
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prohibit a gpecific list of transactions with disqualified
persons, The possibilities for conferring private benefit
through a controlled business are numerous and in uan¥ cases
very subtle. We dv not believe it is pussible to draft a
statutory prohibition of all possible acts of self-dealing
involving & foundation-controlled business. Even if all
possible transactions could be identified, the prohibition of
all such traneactions would interfere unreasonably with
operation of the business. In addition, administration of
such a prohibition would be virtually impossible,

With respect to the potential for competitive advantage
and delays in the delivery of benefits to charity, we do not
consider the minimum distribution requirement to be an
effective safeguard where a foundation owns a substantial
interest in a business enterprise, It is very difficult in
man¥ cases tuv value a closely held business. S8ince the
minimum distribution requirement depends on the value of the
foundation's investment assets, the lack of an accurate
valuation substantially undermines the effectiveness of the
requirement. Even where valuation is not a problem, the
minimum distribution requirement dves not prevent improper
deferral of benefits to charity. As discussed above, the
minimum distribution requirement has been set at 5 percent tv
permit foundations tuv preserve corpus in times of inflation.
Many investments a foundation might make earn substantially
more than a 5 percent rate of return. The result is that a
foundation can receive a negligible return from ovne
investment, such as a controvlled business, and still be able
to satisfy its minimum distribution requirement out of income
from other investments. Even if a foundation's only
investment is in the business, the 5 percent distribution
requirement would permit the foundation to accept a 5 percent
return, which will be a relatively low rate of return at
times, while allowing the remainder of the earnings to
accumulate in the business. For these reasons, we dv not
consider the minimum distribution requirement sufficient to
ensure that the benefits of an investment of charitable funds
are reserved for and promptly delivered to charity when the
investment is in the form of substantial ownership of an

active business.

Another argument that has been made tv support special
exceptions to the excess business holdings rules is that
certain foundations should be allowed to retain control of a
particular business because no buyer would continue to
operate the business in the same manner in which, or at the
same location as, it is operated by the foundation. These
foundations argue that the business they operate provides
special benefits to the community, for example employment
opportunities or continuation of a particular t¥pe of
business that is disappearing under pressures o
modernization, which justify continued vwnership by the
foundation. Rather than reducing our concerns about
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foundation ownership of businesses, this argument appears to
us to present an example of the adverse effects that business
involvement can have un the charitable efforts of foundation
managers. If operation of a business is substantially
related to o charitable rurpouo, then holdings in the
business would not constitute excess business holdings, The
fact that no taxable investor would continue the business
operation in its present form indicates strongly that the
current method of operation is an inefficient use of the
property that dves not produce the greatest benefits to
char1t¥. Therefore, foundations using this argument
essentially are asking Congress to condone the use of
charitable assets to continue in operation an inefficient
business that does not serve svlely charitable purposes.

In addition to vur general ovbjections to exceptions to
the excess business holdings rules, we are concerned about
the eguity of 8, 1464 in view of the fact that other
foundations that owned businesses in 1969 have been working
to comply with the law by disposing of their excess business
holdings. It would be unfair to the foundations which have
made dispositions in compliance with the rules to provide
special exemptions for foundations which have not complied,

In summary, we believe the excess business holdings
rules are sound and should continue to be applied equally to
all foundations, Moreover, a foundation such as the El1 Pomar
Foundation has been given until 1989 to reduce its 100
percent holdings in a business tuv 50 percent and until 2004
to reduce its ownership to 35 percent (assuming no stock is
acquired by certain related persons). These extended perivds
are sufficient to permit orderly dispositions. For the
reasons discussed above, we vppvse the legislative exception

provided by S. 1464.

S. 1549
Exemption from Tax on Unrelated Business
Income for Investments by Schovls

and Penslon Trusts in Working Interests
in OI1 and Gas ﬁb[ig

Background

Generally, tax-exempt organizations are not taxed on
income earned on investments. However, in order tv prevent
exempt organizations engaged in commercial activities from
having a competitive advantage over taxable entities
similarly en?aged, a tax is impused on income earned by an
‘exempt organization from business activities that are
unrelated to its exempt purposes., Exemptions from the tax on
unrelated business income are provided for rents, royalties,
dividends, and interest. The pertinent legislative history
shows that the reason for exempting these particular types of
income from the tax on unrelated business income was that -=-




100

they are "passive" in character and are not likely to
result in serious competition for taxable businesses
having similar income. Moreover, investment-~producing
incomes of these types have long been recognised as a
proper source of revenue for educational and charitable

organizations and trusts.
8. Rep. No. 2375, 8lst Cong., 2d Sess. 30-31 (1950).

Rents, royalties, dividends, and interest are not exempt
from the unrelated business income tax if they are derived
from property that is acquired or improved with borrowed
funds, Subzact to limited exceptions, a share of any income
from debt~financed property, proportional to the ratio of
debt on the property to the adjusted basis of the pruperty,
is treated as income from an unrelated trade or business.

The original rules relating to debt-financed property
were developed in response to abusive sale-leaseback
transactions between tax-exempt vrganizations and taxable -
owners of active businesses. These transactions typically
involved a tax-exempt organization's purchase of an active
business, financed primarily by a contingent, nonrecourse
note, followed by a lease of the assets of the business tu
the seller. The effect of these transactions was to convert
the ordinary income of the business into capital gains for
the seller while allowing the tax-exempt vrganization
eventually to acquire proge:ty with little or nv investment
of its own funds. The primary objection to sale-leaseback
arrangements involving borrowed funds was that they permitted
an organization's tax exemption to benefit the taxable
seller, either by conversion of ordinary income to capital
gain or by payment of a higher price for the property than a

taxable purchaser would pay.

Unfortunately, enactment in 1950 of a tax on income from
certain leases was insufficient tv prevent abuse because new
forms of transactions involving leveraged investments quickly
developed. 1In response tv these new transactions, the
provision was ntrengthened in 1969 by subjecting to the
unrelated business income tax the income received from all
kinds of debt-financed property. This brvad revision
reflected concern not only with existing sale-leaseback
transactions, but with the pussibility of other abusive uses
of leveraged investments by tax-exempt organizations,

Description of 8. 1549

8. 1549 would provide an exemption from the tax on
unrelated business income for income received by pension
trusts and educational organizations from investments as
limited partners in partnerships holding working interests in
domestic vil and gas wells., This exemption would not apply
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if the general partner of the limited partnership were
related to vne or more vf the tax-exempt limited partners.
In addition, the exemption would not apply to income
allocated to a limited partner during a partnership year in
which allocations of deductions, losses, credits, and cash
distributions were not consistent with allocations of income
or gein., Use of multi-tier partnerships or other i
srrangements for the principal purpose of avoiding these
limitations on allocations would be prohibited. The
limitations would not apply tov allocations of depreciation,
depletion, or gain or luss with respect to property
contributed to a partnership which are made, in accordance
with section 704(c)(2), on a nondiscriminatory basis between

exempt and nonexempt limited partners.

The bill also would exempt from the debt-financed
property rules a pension trust's or educational institution's
share of a limited Ta:tnerahip's income from working
interests in domestic vil and gas wells unless--

(1) the acguinition price of the working interest is not
a fixed amount determined as uof the date of

acquisitiong

(2) the amount of indebtedness incurred in acquiring,
developing or operating the working Interest or any
other amount payable with respect to such
indebtedness, or-the time for making any payment of
any such amount, is dependent, in whole or in part,
upon any revenue, income, or profits derived by or
from such limited partnership;

(3) the working interest is at any time after its
acquisition leased by the limited partnership tuv the
person who 8vuld it to the limited partnership or to
certain persons related to the seller;

(4) the working {nterest is acquired from, or at any
time after the acquisition is leased by the limited -
partnership to, certain persons related to the
pension trust or educational organization; or

(S) the seller of the working interest, certain persons
related tv the seller, vr certain persons related to
the pension trust or educational vrganization
provide the limited partnership, the pension trust,
or the educational vrganization with nonrecourse
financln? in connection with the purchase of the
working interest and such financing is subordinate
to any other debt on the froperty or bears interest
at a rate which is significantly lower than the rate

otherwise available.
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However, the last three of these restrictions would not apply
to any acquisition, lease, farmout, or other transfer of
working interests to a person related tv the general partner,
provided the terms of such transfer are consistent with the
terms of similar transfers in the geugraphic area.

Discussion
The Tressury Department oppuses S. 1549,

The exemption provided by 8. 1549 would apply only to
income from working interests in oil and gas wells received
by pension trusts and schools, However, the rationale given
for granting the exemption is that investment through a
limited partnership is "passive® in nature and therefore
should not be subject to the unrelated business income tax.
This rationale would apply egually to investments in any
active business by any tax-exempt organization as long as the
investment was made thtou?h 4 limited partnership.

Therefore, adoption vf this legislation can be expected to
lead to repeal of the unrelated business income tax for any
investment through a limited partnership. Exemption from the
unrelated business income tax of investments made through
limited partnerships would be inconsistent with the purpose

for which the tax was enacted,

Placing investments in active businesses in a limited
partnership does not eliminate the primary problem -~ unfair
competition ~- to which the unrelated business income tax is
directed. The competitive advantages available to a business
owned by a tax-exempt entity arise from the fact that the
tax-exempt owner does not pay tax on the income received from
its equity investment in the business., While the .degree to
which the tax-exempt organization is involved in the active
management of the business may affect whether the attention
of the managers of the tax-exempt organization is diverted
from exempt activities, it is not relevant to the issue uf
whether the business obtains a competitive advantage because

of its tax-exempt ownership.

The exemption from the unrelated business income tax for
rents, royalties, dividends, and interest was provided
because, in addition to being "passive," investments
producing these types of income had long been recognized as
proper for educational and charitable organizations and
because they did not appear likely tv result in serious new
competition for taxable businesses having similar income.
Thus, the "passive" nature of investments made through
limited partnerships is not sufficient to justify an
exemption from the unrelated businesas income tax.
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Even if the “"passive” nature of an investment were
sufficient to justify exemption from the unrelated business
income tsx, limited partners are not necessarily "passive”
investors, Por example, under the 1976 Uniform Limited
Partnership Act, a limited partner is permitted tv engage in
8 number of activities without being considered tv have
particiratod in control of a business. These permitted
activities include, among others, consulting with and
advising & general partner with respect to the business of
the limited partnership and voting on the removal of a
general partner. c1ear1¥, limited partners that can consult
with and advise a general partner on businees matters and can
remove the general partner may have substantial active
involvement in the business of the limited partnership.

In addition to our obfecttons to providing a comzetitivo
advantage to an active business by allowing tax-exemp
ownership through a limited partnership, we are concerned
that partnership allocations may be used tov transfer tax
benefits from tax-exempt partners to taxable partners. We do
not believe that the limitations on allocations contained in
8., 1549 are sufficient to prevent such abuse. Rather, these
limitations merely elevate the level of suphistication
required to attain the desired results.

The allocation provisions of the bill contain certain
- technical deficiencies. For example, the bill dves not
require that allocations of basis be consistent with
allocations of income or gain, 8ince the depletion deduction
with respect to an 0il or gas property and gain or loss on
the disposition of such property are computed at the partner
level rather than the partnership level, allocation of basis
to taxable partners may have the effect of allocating
depletion deductions to taxable partners while allocating
ga n to tax-exempt partners. Similarly, the allocation rules
n the bill do not prohibit the allocation of capital gain to
the taxable partners and ordinary income tv the tax-exempt
partners, nor do they prevent distribution schemes under
which tax-exempt partners receive property on which there is
substantial unrealized gain while taxable partners receive
property on which there is little or no unrealigzed gain.

In addition, the bill fails tv preclude potential abuse
through the use of pattnershif *"flip-flops.® Although the
" bill attempts to insure that in each partnership taxable year
the tax-exempt partner will be allucated no less a share of
partnership loss, deduction, and credit than its share of
partnership income and gain, it does not prevent the
tax-exempt gattner from having a disproportionately large
share of all partnership items during partnership taxable
years in which net taxable income is expected, and a
.disproportionately small share of all partnership items
during partnership taxable years in which net losses are

expected. .
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We alsv are concerned that investments by tax-exempt
entities in limited gattncrthipo sngaged in active businesses
may be used to benefit taxable persons in ways other than by
the transfer of tax benefits. Participation in an active

business provides numervus opportunities for subtle forms of
self-dealing. Por example, exploratory drilling conducted by

a8 limited gartncrlhip on & tract of land can benefit owners
of adjacent land, We see nv justification for allowing
tax-exempt income to be used tv benefit taxable persons in
this way. 1In addition, removal of the unrelated business
income tax on income from limited partnership interests would
give tax-exempt orgsnizations an incentive to svlicit and
accept gifts of “cross over"™ tax shelters, which would
provide additional tax advantages tuv the taxable investors
who make the gifts.

Finally, even if limited partnership interests in
working interests in 01l and gas wells.were tv be exempt from
the tax on unrelated business income, we see nv justification
for exempting debt-financed investments in such property from
the debt-financed property rules. As I have explained, the
debt-financed property rules were intended to prevent use of
tax exemptions fuor the benefit of taxable persons., PFor
several reasons, we do rnot believe the limitations on
purchase srlcc and financing provided in 8. 1549 would
grevent the abusive use of exemptions if debt-financed

nvestments in working interests in vil and gas wells were
not subject to the tax on unrelated business incoume.

One possibility for abuse exists because the
restrictions on sale~leasebacks in the bill dv not apply to
sale-leasebacks between a limited partnership and a person
related to the general partner. Thus, a tax-exempt
organization could enter intv a sale-leaseback with a taxable
seller if the seller were a ?eneral partner and the terms of
the sale and lease were consistent with the terms of similar
transfers in the geogtaphic area. Anvther possibility for
benefit to a taxable pazson is that a tax-exempt vrganization
may be willing to pay a higher price for the property than a
taxable investor would, particularly since it could obtain
nonrecourse financing from the seller. Pinally, we are
concerned that debt-financing would provide additional tax
benefits that might be allocated unequally between taxable

and nuntaxable partners.
For the reasons described above, we vppuse 8. 1549.

This concludes my prepared testimony. I would be happy
to answer your questions.
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Senator ARMsSTRONG. Well, Mr. Secretary, I thought maybe you
had gotten up on the wrong side of the bed this mog}_in_ﬂ% when 1
hear {(i,ﬁ mention that you were here to oppose each™of these won-

8.

derful
Is this the first time that you have appeared before the commit-

tee?

Mr. PEARLMAN. It is, Mr. Chairman.

Senator ARMSTRONG. I am especially glad to welcome you.

Mr. PEARLMAN. Thank you. .

Senator ARMSTRONG. Just to put your testimony in perspective, I
was trying to reflect how often the Department has come up and
testified in favor of proposed changes in the Tax Code, and I have
been consulting the institutional memory here on the dais and they
think that maybe only twice in recent years has the Department
actually come forward to testify in support of any legislation. And
80 they tell me that I need not take your comments personally.

Mr. PEARLMAN. Certainly not.

Senator ARMSTRONG. And that I might even, in looking through
your statement, particularly that portion of it in which you com-
ment favorably upon indexing the personal tax rates, I might even
recall that at one point the Department was less enthusiastic about
that proposal than it is today. And so we are hopeful, as you have a
chance to reflect on these issues, that maybe the Department will
have a change of heart.

Mr. PEARLMAN. Mr. Chairman, one of your colleagues on this
committee, a Senator from Missouri, when I discussed coming to
Washington with him, said that one of the basic attributes that I
would have to learn if I were to represent the Treasury is the abili-
ty to say no and to say it frequently.

Senator ARMSTRONG. You know, I think he advised me of the
same thing when I joined the Senate Finance Committee. [Laugh-

ter.

r. Secretary, I have several questions to ask you. However, I
believe that you are also scheduled to testify this afternocon on an-
other bill.

Mr. PEARLMAN. That'’s correct.

Senator ARMSTRONG. Would you like to submit your testimony on
that at this time also in order to save coming back this afternoon?

Mr. PeArLMAN. Well, I would be happy to, except that the testi-
mony is not quite prepared.

Senator ARMSTRONG. Fine.

Mr. PearLMAN. We will be back this afternoon.

Senator ARMSTRONG. Let's deal then with the items which you
have discussed this morning. And we are very grateful for your tes-
timony, even though I personally may draw some different conclu-
sions. I compliment you on a fine statement.

Mr. PEARLMAN. Thank you.
Senator ARMSTRONG. First of all, I want to ask about your obser-

vations on the indexing of the basis for capital gains. Is it the posi-
tion of the Treasury Department that you would support this leﬁia-
lation if it was broader in scope? I notice that you emphasized that

it was limited, which, of course, is correct.
Mr. PEARLMAN. Yes; we have another concern, which I think is

probably shared by everyone, and that is the revenue impact of
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this bill, which we estimate over a 4-year period could be in excess
of $2.5 billion, and obviously that revenue concern would be even
greater in the event indexing were broader based.

I might point out that that revenue estimate, which is not pre-
cise, I recognize, did include the gain that would be anticipated
from the arguable freeing up of capital assets. We did take that
into consideration.

There is no question that the Treasury, and the administration,
are concerned with the effects of inflation on the tax system. And,
indeed, that is the reason that the administration is strongly com-
nll‘ittggd to preserving the indexation of tax rates that currently is in
the e.

Certainly, Treasury would view a broad-based indexing concept
seriously. I think there would be people within the administration,
as I assume others, who would argue that broad-based indexing
should really be part of an overall simplification project. If you get
to a flat tax, if you get to a consumption-based tax with dramatical-
ly lower tax rates, it n;ii;ht be that the pressure of inflation on the
system would be viewed as less. Certainly, one of the things that
we would be most concerned about would be the revenue impact.
And I would presume that if today we were sitting here with a bill
that said let's index all assets, and we were looking at revenue esti-
mates that were substantially in excess of the $2.5 billion plus that
is estimated for this bill, we would probably have concern because
of the revenue impact. But the concept is one that I think we cer-
tainly have sympathy for.

Senator ARMSTRONG. The $2.5 billion revenue figure which you
have cited I take it is a netted figure.

Mr. PEARLMAN. It is a netted figure.

Senator ARMSTRONG. Is a larger number. Is the potential loss
simply on a static basis?

r. PEARLMAN. Right.

Senator ARMSTRONG. And then some offsetting gain.

Mr. PEArRLMAN. Correct.

Senator ARMSTRONG. Is that contained in your statement?

Mr. PearLMAN. No; it is not in the statement. I have those num-
bers handwritten, but we will be happy to provide the revenue esti-
mate to you.

Senator ARMSTRONG. I would be grateful if you would.

[The following was received for the record:]
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220 :

ASSISTANT SECRETARY

AUG 31 1983

Dear Senator Armstrong:

This letter is in response to your question to me at the
heazings on August 1, 1983, about the revenue effect of 8., 1600,
As I indicated then, the Treasury revenue estimate Aaid take
account of the effects of induced additional realisations that we
expect to ogcur as a result of the lowering of tax rates on
realized capital gains provided by 8. 1600,

The enclosed table shows the static effeot (the reduction in
revenue at levels of realisations proicotod under current law)
and the induwoed effect (the increase in revenue due to increased
gealisations). The total revenus effect i¢ the sum of the two
separate offects., 'As can be seen from the table, induced
realisations reduce the estimated revenue loss by about 40 peroent,
compared to the static estimate.

Please let us know if there is any further information or
explanation wve can supply.

Sincerely,.
(signed) Ronald A, Poariman

Ronald Pearlman
Deputy Assistant Secretary
{Tax Policy)

The Honorable

William L. Armstrong
United Gtates Senate
Washington, D.C. 20510

Enclosure
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Change in Fiscal Year Receipts due to Indexing the Basis for
Long Term Capital Gains and Losses for Inflation after 1983
($ millions)

1984 1985
Static effect i -322
Inddced effect » 125
Total change in
fiscal year receipts * -197
*less than $500,000.
Treasury

Office of the Sectetar¥ of the
Office of Tax Analysis

1986
~-889
354

-535

1987 1988
-1,419 -1,968
573 806

-846  -1,162

July 29, 1983



-

109

Senator ARMSTRONG. And I wonder if we could also have for the
record the Treasury's estimate of the potential loss arising from
the reduction in capital gains rates, and also the actual results that
have been realized. I think that would be useful. But the main
thing that I was trying to find out.in looking at that $2.5 billion, is
the 22.5 billion a fairly small remainder, or is that most of the
static loss and very little offset?

Mr. PEARLMAN. Senator, I simply don’t have that detail. But,
again, I will be happy to try to provide that figure.

Senator ARMSTRONG. We will sure take a look at that.

Mr. PearLMAN. All right.

~{The following was received for the record:]

24-860 0 - 84 - 8
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

DEPUTY ASSISTANT SECRETARY

AUG 31 1983

Dear Senator Armstrong:

This letter is in response to the question {ou raised
duri the August 1 hearing held by the Subcommittee on

Taxation and Debt Management on 8. 1579 concerning when the
mileage allowance for charitable deduction purposes was last

increased.

The current allowance of nine cents per mile was
established in 1980 effective for transportation expenses
incurred after December 31, 1979, An allowance of eight
cents per mile was effective for expenses incurred in
calendar year 1979.. PFor the 1974-1978 calendar years, a
seven cgnts per mile allowance was in effect. .

You have indicated a concern that the increases in the
mileage allowance permitted for the charitable contribution
deduction over the past 10 years have not been adequate to
compensate taxpayers for the increase in the coat of gasoline
and oil. We do not believe this is the case.

The mileage allowance permitted by the Internal Revenue
Service is based on cost data compiled by the General
Services Administration (GSA) in connection with establishing
the mileage allowance reimbursement rate for Pederal
employees, Prior to 1979, this reimbursement rate was based
upon the cost of operating a standard size (eight cylinder)
automobile manufactured in the United States. This method of
reimbursement was considered app:og:iate since its basis, the
standard size car, was representative of total automobile
ownership in the United States. However, with the increased
cost of gasoline and oil, an increasing number of individuals
chose to operate smaller more fuel efficient automobiles.

Por example, in 1978, at the time that the mileage
reimbursement rate was 17 cents per mile for Pederal
employees, based on the per mile cost of operating a standard
size car, apgroximately 2 percent of the fersons receiving
reimbursement were operating compact (6 cylinder) and
subcompact (4 cylinder) cars which had a cost per mile of
only 13 cents and 11 cents respectively,
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It wvas Ytinarily in recognition of these facts that GSA,
in 1979, decided to change its method for determining the
mileage reimbursement rate to one based on the weighted
average of the costs of operating standard, compact and
subcompact cars weighted proportionately according to the
nationwide registration mix of vehicles. Under the weighted
.average approach the appropriate rate based on 1978 figures
would have been 15 cents per mile.

As indicated in our testimony, the charitable deduction
mileage allowance is less than the regular mileage allowance
because the charitable contribution deduction allowed under
the Internal Revenue Code is limited to direct costs.
Because the charitable rate is determined by and is adjusted
with changes in the regular mileage allowance, we believe
that the rate currently in effect is sufficient to cover the
direct costs of using an automobile in the performance of
services for charity except, perhaps, in the case of the
least fuel efficient automobiles. Since taxpayers who
operate such automobiles are free to deduct their actual
costs, we do not see that anyone is disadvantaged.

We appreciate the opportunity of offering our views at
the Subcommittee's recent hearing.

sincereiy,
fsigned) Ronald A, Pearimat

Ronald A. Pearlman
Deputy Assistant Secretary
(Tax Policy)

The Honorable

William L, Armstrong
United States Senate
Washington, D.C., 20510
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Senator ARMSTRONG. My own sense of it is that there is such a
vast amount of property which effectively gets locked into owner-
ship that there would be a substantial offset. I have no basis to es-
timate the static loss, but I just have an instinct that there is a
very large amount of Property that is of all kinds, not just the kind
mentioned in this bill, and that the redeployment of those assets
into productive enterprises or more proluctive investments could
have a very stimulative effect, although I acknowledge that would

be difficult to measure. .
. Mr. PEArRLMAN. If we have any data on that I will try to provide

it.
Senator ARMSTRONG. 1 would be very happy to have that.

Let me turn to the mileage issue for a moment. You testified
that the Department does not favor increasing this from 9 cents to
20 cents. Could you recall for us when this was last increased?

Mr. PEARLMAN. I simply don’t know when the 9 cents was in-
creased. It has been several years, but I don’t remember. But I
would say—and I am not sure this is true for the 9 cents; I do know
it is true for the 20 cents—that at the time the 20 cents was in-
creased, which was a couple of years ago, it was brought up over
what was believed to be the appropriate rate simply in the process
of different agencies arriving at a number.

Senator ARMSTRONG. You mean 20 cents was——

Mr. PEARLMAN. Twenty cents was considered excessive at the

time. .
Senator ARMSTRONG. I see.
Mr. PEARLMAN. And that is why, in fact, no adjustment has been

made since that point in time.

Senator ARMSTRONG. Is 20 cents not the rate at, for example,

which Federal employees are reimbursed?

~ Mr. PEARLMAN. I think it is. It is.

Senator ARMSTRONG. I don’t have any recollection of that debate
garticularly, but I would be amazed if we consciously put in a

gure which was thought to be excessive.

Mr. PEArRLMAN. If I understand the way it went correctly, there
were a couple of departmental agencies involved in arriving at that
rate, and that rate was an agreed rate, realizing that it exceeded
the actual rate. And indeed there has been a considerable amount .
of pressure over the last couple of years to increase that rate, and
that is really the reason it has not been increased. I don’t know
whether that is true with the 9 cents.

Senator ARMSTRONG. I will have to do a little more homework on
this, but my impression is that at the time the 9-cent rate was put
into effect, gasoline was selling at 29 cents and it is now something
like five times that amount or 4% times that amount, depending
on where you buy it.

Let me also be sure that we have in the record a couple of fair-
ness questions. Just as a matter of fairness, if I am a volunteer,
- let’s say, for the American Red Cross or for the Cancer Society, or
80 on, if I go out and use my own car, I can deduct 9 cents for my
mileage. If 1 hagpen to be in, say, the 33-percent tax bracket on the
average, I would save therefore on my taxes 3 cents per mile. If, on
the other hand, I submit a bill for mileage to the Cancer Society or
the Meals on Wheels, or whatever it is, they could reimburse me
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up to 20 cents per mile and I would have no tax liability on that. I
would simply be reimbursed. Is that correct?

Mr. PEARLMAN. I don’t think that is correct. I think that if you
receive a reimbursement, you are required to pick up the reim-
bursement as income and then you would be entitled to deduct
either the 9-cents mileage allowance or your actual fuel, parkin
fee, tolls, if you will, cost that you incurred. I don’t think it woul
be a tax-free reimbursement.

Senator ARMSTRONG. How about if I am a salesman or in some
other business capacity, I submit a bill to my company for 20 cents
a mile and they reimburse me. How does that work?

Mr. PEARLMAN, Well if you use 20 cents it works differently
simply because 20 cents is the allowable deduction amount at the
business level. If you change those facts and said 80 cents a mile,
then the business travel would be put in the same position. You
. would have to pick up the 30 cents per mile in income and would
either be eligible to deduct 20 cents a mile or your actual out-of-
pocket cost.

Senator ARMSTRONG. Well I just note that it seems to me that
there is a substantial fairness question here that in a very signifi-
cant way we are treating volunteers in a less favorable manner.
And I hear your argument. You are saying that they are covering
or can cover their out-of-pocket costs If they are on their way some
place and they need gas, they can buy the gas and literally charge
it to the charity. Or in lieu of using the 9 cents a mile, if they want
to use their actual expenditures for gas and oil they can do that.
But, of course, gas and oil are not the only cost of operating a vehi-
cle. Insurance is one of them; tires are one of them. And it's very
difficult for a volunteer to ever get those off. And if they got the
full 20 cents deduction—again, to take a hypothetical example of
someone whose tax bracket, we will say on the average is 33 per-
cent—we are talking about perhaps a 6- or 7-cent-per-mile saving
after you apply that tax rate to 20 cents a mile. Even someone who
was at the highest marginal tax bracket of 50 percent would only
save a dime.

And I don't think tagldvbody would argue that you can really oper-
ate a car for a dime today.

And so even imagining someone in the highest tax bracket get-
ting the highest amount of benefit, it is not a moneymaking
scheme. It is even then less than a break even.

May I also make one other inquiry just to make a record? As I
understand it, if someone is delivering meals on wheels, using their
own vehicle, they can deduct 9 cents a mile which would have 3, 4,
_ b cents actual eftect on their—they would save that much, depend-

ing on their tax bracket. If, on the other hand, that same person
flies on a commercial airline, let's say, to Honolulu for a confer-
ence of some kind that is associated with a charitable pu , Or
otherwise deductible purpose, it is my understanding that they can
deduct the entire cost of that trip as a charitable contribution. Is
that correct?

Mr. PeArRLMAN. Assuming that it is documentable. Assuming
that the charitable purposes can be established, then out-of-pocket
costs are deductible. ‘
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Senator ARMSTRONG. In other words, the whole amount of the
airline trip.

Mr. PEARLMAN. Again, assuming that it can be demonstrated
that the entire trip was a charitable trip and that it was not a day
in a meeting and a week of sightseeing, then yes.

Senator ARMSTRONG. I understand. It has to be for a legitimate

purpose.

l{}: PearRLMAN. Right. Then the entire cost may be deducted.

Senator ARMSTRONG. Hotel expenses, too?

Mr. PeaLMAN. Hotel expenses and any out-of-pocket costs relat-
ing to that charitable activity. That is correct.

Senator ARMSTRONG. Well again, I just must note that there is a
:gll)stsla{ntial fairness issue that I think that the committee will want

look at.

I would like to now turn to your testimony with respect to the El
Pomar legislation. You made a point of saying that this legislation,
S. 1464, is intended to exempt El Pomar Foundation from the foun-
dation divestiture requirement. And I don’t think I heard you say
any more than that. I wouldn't want any misunderstandin%
though. The drafters of the legislation believe that it exempts E
Pomar and no one else. Does the Treasury have any different
thoughts than that?

Mr. PEARLMAN. We were under the impression that there might
be some other foundations that might be exempted, but I think it is
always the risk of having a bunch of foundations out there and not
knowing the facts relating to each of them. But, no, I did not mean.
to imply that we were aware of other specific foundations.

[The following was received for the record:]
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5

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

DEPUTY ASSISTANY SECRETARY AUG 2 4 1983

Dear Senator Armstrong:

This letter is in response to questions you asked
relating to the El1 Powmar Poundation during the August 1

hearing on S. 1464.

You asked whether 8. 1464 would exempt any foundation
other than the Bl Pomar Poundation from the excess busi-~
ness holdings rules., Neither the Treasury Department nor
the Internal Revenue Service is aware of any other founda-
tion that would qualify for the exemption provided by
8. 1464. However, we do not routinely collect information
that would permit us to determine whether another founda-
tion exists that would be described by the provisions of
8. 1464. Therefore, we are unable to state categorically
that the El Pomar Poundation would be the only foundation
exempted from the excess business holdings rules by

8. 1464,

You also asked whether the Treasury Department has
any reason to think that any of the abuses at which the
excess business holdings legislation was directed exist

~ with respect to the El Pomar Poundation. We have no
specific information indicating that the El Pomar
Poundation's ownership of the Broadmoor Hotel involves any
abuses. However, a determination that none of the prob-
lems associated with excess business holdings exist in
connection with the El Pomar Foundation's ownership of the
Broadmoor Hotel would require a detailed investigation of
the operations of the Poundation and the hotel., FPor
example, one of the concerns addressed by the excess
business holdings rules was that a private foundation
might not demand the same rate of return from a business
as that demanded by a taxable owner. Permitting a
business to earn an unusually low rate of return or to
retain an unusually high proportion of earnings may reduce
or delay the benefits going to charity and provide the
business with a competitive advantage over businesses
owned by taxable persons, The determination of whether
the E1 Pomar Poundation is operating the Broadmoor Hotel
in a manner that provides the full benefit of the invest-
ment to charity and that is not unfair to competitors
would require a review of the hotel's operations, a
cowparison to the operations of hotels owned by taxable
persons, and consideration of the benefits that might go
to charity if alternative investments were made with the

Poundation's assets.
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Clearly, it would be very difficult to judge whether
the Bl Pomar Poundation's manner of operating the
Broadmoor Hotel is such that none of the concerns ad-
dressed by the excess business holdings rules are rele-
vant. In fact, the excess business holdings rules are a
response to the tremendous difficulties encountered in
attempting to determine on a case-by-case basis whether a
particular foundation's ownership of a business results in
abuses., We believe these rules are preferable to the in-
trusive audit activity that otherwise would be necessary
to ensure that charitable assets invested in a business
are dedicated solely to charitable purposes.

I appreciate the ofportuniey to provide you with the
Treasury Department's views on 8. 1464.

Sincerely,

[Ruaa ML

:Ronald A. Pearlman
Deputy Assistant Secretary
(Tax Policy)

The Honorable

William L, Armstrong
OUnited States Senate
wWashington, D.C. 20510
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Senator ARMSTRONG. Well, we will follow up on that. And I
would like to ask that someone from your office take a close look at
that because the intention, of this bill in its present form is to deal
only with El Pomar. As you know, the Senate has on two previous
occasions agreed to such legislation, once in 1969 and again last
year. And there are a number of other foundations who may wish
to avail themselves to similar legislative treatment and, in fact, we
may package something up. But the bill in its present form only
applies to El Pomar. And I think that is very significant in view of
your other testimony.

You mentioned in your testimony quite a number of abuses that
were the cause of the legislation in the first place. On page 13 of

our testimony you state the following: “These noncharitable uses
‘included self-dealing between foundations and donors, undue delay
in the delivery of benefits to charity, extensive foundation involve-
ment in businesses resulting in noncharitable use of charitable
assets, family use of foundations to control corporate and other
grope,x;ty, and financial transactions unrelated to charitable func-
ons.

I would just like to say to the Department that if I or the others
who are interested in this legislation believe that such circum-
stances applied to El Pomar I would not personally sponsor such
legislation. But for the record—and by the way, we have every as-
surance that there are none of these kinds of circumstances which
clearly were prevalent among some foundations—that none of
these apply in the case of El Pomar. I would like to ask if the
Treasury has any reason to think that such circumstances do apply
to this situation.

Mr. PEARIMAN. No, we do not, Mr. Chairman. I think the prob-
lem with any broadbased legislation such as the private foundation .
legislation in 1969 is that it is going to sweep into it some founda-
tions that need to be dealt with and some that do not. If you are

oing to enact this kind of legislation on a fair, broadbased basis,

owever, that is part of the price you pay. We have no reason to
believe that El Pomar is doing anything improtperlg. It is simply a -
matter of treating all private foundations on a fair basis.

Senator ARMSTRONG. I understand. One last question. You state
that extensive Frivate foundation ownership of business raised a
number of problems, and one of them that you point out is “‘a busi-
ness that is owned by a tax exempt entity often has a competitive
advantage over a similar business owned by taxable persons.”
Again, I would want to state for the record that I acknowledge that
in many cases this may have been true. We do not think it is true
in the case of El Pomar. I am assured that it is not by the responsi-
ble officials of El Pomar. And, in fact, they will be testifyinfg later
today and I shall again gut that question to them. But for the
record, does the Treasury have any reason to think that this objec-
tion applies specifically to El Pomar?

Mr. &ARLMAN No, we do not believe so, Mr. Chairman.

Senator ARMSTRONG. Well, I am very aﬁ:ateful to you for coming
and we look forward to seeing you this afternoon.

Mr. PEARLMAN. Thank you.

Senator ARMSTRONG. Thank you very much.
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The committee is now very much pleased to bring forward a
panel consisting of Mr. Herbert J. Lerner, chairman of the tax
policy subcommittee of the American Institute of Certified Public
Accounts; Mr. Greg Johnson, director of the United States Business
and Industrial Council of Washington, D.C.; and Mark Bloomfield,
director of the American Council of Capital Formation, Washing-
ton, D.C. All three are authorities and experts who are well known
to the committee and to the Senate, old friends of mine, and I am
grateful to have them here. And we are very pleased to have this
opportunity to hear your testimony. I believe that it is your inten-
tion to testify on S. 1600, the Capital Gains Indexing Provision.

I would like to ask that we hear all three of the witnesses and
then I will have some questions. First, Mr. Lerner, would you pro-
ceed and give us your testimony on this legislation?

STATEMENT OF HERBERT J. LERNER, CHAIRMAN, TAX POLICY
SUBCOMMITTEE, AMERICAN INSTITUTE OF CERTIFIED PUBLIC

ACCOUNTANTS, WASHINGTON, D.C.

Mr. LErNER. Thank you very much, Mr. Chairman. My name is
Herbert J. Lerner, and I am the chairman of the Tax Policy Sub-
committee of the Federal Tax Division of the American Institute of
CPS’s. I am pleased to appear here today to support Senator Arm-
strong’s indexation bill, S. 1600. My comments reflect the views of
the AICPA, which represents approximately 200,000 certified
public accountants throughout the United States.

In their practices, CPA’s apply the tax laws to a myriad of real
life situations. In addition to observing the practical effects of these
laws, we believe that we have a responsibility to t?' to help im-
prove the tax system. In order to do so, periodicially we publish
statements of tax policy which provide our perspective and analysis
of major national tax policy issues. One such issue was addre
in our tax policy statement No. 9, entitled “Implementing Indexa-
tion of the Tax Laws,” a copy of which is appended to my state-
ment for inclusion in the record.

Mr. Chairman, your indexation bill is generally consistent with
the recommendations of our statement, in that it provides for the
indexation of the basis of assets to minimize the impact of inflation
on the tax system. Your bill, coupled with the 1985 indexation of
tax rates, the zero bracket, and personal exemptions, as enacted by
ERTA in 1981, represents an important step toward comprehensive
indexation and resulting greater equity in our system.

The 1981 act changes represented a major endorsement by the
Congress of the concept of indexation of our system as it relates to
the individual income tax, and I wish to reaffirm our support for
those changes which become effective in 1985. But the 1981 act
changes are limited to indexation of tax rates, not indexation of
the tax base. It will eliminate the concerns about bracket creep for
most individuals who derive their income from inflated rates of
current salaries, wages, and so on. But the 1981 act will have limit-
ed effect on those who derive inflation-induced gains from the sale
of an asset held for many years. The individual who derives gain
from such a sale in 19856 may or may not be affected by the rate
bracket adjustments, if any, for that year, and it would only be co-
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incidental if the rate bracket adjustment bore any relationship to
the distortion of real income realized on the sale of the property.

The 1985 indexation of rates only serves to preserve the rate
structure established for 1984 by avoiding Inflation induced
chanvfes. It does not attack the fundamental issue of how to protect
individuals from taxation when there has only been nominal gain
realized due to prior inflationary years. Indexation of ths tax basis
of property is, we believe, the solution to that problem.

me have argued that the indexation of basis is not necessary
because of the 60-percent exclusion of long-term capital gains from
taxable income. We believe that the current or any such similar ex-
clusion is neither an equitable nor an adequate method of compen-
sating for inflation. Despite the exclusion, taxpayers who have suf-
fered a real economic loss often are subject to tax from the sale of
an asset. A simple example will illustrate this point. A 9-percent
nominal gain on the sale or exchange of an asset held for more
than 1 year during which time inflation was 10 percent, will result
in an economic loss of 1 percent. Under our present tax structure,
however, the taxpayer would be required to pay tax as if a 3.6-per-
cent taxable gain—that is, 40 percent of the 9 percent—had actual-
ly been realized. The inequity of that result is apparent.

Indexing the tax basis of assets for gain or loss, or for cost recov-
ery purposes, need not be unduly complex. The unadjusted basis of
each asset would be multiplied by a factor which would establish
the newly calculated indexed basis to be used for tpurposes of deter-
mining gain or loss on the disposition. The use of an indexed basis
would result in the calculation of gain or loss on the sale of assets
that would be consistent with the underlying economic effect.

In the interest of tax simplification, however, index factors might
be determined on an annual basis rather than on a quarterly basis
as proposed. Although excluded from S. 1600, we believe that in-
dexation also should apply to tangible personai property and to the
basis of assets for calculating depreciation. Depreciation charges
based on unadjusted historical cost are unrealistic when they are
compared with current replacement cost. Under an indexed system
of depreciation, the accelerated cost recovery percentage could be
applied to the indexed basis to calculate the taxpayer’s depreci-
ation deduction. Besides current tax rules pertaining to depreci-
ation, new ones could be applied. The system of ofpen—ended or
pooled accounts, with which several of the members of this commit-
tee are familiar, is particularly well suited to indexation. Further-
more, the indexation of basis need not affect the determination of
the period over which capital costs would be recovered. While use
of an indexed basis for calculating depreciation would make it pos-
gible to recover more than 100 percent of the original cost through
depreciation deductions, it would reflect economic reality and aid
investors in dealing with the rising replacement costs of capital
_assets during inflationary periods.

I call this subcommittee’s attention to the other indexation rec-
ommendations contained in our tax policy statement. For example,
our statement also recommends that all fixed-dollar allowances or
exemptions in the Code should be indexed to avoid the unlegislated
erosion- of the value of those provisions when they were enacted.
We see indexation of the tax code—both the rate structure and the
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base—as essential ingredients to an improved, more equitable, tax
system. There are a number of other policy and technical issues
under S. 1600 that deserve further consideration by this committee
and its staff, and the AICPA Federal Tax Division is ﬁrepared to
work with you and the staff in the effort to address those issues,
including some of the points raised by Mr. Pearlman of the Treas-
ury Department. We welcome the opportunity to do so. Thank you.

nator ARMSTRONG. Thank you very much. I have some ques-
tions which I will come back to you after we have heard from the

other witnesses.
Next, Mr. Jonsson, from the U.S. Business and Industrial Council

of Washington, D.C.
[The prepared statement of Mr. Lerner follows:]
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Testimony of
Herbert J. Lerner
Chairman, Tax Policy Subcommittee
Statement of American Institute of Certified Public Accountants

Befors the
Taxation and Debt Management Subcommittee

August 1, 1983

My name is Herbert J. Lerner, and I am the Chairman of the Tax Policy
Subcommittee of the Federal Tax Division of the American Institute of
Certified Public Accountants. I am pleased to appear today to support
Senator Armstrong's indexation bill, S. 1600, My comments reflect the
views of the AICPA, which represents approximately 200,000 certified
public accountants throughout the United States.

In their practices, CPAs apply the tax laws to a myriad of real life
situations., We are in a unique position to observe the practical
effects of these laws and beslieve that we have a responsibility to try
to help improve the tax system. Periodically, we publish Statements of
Tax Policy which provide our perspective and anslysis of major national
tax policy issues., One such isgue was addressed in Tax Policy Statement
Number 9, "Implementing Indexation of the Tax Lawe,” a copy of which is
appended to my statement for inclusion in the record.

Senator Armstrong's indexation bill is generally consistent with the re-
commendations of our Statement, in that it provides for the indexation
of the basis of assets to minimize the impact of inflation on the tax
system, His bill, coupled with the 1985 indexation of tax rates, the
zero bracket amount, and personal exemptions, as enacted by the Econoaic
Recovery Tax Act of 1981, represents an important step toward compre-
hensive indexation and resulting greater equity.
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The 1981 Act changes rvepresented a major endorsement by the Congress of
the concept of indexation of our tax system as it relates to the indi~
vidual income tax. But it was limited to indexation of tax rates--not
indexation of the tax base, It will eliminate the concerns about
“brackat creep” for most individuals who derive their income from
inflated rates of current salaries, wages, etc. But the 1981 Act will
have limited effect on those who derive inflation~induced gains from the
‘sale of an asset held for many years. The individual who derives gain
from such a sale in 1985 may or may not be affected by the rate bracket,
ete. adjustments (if any) for that year, and it would only be coin-
cidental if the rate bracket adjustment bore any relationship to the
distortion of real income realized on the sale of the property.

The 1985 indexation of rates only serves to preserve the rate structure
established for 1984 by avoiding inflation induced changes. It does not
attack the fundamental issue of how to protect individuals from taxation
when there has only been nominal gain realized due to prior inflationary
years, Indexation of the tax basis of property is, we beliave, the
solution to that problem.

Some have argued that indexation of basis is not necessary because of
the 60 parcent exclusion of long~term capital gains from taxable income.
We beliave that the current or any such similar exclusion is neither an
equitable nor an adequate method of compensating for inflation. Despite
the exclusion, taxpayers who have suffered a real economic loss often
are subject to tax on the sale of an asset., A simple example will il-
lustrate this point. A 9 percent nominal gain on the sale or exchange
of an asset held for more than one year during which time inflation was
10 percent, will roault'in an economic loss of 1 percent. Under our
present tax structure, however, the taxpayer would be required to pay
tax as if a 3.6 percent taxable gain (40X of 9X) had actually been
realized. The inequity is apparent.
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Indexing the tax basis of assats for gain or loss, or for cost recovery
purposes, need not be unduly complex. The unadjusted basis of each
asset would be multiplied by a factor which would establish che newly
calculated indexed basis to be used for determining gain or loss on
disposition. In the interest of tax linpliticition. index factors might
be determined on an annual basis, rather than quarterly. The use of an
_ indexed basis would result in the calculation of gain or loss on the
sale of assets that would be consistent with the underlying economic

effect.

Although excluded from Senator Armstrong's bill, we believe that
indexation also should apply to tangible personal property and to the
basis of assats for calculating depreciation. Depreciation charges
based on unadjusted historical costs are unrealistic wnen they are
compared with current replacement costs, Under an indexed system of
depreciation, the accelerated cost recovery percentage could be applied
to the indexed basis to calculate the taxpayer's depreciation deduction.
Besides current tax rules pertaining to depreciation, new ones could be
applied. The system of open-ended or "pooled” accounts, with which
several of the Senators are familiar, is particularly well-suited to
indexation. Furthermore, the indexation of basis need not affect the
detarmination of the pariod over which capital costs would be recovered.
While use of an indexed basis for calculating depreciation would make it
possible to recover more than 100 percent of the original cost through
depreciation deductions, it would reflect economic reality and aid
investors in dealing with the rising replacement costs of capital assets
during inflationary times.

[PV

1 call the Subcommittee's attention to the other indexation recom-
mendations contained in our Tax Policy Statement and to the recom=
mendations made in our various other tax policy statements. For
example, our Statement of Tax Policy on Indexation also recommends all
fixed-dollar allowances or exemptions in the Code should be indexed to

ﬁr‘ =
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avoid the unlegislated erosion of the value of a given provision due to
inflation, We see indexation of the tax code=~both the rate structure
and the base-—as essentisl ingredients to an improved, more equitable,

tax system.

I would be pleased to respond to any questions you have.
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Background

Statement of Tax Policy 6, issued by the American Institute of
Certified Public Accountants, states that the Institute supports the
concept of indexing the Internal Revenue Code to adjust for changes
in the value of the dollar. That statement presents the issues to-
gether with background information on the subject of indexation,
including a summary of indexation abroad and in the United States

and arguments for and against indexing.
As called for in Statement of Tax Policy 6, a new task force was

established to study procedures for implementing indexation of the
code. This Statement of Tax Policy results from those studies.

Recommendations

The AICPA recommends that the Internal Revenue Code be
indexed to minimize the impact of inflation on the tax system. To
implement this recommendation, the Institute specifically sug-

gests that

1. Individual tax brackets and fixed dollar allowances such as de-
ductions, credits, and exemptions be indexed.

2. Corporate tax brackets and fixed dollar allowances be indexed.

3. The basis of assets generally be indexed.

4. Assets and liabilities representing fixed dollar debt not be
indexed.

5. A capital maintenance deduction not be provided for business
enterprises.

6. Estate and gift tax brackets and fixed dollar allowances be
indexed.

7. One readily accepted index be consistently used as the meas-
urement of inflation.
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Introduction

The U.S. economy has been subject to varying degrees of
inflation during most of its history. In general, the annual rates of
inflation have been relatively modest; consequently, inflation usu-
ally has not had a materially adverse effect on our tax system.
However, increased worldwide inflation and recent double-digit
inflation in the United States has challenged the credibility of our
present tax system.

The sustained high level of inflation in recent years has con-
vinced the public of the need to deal with inflation as more than a
temporary phenomenon. Most economists, and the population as a
whole, anticipate high rates of inflation into the foreseeable future.
In our opinion, this mandates that Congress adjust and correct the
tax system for inflation. The Institute neither supports nor opposes
any particular tax rate siructure or percentage exclusion for long-
term capital gains. Our only objective in this statement is to pre-
serve the congressionally determined structure from distortions
due to inflation which arise after such determination. As discussed
in Statement of Tax Policy 6, we have concluded that adjustment
for inflation is needed and should be made by indexing the Internal
Revenue Code.

Most of the basic provisions of the Internal Revenue Code were
enacted at a time when inflation was not a serious problem; conse-
quently, the major features of the code, such as income tax
brackets which set marginal tax rates, and exemptions and deduc-
tions, are stated in fixed dollar terms. But inflation diminishes the
real value of these items and unless they are adjusted, tax burdens
will increase at a rate more than proportionate to inflation. This tax
increase may be termed an inflation tax.!

The resulting increase in government revenues creates other
serious economic problems which are discussed in this statement.
Further, because federal income taxes generally are more progres-
sive than state income taxes and because state income taxes gener-
ally are more progressive than related local taxes, there tends to be
a greater flow of resources to higher levels of government, result-
ing in a distortion of fiscal balance among federal, state, and local
entities. Finally, inflation creates distortion in the distribution of
the total tax burden, especially against taxpayers at the lower end

of the income scale.

1. Advisory Commission on Intergovernmental Relations, “The Inflation Tax: The
Case for Indexing Federal and State Income Taxes” (Washington, D.C.: 1980), p. 1.
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As the tax base (total pretax income) expands, federal revenues
increase by a greater than proportionate amount. For example, the
Congressional Budget Office estimates that without indexation,
inflation will increase federal income tax revenues from individuals
by over $22 billion in fiscal year 1981 alone.2 A study conducted by
the Joint Committee on Taxation showed that government tax rev-
enues rise at 1.65 times the rate of increase in the cost of living,
For individual taxpayers, this means that for every 10 percent rise
in income, taxes increase an average of 16.5 percent. The differ-
ence represents the increase in federal revenues beyond the pro-
portionate growth in income. The net effect is a tax increase result-
ing from inflation rather than from legislative action.3

Capital Formation

During periods of inflation, businesses have difficulty obtaining
the capital necessary to modernize plant and equipment. Commit-
ting funds to the development of new inventions or business un-
dertakings entails the acceptance of risks, but under our present
system, the interaction of inflation and taxation diminishes the
reward against which these risks are measured.

Many businesses seek to price their products and engage in
activities so they can replace income-producing assets as they be-
come worn or obsolete and earn a return on their original invest-
ment. If businesses underestimate the cost of replacing old assets,
they will not have sufficient funds left over to finance expansion
and new investments. It appears this has been happening. If one
looks at the figures for the entire economy, unadjusted for
inflation, business profits appear adequate to replace existing ca-
pacity while still leaving substantial amounts for new investment.
However, when business costs are adjusted for inflation, real
profits are seen to decrease greatly. The problem is made worse
because taxes are imposed on income unadjusted for inflation,
rather than on real economic profit. Thus, after adjustment for
inflation, the pool of net savings available for new capital invest-
ment has been decreasing steadily.

The AICPA has addressed one aspect of capital formation in
Statement of Tax Policy 7, Analysis of Capital Cost Recovery Pro-

2. Congress of the United States, Congressional Budget Office, “Indexing the In-
dividual Income Tax for Inflation” (Washington, D.C.: 1980), p. X.

3. U.S., Congress, Senate, Committee on Finance, Hearing before the Subcom-
mittee on Taxation and Debt Management Generally, 95th Congr., 2d sess., 24
April 1978, statement of Senator Robert P. Griffin.
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posals (STP 7). As that statement noted, the simplest and most effec-
tive hedge against the erosion of investment caused by inflation is
the immediate write-off of capital expenditure, so the tax benefits
from invested funds are immediately available for further invest-
ment. The statement further concluded that, next to immediate
write-off, indexing cost recovery allowances would provide the best
hedge against inflation because it addresses the problem most di-
recfly and completely.

Statement of Tax Policy 7 made its final recommendations on the
basis of three criteria. Inflation was one. The other criteria were the
current need for investment incentives, and simplification. When
all three criteria were considered, it was concluded that “the opti-
mum solution would be to adopt the mechanics of the SCR
[simplified cost recovery] system [the pooled asset accounting con-
cept as embodied in H.R. 7015] but to modify the recovery ap-
proach so that, at least for tangible personal property, the tax
benefits from depreciation would approach those under CCRA
[Capital Cost Recovery Act—H.R. 4646 and S. 1435, also known as
“10-5-3"].” These bills were introduced in the 96th Congress; the
approaches they embody will be extensively debated in the 97th
Congress.

The primary reason that indexation of depreciation was not
chosen as the final recommendation of Statement of Tax Policy 7 was
that it would create additional complexity in the tax code. This point
was considered significant because it was thought that if indexation
were adopted, “the present depreciation systems, such as ADR,
would likely be continued with many of their inherent complica-
tions.” Statement of Tax Policy 7 also concluded that the “complexity
of indexation is usually overstated—sometimes greatly.” The state-
ment went on to note that “indexation techniques could be com-
bined with other cost recovery proposals, including CCRA or SCR,”
and that indexation would become relatively more attractive if
inflation became worse. Although no such proposal had been sug-
gested at the time Statement of Tax Policy 7 was written, it is now
recognized that a system of pooled accounts could be indexed and
still provide considerable simplification.

Political Accountability

The inflation tax creates a tax increase in the absence of legisla-
tive action or public debate. Thus, the electorate cannot place re-
sponsibility for this increase in government revenues on any specific
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group of elected officials. Often Congress has passed what were pur-
ported to be tax cuts, but these did nothing more than reduce the
inflation tax. In the past decade, there have been several legislated
tax cuts, yet the actual tax bill of most citizens, as a percentage of
personal income, has increased rather than decreased. 4

Unless tax increases are enacted, indexing the tax code would
slow down the growth in government revenues, preventing them
from increasing faster than inflation. Real increases in revenue
would have to result from real economic growth, which would help
maintain the division of resources between the public and private
sectors. Also, real tax cuts would be clearly identified as such.® An
indexed tax code would enable voters to identify responsibility for
their taxes and to hold elected officials accountable for tax increases.

Conformity

Inflation can have a significant impact on the determination of
income for both tax return reporting and financial accounting pur-
poses. Until the past decade, when the rate of inflation rose rap-
idly, there had been little motivation or sense of urgency for either
Congress, in the case of our tax laws, or the accounting profession,
in the case of financial accounting, to develop techniques for deter-
mining the consequences of such impact. The accounting profes-
sion and the Financial Accounting Standards Board presently are
examining the feasibility of adopting inflation-adjusted financial
statements. Although no one definitive method has been adopted
at this time, several have been suggested and two are currently
being tested.

The courts have recognized that the purposes of financial state-
ment reporting and income tax reporting are not the same.® While
the primary goal of financial accounting is to provide useful infor:
mation to management, shareholders, creditors, and other inter-
ested parties, the primary goal of the income tax system is the
equitable collection of tax revenue. In addition, the income tax
system is used to accomplish various social purposes mandated by
Congress. Regardless of whether, or how, inflation adjustments are
made for financial reporting purposes, indexation is necessary to
maintain the credibility and equity of the tax system.

4. Ibid.

5. “The Inflation Tax,” p. 18. ‘
6. Thor Power Tool Co., 439 U.S. 522(179), aff'g 563 F. 2d 861 (7th CIR. 1977) aff'g

64TC154 (1974). :
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Income Taxes

Individual Tax Brackets and Fixed Dollar Allowances

As inflation causes prices and incomes to rise, our progressive
tax structure places taxpayers in higher marginal tax brackets, which
results in their paying a greater portion of their income in tax to the
federal government each year. This increase in tax beyond the rate
of inflation is known as the inflation tax.

To illustrate this tax, consider the example of a family of four
whose money income has increased from $15,000 to $16,500 to keep
pace with one year of 10 percent inflation, Although the family’s pre-
tax purchasing power is the same—that is, its real income before
taxes in economic terms has not changed—the family has jumped
from an 18 percent marginal tax bracket to a 20 percent marginal tax
bracket. In total, the family's federal income tax burden has in-
creased from $1,242 to $1,530. The net result is an increase in tax
liability of 23 percent, based on a money increase of only 10 percent
and a decrease in after-tax real income.” |

If the tax liability had risen at the same rate as inflation, 10 per-
cent in our example, then the total tax liability would have increased
only $124 (from $1,242 to $1,366) and neither the family nor the fed-
eral government would have had economic gain or loss because of
inflation. Instead, the tax liability increased $288 (from $1,242 to
$1,530). Although the family’s income before taxes rose sufficiently
to keep pace with inflation, the family now pays a larger portion of its
income in taxes and its after-tax purchasing power is reduced by
$164, the amount of the inflation tax.

If the family’s money income had remained constant, the pur-
chasing power of that income would have been reduced by inflation.
Indexation would at least reduce the tax cost, thereby mitigating the
loss of real income.

In conclusion, under an indexed tax code, the validity of a pro-
gressive tax structure would be maintained. Thére would continue
to be greater tax liability at higher levels of income, but the increase
in tax liability would result from increases in real income or purchas-
ing power, not just from inflation, and the added tax associated with
inflation-related increases in income would be eliminated.

Tax Equity
Inflation distorts the legislated distribution of the tax burden.

Under the present system, inflation significantly increases tax liabil-

7. “The Inflation Tax,” p. 2.
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ities at all income levels, but the greatest burden is borne by lower-
income groups. Indexing the tax code would maintain an equitable
distribution of the tax burden by tying the tax base to real income,
thus avoiding the shift-in the tax burden caused by inflation. This
would give greater credibility to the notion that our system of taxa-
tion really embraces an “ability-to-pay” concept.

For example, the tax increase generated by one year of 7 percent
inflation is as high as 15.5 percent at the $15,000-level and as low as
11.1 percent at the $25,000-level. At this rate, the tax liability on
$15,000 of real income will more than double by 1984. The dispro-
portionate impact of the inflation tax on low-income families is pre-
sented graphically in Figure 1.8 The tax increase caused by inflation
is highest at the $10,000- and $15,000-income levels and declines
gradually as income increases until the $35,000-i -income level, at
which point it accelerates again.

There are really two components of the inflation tax that explain
the dispaity in the effect of inflation on various groups. First,
inflation erodes fixed dollar amounts, Low-income groups are most
affected by the loss in value of personal exemptions since their per-
sonal exemptions are larger in proportion to income. Also, low-
income taxpayers generally do not itemize deductions. They usually
use the zero bracket amount (formerly the standard deduction), an-
other fixed dollar amount that is being eroded by inflation. Itemized
deductions are more likely to be used by taxpayers at higher income
levels.? Since itemized deductions are based on actual expendi-
tures, they tend to increase with inflation. (To the extent this is so,
itemized deductions are self-indexing.) Second, as income in-
creases, taxpayers are placed in higher marginal tax rate brackets, a
phenomenon known as “bracket creep.” This is especially true if the
relative width of the tax brackets narrows, as happens for taxable in-
come between $20,000 and $45,000.

Indexing Tax Brackets

Indexing the income tax brackets need not make the tax code
more complicated, nor would it make the completion of tax forms
more difficult. An inflation factor, generally based on the U.S. Con-
sumer Price Index (CP], see the section entitled “Measurement” in
this statement), would be computed for the change in the CPI for a
twelve-month period ending prior to the commencement of the tax

8. Ibid. p. 5.
9. 1bid., p. 4.
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Figure |

How the Inflation Tax Affects Different Taxpayers
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year. Thus, the tax brackets in any particular year would be adjusted
by the rate of inflation for the prior year. As of each January 1, the
brackets should be known for such purposes as withholding and esti-
mated tax payments. To allow sufficient time to calculate the
inflation factor and publish new rate tables, the CPI for the twelve-
month period ending with the third quarter of each calendar year
should be used to adjust the rates of the succeeding year. This use of
the third quarter CPI from the prior year would result in an inflation
factor that is “lagged” by fifteen months.

Using the figures provided below as an example, the inflation
factor would be determined in the following manner:

CPI*
3rd Quarter, 1979 200
3rd Quarter, 1980 220
3rd Quarter, 1981 250
*CPI Base Year 1967 =100

Assuming that indexation began in 1980 and using 1980 as the base
year, the marginal tax brackets for 1981 would be determined by adjust-
ing the 1980 marginal tax brackets by the percentage increase in the
CPI from 1979 (200) to 1980 (220), which is 10 percent (20/200). Mar-
ginal tax brackets for 1982 would involve adjusting the 1980 marginal

tax brackets by 25 percent (50/200).
The inflation factor would then be applied to the upper and lower

boundaries of each marginal income tax bracket. For example, assume
that during the base year taxable income between $6,200 and $7,200 is
taxed at $450 plus 17 percent of the excess over $6,200. After the CPI
has increased 10 percent, the marginal tax brackets would be adjusted
so that income between $6,820 (110 x $6,200) and $7,920 (110 x
$7,200) would be taxed at $495 (110 X 450) plus 17 percent of the excess

over $6,820.

To avoid working with unwieldy amounts the revised figures
should be rounded to the nearest hundred dollars. Since annual ad-
justments are made in terms of the base year and not the previous
year, rounding errors would not be compounded.

If Congress decides to change the structure of the tax brackets, it
could issue a new set of tax tables. These could then be indexed,

with the year of enactment as the new base year.

Indexing Fixed Dollar Amounts
Indexing the fixed dollar amounts in the tax code is not concep-

tually or mechanically different from indexing tax brackets. The dif-
ference lies in the variety of fixed dollar amounts contained in the
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code and the wide range of purposes they serve. Regardless of
whether a single inflation factor or special purpose indexes are used,
fixed dollar amounts must be indexed to alleviate the effects of
inflation. The following is a representative listing of fixed dollar
amounts contained in the tax code, with an explanation of the effects
of inflation (measured by changes in the Consumer Price Index)
from the dates these provisions were enacted through March

1979.10
Dividend Exclusion. Section 116, as amended in 1964, allows an
individual to exclude $100 of dividends from gross income.
Inflation effectively eroded 56 percent of the benefits of the pro-
vision. Accordingly, the exclusion is equivalent to $44 rather

than $100.

Death Benefits. Section 101, introduced in 1954, excludes
$5,000 of employee death benefits from gross income. This
amount has never been revised, and inflation has effectively re-
duced the benefit of the exclusion by 62 percent (an effective ex-
clusion of $1,900).

Fellowship Exclusion . Section 117, introduced in 1954, excludes
from gross income $300 “per month” of fellowship grants re-
ceived by a nondegree candidate. This exclusion has never been
increased and the benefit has effectively been eroded by 62 per-
cent (an effective exclusion of $114).

Group Term Life Insurance. Section 79, introduced in 1964,
provides that an employee need not include in gross income the
cost of $50,000 of group term life insurance provided by his em-
ployer. The amount has never been adjusted and is effectively
reduced 56 percent by inflation to $22,000.

Casualty Loss. Section 165(c)(3), introduced in 1964, limits ca-
sualty losses of individuals to amounts in excess of $100. This
amount has never been adjusted, resulting in a 56 percent effec-
tive reduction. Here inflation benefits the taxpayer using the

provision.
Medical Insurance. Section 213(a)(2) has allowed a deduction of

$150 for health insurance premiums since 1967. This amount has
not been revised and has effectively been reduced 52 percent by

inflation.

10. Kevin J. O'Brien and Jerry A. Menikoff, “Aspects of Indexing Taxes for
Inflation” in Tax Notes, 21 January 1980, p. 59. Taxation With Representation Spe-

cial Report, January 1980.
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Moving Expenses. Beginning in 1970, Section 217(b)(3)(A) al-

‘lowed a $1,000 deduction for certain moving expenses. This lim-

itation was raised to $1,500 in 1977. In spite of that increase,
inflation eroded 17 percent of the 1977 deduction.

Child Care Credit. For 1976 and thereafter, Section 44A allows a
credit of up to $2,000 for child care expenses. Inflation has
eroded the maximum benefit of this credit.

The inflation factor should be applied each year to the foregoing

amounts, to the marginal tax brackets, and to such items as

Personal exemptions.

Zero bracket amounts.

Limits on the amount of earned income eligible for the earned
income credit.

Limits on the amount of income eligible for the tax credits for the
elderly.

The $25,000 limit on the amount of tax that can be offset by the
investment tax credit without regard to the present 70 percent
limitation.

The $10,000 exemption from the minimum tax.

The $100,000 limit on the tax exempt gain from the sale of a
home by a person age 55 or over.

The $1,500 and $1,750 limits on annual contributions to an indi-
vidual retirement account.

The $7,500 limit on annual contributions to a self-employed
individual’s pension.

The $3,000 limitation for capital losses which can offset ordinary
income.

An inflation adjustment for items carried over and carried back

could be provided. However, as discussed below, we believe that

| implementation of such an adjustment would create a substantial

degree of complexity. Consequently, we do not recommend it at this
time.

Income Tax Brackets and Fixed Dollar Allowances for Trusts
and Estates

Trusts and estates are subject to income tax just as individuals

are. We recommend that income tax brackets and fixed dollar
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amounts for trusts and estates be indexed in the same way as for indi-
viduals.

Corporate Tax Brackets and Fixed Dollar Allowances

Corporate income is taxed at graduated rates, with a top mar-
ginal rate of 46 percent applied to taxable income over $100,000.
Similarly, there are a variety of fixed dollar exemptions, limitations,
tax credits, and so on that are applicable to corporations. For exam-
ple, the accumulated earnings tax is levied at 27 percent on the first
$100,000 of accumulated taxable income in excess of the accumu-
lated earnings credit (which is presently $150,000) and at 38.5 per-
cent on amounts in excess of $100,000. We recommend that corpo-
rate tax brackets and fixed dollar amounts be indexed in the same
manner as for individuals.

Allowances for items carried over and carried back theoretically
should be adjusted for inflation since they do not represent price
levels current at the time taxes are paid. For example, net operating
losses, investment tax credits, and foreign tax credits, which may be
carried back or forward, could be adjusted to reflect the impact of
inflation on their values. Although adjusting items carried over and
carried back would be theoretically correct, such adjustments
would create significant complexities. Therefore, we do not recom-

mend such adjustments at this time.

Basis of Assets Generally

We consider inflation to be a sufficiently serious problem that in
addition to indexing tax brackets and fixed dollar amounts, the tax
basis of assets (with certain exceptions) should be indexed too. It
should be noted that this concept was included in S. 2738, intro-
duced in the U.S. Senate in 1978.11

It has been argued that indexation of basis is not necessary be-
cause of the 60 percent exclusion of long-term capital gains from tax-
able income. While we do not take a position at this time as to what
exclusion should be allowed for capital gains, we believe that any
such exclusion is neither an equitable nor an adequate manner of
compensating for inflation. Despite the exclusion, taxpayers who
-have suffered a real economic loss often are subject to tax on the sale

11..S. 2738, 95th Congr., 2d sess., 1978 (bill not enacted).
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of an asset. A simple example will illustrate the point. A 9 percent
taxable gain on the sale or exchange of an asset in a year when
inflation is 10 percent will result in an economic loss of 1 percent.
Under our present tax structure, however, the taxpayer would be
required to pay tax as if a 9 percent profit had actually been realized.

We are convinced that the complexity of indexing basis is usually
overstated. It would not be difficult to have the adjusted basis of as-
sets multiplied by an inflation factor. The newly calculated indexed
basis would be used for determining gain or loss on disposition, as
well as for calculating depreciation. The use of an indexed basis
would result in the calculation of gain or loss on the sale of assets that
would be consistent with the underlying economic effect.

In periods of rising inflation, businesses are unable to recover
through depreciation sufficient funds to replace the assets being de-
preciated. Depreciation charges based on unadjusted historical
costs are unrealistic when they are compared with current replace-
ment costs. Further, when these assets are sold, inflation causes
economic gains to be overstated. Inadequate depreciation allow-
ances, combined with the taxation of inflated gains and the higher
replacement costs of capital goods, limit the ability of businesses to
internally generate the funds needed for capital outlays. As indi-
cated in the introduction, the AICPA has published a separate book-
let, Statement of Tax Policy 7, Analysis of Capital Cost Recovery
Proposals, dealing with depreciation. We refer the reader to that
study for our recommendations on how methods of cost recovery
should be modified.

“Under an indexed system of depreciation, the applicable depre-
ciation method (either the straight-line or an accelerated method)
would be applied to the indexed adjusted basis to calculate the
taxpayer's depreciation deduction. Either current tax rules pertain-
ing to deprecnatxon or new ones could be applied. The system of
open-ended or “pooled” accounts recommended by Statement of
Tax Policy 7 is particularly suited to indexation because even with
indexation this method of depreciation would' be much simpler than
the methods presently allowable for computing depreciation deduc-
tions. The indexation of basis would not affect the determination of
the period over which capital costs would be recovered. Thus, the
taxpayer could use an estimated useful life, the asset depreciation
range system, or any recovery period set forth under a capital cost
recovery program. Use of an indexed basis for calculating deprecia-
tion would make it possible to recover more than 100 percent of .

original cost through depreciation deductions.
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For reasons described in the next section of this statement, we
recommend that the basis of assets and liabilities representing fixed
dollar debt (bonds, notes, payables, receivables, and so on) not be
indexed. We recognize that there may be situations in which an as-
set that does not have a fixed dollar value is so supported by fixed
dollar assets as to be virtually indistinguishable from them, such asa
share in a mutual fund that holds only bonds. We are confident that
legislation or regulations can be drafted to deal with such situations
for which indexation of basis would not be appropriate.

Because of the complexity involved, we do not, at this time, rec-
ommend indexation for determining the gross profit from sales of
inventory. Generally, the LIFO method of inventory valuation is
available to associate current costs with current selling prices. On
those occasions when LIFO fails to match costs (for example, when
LIFO layers are invaded) there would be recognition of inflation-
induced gains. To mitigate this problem, the AICPA is currently
considering recommending a tax law change that would allow the re-
establishment of eroded LIFO layers within certain limited periods

of time.

Assets and Liabilities Representing Fixed Dollar Debt

The rate of interest negotiated between a lender and borrower
represents the pure cost of money (the risk free interest rate) plus a
premium for risk. The risk premium includes the anticipated rate of
inflation. In recent years, inflation has become an increasingly im-
portant element in the interest rate structure. If, for example, the
pure cost of money is 3 percent, lenders will be reluctant to lend
money at 3 percent when the rate of inflation is 5 percent.

T’ .e rate at which the lender will loan money will also depend on
the lender’s tax rate because the lender is seeking to maintain his
after-tax rate uf return. If the lender’s marginal tax rate is 50 per-
cent, under stable prices, his after-tax rate of return is 1.5 percent. If
inflation is 5 percent, the lender will seek to raise the before-tax rate
of interest to 13 percent. This is determined by viewing the 13 per-
cent as 6.5 percent after tax and then subtracting 5 percent for
inflation, which in real terms is equivalent to earning 1.5 percent
before inflation.

Thus, from the lender’s point of view, the fluctuation of interest
rates makes a separate adjustment for inflation unnecessary. If the
borrower is in the same tax bracket as the lender (50 percent), he
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will need no adjustment either. Under stable prices, the borrower
had to pay 3 percent, but this was a deductible expense so that after -
tax the borrower's real cost was 1.5 percent. Now the borrower has
to pay 13 percent interest, but this, too, is deductible, so that his
after-tax interest expense is 6.5 percent. Since the borrower is re-
paying the loan with depreciated dollars, after subtracting the 5 per-
cent rate of inflation the real cost of borrowing is 1.5 percent. 12

To the extent that market rates of interest adjust for anticipated
inflation, a tax adjustment for debt instruments is unnecessary.
However, there are qualifications to this position. For example,
there will be discrepancies and lags among nominal rates of interest,
real rates of interest, and the rate of inflation. In recent times, the
rate of inflation has not always been fully anticipated, as shown by
declining market values of long-term bonds, savings and loan mort-
gage portfolios, and the long-term debt instruments held by various
financial institutions issued at lower interest rates. In periods of
inflation, the borrower repays long-term debt with “cheaper dol-
lars,” which in the view of some gives rise to an economic gain. How-
ever, this gain may be considered as offset by a loss to the lender.
Therefore, looking at the economy as a whole, the determination of
income is approximately correct. 13

If creditors and debtors are not in the same tax bracket, any rise
in interest rates can have redistributive effects. A recent study con-
siders the inflation-induced distortions that emerge as corporate in-
come passes through the corporate and individual tax systems.14
This analysis concludes that the tax benefit resulting from the ability
of corporations to deduct interest was slightly more than offset by
the tax penalty suffered by the holders of the debt, since the effec-
tive tax rate for individual recipients of interest was slightly higher
than the effective corporate rate.

Finally, institutional barriers prevent certain creditors from ad-
justing their rates of return for inflation. For example, laws set limits
on interest rates that may be paid on savings accounts. These institu-
tional barriers have resulted in disintermediation, whereby invest-
ment dollars have flowed to those instruments and institutions offer-
ing the highest rates of interest for a given level of associated risk.

12. Hearingson S. 2738, 95th Congr., 2d sess., 1978, statement by Emil M. Sun-
ley, Deputy Assistant Secretary for Tax Analysis.

13. Ibid.
14. Feldstein, Martin and Summers, Lawrence, “Inflation and the Taxation of

Capital Income in the Corporate Sector,” Working Paper No. 312 (Cambridge,
Mass.: National Bureau of Economic Research, 1979.)



141

The result is that the aggregate effect of those institutional barriers is
offset as investors seek the highest returns available. In this connec-
tion, it may also be noted that Congress is addressing this issue of
removing restrictions on interest rates on savings.

Although market adjustments will always be less than perfect
the theoretical and empirical evidence indicates that inflation is an-
ticipated by lenders and borrowers so that gains and losses are, on
the whole, substantially offset and the overall determination of net
income is not affected. To create perfect adjustments would require
a tax code that would be enormously complicated and impractical.
The interactions of the free market result in rates of interest that
sufficiently adjust to and anticipate the rate of inflation so that it is
unnecessary to index the basis of fixed dollar assets and liabilities.

The Capital Maintenance Deduction for Net Worth

Some countries (most notably Brazil) that have experienced
rates of inflation significantly higher than the United States have
provided businesses with a capital maintenance allowance designed
to compensate business enterprises for the eroded buying power of
their equity.

Briefly stated, a capital maintenance allowance is a deduction or
adjustment that applies the inflation rate to net worth as adjusted for
nondepreciable and nonfinancial assets. Thus, the capital mainte-
nance allowance would be calculated by comparing the beginning
and ending net worth of a company after eliminating static assets,
such as LIFO inventory, land, goodwill, or other fixed assets which
are not adjusted for depreciation. The capital maintenance allow-
ance could be determined at various points during the year or with
beginning and ending averages. In a complex and changing econ-
omy, we believe that the difficulties in record keeping, administra-
tion, and calculation under a capital maintenance provision would
outweigh the benefits that might result and therefore conclude that
a capital maintenance allowance is not needed at this time.

Estate and Gift Taxes

In 1942, Congress determined that decedents with taxable es-
tates valued at more than $60,000 should pay an estate tax and that
persons who made gifts of over $30,000 during their lifetimes (ex-

24-860 O - 84 ~ 10
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cluding annual gifts of $3,000 or less to each individual donee)
should pay a gift tax. At that time, these figures constituted Con-
gress’ view of a fair distinction between those who should and those
who should not pay a tax on the transfer of their wealth.

From 1942 to 1976, as inflation eroded the value of the dollar,
more and more of the population passed over those threshhold
amounts. Some became relatively more wealthy, but others, such as
wage earners and many farmers and small businessmen, crossed the
threshhold only because it is defined in terms of the ever eroding
dollar. Their income and assets stated in dollars had grown but their
purchasing power had not grown proportionately. As a result, every
year a greater number of individuals became subject to these trans-
fer taxes. :

When Congress acted in 1976 to reform the estate and gift tax
provisions of the Internal Revenue Code, it did little to counteract
inflation as a taxing agent. It left the annual gift tax exclusion at
$3,000. It did abandon the $60,000 exemption from estate taxation,
replacing it with a $47,000 credit against the tax (beginning in 1981).
The credit is popularly referred to as the equivalent of an exemption
of $176,000, but this is accurate only with respect to the lower end of
the estate tax scale. For estates falling into the highest bracket, the
$47,000 credit is the equivalent of only about a $67,000 exemption.
Prior to the 1976 reforms, the $60,000 exemption reduced taxes by
$46,200. Thus, the change did not adequately adjust for inflation.
The reduction of the top estate tax bracket from 77 percent to 70.
percent was not an adequate response to inflation either; rather, it
was a trade-off for enactment of the unified transfer tax, the subse-
quently revoked carry-over of basis rule, and the generation-
skipping transfer tax. The unified transfer tax not only raised the gift
tax rates as high as those of the estate tax (prior to the 1976 reforms
they had been three-quarters of the estate tax) but also provided that
taxable gifts be drawn back into the tax base at the time of the donor’s
death. In addition, the scale of rates was shifted higher, and the top
brackets are now reached more rapidly.

The reform legislation relaxed the tax burdens only in a few, se-
lected areas. The smallest estates gained some relief from the new
unified credit, the minimum marital deduction, and special valua-
tion methods for real property used as a farm or in a trade or busi-
ness. However, the limited relief available to these specific hardship
cases is fast dwindling. In each case the relief was provided in fixed
dollar terms: the $47,000 credit, the $250,000 minimum marital de-
duction, and the $500,000 maximum decrease of valuation for
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qualified farm and small business real property. Consequently, as
time passes, inflation shrinks the effectiveness of the relief. At an
annual inflation rate of 10 percent, $350,000 in 1988 and $700,000 in
1995 will be needed to furnish the same purchasing power that

$176,000 provides in 1981.
Congress ought to establish the level of real wealth that should

be subject to the estate, gift, and generation-skipping transfer taxes,
and this level should then be maintained by indexation. Inflation
should not push individuals not previously subject to transfer taxes .
above the minimum level of taxation and then ever highter up the
scale of transfer tax rates. In an indexed system, only a true increase
in wealth would have this effect.

The estate, gift, and generation-skipping transfer tax provisions
are readily subject to indexing in the same manner as income tax
brackets and fixed dollar amounts. The upper and lower boundaries
of each tax bracket and the credit for state death taxes can be
modified annually by reference to cumulative changes in the CPI.
In similar fashion, the applicable fixed dollar amounts may be ad-
justed for-inflation. The inflation‘factor determined annually should
be applied to amounts such as the following:

1. The unified credit against estate and gift taxes, and, to the extent
available, against the generation-skipping transfer tax.

2. The $500,000 limit on decrease of valuation for quahfymg farm
or other trade or business real property.

3. The $500,000 limit on decrease in the value of the gross estate in
recognition of material participation in a farm or other trade or

business by the surviving spouse.

4. The $250,000 minimum marital deduction. |

5.  The orphan’s exclusion, presently $5,000 for each year that a
child is younger than twenty-one.

6. The annual exclusion of gifts up to $3,000 to each donee.

7. The limit of $5,000 upon the exclusion from gift taxation of a gen-
eral power to appoint property.

8. The limit of $100,000 on excludable gifts to a spouse.

9. The $250,000 limit on excludable generation-skipping transfers.
In the case of estate and gift tax provisions, the due dates of the

returns permit reference to CPI figures at the close of the calendar

year rather than to those of the third quarter, as would be necessary
for income tax purposes. Furthermore, we recommend no more
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than annual adjustment. Although the taxes apply to transfers at par-
ticular moments in time, the reference to a figure which applies to
an entire calendar year would be a simple process and would be
sufficient to relieve the problem to which indexation is addressed.
No adjustments are recommended to the amounts of prior gifts
or taxes paid thereon. Since these amounts generally are reciprocal
their indexation would serve little practical purpose. Thus, only the
unused portion of the unified credit would be indexed. This refers to
amounts such as the following, which would not be indexed:

e The amount of adjusted taxable gifts taken into account in com-
puting the tentative estate tax and the amount of the credit
against the estate tax for gift taxes paid by the decedent.

e The aggregate sum of the taxable gifts and the gift taxes of pre-
ceding years taken into account in computing the gift taxes of a

particular year.
e The amount of the credit against the estate tax for taxes paid on a
prior transfer to the decedent.

Measurement of Inflation

The AICPA believes that the index used to measure inflation
should be readily accepted by broad segments of society and should
be capable of being consistently applied. Further, we support the
use of a single general purpose index. Although arguments have
been made that an indexation system should use different indexes
for different items so that alternative indexes could be used for
specific applications, we believe this would add complexity to the
tax code. .

An index such as the Consumer Price Index (CPI) would gener-
ally meet these requirements. The CPl is a widely used measure of
inflationary pressures and of changes in the purchasing power of the
consumer dollar. It is the most familiar index, and it is currently
used in the Internal Revenue Code and by various states that have
adopted indexed tax systems. In addition, among the countries that
use indexation in their tax structures, nearly all make use of their
equivalent of the CP1. While imperfect, the CPI generally reflects
price changes for things people must buy in order to live—food,
clothing, rent, household supplies, medical expenses, public utility

rates, and so on.13

15.- U.S., Department of Labor, BLS Handbook of Methods for Surveys and
Studies (Washington, D.C.: Government Printing Office, 1976), p. 88.
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All statistical surveys, by nature, lend themselves to possible in-
accuracies, and the CPI as a general measurement of inflation has
been criticized for a number of reasons. Shortcomings of the CPI
may arise from inaccurate reporting, lack of systematic incorpora-
tion of new outlets into the sample, and introduction of new prod-
ucts or changes in product quality. 16 It should also be noted that the
CPI has not been developed for use in measuring nonconsumer
price level changes.

However, the public generally considers the CPI the official
government indicator of inflation. It has widespread use in wage and
collective bargaining negotiations. An index based on the CPI is
used for Social Security payments and for fixed dollar limitations for
defined benefit plans and defined contribution plans.

In conclusion, we believe that a single generally accepted and
consistently applied index should be used. Whatever index is se-
lected, it is important that it be continually monitored and adjusted

to reflect changes in the economy.

16. Edward Meadows, “Our Flawed Inflation Indexes,” Fortune, 24 April 1978,
p. 67.
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STATEMENT OF GREG JONSSON, VICE PRESIDENT AND COUNSEL
UNITED STATES BUSINESS AND INDUSTRIAL COUNCIL, WASH-

INGTON, D.C.

Mr. JonssoN. Thank you, Mr. Chairman. I appear before you
today as the counsel for the U.S. Business & Industrial Council in
support of S. 1600, Let me first say that I concur with the testimo-
ny given by the previous witness, eees;feciallg with respect to his
%tategxofint on depreciation and the need to index that portion of the

ax Code. .

USBIC is a national organization of 3,000 senior corporate execu-
tives from ﬁredominantly medium-sized companies representing all
sectors of the U.S. industry. It is a group particularly dedicated to
defense of the traditional free enterprise system, composed of many
entrepreneurs and independent owners of closely held firms. The
objective of private enterprise is not to maximize return to the U.S.
Treasury but rather to minimize the tax exposure to enterprise.
With respect to statements made by one of the previous witnesses
there. will undoubtedly be a revenue impact associated with capitai
gains indexing, but it should not be viewed with alarm. A recent
analysis of the Council of Economic Advisors has indicated that the
amount of capital gains reported on tax returns increased dramati-
cally in the year after the tax rate on cagéhtal gains was reduced,
that is, more revenue at a lower tax rate. The anticipated revenue
loss prior to the reduction was certainly exé.ggerated and I think
that the revenue loss associated with indexation of capital gains
tax is also likely to be exaggerated.

Just as USBIC views the Economic Recovery Tax Act of 1981,
ERTA, as a profound turning point in the history of U.S. tax
policy, we also view the import of S. 1600 as a logical extension of
that policy. ERTA is nothing less than a first attempt to slow the
increase in the Federal Government'’s share of our gross national
prodtt;ct. S. 1600 is an interim step in the same direction for capital
assets.

Prior to the passage of ERTA, it was estimated that the Federal
Government would claim more than 21 percent of GNP in the
years 1981 to 1985, and a continuously rising share thereafter. B
reducing marginal tax rates for individuals by 25 percent over
years the Government’s claim of GNP was reduced to an estimated
17.4 percent, and after adjustments via the highway gasoline tax
and the Tax Equity and Fiscal Responsibility Act of 1982 [TEFRA]
to about 18.6 percent of GNP.

One of the most significant features of ERTA is the provisions
for the annual indexing of individual income tax brackets, the zero
bracket, and the personal exemption in accordance with rises in
the Consumer Price Index for Urban Households, to begin in calen-
dar year 1985.

Indexing the tax basis of capital assets would eliminate the
unfair and prejudicial effects of current law. Indexing parity be-
tween income and capital gains tax will force the Congress to con-
front head-on the underlying economic conditions which necessitate
its use. Once indexing is in place, Congress will either have to ap-
prove continuous and regular tax increases for expenditures, some-
thing inflationary bracket creep has allowed them to avoid, or fight
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the inflation that the Nation will once again inevitably face in re-
gponge to horrendous budget deficits projected for the rest of this
ecade.

As USBIC has stated many times in its policy statement, infla-
tion can be purged from our economy only by substantial reduc-
tions in Federal spending, particularly spending on entitlements.
There can be no doubt that the widespread support for indexing as
a concept is an expression of the American peoples’ deep dissatis-
faction with congressional failure to reduce deficits without visiting
inflation on the economy.

In view of the wigﬁgfpread support for indexing, and given its ob-
vious benefits, it is difficult to understand how it can be opposed on
economic grounds. ERTA was agproved by the U.S. House of Rep-
resentatives by a decisive vote of 238 to 195. Yet today, just 2 years
later and 17 months before indexing is to take effect, it is faci
strenuous opposition. USBIC believes that the basis for these ef-
forts to repeal indexing and resistance to the idea of extending in-
dexing to capital gains is an unwillingness by Congress to accept
fiscal discipline. Indexing is a means to insure that real tax rev-
enues are consistent with real economic growth. To the extent that
nominal capital gains represent simple inflation in asset values, no
additional real capital is created, and taxation of those gains erodes
our capital base. We must index the basis of productive assets so
that the inflation component will not be subject to tax.

If revenues to the U.S. Treasury are restricted to the actual
growth in the Nation’s economy rather than the fictional growth
attributable to inflation, the beneficiaries of inflation—Congress
and certain special interests tied to entitlements—would become
accountable to the taxpoyer once again. USBIC believes that real
economic growth is the oest hope for ameliorating the deep and
traumatic economic problems caused by the recession of 1981 and
1982. We believe that real growth can only be sustained if consum-
_ers, producers, and investors are confident that the labor they per-

form and the risks they take—in short, enterprise—will not be pe-
nalized by the hidden tax of inflation.

Tax reduction, the centerpiece of ERTA, is the only effective
means available to the American people by which to impress }xlpon
the Congress the need to reduce Federal spending. Without ERTA’s
indexing feature and without the extension of this approach to cap-
ital gains, Federal revenues will continue to increase from bracket
creecpo, notwithstanding the recent tax reduction features enacted
by Congress. This is the legacy of inflation as well as the greatest
economic threat for America’s future. .

USBIC speciﬁcal}iy endorses the indexation of the capital gains
tax to the GNP deflator, which is the substance of S. 1600. Thank

you.
Senator ARMSTRONG. Mr. Jonsson, thank you very much for a
fine statement. And I especially thank you for pointing out that
real economic growth is the best hope for solving the economic
problems that our country faces. I will be back to you in a moment.
Next, Mr. Mark A. Bloomfield, executive director of the Ameri-
can Council of Capital Formation. Mr. Bloomfield.
[The prepared statement of Mr. Jonsson follows:]
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Prepared Testimony of the U.S. Business & Industrial Council
For the Senate Committee on Finance (August 1, 1983)

Mr. Chairman, distinguished Senators:

My name is Gregory N. Jonsson and I appear before you today
as Vice President & Washington Counsel of the U.S. Business
& Industrial Council.

USBIC is a natfonal organization of 3,000 senior corporate executives
from predominantly medium-sized companies representing all sectors
of U.S. industry. It is a group particularly dedicated to defense
of the traditional free enterprise system.

This year the Council observes the fiftieth anniversary of its foundln?.
Our position supporting legislation to index capital gains to a reliable
measure of inflation is an expression of our free market phflosophy.

We believe that the Economic Recovery Tax Act of 1981 (ERTA)
represents a profound turning point In the history of U.S. tax policy.
ERTA is nothing less than a first attempt to slow the increase in

the federal government's share of our Gross National Product.

Prior to the passage of ERTA, it was estimated that the federal government
would claim more than 21% of GNP in the years 1981-1985, and a continuously
rising share thereafter. By reducing marginal tax. rates for individuals
by 25% over three years, the government's claim of GNP was reduced to

an estimated 17.4%, and after adjustments via the hlghway gasoline tax

and the Tax E?uity & Fiscal Responsibility Act of 1982 (TEFRA), to

about 18.6% of GNP.

One of the most significant features of ERTA is the provision for

the annual indexing of individual-income tax brackets, the zero bracket,
and the personal exemption in accordance with rises in the consumer price
index for urban households, to begin in calendar year 1985.

Indexing is tax technique which is long overdue. It is the best means
by which to relieve the invisible tax of inflation on lower and middle-
income taxpayers available to this Administration and this Congress.
Indexing the tax basis of capital assets would eliminate the unfair
and prejudicial effects qf current law.

Indexing will furce the Congress to confront head-on the underlying
economic conditions which necessitate its use. Once indexing is

in place, Congress will either have to approve continuous and

regular tax increases, something inflationary bracket creep has
allowed them to avoid, or fight the inflation that the nation.

will again inevitably face in response to horrendous budget deficits
proiected for the rest of this decade. As USBIC has stated many times,
inflation can be purged from ~ur economy only by substantial reductions
in federal spending, particularly speiding on entitlements. There

can be no doubt that the widespread support for indexing is an
expression of the American peoples' deep dissatisfaction with
Congressional failure to reduce deficits without visiting inflation

on the economy.
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In view of the widespread support for indeéxing, and given its
obvious benefits, it is difficult to understand how {t can be
opposed on economic grounds. ERTA was approved by the U.S. House
of Representatives on July 29, 1981 by a decisive vote of 238-195,
with 48 domocrats voting for the President's bill. vYet today, just
two years later and 17 months before indexing is to take effect,
it s facing strenuous opposition.

USBIC believes that the basis for efforts to repeal fndexing,
and resistance to the {dea of ertending indexing to capital gains,
is an unwillingness to accept fiscal discipline by the Congress.

Indexing is a means to ensure that real tax revenues are consistent
with real economic growth. To the extent that nominal capital gains
represent simple inflation in asset values, no additional real capital
is created and taxation of those gains erodes our capital base.

We must index the basis of productive assets so that the inflation
component will not be subject to tax.

If revenues to the U.S, Treasury are restricted to the actual growth
in the nation's economy, rather than the fictional growth attributable
to inflation, the beneficiaries of inflation, Congress and the
carnival of special interests tied to entitlements and other largesse,
would become accountable to the tax payer once again. It is no wonder
that the opponents of indexing resort to the red herring of

larger budget deficits between 1985-1988, (claims have been made

of an additional $90 billion in the deficit for this period if
indexing goes {nto effect)

Doomsday talk of higher and higher deficits {$ the first tactic of
the tax-and-spend advocate. Big deficits will indeed be a serious
problem for the U.S. economy for at least the rest of this decade,
but deficits happen not because the government fails to collect
sufficient revenue, but because it continues to spend too much.

Even at that, deficits are directly related to economic growth.

We have just seen our economy grow at a rate of 8,7% for the second
quarter of 1983, the strongest pace since the ist quarter of 1981.
The Office of Management & Budget has lowered its projections of
the deficit for fiscal 1984, from $190.2 billion to $179.7 billion,
as well as for the out-years through 1988.

USBIC believes that real economic growth is the best hppe for
ameliorating the deep and traumatic economic problems caused

by the recession of 1981-82. We believe that real growth can

only be sustained if consumers, producers, and investors are

confident that the labor they perform and the risks they take,
:nffhg;t. enterprise, will not be penalized by the hidden tax of
nflation.

Tax reduction, the centerpiece of ERTA, i$ the only effective
means avaflable to the American people by which to impress upon
Congress the need to reduce federal spending. Without ERTA's .
indexing feature, and without the extension of this approach

to capital gains, federal revenues will continue to increase

from bracket creeg. notwithstanding the recent tax reduction
features enacted by Congress. This is the legacy of inflation,
as well as the greatest economic threat for America's future.

r USBIC concurs with Senator Armstrong that the Consumer Price Index
‘* {s an unreliable measure of inflation in {ts present form.

. There is a consensus among economists that reference to the
GNP-deflator would be a more accurate index.

UsSBIC, therefore, speclflcaléz endorses the indexation of the .
tax on capital gains to the GNP-deflator.

We commend Senator Armstrong and other members of this Committee
for their iniative in this area of economic policy and thank you
for inviting USBIC to express the views of its members In this forum.
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STATEMENT OF MARK A. BLOOMFIELD, EXECUTIVE DIRECTOR,
AMERICAN COUNCIL FOR CAPITAL FORMATION, WASHINGTON,

D.C.

Mr. BLooMFiELD. Mr. Chairman and members of the committee, I
am Mark Bloomfield, the executive director of the American Coun-
cil for Capital Formation. I am pleased to be here today to urge en-
actment of S. 1600 introduced by Senator Armstrong, which would
index the basis of capital gains for inflation and address a very real
problem in the taxation of capital, that is, the mismeasurement re-
sulting from inflation.

Mr. Chairman, tax policy is a primary vehicle through which the
Government can dramatically affect capital formation, the saving
and investment necessary to stimulate productivity growth, restore
real income gains, and provide for job creation.

Congress took a dramatic step forward in procapital formation
tax policy in 1978 when it reduced the excessive taxation of capital
gains. Skeptics at that time said it would do little for capital forma-
tion and it would do much to erode Government revenues. On both
counts they have been proved dead wron%. First, the economics, We
have two historical periods to compare. There is the period 1969 to
1977, where we had increasingly higher capital gains and a bad in-
vestment climate. There is the period subsequent to the 1978 capi-
tal gains tax cut to the present, where we had lower capital gains
and a better investment climate. What happened? In the latter
period, venture ci;\ipital, new stock offerings, the value of corporate
equities blossomed. Why? We again restored the reward for risk
taking and investment.

Now what about Uncle Sam’s coffers? The Government predicted

in 1978 that there would be a $2 billion raid on the Treasury. What
happened? After 1978 when tax rates were reduced, revenues went
up. Actual taxes fgaid on capital gains were uY by more than $2 bil-
lion in 1979, the first year of the lower capital gains rate. Up again
in 1980, and in 1981, actual revenues from capital gains were still
su?:tantially higher than in 1978, the last year of the old lower
rate.
Economists, however, also compare actual revenues with what
would have happened if the tax laws had not been changed. In a
January 1983 paper commissioned by the ACCF: Center for Policy
Research prepared by Dr. Jerry Auten, a former Treasury consult-
ant on capital gains, capital gains taxes actually paid under the
new law were compared with taxes that would have been paid
under the old law. What did Dr. Auten find? He found that in 1979
revenues were more than $1 billion higher; in 1980, almost $2 bil-
lion higher; and in 1981, again over $1 billion higher than they
would have been under the higher old capital gains rate. Given the
benefits to capital formation also to Uncle Sam’s Treasury, much
more needs to be done. We still tax capital gains much more harsh-
ly than our major industrial rivals. Much needs to be done, includ-
ing S. 1600. S. 1600 is long overdue because it would insure that tax
would be paid on real, not inflated, capital gains.

Dr. Martin Feldstein, the current Chairman of the Council of
Economic Advisers, in a 1978 study, found that in 1973 Americans
actually paid taxes on more than $4.5 billion of nominal gains. But
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after adjusting the nominal gains for inflation, these Americans

aid taxes on nearly $1 billion of losses. In his 1983 study, Dr.

erry Auten found that taxpayers paid taxes on $25 billion of
nominal gains from stock transactions between 1971 and 1975. But
after adjusting for inflation, these taxpayers paid taxes on $420
million of losses, with the problem most acute for taxpayers in low-
or middle-income categories. Enactment of S. 1600 is good tax
policy for three reasons. First, at a cost of very little additional
complexity, real tax rates would be in line with intended statutory
ones. Second, while there is good news on the inflation front, the
battle against inflation is far from over. And inflation at even
modest levels causes capital gains to be mismeasured. And, third,
since the critics were dead wrong about the revenue impact of the
1978 capital gains tax cut, I suggest that the revenue numbers that
were cited earlier by the Treasury Department could also be
v;rong, and that S. 1600 could raise revenues rather than lose
them.

I would also like to add that S. 1600 is only one of a number of
measures we support to move our country in the direction of a zero
tax on capital gains. Other items to be considered include reducin,
the holding period, bringing the corporate rate down to the maxi-
mum rate for individuals, and, finally, reducing rates for both indi-
viduals and corporations further.

Senator ARMSTRONG. Thank you very much. It was an especially
interesting statement and I am grateful for the statistical.docu-
mentation that you have provided. I have underlined some portions
of your statement that I am going to try to bring to my colleagues’
attention as forcefully as I can.

[The prepared statement of Mr. Bloomfield follows:]
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Statement of Mark A. Bloomfield, Esq.,
Executive Director, American Council for Capital Formation
before the
Subcommittee on Taxa:ion and Debt Management
of the
Senate Committee on Finance,

August 1, 1983

Mr. Chairman, and Members of the Committee, my name is
Mark A. Bloomfield. I am the Executive Director of the
American Council for Capital Formation. I appreciate the
opportunity to present the views of the American Council oh
5. 1600, Introduced by Senator William L. Armstrong, S. 1600
would index the basis of certain assets, primarily corporate
stock and real property, for inflation.

The American Council for Capital Formation is an
association of individuals, busihesses, and associations united
in their support of government policies to encourage the
productive capital formation needed to sustain economic growth,
reduce inflation, restore productivity gains, and create jobs
for an expanding American work force. i

Mr. Chairman, officers of the American Council have
appeared o{ten before your Committee over the yéars as you
studied legislation affecting saving and investment. We
applaud the efforts of this Committee in bringing to the

attention of your Congressional colleagues and the American
public the critical relationship between capital formation and

economic growth. This Committee has played a leadership role
in the development of legislation to set the stage for renewed
growth in productivity, real income gains, and expanded job

opportunities..
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We are pleased to appear before you again in support of
legislation we deem vital to capital formation. 8. 1600,
introduced in the firet session of the 98th Congress by Senator
Armstrong, and its companion bill in the House of
Representatives, H.R. 3651, introduced by Congressman Bill
Archer, address a very real and continuing praoblem in the
taxation of c&pital--tho mismeasurement resulting from
inflation. By indexing the basis of certain capital assets,

8., 1600 and H.R. 3651 provide a solution to this problem in an

equitable and efficient manner.

The Need for Greater Capital Pormation

Past government policies, especially tax policy, have
discriminated in favor of consumption and against saving and
investment, thus slowing the rate of capital formation. In‘
addition, since the pretax return to capital investment exceeds
the aftertax return, the level of capital formation is lower
than it would otherwise be. Yet, the experts tell us that
increased capital formation can reverse some of the slowdown in
productivity experienced in the United States over the last
decade. '

Productivity growth fell rapidly during the 1970's.
Between 1948 and 1967, the growth rate of productivity (as
measured by output per hour in the private business economy)
was 3.1 percent, compared to 2.3 percent between 1967 and 1973

and only 0.3 percent between 1973 and 1981.
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The consequences of reduced productivity growth for our
standard of living over the long run are great. As anjoxamplo,
in 1981 thoAAmorican economy produced approximately §12,780
worth of output per capita. Had productivity growth continued
at the 1948-67 rate for the following fourteen years, output
pex capita would have reached $16,128 in 1981, 26 percent

higher than its actual value.
There are many causes for the slowdown in productivity

growth since 1965. Higher energy prices, regulatory changes,
lagging research and development spending, reduced
opportunities for technical innovation, the changing
composition of the labor force and changing worker attitudes,
as well as reduced capital formation, are responsible for the
decline in productivity growth. Many of these causes of the
slowdown cannot be reversed through government policies.
Certainly, the government is limited in what it can do to
influence cultural attitudes toward work. Likewise, the
government could not have done much to offset the rise in
energy prices. Changing the rate of capital formation may well
be the principal way in which Federal economic policy can
affect productivity growth.

Tax policy is a primary vehicle through which Federal
policies can dramatically affect capital formation. The
individual income tax extracts a portion of the total return to
the investor and the corporate tax reduces the return that

corporations receive on new investments. As a consequence of
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this tax-induced divergence between private and total return to
investment, 'too little investment takes place. This suggests
that measures both to reduce the anti-capital tax bias and to

increase incentives for saving and investment are needed.

Results of Recent Cuts in Capital Gains Taxes
Prior to 1969, there was a long period of relatively

favorable long-term capital gains tax treatment; in 1969,
however, major increases in capital gains taxes were considered
and enacted. ' Throughout the 1969~1977 period, additional tax
changes were made which were unfavorable for investors.

A dramatic shift toward pro-capital formation tax policy
occurred in 1978 when Congress rsduced the excessive taxation
of capital gains which was inhibiting saving and investment. ,
That year, the maximum capital gains tax was cut from 49
percent for individﬁals (including the interaction of the old
maximum and minimum income taxes) and about 31 percent for

corporations {(including the minimum tax) to 28 percent for

both.
The 1978 capital gains tax reduction was the first of a

series of changes which progressively reduced tax rates on
individual capital. Other important steps include the
reduction in the top rate on investment income from 70 to 50
percent, which eliminated the distinctioﬁ between earned and
unearned income, the expansion of Individual Ratiramont.
Accounts, the lowering of estate taxes, and the 25 percent

reduction in marginal income tax rates in 1981-83 which also
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reduced tax rates on investment income and capital gains. The
top tax rate on long-term capital gains has thus been reduced
from just under 50 percent to 20 percent. .

These recent changes in the U.8. tax Code brought the
taxation of capital gains closer to that ¢f our international
competitors., However, our capital gains tax rates and holding
period requirement to qualify for long-term capital gains tax
treatment are still relatively harsher than those of most of
the major industrialized countries. Table I attached gives
international comparisons in the taxation of capital gains.

Early in the 1978 debate on the need to cut capital gains
taxes, skeptics said that such measures would do little for
capital formation and would erode goverament revenues.
However, since 1978, considerable evidence of the salutary
effects of reductions in taxes on capital gains has been
documented.

First, since lower capital gains taxes increase the.
rewardus for risk taking, it is understandable that those
investment activities that involve “the most risks, such as
venture capital investment, would feel the sharpest iﬁpact of
the change. 1In fact, the amount dedicated.to organized venture
capital investment entities expanded from an average of §$70
million per year in the years 1969 through 1977 to an average
of just under $§1 billion per year in the years 1978 through
1982, with total dedications of $1.3 billion in 1981 and $1.7
billion in 1982, This is the nation's seed capital, from which

hundreds of new companies are started each year.
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Second, the performance of the equity markets has improved
substantially. The nine~year depression in equity values which
began in 1969 when tax rates on individual capital were raised
significantly ended early in 1978, when the trend toward lower
taxes on capital began. Since the end of 1977, the
value of corporate equities at market has risen 83 percent;
over $820 billion has been added to this value. Other economic
factors have most certainly been responsible for some of the
recent incraase, including the improved outlook for lower
inflation, lower interest rates, and prospects for economic
improvement. Yet gains throughout 1978-80 took place in spite
of worsening inflation and rising interest rates. The common
thread throughout the period has been the progressive reduct
in tax rates on individual capital.

Third, new capital raised through initial public stock
ofterinés climbed out of a lengthy depression in late 1978, and
dramatic gains took place in 1979-8l. Due to a less favorable
stock market during much of 1982, there was some fall-off in
that year, but offerings picked up sharply toward its close,
and in the first six months of 1983.

Initial and periodic infusions of equity capital are
eritical for the successful development of new, young, and
capidly growing companies and for their capacity to generate
new job opportunities. But many mature and large compan;,c
need to raise additional amounts of equity capital as well.

The lengthy depression in equity values from which we are now

24-860 O - 84 - 11
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emerging forced many companies to rely heavily on debt,
particularly short-term debt. If these companies can replace
some of this debt with equity, they will be in a better
position to expand their facilities and their work forces as
business improves. To the degree that the sale of equity can
replace debt and meet the new financing requirements, some of
the upward pressure will be taken off both short- and long-term
interest rates which would further brighten the prospects for
recovery.

Finally, opponents of lower capital gains taxes argued in
1978 that the reduction would cost the Treasury over §$2 billion
in revenue, The facts show that taxes paid on capital gains
increased from $9.3 billion in 1978 to $11.5 billion in 1979,
to $12.2 billion in 1980, and §11.6 billion in 1981.

In addition, economists have prepared simulations
comparing the taxes actually paid with the taxes that would
have been paid under the old law. Recent research by Dr.
Gerald E. Auten, a Treasury Department tax policy consultant, in
a paper commissioned by the American Council for Capital
Formation: Center for Policy Research, compared the capital
gains taxes, actually paid under the new law with taxes that

would have been paid under the old law.l/ Dr. Auten's results

1/Auten, Gerald E., "The Taxation of Capital Gains: An
Evaluation of the 1978 and 1981 Tax Cuts for Capital,” New
Directions in Federal Tax Policy for the 1980's (Cambridge,
ssachusetts: Ballinger shing Company, -forthcoming).
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indicate that under the new law, capital gains tax revenue was
$1.2 billion higher in 1979, $1.8 billion higher in 1980, and
$1.3 billion higher in 1981 than it would have been in the
absence of the capital gains tax reductions.

The evidence thus far also indicates that so-called "fat
cats" are paying more capital gains taves than ever before.
Those with incomes over §100,000 included $11.7 billion of net
capital gains in adjusted gross income in 1979, an increase of
72 percent over the $6.8 billion reported in 1978. IRS data
show ;hc net gain included in income rose to $12.7 billion in
1980 for the high income group. ’

These facts make a convincing case in favor of reductions
in capital gains taxes. But, have we gone as far as we can to
ensure the maximum benefit to the American economy from such

tax reductions?  In our judgment, the answer is "no."”

The Next Step
Recognizing the critical nature of the capital gains tax,

the American Council for Capital Formation has long advocated a
full range bf legislation designed to reduce this tax. Much .
now remains to be done, including indexing the basis of capital
assets for inflation, reducing the holding period for long-term
capital gains, cutting the corporate capital gains tax rate of
28 percent so that it is equal to the maximum rate for
individual capital gains, and furthuf reducing the capital

gains tax rate for individuals and corporations.
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We commend Senator Armstrong and Congressman Archer for
their initiative in introducing legislation to offset the
effects of inflation on capital assets. We congratulate
Senator Armstrong on his successful efforxrt on the SQnace‘Floor
in 1982 to amend the Senate Finance Committee version of the
Tax Equity and Piscal Responsibility Act to include his
provision to index the basis for capital gains.

The Armstrong-Archer bill is long-overdue for enactment.
Inflation distorts the taxation of capital gains as well as
other forms of capital. Inflation is particularly harsh in its
impact on capital gains because it distortp not only the real
values of the tax brackets and exemptions, but also the
measurement of both capital and income, Capital mismeasurement
occurs when a taxpayer purchases in one period and sells in
another. He has real capital gain only if the transaction
leaves him "better off.* Properly measured, the capital
increment should be the amount by which sales proceeds exceed
the amount required to “stay even.”

If the taxpayer purchases an ainet for §100 and sells
after there has been 20 percent inflation, he must receive at
least $120 to stay even. Only the excess over $120 is real
income. But for tax purposes, capital gain is mismeasured as
the excess over $100, notwithstanding that the first $20 of any
excess is not real, but illusory. '

If the illusory gain is large compared with the real gain,
the effective tax rate can be multiplied many times over. If,
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for example, the illusory gain is toﬁr~!1£tht of the total
gain--as would be the case if the property in the example above
were sold for $125-~the capital gain would be overstated five
times. The taxable capital gain would be $25 but the real gain
would be only $5. The result is the same as if the tax rate
were multiplied by five. A 20 percent capital gains tax rate
becomes effectively 100 percent.

Research on nominal and real capital gains for assets sold

between 1971 and 1975 ghows that the effect of taxing nominal
gains is to increase substantially the effective tax rate on
real capital gains. Dr. Auten's study of the results of the
1978 and 1981 capital gains tax reduction analyzed nominal and
real capital gains on corporate stock over income classes and
found that, for assets sold between 1971 and 1975, the $25
billion of nominal éapital gains on stock sold in this period
actually represented a loss of $420 million after adjusting for
inflation.2/ His study also showed that the problem was most
severe for taxpayers in lower and middle income catogbries.
The real capital gains of taxpayers with adjusted gross incomes
over $500,000 were more than 80 percent of their nominal gafnu.
However, taxpayers wit§ incomes under $50,000 had nominal gains
but substantial losses in real terms. Table II attached

illustrates these effects.

2/1pid.
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Dr. Auten's analysis also showed that althougn it might be
expected that these inflation induced real losses would be
greatest for long-held assets, this is not the case. The real
losses are concentrated in stocks held less than five years,
while the longer held stocks had net positive real capital
gains. He noted that this is because of the higher rates of

inflation in recent years as compared to earlier years.

-

6:. Auten's findings are similar to those of Dr. Martin
Feldstein, now chairman, President's Council of Economic
Advisers.3/ Dr. Peldstein, in a 1978 study for the National
Bureau of Economic Research, showed that in 1973 individuals
paid nearly $500 million of extra tax on corporate stock
capital gains because of the distorting effect of inflation.
His study also found that this distortion was greatest for
middle income sellers of acorporate stock. 8Specifically, the
study showed that in 1973 individuals paid capital gains tax
on mo}o than $4.5 billion of nominal capital gains on corporate
otgek. It lho costs of the shares were adjuysted for increases
in the consumer price level since they were purchased, iho $4.5
billion nominal gain became a real capital loss of nearly §1

billion. Dr. Feldstein noted that as a result of this

3/peldstein, Martin, and Joel Slemrod, “Inflation and the
Excess Taxation of Capital Gains on Corporate Stock," National
Bureau of Economic Research Working Paper $#234, February 1978.
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incorrect measurement of capital gains, individuals with
similar real capital gains were subject to very different total
tax liabilities.

The Armstrong-~Archer bill would remove the inflation tax
by adjusting the basis of certain assets for inflation. The
bill would apply prospectively to most corporate stock and real
property. '

Critice contend that enactment of the Armstrong-Archer
bill would increase the complexity of the tax law., It is true
that indexing involves some additional complexity but the
Armstrong-Archer bill reduces any potential complexity by
applying only to corporate stock and real property exchanged or
sold, and not for the purposes of determining depreciation,
cost depletion or amortization. Debt is completely excluded
from the inflation adjustment. Thus, at the cost of a little
additional complexity, real tax rates can be brought back in
line with intended statutory rates and all savers, wealthy and
nonwealthy, can be psotected from taxes that might well consume
all their investment income plus a part of their principal.

Critics also charge that with the current lower inflation
rates, the need for indexation is lessened. While it is true
that there is good news on the inflation front, the battle

against inflation is far from over, with at least moderate

rates of inflation expected in the near future. In addition,
inflation even at moderate levels w£11 cause capital gains to
be mismeasured. A true measurement of capital gain is needed

to minimize distortions and misallocations.
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The need to staunch further outflows of Treasury revenue
from tax cuts is also offered as an argument against enactment
of the Armstrong-Archer bill. However, the critics were dead
wrong about the revenue costs of earlier cute in capital gains
taxes. It is likely that the revenue estimators will be wrong
again and the Armstrong-Archer bill will generate revenue gains,
.not losses, as investors find the climate more favorable for
capital formation. Even if there were some modest revenue
loss, the Treasury will simply be losing revenue to which it is
not entitled, that produced by unintended multiplication of

statutory rates.

COnélusion

The Revenue Act of 1978 ushered in a new era in the
taxation of capital gains. Passage of the Armstrong-Archer
bill is a next logical step in that direction. The measure
would ensure that only real gains from corporate stock and real
property are taxed. It would add substantial equity and
efficiéncy to the taxation of capital gains and eliminate the
taxation of nonexistent profits. The revenue loss from the
measure would be small at worst, and, at best, might generate
revenues just as did the 1978 capital gains tax cut.

The time is right. We urge this Committee to once again
take the lead with this innovative measure. Opéimal growth in
productivity will not be forthcoming under a tax system that
mismeasures increases in capital and thus consumes the

potential returns from investment.
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TABLE I

OCOMPARISON OF INDIVIDUAL TAXATION OF CAPITAL GAINS ON

PORTFOLIO STOCK INVESTMENTS IN ELEVEN OOUNTRIES

Maximum Maximum Minimum Holding Maximum
Short=Term Long=Term  Period to Qualify Annual

" Capital Gain Capital Gain for Long~Term  Net Worth

Tax Rate#* Tax Rate* Gain Treatment _Tax Rate

Country
United States 508 208 One Year None
Australia 60% Exenpt Ong Year None
Nelgium Exempt Exenpt None . None
Canada 1794 178%* None None
Prance (1) 15% 158 None None
Germany 56% Exempt Six Months 5%
Italy Exenpt Exenpt None None
Japan Exenpt Exempt None None
Netherlands Exempt Exempt None .88
Sweden 548 224 Two Years k'Y
United Kingdom(2) 30% 30% None None -

* State, provincial and local taxes not included.
** Provincial taxes in Canada approximate a 48% add on to federal tax.

(1) Gains from prococeds of up to $20,445 (FF 150,000) are exempt from taxation
in a given taxable year.,

(2) The first $7,725 (£ 5,000) of gain is exempt annually,

I

SOURCE: "Comparison of Individual Taxation of Long and Short
Term Capital Gains on Portfolio Stock Investments
and Dividend and Interest Income in Eleven Countries,"
prepared for the Securities Industry Association by
Arthur Andersen & Co., June 1983.
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Senator ARMSTRONG. Let me go back to Mr. Lerner. Your con-
stituents, the Certified Public Accounts of the country, are more di-
rectly involved in the day to day preparation of tax returns than
anybodg', I iuess. And so I presume that you are in a position to
respond to the issue raised by the Treasury about the complexity of
this é)roposal. That seems a bit thin to me, but I wonder, from your
standpoint, representing the majority of the tax practitioners in
the country, how do you feel? Is this going to introduce an undulK
complicated provision in the law? And how does it compare wit
what else is already in the law?

" Mr. LErNER. Well I think it is fair to say, Mr. Chairman, that
the present tax system is a fairly complicated aggregate of legisla-
tion and change in itself is complicated. But it is important to bear
in mind the importance of reflecting a more rational, more equita-
ble system of taxation in this country. And we are convinced that
indexation is the necessary ingredient to achieving that level of
equity. In terms of its implementation, we have studied this matter
at great length, and have concluded that whatever increased com-
lexity any change would bring to bear in this arca is a worthwhile
evel of increased complexity. If you, for example, key the index
factor to one readily understood, .and published a factor for apply-
ing to the adjusted base of an asset to determine the amount in cal-
culating the inner loss, we think that that is an acceptable level of
complexity. So on a balanced judgment, we are convinced that in-
dexation of the base in a substantially similar way to the way that
we index the rate structures as a desirable goal.

Senator ARMSTRONG. In other words, you just feel it is manage-
able. It is not a problem that your people couldn’t cope with in ad-
viging their clients.

Mr. LErNER. That is right.

. ‘Senator ARMSTRONG. I was intrigued by your observations about
indexing depreciation. Obviously that is not covered in this bill,
and there are some good reasons why it is not. But I thought your
observations were very interesting and thoughtful. I am well aware
that in certain basic industries it is believed that a large part of
the declining ability of industries like steel to compete with foreign
producers is precisely the depreciation policies that we have had
over the last 20 years or so in this country. I am not sure I under-
stand exactly what you mean by indexing the depreciation basis,
however. And I don’t want to precipitate a lengthy discussion of it
because we have got an awfully long list of witnesses, but could you
elaborate on that just a little? Are you saying that, in effect, some-
one could depreciate more than his actual investment in a fixed
asset, or are you simply saying accelerate the time for taking the
deduction?

Mr. LerNER. No. Well it could go either way. It depends on how
it were adopted. But to be consistent and to have the notion that
nominal dollars are not the appropriate test for afploying our views
in connection with our tax system, then the $1,000 invested 10
years ago, if measured in today’s dollars, should produce a recover-
able basis in excess of $1,000. Otherwise, you are, in effect, taxing
capital. So it is clear that conceptually the aggregate deduction ex-
ceeding the original cost is appropriate on an index system for
dealing with depreciation or cost recovery.
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Senator ARMSTRONG. In other words, you are saying that if I am
a widget manufacturer and I have got a widget making machine, I
ought to be able to charge against income a sufficient amount so
that by the end of the useful life of that machine I have got enough
cash in hand, or at least have deducted enough cash, to buy a com-
parable new widget manufacturing gadget?

Mr. LerNER. That is absolutely so in inflationary periods. Let's
assume, for example, that it doubled in that period. Then $2,000
would be necessary to replace that widget machine, and theoreti-
cally recovery of $2,000 would be necessary to preserve the capital
base for future operations. -

Senator ARMSTRONG. I would like to think about that, and per-
haps we can consult on it privately. Instinctively, I don’t think I
can sell that idea to my colleagues just yet. I am not sure I am
ready to buy it myself, but I am interested in it. It addresses itself
to a terribly serious problem which really has distorted the eco-
nomic performance of our country. And I thank you for raising it
this morning. :

Mr. Jonsson, I also want to compliraent you. I noted that your
statement went right to the heart of the reason why there 1s so
much opposition to the indexing of personal tax brackets. And I
thank you for raising that. I would also like to ask you to respond
to something the Treasury Department said earlier. The Treasury
Department’s testimony in effect included a sort of a catch-22 line
of opfosition. They said, on the one hand, they could not support
this eiislation because it only specified certain assets to be in-
dexed. It did not take care of everything. On the other hand, if a
bill were brought forward that took care of everything—it indexed
all assets—they could not support that, because that would be so
tzzgstly that we just could not afford it. And so it is a sort of a catch-

From the perspective of the 3,000 members of your organization
who, as I understand it, are senior corporate executives, how do
you suppose they would react to that? Would they be disposed to
take a step, in other words, solve part of the problem, or would
they feel that it would create additional distortions to index one
group of assets but not others? Do you have any feel for that? I
suppose this isn’t something you have chatted with them about,
but how do you s‘%PYOBe they would react to that?

Mr. Jonsson. Well, I do have a feel for that, Senator. And I be-
lieve that they would approve of the step by step approach, recog-
nizing the political difficulty associated with trynng to comprehen-
sively reform the tax code. It is extremely difficult to get a whole
loaf of bread, and it is much better to get half a loaf if it is a good
product. And I think in this case it is a product that they under-
stand. It makes sense for tax policy, it makes sense for fiscal policy,
t?:ld it certainly will help them in being better able to retain capi-
Senator ARMSTRONG. From the perspective of these corporate ex-
ecutives who I take it are actually the, in some cases, the chief ex-
ecutive officers, and in other cases, are senior managers of these
companies, is it your judgment, from talking to them, that legisla-
tion of the kind we are talking about might unlock assets that are,
in effect, frozen? Is that something that I could realistically hold
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out as an inducement to my colleagues that there would be a turn-
over in some of these assets, and that money would be redeployed
into more productive——

Mr. JonssoN. I think that is a realistic assumption.

Senator ARMSTRONG. I am sure you don’t have any way to meas-

ure that. : :
Mr. JonssoN. Certainly on the part of independent businesses,

closely held firms. .

Mr. BLooMFIELD. Mr. Chairman, if I could interject.

Senator ARMSTRONG. Yes. Please do.

Mr. BroomrierLDd. The gentleman made reference to Dr. Feld-
stein’s recent study. Dr. Feldstein looked at what happens to re-
ported net long-term capital gains, and he found that the reported
net long-term capital gains more than doubled between the year
1977, the year before the tax changed, and 1979. So that is a dou-
bling of net long-term capital gains. -And, ironically, with regard to
the argument that some people may—— :

Senator ARMSTRONG. Now are you sa‘?ying that that is related to
the change in the capital gains tax rate

Mr. BLoOMFIELD. Yes. .

Senator ARMSTRONG. I thought that was the point you were
making earlier, and I want to nail that down. I believe that you are
correct about that, and I want to thank you for raising that issue.

Mr. BLooMFIELD. But those are very specific numbers that he ac-
tually found and are included in his study.

Senator ARMSTRONG. Mr. Bloomfield, could we talk a little more
about that? You make the observation on page 3 of 1:(&)ur statement,
“Tax policy is a primary vehicle through which Federal policies
can dramatically affect capital formation.” If you were going to
characterize in a few words the general attitude of Federal tax
policy or the general effect of Federal policy towards capital forma-
tion In recent years, what would you say it was? Has it been gener-
ally favorable the last 20 years to the formation of capital oi' ener-
allle;I unfavorable?

r. BLooMFIELD. I would submit until the changes that started
with the capital gains tax cut in 1978, our tax system was biased
against saving and investment, more so than most other major in-
dustrial countries. And you can focus on specific tax issues, wheth-
er it be through double taxation of corporate profits, or capital

ains taxation, or savings incentives such as IflAs and Keoghs.
at we have done since 1978 is incrementally eliminated some of
those biases in our tax system against saving investment. But you
will find, for example, if you look at the international comparisons
on table 1, in my written testimonﬁ that with regard to capital
gains, we still tax capital gains much more harshly than our com-
petitors. And tax policy I think is one way that you can affect capi-
tal formation. It is a lot easier to do it through tax policy than
throuih changing people’s attitude toward work and saving. Al-
though I think things can be done in that r%%ard, too. In short, tax
systlo;m is biased against saving investment. We penalize saving and
work.

Senator ARMSTRONG. Your organization, as I understand it, exists
primarily to support those policies that will encourage capital for-
mation, the investment of capital in productive enterprises. From
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that perspective, let me ask you the lock in question, the same
uestion that I put a moment ago to Mr. Jonsson. Is it your view
that indexing this group of capital assets that are referred to, in-
dexing the basis, would in fact cause some of those assets to be sold
off, and the proceeds reinvested in more productive assets? In other
words, would it improve the overall efficiency of the economy?

Mr. BroomrieLp. I think it would. I think we have found that
with a substantial reduction in capital gains taxes in 1978, most of
that additional revenue that I mentioned, which are not my num-
bers—those are official Treasury numbers—much of that addition-
al revenue in 1979, 1980 and 1981 came from the unlocking.

Now essentially what your proposal does is to further reduce the
capital gains tax burden for a taxpayer. And I made the comment
in my statement that even though we are fighting and perhaps
winning the battle of inflation, we still will have moderate rates of
inflation. Let me just very quickly give you an example which illus-
trates that even with moderate levels of inflation the tax burden
goes up tremendously. Assume an asset costs $100 and the sales
price is $125. The tax rate is 20 percent on capital gains. Assume a
6 percent inflation rate. In the example I gave you, if an investor
holds that asset one year before he sells it, his tax rate will not be
the statutory one of 20 percent but it will be 26 percent. After 2
years, his effective capital gains tax rate will be 39 percent; after 3
years, 71 percent. You can see how you very quickly return to the
confiscatory tax rates that existed before the 1978 capital gains tax
cut. And the unlocking that I made reference to which resulted in
the revenue gains in 1979 and 1980 will be restored.

Senator ARMSTRONG. Well I am very grateful for your observa-
tions, and I appreciate so much the appearance of all of the mem-
bers of the panel. Mr. Bloomfield, before we move on—and T must
do so because we have a lengthy list of witnesses—I just want to
observe, in passing, that while it is not the subject of this hearing
at all, I share your enthusiasm for the changes in the holding
period and the marginal rate reduction. Some people have the idea
somehow that because we had the tax cuts that that task is over
and that it will be another generation before we come back to it.
And I sure hope that is not the case. Thank you very much.

8. 15679—CHARITABLE DEDUCTION FOR MILEAGE

Mr. ARMSTRONG. The next bill on todays hearing agenda is S.
1579, Charitable Deduction for Mileage legislation.

We are now pleased to welcome a panel consisting of Sandra
Crawford, director. of public policy, the Association of Junior
Leagues, from New York; Mr. Joseph Miller, assistant director of
the American Legon; and Mr. John ‘Chromy, a member of the
board of directors of Volunteer, the National Center for Citizen In-
volvement, in Washington, D.C. These panelists are here to testify
on the subject of S. 1679, the Charitable Deduction for Mileage, or,
as my colleague, Representative Mikulski, pointed out, “The Good
Samaritan Mileage Deduction bill.” Miss Crawford, would you
begin please? We are very.pleased to have you with us and are
looking forward to your testimony. : :

[The prepared statement of Senator Armstrong follows:]
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STATEMENT OF SENATOR ARMSTRONG

Is the government making volunteerism a luxury that few Americans can afford?

The answer, I et to say, ﬁes.

I have introduced Good Samaritan legislation to reverse this policy.

The facts are indisputable. Though social needs are greater than ever, fewer and
fewer Americans are financially able to deliver meals to shut-ins, visit the sick, take
Scouts on camping trips, drive a cancer-stricken child to daily treatments, or help
conduct the local Special Olympics. :

This decline is at least partly the fault of federal tax policy which prevents proper
reimbursement for volunteer costs. Although costs of owning and operating a car
exceed 24 cents a mile, volunteers can deduct from their taxes only nine cents for
each volunteer mile driven, or about one-third of the actual costs.

The result? Americans can no longer just volunteer; they have to pay to volun-

teer.

The Good Samaritan Volunteer Mileage Bill I have just introduced will correct
this problem. It is simple. Volunteers would be able to deduct the same mileage
cost?las businessmen and government workers, who use cars in their work—20 cents
a mile,

The justice of this bill is clear. Consider the following cases:

A state volunteer director attends a week-long volunteer convention in Florida.
As long as most of the day is spent in volunteer meetings, the trip—airfare, meals,
lodging, sightseeing, etc.—is fully deductible. When the director returns, and re-
sumes work driving about the state coordinating volunteer activities, only nine
cents a mile is deductible.

A Salvation Army volunteer who comforts the sick can deduct only nine cents a
mile for driving to the hospital. Yet a salesman calling on that same hospital to sell
medical supplies not only earns a salary but deducts 20 cents a mile from his feder-
al tax return.

A Red Cross volunteer reporting to a disaster shelter during a flood is allowed by
the federal government to deduct only nine cents a mile to get there. Yet a paid
employee of the Federal Emergency Management Agency is reimbursed 20 cents a
mile to drive to the same shelter. ’

Neighbors band together to establish neighborhood citizen watches to patrol their
streets. They can deduct only nine cents a mile, but a security guard hired to par-
trol the same neighborhood can deduct 20 cents a mile.

The chairman of the Denver chapter of the American Red Cross each year drives

more than 2,300 volunteer miles. Though he is allowed a deduction of only ninr
ce_x}ts a mile, the actual cost for owning and running his car exceeds 25 cents per
mile.
More than 92 million Americans volunteer their time, services, skills and cars to
help the needy, the victims of natural disasters, the homeless, the sick, the impris-
oned, the homebound. The total value of these services exceed $64 billion, according
to the Gallup Organization. o ,

These volunteers are essential to our national well-being. Without them, there is
a real question about whether our less fortunate could even survive. Neighbors help-
ing neighbors is an American tradition; it is something that the federal government
should encourage, not tax.

But volunteerism is becoming a luxury that too many Americans can no longer
afford because federal poli::iy is horribly out of date.

The volunteer mileage deduction became law in 1958. Then the deduction was
seven cents a mile, gasoline sold for 29 cents a gallon and oil was 15 cents a quart.
Today gasoline costs upwards of $1.29, and oil exceeds a $1 a quart—increases of
more than 300 percent and 500 percent.

And what can volunteers deduct for their mileage?

Only nine cents a mile, just a 28 percent increase in 25 years.

It is no surprise, then, that volunteer leaders report their frustration in trying to
recruit and retain volunteers and their cars.

The Junior League of Denver reports a sharp drop in school volunteers, especiall
low income urban areas where mothers must drive crosstown to reach their chil-
drens’ schools.

The Director of the Colorado Office of Volunteerism reports that three seniors
programs are threatened because the low mileage deduction allowed by the IRS
makes it impossible for seniors to fit volunteer work and expense into their limited

budgets.
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The District of Columbia Retired Senior Volunteer program reports that “volun-
teers are unable to continue volunteering as a result of high costs of driving their

car'”
Contact, a youth community communications hotline in Syracuse, New York, re-

ports increasing resistance from volunteers to requests for participation in work-

shops away from volunteers’ homes.
ontgomery County, Maryland reports a dramatic decrease in willingness of vol-

unteers to provide cars to deliver services. It is so serious the county is considering
loaning county cars to volunteers, at considerable expense to the county.

These and other case histories underscore why this legislation is urgently needed.
High gasoline costs and the refusal of the federal government to allow volunteers an
adequate deduction for mileage costs in computing their federal income taxes
jeopardize the quality—and in some cases, the very existence—-of many vital volun-

teer programs.
Congress should not want responsibility for the decline in volunteerism.

To help the spirit of volunteerism to prosper, I urge quick enactment of the Good
Samaritan Volunteer Mileage Bill.

STATEMENT OF MS. SANDRA CRAWFORD, DIRECTOR OF PUBLIC
POLICY, THE ASSOCIATION OF JUNIOR LEAGUES INC, NEW

YORK, N.Y.

Ms. Crawrorp. Thank you, Mr. Chairman. My name is Sand
Crawford. I am the past president of the Junior League of Philadel-
phia, and currently chairman of the Public Policy Committee and a
member of the board of directors of the association of Junior
Leagues, all volunteer positions. I appreciate this opportunity to
appear before you today to express the association’s strong support
for S. 1579, sponsored by Senator Armstrong, and S. 1167, spon-
sored by Senator Durenberger, legislation which would recognize
the contributions of volunteers by allowing volunteers to take the
same mileage deductions as that allowed businessmen or the rate
allowed Government employees as reimbursement when they use
their own vehicles for Government business. We are here today to
reaffirm our support of this legislation because it reflects the asso-
- ciation’s belief in the importance of volunteer work and acknowl-
edges the rising costs incurred by volunteers in providing their
services. I am also submitting for the record letters from two other
major voluntary organizations—Independent Sector, and the
United Way of America—in support of the association’s statement.

[The two letters follow:]
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INDEPENDENT
SECTOR

July 28, 1963

Ms. Deborah Seidel

Executive Director

Association of Junfor Leagues, Inc.
825 Third Avenue

New York, NY 10022

Dear Deborah:

. INDEPENDENT SECTOR, on behalf of its 500 members which include
national voluntary associations, foundations, and business corpora-
tions, strongly endorses the testimony of the Association of Junior
Lesgues, Inc. on S 1167 (Durenberger, R-MN) and S 1579 (Armstrong,
R-CO). The legislation is important because it permits volunteers
who use their private automobiles for charitable activities, to
recefve the same tax deduction that businesspersons or government
employees receive for use of their personal automobiles in business

or government activities.

The need for this legisiation is clear. Recent cuts in Federal

' funding have placed an enormous strain on nonprofit organizations to

increase their services, The total reduction in federal dollars for
human service programs over the five-year period FY82-86, will be
$108 bitlion below 1980 levels, after adjustin? for inflation, Of
that amount, nonprofits stand to lose $27.8 billion, over the same
time period. In the face of these massive cuts, many people are
turning to nonprofit organizations for services which had formerly
been funded by public dollars. However, voluntary groups are facing
serious problems in recruiting volunteers to perform services which
require those volunteers to use their private automobiles.

Several studies, one by Hontgomery Count{. Maryland and the
other by the National Center for Citizen Involvement, have documen-
tad the problem in recruiting volunteers to carry out activities
where the volunteers are expected to use his/her private automobile.
They have found that the $.09 per mile deduction permitted by current
law to taxpayers who use their cars for volunteer work is wholly
inadequate. This 1s best 11lustrated by information from the
American Automobile Association which estimates that per mile driving
costs are $.32 per mile for those who drive under 10,000 miles per
year and $.24 per mile for motorists driving 15,000 miles per year.

-1-

1828 L Street, N.W. ¢ Washington, D.C. 20036 * (202) 223-8100

24-860 O - 84 - 12



174

Ms. Deborah Seidel
July 28, 1983
Page Two--

Volunteers contribute time which is valued at $64.5 billion
each year. More than 84 million Americans volunteer each year
in this nation. In view of the racent cuts in Federal funding
of human service programs, it 1s exceedingly important that
everything possible be done to continue encouraging people to
volunteer their services. We strongly urge that volunteers be
permitted the same deduction for the use of their private auto-
mobiles in carrying out volunteer activities, as is permitted
government employees and businesspersons.

Sincerely,

Ghiac O Cnirs
Brian 0'Connell A~
President

t

80'C/1s0
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Unibad Way
of America

United Way Plaza
Alexandna. v;gnema 22314-2088
Phone 703-836-7100

July 28, 1983

Honorable Bob Packwood

Chairman, Subcommittee on Taxation and
Debt Management

Committee on Finance

United' States Senate

SD221 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Mr. Chairman:

United Way of America strongly supports the position of the Association of
Junior Leagues regarding 8 1579. Our Government Relations Committee and Board
of Governors passed a resolution in February stating our continued support for
legislation making the volunteer mileage deduction equal to that allowed for
business. The importance of remedying this disparity was also raised by the
member 1,200 United Ways around the country through our issue identification

process.

As we have written to this committee before, "we believe the Department of
Treasury {s wrong to exclude proportionate shares of general upkeep from the
charitable mileage allowance....Wear and tear on tires, engines and exhaust
systems of cars are directly related to the miles traveled in the course of
providing voluntary services and, therefore, should be included in the mileage

allowance."
We urge the committee to report out this legislstion favorably, both because it

would spur on additional volunteering and because it is a public policy
acknowledgement thst volunteering is a highly valued service.

Sincerely, , .
/ X '
I s
Ja Moskowits {

/ Senior Vice President
Federal Governmeant Relations

JM/pel
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Ms. CrawroRp. I would like this morning to highlight our writ-
ten testimony, but I request that the written testimony in its en-
tirety be included in the record. *
thS‘?nator ARrMSTRONG. Thank you. We would be very happy to do

at.

Ms. Crawrorp. Thank you, Mr. Chairman.

[The prepared statement of Ms. Sandra Crawford follows:]
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THE ASSOCIATION OF JUNIOR LEAOUES, INC.

TESTIMONY
OF
THE ASSOCIATION OF JUNIOR LEAGUES, INC.
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE
SENATE COMMITTEE ON FINANCE
IN SUPPORT OF S. 1579 AND S. 1167
ON
AUGUST 1, 1983
WITH ATTACHED LETTERS OF SUPPORT FROM
INDEPENDENT SECTOR
AND
UNITED WAY OF AMERICA

PRESENTED BY
SANDRA CRAWFORD
CHAIRMAN, PUBLIC POLICY COMMITTEE
THE ASSOCIATION OF JUNIOR LEAGUES, INC.

828 THIRD AVENUE, NEW YORK, N.Y. 10023 + (218) 388-423800



SUMMARY

The Association of Junior Leagues urges the Subcommittee on Taxation and Debt
Management of the Senate Committee on Finance to support S. 1579 and S. 1167,
Tegislation which would allow volunteers to take the same mileage deduction as
businessmen or set the mileage deduction for volunteers at the rate allowed
government employees as reimbursement when they use their vehicles for

government business.

The Association's testimony is supported by the Independent Sector and the
United Way of America.

I. The Association
A. International women's voluntary organization
B. 243 Junior Leagues; 148,000 individual members in the United States

C. Promotes the solution of community problems through voluntary
- citizen involvement, and trains Junior League members to be
effective voluntary participants in their comunities

II. VYolunteer Mileage Deduction Should Be Computed on the Same Basis as
Branted Government Emp!

ReTmbursement Gran mployees

A. VYolunteers such as Junior League members contribute many hours to a
wide range of valuable community projects, often traveling long
distances to their volunteer assi?mnts. The low mileage deduction
allowed to volunteers 1s especial { detrimental to the elderly--many
of whom wish to volunteer but are 1iving on a fixed income which
restricts their financial activities.

B. The high costs of operating a car and the Internal Revenue Services'
refusal to allow volunteers an adequate deduction for mileage costs
have forced many volunteers to reduce their volunteer commitment,
thus jeopardizing the existence of vital cormunity projects.

C. Denying volunteers the same mileage deduction as that granted
businessmen or the mileage reimbursement rate allowed government
employees indicates that government does not consider volunteers'
services to be of equal value to those provided by paid employees.

D. It is especially important at this time of federal funding cutbacks
that government policies encourage, not discourage volunteer work.
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1 am Sandra Crawford, of Gladwyne, Pennsylvania, chairman of the
Association of Junior League's Public Policy Committee and a past president
of the Junior League of Philadelphia. I appreciate this opportunity to
appear before you today to expiess the Association's strong support for S.
1579, sponsored by Senator William Armstrong (R-CO), and S. 1167, sponsored
by Senator David Durenberger (R-MN), legislation which would recognize the
contributions of volunteers by allowing volunteers to take the same mileage
deduction as that allowed businessmen or setting the mileage deduction for
volunteers at the rate allowed government employees as reimbursement when
they use thetir vehicles for govermment business. We supported similar
Tegislation in the last two sessions of Congress. We are here today to
reaffirm our support of this legislation because it reflects the Associ-
ation's belfef 1n the importance of volunteer work and acknowledges the
rising costs incurred by volunteers 1n providing their services. I also am
submitting for the record letters from two other major voluntary organiza-
tions, Independent Sactor and the United Way of America, in support of the

Association's statement.

Junior League Volunteers
The Association of Junior Leagues is an international voluntary organi-

zation with 243 member Leagues in the United States, representing approxi-
mately 148,000 1ndividual members. Junior Leagues promote the solution of
community problems through voluntary citizen involvement and train their

menbers to be effective voluntayy participants in their communities. Every
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active Junior League member must make a conmitment to a volunteer position.
In addition, Junior Leagues develop projects and raise funds for community -
programs. DOuring 1981-82, Junior Leagues sponsored 1,740 projects in their
comunities and netted more than $14 milifon from various benefits and on-

going money raisers such as thrift shops, cookbooks, auctions, and sponsor-

ship of cultural and sporting events.

The money raised by these Junior League fundraisers 1s used to support
projects in the comunity such as services to children aﬁd their families,
adolescents, the aged and populations experiencing special problems, e.g.,
drug abusers, alcoholics and battered women, as well as programs concerned
with the arts, urban conservation and the protection of the environment.

These programs are made possible by Junior League volunteers who often drive

Tong distances to their volunteer jobs.

In Yarger metropolitan areas, it is not uncommon for a Junior League
member to make a 50-mile round trip to her volunteer assignment. However,
Juntor Leagues, 11ke many other volunteer organizations, are finding that
their menmbers are increasingly reluctant to make firm commitments to regular
volunteer placements which are many miles from their homes. High gasoline
" costs and the refusal of the Internal Revenue Service to allow volunteers an
adequate deduction for mileage costs in computing their federal income taxes
Jeopardize the quality and, in some cases, the very existence of many vital
programs. Faced with the high cost of dri-ving, 8 volunteer may cut her
fnvolvement with a program from once or twice & week t§ once every two weeks
or even once a month. This could harm programs such as Meals on Wheels or
tutoring programs which require brief Sut frequent time commitments.
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In fact, the difficulty in recruiting and keeping volunteers for the
Meals on Wheels programs served as the catalyst for passage of Colorado's
volunteer mileage deduction legislation. When the Junior League of Denver
sought a sponsor for the Tegislation in 198], 1t turned to State Representa-
tive Eunice Fine, a Republican from Greeley, Colorado, whose blind mother
receives deliveries from Meals on Wheels. At that time, the Meals on Wheels
program in Greeley was having difficulty recruiting volunteers because of
the cost of driving and the 1ow mileage deduction allowed volunteers.
Representative Fine could not travel to Denver to attend sessions of the
logishpurc unless her mother, who 1ives alone in Greeley, received her
meals. Knowing firsthand the importance of the volunteer mileage deduction,
Representative Fine agreed to sponsor the legislation. The decline in the
number of drivers for Meals on Wheels also was a factor in the decision of
the Volunteer Bureau of Des Moines, assisted by the Junior League of Des
Moines, to launch its successfu) campaign for passage of state volunteer
mileage deduction legislation 1n 1981, Junfor Leagues in Arkansas, North
Carolina and Maryland also supported the passage of volunteer mileage legis-
latfon fn their states. The Junior League of Portland, Oregon, and the
National Council of Jewish Women organized support for volunteer mileage
deduction legislation in Oregon, but the bi11 was not reported out of

cormittee.

Volunteers Should Receive Equal Consideration

The mileage deduction allowed volunteers is based on what the Internal.
Revenue Service considers out-of-pocket expenses, i.e., gasoline and oil.
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The mileage deduction allowed businessmen and the reimbursement rate granted
government employees, however, are based on the computation of the average
costs of depreciation, maintenance, repairs, tires, gasoline and its related
taxes, motor oil, insurance and registration fees. Currently, businessmen
are allowed a deduction of 20 cents per mile, and government employees are
a1lowed reimbursement at the rate of 20.5 cents per mfle. Volunteers,

however, are only allowed to deduct nine cents per mile.

We believe that the volunteer mileage deduction should be computed on
the same basis as that used for computing the deduction allowed businessmen
or the reimbursement rate granted government employees. However, the Depart-
ment of the Treasury refuses to do this because 1t considers volunteers'
automobiles primarily personai'vahiclcs and refuses to allow consideration of
a proportionate share of general maintenance, general repairs, depreciation
or fixed costs, such as insurance or registration fees, in computing the
volunteer mileage deduction. Yet, we want to emphasize that gasoline and of1

costs alone are not the sole cost of driving...even for the volunteer who

already has a car.

The federal government's refusal to allow volunteers the same nileage
deduction as that granted businessmen not only is & failure to focus on the
actual costs of operating a car such as wear and tear on the tires, engine
and exhaust system; it also indicates that the government does not consider
the services of volunteers to be of equal value to society a&s those provided
by paid employees. Furthermore, we believe the government's refusal to grant
volunteers the same mileage deduction as that allowed businessmen {s totally



188

inconsistent with the Administration's stated policy of encouraging

voluntari sm.

Some justify the IRS position by pointing out that government officials
and bt{sinesmn pay taxes on the salaries they earn while using their cars.
Howev?r. volunteers make an equally important contribution to society: they
prdviQo their time without pay to those persons and institutions most in
need. Discouraging volunteer work with such policies as refusing to increase
the volunteer mileage deduction will only lead to increased costs for the
public sector 1f it 1s forced to assume services now provided by unpaid
volunteers. It is especially important at this time of massive cutbacks in
federal funding for social services, the arts and education that volunteers be

encouraged, not discouraged, to provide their valuable services.

It 1s true that increasing the volunteer mileage deduction would take
away some revenue from the federal budget. The Association's response to this
argument 1s that the cost of the volunteer mileage deduction is far outweighed
by the value of the contributed time. Last year, for instance, the members of
the Junior League of Minneapolis contributed 203,000 volunteer hours. At the
minimum wage, this contribution was worth $682,500--certainly a great deal
more than the amount of tax revenues that would be lost because of the

volunteer mfleage deduction.

'y_i_gh Costs of Operating & Car
Although the price of gasoline has dropped in recent months, the rate

set for the volunteer mileage deduction by the IRS is stil1 lower than the
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estimates of operating costs provided by the American Automobile Association
(AAA), The AAA estimates the operating costs to be 25.9 cents per mile for
a six-cylinder standard car which is driven 15,000 or more miles per year,
The cost per mile risestif the car is driven less--as many cars are. For
example, the cost per mile for the same car would be 34.5 ccnts.per mile 1f

it 1s driven 10,000 niles a year.

Use of Automobile
We also question the government assumption that all cars used for

business or government purposes are solely business vehicles. Persons with

part-time jobs may have purchased their cars well before becoming employed,

yet all their business driving is calculated at the higher mileage deduction
rate allowed businessmen or the reimbursement rate allowed government

employees.

Furthermore, the Internal Revenue Service's policy regarding the
volunteer mileage deduction discriminates against the volunteer who 1s not
enployed outside the home--housewives or retired pefsons of both sexes.
Elderly persons on fixed incomes are especially adversely affected by the
nine cent volunteer nileage deduction. The director of the Colorado 0ffice
of Voluntarism, which operates under the aegis of the iovernor‘s office,
reports that the activities most directly affected by the refusal of the IRS
to raise the volunteer mileage deduction are the Senfor Volunteer, Foster
Grandparent and Senfor Companion programs. Many of the participants in
these programs are eager to volunteer, giving of their time to assist others
provides them with a sense of accomplishment and a meaningful way of using
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their empty hours. However, the low mileage deduction often makes 1t
impossible for them to accorrodate volunteering into their 1inited budgets.
We know, from the Association's experience with VYolunteers Intervening for
Equity (VIE), a national project that organized and trained older volunteers
for cormunity service, that retired persons make effective, caring volun-

teers. In turn, volunteering gives them a sense of accomplishment and being

needed by their communities.

The experience {n Colorado with the volunteer milgage deduction also
highlights thé need for the deduction among all volunteer groups. Colorado's
Tegislation i restricted to thos§ volunteering in health, nutrition or
medical endeavors. These volunteers are allowed to deduct an additional 11
. cents per nile from thefr Cblorado state income tax. The Office of Volunteers
1n Colorado reports that the volunteer campground groups, which act as hosts
at the state parks, are having difficulty in recruiting volunteers. Prospec-
tive volunteers for the campground programs hesitate to pledge their time
because of the high cost of traveling long distances coupled with the fact
that the state mileage d;duction 1s-not available to them.

The Junior League of Denver also cites an adverse effect on volunteers in
educatfon. Ther; has been a drop 1n school volunteers, especially in low=
1ncome areas and in urban areas such as Denver where mothers must drive across
town to reach their children's schools. Today's high cost of 1{ving makes 1t
necessary for many parents of young children to 1ive on very tight budgets
which allow 11ttle room for the costs of volunteering. It {s important to
recognize that there are additional expenses unrelated to driving connected
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with volunteering, such as child care, meals and telephone calls. The
cumulative effect of these costs serves as a disincentive to voluntarism.
This could be partially modified by the legislation being considered here

today.

Last year, when we appeared before this comnittee, we cited a question
posed by the Junior League of Eugene, Oregon, at a meeting of Junfor Leagues
in the northwest. We think that statement 1s still relevant:

Will...voluntarism become a luxury that many of our
nmenmbers can no longer afford? Even as we sit here today
we are confronted with the fact that our hours of labor
donated to our cormunities are not evaluated on the same
plane as the hours of labor put fn by the businessman or
businesswoman., While we altruistically give of our time
the businessperson's time yields monetary gains. Mileage
incurred on our “"Job" may be deducted at 9 cents per nile
while the businessperson deducts 20 cents per mile. Child
care comes straight from the pocket of the volunteer with
young children while the businesswoman takes a tax credit
for child care expenses incurred during her work day...

The Association of Junior Leagues is committed to ensuring that
voluntarism does not become a luxury for its members or any other member of
our society. We believe our society would be gravely impaired by a loss of
the sense of caring and serving that voluntarism encompasses. We urge this
subcommittee to help the spirit of voluntarism flourish by recommending
passage of legislation to make the volunteer mileage deduction equal to
that granted a bustnessman or the reimbursement rate set for govermment
employees who use their own cars on government business. We strongly
believe that 1t is unfair for the federal government to place fncreasing
demands on volunteers without providing recognition and support for their
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work. An adjustment in the volunteer mileage deduction 1s long overdue.
We urge this subcormittee to take the leadership on this {ssue by reporting

out the volunteer mileage legislation.

Thank you for this opportunity to appear before you today.

Sandra Crawford
Chatrman, Public Policy Comittee
The Association of Junior Leagues, Inc. .

Ms. CrawrorDp. The Association of Junior League is an interna-
tional women'’s voluntary organization with 148,000 members and
248 leagues in the United States. Every active member of a Junior
League must make a commitment to a volunteer position. In addi-
tion, Junior Leagues develop projects and raise funds for communi-
ty programs. During 1981-82, Junior Leagues sponsored 1,740 proj-
ects in their communities and netted more than $14 million from
various fund raisers. The monies raised by these Junior League
fundraisers is used to support projects in the community, such as
services to children and their families, the aged, drug abusers, and
battered women, as well as programs concerned with the arts, con-
servation, and protection of the environment. These programs are
made possible by Junior League volunteers who often drive long
distances to their volunteer jobs. In fact, in large metropolitan
areas, it is not uncommon for a Junior League member to make a
round trip of 50 miles in order to fet to her volunteer assignment.
In my own league, which covers eight counties surrounding Phila-
delphia, some of our members travel in excess of 76 miles round
trip. However, many Junior League members, including the Junior
League of Philadelphia members, and other volunteers, are becom-
ing reluctant to make firm commitments to regular volunteer
placements which are many miles from their homes. High gasoline
cost and the refusal of the Internal Revenue Service to allow volun-
teers an adequate deduction for mileage costs in computing their
Federal income taxes jeopardizes the quality and, in some cases,
the very existence of many vital programs. The volunteers’ re-
sponse to this high cost of driving may be the cut from once to
twice weekly involvement to maybe only once every 2 weeks or
even once a month. This could especially harm programs such as

eals on Wheels or tutoring programs which require brief but fre-
quent time commitment.

In fact, the difficulty of recruiting and keeping volunteers for the
Meals on Wheels program served as a catalyst for passage of Colo-
rado’s volunteer mileage deduction legislation. The Junior League
of Denver turned to their State representative, Eunice Fine, a
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publican from Greeley, Colo., who has a blind mother, who lives
alone. This mother receives deliveries from Wheels on Meals.
When Meals on Wheels had difficulty recruiting volunteers be-
cause of the cost of driving and the low mileage deduction allowed
volunteers, the mother’s deliveries were in geopardy. Representa-
tive Fine could not travel to Denver to attend sessions of the legis-
lature unless her mother received these meals. As a result, Repre-
Sentative Fine sponsored legislation for State volunteer mileage de-
uction.

Junior Leagues in Iowa, Arkansas, North Carolina, Maryland,
and Oregon have also supported the passage of volunteer mileage
deductions in their own States.

Volunteer mileage deductions are based on out-of-pocket ex-
penses—gas and oil—while those for businessmen and Government
workers are based on all the costs involved. Volunteer mileage de-
duction is only 9 cents a mile while that for businessmen is 20
cents and for Government workers, 20.5 cents. The Federal Govern-
ment’s refusal to allow volunteers the same mileage deduction as
that franted businessmen not only is a failure to focus on the
actual cost of operating a car, it also indicates that the Govern-
ment does not consider the service of volunteers to be of equal
value to society as those provided by paid employees.

The Association of Junior Leagues is committed to insuring that
volunteerism does not become a luxury for its members or any of
the other 84 million volunteers who give their time valued at $64.5
billion each year. We believe our society would be greatly impaired
by a loss of the sense of caring and serving that volunteerism en-
compasses. We urge the subcommittee to help the spirit of volun-
teerism flourish, recommending passage of legislation to make a
volunteer mileage deduction equal to that granted a businessman
or the reimbursement rate set for Government employees. We
strongly believe that it is unfair for the Federal Government to
place increasing demands on volunteers without providing recogni-
tion and au{‘?ort for their work. We urge this subcommittee to take
the leaders 'l'ﬁ on this issue by reporting out the volunteer mileage
legislation. Thank you very much for the opportuni‘tg to be here.

Senator ARMSTRONG. Well thank you very much. We appreciate
your statement. Mr. Miller?

STATEMENT OF JOSEPH E. MILLER, JR,, ASSISTANT DIRECTOR,
NATIONAL LEGISLATIVE COMMISSION, THE AMERICAN LEGION

Mr. MiLLER. I am Joseph E. Miller, Mr. Chairman, the assistant
~ director of the National Legislative Commission of the American

Legion. With your permission, I would like to summarize and para-
g}l‘xrase my comments, and have the entire statement included for

e record.

Senator ARMSTRONG. Yes, we would like to put the entire state-
ment in the record, and we are glad to have your additional com-

ments,
[The prepared statement of Joseph E. Miller, Jr., follows:]
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Statement of

Fhe Admerican Qeyz’an

1608 K STREET, N. W.
WABHINQGTON, D, C. 20008

JOSEPH E. MILLER, JR., ASSISTANT DIRECTOR
NATIONAL LEGISLATIVE COMMISSION
THE AMERICAN LEGION

before the

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

on

INCREASES IN VOLUNTEER MILEAGE TAX DEDUCTION

AUGUST 1, 1983
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STATEMENT OF JOSEPH E. MILLER, JR., ASSISTANT DIRECTOR
NATIONAL LEGISLATIVE COMMISSION
THE AMERICAN LEGION
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

AUGUST 1, 1983

Mr. Chairman and Members of the Subcommittee on Taxation and
Debt Management, The American Legion is pleased to appear before
you today to present its views in gupport of 8. 1167 and 8. 1579,
proposed legislation that would amend the Internal Revenue Code
of 1954 to increase the volunteer mileage deduction to the same
level enjoyed by persons engaged in using privately owned vehicles
(POV) for business and government activities. The American Legion,
perhaps the nation's largest volunteer organization, strongly en-
courages the enactment of the proposals of Senator Durenberger and
Senator Armstrong to correct an inequity in the treatment of volun-
teers who use their POV's for volunteer related activities.

8ince the birth of our organization on March 17, 1919, The
American Legion has been actively involved in this country's vol-
unteer efforts. 1In fact, one of the primary goals of our initial
maetiﬁq was to create, "a fraternity dedicated to the equitable
treatment of all veterans, particularly the disabled, their widows
and orphans”. 8ix months later, meeting in 8t. Louis, The American
Legion finalized its preamble which concluded with the mission "to

consecrate and sanctify our comradeship by our devotion to mutual

helpfulness” (emphasis added).
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Since those early days, The American Legion has expanded its
volunteer activities to include athletic events (like Special Olym-
pics), scholarship funds, blood donor progfams and a multitude of
community based volunteer activities too numerous to cite here. To
illustrate our involvement, we would like to ask that several docu-
ments which explain Legion programs and activities be included for
the record. In addition, we would like to submit for the record a
copy of the 1982 Consolidated Posts Report indicating the degree of
involvement of American Legion Posts in volunteer programs and acti-
vities at the community level. Today, there are 58 Departments and
more than 16,000 American Legion Posts in this country and oveiseas.
In addition, there are nearly 12,000 American Legion Auxiliary Units
worldwide. Together, the Legion and its Auxiliary represent more
than 3.6 million members who serve their communities and fellow
Americans without pay. Our membership looks to the federal govern-
ment tc recognize their contributions and services and for equita-
ble treatment. National Volunteer Week is but one way the govern-
ment has recognized the achievement of volunteers, Many of our
members also depend on the volunteer mileage tax deduction to de-
fray a portion of the cost of providing their services to charita-
ble activities.

The deduction volunteers take for miles driven is not compen-
sation. Rather, it is to help offset the expense of operating an
automibile which is being used to conduct volunteer activities,
More importantly, however, it -is the individuals who are helped
by the Legion’s, as well as other volunteer organizatién proarams

who are the real beneficiaries of the volunteer mileage tax deductions
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for without an adequate reimbursement, the programs aiding Americans

in need might be qreatly curtailed.
Presently, an inequity eyists that threatens to deny bene- .

ficiaries those services that they desperately need. To illug-
trate the burden facing the volunteer driver today we would like
to submit copies of two letters received by the Legion's Legisla-~
tive Division. The inequity that we are referring to is between
the allowable mileage rate tax deduction which can be taken by
persons driving for business and the deduction which can be taken
by those persons who use their automobiles to conduct charitable
activities. Mr. Chairman, the correction of this inequity is long
overdus, Given the state of the economy and the ever increasing
reliance on volunteers to conduct programs once supported by fed-
eral revenues, the perpetuation of a dual reimbursement rate can
no longer be supported by arguments of cost to Federal Treasury,
enforceability or that the current mileage rate is adequate to
cover the incremental costs directly attributable to the render-
ing of charitable services.

In April of 1982 this Subcommittee was presented with a table
showing the anticipated revenue loss from a bill, S. 473, that like
S. 1167, was introduced by Senator Durenberger. The Treasury esti-
mated that the loss in federal revenues for FY 82 at $7 million;
for FY 83 at $55 million; for FY 84 at $102 million; for FY 85 at
$115 million; for FY 86 at $135 million and for FY 87 at $159 mil-
lion., A total of $573 million in lost revenues from FY 82 through
FY 87. Please notice that the anticipated loss from FY 82 to FY

83 increased by $48 million with a loss increase from FY 83 to FY
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84 of $47 million. But, the loss increase from FY 84 to FY 85 is
only $13 million Jnd for the FY 86, $20 million and FY 87 the loss
increase was projected at $24 million. ’

Clearly, something dramatic would have to be at work in order
to account for these increases which gradually level out in Piscal ~
Years 84 through 87, There are several possiblities for the drama-
tic increases during the early fiscal years as shown by the Treas~
ury's chart. First, there could be a substantial increase in the
use of POV's for charitable purposes. Second, there could be a
substantial increase in the use of POV's for charitable purpoaés
and a corresponding increase in the number of individuals claiming
the charitable mileage deduction. And third, the number of chari=-
table miles driven annually might remain constant and thus the in-
creased allowance will simply reflect the added cost per mile al-
lowed as well as an increased number of people claiming the deduc-
tion, But, even the maximum anticipated revenue loss of $159 mil-
lion during FY 87 would represent an investment of less than two
one~hundredths of one percent of the total federal expenditures for

_cba;‘year, based on current out year projections.

Assuming that the third possibility is representative of what
will actually occur, then we are left with the perplexing problem
of explaining the mammoth increases projected by the Treasury for
FY 83, a rate which is double the projected increases for each of
the remaining out years. Since, even non-itemizers are now permit-
ted to claim a deduction for charitable mileage, the increase can
not be attributed solely to an increase in the number of people

claiming exemptions, unless there is a corresponding i.. rease in
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the number of miles driven on behalf of charitable activities., If
there is a corresponding increase in the number of miles driven on
behalf of éﬁaritable activities then S. 1167 and 8., 1579 will have
been successful in increasing the level of private sector volunteer
participation which, in turn, will further decrease the demand for
federal revenues. More importantly, however, is the added support
to America's communities and citizens in need that the enactment

of S. 1167 and 8. 1579 will help to bring forth.

Another argument that has been advanced in opposition to the
increase in the volunteer mileage deduction is that "of the diffi-
culty in identifying and quantifying the amount of indirect costs
in operating POV's for charitable purposes that are properly at-
tributable to the charitable endeavors". The problem with this
argument, as we see it, is that it assumes a difficulty that would
not, in fact, be present since the volunteer mileage rate deduc-
tion would be tied to the business / federal employee mileage de-
duction rate. Further, the terms identification and quantifica-
tion imply some sort of rule making requirement on the part of the
Treasury that would be difficult to develop. Yet, no such regula-
tions would be necessary. Indeed, S. 1167 and S. 1579 will simplify
the regulatory burden of the Treasury Department because there will
be one rate and one formula to determine that rate. Likewise, ar-
guments regarding "enforceability" are groundless unless it can be
shown that volunteers are somewhat less honest than persons taking
business related deductions for private automobile use. We doubt
that such is the case since a 1981 survey by the Gallup Organiza-

tion indicates that approximately 84 million Americans, 52 percent
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of the adult population, typically donate some part of their time
as volunteers.

Moreover, arguments which argue current law, as opposed to
arguments which examine the merits of the proposed change, are
not really arguments but rather statements in support of the main-
tenance of the status quo. But, the status quo is currently send-
ing the wrong message to volunteers. The curreht mileage deduction
differential between business/government and volunteers is telling
the men and women who support community based volunteer programs
that their services are not as valuable as the services of busi-
ness and government employees. Yet, the Gallup study referred to
earlier revealed that the estimated value of goods and services
attributable to non-profit organizations during 1981 was nearly
$64 billion. In 1980 another survey, by a different organization,
estimated the value of non-profit services and products at $45
billion. The magnitude of this increase, $20 billion in one year
brings the contribution of the non-profit community into proper
focus. Volunteers and volunteer organizations have not been con-
tent with maintaining the status quo, indeed, they are actively
seeking to increase their commitments to America's needy. But
they need help.

Clearly, Mr. Chairman, non-profit organizations through the
use of volunteers, including the Legion, have responded to the
Pregident's call for increased assistance to Americans in need
from the private sector.

But, Mr. Chairman, lets look for a moment at the maintenance

of the status quo. In 1957, the year prior to the institution of
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the volunteer mileage tax deduction, the average cost of a gallon
of gasoline in the United States was $.309, and the allowable tax
deduction was $.07 per mile. During 1983 the average cost of a
gallon of gasoline has been $1.27 and the allowable tax deductidn
is $.09 per mile.

Looking at these figures in another way, we see that during
the last 25 years the allowable deduction for charitable POV use
has'increaaed by 28.6 percent. While, during the same period,
motor fuel has increased by 241 percent. Likewise, in 1957, the
allowable deduction represented 22,7 percent of the cost of a gal-
lon of gasoline but by 1983 the allowable deduction represented
only 7 percent of the cost of a gallon of gasoline. For today's
driver to maintain parity with the volunteer driver of 1958, in
terms of percentage of cost, he would need an allowable deduction
of $.28 a mile.

But, Mr. ‘Chairman, the volunteer community is not asking that
the volunteer mileage deduction be raised to $.28 a mile. Instead,
the‘volunteer community is only asking for parity with persons who,
today, use their automobiles for government and commercial purposes.

We believe that this is not only a fair request, but a responsibie

request as well.
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Mr. MiLLER. In addition, Mr. Chairman, I have two letters which
were received by the Legion’s legislative division last year regard-
ing the volunteer mileage proposals, and which highlight concern
of our people in the field. I would also like to introduce for the
record a couple of documents which indicate the degree of involve-
ment of the American Legion in volunteer programs and activities,
and a copy of the 1982 consolidated post report, which details the
level of that activity, with your permission.

Senator ARMSTRONG. Yes. We would like to have that in the

record also.
[The above two letters and the documents follows:]
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Mr. Phil Riggin _ Merch 28, 1932 Jr
!‘608 K St. No-l'lo ' |
Washington, D. C. 2006 J . ‘.:: -, .,,r ::;/, ,2, ,\ |
Dear Phil: g N7

Jim Bourie said you had requested that I should aee it I could cbme up
with some 1daaa of changes in the tax laws that might get more Voiunteore.

The State of Ia. and Mills Co. in Ia. pays their help (1like the Public. Health
Nurses) 22 cents a mile for using their own car, and the Government only °
allows 9 cents & mile for Volunteers, I think the Volunteers should be allowed
the esame amount for mileage as the paid employees, This to be in a tax credit
and the Volunteer Hours verified. At the end of the year the Chief of Staff
for the VAVS or the Activities Director at the State Schools could give the
person a letter stating they had given 20 many hours and driven so many miles

to do their Volunteer work,

Mrs. Charlotte Lee, Box 214, Emerson, Ia., 51533 drives 3 members of the
American Legion Auxiliary from Malvern to the VAMC in Omaha, Ne. on the first
Moanday of the Month, which is approximately 102 miles (round trip), them

each Tuesday she takes myself to the Glenwood State Hospital School, which
makes her trip 40 miles round trip. Then she serves on & Human Resource
Committee at the State School which meets once a week. To her the 22 cents

a mile would mean quite a lot. A tax ecredit of 1500 dollars limit.

Harley Cooper, an employee at the State School suggested that a tax credit
of 85 per 100 hours of Volunteer time be given to the Volunteers up to 5100.
This would be verified by the letter from the VAVS or State Schools.

It the Government would issge food stamps to persons over 55 (if they were
Volunteering and meeting the other requirements for the program and needed
them) with out registering with the Job Service, Especially, where there

is no public transportation and you have to pay someone $10 per trip and

go three times to be eligible for food stamps.for 6.aonths. You also have
to go 16 different places to see about work aad then drive approximately

30 to 90 miles round trip when there is a Job Service Office within 20 miles
round trip. Then the Job Service spends money to verify the fact that you
have been at that place looking for work, This is done by telephone.

A8 an exanmple, my income is below proverty and with ano transportation of
my own and no public transportation to get someplace else to Look for a Jjob,
but do have a ride to Volunteer work and I can't gnt food stamps.

Do you know what the deal is with the Government trying to take away the
Veteran Organization's Non-Profit Status because of them having paid Lobby=-
ist? And is there anyway, by writing the Legislators that I can help keep

the Non-Profit Statms,

Sorry, I haven't back to you soomer, but, thougnt I might get some more
idea.

If there is anyway I can help let me know,

Sincerely,
American Legion PUFL 8264 Mrs., Sylvia J. Klonis
1982 card Number IA,2-PUFL-0039 Box 37
Post 520 Unit 520
American Legion Auxiliary Card No. B460452 Malve &n, Io.;j:s‘/

Member of Ia. Azerfcan Legion & Natl. Press Assoce,
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lNﬁR!CAN LEGION POSTS - 1982 CONSOLIDATED REPORTS NATIONAL SUWRX_,

10900l 1@

Genera)
Mesbership current year (as of 1,548,014 1,530,317 1,602,593
reporting date)
Membership past year (final) 1,556,020 1,541,064 1,626,63)
New pambers initiated 40,478 40,806 7,
Net asiats $526,197,915  $497,682,675  3629,773,083
IRS Form 990 filed 4,099 3,780 3,978
Post home owned debt free 3,482 3,354 3,589
Post home owned with dedt 1,182 1,001 1,020
Post home rented 416 514 $34
Mo cost for Post homs 738 848 %
Other arran t for Post home or 97 338 385
meeting place
Repapilitaticn
Rehabilitation cases handled 388,101 286,398 47,768
Powers of attorney jyrantad 87,097 $0.211 63,832
Cash afd given veterans $774 648 $685.248 $848,118
YAVS hours donated 904,996 888,540 1,018,754
Postswith Yeterans Affairs and 1,384 1,389 1,462
Rehadbil{tation Committee
Postswith Service Officer 5,32 §,328 5,887
Operation Post Home (new 80-8) category) - 2,13 2,32
Magiona] Secyrity
Pints of dlood given 13,207 108,692 112,509
Legion blood donors 62,672 $8,758 59,918
C medals jiven 3,972 3,588 3,801
Posts with crime resistance program 47 788 N
Pasts working with Red Cross in . . 1,028
disaster relief (new 81-82 category)
Bublic Relations
Posts with Public Relations Chairman 3,480 3,539 3,812
Postswith regular paper or bulletin 2,808 2,178 2,910
Communications by cable talevision 84 358 e
Communications by radio 1,583 1,851 2,080
Communications by televisien 14} 176
Comsunications by press (new 80-81 cat.) - 3,588 4,035
.Uniformed Groups
Posts sponsoring cotor guard 3,400 3,508 .1
Pogts sponsoring Hriqus:ud 3,080 3,28 3,480
Posts sponsoring drum and bugle corps 178 174 180
Posts sponsoring band 161 ;;g .!165:

Posts sponsoring drill team
Posts sponsoring other uniformed growps 0 29 269
Cost of uniformed groups $1,380,911 $1,646,3978 $1,505,759

Ecooqmic
Pasts with vetarans employment 1,160 1,138 1,162
program
Vetarans assistad with finding jobs 28,422 33,785 26,874
or training
Americaniss
2
Boys $ponso 16,034 15,618 16,979
Posts “niei“t‘ﬂ’ in Boy‘ State 5.0“ 4,987 5,3%
Cost of sending boys $1,428,238 $1,510,459 $1,762,506
gﬁgpl}
Amrican Legion Basedall teams 2,002 2,037 2,127

sponsored
Other athletic taams sponsored »236

2 2,321
Cast of al) athletic tesms $4N1.082 85,261,977 $5,984,372
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BRIEF HISTORY OF THE
AMERICAN LEGION

CHAPTER 1

Foreword

HATBVER BLSB war is—and it has been described in every way, from

one slightly profane word to countless pages of histories and novels—
it is a unique and memory-stirring experience for those who were most
intimately involved as merabers of the armed forces. From the shared ex-
periences and the quickened feeling of kinship have sprung many organi-
zations of ex-scrvicemen.

While George Washington's army was still in the field, officers of the
Continental Army formed the nation's first veterans’ association—the Society
of the Cincinnati. .

Today there is no accurate record of the total number of veterans’ organi-
zations, but among them all, none has grown so large or has exercised such
wide influence as has The American Legion. None is so intimately identified
with the word “veteran.” Since its origin in 1919 this largest of all veterans’
organizations has become as integral and accepted a part of the American
scene as hot dogs, baseball, and Presidential elections. '

How did The American Legion achieve such a meteoric rise? With
pictures and words, the following pages will trace the story of this giant
of veterans’ organizations from its conception on a foreign soil.

I. Cradle Days

HB AMERICAN LEGION was born at a caucus of the first American Ex-

peditionary Force, March 15-17, 1919, in Paris, France. This caucus was
the result of a proposal previously offered by Lt. Col. Theodore Roosevelt,’
Jr, to a group of representatives of A. E. F. divisions and service units.
Roosevelt assisted in planning the Paris caucus, March 15-17, 1919, and
called to order the subsequent caucus in the United States, May 8-10, 1919,
in St. Louis, Missouri. His outstanding service during these vital periods of
organization won for him the affectionate title “Father of The American —
Legion.”

As the weary, homesick delegates assembled for the Paris caucus, they
brought with them the raw materials with which to build an association of
veterans whose primaty devotion was to God and Country. In the minds
of those men of the A. L. F. were a number of lofty ideals, uppermost
among which were:

14
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1. Creation of a fraternity based upon firm
comradeship, botn of war service, and
dedicated to equitable treatment for all
veterans, particularly the disabled, their
widows, and their orphans;

2. Nationa) security for America, including

AL, a universal military training program for
s the prevention of future world con-

flicts;
SRR 3. Promotion of patriotism and the com-
] ' f 4',", bating of materialistic and totalitarian
}iq;f,{éﬁ' wz?’é ;:::; W ideologies which recognize ncither the
— al honor nor the dignity of the individual,

: "
i’f:”:.::l; Ll::;f;,"' obl ‘,Z:g: It was at this Paris caucus that The A'm.eri~
to Theodore Roosevels, Jr, a0 Legion received its name. The distinc.
who not only contributed a tion of naming the new organization went to
large porsion of the initimive Maurice K. Gordon, then a major in the 36th
which resulted in the Paris Division and later a judge in Kentucky. A
Caucus but also served as tem-  controversy had developed concerning the
porary chairman of sthe St. name, and it was Gordon who made the suc-
Louis Caucus. cessful motion to label the infant group The

American Legion.

: . While lofty principles had been expounded at the Paris caucus, it was
decided to leave the definition of permanent policies for a later and more
representative meeting to be held in the United States. An executive com-

g NN

o
c"ﬂndgbu T

PRI

The American Legion was born March 15-17, 1 919, at tbu caucus o[ the First Amer-
écan Bxpeditionary Force in Paris, Prance,
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mitcee of 100 members was named to complete the organization in the
A. B. P, while a sub-committee of 17 seturned to the United States to pro-
mote interest among those who had already returned to the States.

Even though The American Legion was formed overseas, it was realized
that members of the armed services have no choice as to where they serve
—in the United States or overseas. Accordingly, it was decided that mem-
bership in The American Legion should be open to all veterans who had
served honorably in the armed forces in World War 1. (Eligibility require-
ments for membership have since been revised to permit veterans who
served honorably in the armed forces of the United States in World War II,
Korean War and the Vietnam era to join The American Legion.)

St. Louis Caucus

“A representative democracy in a federal republic” was the plan adopted
by the Paris caucus for the formation of The American Legion, Advance
committees of two members from each state met May 6, 1919, in St. Louis,
Missouri, to prepare for a general caucus May 8-10, 1919, there. This St
Louis caucus, attended by some 1,100 delegates, produced the blueprint of
The American Lzgion, approved the principles set forth at the Paris caucus,
adopted a tentative constitution, and created the machinery to provide tor
a permanent organization.

It was at the St. Louis caucus that the now famous Preamble to the
Constitution of The American Legion was put into final form, A short pre-
amble had been written at Paris by a sub-committee consisting of Frank
White, William H. Curtiss, and Redmond C. Stewart., In St. Louis the now
immortal Preamble was conceived by the fertile minds of John C. Greenway
of Arizona, Hamilton Fish of New York, and George N. Davis of Delaware,

Organization work proceeded rapidly after the St. Louis caucus. Tempo-
rary offices were opened in New York City, On September 16, 1919, the
Congress of the United States chartered The American Legion, thus giving
official sanction to the Constitution adopted in St. Louis.

The charter convention of The American Legion me: November 10-12,
1919, in Minneapolis, Minnesota, The rapid pace with which The Ameri-
can Legion was building its organization was evident by the presence of
many delegates atill in the uniforms of the armed forces. The Minneapolis
convention of 1919 approved the acts of the temporary organization and
adopted a permanent structure. The first American Legion National Conven-
tion parade—which was to set the pace for what has become the utmost in
pageantry, color and martial music—was on the first anniversary of Armis-
tice Day, November 11, 1919. Included in the line of march were the 648
delegates representing the infant organization’s membership of 648,000,

A somber note was injected at this first convention with the arrival of
news that four Legionnaires of a newly formed post at Centralia, Washing-
ton, while marching in the Armistice Day parade in their home c¢ity, were
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shot down in cold blood by members of the Industrial Workers of the
World, a radical group incited by propaganda based on class hatred. Thus
did The American Legion receive its first challenge by un-American elements,
some of which to this day classify the Legion as their greatest enemy,

Franklin D'Olier of Pennsylvania became the first National Commander,
and Lemuel Bolles of Washington, the first National Adjutant, D'Olier later
became president of the Prudential Insurance Company, and performed sev-
eral non-salaried tasks for his country during World War II.

Representatives of five cities—Detroit, Indianapolis, Kansas City, Min-
neapolis, and Washington, D. C.—vied to gain the new organization's
permanent national headquarters. Indianapolis won, and the national head.
quarters of The American Legion were moved in late 1919 from their tem-
porary location in New York City to the Hoosier capital.

II. Veterans Affairs and Rebabilitation

HE FOUNDERS OF The American Legion, when they met ac the St. Louis

caucus, recognized that a major concern of the organization would be
the plight of the disabled veteran. The extent of the concern for these men
is evident in the final phrase of the Preamble, “to consecrate and sanctify
our comradeship by our devotion to mutual helpfulness.”

The D'Olier administration completed otganization of the National Serv-
ice Bureau, which worked with state service bureaus and service officers of
individual posts to assist veterans with problems of war risk insurance
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Tbhe organizasion of The American Lagion was tomplclcd May 8-10, 1919, as 1his
Continental Caucus in St, Louis, Missouri. Three delegates drafsed she Constitution

and By-Laws, and bere she Preamble was written.
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compensation for disabilities, hospital treatment, and vocational training.
The American Legion received financial assistance in this phase of the pro-

gram from the American Red Cross.

Immediately after the close of the 1920 convention in Cleveland, Ohio,
National Coramander Frederick W. Galbraith, Jr., called a conference in
Washington, D. C,, to consider the plight of disabled veterans resulting
from an unwieldy mass of laws and regulations administered by several dif-
ferent government bureaus, Out of that conference came The American
Legion's request for a Presidential committee to investigate existing con-
ditions. As a result, the Dawes Committee, which included representatives
of The American Legion, was appointed. The Dawes Committee report,
accompanicd by White House recommendations, brought about Congres-
sional action consolidating most of the activities dealing with World War
I veterans into a new independent agency—The United States Veterans
Bureau (now the Veterans Administration).

The Vcterans Bureau continued under careful study by The American
Legion during the next two years, and many reforms were suggested by
Legion leadership and put into effect, eliminating abuses thac deprived
veterans of hospital treatment and other rights authorized by Congress. It
was in the same period that The American Legion improved its own pro-
cedures of handling veterans’ matters by organizing the National Rehabili-
tation Committee to promote better administration of this important and
highly complex activity. The National Rehabilitation Committee later be-
came the National Rehabilitation Commission and, as the result of action
taken by the 1970 National Convention, it was renamed the National Vet-
erans Affaits and Rehabilitation Commission,

Justice for the disabled veteran was now The American Legion's fight
in earnest. In 1923 the San Francisco Convention drafted 91 constructive
recommendations for liberalization of laws and regulations governing vet-
erans’ benefits, Before the next National Convention was to gather, Con-
gress had enacted the World War Veterans Act of 1924, which included
many of The American Legion's proposals and extended the presumption
of service connection for certain classes of disability.

Throughout the remainder of the 1920's and early into the 1930's, The
American Legion continued to register legislative achievements necessary
for the care and rehabilitation of disabled veterans,

Veterans Administration Established

On July 21, 1930, the Veterans Bureau and other agencies administering
veterans' benefits were consolidated in the Veterans Administration, a new
independent agency which thereafter handled most veteran benefic programs.

The American Legion’s cause in behalf of disabled veterans’ benefits faced
one of its greatest challenges during the depression of the early 1930's. In

+
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Delegates to she First National Convension, November 10-12, 1919, a¢ Minnsapo
Minnesota, paraded in a snowstorm on the first anniversary of the Armistice, Novem!
11,

1933 the new national administration passed what has since been knov
as the infamous Economy Act, which wiped out a wide range of prograi.
and benefits which had been won for disabled veterans by patient effc
since the end of World War I.- ’

3

However, The American Legion rallied to the crisis in veterans' affaii
The National Rehabilitation Committee at the convention in Chicago tl.
same year put forth the famous Four-Point Program. This was, briefly, tha,

1. No veteran disabled in line of duty suffer any reductions in bencfi
granted under legislation in effect prior to March 19, 1933;

2. Federal hospitalization be afforded veterans not dishonorably di:
charged, requiring such care, and unable to pay reasonably for trea:
ment;

3. Participation of service connection for all veterans properly grante.
such service connection under law in existence prior to March 20
1933, be continued;

4.- Benefits provided for dependents in the World War Vetcrans Act b
restored and the thought established that in no event should widow:
and orphans of deceased World War veterans be without governmen:
protection. :
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The American Legion's unceasing fight in behalf of disabled veterans
was rewarded March 28, 1934, when Congress enacted Public Law 141, car-
rying out in full the recommendations of the first three provisions of the
Pour-Point Program. Although this bill met with a Presideatial veto, Con-
gress overrode the veto. Thus, The American Legion recorded an outstand-
ing accomplishment in the restoration of the major part of the benefits
taken from disabled World War veterans by the Economy Act.

From this significanc milestone, The American Legion has worked suc-
cessfully for the passage of further legislation, liberalizing benefits for dis-
abled veterans and bringing about the fourth provision of the Four-Point
Program concerning protection of widows and orphans,

Since that major victory in 1934, the Legion has repeatedly mustered its
resources to meet effectively subsequent challenges to reduce the role of the
Veterans Administration in its essential mission of providing for our sick
and disabled veterans. The increasing demand for VA hospital and medical
services resulting from the returning wounded and disabled from Vietnam
not only justified the Legion's earlier position in this matter but also
strengthened its incensified endeavors for adequate Congressional appropria-
tions to meet some of the needs of the newest generation of disabled war

veterans.

III. Children and Youth
LOSELY ALLIED with its concern for the disabled veteran is The American
Legion's intetest in the welfate of the children of deceased and disabled -
veterans. There is no definite time nor place which can be described as the
beginning of The American Legion’s Children and Youth Program (formerly
known as Child Welfare Program). Like many of the purposes and prin-
ciples set forth :n the Preamble, the child welfare concepts undoubtedly
were first formed on the battlefields of France during World War 1, where
shared dangers and hardships created a deep sense of sesponsibility for the
children of fallen comrades. :

The American Legion has two child welfare objectives: first, to assure
care and protection for the children of veterans; second, to improve condi-
tions for al) children, These objectives are expressed in slogan form as “"A
Square Deal for Every Child."

Pigst activities in the field of child welfare by The American Legion
were carried on by Legion rehabilitation workers, who saw as early as:1922
that there was a need for special effort on behalf of these unfortunace
youngsters,

In the mid-20’s American Legion child welfare efforts were centered
about the establishment of Legion-operated institutions known as “billets,”
where children of deceased and disabled veterans were housed and cared for.
However, the experience of only a few years proved the institutional approach
inadequate and unsatisfactory, A new concept of child care gradually emerged,
placing central emphasis on the maintenaace of the family home,
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In 1925 a National Child Welfare Division was established in National
Headquarters at Indianapolis. Within three yeats, the national organization
had completely withdrawn from the institutional field and, in its place, was
furthering a program of direct temporary assistance to needy children in their
own homes.

This forward step by The American Legion, which was considered a
new concept in child care, gave great impetus to the development of pro-
grams by many other organizations, both public and private, for the home
care of children,

In order to finance its child welfare and rehabilitation programs, at
least in part, The American Legion in 1924 launched a campaign to raise a
$5,000,000.00 endowment fund. This goal was reached in little more than
a year. In 1945 the endowment fund was increased to $7,000,000.00, In
addition, the national budget for children and youth received generous con-
tributions annually from the Legion's affiliated organizations—the American
Legion Auxiliary and the Eight and Forty, and, up to 1959, from the Forty

and Eight, .

' Emphasis Shifted to Concern for All Children

After World War II, the National Child Welfare Commission recognized
the need to place added emphasis on sound public programs for all children
in order to fulfill the purpose of guaranteeing care and protection to chil-
dren of veterans. Because of the greatly increased scgment of the nation's
population which now was classified as “veteran” it was evident that the
majority of all children in the United States would be of veteran parentage,

The change in emphasis to encourage and support good public programs
for all children was the major factor in permitting The American Legion
to fulfill its purposes in this area.

The National Child Welfase Commission recognized that many of the
lacger problems of child welfare cannot be met on the basis of direct help

Ons of the major aveas of interest wish-
in The American Logion's Children and
Youth Program is the education of she
bandicapped child, parsicularly the child
who is multiply bandicapped. Posts,
districss, and dspariments are encour-
aged to participase fjointly in programs
with other organizations to mees the
weeds of shese children,

PRLE
4

¥
2yt

134, o
RS A RN
AN ARATA

. "



210

22 HISTORY AND ORGANIZATION

to individual children. For example, immediately after World War 1I, a
major cause of death among school age children was rheumatic fever and
rheumatic heart discase. As a result of the joint interest of the National
Child Welfare and Rchabilitation Commissions, the National Executive
Committee in 1946 appropriated $25,000.00 to the American Heart Asso-
ciation to begin research on this problem. The American Legion Auxiliary
appropriated a like amount, and the $50,000.00 so provided, in a large
measure, launched the present program of the American Heart Association,
As a resule of this organization's research in medical science, we now know
that rheumatic heart disease is an outgrowth of rheumatic fever and that
rheumatic fever can actually be prevented. The research which was financed
by this grant has been an important contribution to the decline in the

rheumatic fever death rate among children,

Similarly, in 1950 The American Legion contributed $25,000.00 to the
National Association for Mental Health, and the progress which has been
made by research financed by this organization indicates that substantial
results are being achieved in this critical area,

In order to avoid possible public misunderstanding of the purpose and
scope of its child welfare program, The American Legion, by action of its
1970 National Convention, amended its Constitution and By-Laws in order
to redesignate the National Child Welfare Commission as the National Com-
mission on Children and Youth, This change did not affect the composition,
purpose, or functions of the Commission and its program.,

The American Legion Child Welfare Foundation, Inc.

By 1954 the wisdom of the grants to the American Heart Association
and the National Association for- Mental Health was quite apparent, and
the need was fele for a recognized method by which future grants could be
made which would bring the best results to the greatest number of children,
In that year The American Legion Child Welfare Foundation, Inc., was
authorized by the National Executive Committee with these two primary

purposes: ‘
1. To add to the sum total of man’s knowledge about children and youth
through research, study, etc.;

2. To help distribute information society .already possesses about chil-
dren in order that such information may be more adequately used.

This Foundation in no way supplants or supersedes The American Le-
gion’s traditionul and continuing program for children and youth. Through
- its stimulation of preventive research, the acquisition and wide application of
new knowledge and similar long-range efforts, the Foundation will supple-
ment and make even more effective The American Legion's long standing
program of direct assistance, legislation pertaining to children and youth, and
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general public information to further the streamlining of child care concepts.
The Foundation is supported primarily through the generous contributions of
individuals, posts, units, departments, and the national organization of the
American Legion Auxiliary. Currently memorial contributions for departed
comrades made by individuals, posts, and units provide a part of its income,

But even more important than its income are. the grants which the Foun-
dation has made and the results which have been achieved. The Foundation
is authorized 1o use such funds as are put at its disposal for the benefit
of children and youth, with emphasis on research, special projects, and dem-
onstrations. It has already made grants in the fields of juvenile delinquency,
retarded children, mental health, institutional care, education, physical medi-
cine, and specific areas of need, such as the study of alarmingly increased rates
of venereal disease among teenagers, and increased emphasis on understand-
ing and training children who are partially sighted.

The Foundation, though still small, has had tremendous national impact
and the results of its work are already beginning to be fele. The Founda-
tion is actually private enterprise in philanthropy, and just as our private
enterprise system has proved so highly productive in the field of business
and industry so also is private enterprise becoming equally fruitful in the
broad field.

A}

IV. Americanism

FROM ITS VERY beginning The American Legion was not content to con-
fine its interest and support to easing the plight -of the deceased and
disabled veterans and their dependents, It also took as one of its major
projects the preservation and furtherance of basic American concepts and
principles. The St. Louis caucus in May 1919, considered as “its major con-
cern—relief work, employment, and Americanism.” At the charter conven-
tion that same year in Minneapolis, the National Americanism Commission
was established. Its first assigned responsibilities included the combating of
anti-Americanism tendencies, the education of citizens old and new in the
ideals of true Americanism, the distribution of information about “the real
nature and principles of American government,” and the fostering of the
teaching of Americanism in all schools,

It is the objective of the National Americanism Commission to translate
Americanism precepts, principles, and ideals in an understandable manner
to posts and to other groups and individuals,

This mission has led the National Americanism Commission over a
sometimes difficult route. Early in the 1920's, unemployment and a period
of general national unrest coincided with an upsurge of communism and
other subversive theories. The Americanism Commission has met these
challenges through the years with education and action,
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Much of the Commission’s work was concerned with the problems of
unemployment until that particular phase was assigned as a responsibility
of the National Economic Commission. . ' ‘

In order "to foster and perpetuate a 100 percent Americanism,” a large
segment of the Americanism Commission's total effort is channeled into edu-
cation programs and citizenship activities for our youth—the leaders of
tomorrow. Millions of America’s youth have gained a better understanding
of the Constitution of the United States through The American Legion's

" National High School Oratorical Contest, in which several thousand students

patticipate annually,
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The annual session of American Legion Boys Nation draws the two most oststanding
young men from each of she depart~ent-sponsored Boys States to Washingson, D.C,,

for a firss-band look at she workings of sthe federal government,

Boys State and Boys Nation

For more than a quarter century, American Legion Boys States have
given an inside look at the demands of good citizenship and civic responsi-
bilities to abouz 30,000 of tomorrow's citizens attending these annual summer
workshops in governmental operations. Boys Nation, which has functioned
annually since 1946 in Washington, D. C, brings the most outstanding
of these young American leaders to, the nation’s capital for even greater
insight into the workings of the federal government,

Each year hundreds of thousands of American boys improve their physical
fitness and develop a keener sense of good sportsmanship, good citizenship,

»
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and fair play through American Legion Baseball, which has been in existence
since 1926, This program, which enjoys financial support and valuable
assistance from organized baseball, has also proved to be a fruitful proving
ground for some of the finest talent in the history of this great American

game.
As a pare of its Americanism program, The American Legion encourages

the recognition of students who display the highest qualities of citizenship.
American Legion School Medal Awards are presented annually to about
27,000 boys and girls in elementary, junior, or senior high schools who are
outstanding in honor, courage, scholarship, leadership, and service.

In support of the outstanding citizenship training, character building,
and physical development programs set forth by the Boy Scouts of America,
American Legion Posts throughout the Nation sponsor about 2,700 Scout
units—Cub Packs, Scout Troops, and Explorer Units,

American Education Week was founded in 1921 by The American
Legion. From the beginning, the aim of this promotion has been the
improvement of citizenship, The Legion has since been joined by the
National Education Association, the United States Office of Education, and
the National Congresc of Parents and Teachers in, sponsorshtp of this
program.

By action of the National Executive Committee at its May 1961 meeting
the education and scholarship program which had been under the super-
vision of the National Child Welfare Commission was transferred to the
National Americanism Commission. In 1951 this program published a
career and scholarship handbook, “Need A Lift?", which has been revised
and expanded annually to become recognized today as one of the most
complete sources of this information available in the United States. This
handbook is distributed each year to American Legion posts and units that
they may offer its information as assistance to the interested students and
their parents in the community.

Our present Flag Code is the result of a cooperative effort in which The
American Legion played a leading role in encouraging proper respect for
an etiquette in display of the national colors. Great quantities of literature
are mailed from the National Americanism and Children and Youth Division
each year to stimulate patriotism and recognition of patriotic holidays, The
sole purpose of this material is to assist Americans to be good citizens and to
instill in their youngsters an enduring enthusiasm toward the American way

of life.

In the field of anti-subversive activities The American Legion has gained
nationwide recognition as the outstanding opponent of communism and
other anti-American dogma. To combat the dangers presented to the per-
pewuation of the American way of life by these doctrines, the counter-
subversive section of the Americanism Commission has gathered data which
has been filed and catalogued in order that any Legionnaire through his
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Allied leaders of World War 1, as guests of The American Legion, meet again on the
platform of the Third National Convention October 31-November 2, 1921, in Kansas
City, Missouri. Left to right: Lientenant General Jacques of Belgium, General Diaz
of Italy, Marshal Foch of France, General of she Armies Jobn ], Pershing, and Lord

Beatty of Great Britain,

post and department may have at his command one of the best library and
information services on subversives and subversive activities available any-
where. The dedicated efforts of this program are also implemented through
the publication of a monthly news letter, “FIRING LINE,” a timely summary

of information on domestic subversive activities,

V. National Security

Tun DEEP-ROCTED interest of The American Legion in the security of
the nation was born in the hearts and minds of its founders and those
who piloted it through the treacherous waters of its early years. The bitter
experiences of sezing comrades wounded and killed through lack of proper
training crystallized the determination of these veterans to fight for an ade-
quate defense esrablishment capable of protecting the sovereignty of the

United States.

The tragic events of World War I, largely precipitated by unprepared-
ness, were still vivid in the minds of all combat veterans when the com.
mittee on military policy met at the 1919 National Convention in Minneap-
olis. The charter convention approved ten committee resolutions which
embodied these important principles: Universal Military Training, retention
of a small Regular establishment and creation of a citizens’ army composed
of an Organized Reserve and National Guard units, :
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In the intervening years, this original committee has grown to become
the National Security Commission and Committees, which focus Legion
attention to all segments of the nation's defense. In years since the birth
of The American Legion, the United States has engaged in another World
War and fought in Korea and Vietnam to oppose further aggression by the
Communists. Perhaps these wars would not have occurred had our nation
followed the pattern of American Legion recommendations on National

Security matters,

During the 22 years separating the birth of The American Legion and
the attack on Pearl Harbor, which brought the United States into World
War II, The American Legion had been a consistent, though too often
unheeded, voice advocating adequate military strength,

National Defense Act of 1920

The efforts of The American Legion, acting through its National Se-
curity Commission and Committees, resulted in the enactment of the Na.
tional Defense Act of 1920, which gave the nation its first workable plan
for a small Regular Army, augmented by a large National Guard and Or-
ganized Reserve, However, because appropriations for carrying out the
provision of this act were repeatedly denied, the military establishment—
which at the end of World War I had been as well prepared as that of any
country in the world—was steadily reduced.

In the face of discouraging setbacks, The American Legion continued to
propose recommendations which have had a profound effect on our nation’s
history. Twenty years prior to Pear] Harbor, The American Legion was
calling for the equivalent of a two-ocean navy and firmly supported the
development and utilization of a new weapon system, the aitplane,

Throughout those 20 years prior to our entry in World War II, The
American Legion remained unrelenting in its struggle for a strengthened
national defense, In 1938 The American Legion demanded an air force
of 8,000 planes and a production of 1,500 planes annually; a strengthening
of our Pacific defenses, and the discontinuance of shipment of war supplies
to Japan. Had it not been for The American Legion's efforts to alert America
to the need for continuing preparedness, our nation at the time of Pearl
Hatbor would have been notably weaker than it was,

After the surrender of Germany and Japan in 1945, The American
Legion again faced the unpleasant task of calling for a retention of adequate
military strength in the face of an overwhelmingly popular demand for
demobilization. Despite American Legion opposition, the American people
permicted the greatest defense machinery in history to disintegrate and in
so doing, encouraged communist aggression throughout the world.

Just as ic had after World War I, The American Legion after World
War 11 urged the Congress to enact Universal Military Training legislation,
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but it took the commitment of American manhood to fight again on foreign
soil, this time in Korea, to convince the nation's lawmakers of the vital
need of a Universal Military Training program. However, the legislation
which embodied the principles of universal military training, which was
passed by the 82nd Congress, contained several flaws which rei: 2ined un-
corrected until the enactment of the National Security Training Law, which

was passed in July, 1955.
Today, with the evolution of space technology and scientific advancement
of both conventional and nuclear weapons, The American Legion is again

proving itself a pioneer by its insistent support of an adequate arsenal and
a properly trained fighting force personnel as prime deterrents to aggressors.

V1. FEoreign Relations

' OP INTBREST TO ALL American veterans has been the subject of foreign
affairs. This is as true today as it was with our nation’s first veterans
who, after the Revolutionary War, became leaders in the new republic.
With each war the veterans became more intense in their desire to seek
peace and national security, Such was the case with The American Legion
following World War I. Not only did the veterans of this War have a
keen desire to sustain peace, but they also had a solemn wish to perpetuate
the battlefields and cemeteries overseas as living shrines to sacrifice and
achievement. Thus, from its earliest convention, The American Legion ex-
pressed concern and interest in foreign affairs directed to these principles.
Neither conservative nor liberal, neither international in character nor iso-
lationist in principle, this foreign policy has been consistent in two respects:
First, by continuing to protect American sovereignty and right; and sec-
ondly, by seeking world peace on the premise that the diplomatic front
is often the first theater of operations which, if lost, inevitably leads to

armed conflict.

In the period after World War I, while the infant veterans' erganization
was struggling for its very survival, its foreign relations policy was not as
complex in character as it is today. Primanly, this policy was directed toward
major items of concern to Legionnaires in the over-all interest of America,
with special emphasis directed toward sustaining international peace. Dur-
ing the World War II period, the interest of The American Legion was
essentially concerned with bringing the war to a successful conclusion and
the securing of a world peace. Discussions during that period showed an
interest on the part of many to create an international organization similar
to that which is known today as the United Nations, Because the l.eague
of Nations, after World War I, had become a partisan, political issue in
the United States, the young American Legion had neither endorsed nor

repudiated this international organization.
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Legion Supports United Nations

In 1945, then National Commander Edward Scheiberling was an observer
at the conference in San Francisco where the United Nations organization
took substantial form. At its National Convention that year in Chicago, The
American Legion voted its full approval of the United Nations. At its next
five National Conventions, The American Legion, recognizing weaknesses
within the structure of the United Nations, advocated strengthening of the
U. N. charter. The American Legion issued early and prophetic warnings
that “the persistent misuse of the veto power by Soviet Russia is destroy-
ing the ability of the United Nations to prevent war,” and that Russia
“sought to sabotage the United Nations and thus weaken it for world peace
and justice,”

Thus it can be seen that at the conclusion of World War II and with
the establishment of the United Nations, The American Legion's foreign
relations policy bcame more intricate and complex. The veteran of World
War II returned to civilian status far more internationally minded than
his predecessor of World War I. He had served in the Pacific areas, in
Europe, and in other regions of the world. He not only was keenly mindful
of the extreme need for sustaining peace, but also he was intimately familiar
with the many countries with which America must work in the future to
maintin peace,

The Korean War eventually brought to the ranks of The American
Legion a new veteran who, for the first time in American history, had fought
as a member of an international force. Also, he was recognized as the first
American veteran to meet in combat the ruthless communist forces which
now seek to destroy the peace of the world, As a veteran and as a Legion-
naire the ma: who had faced communism'’s fire has offered one more serious
phase in the tormation of The American Legion's foreign policy in recent

years.

Foreign Policy Always Realistic

Thus, The American Legions foreign policy, blueprinted ac the St.
Louis Caucus, endorsed and broadened at the first National Convention in
Minneapolis, and adjusted to world conditions through the ensuing years,
has always reflected realistic recommendations in the interest of promoting
the security of America and peace and good will on earth,

Emanating from every community throughout the nation and repre-
senting all classes and religions in America, the foreign policy of The Ameri-
can Legion is a true reflection of the hopes and fears, the very desires and
wants, of all America, In it are found the seatiments of the nation and
through it a better American foreign policy can develop to insure the peace

and freedom of the world.
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VII. Legislative

$ THE AMERICAN LEGION began to take form in the spring and summer

of 1919, its leaders soon saw the need for a central legislative agency
which could present the Legion's legislative programs effectively to the
Congress. Such an agency who also needed to avoid departmental competi-
tion for legislation, without regard to priority established by need or Ameri-

can Legion national policy.

Therefore, one of the first committees created was the National Legis-
lative Committee (now Commission) which was established prior to the
first National Convention at Minneapolis.

The early responsibilities of the National Legislative Committee are
described adequazely by Marquis James in his History of The American
Legion: “. ... an essential cog in the national machinery to make veterans'
voices heard ‘and heeded in the council chambers of the nation where the
laws are made, in the executive offices where they are enforced, and in the
hundreds of depurtment bureaus, great and small, from which the actual
administration is directed.” With the development of other national com-
missions, the implementation and policing of veteran's laws were taken

over by them.

The initial action of the newly formed committee was to request Con-
gressional recognition of The American Legion. The 66th Congress gave its
stamp of approval to “An Act to0 Incorporate The American Legion” which
became Public Law 47 with the President’s signature on September 16,
1919. The charter limited membership to honorably discharged veterans
with service between April 6, 1917, and November 11, 1918, Subsequent
amendments have been made which established eligibility dates for member-
ship of veterans of World War 1I, December 7, 1941, to December 31, 1946;
the Korean War, June 25, 1950, to January 31, 1955; and the Vietnam era,
August 5, 1964, to May 7, 1975.¢

The National Legislative Commission is not authorized to formulate
policy; it is a stalf agency only, charged with the exclusive responsibility of
petitioning Congress in behalf of any and all legislation in which The
American Legion is interested. Declaration of legislative policy is the right
and responsibility of national conventions. Between conventions the National
Executive Committee may mandate legislative action.

Legislative Commission Serves Entire Organization

Since it has no program of its own, the National Legislative Commission
. serves the entire American Legion, and the results of its work since 1919

* Congressional action pending to amend Section 5 of the Charter of The
American Legion. If adopted, the dates for the Vietnam era will be December 22,

1961 to May 7, 1975.
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are interwoven with the several American Legion programs. In the various
states, department legislative committees operate on much the same basis,
and their efforts have resulted in many legislative successes in such areas
as rehabilitation, aid to war veterans, and child welfare,

In 1919 war veterans returned to a national commuaity which was
almost totally unprepared to cope with the needs of the sick and wounded.
There was scant provision for the alleviation of suffering and distress of the
dependents of those who gave their lives in the wur, There was little help
toward the readjustment of thousands whose lives had been disrupted by
service and who were in need of rehabilitation, It was a dark age for the
returning defenders of democracy. On top of this came a postwar depression.
There was no national agency, such as today’s Veterans Administration;
veterans’ hospitalization was inadequate and unsacisfactory.

Such was the Herculean task which faced the infant American Legion
and its legislative committee. The early years, 1919 to 1933, saw unrelenting
legislative efforts by The American Legion in the attainment of such objec-
tives as the creation of the Veterans' Bureau and then the Veterans Admin-
istration; realistic compensation programs for the disabled and their de-
pendents; hospitalization for the disabled; adjusted compensation for the
veterans; education programs for the service-connected disabled; and other
veterans’ benefits previously unknown.

In addition to beneficial legislation affecting veterans and their depend-
ents, the National Legislative Committee’s work in the fields of American-
ism and national security also bore fruit. Its endeavors contributed to
the passage of anti-subversive laws, as well as legislation to strengthen our
military forces, including the National Guard and Organized Reserve, These
were busy years for the Committee, and during thac period The American
Legion was recognized as having the most powerful and effective legislative
lobby in Washington.

Compared to the standards of the time, the veterans’ program at the
beginning of 1933 was in excellent condition, but our nation was at the
bottom of a great depression. The Legislative Committee of The American
Legion had been so successful that economy-minded members of Congress,
reinforced by the National Economy League, worked for the passage of
“An Act to Maintain the Credit of the United States” which became Public
Law 2 with the President’s signature on March 20, 1933.

Passed by Congress without a hearing—with no opportunity being given
The American Legion to oppose it—this measure contained the following
provision: “All public laws granting medical or hospital treatment, domi.
ciliary care, compensation and other allowances, pension disabilicy allow-
ance, or retirement pay to veterans and dependents of the World War are
hereby repealed.” One stroke of the pen wiped out 13 years of American
Legion legislative effore,
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Legislative Counter-Offensive Successful

Though rocking from the punch, The American Legion quickly organized
8 legislative counter-offensive, With one out of every five veterans in its
ranks to give it strength, The American Legion took to the highways and
byways and descended upon the crosstoads of the nation to advise the people
of the terrible consequences of Public Law 2. Meanwhile, the National
Legislative Committee organized its plan of attack for the 1934 session of
Congress. Overwhelming veteran support, combined with the Legislative
Committee’s testimony before Congressional committees, brought about a
complete reversal by Congress on March 28, 1934. This measure became
law over the President’s veto, A great amount of credit for this notable
achievement must be given to the indomitable spirit and courage of then
National Commander Edward A, Hayes (deceased) of Illinois.

GI Bill of Rights

The greatest single legislative achievement of The American Legion was
the enactment of the Servicemen's Readjustment Act of 1944, more popularly
known as the GI Bill of Rights, Not only is The American Legion uni-
versally recognized as the originator of this omnibus bill, but also as the
force which overcame political opposition by massing public opinion in
favor of the measure.

With approximately fifteen million men and women in the armed serv-
ices of the United States in World War II, The American Legion resolved
that its post-World War I experiences would not be repeated. The painful
memories of disabled men waiting for more than five years for legislation
which would permit prompt and fair adjudication of their rights to hospital
care and compensation inspited American Legion leaders to work for the
enactment of this omnibus law which has been described as the most compre-
hensive piece of legislation dealing with veterans' affairs ever enacted.

The GI Bill of Rights embodied all that The American Legion had
learned during a quarter century and its preparation involved many months
of careful research, the analysis of convention mandates, exchange of ideas
with experts in the military, naval, educational, financial, employment, and
unemployment compensation fields. Of inestimable value in drawing up this
legislation were the experience records of the National Rehabilitation Com-
mission of The American Legion. The GI Bill of Rights is best described by
its several titles: (1) Hospitalization, claims, and procedures; (2) Education
of veterans; (3) Home, farm, and business loans; (4) Employment of vet-
erans; (5) Readjustment allowances for unemployed; (6) General adminis-
trative and penal provisions.

The Veterans Administration was made the focus of most operations
under the law and the point of contact for the veteran in matters falling
under other government jurisdictions. The drafting of this legislation has
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_ been called the greatest single feat of statesmanship in the history of The
American Legion. The methods by which it was guided through Congress
and to the President’s desk demonstrated the strong links which bind The
American Legion to all segments of American life. Not only was the public
made thoroughly aware of the complex content of this Legion-sponsored
bill, but the nation’s legislators were kept fully informed for several months
as to the sentiments of their constituents on the measure.

With the commitment of American troops to meet communist aggression
in Korea in 1950 and in South Vietnam in 1964, similar programs supported
by The American Legion were enacted for the benefit of the veterans of the
periods of these armed struggles.
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for World War Il veterans, June 22, 1944, Witnessing the bistotic evens are American
Legion leaders and key members of the U.S, Senate and House of Represensatives,

VIII. Economic

Tua ACTIVITIES AND PROGRAMS under the jurisdiction of the National
‘ Economic Commission are as old as The American Legion itself. How-
ever, these activities and programs were not grouped into one commission
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Tbhe opening of the decade of the 1970’s found The American Legion once again
marshaling its resources 10 assist & new generation of war veterans in finding jobs or
the necessary training for skills in demand,

until action was taken by the National Executive Committee in November
1947. The program started when the young World War I veteran, with
sixty dollars in his hand, faced the problems of finding a job and a home
and meeting the other economic questions facing every man who returns
from the service of his country. One of the earliest American Legion eco-
nomic programs was that of assistance in finding employment. Closely allied
with this was the program of obtaining a preference for veterans in federal

employment. :

The American Legion has for many years advocated certain preference
for veterans in federal employment. The passage of the Veterans' Preference
Act of 1944 was the culmination of years of hard work by the major veter-
ans’ organizations, the Civil Service Commission, and the Committee on Civil
Service in both the Senate and House of Representatives.

The American Legion has a deep interest in the provisions of the Vet.
erans’ Preference Act of 1944, as amended, because this statute was enacted
with the Legion's unqualified endorsement and, in fact, The American Legion
itself was instrumental in the drafting of the language of this legislative
measure. It is interesting to note that this law was enacted with but a single

dissenting vote.

In spite of the continued opposition to such preference, The American
Legion wrote and had approved the first Executive Order establishing pref-
erence by giving five points to veterans and ten points to disabled veterans
in competitive examinations for federal employment. Thus, the qualified
compensable service-connected veteran was able to get to the top of the
certificate of eligibles for federal employment.
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Wagner-Peyser Act of 1933

The first legislation which provided federal assistance to vetetans in
finding employment was included, at the request of The American Legion,
in the Wagner-Peyser Act of 1933, This act provided for the development
and maintenance of a national system of employment offices to include a
veterans' service to be devoted to securing emp.oyment for veterans.

The current program for veterans’ employment is built around legisla-
tion sponsored or supported by The American Legion which provides for
effective retraining, job counseling, and employment placement service for
veterans, Such legislation also requires employment policies to be promul-
gated and administered which will provide veterans the maximum of job

opportunity,

Typical of American Legion Nasional Convention scenes is this of the opening session
of the 1960 conclave as Miami Beach, Florida,

IX. War Time Service

AN ORGANIZATION of war veterans, The American Legion has found itself
in a position to perform vital services to community, state, and Nation
immediately prior to and during subsequent periods of armed conflice,

More than a year before the United States entered World War 1I, The
American Legion began organizing for more effective cooperation with local,
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state, and national defense activities. In February 1941, a commission was
sent to Europe at the expense of The American Legion to study civilian
defense under modern war conditions, Heading this commission was then
National Commander Milo J. Warner. Upon its return the commission
reported at a special meeting of the National Executive Committee and The
American Legion published and distributed 150,000 copies of a manual on
civilian defense—the first such information to be issued in this country,

After Pearl Harbor, American Legion posts threw themselves into the
task of strengthening the homefront to assure victory. The American Legion
collected necessary salvage; engaged in a nationwide program of training
instructors for uir raid wardens, auxiliary police, and firemen; established
blood banks; collected cigarettes and gifts for men in camps and overseas;
located skilled workers for essential services and industry; cooperated with
the Red Cross snd the USO; provided entertainment for hospitals ac home
and operated canteens for men in uniform; staged bond drives and Invested
post and personal surplus funds in U. S. War Bonds; cooperated with the
FBI in helping to check sabomge and espionage; recruited flying cadets
and volunteers for the various branches of the armed forces, These and
many other services were volunteered by American Legion posts and mem-
bers. Thousands of American Legionnaires themselves returned to active
service with the armed forces and saw action on every front,

For three years prior to the outbreak of hostilities in Korea, The Amer-
ican Legion warned of the spread of communism in Asia and called for a
Universal Militry Training program to strengthen our Nation in dealing:
with this problem. However, an America enjoying the first sweet taste of
victory and peace after World War II would not heed the Legion's alarm.

Throughout the period of hostilities in Korea, The American Legion
supported the measures necessary to bring about a total military victory, but
the advocates of political settlement prevailed. The consequences of such a
decision are still to be weighed by future historians,

On August 5, 1964, an incident in the Gulf of Tonkin changed the role
of the United States in its assistance to the people of South Vietnam. Over-
night, U. 8. armed forces personnel became more than advisers to South
- Vietnamese military units, and another generation of Americans answered
the call to defend the cause of freedom.

Leading the Nation's expressions of support for the men and women in
uniform were American Legion Posts which established elaborate programs
of contact with military personnel, providing mail, gifts, and the hospitality
of thousands of posts throughout their tours of duty, The Legion also
undertook a gigantic program of personal contact to help ease the problems
facing the men and women of the armed forces as they returned to civilian

life.
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X. American Legion Publications

THB FIRST VENTURB of the national organization of The American Legion
into the publishing field was The American Lagion Weekly, which made
its debut with the July 4, 1919, issue. The weekly was published uatil June
18, 1926, when it was succeeded by The American Legion Monthly. In June
1937, the publication’s name was changed to The American Legion Maga-
zéne, which today ranks as one of the leading magazines in America, This
publication goes to every Legionnaire.

In January 1935, there also was established a monthly tabloid, The Na-
vional Legionnaire, which also was sent to every member, This publication
was devoted entirely to news of American Legion activities and carried no
fiction stories or advertising. After fourteen years as a separate publication
The National Legionnaire was merged in February 1949, with The Amer-
écan Legion Magazine.

et '
doar o el ¢ Bl £ S Jofis & ode s !

The American Legion Magazine which i

received montbly by each member of the .

world's largess veterans’ organization is

recognized as one of the nation's leading

publications,

XI1. American Legion Auxiliary

ESTABLISHMBNT OF A women's auxiliary- to The American Legion was
provided for by the First National Convention in 1919 at Minneapolis,
and when the 1920 Convention opened in Cleveland, Ohio, 1,342 local
units had been formed and 11,000 members enrolled under the tentative
name of Women's Auxiliary of The American Legion.

Intensive organization followed the Cleveland' convention with the aum-
ber of units being increased to 3,653 and the membership to 131,000 within

8 year.
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The American Legion Auxiliary
MIRIAM JUNGB, National Secretary

CHAPTER 1V
%

BIRTH AND GROWTH

FOR NEARLY BVERY MAN in World War I who endured the dangers and
hardships of camp, ship, and battlefront, there was a woman serving at
home to help make possible America's victory—his wife, mother, sister or
daughter, '

After the war had been won and the men of the armed forces had banded
together in The American Legion to carry forward their services to country
in peace time, it was only natural that the women of their families should
desire to continue to serve with them. The result was the American Legion
Auxiliary, the largest and most influential women's organization of its kind
in the world today.

The establishment of an Auxiliary to The American Legion was pro-
vided for by the first national convention of The American Legion in 1919,
By the time of the 1920 national convention, 1,342 local units of this Auxil-
iary had been formed and intensive organizations efforts were authorized.
The first national convention of the Auxiliary was held in Kansas City, Mo,
in 1921, at which time the name “American Legion Auxiliary” was adopted
and the first national officers elected.

The Auxiliary grew from a first year enrollment of 121,000 to approxi-
mately 500,000 at the beginning of World War II. After women of World
War II and Korean War families became eligible, the enrollment rose

“rapidly to a record of 1,001,545 in 1955, and since has remained well above
the 950,000 mark. When the eligibility of women of Vietnam Hostilities
(amilies became a reality, we expanded our horizons on membership, The
number of local units of the Auxiliary is approximately 13,000, Auxiliary
organization, local, state and national, paralle!s that of The American Legion,
Auxiliary national headquarters are maintained in Indianapolis, Ind., with
n additional office also maintained at The American Legion building in

Washington, D. C.

PURPOSE OF THE AUXILIARY

I'*Hn AMBRICAN LEGION AUXILIARY has one great purpose, “to contribute
to the accomplishment of the aims and purposes of The American
Legion.” Lxcept for the addition of those words, the Preamble to its na-
:ional constitution is the same as that of The American Legion.

82
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The American Legion Auxiliary sets up no policies cf its own, always
following those of The Ametican Legion. Its activities are designed to carry
out the parts of The American Legion’s program which cen best be accom-

plished by the work of women.

THE AMERICAN LEGION AUXILIARY MEMBER

EMBERSHIP IN the Ametican Legion Auxiliary is limited to women who

have direct personal connection with World War, Korean War, or
Vietnam service through a member of their immediate family who served
with the Armed Forces during those wars, or through their own service with
the Armed Forces. Upon establishment of eligibility, such women may be-
come members of a local unit of the Auxiliary, A member of a local unit
is also a member of the state department and the national organization, just
as a citizen of Chicago is also a citizen of Illinois and of the United States.
By the payment of dues in the local unit a member also contributes to the
support of the state and national organizations.

Three Classes of Women Eligible—All women who are eligible to mem-
bership in the American Legion Auxiliary come under ons or more of the
three following classifications:

(a) Mothers, wives, sisters, daughtets and granddaughters of members of
The American Legion.

(b) Mothers, wives, daughters, sisters, and granddaughters of all men and
women who were in the Armed Forces of the United States between April 6,
1917, and November 11, 1918, or between December 7, 1941, and
December 31, 1946, or between June 25, 1950, and January 31, 1955;
August 5, 1964, to May 7, 1975%, or who, being citizens of the United
States at the time of the entty therein, setved on active duty in the Armed
Forces of any of the governments associated with the United States during
either of said World Wars, and died in line of duty or after honorable
discharge.

(c) Women who through their own wartime service are eligible to
membership in The American Legion.

The only form of membership that is authorized is active membership,
of which there are two classes, senior and junior, and there can be no grant-
ing of special or honorary membership for any purpose or reason whatsoever.

Once accepted as an American Legion Auxiliary member, women eli-
gible under classification “a” may continue their membership from year to
year whether or not their male relative continues to be a member of The
American Legion. The fact that her service relative is no Jonger a member
of The American Legion does not compel the Auxiliary member to lose her

Auxnhary membership.

® Congressional action pending to amend Section 5 of the Charter of The
Ametican ’gion 1f adopted, the dates for the Vietnam era will be Dec. 22, 1961 tv

May 7, 197
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The term “wife,” as used in the eligibility clause, does not necessarily
mean that the wife occuplied that status at the time her husband was in wat
service. Any woman who marries & member of The American Legion at any
time is eligible to membership in the American Legion Auxiliary, The term
“wife” also includes widows,

An American Legion Auxiliary member eligible through a Legionnaire
husband does not lose her Auxiliary membetship if she should be divorced.
As long as she maintains her membership she is eligible through her former
husband, but should she drop her membership she has no eligibility for
re-enrollment through his service,

At the 1970 National Convention in Portland, Ore., The American Legion
enlarged the eligibility provisions of the American Legion Auxiliary by in-
cluding granddaughters. In the 1970-71 year, granddaughters became mem-
bers for the first time, Nearly 100,000 Junior members are enrolled in the
American Legion Auxiliary, many of them granddaughters.

. THE AMERICAN LEGION AUXILIARY UNIT

THB BASIC organization of the American Legion Auxiliary is the local
unit. All Auxiliary members must hold membership in some local unit.
It is through the local units that the department and National program is
carried into concrete action and through which the American Legion Aux-
iliaty exerts its power for service to The American Legion and the nation,
The primary purpose of an auxiliary unit is to aid The American Legion
post to which it is attached in accomplishing American Legion projects in
the community. The auxiliary unit is an auxiliary body to The American
Legion post and takes the post's name and number. A unit can be formed
only under the authority of and in connection with an American Legion
post, although under certain conditions the unit may continue to exist after
the post to which it is attached has ceased to function,

Ten new senior (adult) members are requited to form an American
Legion Auxiliary unit, The unit must take the name, number and location of
The American Legion post to which it is attached, and these appear on the
unit charter. When a post changes its name and number, the unit attached
to that post must also change its name and number to correspond with those

of the post,

The cancellation or revocation of a post charter does not invalidate the
charter of its auxiliary unit, The unit may continue to operate, bearing
the name and number of the post to which it was attached. In this status
it is known as & "widow” unit,

The unit should always remember that it is an auxiliary to its post and
its first purpose should be to forward the program of the post. It must never
take action which conflicts with the stand of the post and should never

S undertake an important project without the post's approval. ‘The unit should
regard its connection with the post as a distince honor, It should strive un-

\
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ceasingly to carry out the national constitution's pledge “to participate and
contribute to the aims and purposes of The American Legion.”

Officers of an American Legion Auxiliary unit corresponds to those of
an American Legion post.

President Treasurer Chaplain
Vice President Secretary Sergeant-at-Arms
Historian

Dues are paid to the unit, which forwards department and National
dues to the department headquarters.

AMERICAN LEGION AUXILIARY ACTIVITIES

THB ACTIvITIES of the American Legion Auxiliary are designed to support
and supplement the work of The American Legion. They parallel closely
and are completely coordinated with the activities of The American Legion.
Wherever in The American Legion's program the work of women can be
helpful the Auxiliary will be found energetically at work.

NATIONAL HEADQUARTERS

The American Legion Auxiliary maintains its National Headquarters
in Indianapolis, Indiana, in a part of the War Memorial Commission Piaza
of the State of Indiana. Housed on the third and fourth floors of the state-
owned building at 777 North Meridian Street, it is cituated across the mall
from the National Headquarters of The American Legion. Offices of the
three National Officers (the National President, Mational Secretary, and
National Treasurer) and the staff are located there with 14 members of the
staff assisting the National Officers.

In addition, the American Legion Auxiliary maintains an office in Wash-
ington, D.C. in The American Legion Headquarters there. A Director of
that office and secretarial staff complete that branch, The National President
and her personal secretary relate themselves to the correspondence of that
office and the official itinerary of the National President.

In the National Headquarters office, the National Secretary and her seaff
correspond with the Departments and National Committees and handle
details of National meetings. Inventory of supplies for Departments and
committees is also handled in this office. A complete file of Unit Charter
information is maintained as well as microfilm records of all membership
applications and remittances of memberships. The National Treasurer's office,
as its name implies, handles disbursements and the income of the Auxiliary
as well as records of membership. A permanent file of the work of the
Auxiliary is also maintained in Natinnal Headquarters.

The Washington Office handles contacts with government agencies and
national organizations with offices in Washington, as well ss programming
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assistance to National Chairmen, especially the Girls State and Women's
Forum on National Security.

Considering the large membership of the organization, the staff of the
National Headquarters is relatively small. This is to the credit of our Auxil-
iary—and is due largely to three reasons: 1. reliance on the Department——
offices and staff for much of the detailed record-keeping; 2. concentrated
mechanization of the wotk of National Headquarters; and 3. appreciated
assistance by the program divisions of The American Legion National Head-
quarters in many instances in any given year,

AMERICANISM

The Americanism work of the American Legion Auxiliary includes all
activities tending to perpetuate American ideals and to uphold the principles
of American democracy. The Auxiliary's work is largely educational in nature,
the teaching of good citizenship, loyalty and patriotism. Auxiliary members
study thé American form of government in their Units and strive to make
their homes centers from which American ideals will radiate. Through their
contacts with young people they are able to exert wide influence on behalf
of good citizenship and patriotism.,

Auxiliary Americanism activities mclude sponsoring of study classes on
the Constitution, helping in community observance of patriotic holidays,
sponsoring citizenship classes for aliens, presenting flags and flag codes to
schools, sponsoring Girl Scout troops, Camp Fire Girl groups, and similar
youth organizations, presenting Americanism awards in the schools, and
holding Americanism meetings and community forums. Citizenship education
with emphasis on youth-related activities is an on-going thrust,

Beginning in 1966, the Auxiliaty annually has sponsoted a Freedoms
Foundation seminar for graduate study of teachers (with degree credit)
centered on Americanism and given by accredited professors at Freedoms
Foundation. Thirty or mote teachers each year are awarded scholarships to
this study course, each with full expenses paid and each scholarship in the
amount of $550. A continuing part of the total Americanism program is the
annual sponsorship in all Departments of the Girls State program and the
sponsorship nationally of the Girls Nation program. This outstanding pro-
gram in citizenship training is discussed in another section of this book.

CHILDREN AND YOUTH

The American Legion Auxiliary's Children and Youth program is com-
pletely coordinated with that of The American Legion. Its purposes and
activities in this field are the same as those of The American Legion. Much
of the actual work of contacting needy children in their homes-and bringing
to them the necessary aid is carried out by the women of the Auxiliary.

The International Human Assistance Programs, which gives assistance to
children with heart problems requiring surgety, is 2 program in Childten and
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Youth supported by the American Legion Auxiliary without the assistance of
The American Legion, Funds raised for this endeavor are divided equally
between International Human Assistance Programs, Inc. and the Metropolitan
Medical Hospital in Minneapolis, Minnesota where the actual surgery is done,
IHAP provides the transportation for the child and an escort.

Important financial support is given by the Auxiliary’s national organiza-
tion to The American Legion’s national Children and Youth program. For
example, since 1957 an annual contribution of $20,000 has been given to
the Children and Youth Division for support of their programs and an addi-
tional $10,000 is donated by the Auxiliary to the National Child Welfare
Foundation,

COMMUNITY SERVICE

American Legion Auxiliary Units always have been very active in the
community service field, every Unit being expected to carry out at least
one project for the benefit of its community each year.

Community service projects successfully cartied out by the American
Légion Auxiliary, either alone or in cooperation with other organizations

include:

Community Beautification: beautifying parks, playgrounds, areas around
nursing homes, and conducting community clean-up and paint-up campaigns.

Community Health: cooperating with local health authorities, providing
community clinics, nurses, drinking fountains, ambulances, hospital equip-
ment such as incubators, training in life-saving procedures, assisting in
the removal of architectural and attitudinal barriers facing the handicapped,
and aiding local campaigns of national health organizations.

Recreation: helping to provide playgrounds and equipment, swimming
pools, youth activity centers, and other recreational facilities.

Safety: conperating with the National Safety Council in campaigns
against accidents on the highways, streets, and in the home.

- Community Councils: promoting community service councils composed
of all civic, patriotic, and fraternal organizations as the best way of securing
community improvements.

EDUCATION

The American Legion Auxiliary wotks very closely with The American
Legion to offer educational opportunities to all people, especially the youth.

The “Need A Lift?" booklet written and printed by The American
Legion is highly recommended by the Auxiliary for its velue as a research
source on scholarships, listed state by state, as a source of informational
aid to all students who are looking for career information and guidance
pamphlets, and additional information whereby the student can find other
subject matter on education quickly and easily. “Need A Lift?" contains
information on financial aid programs and loans awvailable through the

federal government,
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Annually the National President, on behalf of the National Organiza-
tion, awards 10 scholarships designated as the National President’s Scholar-
ship. These are awarded by areas (geographical designations) with 2
scholarships in each area, one for $1,500 and one for $1,000 to a son or
daughter of a veteran. The Eight and Forty, a subsidiary of the American
Legion Auxiliary, offers several scholarships annually to a registered nurse
who wishes to extend her knowledge into the field of respiratory illnesses.
Information and pamphlets are available from The American Legion and
American Legion Auxiliary on the G.I Bill, the Jr. G.I. Bill, the Vietnam
G.L Bill, Social Security and widow's benefits.

The American Legion and the American Legion Auxiliary now have a
coordinated committee composed of key persons, from both organizations,
whose purpose it is to satisfy themselves and the membership that The
Legion and Auxiliary are doing all they can to aid the field of education.
They study the present program to see where improvement is needed and
changes that must be made. The National Cootdinated Committee urges Post
and Unit participation in a similar committee to better their relationship
with each other and the community in which they reside.

_ 'The National Committee is urging all Posts and Units to assist their
communities in Career Education by whatever way they can that fits their
locale. The Committee feels that all people cannot get a higher education,
and to have a useful and productive place in society, each individual
should have instruction and guidance in finding work in their life that is
satisfactory to them. ‘

Many local Posts and Units, as well as Departments, have scholarships
available to students, and usually the requirement is that the student be a
child of a veteran. The Legion and Auxiliary supports National Education
Week, awards to students and teachers, and all programs of Americanism
within the schools. Many pamphlets are available on the Education Program
and can be secured by writing the National Headquarters and requesting
them.

GIRLS STATEB

Girls States, similar to The American Legion’s Boys States, are sponsored
by the American Legion Auxiliary each summer in 50 states, District of
Columbia and Panama Canal Zone. Girls who are attending Senior High
School and are in the Junior Class are selected for their interest in govern-
ment and potential leadership qualities to attend the Gitls State Session—
varying in length from 5 days to 10 days (the decision of the State) and
at Girls State as citizens they create and operate a government of their
own, Similarly, from each Girls State session, two citizens are chosen to go
to Girls Nation in Washington representing their State as Senators and
at Girls Nation they create and operate their own government parallel to
our own Federal Government, Each year the opportunity of citizenship
training through Girls State comes to 25,000 young women in our nation.
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JUNIOR ACTIVITIES

The American Legion Auxiliary’s Junior members, those under the age
of 18, function in all Auxiliary programs, within special activities designed
for their age groups. Membership records reflect more than 104,000
daughters, granddaughters, and sisters of Legionnaires in the Junior ranks.
Formed into Junior groups within the Units, under the guidance of a
Senior Advisor, these young ladies add to the services and community
activities of The American Legion and the American Legion Auxiliary and in
turn receive training in the organization’s work and in good citizenship.

LEGISLATION

The American Legion Auxiliary has no legislative program of its own,
devoting its legislative efforts entirely to the support of The American Le-
gion's program. National, department and unit legislative committees are
very active in winning public support for American Legion endorsed legis-
lation and in making this suppore effective in state legislitures and in Con-
gress. American Legion leaders give a generous share of the credit for The
American Legion's legislative success to the members of the American Legion
Auxiliary. In the past several years, American Legion Auxiliary members
have been saluted by The American Legion for their support of and sub-
scriptions to the publication “Legislative Bulletin.”

MEMBERSHIP

Like The American Legion, the American Legion Auxiliary carries out
a vigorous membership campaign each year. A majority of local units con-
duct their campaigns during November and December, then continue active
membership enrollment through the winter and spring raonths.

The Auxiliary has published a brochure on the prograins of the Auxiliary
entitled, “You and the American Legion Auxiliary." You may secute copies
of this brochure by writing National Headquarters. ‘The brochure was
designed to both educate the membership, as well as an attractive membership
promotion item. Also available is a bulletin on membership which originated
from the Fiftieth Anniversary observance—this Bulletin explains the operation
of the American Legion Auxiliary entitled “Who, What, When, Where and
Why"? In addition, the pamphlet “How to Organize a Unit” has been up-
dated and reprinted and is available, also. To assist Units in enrolling new
members, a brochure entitled “Have You Met Her?" has been published and
is available through Department Headquarters.

MUSIC

Music plays an important part in Auxiliary activities. Units open and
close their meetings with patriotic music and have group singing at their
meetings and many have organized choral groups who make frequent ap-
pearances in American Legion and Auxiliary programs, meetings of other
organizations, and on Radio and Television. At some National Conventions
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Senior and ‘Junior musical contests wete held. A Gitls State Chorus was a
feature of the 1974 National Convention and in 1975 the sponsorship of
musical contests was resumed.

NATIONAL SECURITY

In the firm belief that the foremost obligation of our country is to provide
for the security of its people, the American Legion Auxiliary works side by
side with The American Legion in support of an adequate national defense.
The American Legion Auxiliary has always been a powerful moving force
through its involvement in programs aimed at keeping America strong—
militarily, economically, and spiritually, During the years following the
first World War, when a radical pacifist movement usrging the total dis-
armament of the United States was claiming support of the women of
America, the American Legion Auxiliary campaigned effectively to refute
these claims. The Auxiliary's effort was a contributing factor in the main-
tenance of a skeleton defense framework during the years between the two

World Wats.

The American Legion places top priority on national security issues and
through mandates at its National Conventions, strives to maintain the
sccurity and protect the interests of the United States. The definite objectives
of the national security program of both organizations are outlined annually.

National Security forums, conferences, and meetings, sponsored by the
American Legion Auxiliary at national, state and local levels provide the
opportunity to inform members and the general public of the need for an
ongoing nationwide program and the importance of preparedness at all
times. By means of speakers, press, radio and television, the Auxiliary is
constantly at work to present The American Legion's national security
program to the public. Women being the most receptive field for the
spread of sentiments against military training and defensive preparations,
the American Legion Auxiliary is of vital importance in winning women's
support for military manpower and defense measures deemed necessary by
The American Legion. .

Each year, since 1952 through the aid and encouragement of the
Auxiliary, the Women's Forum on National Security meets in Washington,
D.C. to study and evaluate our nation’s needs for preparedness and defense.
Prior to this, the Auxiliary for some twenty-six years was a part of the
"Women’s Patriotic Conference on National Defense.” The purpose of the
forum is to inform, arouse and activate public opinion among women
leaders throughout the nation. On alternate years the American Legion
Auxiliary serves as chairman; while other years another of the 15-member
organization assumes responsibility for the annual program. Top government
officials, scientists, educators and other public figures are invited to partici-
pate and share their views on the current status of our national security,

The Auxiliary actively supported the men fighting the Vietnam War.
More than $100,000 was sent by The American Legion and Auxiliary to the
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Vietnam Relief Fund as support of the Civic Action Teams. Transistor
tape recorders were sent to field hospitals and money was contributed to an
orphanage established by American troops as well as numerous other projects.
Both organizations joined in a massive letter writing campaign in behalf of
prisoners of war and those missing in action, Since the release of POW's in
-1973,_the campaign has continued in behalf of those unaccounted for and
missing in action,

* In recent years much emphasis and support has been'given The American
Legion’s Crime Resistance and Law and Order programs by the American
Legion Auxiliary to strengthen America at the community level.

FOREIGN RELATIONS

In 1967, the American Legion Auxiliary chartered its first foreign De-
partment, the Philippines. Every vther one of its 54 Departments corresponds
to one of the 50 states, or two overscas territories (the Panama Canal and
Puerto Rico) or the District of Columbia, However it does have local
Units in Canada, Costa Rica, France, Germany, Japan, Mexico and the
Republic of China,

Auxiliary members, dedicated for service to their community, state and
nation, long have promoted cornmunity service also amony the community
of nations. Between World Wars I and 11, these efforts were programmed
through the Auxiliary's membership in a federation of Auxiliaries to
veterans organizations among the Allied Powers known as FIDAC
{"Federation Interalliee des Anciens Combattants”), When this federation
fell apare ac the outbreak of World War II, the American Legion Auxiliary
converted its National FIDAC Committee into a National Pan American
Study Committee to foster hemispheric solidarity. Each year, beginning in
1941, it focused a national study program on a different one of the member
nations in the Pan American Union, its people, language, history, customs,
art, music and culture,

In 1956, a voluntary self-help project was introduced into this program,
This is funded not by dues but by “seeding monies” raised by interested
members and Units of the American Legion Auxiliary. CARE, Inc. serves
as its purchasing agent, conveyor belt for supplies and supetvisor at the
project sites. Labor is provided by citizens of the communities in which
these projects have been activated. Since 1956, these self-help projects have
burgeoned from an average investment of about $1,500 per «annum to around
$55,000 per year. Nevet has the National Organization set a specific goal for
its Units to meet. The emphasis is not on dollars, but on collections of
pennies, and the power of the penny is self evident in the accomplishments
listed below. _

In the early 1960's the Auxiliary changed the name of this program to
“Foreign Relations” both to conform to the terminology which The American
Legion used and to more accurately define its activity as being more than s

— -
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stndy program. No longer is it confined to the area of Latin America.
Projects vary annually. Here are some examples:

Vocational and educational tools have been provided to students in
CHILE, COLOMBIA, COSTA RICA, HAITI, HONDURAS and PANAMA;
and seeds and fertilizers to farmers in BELIZE. Earthquake devastation has
been repaired in CHILE and GUATEMALA and electric power brought to
villages in KOREA. Schools and classrooms have been built in the DOMINI-
CAN REPUBLIC, INDONESIA, NICARAGUA, PERU and the PHILIP-
PINES; a village sanitation project introduced to EL SALVADOR, and
pure water projects to BOLIVIA, ECUADOR, KENYA and the PHILIP-
PINES. Food canning and preservation facilities have been provided to the
DOMINICAN REPUBLIC and GUATEMALA, health clinics to KENYA,
a maternity and pediatrics hospital to MALAYSIA and a community centter
to HONG KONG. All of these, and many other projects are still bearing
fruit because once a project is funded, and the peoples have the means with
which to help themselves, the American Legion Auxiliary moves on to
another need in another part of the world community. If poverty breeds
war then the Auxiliary is attacking one of war’s causes at its source.

POPPY

One of the most important of the American Legion Auxiliary's activities
is the supervision of the making and distributing of memorial poppies,
which are worn throughout the nation on Poppy Day each year in tribute
to the war dead. Traditionally, the first poppy is presented to the Presndcnt
of the United States.

The poppies are made by disabled veterans of all wars, working in veter-
ans' hospitals in every part of the country and in convalescent workshops
maintained by the American Legion Auxiliary. The work is beneficial to
the veterans both because of the money they earn and because of its value
as occupational therapy. Approximately 6,000 disabled men are given em-
ployment in the program, and about 19,000,000 poppies are made. ‘Manu-
facture is in charge of the state organizations of the American Legion Aux-
iliary, except in a few states where The American Legion directs the program.

On Poppy Day, generally observed during the week before Memorial
Day, workers from American Legion Auxiliary units and cooperating young
women'’s organizations, all of them unpaid volunteers, distribute the poppies
on the streets of cities and towns throughout the nation. Some 150,000
volunteers serve each year. Contributions received for the poppies go en-
tirely to the Veterans Affaits and Rehabilitation and Children & Youth funds’
of the American Legion Auxiliary, forming the major source of financial
support for these vast activities. The bulk of the money stays in post, unit
and department treasuries for use in local rehabilitation and relief work
during the following year.

To “honor the war dead and aid war’s living victims” is the purpose of

the poppy program.
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COMMUNICATIONS

All of the activities that come under the realm of Public Relations for
the American Legion Auxiliary with the outside media and some of the
activities of inner communications in the organization come under the
jurisdiction of the Communications Committee. The largest part of this
committee’s activities is geared to furnishing to the media (press, radio
& television) materials on each of the programs of the American Legion
Auxiliary, both locally and nationally, '

In the field of press, radio and television, the Departments annually
salute local newspapers, radio and television stations for their aid in
publicizing the work of the Auxiliary, The Golden Mike and Golden
Press Awards were initiated by the American Legion Auxiliary in support
of the American Legion's Child Welfare Resolution calling for the emphasis
of Juvenile Decency over Juvenile Delinquency in the nation's communica-
tion media. The awards are designed specifically to give recognition to the
efforts of local broadcasters and newspaper editors and feature writers in
presenting programs and articles of outstanding merit “in the interest of
youth,” They were further designed to encourage members of the media
to attain the highest standards in local broadcasting and reporting. The
American Legion Auxiliary presents two Golden Mike and two Golden
-Press Awards nationally each year. The Golden Mike Awards ate presented-
one to the best RADIO program in the interest of youth and one to the
best TELEVISION program in the interest of youth. The Golden Press
Awards are presented to the best FEATURE ARTICLE in the interest of
youth and one to the best EDITORIAL in the interest of youth,

. A Communications Guide Book is made available from the National
Headquarters upon request and is designed to be a tool to aid local Com-
munications Chairmen in their publicity assignments,

As another Communications tool, National Headquarters makes available
a Poppy Day Booklet containing historical data for the information of the
local Unit. A small newspaper entitled POPPY DAY NEWS is also avail-
able by the National Organization to assist local Communications Chairmen

in publicizing Poppy Day.

VETERANS AFFAIRS AND REHABILITATION

The American Legion Auxiliary's work for the disabled veterans of all
wats follows and supplements The American Legion's rehabilitation pro-
gram. Auxiliary support is given to all American Legion efforts to secure the
best of care and just compensation for the disabled, and in addition the
American Legion Auxiliary carries out projects which add to the comfort and
speed the recovery of these veterans, It is the women of the Auxiliary who
do much of the actual contacting and aiding of veterans in the hospitals
and in their homes. .

One of the finest services of the American Legion Auxiliary is given in
the Veterans Administration Hospitals, and Non-VA Hospitals, where vol-

24-860 O - 84 - 16
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untcer workets, who are especially trained for their tasks, go into the hos-
pitals regularly, visiting the patients and extending many forms of aid to
them.

Christmas “gift shops” operated by the American Legion Auxiliary in
veterans' hospitals bring the joy of Christmas giving to the patients. These
shops, operated by the departments in which the hospitals are located, are
stocked with gift articles donated by the Auxiliary. The disabled veterans
select gifts for members of their families and these are mailed to their
homes, without cost to the veterans and in his name only.

In 1966, a new program which had been developing for several years
was put into action. In an effort to meet the needs of the veteran returning
to the community, the American Legion Auxiliary inaugurated a “new”
service entitled “Field Service Volunteers." This is not actually a new pro-
gram but a development of the “personal contact and follow-up service”
which has been a program of the local units since the inception of the
Auxiliary., However, changes in medical treatment of patients, benefits to
veterans through Social Security and other federal legislation, the establish-
ment of nursing homes, all have pointed to the need to enlarge the pro-
gram and establish a basis for training volunteers similar to that used to
train Volunteer Hospital Workers. By action of the 1974 National Con-
vention, & program of Home Service, a community volunteer program
for the Veteran and his family, was established.

To facilitate the training of all volunteers in the rehabilitation program
a revised "Guide for Volunteers in Rehabilitation” was made available to
the membership. This manual includes information, rules and ethics not
only for Volunteer Huspital Workers and Field Service Volunteers but also
for VolunTeens, American Legion volunteers and non-affiliated volunteers
recruited by the American Legion Auxiliary,

A pamphlet entitled “The Patient Returns to the Community,” a guide
for a volunteer service program in the community, was published by the
Veterans Administration and is an excellent and necessary supplement to the
American Legion Auxiliary Guide in the development of the Field Service
Volunteer program.

The various phases of the rehabilitation program occupy a large portion
~ of the Auxiliary's energies and resources and the work is considered of
primary importance to the American Legion Auxiliary as well as to The
American Legion.

The Auxiliary invests cach year over four million dollars for the welfare
of sick and disabled veterans. Hospital Volunteers give 1,600,000 hours of
service. In addition to this, the National American Legion Auxiliary annually
presents $15,000 to The American Legion for rehabilitation work.

In the fall of 1979, a series of eight Regional Program Conferences
replaced the Area Conferences held previously, These American Legion and
Auxiliary Regional Conferences will facilitate early plnnmng and local
leadership development in the following program and service activity areas:
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Childten and Youth Leadership
Americanism Membership
Education Legislative

Veterans Affairs & Rehabilitation Public Relations

The basic objectives of these Regional Leadership Confercnccs, in
addition to reducing the cost of attending various conferences, is to encourage
attendance by District and Post or Unit leadershnp and to provide a format
wherein ‘an individual could receive instructions in any program of The
American Legion or Auxiliary in one weekend. Noted speakers are featured
in each of the sections of the conferences.

Departments shall be assigned to the Regional Conferences as follows:

Region *1 Region #2 Region *3 Region *4
Connecticut Delaware Florida Algbama
Maine D. C Kentucky Arkansas
Massachusetts Maryland Georgia Louisiana
New Hampshire New Jetsey North Carolina Mississippi
Rhode Island New York South Carolina Oklahoma
Vermont Pennsylvania Tennessee Texas

Virginia

Wcst Virginia
Region *5 Region *6 Region *7 Region #8
Indiana Kansas Arizona Alaska
Hlinois Iowa California Idaho
Michigsn Minnesota Colorado Montana
Missouri Nebraska Hawaii Orepon
Ohio North Dakota Nevada Washington
Wisconsin South Dakota New Mexico Wyoming

Utah
PUBLICATION

THB AMERICAN LEGION AUXILIARY has a national publication, National
News of the American Legion Auxiliary, which goes to all senior (adult)
members bi-monthly. Many state and local publications also are issued.

AUXILIARY EMERGENCY FUND

In 1970, as a National President's project (Mrs. H. M, Davidson, Na-
tional President) and to be a continuing project of the American Legion
Augxiliary, there was established an Auxiliary Emergency Fund. This ptoject
was originally funded by interest from a part of an estate bequeathed to
the Auxiliary by a deceased Auxiliary membet, Helen Coiby Small from the
Department of Wisconsin, supplemented by gifts from individual Auxiliary
members and Departments of the Auxiliary is an emergency fund for
Auxiliary members to provide temporary financial assistance (said Auxiliary
member must have been 2 member for the immediate past five consecutive
years—-—mcludmg the current year). Applications and information are
~ available in the office of the Department Secretary,

AUXILIARY INSURANCE PROGRAM

In 1970, there was also established (after a study of several years), a
Life Insurance Program for American Legion Auxiliaty members, Period-
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ically, advertisements and application blanks are carried in the NATIONAL
NEWS. The program featured a constant, never-increasing premium with
the coverage determined by the age of applicant when insurance is first
issued (said coverage not to be diminished or canceled by the company).
This insurance is available only to Auxiliary members. For information,
you shculd contact the office of the Department Secretary or National
Headquarters, This insurance program has been expanded to include an
In-Hospital income program and a heart-cancer-stroke insurance program,

CAVALCADE OF MEMORIES

In 1972 at the National Convention, the American Legion Auxiliary
created a special section of national headquarters in Indianapolis—known as
the Cavalcade of Memories Room. In this area—which encompasses four
rooms at National Headquarters, and houses the memorabilia of the 50-
year history of the American Legion™ Auxiliary. Furnishings have been
donated by Departments, In 1973, the major renovation was completed
and the area was dedicated at the 1973 Department Presidents and Secre-
taries Conference. It continues to grow with interesting memorabilia,

EIGHT AND FORTY

THB "EIGHT AND FORTY," officially La Boutique des Huit Chapeaux et
Quarante Femmes, is a subsidiary organization of the American Legion
Auxiliary. Its membership is limited to women who have been members of
the Auxiliaty for at least three years and who have performed outstanding
service in the parent organization. Special projects of the Eight and Forty
are the combating of tuberculosis and cystic fibrosis among children,

21
CHAPTER 1V

REVIEW QUESTIONS

THE AMERICAN LEGION AUXILIARY

1—Can a woman whose deceased brother was a veteran of World War II
but never belonged to The American Legion become a member of the
American Legion Auxiliary?

2—Can the daughter of a Legionnaire, age four, become a member of the
Ametican Legion Auxiliary? -

3-—What are the Auxiliary’s “Christmas Gift Shops?”

4—Who makes the Auxiliary’s Memorial Poppies and who distributes them?

5—What is the name given to the Auxiliary’s annual radio-television awards?
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Mr. MiLLER. Mr. Chairman, and members of the Subcommittee
on Taxation and Debt Management, the American Legion is
pleased to apgear before you today to present its views in support
of S. 1167 and S. 1679, proposed legislation that would amend the
Internal Revenue Code of 1954 to increase the volunteer mileage
deduction to the same level enjoyed by persons engaged in using

rivately owned vehicles for business and Government activities.

e American Legion, perhaps the Nation’s largest volunteer orga-
nization, strong‘lay encourag:s the enactment of the proposals of
Senator Durenberger and Senator Armstron%]to correct an inequi-
ty in the treatment of volunteers who use their POV’s for volun-
teer related activities. The Legion and its auxiliary represent more
than 3.6 million members who serve their communities and fellow
Americans without pay. Many of our members depend upon the
volunteer mileage tax deduction to defray a portion of the cost of
providing their services to charitable activities. We would like to
emphasize that the deduction volunteers take for miles driven is
not compensation; rather, it is to help offset the expense of operat-
ing an automobile which is being used to conduct volunteer activi-
ties. More importantly, however, it is the individuals who are
helped b)); the Legion as well as other volunteer organization pro-
grams who are the real beneficiaries of the volunteer mileage tax

eduction. But without it and adequate reimbursement, the pro-
grams aiding Americans in need might be greatly curtailed.

Presently an inequity exists that threatens to deny beneficiaries
those services that they desperately need. The inequity that we are
referring to is between the allowable mileage tax rate deduction
which can be taken by persons driving for business and the deduc-
tion which can be taken by those persons who use their auto-
mobiles to conduct charitable activities.

In 1982, this subcommittee was presented with a table showing
the anticipated revenue loss from a bill which was introduced by
Senator Durenberger, S. 473. The Treasury estimated that the reve-
nue loss, from fiscal year 1982 through fiscal year 1987, would total
$578 million. I would invite the subcommittee’s attention to that
chart, and notice that the anticipated revenue losses increased dra-
matically from $7 million in the first fiscal year to $55 million in
the second fiscal year, and again by $47 million in the third fiscal
year. Clearly, something dramatic would have to be at work in
order to account for these increases which gradually level out in
fiscal years 1984 to 1987. There are several possibilities for the dra-
matic increases during the early fiscal years as shown by the
Treasury’s chart. First, there could be a substantial increase in the
use of privately owned vehicles for charitable purposes. Second,
there could be a substantial increase in the use of privately owned
vehicles for charitable purposes and a corresponding increase in
the number of individuals claiming the charitable mileage deduc-
tions. And, third, the number of charitable miles driven annuall
might remain constant and thus the increased allowance will
simply reflect the added cost per mile.

Assuming that the third possibility is representative of what will
actually occur, then we are left with the perplexing problem of ex-
Flaining the mammoth increases projected by the Treasury for
iscal year 1983, a rate which is double the projected increases for
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each of the remaining outyears. Since even nonitemizers are now
permitted to claim a deduction for charitable mileage, the increase
cannot be attributed solely to an increase in the number of people
claiming exemptions unless there is a corresponding increase in
the number of miles driven on behalf of charitable activities,
which, in turn, will further decrease the demand for federal rev-
enues.

Another argument that has been advanced in opposition to the
increase in the volunteer mileage deduction is that “‘of the difficul-
ty in identifying and quantifying the amount of indirect costs in
operating privately owned vehicles for charitable purposes that are
properly attributable to the charitable endeavors.” The problem
with this argument, as we see it, is that it assumes a difficulty that
would not, in fact, be present since the volunteer mileage rate de-
duction would be tied to the business/Federal employees’ mileage
deduction rate. Indeed, 1167 and S. 1579 will simplify the regula-
tory burden of the Treasury Department because there will be one
rate and one formula to determine that rate.

Moreover, arguments which argue current law, as opposed to ar-
guments which examine the merits of the proposed change, are not
really arguments but rather statements in support of the mainte-
nance of the status quo. Mr. Chairman, let’s look for a moment at
the maintenance of the status quo. In 1957, the year prior to the
institution of the volunteer mileage tax deduction, the average cost
of a gallon of gasoline in the United States was 30.9¢ a gallon, and
the allowable tax deduction was $0.07 per mile. During 1983, the
average cost of a gallon of gasoline has been $1.27 and the allow-
able tax deduction $0.09 per mile.

Looking at these figures in another way, we see that during the
last 25 yea.s the allowable tax deduction for charitable privately
owned vehicle use has increased by 28.6 percent, while during the
same period, motor fuel has increased by 310 percent. Likewise, in
1957, the allowable deduction represented 22.7 percent of the cost
of a gallon of gasoline, but by 19883, the allowable deduction repre-
sented only 7 percent of the cost of a gallon of gasoline. For today’s
driver to maintain parity with the volunteer driver of 1958, in
terms of percentage of cost, he would have to be allowed a deduc-
tion of $0.28 a mile.

Mr. Chairman, the volunteer community is not asking that the
volunteer mileage deduction be raised to $0.28 a mile. Instead, the
volunteer community is only asking for a parity with persons who,
today, use their automobiles for Government and commercial pur-
poses. We believe that this is not only a fair request, but a respon-
sible request as well.

Mr. Chairman, it came to my attention this weekend that the
Small Business Administration reimburses its volunteers in the
Service Corps of Retired Executives, SCORE, with 20.5 cents a -
l1:1ile. I would be happy to respond to any questions that you might

ave.

Senator ARMSTRONG. Thank you very much. We will be back to
you in a moment. Mr. Chromy, am I saying your name correctly?

Mr. CHrOMY. Yes, sir.
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Senator ARMSTRONG. Mr. John Chromy, you are here to repre-
sent the board of directors of VOLUNTEER. We are very happy to

have you with us.

STATEMENT OF JOHN CHROMY, MEMBER, BOARD OF DIREC-
TORS, VOLUNTEER: THE NATIONAL CENTER FOR CITIZEN IN-
VOLVEMENT, WASHINGTON, D.C.

Mr. Curomy. Thank you, Senator. As I sit here, it is amusing to
myself that I am delighted to be here to testify in support of these
two bills for three reasons. First of all, it is kind of a personal one.
I have been a volunteer all of my life. And when I heard 1 was
going to testify on behalf of this, I put in a telephone call to my
brother and my nephew, both of whom are small town boys in Min-
nesota, who work and earn salaries ranging about $11,000 to
$13,000 a year, and both of whom serve as emergency medical tech-
nicians and run along with 16 other men and women in that com-
munity the town’s only ambulance service. And I asked them if it
would make a difference to them and their colleagues if they were
able to get an additional 10 or 15 cents a mile deduction for all the
mileage that they put in every time that beeper goes off, and they
run out of church or leave their work at the grocery store or their
job as a stock clerk in the Minnesota valley engineering program,
and run off to grab that ambulance and get out there and help
people who have had accidents and so on. Both my brother and my
nephew said, “My God, John, that can only help. And I would be
delighted if there was some way that that kind of thing could be
arranged.” I mention that only because I think my brother and my
nephew are one of tens of hundreds of thousands of men and
women in the communities across the country who do just this
kind of thing.

I am also delighted because I was out of town during 2 weeks in
July down at Baton Rouge, La., where the program that I work for,
the special Olympics, was conducting its international special
Olympics games. I was delighted to come back to Washington and
find out—because when you come back to Washington you seldom
expect to hear good news in July and August—the good news that
you had ‘scheduled this hearing, and that you were going to speak
up for—at least let people speak up for—the 92 million people who
volunteer in this country. That was good news and a delight for me
to have. The third reason I am delighted to be here is because I
consider it a real privilege and an honor to be at the same table
with people representing two of our Nation’s largest and certainly
the most super volunteer organizations who have done so much for
the country, both the Association of Junior Leagues and the Ameri-
can Legion. I know we could not run special Olympics without the
volunteer help from both of those organizations. In special Olym-
pics this past year, we calculated that probably we had 137 million
hours of volunteer time to help a million mentally retarded ath-
letes have a chance to train and compete in sports. That is the kind
of thing we are supporting and trying to protect with this bill.

Senator ARMSTRONG. How many hours did you say?

Mr. CHroMY. 137 million in the last year.
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Senator ARMSTRONG. I didn’t mean to interrupt. I wanted to be
sure I had heard that correctly.

Mr. Chromy. Yes, sir. That is our calculations. That is what it
takes to have a million mentally retarded athletes trained, be
coached, practice, compete in sports throughout the year instead of
be sitting in State institutions or being hidden at homes in closets
because people are ashamed tc have them in public. That is just
one small program compared to everything that is going on at the
Legion and the Junior League and others are doing.

that is my introduction. I am here on behalf of the board of
Volunteer, an organization that constantly tries to encourage and
assist volunteer movements in the country. I bring you, Senator,
greetings from Gov. George Romney, our chairman of the board, a
man who you know has committed his life to volunteer service, in
addition to his public service and his personal service. Since 1972
when he left his Cabinet post, he formed the National Center for
Voluntary Action, which our current agency is a descendant, and
he has been fostering volunteer spirit in this country ever since
that time. He regrets he cannot be here. He sent me as kind of a
third string substitute and I will do the best I can.

We, too, have written testimony which I will submit for the
record. I will just highlight the key points, and I will do my best
notilto repeat the things they said because they said them very
well.
We, of course, support your bill and the bill of Senator Duren-
berger to raise the volunteer mileage to make it equal to that pro-
vided either to private business deductions or to government em-
ployees who use their privately owned vehicles for volunteer mile-
age. We support it because we think it is important to continuing
to have the kind of volunteer service that has been identified here
this morning. It is important to avoid knocking people out of volun-
teer service because they no longer can afford the expense. We
have some indication that that is starting to happen. We have
talked to some of the leaders of the retired senior volunteer pro-

am, which has some 300,000 volunteers across the country. They

ind that some of their volunteers are starting to back out because

they can no longer afford the transportation costs that are in-
volved. We would particularly hate to see that with senior citizens
who are giving of their time because they most often are on fixed
incomes.

The people here have already talked about the size of the volun-
teer community. We know its 92 million people. It is not only that
I think—it is that number of people—I think it is the thing that
they do that really is important here. Our countr%: was founded on
volunteer service. It was built by volunteers. They opened the
lands; they built the towns; they built the communities; they did
the traditional barn raisers. They still do them out where I grew
up and come from and where my family still is in Minnesota. I am
sure they still do them in small communities in Colorado. Not only
that, they man the firetrucks, and they man those ambulance in
many of those communities. I live in Prince Georges County, Md.,
which is a relatively large community. We have some professional
firemen, but we have a lot of volunteer firemen. When that whistle
blows in Prince Georges County, people still leave their jobs, jump
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in their cars and drive to the source of that tragedy and go to work
to help make it happen. Those are the kinds o fpeople we are con-
tinuing to support. They raise the funds to fight cancer. They
combat birth defects, and they raise the funds to battle heart dis-
ease. Those funds that they raise multiply that that the govern-
ment appropriates for those kinds of things. The volunteers we are
talking about are the ones who filled the sandbags when there are
floods; they are the ones who come to the fires and other disasters;
they work in support of the local churches, the arts programs that
were mentioned. Volunteers give in excess of 11 billion hours of
service each year in this country, service which has been valued by
the Gallop Poll of 1981 and in the independent sector as a mini-
mum of $40 bhillion worth if we had to ag' the minimum wage to
have all these people do these services: £4 billion. If you calculate
in any sort of increased level for the various professional services
involved, it would be roughly $64 billion as a best estimate of what
that is worth if our society had to pay for those services. By com-
parison to that kind of money, the $100 million deficit in revenue
that our Treasury colleagues envision I think is pretty small. We
would like to emphasize the other because I think we want to keep
that growing. I think the administration does, and certainly those
who are committed to the American tradition of a free society and
a society that takes care of its own and meets its needs wants to
see that kind of thing continue.

I think there are two other significant factors that I would like
to enter in the record that haven’t already been mentioned. As
someone who administers a volunteer Frogram and having talked
over the years to administrators of volunteer programs all across
the country, probably the single most difficult volunteer service to
arrange and keep going and consistently make available is that of
transportation: getting the people who can drive the kids to the
programs; getting the people who will pick up those senior citizens
and take them to their medical treatments; get those meals out to
the folks who are locked at home; finding volunteer drivers who
have access to vehicles and keeping them going and keeping them
available is }J_robably consistently the most difficult volunteer as-
signment to fill. I think my colleagues would agree with that. Part
of it is it just costs one whole chunk of money to have a car and to
continue to provide that service, As they indicated, the cost of gaso-
line and everything else, as you rightly indicated to our friend
from the Treasury, that 9 cents a mile no way does it come near
what it costs you to run that vehicle unless you are driving some
sort of a little motor scooter, and then you can’t take very many
people to the hospital. It is clear that if I am a pharmaceutical
salesman and I am in a private business, and I am driving to the
hospital to sell my product, I can depreciate 20 cents a mile for my
work to go and sell those products. On the other hand, if my neigh-
bor wants to take a sick person to his kidney dialysis at the same
hospital, the most he can deduct is 9 cents a mile. As you rightly
pointed out, given his tax bracket, we are coming down to 3 cents a
mile. Those are very, very serious discrepancies.

Our country wants these people to continue to provide these
services. We recognize that without these services our society, as
we know it, could not continue to exist. Most of the good of Ameri-
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can society would fall by the wayside if we did not have people pro-
viding these services. I think we need to make it happen.

The other important factor, along with the difficulty of finding
people to do this transportation, is that if our organization or the
Cancer Society or anyone else had to reimburse people at 20 cents
a mile for the miles that they put on—and this happens. When you
administer a program, a volunteer comes in and says, you know,
Mr. Chromy, “I like doing this, but I just cannot afford to do it so
often. I am only going to be able to do it once in 2 weeks or once a
month instead of every week because I just cannot come up with
the funds any more.” What happens, as an administrator, you start
to say, “Well, let me see if we can shake out some of the money
and reimburse you for more of the mileage,” and so on. What that
means, of course, is the Cancer Society or the Heart Association or
the rest of us have to then raise more money, more cash contribu-
tions, to pay the 20 cents a mile. So it becomes a double burden.
Not only can’t you find people, but you can'’t pay for it.

With that, Senator, I would like for you to know that our organi-
zation strongly supports your efforts on behalf of the volunteers.
We hope that you will do everything you can to pass it, and we will
do everything we can to help make it possible. Yes, the revenue
issue is a serious one—and we know the deficit problem is a serious
one—I think our organization, Volunteer, and I assume some of
our colleagues as well, would be willing to work with you on the
passing of legislation that would establish the principal of equity
and provide even 1-, 2-, 3-year periods to build up to the equity
amount. But it is important that we say to the volunteers and the
public we believe in it. It is as important as our private sector. It is
as important as the service that government employees provide.
And we are committed to raising that allowance up to and equal to
those folks. If we do this it will encourage our volunteers to contin-
ue this important service. And in addition, it will provide recogni-
tion of the specia! contributions of America’s volunteers. It will
show that the President, the Congress, and all of our society cares
about the work of these special people, and it will show that this
legislation like to service our volunteers. Senator, it is not.only
need}::d and important but it is right and it is just. Thank you very
much.

Senator ARMSTRONG. Thank you, Mr. Chromy.

[The prepared statement of John Chromy follows:]
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Testimony in support of
S. 1167 and S. 1579
Volunteer Mileage Equity Legislation

by
John Chromy
member of the Board of Directors

VOLUNTEER: The National Center for Citizen Involvement

Thank you, Mr. Chairman and members of the subcommittee, for this opportunity to
testify on the very important topic of mileage equity for volunteer drivers. I
am John Chromy, a volunteer myself, and a member of the board of directors of

VOLUNTEER: The National Center for Citizen Involvement.

VOLUN:rEER is the only national voluntary organization that exists for the sole
purpose of encouraging the more effective involvement of all citizens in com-
munity problem-solving. We serve as a national advocate for volunteering and
work to improve the effectiveness of volunteer management skills by providing a

variety of information-sharing, training and technical assistance services to

local, community-based volunteer groups.

VOLUNTEER maintains a close working relationship with the over 300 local

Volunteer Centers and Volunteer Clearinghouses that place more than 250,000 new
volunteers in conmunity agencies each year. We serve an additional 6,000 local,
state and national organizations through our Associates program and our magazine

and we provide training and information services to over 10,000 volunteer

leaders annually.

I am here today, Mr. Chairman, on behalf of our chairman, Governor George
Romney, who sends his regrets at not being with you as you address this impor-
tant issue. Governor Romney feels very strongly about the unique contributions
of volunteers in our society and about the need to provide those volunteers with

continuing 1ncentive§. as well as with the recognition they so rightly deserve.

On behalf of Governor Romney, the entire board of VOLUNTEER and 92 million
American volunteers, 1 strongly urge the passage of legfslation to equalize the
tax deductions for volunteer drivers. This legislation would relieve a portion

of an increasing financial burden which is being shouldered by volunteer drivers
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and would provide a visible means for our government, the Congress and our

society to recognize the enormous contributions of the volunteers who so

willingly serve this country.

The volunteer community -- those individuals who give their time and energy to
help meet our country's needs -- is broad and far-reaching. A 1981 Gallup survey
highlighted the amazing fact that over half of the adults and half of the teen-
agers in this country are volunteers. These volunteers are from every social,
economic, ethnic, age, cultural and religious group in our country. There are
92 million American volunteers. They work in hospitals, libraries, day care
centers, nursing homes and neighborhood organizations. They serve on boards of
directors and on community councils. They staff our fire departments and our
ambulance services. They council troubled youth, work with 4H-ers and train

young athletes.

They raise the funds that fight cancer, combat birth defects and battle heart
disease. They are always there to stack the sandbags, staff the shelters and
rescue the stranded during floods, fires and other disasters. They work with
their local churches and support the arts in tneir communities. They fight for
the rights of others. They feed the elderly, help the disabled and transport
the injured. They supply needed services and work for the benefit of others and
the conmunities in which they live. Volunteers give in excess of 11 billion

hours of service each year, service which has been valued at a record-high of

$64.5 billion annually.

Hundreds of thousands of miles are driven each year by these volunteers.
Although there are no national surveys on the use of personal automobiles for
volunteer work, local statistics speak for themselves. A study coordinated by
the Volunteer Bureau in Montgomery County, Maryland estimated that volunteers

had driven over 800,000 miles in one year. In Minnesota, a Board on Aging
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survey of transportation programs for seniors revealed that over three million

miles were driven by their volunteers in that great state.

The Maryland Lung Association estimates that their board of directors alone
drive over 36,000 miles each yeér to support a program which does so much to
fight lung diseases. In Dallas, Texas, volunteer Big Brothers_ and Big Sisters
drove in excess of 250,000 miles in 1982 to support troubled boys and girls in -
that city. The American Red Cross has estimated that individual Red Cross
volunteers across the country are driving from between 2,000 and 12,000 miles
each year while providing the assistance that our medica) services, our disaster

services and, indeed, our mnitm} services could not do without,

The director of the District of Columbia Retired Senior Volunteer Progiram, a
part of a national network of over 300,000 volunteers, recently told us that
many of their volunteers are unable to continue volunteering as a result of the
high costs of driving thefr cars. This problem is further complicated since
many senior volunteers share rides to volunteer assignments. Many other volun-
teers feel similar economic strains. Fortunately, many of them just dig deeper

into their pbckets and continue their service, but many volunteers may not be

able to continue.

[ 4
__The value of volunteer time cannot be expressed in figures and statistics

alone. Why do Americans volunteer? They volunteer partly because it's an
Averican tradition. Indeed, it is the way in which our country was founded,
developed and built into the great natfon it is today. Americans also volunteer
because they are a-fundamentally generous, helpful and caring people. They also
volunteer because they have been asked, because they are needed and because they
know that others care about what they do. But, most of all, they volunteer
because they know that it is right to do soll
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Stop for a moment, Mr. Chaimman, and consider where our nation would be without
its volunteers -- the elderly shut-in waiting for a hot meal that would never
come, the scout troops that would never take another camping trip, the child
with leukemia who would never get to her cancer treatment center, or the acci-
dent victim who might never receive his emergency medical treatment. Qur world
would be much a much di fferent place than it is now, Mr, Chaimman, In fact, if

volunteers ever stopped caring and giving, American life as we know it would

cease to exist.

Sydney Harris, the syndicated columist for the Chicago Sun Times described the
contributions of the American volunteer when he participated in the 1981 National
Forum on Volunteerism. He said, “one of the sectors has money, one has power

and we have people.... The money and the power can't do much without the

people...."

We have recognized that the contributions made by our nation's volunteers are
invaluable, Mr. Chafrman. We have gladly accepted the hours of service they have
given and acknowledged the m&ny miles they have driven in providing those ser-
vices. And, yet, the federal govermment has choosen to place a lower value on
those contributfons than they do on those made by the paid worker. While the
paid government social worker is allowed to claim 20¢ per mile for driving to a
hospital to visit a sick patient, a volunteer is only allowed to deduct 9¢ per
mile for making that same visit. The medical supply salesman who uses his car

in the course of his work is allowed to deduct 20¢ per mile, but his neighbor
will only be allowed to deduct 9¢ per mile for transporting cancer patients to

and from their treatment centers.,

The Treasury Department has estimated a revenue loss of $100 million if this
legislation were to pass. Compare this figure with the enommous value of the

contributions of our nation's volunteers. Do these contributions mean less to
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our country than those of its paid workers? The symbolic implication of this
fnequity 1s hard to explain to the 92 million Americans who give their time and
energy for others and for their communities. In addition, let me remind you
that the current dollar value of volunteer activity in this country is $64.5
billion. I think you will agree, Mr. Chairman, that these facts, when combined

with the potential for increased volunteer activity, make the revenue loss seem

relatively small indeed.

The United States government has a long-standing tradition of encouraging chari-
table giving through its tax laws. The enactment of the recent charitable
contributions legislation has made current deductions available to all tax-
payers. As a result, passage of volunteer mileage equity le‘gi slation is now
even more important since it affects volunteers at every ecoromic level. We

would stress, Mr. Chaimman, that govermment leaders have increasingly turned to

the volunteer community to provide needed services. It is a contradiction that

this same government does not encourage and support these activities with its tax

laws.

The American Automobile Association has released recent figures that estimate
the cost of operating an automobile at 23.8¢ per mile. Although lower than in
previous years, we would emphasize that this cost is nearly 4¢ per mile more

than the current rates allowed to business and government drivers and 15¢ per

mile higher than the current rates allowed volunteer dri‘vers.

There is no justification for this inequitable treatment. Volunteers play a '

unique role in our country. Their contributions can be measured in dollars and

in the economic, social and ideological well-being of our society. VOLUNTEER
commends the efforts of Senators Armstrong and Durenberger and of Congresswoman
Mikulski to equalize the mileage tax deduction allowed volunteers. This is a

necessary step to ensure equity toward the value of the work performed by all

our citizens. It will encourage our voluteers to continue tt;e very important
service they perform. And, in addition, it will provide recognition for

the special contributions of America's volunteers. It will show that the
President, the Congress and all of American society also cares about the work
of these special people. This legislation, like the service of our volunteers,
1s not only needed and important, it is r.ighrt and just! Thank you.
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Senator ARMSTRONG. Miss Crawford, thank you for your testimo-
ny this morning and, more than that, for what the Junior League
is doing. I am very familiar with some of the good work that the
Junior League has done and we are grateful to you for that. I was
especially glad that you mentioned the contribution to this effort
that my friend Eunice Fine of Greeley, Colo. made. I didn’t know
that was in your testimony until I read it, but that is great.

I want to ask one question, and then in some version or another
I may ask each of the witnesses that question. Qur time is limited, -
but I would be interested to have you comment briefly on the ques-
tion of whether or not this is an abstraction and we are really just
sort of shoveling smoke here, or whether or not it is a serious prob-
lem to people who would otherwise be more willing to take part in
volunteer activity? Obviously, volunteers are making a tremendous
contribution to the life of the country. But is it a real hardship for
them or is it mostly an abstraction or a status symbol or something
of that kind? What do you find among the people you are in con-
tact with? '

Ms. Crawrorp. I think there is no question that it is a problem,
that there are programs that truly are in jeopardy because it is dif-
ficult to recruit and keep volunteers or to keep volunteers on the
same regular schedule that they have had before. Volunteers are
rich and poor. Volunteers cannot all afford unlimited out-of-pocket
expenses, and there are often other expenses related to volunteer
work in addition to the cost of transportation, such as child care,
and telephone costs, meals away from home, whatever. So volun-
teering isn’t free. It is very important that volunteerism doesn’t
become a luxury in our country. It has been, as pointed out, part of
our country from the very beginning. Those programs are valuable
in all of our communities, and I think’ many of them would be in
jeopardy if they start losing volunteers, and eventually could be a
financial burden on the public sector to replace those services.

Senator ARMSTRONG. Aside from this legislation and the specific
problem that it is addressed to, do you sense that, in general, there
is a greater willingness on the part of Americans today to serve in
volunteer activities a declining willingness or about the same? In
other words, well, let me be more specific. Sometimes people tell
me that we are just not as willing to undertake barn-raising kinds
of activities. I have forgotten who used that expression, but back in.
the frontier days when we were all very close together, when we
were all neifhbors, and we all knew when somebody had a problem
and we would pitch in and help, and that today we are more isolat-
ed, and our communities are more impersonal, and there is less
willingness to do that. How do you find that? Are people still will-
ing to participate? Is it going up, down, staying the same, or what
do you think?

Ms. Crawrorp. I would think people are very definitely still will-
ing to participate. It may be that some of the ways they can par-
ticipate in terms of time, they may need to do volunteer activities
in the evenings or on weekends or from their homes, as more
women are now employed, as it is more expensive. But I think very
defintitely that the spirit of volunteerism is very strong in this
country. .
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Senator ARMSTRONG. I thank you. I hope you are right. I believe
that you are. But as I said earlier, it aggears to me that the contri-
bution made by volunteers cannot adequately measured in
money; that the spirit that they contribute to the life of communi-
ties and to our national life far exceeds even the large dollar value

Mr. Miller, I was glad that you included in your statement some
of the specific activities that the American Legion takes part in,
and has shown great leadership, too. I was glad that you included
in your statement at page 4 your disputation about the estimates
bgothe Treasury Department, which I also have some reservations
about. And I was especially glad that you included in your closing
arguments about the essential fairness question, which, in my
view, is probably the most important reason why we ought to enact
this legisiation, even more than its literal effect on the financial
status of volunteers. I thank you for doing that. Let me ask this
question. Do you find that members of the American Legion—and I
am really émtting the same question that I &n to Miss Crawford—
do you find that members of the American Legion are affect~ ‘n a
serious practical way or is this mostly an abstraction with them?
Are there people who you know in the American Legion member-
ship who would be more willing to actually go out and perform vol- .
unteer activities in the community if they could overcome some of
the costs of transportation?

Mr. MiLLER. Oh, I don’t think there is any doubt about that, Sen-
ator. I think what we need to do is look at the current volunteer
mileage deduction for a second in terms of its reality. The Treasury
made a statement that people can deduct their actual cost of gas
and oil if that is more favorable. What Treasury failed to mention
was that option is only available to people who itemize. A great
many volunteers on fixed income—retirees—no longer itemize de-
ductions. For them to go into that whole procedure would be,
again, costly. Currently, volunteers are allowed to take 9 cents a
mile, but there are some limitations on that. One, the maximum
tax deduction that a non-itemizing volunteer can take is only $100.
Of that amount they can take one-quarter this year. Next year, I
believe, it is going to be 50 percent. That means if a volunteer only
drove 1,200 miles, their volunteer mileage alone would total their
full allocation of charitable contributions, according to the IRS.
Now if they are only allowed to take 25 percent, that means th:f/
are spending $100 for gasoline but being reimbursed $25, or actual-
ly achieving a reimbursement of $25 on the $100. So they are actu-
ally sustaining a financial liability to volunteer. I think that that
cannot help but affect the amount of miles driven, the kinds of
uses to which a vehicle will be put. In the letters that we received,
one woman, to give you an example, put in 597% hours of volun-
teer work driving 4,924 miles. This woman happens to be, as I un-
derstand it, in her 50's. This woman is concerned because she can
no longer afford to drive that many miles. In fact, her auxiliary
unit offered to give her $5 to help defray her costs, and she said no,
because the auxiliary unit could use that $6 for another program.

Senator ARMSTRONG. I appreciate you personalizing it in that

way. .
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I say I appreciate your personalizing it in that way. That is very
useful. So many of my colleagues—and it is a natural thing—tend
to look at overall trends, and look at an issue such as this as if
t}tfg were statistical phenomena rather than real life circum-
stances.

Mr. Chromy, I especially appreciated your sharing the observa-
tions about your family in Minnesota, and how they would react
and how they would be affected. That was very useful. I really
don’t have any questions to ask. Your statement was excellent. We
would like to put the whole statement in the record. Your observa-
tions were very good and we appreciate your sharing them with us.

Mr. Curomy. Could I share on that last e3uestion that you did
ask: does it really affect people? 1 watched it affect, in special
Olympics, for example, when we asked parents to volunteer to
drive a group of mentally retarded athletes to a Saturday competi-
tion 40 miles away, and they are thinking in terms of their Chevro-
let, and 40 miles back and forth is almost a half a tank of gas. And
if you recall when you tswull into a gasoline station what a half a
tank of tgesussf costs novi;ata 8. That jis ? $10 bill,l oi close tf)o that,
going out of your pocket. You can just see people trying to wince
when they have to think in terms of that extra half a tank of gas
and that $10 bill, that it really does make a difference to people.
They still put it out, and they still do a lot of it. But it is hurti
and I think it is an important issue, sir. ,

Senator ARMSTRONG. Thank you very much. Thank you all.
[PTher? will now be a brief period for the changing of the guard.

ause.

Senator GrassLEy. We now want to proceed to consideration of

S. 108. I am the originator of S. 108, and I have a statement that I am
going to put in the record rather than reading it at this time, in
explanation of my legislation and support of it.
Our next list of witnesses as Congressman Ron Wyden, from the
State of Oregon; Gary Conkling, director of government relations,
Tektronics, in Beaverton, Oregon; Wayne Newton, trustee for Kirk-
wood Community College, ar Rapids, Iowa, and a constituent of
mine, I might point out; and Dr. Richard Greenfield, chancellor of
St. Louis Community College, St. Louis, Mo., and ask you all to
come. I would like you testify in that order. Congressman Wyden,
if you ave in a hurry and you have to leave before the panel is
done, would you please tell me as I have one or two questions that
I want to ask you. :

Representative WypeN. That would be most helpful, Senator.

Senator GrassLey. All right. Then we will proceed with you and
I wil. have a dialogue with you before we go on to the remaining
members of the panel. Would you proceed?

STATEMENT OF HON. RON WYDEN, A U.S. REPRESENTATIVE
' FROM THE STATE OF OREGON ‘

Representative WYDEN. Senator, thank you very much. It is a

t pleasure to be here and testify in support of your leﬁislation,

S. 108. It is also a pleasure to be seated on the panel with Mr. G:g
'Conkling of the Tektronics Corp., a gentleman of considerable tal-
ents. Tektronics, our largest employer in the State of Oregon, has
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done a tremendous amount to prouiote educational reform. I have
to admit not being unbiased with respect to Mr. Conkling. He is my
former administrative assistant. My loss is Oregon’s gain, and I am
very happy to be here with him.

Senator, I wholeheartedly support this legislation. I am con-
vinced that by enacting this bill, Congress will take a major step
toward making available to our young people the training that
they are going to need for tomorrow’s jobs. For the last several
months, as a member of the House bipartisan task force studying
the concept of merit pay, I have been deeply involved in the issues
of educational reform. At hearings that were held in Washington,
D.C., as well as one that I just held in Oregon, one witness after
another said that any effort to reform education in this country
simply must address the prospect and the need to beef up vocation-
al education in the United States. That is why I am very glad to be
able to support this legislation that helps answer some of the con-
cerns that I have heard witness after witness raise around this
country. In particular, we have got to look at new ways to figure
out how vocational schools and community colleges can get the in-
structors and the equipment that is needed to train workers for the
changing job marketplace.

I think it is pretty clear that tomorrow’s jobs are going to require
expertise in technical knowledge. The Task Force on Education for
Economic Growth wrote in its June 1983 report: “Jobs which offer
ufpward mobililty will increasingly be those which require the use
of technology.”

To meet this challenge, we need vocational training programs
that are as modern as the job market. That means schools with
new textbooks, skilled teachers and state-of-the-art equipment.
Tight budgets everywhere, especially in education, mean that we
need to develop a new, mutually beneficial partnership between
the parties directly affected: business, government, schools, and
parents. I think that S. 108 offers an opportunity for the Federal
Government to promote that kind of partnership. S. 108 achieves
this by recognizing the great importance of how our community
colleges train workers. With more than 1,200 of those colleges
across the Nation, they are in the- position to train students in a
short period of time in a particular vocation, and to work with
local businesses to provide employer-specific courses. Their track
record is impressive: Community colleges train more than 11 mil-
lion workers every year. But I think there is room for imﬁrove-
ment. To maximize the potential for training students for the ad-
vancing job market, our nation’s community colleges need to have
the correct tools: state-of-the-art tools such as electronic engineer-
ing technology, computer software, and new medical equipment.
They also have to have the teachers who know how to use this
equipment and who know about current developments in these
areas.

I think your bill, Senator, gets right to the root of the problem. It
will provide tax incentives to industries which donate equipment
for vocational education programs, as well as tax credits to compa-
nies which allow employees to teach vocational programs without
compensation or which employ temporary full-time vocational edu-
cation instructors. }
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In my own home State of Oregon, as in many States, the budget
for higher education has been increasingly hard-pressed. Appropri-
ations for higher education have fallen 3 percent in the last 10

ears as our State legislature, like so many, has looked for ways to
old down spending. At the same time, Oregonians have been—and
are—reluctant to pay additional taxes, leaving school levies in
Oregon with very, very tough prospects for approval.
ith money short, one of the first things to be cut from a college
or vocational school’s budget are the funds to purchase expensive
equipment. I think we all realize that computers aren’t cheap.
- Your legislation would helﬁ cover some of the expense of mod-
ernizing that equipment with a very modest cost to the Federal
Government. It would also provide incentive for industry to donate
ggrsonnel, to help teach student about new technologies so they will
ready to come out of training and take up a job quickly, thus
ftllrthering our competitive standing in the international market-
place.

Again, in Oregon, Senator, the econor{x]y is just beginning to re-
cover from 3 years of serious recession. Unfortunately, most of the
equipment in our community colleges is 5 to 10 years behind the
times, seriously outdated, and the need for new equipment has
been simply too great for either the colleges or the businesses to
meet. I think it is a need we have got to meet. We must train more
students to work in high technology fields. To do that, the people
and the tools have to be made available to vocational schools.

I have often said that to keep pace with our foreign competitors,
'we must have an educational system which is committed to kee
ing our human capital as rigorous as our investment capital. S. 108
would help us to achieve that goal. I very much urge your support
and congratulate you for all the leadership that you have brought
to this issue, Senator. -

Senator GrassLEY. Well thank you very much. I appreciate your
testimony. I think you have answered my first question because it
was in regard to whether or not you felt that the bill provided an
appropriate Federal role in meeting the equipment and staff to de-
velop a means for our community colleges by encouraging greater
private sector investments. I think your enthusiastic support of
your testimony indicates that. Did I interpret it right? ,

Representative WyDEN. Absolutely. And I think what your legis-
lation does, Senator, is carve out a modest and yet still very mean-
ingful role for the Federal Government to play in promoting voca-
tional education. I think you and I would both concur that with a
$200 billion deficit staring us in the face we cannot go out and
start enormous, new programs and just spend money indiscrimi-
nately. What your bill does is it gives us a chance to target a spe-
cific problem, a very real problem, in my State and throughout the
country. And for that reason I think it does carve out a modest and
yet still very meaningful role for the Federal Government.

Senator GrassLey. Yes. Could I ask your view—it is somewhat
related to the bill, but not totally related to it—whether or not you
see a need for more Federal support for technician training pro-
grams as opposed to professional engineering and science pro-

grams?
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Representative WyDEN. I think we ought to proceed vigorously in
both those areas. I think that the technological revolution is going
to produce job opportunities in both of those areas. I would Jjust
suggest that at this point we move vigorously in both of them and
not try now to sort out one at the expense of the other.

Senator GrassLEy. All right. Thank you very much. And I appre-
ciate the fact that, the House being in session, that you have to
leave..And I thank you for your contribution.

- Representative WyYDEN. I very much appreciate your gracious-
ness, Senator. Thank you.
[The prepared statement of Congressman Ron Wyden follows:]
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TESTINONY
(¢ 4
CONGRESSMAN RON WYDEN

AUGUST 1, 19863

Thank you, Mr. Chairman, for the opportunity to speak before this’
subcommittee in support of Senator Grassley's bill, §. 108,

I wholeheartedly support this legislation. I'm convinced that by

enacting this bill, Congress will take a major step towards making

available to our young people the training they need for tomorrow's

jobs.

For the last several months, 28 a member of the House bi-partisan
task force on merit pay, I have been deeply involved in the issues

of educational reform. The issue of vocational education has come

up again and again.

That is why I am glad to be able to lend my support to a bill that
- helps answer some of the concerns we have discussed -- principally, - .

~-how vocational schools and ‘community colleges can get thea - 5ot tne

. instructors and equipment needed to train workers for the changing

job marketplace.

It is clear that tomorrow's jobs will require technical knowledge.
As the Task Porce on Education for Economic Growth wrote in its June

1983 reports- - "Jobs which offer upward mobility will-increasingly be

those which require the use of technology.”

To meet this challenge, we need vocational training programs as -
modern as the job market. That means schools with new textbooks,

skilled teachers and state-of-the-art equipment.
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Tight budgets everywhere, especially in education, mean that we must
develop a mutually beneficial partnership between the parties
involved -~ business, government, schools and parents. §. 108

offers an bpportunity for the federal government to promote such a

partnership. .

The bill achieves this end by recognizing the great importance of

our community colleges in training workers. With more than 1200 of

these colleges across the nation, they are in the position to train
students in a short period of time in a particular vocation, and to
work with local businesses to provide employer-specific courses.

Their track record is impressive: Community colleges train more

than 11 million workers each year.

But there is room for improvement. K To maximize their potential for:::: -
Eiéalning students for the advancing job market,-our nationts  atin:'s
community colleges must have the correct tools -- state-of-the-art.
tools such as electronic engineering technology, computer software

"and new medical equipment. - They must also have teachers who .know -

how to use this equipment and who know about current developments in

these areas. -
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Senator Grassley's bill gets to the root of the problem: It would
provide tax incentives to industries which donate equipment for
vocational education programs, as well as tax credits to companies
which allow employees to teach vocational programs without
compensation or which employ temporary full-time vocational

education instructors.

In my home state of Oregon, as in many states, the budget for higher

education has been increasingly hard-pressed. Appropriations for

higher education have fallen 3 percent in the last 10 years as the
state legislature has looked for ways to hold down spending. At the
same time, Oregonians have been -~ and are -- reluctant to pay

additional taxes -~ leaving school levies . in Dregon with d4im. ...... (..

prospects of spproval., . - -t.

With money short, one of the first things to be cut from a college
or vocational school's budget are funds to purchase expensive

equipment. And we all know, computers aren't cheap. - .-

Senator Grassley's legislation would help cover some of the expense
. of modernizing equipment == with little cost to.the federal -
government. It would also provide incentives tor industry to

"donate" personnel to help teach students about new technologies so
they'll be ready to come out of training and take up a job quickly
== thus furthering our competitive standing in the international

marketplace,
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In my state, the economy is just beginning to recover from three
years of severe recession. Unfortunately, most of the equipment in
our community colleges is 5-10 years behind the times. The need for
new equipment has been simply far too great for either the colleges

or the businesses to meet.

Yet, it is a need we must meet. We must train more students to work

in high technology fields. To do that, the people and the tools

have to be made available to vocational schools.

I have often said that to keep pace with our foreign competitors, we

must have an educational system which is committed ‘to keeping our

*human capital® as rigorous as our investment capital. 8. 108 would

pelp us to achieve that goal. I urge its favorable adoption-by ‘this-

subcommittee. -

Thank you very much.
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Senator GrassLey. Thank you. Mr, Conkling.

STATEMENT OF GARY CONKLING, MANAGER OF GOVERNMENT
RELATIONS, TEKTRONIX, INC., BEAVERTON, OREG., ON BEHALF
OF THE OREGON COMMUNITY COLLEGE ASSOCIATION

Mr. CoNKLING. Thank you, Mr. Chairman. My name is Gary Con-
kling, and I am manager of government relations for Tektronix,
Inc., in Oregon, and I am appearing here today on behalf of the
Oregon Community College Association. I would ask your permis-
sion for my written statement to appear in its entirety in the
record. It is the statement of the Oregon Community College Asso-
ciation. If I could be allowed, I would like to make a few oral re-
marks on behalf of my own company today.

Senator GRASSLEY. Yes. The statement will be included in the
record as a matter of practice, but specifically for yours. And then -
would you proceed?

Mr. ConkLING. Yes. Thank you.

[The prepared statement of Gary Conkling follows:]
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Chairperson Packwood and members of the Subcommittee, my name is Gary Conkling, Manager
of Governmental Relations with Tektronix, and I am here today on behalf of the Oregon
Community College Association, located at 1201 Court St. NE, Salem, Oregon 97301.

I am here to speak in support of S.108. Passage of this legislation would help Oregon's
commmity colleges and business and industry to respond to the job training and economic
development needs of the state by:

e Extending to postsecondary occupational programs the same eligibility for
equipment gifts from industry that the 1981 federal tax reforms allowed
on equipment gifts to university research programs. ’

o Allowing companies that make their staff available to teach technical and
occupational courses, a $100 tax credit for each course a company professional
teaches---limited to five courses per year per individual professional.

e Providing u $100 tax credit for each off-term or part-time job that
companies provide for a faculty member from an occupational program.

Commmity college occupational training in Oregon is, and will continue to be, highly
dependent upon cooperative endeavors with business and industry. This bill would seek
to further cement the partnership between the education community and business and

industry.

\

Costly acquisition and updating of equipment are necessary if business and industry are
to receive employable individuals trained on "state of the art" equipment. A May, 1983
survey of Oregon community colleges by the Oregon Department of Education identified an

estimated immediate equipment need of over $5 million just to maintain current occupational/

vocational programs at a minimum lovel and an additional estimated amount of $16 million
to improve thoso programs to industry standard levels. Due to tho tight budgotary picture
Oregon is now facing, this nced will continue to romain unmot...without tho assistance

of the private sector.

Oregon's community colleges have faced severe budget reductions during the last biennium
and, at best, will hoid the line on further reductions during the next biennium. Yet,
the community colleges have attempted to assist in Oregon's economic recovery, to the
extent possible, given budgetary realities. For example:

o Many have directed efforts to assist the unemployed workers.

- More that 5,000 unemployed workers have attended 'Moving
Ahead" Workshops this year, designed to present options
open to a person looking for work.

- The colleges are working with their local Employment
Division personnel to provide training opportunities
for dislocated workers. Chemeketa Community College
of Salem, Oregon is one of five colleges in the country

1201 Court Street N.E. « Salem, Oregon 97301 . (603) 389.8912
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to receive a CETA demonstration project to train 82
dislocated workers.

¢ Swall business management programs available through most of the colleges
help individuals examine business ogportunities, solve small business problens,
market a product and keep accurate business records.

¢ Community colleges offer vocational education courses designed to train the
support technicians...the foundation for high-tech development in Oregon.
Programs have been established for:

Tektronix ! Wacker Chemical

General Telephone Georgia Pacific
WANG Corporation Boeing
Siltech Corporation Intel Corporation

Hewlett-Packard Corporation

Furthermore, Oregon's community colleges anticipate increased demands during the next
biennium to expand their role in economic development and provide training and retraining
opportunities for dislocated workers through the new Job Training Partnership Act. This
new program comes at a time when the colleges are projecting an enrollment increase of
over 3,400 students in the next four years.

S. 108 will foster further the cooperative efforts outlined above and encourage the business
commmnity to become active partners with the community colleges in working toward the
revitalization of Oregon's economy: .

o Tektronix has recognized ‘that community colleges are providing the important
: technical training that is critical to our industry. One of the principle
reasdns Tektronix has for donating equipment to the community colleges is
to produce the high-skilled techngcians that are necessary to keep Oregon
competitive...especially with the expansion of the Pacific Rim market.
Tektronix has endorsed the provisions of this legislation and urges its

passage.

® According to Tom DePue, Personnel Manager with Siltec Corporation, located
in Salem, Oregon, ''Siltec works very closely with Chemeketa Community College:
one of our employees is on loan to help with program instruction and we have
either loaned or donated over $1/2 million in new equipment., Our company
is relatively new and we anticipate a major growth in the next two years.
This legislation would help us to expand our relationship with the college
as we increase our productivity."

& Strong support also comes from Dr. Emil Sarpa, Corporate Manager for Academic
Relations, Intel,- Santa Clara, California. "Intel reccgnizes Portland
Community College as the model for electronic training in Oregon because
of their quality facuwlty and the orientation of their program to train
workers to-meet our needs. The tax incentives to business, provided in
.this legislation, will help to further promote the partnership we have
established with Portland Commmity College and allow us to provide
similar assistance to other community colleges in Oregon, California,

Arizona and New Mexico."
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$.108 will provide:
® A mjor incentive thi‘oudi the tax credits to business and industry.

® Assist commnity colleges in upgrading their equipment.

® Allow faculty to be kept current on state-of-art technologies in
their field. :

But, ultimately, the beneficiaries of this legislation would be the people: the

newly dislocated worker, the disadvantaged unemployed, and workers who are in need

of upgrading their skills to keep pace with new technological advances. I'urge your

Support of this bill...it will help to further improve educational and training opportunities

in Oregon.
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Mr. CoNKLING, High technolog’s ability to fulfill its promises as
a creater of new markets and jobs, and as a partner with tradition-
al industries, is predicated on the availability of highly skilled
human resources; in our industry, specifically electrical and elec-
tronic engineers, computer engineers and the technicians that
- work with those engineers. An American Electronics Association
report on technical employment projections for 1983 through 1987
indicates a need for 63.1 percent more electronic technicians, 65.5
percent more electrical and electronic engineers, 115 percent more
computer, particularly software, engineers, 102.5 percent more
computer analysts and programers, and 107 percent additional
electronic engineering technologists. Despite what one reads about
mechanization, there continues to be a healthy projected need of
almost 64 peiccent for assemblers in our plants.

I think it says a lot, Senator, that today I am aPpearing here on
behalf of both my own company, which is Oregon’s largest private
employer, as well as the Oregon Community College Association,
which represents our extensive community college system in the
State of Oregon. I think it tells you that the partnership between
private industry and between community colleges exist today, and
tyatfboth of us are committed to making it a better partnership in
Lie future.

My company testified earlier this year before this same subcom-
mittee in support of S. 1194 and S. 1195, which, as you know, would
expand the use of the R&D tax credit for a number of purposes,
and including the purposes included in your bill, S. 108.

We feel that the problems of the 4-year institutions, which are
more broadly addressed in S. 1194 and S. 1195, apply to community
colleges. There are too few qualified instructors and too much out-
dated laboratory equipment, but an abundance of interested stu-
dents. There is also an abundance of possible jobs.

We feel that your bili, which we support wholeheartedly, goes a
long ways toward meeting those needs. Specifically, it would extend
to postsecondary occupational programs the same eligibility for
equipment gifts from industry that the 1981 Federal tax reforms al-
lowed on equipment gifts to university research programs. It also
would allow companies that make their staff available to teach
technical and occupational courses a $100 tax credit for each course
a company professional teaches, limited to five courses per year for
individual professionals. And, it will provide a $100 tax credit for
each off-term or part-time job the companies provide for faculty
members from an occupational program. In the interest of time I
will stop here, but we hope you are successful in convincing your
colleagues that S. 108 is a good bill.

Senator GrassLEY. Wayne, I will go to you now and say that you
follow in the tradition of the Kirkwood Community College trust-
ees as being a strong and principled public servant. Since it was an
institution founded back in 1966 or 1967, it always has been a
magnet for people who are outstanding leaders in the community
and are pacesetters. You continue in that tradition and your com-
ments will be helpful to the subcommittee today. Would you pro-

ceed, please?
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STATEMENT OF WAYNE NEWTON, TRUSTEE, KIRKWOOD
COMMUNITY COLLEGE, CEDAR RAPIDS, IOWA

Mr. NewtoN. Thank gou,‘ Senator Grassley. I bring you greetings
from our mutual friend, B. A. Jenson and Dr. Bill Stewart, from
Kirkwood. , ‘

Once again, as we discussed in February, we very much appreci-
ate your efforts in this legislation, Senate bill 108, and we also
offer congratulations to your wife on the accomplishment of her

degree recently.
nator GRASSLEY. You watch television. And I thank you. I will

tell her you said so.

Mr. NewtoN. We are extremely grateful for this opportunity to

present these matters. And if my full written statement can be
placed in the hearing record, I will try to paraphrase this as best I
can.
I deeply appreciate the contributions that the two previous
speakers gave us. I think it is interesting that we should have a
Congressman and a member of the private sector support a some-
what public education bill, and I think that demonstrates exactly
where we are at with the relationship and the cooperation that
exists between the private sector and the public sector as it relates
to education.

The largest phenomenon in postsecondary education in our coun-
try in the era since World War II, in terms of the numbers of
learners being served, is the development and growth of communi-
t colleges. And you are well aware of that. It is not strange to the

tate of Iowa; it is growing by leaps and bounds. And I think with-
out a doubt we will have a very large increase at Kirkwood as well
as the other schools in Iowa. Just how vital the role and the poten-
tial of community colleges is to the national interest can perhaft:s
be illustrated by three facts: First, well over half the citizens who
now enroll in college for the first time are making their start in 2-
year colleges. Many of these students are enrolled to earn advance-
ment in the jobs they hold or because they need skills that will get
them jobs to pay their bills so they can continue their education
and improve the quality of their lives, something all of us had
ought to work toward. Second, of the more than 5 million learners
who enroll in credit courses and degree programs in the communi-
ty colleges in the 1982-83 academic year, almost two-thirds have
been taking occupational-technical courses. And, as you know, that
is a very strong debate in the State of Iowa, that we remain occu-
pational and technically oriented, which brings us to the third

oint: the community and technical colleges, in cooperation with
ocal business and industry, have generated a tremendous number
of what they commonly refer to as empIOfrer specific courses, pro-
grams that are tailored to meet a particular skill need or a set of
related skill needs for a specific employer. The cooperative pro-
graming ranges all the way from basic communications skills to
CAD-CAM programs and other high technological specialties. This
brings us to the point of this hearing. The community colleges are
ve?' ﬁ'rateful to you, Senator Grassley, for authorship of S. 108,
and the bill you originally introduced in the last Congress, which
aptly reflects the national interest in what community colleges are
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striving to do to address the specific skill needs of industry, to he}s
build the work force the country must have to stay ahead of glob.
competition and to curb unemployment. The need for state-of-the-
. art equipment has become a serious hardship to community col-

leges in their ability-to respond most effectival% to the skill gaps

that are plaguing American productivity. erever you turn
among the States, the community colleges universally list state-of-
the-art equipment for one or more technician courses at the top of
the critical-needs list. :

Very often, the courses most acutel{nhandicapped by this need
are those in the rapidly developing technologies, such as electronic
and computer sciences, and robotics, where the American economy
is hard pressed to meet global competition. ‘

Senator, the speed of change is dizzying. Change is no quirk of
this point in history; it will be a fact of our lives into the foresee-
able future. To keep up with this change, to provide the opportuni-
ties to our work force to learn new skills or to upgrade their

resent ones, and to do it in state-of-the-art equipment, we must
ave the help of business and industry and the Coniress needs to
provide incentives to the private sector to give us the help.

Let e be more specific about our own State. In Iowa, our com-
munity college equipment shortages are plaguing such vital pro-
grams- as data processing, computer repair, health technologies,
electronics, industrial technologies, just to name a few, all of which
gre parét of the growing curriculum response to the high technology

emand.

These revolutionary changes are taking place in the office and in
the factory as well. Laser beam technology in tool and die machin-
ery, for example, is no longer the future, but clearlf; represents the
ggesent. And, of course, we are all well aware of the impact of ro-

tics on the marketplace.

Our corporations expect us to train their future employees in a
way that will easily adapt them to this technology. Instead, we, for
the most part, are still using the standard eq (iipment of the past
ﬁverﬁ decades, equipment which is far removed from the state of

e art.

At Kirkwood, for example—and I am sure you visited this pro-
gram on your tour to the campus, Senator—in our machinist pro-
%ram, we still have some machinery which predates World War II.

o replace this with just one or two laser beam machines would
cost hundreds of thousands of dollars, something clearly beyond
our grasp and that of our State’s as well. Without proper equip-
ment to train the work force, Iowa’s unique and responsive system
will surely begin to lag seriously behind. With States such as our
struggling to avoid massive insolvency, and with the Federal Treas-
ury empty, the only direction left to turn is to the private sector.
Yet with the current state of the economy, they need some incen-
tive to be able to respond as they desire. S. 108 establishes such an
incentive. '

Given the pressing state of productivity and employment in our
country, and the urgency of the challenge to the American econo-
my and American technology, the reasons for allowing tax incen-
tives to firms that make state-of-the-art gifts to technical training
programs in thé community colleges, and other associate-degree

24-860 O - 84 - 18
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granting mstitutions, are easily and strong and clearly as much in
the national interest as providing such incentives for equipment
given to university research. Both serve the ultimate need.

Regardless of the volume of talent the country might pour into
science and engineering, our eminence in these fields and our lead-
ership in emerging technology will never be secure unless it has
the solid foundation of an adequate supply of advanced highly
trained technicians.

Senator Grassley, thank you for the opportunity to share our
ideas with you in this community today. I would be pleased to pro-
vide further information if you ask. The two organizations I am
speaking for here—the Association of Community College Trustees,
and the American Association of Community and Junior Colleges—
strongly endorse S. 108 and urges its adoption. I would be happy to
answer any questions that you might have.

Senator GRrAssLEY. Let me give credit to the two organizations
you mentioned for their efforts in assisting me in working out some
of the details of the legislation, and also for helping us advertise its
introduction around the country so we could gain the considerable
support that we have,

r. NewroN. Thank you. :
Senator GRASSLEY. Dr. Greenfield, would you proceed, please?
[The prepared statement of Wayne Newton follows:]
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Mr. Chairman, the largest phenomenon in postsecondary education in our
country in the era since World War II, in terms of the numbers of learners
being served, is the development and growth of the community colleges., In the
.last decade, they have‘otrongly. effectively emerged as the largest arm of
American higher education. Today,.they serve ten aillion or more learners --

perhaps as many as the rest of higher education combined ~- and serve them

across a tremendous range of modes and needs.

This growth has given them a role which will have a substantisl bearing on
the ability of our country to sustain its general prosperity and to meet the
global challenges in technology and productivity. Just how vital the role and

the potential of community colleges is to the national interest can perhaps be

best {llustrated by three facts:

Pirst, well over half the citizens who now enroll in college for the first
time are making their start in a two-year college. The community colleges now
serve more than half the combined freshmen and sophomore enrollments of
Anerican higher education. This is not a population that Congress and the
-country can afford to ignore in our struggle to enlarge the professional ranks
in science and engineering, and go turn out more and better teachers of math
and science. Added to that is the fact that for every engineer we need four to

 five highly trained technicians in assisting positions.

Like the Congress, the universities and professionsl schools should reslize

that the demand for technician courses in the community colleges has growm by
leaps and bounds, and continues to grow., Many students in these programs are
getting intensive instruction in applied math and spplied science. Many of

these students are enrolled to earn advancement in the job( they pold. or be-~

cause they need skills that will get them jobs to pay the bills so they can
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continue their education and {mprove the quality of their lives. They may be

technicians now, but many havé the talents that could make them the scientists

or engineers of tomorrov.

Second, of the more than five million learners who enrolled in the credit
courses and the degree programs in the community colleges in the 1982-83 aca~
demic year, almost two-thirds have been taking occupational-technical courses.
Outgside American industry itself, the community colleges are the nation's

largest trainer in the new technologies and other advanced skills.

Which brings us to the third point: The community and technical colleges,
in cooperation with local business and i{ndustry, have generated a' tremendous
number of what they commonly refer to as “employer specific” courses, programs
that sre tailored to meet a particular skill need, or set of related ekill
needs, for a specific employer. These course offerings have grown dramatically
among the two-yesr cnlleges during the past decade. In fact, the American
Association of Community and Junior Colleges (AACJC), the Association of Com-
‘aunity College Trustees (ACCT), and other higher education associations have
jdentified hundreds of postsecondary institutions that offer literally
thousands of such programs. The cooperative programming ranges all the way

from basic communications skills to CAD-CAM programs and other high technology

specialties. Clearly, there js a trend nationwide of more and more companies

putting their skill training in community colleg;s, where the colleges are
better equipped and staffed to handle it., Most of these programs are local,
but there are a few that are national in scope., For example, the Ford Motor
Cbnpany, in concert with the United Auto Workers, is providing a tuition

assistance program for laid-off hourly employees under its National Vocational

Retraining Plan. The company and union work with Henry Ford Community College.
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This is the college that houses the UAW-Ford National Development and Training
Center. In a study of the first 600 applications approved for payment under

the Plan during.the firat few'montha of its existence, Center staff found:

“...they (the participsnts) strongly preferred two-year vocatioral
education programe offered by local community colleges and technical
‘1nat1tutss. These employees tended to select a full-time load of

college courses, with the Plan paying for about 95 percent of tuition

and compulgory fees.”

Another example of such a national effort is the General Motors program to
train automobile dealership .technicians, a program that will draw upon more

than 60 community colleges across the country as the training centers, when the

program is fully developed.
This brings us to the point of this hearing.

The community colleges are very grateful to Senator Grassley for his
authorship of S. 108, the bill he originally introduced in the last Congress.
This bill ;ptly reflects the national interest in what community colleges are
striving to do in order to address the specific skill needs of industry, to
help rebuild the workforce the country must have to stay ahead of global

competition, and to curb unemployment.

The need for state-of-the-art equipment has become a serious hardship to
community colleges in their ability to respond most effectively to the skill
gaps that are plaguing American productivity. Wherever you turn-among the
States, the community colleges universally identify state-of-the-art equipment

for one or more technician courses as placed at the top of the critical-needs

list.
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Very often, the courses most acutely handicapped by this need are those in the
rapidly developing technologies, such as electronics, computer sciences, and

robotics, where the American economy is hardest pressed to meét global com-

petition,

Mr. Chairman, the speed of change is dizzying. According to a study spon-
sored by the Urban Institute, over a five-year period about 10 percent of the
labor force underwent one or more changes in machine technology. Another 12
' percent experienced s machine change as a result of a position change not

caused by a change in technology. This study concluded that technological

advances changed two to three percent of all jobs yearly, change that affectsa
1.5 to two million workers in the U.S. annually. Further, the time gap between
technological invention and private-sector application is narrowing; once 15

years, it is now three or four years. The result of these quick adaptations of
innovations {s that production processes change rapidly, requiring new skills

on the part of the workforce. In fact, this process is now continuous and will

require that workers and’ those who expect to enter the workforce continuously

upgrade their skills so that they can adapt to the new machines and the new

processes.

Change is not a quirk of this point in history; it will be a fact of our
lives into the forseeable future. To k‘cp up with this change, to provide
opportunities to our workforce to learn new skills or to upgrade their present
ones, and to do it on state-of-the-art equipment, we must have the help of

business and industry ~- and the Congress needs to provide incentives to the

private sector to give us the help.

Lat me be more specific about my own State, Mr. Chairman. In Iowa our com-

munity college equipment shortages are plaguing such vital programs as Data
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Processing -.Computer'Repatr -~ Health Technologies -- Electronics -- Indus- :
trial Technologies =~ to name just a few ~- all of which are part of the

growing curriculum reapouse to the high technology demand,

These revolutionary changes are taking place in the office and in the

factory as well. Laser-beam technology in tool and die machinery, for example,
i8 no longer the future =- but clearly represents the present. And, of course,

we all are aware of the impact of robotics on the marketplace.

Our corporations expect us to train their future employees in a way that
will easily adapt them to this technology. Instead, we, for the most part, are
still using the standard equipment of the past several decades -~ equipment

which {8 far removed from the state-of-the-art.

At Kirkwood Community College, for example, in our machinist program, we
still have some machinery which pre-dates World War I1I., To replace this with
just one or two laser-beam machines, would cost hundreds of thousands of dol-

lars -~ something clearly beyond our financial ability and the State's as well.

In nearly every area of training, the technological revolution i8 exploding
before our eyes. Without proper equipment to train the workforce, Iowa's

unique and responsive system will surely begin to seriously lag behind.

This past session, the Iowa Legislature did pass a new law that will pro-

vide a small property tax levy beginning next year to assist with equipmeént

needs.

Senators, this is a commendabale effort on Iowa's part — but wholly inade-

quate., The tax levy will generate $190,000 dollars for Kirkwood; yet, the
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current need at Kirkwood runs into the millions of dollars just to become part

of the high tech century. It will take 10's of thousands of additional dollars

to maintain any type of continued renewing of that equipment.

With property taxpayers nearing the limit of their endurance, with States
struggling to avoid massive insolvency, and with the Federal Treasur§ empty,
the only direction left to turn is to the private sector -~ yet, with the cur~

rent state of the economy, they need some incentive to be able to respond as

they and we desire.
S. 108 establishes such an incentive.

At the back of my written testimony you will find briefs and tables from
various States which document the more serious equipment needs of their
community colleges. Ironically, the full scope of the need cannot be docu-
mented nationally, because there are States that have told their colleges they
should no longer report their equipment needs, simply because those States lack
the budget capacity to meet those needs. The fact is that many States are
having difficulty financing basic higher educational services. A recent study
shows how several States have been severely affacted by economic dowmturns in
the last ten years, The State Investment in §£g§g£ Education, 1ggg reports
that State appropriations for public higher education in 30 States increased by
less than three pefcent or actually fell during the ten-year period. When
appropriations were adjusted for inflation, funding for the institutions fell
in eleven States, including: Indiana, Oregon, Vermont, Connecticut, Missouri,
Pennsylvania, Maine, Wisconsin, New Jersey, Michigan, and Illinois. The five
hardest~hit States were: Illinois (-14 percent), Michigan (-11 pQrceﬂc). New
Jersey (-9 percent), and Maine, and Wisconsin (~8 percent), The five States

that fared the best during this period were: Alaska (+187 percent), Wyoming
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(+128 percent), Oklahoma (+110 percent), Texas (+89 percent), and Alabama (+71

percent), Towa, by the way, ranked 18th {n the nation, showing a 31 percent

increase in appropriations in the ten-year period,

Given the pressing state of productivity and employment in our country, and
the urgency of the challenge to the American economy and American technology,
the reasons for allowing tax incentives to firms that make state~of-~the-art
equipment gifts to technician training programs in the community colleges, and
other associate-degree granting institutions, are easily as strong and clearly

as nuch in the national interest as providing such incentives for equipment

given to university research, Both serve the same utimate need. Regardless qf

the volume of talent thé country might pour into science and engineering, our
eminence in these fields and our leadership in emerging technology will never

be secure, unless it has the solid foundation of an adequate supply of advanced

highly trained technicians.

Mr. Chairman, the two organizations that I am speaking for here, the Asso-

ciation of Community College Trustees and the American Associécion of Community

and Junior Colleges, strongly endorse 8. 108 and urge its adoption by the

Senate.,

Mr. Chairman, thank you for the opportunity to share our concerns and ideas -

with you and your Committee. We would be pleased to respond to any questions

you may have.
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UTAH SYSTEM OF HIGHER EDUCATION
STATE BOARD OF REGENTS

807 Epur South Tompie + Suite 208 Sakt Lake City, Ureh 84107 « Telaohone 801-833.6817 anvovan ssrmt
O Froriins Onas,

July 27, 1983

Or. Frank Mensel
Am. Assoc. Com. & Jr. Colleges

One Dupont Circle, N, W, --Suite 410
Washington, D, C. 20036

Dear Frank:
Subject: Utah Yocational Education Equipnqnf Survey Raport

BACKGROUND :

In January, 1983, the Utah System of Higher Education (USHE)
commissioned the Brigham Young Unfversity to determine both the
amount and the usefulness/useabflity of direct
fastructional-related vocational education oqu‘plant used in
the USHEs efght collc?cs and universities offerfng vocational
education programs. n all, 104 vocational programs (collapsed
into seven standard categories: Health, Office, Technical,
Trade and Industrial, Agricultural, Home Economice,
Ofstributive Education) were offered among which 198 diploms,
certificate or degree levels of completion could be earned.

The efght USHE institutions consisted of five community
colleges, two four-year colleges and one unfversity,

A1) current equipment with a dollar value of at least $250 and
having an expected usnfulnes:/usonhillt{ of one year or more
was included in the study. Faculty members in each program at
each fnstitution prepared each inventory report, The report
was thereafter reviewed by efther the department chafrman or
dean and also by the institution's vocational director.
Yocational program advisory committees --representatives from
the specific otcupation in business and industry also were
consulted to validate the usefulness/useability {ndex of the

equipment.
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USHE Equip, Study Report
July 27, 1983
Page 2 of 4 Pages

BACKGROUND --Continued
As each item of equipment was listed on the fnvertory, the

foll
*

* % % %

*

owing information was also listed:

Units on hand .
Age in years since manufactured or acquired

Origninal cost to institution
Whether it was acquired as "excess" or "surplus" or “donated
Its current usefuliness/useability for effective teaching:

A. Equipment is obsolete in business/industry

B. Equipment is useful for training but is not

used in business/industry

C. Equipment fis currently used in business/industry

D. Equipment fs state-of-the-art in business/industry
Description of equipment needed to replace current
equipment classified as A, B or C above
Units of replacement equipment needed

Cost of replacement equipment
Projected -years of useability of either currently useful or

needed replacement equipment.

In addition, each program was asked to 1ist "additional” {tems
of equipment for which their was not a similar or equal item
currently on inverntory. This inventory asked for the:

*

* *

*
*

Equipment needed

Units needed

Priority of Need: :
* Needed to be at state-of-the-art
* Needed to be more current with business/industry
* Nice to have )

Cost of equipment

Projected years of usefulness/useability for effective

teaching.
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USHE Eguip. Study Report
July 27, 1983
Page 3 of 4 Pages

FINDINGS
Across All Programs Among A1) Eight USHE Institutions

* Total units currently inventoried among eight USHE
fnstitutions: 7,755 units

* Total original cost to USHE for currently inventoried
equipment: $9.45 Million.

* Weighted mean age for current equipment:

8.5 years,

* Weighted mean years of projected usefulness/useability
for "additional” equipment: 8.8 years.

* Total current equipment which is obsolete: 10 percent.

* Total cost to replace current obsolete equipment:
$2.59 Million '

* Total current equipment which is either obsolete or not
currentTy used in business/industry: 25 percent.

* Total cost to replace current equipment which is efther
obsolete or not currently used in business/industry:

6.51 Million.

. * Total replacement units needed in USHE to bring
equipmeng to a closer approximation of
state-of-the-art: 5,534 units.

* Total replacement costs for 5,534 units:

* Total units of "additional" equipment needed beyond
replacement needS to bring programs to closer
approximation of state-of-the-art: 1,731 units.

$21.39 Million,

* Totat cost for "additional " equipment needed:
$8.31 Million.
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USHE Equip. Study Report
July 27, 1983
Page 4 of 4 Pages

FINDINGS --Continued

Equipment Needs Across Eight USHE Institutions, By Program,
to WMore Closely Approximate State-of-the-art

frogran Faoipnent = Equipment’  Equipment Cosee
Costs Costs Costs Needed
0ff, Occup. $ 2.26 M $0.58 M $ 2,84 M 9.6
Technical 6.30 M 0.36 M 6.65 M 22.4
T. & 1. 11.41 M 6.58 M 17.99 M 60.6
A1l Others 1.42 M 19 M 2.21 M 7.4
Totals $21.39 M $8.31 M $29.69 M  100.0

Frank, 1 hope the data will be of value in your presentations
before the various Congressional hearings on tax credits for
equipment, on vocational education reauthoriztion, and on
others. For some perspective, Utah's population is currently
1.65 million and growing. We need equipment not only to more
closely approximate the state-of-the-art but also to provide
for the tremendous growth which will hit the USHE in five
years, MNearly 45 percent of all lower divisicn full-time
equivalent enrollments in the eight institutfons studied are
enrolled in vocational education programs.

Call me if you want some findings not reported above.

. lerry, Ph.D.
Assistant Commissionaer

cc: Dean Griffin, AVA
Gene Woolf
Arvo Van Al;tyne
Don Carpenter .
Gail Noreris

1184F

=
L
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STATEMENT OF DR. RICHARD K. GREENFIELD, CHANCELLOR, ST.
LOUIS COMMUNITY COLLEGE, ST. LOUIS, MO.

Dr. GReeNFIELD. Thank you, Senator. Mr. Chairman, my name is
Richard Greenfield. I am the chancellor of the St. Louis Communi-
ty College District in St. Louis, Mo. I am speaking here on behalf of
my own institutions as well as the two associations that were just
mentioned by Wayne Newton. If my statement may be entered in
the record, I will summarize my remarks.

Senator GrAssLEY. Yes; it will be included in toto.

[The prepared statement of Dr. Richard K. Greenfield follows:]



284

TESTIMONY

by

Richard K. Greenfield
Chancellor
St. Louis Community College District
8t. Louis, Missouri

Mr. Chairman, my name is Richard Greenfield. I am the Chancellor of St. Louis

Community College, St. Louis, Missouri.
I deeply appreciate the willingness of you and your Subcommittee to consider

the neads that are addressed in S. 108, and to allow the community colleges the

opportunity to comment on those needs.
$. 108 and bills such as S. 1194 and S. 1195 that deal with the state-of-the-

art equipment needs that plague technician training programs could be vital links

in how effectively our country addresses the towering challenges that we face in

science, techmology, and productivity.

The challenges are larger than simply making fuller use of the Nation's human

resources, larger than simply reprogramming and retraining the workforce. We are

faced with building a workforce that can meat and outperform the global competition

at its own level. This means that both the people who give the training and the

people taking the training have to have every advantage that we can build into each

and every technicisn program that directly or indirectly relates to national pro-

ductivity. State-of-the-art equipment is indispensible among such advantages.
I know that I do not have to tell Members of this Committee what is at stake in

this competition, and the revenues that will flow if we sustain our place at the

front of the competition. It is our complete conviction that the productivity de-

riving from a successful national commitment to training will repay many times over

the modest tax investment required to implement S. 108.

Mr. Chairman, some of your colleagues are concerned that this legislation will

create a strain on the Treasury, the result of decreased tax revenues. A racent

report prepared by the National Science Foundation assuages those concerns, The

report contains preliminary results of an assessment of three research and develop-

ment tax incentives provided by the Economic Recovery Tax Act of 1981, One of
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those incentives was the donn;ion of equipment to universities for basic research
_purposes. Among the study's findings were:

o less than $5 million per year would be lost to the Treasury through

this law (as estimated by the Department's Office of Tax Analysis)

o equipmen? donations are likely to increase because of the tax in-

centives and other factors

o significant explanations for equipment donations include: suit-

ability of equipment for college and university work, response to
greater frequency of requests from postsecondary institutions,
effort to "produce the scientific and technical skill-base necessary
to keep the United States competitive in international markets,"”
market development, public relations, and improved tax treatment.

What this report says very clearly is that if tax incentives are given to the
private sector for equipment donations for postsecondary technical instruction, and
if we ask the firms for such donations, they will be forthcoming. And the donation
will cause little negative effect on the Treasury for the immediate term. For the
longer term, equipment donations leading to a more highly skilled votkfoéc- and
generating more productivity will in fact create a stronger and broader tax base.
Eventually, the tax credit program described in S, 108 will pay for itself many
times over. '

Mr. -Chairman, previously you heard testimony regarding the diminished level of
appropriations that many public postsecondary institutions are receiving from-state
budgets as reported in a recent study by an organization o{ presidents of state
colleges and universities. I thought you might like to know how each of the states
that you represent fared in this study. These percentages have been adjusted for

inflation and cover the ten-year period 1972-73 to 1982-83.

24~860 O - 84 - 19
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« Oregon: -3 percent

- Missouri: -5 percent
'« Wyoming: +128 perceat
-~ Colorado: +28 percent
- Hawaii: +23 percent

- Texas: +89 percent

- Montana: +33 percent

= Louisiana: +47 percent
It is clear that some states have done much better than others in meeting the

support needs of their public postsecondary institutions. Others have not done so
well. The facts are that 30 states increased their appropriations for public col-
leges and universities by less than three percent per year during this period; eleven
states actually decreased appropriations.

The tragedy is that with modest advances in appropriations--or worse, with de-
creases--soms of the basic components that maintain and improve higher education
health and vigor are either eliminated or ssverely x:cductd. Faculty are cut, sup~
plies and equipment budgets are sliced, and professional development ‘activities are

elininated or curtailed.

It is not the responsibility of the federal government to make up for the in-
abilities of state governments to adequately support public higher education. But
vwhen it is possible, it is the responsibility of the federal government to create
the sort of environment that will encourage the flow of support from oth’r sectors.
One of the resources that has baen tapped inadequately in the past is the private
sector, The 1981 tax laws stimulated increased equipment donations to universities
for basic research. Now we need to extend that successful law to equipment donations

to less-tha-baccalaureate institutions for purposes of vocational/technical

.
iy
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training, to provide professional development opportunities to faculty through
assignments in locsl business and industry during non-teaching times, and to under~
write the appointment of industry professionals to teuching assignments in the
colleges,

Mr. Chairman, in one, simple straight forward act, S. 108, three significant
higher education needs are addressed. The legislat.on is important; it does addruss
key concerns on the part of the colleges; it will trigger increased cortupo’ndmcd

between colleges and the private sector; and it will not significantly reduce tax

income for the country.

Mr. Chairman, we have great confidence that this legislation will succesafully
meet its purposes. Community, technical, and junior colleges have developed an
exceptional track record in working cooperatively with local business and industry.
Our colleges are offering literally thousands of employer-specific, tailored programs
serving local business and industry. While many have been providing these services
for years, the gcnautioﬁ of such programs has increased dramatically during the
last uvor'nl years. At my own institution, for example, we have worked cooperatively
vith the following firms, offering them the programs identified below:

Fira Rrogram
Ford Motor Company Applied Bobotics; Technical Electricity
McDonnell Douglas Computer Service; Quality Control
Emerson Electronic Business Education

The programs that start out as employer-specific, serving learners who are
already employed, often grow to serve the students who are seeking jobs including
the displaced workers who are seeking new akills. Many can be and are given on-site,
using the company’s facilities and machinery. Yet to serve the larger workforce

and the community, our campuses have to be equally well equipped.
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To prepare employable workers ready to take on jobs immedistely upon completing
training and capable of handling the advanced processes and equipment cucrently in
uss in industry, we need to train them on machinery that is sctually in uss in ths
private sector. Much of this equipment is expensive--beyond our capacity to pur-
chase in many cases, and, when we can purchase it, we are frequently saddled with it
long bayond its currency in the workplace. In the latter casse, the problea is
exacarbated by high costs of maintenance and difficulty in securing parts, among
others. '

Other testimony you have heard reports on the speed at which change is occurring
in the workplace, with as many as two million workers in the U.S. affected by machinery
change annually. Marvin Cetron of Forecasting International nicely capturss the
situation, ‘when he suggests:

Training nust be prepared to deal with vast and fast-paced changes as

current jobs become obsolete and new ones are created, and must gear up

to mest the challenge of massive technological, economic and social

change. iifcloug learning will become & taci: of life as people will

require full-scale retraining every ten years for the 4-6 caresr changes

they will un‘dcrso.
Keeping pace with change, keeping pace with the demands of those who require

training and retraining, keeping pace with individuals who wish to change their
occupations, and satisfying the needs of ths national economy for a skilled, talmted
and energetic workforce--all require that our instructional resources keep pace, that
we train for today's ad tomorrow's positions, that we offer instructors who are
up-to-date on current technology, and that we produce the kind of atmosphere that
will invite workers to continue their skills development in institutions of higher

learning.
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Mr., Chairman, to give you one little glimpse of the mnormity of the equipment
‘ issus in the State of Missouri, I asked my research staff to calculate the per year
equipment purchase and lease needs of community, technical end Junior colleges. The
staff estimates that our colleges need $7,300,000 to make nucessary purchases and
$2,500,000 to lease instructional equipment. Our budgets to cover thess necessary
purchases and leases are $2,000,000 for purchasing and $400,000 for leasing.

Part of this shortfall can be covered through the incentives provided in S. 108,
These figures t.pt‘lﬂ;t the needs of the 20 two-year colleges in the State. Because
state gppropriations for public colleges in Missouri have not kept pace with inflation
over the past ten years, these equipment figures may be rslatively higher than those
for other States, but my guess is that the need in other States is equally high, With
some loose calculations, it would not be an exaggeration to say that nationwide our
two-year colleges require at least $300 million dollars to purchase equipment and
$150 million to lease equipment if they are to keep pace with the spesd of techno-
logical change in the workplace. These figures compsre to the $2.2 billion that the
National Society of Professional h&inura estinated was needed to modermize instruc-
tional equipment in engineering school laboratories.

To dramatize our needs for instructional equipment, Mr. Chairman, consider these
numbers; an 8 megabyte computer mainframe, just one of them, would cost the college
$338,113. This figure is for the machine alone; it does not include the cost of
maintenance, installation and related costs. The college's 1983 budget for equipment
purchase totaled $546,938. Were we to purchase this single piece of needed equipment,
it would consume 61 percent of our total equipment budget for this year.

This is not a unique story. Similar vignettes could be gathered from community,
technical, and junior colleges across the country. For example, I was told recently

by a president of a college in North Carolina that two of the 25 technical training
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programs that he offers at his institution needed to be upgraded. To upgrade the
machinist program, he said he would need s $45,000 milling machine; improvements in
his drafting progrem would require the addition of a $30,000 Computer Assisted Dasign
system. He said his aquipment budget this year is $61,000, not even sufficient to
maks needed improvements in just two of his 25 technical programs.

Also Mr. Chairman, a technical college in another State reported recently that a
nationally known firm in its district speat $250,000 to update its tool and dies shop.
The firm did not replace equipment; it simply improvad and adapted the machinery it
had already. The technical college offers 16 technical program curricula, If it
tried to keep pace with industry in upgrading its shops, it would requirs nearly
threa times its available annual equipment budget ($100,000) to do so--for just one
program area!

Mr. Chairman, I would like to offer you just one example of the difficulty some
institutions are having in hiring and maintsining qualified faculty for some of the
important technical and science programs in our colleges. A dean from one two-year
college reported a short time ago that he was frustrated in hiring a faculty person
for an electronics technology program. He said the pcraoﬁ he wanted to hire had just
the qualifications he desired and would have made an important contribution to the
quality of instruction offered students in that program. Also, the person wanted
very much to teach at the college. But, he could not afford to accept the position,
The collage. could oniy afford to pay him $16,500, a figure that was $5,000 less than
vhat 8 local firm offered him, And the salary increase potential at the firm wae
much greater than the college could offer.

Mr. Chairman, our colleges and universities frequently have this problem. We
cannot afford to pay the salaries or meet the salaries that industry u‘ willing to

pay for professionals in certain disciplines. One major resource for filling in
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faculty gaps produced by the enticements of higher industry salaries is to encourage
local business and industry to loan us their best psople for some of those courses
in which we are exporiencing cricicni instructor shortages. We already hire large
nuabers of adjunct faculty to supplement our fulltime faculty and to offer expert
instruction in basic and specialty pmgrn;. We need to extend this procedure to
include those technical experts in business and industry who might not be freed to
help in the classroom if tax incentives were not provided to their firms.

The faculty shortage problem is national, Mr. Chairman. In a national survey
completed earlier this year,we discovered that thers are critical faculty needs in

sevaral technical/science areas. Selected results ara shown in the following chart.

Selected Results of AACJC National Survey of Instructor Shortages

Critical “F‘-_‘l‘! Shortage* , Faculty Shgg_%._gy
Computer Science Electronics Computer Science Electronics
Region II 70 ‘23 | 30 47
Region VI 40 18 48 38
Region VII -- 38 22 47 31
Region IX 54 30 33 43
Region X 33 19 48 56

* Figures indicate percentage of those, institutions responding to the survey.
Individuals with the skills and training we need for our classrooms are available,
Mr. Chairman, but we cannot hire them because of salary differentials. S. 108 would

help us overcome the shortages we are experiencing in these crucial academic areas.
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One f£inal point, Mr. Chairman. This country rises or falls on the strength of
its human capital. As one labor economist recently stated: '"The key to economic
progress lies less with the accumulation of physical capital and more with the
broadening and deepening of human capital, since it is human talent alone that is
capable of inventing, adapting and maintaining machines....As the pace of technological
change accelerates, competitive advantage depends on our ability to adapt, to apply
nev technologies....optimal shifting of human and machine resources will be required,
as will the constant retraining of the workforce." ’

To broaden and deepen our human capital, to sharpen and consistently improve our
Nation's talent, and to compete aggressively in the world economy, we need the co~
operation of the business sector of ouy Nation to work with our education institutions
~-and we need the provisions of S. 108 to encourage business to work with us.

Speaking for my institution, for the American Association of Community and
Junior Collegu_. for the Association of Community College Trustees, and for the
AACJC/ACCT Joint Commission on Federal Relations, I enthusisstically endorse S. 108,

¢
Thank you for the opportunity to present this position.
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Dr. GREENFIELD. Senate bill 108, which gou have developed, and
bills somewhat similar in nature, such as S. 1194 and S. 1195, deal
with up-to-date equipment needs that plague technician training
programs in all of our institutions. They could be vital links in how
effectively our country addresses the serious challenges that we
face in science, technology and productivity. Both the people who
are giving the training and the people who are taking the training
have to have every advantage that we can build into the technician

rograms that directly or indirectly relate to national productivity.

tate-of-the-art equipment is indispensible among such advantages.

A recent National Science Foundation report on the results of
the R&D incentives provided by the 1981 Economic Recovery Act
says very clearly that if tax incentives are given to the private
sector for equipment donations for postsecondary, technical instruc-
tion, and if we ask the firms for such donations, that they will be
forthcoming. And the donation will cause little negative effect on
the Treasury for the immediate term. For the longer term, equip-
ment donations leading to a better developed and skilled work
force which will generate more ]g‘x;oductivity actually will create a
stronger and broader tax base. Eventually the tax credit program
which you have described in Senate bill 108 will pay for itself
maxy times over.

Admittedly, it is not the responsibility of the Federal Govern-
ment to make up for the irability of State governments to current-
ly support public higher education in an adequate fashion. That is
the case now in at least 30 or more of the States. But when it is
possible, it is the responsibility of the Federal Government to
create the kind of environment that will encourage the flow of sup-
port from other sectors, and one that has not been tapped ade-
quately up to now for the public institutions is the private sector.

The 1981 tax law stimulated increased equipment donations to
universities for basic research. Now we need to extend that success-
ful law to equipment donations to less than baccalaureate institu-
tions for purposes of vocational and technical training, to provide
professional development opportunities for faculty through assign-
ments in local business and industry during the downtime—typical-
ly in the summer—and to underwrite the appointment of industry
professionals to teaching assignments in the colleges.

In one rather simple straightforward act, your bill, S. 108, these
three significant higher education needs are addressed. The legisla-
tion is important; it does address these key concerns on the part of
the colleges; and it will trigger increased cooperation between the
colleges and the private sector. And, above all, since this has been
mentioned earlier this morning in connection with all of the bills
under consideration, it will not significantly reduce tax income for
the country. ‘

We have great confidence that this legislation will successfully
meet its purposes. The community colleges have developed a very

ood track record in working cooperatively with business and in-
ustry. At my own institution, for example, our three colleges have
worked cooperatively with various firms, such as the Ford Motor
Co., McDonnell Douglas, and Emerson Electric in offering pro-
g(r)ams specifically to meet their needs in such fields as applied ro-
tics, technical electricity, computer science and computer tech-
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nology, quality control, and business education. To prepare employ-
able workers ready to take jobs immediately upon completing
training and capable of handling the advanced processes and equip-
ment currently in use in industry, we just have to train them on
the equipment that is actually being used and not on 10-year-old or
obsolescent stuff. And most of that equipment is beyond our means
to buy or to lease.

Just to give you one glimpse of this problem for the State of Mis-
souri, we have ascertained that the State’s 20 community colleges
would need $7,600,000 annually to make the necessary capital pur-
chases and $2,600,000 to lease instructional equipment. Our current
annual budfets provide only $2 million for purchasing and $400,000
a year for leasing. Part of this shortfall could be covered through
the tax incentives provided in Senate bill 108. While I know that
the time is very short, I do feel that it is necessary to stress the
difficulty we have in hiring and keefping key faculty members in
technical areas. It is a very simple fact that we cannot afford to
match the salaries that they can receive in private industry. As a
result, we either cannot get them or we lose them within the first 2
years of employment. Any incentives that would allow us to use

ple from business and industry that are on loan would be very
elpful, as well as incentives to keep our current faculty up to date
in their fields. That is a very important part of the problem we
face today. If they are not familiar with current equipment, and
are not familiar with current practices by actually working in that
field, they rapidly are teaching the wrong things to the right kind
of people, unfortunately. So we appreciate Senate bill 108 and its
intent, and encourage its passage.

Senator GrassLEY. Thank you. I have questions of each of you,
and although they are directed at specific members of the panel, I
would appreciate it very much if any of you feel you would like to
contribute to please answer even if the questions are directed
toward someone else. I want to ask you, Mr. Conkling, do you see
a future benefit to your company from the staff development provi-
sions in my bill? Particularly, will the hiring of instructors give
you more input into curriculum taught in training programs able
Kgu to identify and recruit gromising students. Are there any other

nefits I failed to mention

Mr. CoNkLING. Absolutely. We think that is one of the most at-
tractive features of this program. Oftentimes this legislation is dis-
cussed just in terms of equipment. As manufacturers of scientific
equipment, we believe getting equipment into schools is fundamen-

. As was iiust mentioned bi the previous witness, you cannot
employ people from schools who have been trained on old equip-
ment no longer in use in your assembly area.

But even more important is making sure that classes taught are
up to date. That’s the best way to get good students—the best stu-
dents if possible—who have the most upward mobility and the best
chance to make productivity gains.

A lot of our companies are profit-share companies, so well-
trained students help themselves by making the enterprises them-
selves more productive. We think that is one of the most attractive

features of your legislation.
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Senator GrassLey. Dr. Greenfield, from the standpoint of your
community college district, do you find that you are unable to offer
programs utilizing new current technologies because of the lack of
money to initiate such courses? We are talking basically about new

rograms. In your testimony you talked more about what you are
oing right now.

Dr. GReeNFIELD. Well, it is not only shying away from some of
the new program areas, but it is updating some of our engineerin,
technology programs. The cost of numeric control machines an
the computerized e? ei(s;memt: in the science and engineering areas,
as well as in the allied health areas, makes it very difficult for us
to keep our present proErams up to date as well as to consider of-
fering laser optics or other new ]programs. It is a serious problem.

Senator GRASSLEY. Do you feel, Dr. Greenfield, that the tax in-
centives in my bill are sufficient to encourage additional equip-
ment donations and the lending of faculty from industries that you
have worked with in the past? ‘ ,

Dr. GReeNFIELD. We have a good deal of that already happenin
without the tax incentives. What we would like to see—and I thin
it will happen through this bill—is that mani of the companies
that are “on the edge,” which we have been talking to for a decade
or more about the need for closer linkages, will be encouraged to
donate more state-of-the-art equipment instead of equipment that
they are phasing out. I mean that is what we experience over the
years. We got the equipment that they are beginning to shy away
from as they replace it. And I think this incentive will give them
enough cause to.give us state-of-the-art equipment instead of the
slightly older equipment.

nator GRASSLEY. From the standpoint of the private sector, do
you agree with that, Mr. Conkling?

Mr. ConkLING. I think Dr. Greenfield is correct. Currently, my
company is already in the education business.

Community colleges in Oregon, according to a survey by the De-
partment of Education, face a $5 million shortage of equipment
and a shortfall of $16 million to come up to industry standards. Be-
cause of the advanced areas in which we need technicians, we were
forced to literally create programs ourselves with our own equip-
ment. We are willing to do that, but we feel we are better at
making oscilloscopes and other electronics equipment instead of
being in the education business. We have worked very closely with
our community colleges to shift our classes to them. One helpful
element in that equation is to give companies have an additional
marginal benefit.

And it is a marginal benefit, but still enough of a benefit to tip
the scales in favor of providing state-of-the-art equipment, that
latest equipment you just made, not the equipment that is being
phased out.

One other additional factor is contained in my prepared testimo-
ny and pertains to a very small company. We have talked mostly
today about large companies, but Siltec Corp., in Salem, Oreg., is
coordinating with Chemeketa Community Ccllege very profitably.
The company is a startup company, but is already contributing one
of its peo(Fle to program instruction at Chemeketa Community Col-
lege—and has donated $500,000 worth of new equipment.
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You will find startup companies even more inclined to provide
state-of-the-art equipment to schools.

Senator GRASSLEY. Mr. Newton, we recently had an Iowa Voca-
tional Education Association survey that revealed equipment needs
were the single most important factor to be addressed in improvin
vocational training programs. How does the present situation a
your institution fit in with that survey? Are you typical or worse or
even maybe better off than most town institutions?

Mr. NewrtoN. Well, Senator, I am not exactly certain that I
would agree entirely that equipment needs overcome the people
needs. I think an illustration of our own agriculture department—I
need to demonstrate my position on this—our own instructors who
have been around, many of them since legislation which you are
involved in created the community colleges, because of funding and
other reasons, have not adapted to the computer skills that we now
find being used on modern day farms. It seems to me like we need
to give the computer lands—the Radio Shacks, other private com-
panies—the incentive to come in and either train, or our people, or
come in and teach those courses so that our future farmers can
exposed to those skills and not be sent out into their field of en-
deavor with half an education.

I am not so certain that I would agree that equipment, I think
they are equally as important. As you well know, most of our col-
leges, being 15 and 16 years old, a number of those vocational in-
structors have been out of the field for that length of time. We
have not had the resources to put them back in those skills. Your
bill would give the companies the incentive to both invite them
into their emfloyment as well as send their employees to train our
students. So I guess I am not willing to say that the shortage of
equipment outweighs the human needs. However, you can easily
see that in reference to the agriculture program that I referred to,
the computer is absolutely as essential to that class as the training
;glslttructor. So on balance, I would say they are equally as impor-
Senator GrAssLEY. I am not sure that I want to disect my bill to

uite this extent. From the standpoint of certain incentives for the

onation of equipment versus the incentive for the exchange of per-
sonnel back and forth, do you think one part of the bill is going to
accomplish our goal better than another part of the bill, or do you
think they will both be about equally effective?

Mr. NEwtoN. Well, not being aware of the politics of the matter,
Senator, you know, the e?uipment things are absolutely essential
because of the high cost. It is an easy little thing to manage. If a
comgax‘lg would choose to contribute to us, they handle the paper-
work. We issue a receipt, as I understand it. That is virtually the
mechanics of the matter. So that part of it would be the simplest
part to administer and to accept. The other part would be a little
more difficult in the credit and so on. So obviously as a leader in
the community college field, we are going to accept what part of
;lllle bill that you manage to pass. But we would prefer to have it

Senator GrAssLEY. All right.
Dr. GReeNFIELD. I would concur in that we simﬁly cannot afford

to get the equipment through purchase, as much as we need it.
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Just one significant piece of equipment could take up more than
half, for example, of our annual capital equipment allocation. Since
we do not receive state aid for capital equipment in our State, it is
all local money that has to provide for it. I think though of the two
personne] related aspects of your bill, the more important one
would be encouraging the loan of employed people to teach in our
institutions rather than the secondary one of encouraging compa-
nies to receive our staff in off times. We have other ways of accom-
plishing that. For examﬁle, through sabbatical leaves for purposes
of return to industry, where we provide part of the salary, so that
the company is encouraged to employ the person for longer periods
of time than a couple of months, for 6 months or for a year. And
that ptan be more effective. So I would put them in that order of
priority. ,

Senator GrRASSLEY. I assume in your position as chancellor that

ou would see this bill as a new tool to communicate with private
industry to get help that you don’t have now, or are you communi-
cating with these pe‘g})le anyway?

Dr. GReeNFiELD. We are communicating right now. I think that
what this does is give an additional incentive for more cooperation
than exists even at the present time. But we have been working at
it through advisory committees for each of our technical training
programs, and the like, in developing this dialog with important
people in the labor movement as well as in the management of the
companies too, for various purposes, but primarily to be able to
keep our present instructional programs and curriculums as up to
date as we can make them. But the liabilities of our inadequate
equipment and what I feel is our staff becoming more obsolescent
as time goes on, without the additional people coming in and the
turnover we would like.to see, is a significant problem. :

Senator GRASSLEY. Let’s suppose you already have good relation-
ships with local businesses, do you are already out there, you really
think a piece of legislation like this would facilitate that sort of
communication and cooperation?

Dr. GREENFIELD. Yes, it certainly will.

Senator GrAssLEYy. Even considering the strong relationships
with business in your community college area?

Dr. GREENFIELD. Yes.

Senator GrassLEY. Wayne? ‘

Mr. NEwTON. Senator Grassley, I would just like to confirm that
feeling. As you know, in our own State of Iowa when the communi-
ty college bill was written, we were probably at a point in time
when we irovided people with high school diplomas and industry
accepted them and said they could do whatever the standards of
the K-12 system mandated, and they virtually took it upon them-
selves to train those people in whatever manner of work that they
chose for them until today when industry has learned to expect
from us a job entry level skill. I think that with the high cost of
equg)ment and training we have got to come back and bring the
pendulum back to the middle to some degree, and we are doing
that on a voluntary basis. But this piece of legislation gives us a
new carrot or a new tool in our arsenal to go out and attract those
folks to come and cooperate with us. And we don'’t do it in the way
of having a handout to do it. It is done in such a way that they
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have an incentive by virtue of the tax credit. And I think it is an
interesting concept, and it will very much put new people on our
doorstep, folks that we would not have expected to ask us to do
things cooperatively with before.

Senator GRASSLEY. One last question relative to the private
sector. Do you think that the business community will find person-
nel transfers too disruptive of their workforce and their accounting
procedures?

Mr. ConkLING. No, absolutely not. It would be far less disruptive
than having to set up our own educational institution. And, if I
could also comment on the previous question in light of this re-
sponse, I believe your bill is an extremely effective one, but still a
modest measure. You should not feel obligated to choose between
one element or the other, because we are doing too little as it is to
invest in our own people and our own educational institutions
which translates into job opportunities and industrial competitive-
ness. I think both representatives from community colleges have
indicated that cooperation is producin% results today. The question
is, both from their vantage point and from our vantage point, that
we are not cooperating fast enough. Other people in the world are
making strides faster than we are. And your bill must be seen as
only a healthy beginning, not the end of what we must do to catch
up with competition in the world which, whether we like it or not,
is not just coming from Japan, but also from countries such as
Brgzt(i)l and others that we traditionally have not regarced as com-
petitors.

Senator GRASSLEY. I want to thank all of you very much. This is
the end of my questions. Because other members could not be here,
you might receive some questions in writing and the subcommittee
would appreciate your response; second, the recoid stays open, I
think, for 7 days. If there is anything you want to add to your testi-
mony, or if there is anyone who wasn'’t invited to testify who would
like to contribute testimony, it is received as a matter of procedure.
Thank you all very much. The meeting will stand adjourned until 2
o’clock this afternoon.

[Whereupon, at 12:24 g.m., the hearing was recessed, to recon-
vene at 2 p.m. this same date. ,

Mr. ArRMSTRONG. In Colorado Springs, Colo., there exists today a
unique private sector partnership that channels the profits from
free enterprise into meeting individual and community needs that
would otherwise remain unfilled.

For the past 42 years, the after-tax profits earned by the historic
Broadmoor Hotel in Colorado Springs have been channeled
through its owner, the El Pomar Foundation, to help fund civic and
charitable groups throughout the state. With the Broadmoor as its
cornerstone, more than $65 million has been contributed by the El
Pomar Foundation to help meet the needs of the penrose Hospital
for Cancer Research, Colorado College, the University of Denver,
the Chicano Education Project and more than 300 other such

oups. _
But this creative and productive partnership is threatened by re-
uirements proposed by current tax law. The bottom line is this:
nless current law is amended, the El Pomar Foundation will be
forced to lose majority ownership of the Broadmoor, and the Broad-
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moor will probably no longer—to the regret of the State of Colora-
do and tgd the Colorado Springs community—be locally controlled
or operated.

Today, Senator Hart and I are jointly introducing legislation
which will stop this forced divestiture which is now required by an
overly broad and misguided provision contained in a 1969 tax law.

When Congress wrote the 1969 law, some individuals created
foundations to escape payment of estate taxes on inherited famiy
enterprises. To stop this practice, Congress enacted legislation re-
quiring all foundations—even if there was no hint of tax fraud or
abuse—to divest themselves of majority ownership of all enter-

rises. As a result, the El Polmar Foundation must divest itself of
0 percent of its Broadmoor stock by 1989, and an additional 16
percent of its stock by 2004.

One irony surrounding the El Pomar’s forced divestiture is that
in drafting the 1969 law the U.S. Senate approved a provision
which in large measure exempted the Broadmoor from the divesti-
ture requirement for at least 36 years. At the time, the Senate be-
lieved, as I do today, that the factors that led to the foundation leg-
islation in 1969 are not present in the El Pomar Foundation. In
fact, none of those operating the Broadmoor or the Foundation are
descendents of Spencer Penrose, the original founder of the Broad-
moor and the Foundation. -

The legislation Senator Hart and I are introducing today
exempts the El Pomar Foundation from the divestiture require-
ments imposed by Section 101(1) of the Tax Reform Act of 1969.

g‘eléere are several compelling reasons why S. 1464 should be en-

acted:
One, profits now earned from the Broadmoor Hotel's operations
are channeled through the El Pomar Foundation in to civic and
charitable projects throughout Colorado. A forced divestiture would
adversely affect this partnership.

Two, under present law prospective buyers could take unfair ad-
vantage of the Foundation since it has a legal mandate to sell in
the future.

Three, the factors that led to the 1969 law are not present in this
case. Both the Broadmoor Hotel and the Foundation are totally
free from the influence of the grantor or the heirs.

Four, there would be no revenue loss if this proposal is enacted
into law since the Boradmoor Hotel is subject to the corporate
income tax law regardless of ownership by the El Pomar Founda-
tion. Although the El Pomar Foundation is exempt from Federal
Income Tax law, the Foundation, like all foundations, is subject to
the private foundation excise tax on its investment income.

Five, there is precedent for this legislation since the U.S. Senate
has earlier approved similar legislation.

Six, the Broadmoor Hotel is locally owned and managed, and is a
bedrock of the Colorado Springs community. It is the city’s second
largest employer, and the Broadmoor subsidizes hundreds of com-
munity activities. Because the Broadmoor is such a unique and val-
uable asset, financial analysts believe that only corporations now
located outside the State would be able to purchase the Broadmoor.
So the likely result of a forced sale of the Broadmoor, as now re-
quired by law, would be nonresident absentee ownership. One indi-
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cation of the opposition to absentee ownership of the Broadmoor is
an editorial accompanying my remarks that was recently published
by the Colorado Springs Gazette Telegraph, the city’s largest news-

paper.

leler. President, the Armstrong-Hart bill merits quick hearings
and early enactment. Let me point out that this is not a controver-
sial bill. In fact, it has unanimously passed the Senate Finance
Committee on a 19-0 roll call vote. It has also twice passed the
United States Senate . . . again by unanimous votes. The only thing
ﬁx;eventing the quick enactment of this legislation is the House of

presentatives. They have rejected the amendment in conference
with the Senate. But I trust this attitude will change now that the
House Wa{s and Means Committee is scheduling -hearings on the
issue. I look forward to working with the House on this issue.

AFTERNOON SESSION

Senator ARMSTRONG. The committee will come to order. This
afternoon we are meeting to hold hearings on two bills, S. 1464 and
S. 15649. S. 1464—exemption for divestiture requirements of excess
business holding provisions for the El Pomar Foundation.

Senator ARMSTRONG. Our first vg,anel is Mr. William Hybl of the
El Pomar Foundation, and Mr. William Morris, representing the
Altman Foundation. Gentlemen, would you come up to the micro-
Ehone and take your flaces? As you are well aware, the committee

as dealt with S. 1464 in substance before. And so it is my thought
that a lengthy hearing is not necessary, but in order to just update
the record on this, we thought it would be worthwhile to get some
current testimony and perhaps to ask a question or two in response
to some issues that were raised this morning. Mr. Hybl, we are
very glad to _have you with us, and we would like to have you pro-
ceed however you would like to.

STATEMENT OF WILLIAM J. HYBL, PRESIDENT, EL POMAR
FOUNDATION, COLORADO SPRINGS, COLO. ,

Mr. HysL. Thank you, Mr. Chairman. I am Bill Hybl, president
of the El Pomar Foundation. I would ask that my written state-
ment be included in the record, and I be given time to summarize
some of the areas covered in asking for support of S. 1464.

The El Pomar Foundation was started in 1987 by Speficér Pen-
~ rose, who was owner of the Broadmoor Hotel. A 100-percent owner-

shiﬁ of the Broadmoor has always been with Mr. Penrose and now
with the El Pomar Foundation. After the Tax Reform Act of 1969,
several items occurred of interest. The El Pomar Foundation has
divested 11 other separate companies over the last 15 years. Good
business judgment and criteria which the trustees used in their fi-
diciary duties were the basis for El Pomar Foundation retaining
the Broadmoor Hotel. I would like to go into three areas before

address the specifics of section 4948 of the Internal Revenue Code.

First, the Broadmoor Hotel has been an appreciating asset
which, through the years, increased the ability of the El Pomar
Foundation to make charitable distributions throughout the State
of Colorado. Second, Broadmoor Hotel represents less than 20 per-
cent of the assets of the El Pomar Foundation. The hotel certainly
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has been a significant contributor with its appreciating value and
its current dividend income to the foundation. The third reason is
that the Broadmoor is a part of the local history and focus of the
Pikes Peak region in Colorado, just as many other foundations who
have presented their cases are part of their regional history. The
foundation would regret being in a position where the Broadmoor
Hotel was sold to an offshore interest, multinational corporation or
a large hotel chain. The fact is the hotel is a profitable entity, a
holding which has been very good for the El Pomar Foundation as
an investment. The foundation has not been directly involved in
day-to-day management of the hotel. In fact, there is a group of
good managers that run the hotel, while the foundation is operated
separately.

e El Pomar Foundation started with just $18 million in assets,
but since 1937 has made grants of $756 million, and still has a
corpus of something in excess of $110 million being used for chari-
table good in the State of Colorado. Grants have included public
charities that are traditional, nontraditional, and new institutions
with innovative ideas throughout the State. There are no lineal
heirs of the founders, Mr. and Mrs. Penrose, involved as officers or
directors in either the El Pomar Foundation or Broadmoor Hotel.
This has been a major concern expressed by the Treasury through
the years but does not apply in this case Broadmoor Hotel pays full
taxes—Federal, State aamdp local—and is not involved in unfair com-
petition with any similar taxpaying entity. Section 4943 has been
an impediment to the foundation in its conduct of business and re-
stricts the way in which the trustees exercise their fiduciary re-
sponsibilities. We would share comments and endorse statements
which indicate that repeal of section 4943 is appropriate. The own-
ership of Broadmoor Hotel by the El Pomar Foundation is a clear
example that there should be latitude involved in section 4943, and
we would urge the committee to support S. 1464. Thank you, Mr.
Chairman, and members of the committee.

Senator ARMSTRONG. Thank you, Mr. Hybl. I have a question or
two for you, and perhaps Senator Long will as well, but before we
get to that, let me call on Mr. Morris who is here to represent the
Altman Foundation. Would you tell us a bit about that? I am not
as familiar with the facts of the Altman Foundation case, although
I am generally familiar with it. But perhaps you could take a
minute in your statement to give us some background on that. And
I take it that what you are seeking, if that is not clear from your
statement, that you would spell that out. So far as we know, the
Altman Foundation would not be covered by this specific bill, but I
gather you are seeking some similar relief.

[The prepared statement of William S. Hybl follows:]

24-860 O ~ 84 - 20
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TESTIMONY OF
WILLIAM J, HYBL, PRESIDENT
EL POMAR FOUNDATION
AUGUST 1, 1983

Mr. Chairman and Membere of the Subcommittee, my name is
William J. Hybl and I am President of the El Pomar Foundption. I
appreciate the opportunity to testify before you on the subject of

Excess Business Holdings by private foundations.

Oorganized in 1937, the El1 Pomar Foﬁndation has a forty-six year
history of philanthropy within the State of Colorado, having made
grants in excess of $75,000,000. This statement sets forth a
history of the El Pomar Foundation and respectfully requests relief

from Section 4943 (Foundation Excess Business Holdings of the

Internal Revenue Codg). ) \

It is helpful to understand the background of the El Pomar
Foundation and its one hundred percent ownership of the BROADMOOR
Hotel, Inc. The BROADMOOR Hotel was built in 1918 in Colorado
Springs, COIOradé by SpencerTPenrose. .It was intended and continues
to be one of the truly fine resorts in the world. Prior to his
death in 1939, Spencer Penrose directed the charitable purpose of
the Foundation was to use the principal and income of the Foundation
*for sucn charitable uses and purposes (including public
educational, scientific and benevolent uses and purposes)
exclusively as will, in the absolute and uncontrolled discretion of
the trustees of the corporation most effectively assist, encourage

and promote the general well being of the inhabitants of the State

of Colorado".
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Penrose, was one of the pioneers in the development of the
Plkes Peak region of Colgrpdo. He first came to Colorado Springs in
1891, Over a period of the next twenty-five years he accumulated a
substantial fortune from real estate and mining activities in the
area, His first big strike came from his ownership of an interest
in a gold mining claim, the Cash on Delivery Mine in the Cripple

Creek, Colorado area. His largest gains were made from the Utah

Copper Company which was formed by him and his associates in the
early 1900's. The Utah Copper Company was ultimately merged into

Kennecott Copper Company in 1923.

In. 1915 Spencer Penrose began to turn his attention from mining
to the investment of his fortune and other interests which were of a
less profitable but more satisfying nature. In 1915 he commenced
the construction of an automobile highway to the summit of Pikes
Peak, which was completed in 1916, He inaugurated the Pikes Peak
Hill Climb race for automobiles which continues today. The Pikes

Peak Highway has been donated to the government and is now operated

by the City of Colorado Springs.

As previously indicated, the Foundation has made charitable
grants of over $75,000,000, including The Colorado College, The
Penrose Hospital for Cancer Research, the Regional Library for the
City of Colorado Springs, the University of Denver, Chicano
Bducation Project, Domestic Violence of Colorado Springs, and Silver
Key Senior Services. (Appendix A) The Foundation has placed an

emphasis on capitél construction programs and rehabilitation of

existing facilities.
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The Foundation has continued to own the BROADMOOR Hotel and
hire management which has oriented itself to the needs of the people
of Colorado Springs and Colorado in general. The trustees of the
Foundation have consistently placed service to the community and the
general welfare of the residents of the State of Colorado as highest
on their list of priorities. The BROADMOOR Hotel is subject to the
corporate income tax imposed by Section 11 of the Internal Revenue

Code iﬂj?ﬂ?‘?SﬁS”ﬁKhner as other hotel corporations,

or any tax-paying corporation for that matter.

There is no donor control of El Pomar Foundation. 1Its_founder,
Spencer Penrose, died in 1939 and his wife in 1956. Since then
there has been no member of the Penrose family associated with the
Founda;ion or its holdings in any éapacity. There have been no
instances of self-dealing, and the Poundation has cénsistently
distributed its income for charitable purposes on a current basis in
compliance with prevailing law. (Appendix B) The trustees have
never ‘made any investments which were not motivated by the specific
charitable purposes of the Foundation or which would in any way
jeopardize the ability of the Foundation to do so. The Foundation,
prints and distributes an Annual Report with financial statements,
guidelines and other correspondence so that prospective grantees
will know how the funds of the Foundation are available, being
managed, and distributed for their benefit.

During consideration of the 1969 Tax Reform Act the Senate
Finance Committee received Qritten testimony from the trustees of El

Pomar Foundation urging the Committee to delete the provision in the
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House~passed Bill requiring private foundations to divest their
excess business holdings. The trustees' testimonies set forth the
history of the El Pomar Foundation, the charitable activities of the
Foundation and the adverse effects on the Colorado Springs community

if the BROADMOOR Hotel were required to be sold by the Foundation.

"Our greatest concern is the future of the BROADMOOR
Hotel. If. the Foundation were required to sell The
BROADMOOR the only potential purchasers who could afford
to purchase it would be major hotel chains or perhaps one
of the large conglomerate corporations. In either event
the result would be absentee ownership by an organization
which had no special interest in the welfare of Colorado
Springs or the inhabitants of Colorado generally. 1Indeed,
management of such an organization would probably not even
be aware of many of the problems of the area. Any organi-
zation which was oriented primarily towards the profit
motive rather than public service would undoubtedly
curtail many of the activities presently being conducted
by The BROADMOOR . . . We submit there is nothing
inherently bad in having a charitable foundation own a
éontrollinq interest in a business enterprise. We see
nothing wrong in having the profits of an operating
business corporation inure to the benefit of the public at
large, rather than just to certain private stockholders.
We think the public welfare is better served by having the
beneficial ownership of the BROADMOOR Hotel in the
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citizens of the State of Colorado rather than the

stockholders of some major hotel chain corporation . . . "

Senator Gordon Allott of Colorado testified in 1969 before tha
Senate Finance Committee in support of the written remarks of the
trustees of the El Pomar Foundation (Senate Finance Committee
Hearings, page 4357). 1In response to this testimony, the Senate
Finance Committee provided a grandfather clause for the El Pomar
Foundation. The grandfather clause, which would have allowed
retention of the BROADMOOR Hotel by El Pomar Poundation, was passed
by the Senate; however, was then omitted in the Conference Committee
Report. The current law, Section 4943, as approved by the
Conference Committee and signed into law by the President in 1969,
provides that a business that is one hunﬁred percent owned by a
private foundation as of May 26, 1969, is required to accomplish a

three-stage period of forced divestiture:

(1) During the twenty year period, 1969 through
1989, the private foundation may continue to own 100% of

the stock of the business.

(2) By May 26, 1989, however, the foundation must
reduce its ownership to 508,
(3) Finally, by May 26, 2004, the foundation must

reduce its ownership by 35% where it may remain forever.

El Pomar Foundation seeks legislation which would recognize its
position as a foundation established over forty-five years ago with
no substantial conttributors or their lineal heirs associated with

its operation for the past twenty-five years.
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The legislation before you today proposes the El Pomar
Foundation be exempted from the divestiture requirements under

Section 4943 of the Internal Revenue Code. The El Pomar Foundation

would submit the following:

Existing law allows any and all prospective buyers of the El
Pomar Foundation's interest in the BROADMOOR Hotel to take unfair
advantage of the Foundation since the Foundation is under a legal
mandate to sell at least fifty percent of its interest in the Hotel
by 1989. The prime concern of the El Pomar Foundation trustees is
to realize the top dollar value for the BROADMOOR Hotel and to

continue and expand the charitable activities of the El Pomar

Foundation.

Thé fact is The BROADMOOR is one oé a kind and the type of
institution which has a relatively small sale market. There is
every indication there are organizations which do have an interest
" in purchasing the Hotel and are aware of the divestiture require;
ments. ' This has placed potential purchasers in the sound business
position of waiting for the approach of 1989 so El Pomar Foundation
will be forced to bargain for sale. As previously indicated, the
Hotel is not a readily marketable entity. In fact, it is sui
generis. This is a unique situation, for a poteﬂtial purchasing .
entity would be not only buying the BROADMOOR Hotel, but the many
surrounding improvements including the BROADMOOR World Arena,
BROADMOOR ski area, tﬁree eighteen hole golf courses, and numerous
other associated and related activities. In addition, the BROADMOOR

Hotel has nearly 2,000 acres of land adjacent to the Hotel which,



308

because of development in the Colorado Springs area, are being sold
to prospective developers in small parcels. The first sale of land
was made in October, 1981, These sales will continue to increase

the net income of BROADMOOR Hotel and the dividends received by the

El Pomar Foundation, which in turn are devoted to charitable

purposes.

The management which has been hired by the Foundation to
operate the BROADMOOR Hotel has certainly placed the interests of
the Pikes Peak region and the State of Colorado at the forefront.
The BROADMOOR Hotel has been a good citizen of the community. There
are many in the community who feel the uniqueness of this situation,

and local ownership, are very good reasons for continued ownership

by the El Pomar Foundation.

The abusive factors that led to the foundation legislation in
1969 have been corrected. The legislation itself was a catalyst
which forced many foundations to comply and to continue to strive to
serve the public better. As has been previously pointed out, one of
the prime reasons for the 4943 provision, the operation of business
entities free from the influence of the grantors of the foundation
or their lineal heirs, has been met. It should be stressed that the
BROADMOOR Hotel operates under exactly the same tax burdens as a
privately owned hotel, and is not placed in a posture where it is in

unfair competition with other privately owned entities.

It is for the foregoing reasons the El Pomar Foundation

respectfully requests your positive consideration.
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EL POMAR FOU'DATION .

Granta 1937 to January 1, 1983

Education:
Higher Education: .
The Colorado College $ 9,546,312
The Colorado College (Minority and Handicapped scholarships)--werececemmencenws 1,212,850
Aix Force Academy Poundation 1,030,000
Colorado Women's Colleg 652,735
University of Denver 4,706,195
Other Private and State Colleg 624,691
Secondary Education: '
Colorado Outvard Bound 610,000
Chicano Education Project 115,000
Fountain Valley School 3,560,215
Miscellaneous as a group 2,151,688
Health: . ’
Penrose Hospital and Cancer Research 12,823,580
Other Hospitals 1,318,882
Hiscellaneous as a group 414,865
Humanities: :
Central City Opera House Association . 449,250
Cheyenne Mountain Museum & Zoological Society 9,735,599
Colorado Springs Fine Arts Center 2,032,088
Colorado Springs Symphony 264,200
Citizens for a Theatre Auditorium 3,100,000
Miscellaneous as a group . 1,390,856 -
Religion: .
Miscellaneous as a group 2,256,615
Resources and environment:
City of Colorado Springs Library 2,203,872
Garden of the Gods Land Purchage 250,000
MNiscellaneous as a group 545,000
Welfare:
Boys Club Associatio 508,278
Boy & Girl Scouts 430,480
United way 1,806,186
YMCA~YHCA - 2,050,000
Chins Up . 38,000
Workout Limited - - 55,000
Domestic Violence 190,000
Brockhurst Boys Ranch 140,000
Y/JA 703,000
8ilver Key Senior Services 213,425
Miscellaneous as a group - 1,115,498
Other:
United States Olympic Committee 1,050,000
Niscellaneous as a group 2,749,249
Total grants to January 1, 1983 72,040,606

(Appendix A)
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STATEMENT OF WILLIAM MORRIS, ESQ., REID & DRIEST, WASH-
INGTON, D.C., APPEARING ON BEHALF OF THE ALTMAN FOUN-
DATION
Mr. Morris. That is correct, Mr. Chairman. My name is William

Morris. I am an attorney with the law firm of Reid and Driest,

with offices in Washington and New York City, and I am appearing

this afternoon on behalf of the Altman Foundation.

With your position, I would like to submit a full statement for
the record, which details our entire presentation.

Senator ARMSTRONG. Of course. It will be included in its entirety

in the record.
[The prepared statement of John S. Burke follows:]
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TESTIMONY OF JOHN S. BURKE,
PRESIDENT OP
THE ALTMAN FOUNDATION
BEFORE THE
SUBCOHMITTBE ON TAXATION AND DEBT MANAGEMENT
COMMITTEEE ON FINANCE
U.8. SENATE

AUGUST 1, 1983

MY NAME I8 JOHN S. BURKE. I AM THE PRESIDENT OP THE
ALTMAN POUNDATION AND CHAIRMAN OF THE BOARD OF B. ALTMAN & CO.,
THE NEW YORK BASED RETAIL DEPARTMENT STORE GROUP, I HAVE BEEN
EMPLOYED BY B. ALTMAN & CO. SINCE 1946 AND HAVE BEEN ASSOCIATED
WITH THE ALTMAN FOUNDATION SINCE 1948.

THE ALTMAN POUNDATION WAS PORMED IN 1913 BY BENJAMIN
ALTHAN WITHOUT ANY INCOME TAX OR ESTATE TAX ADVANTAGE TO HIM.
HIS8 FOUNDATION WAS PURE PHILANTHROPY. THE POUNDATION, A NEW YORK
NON-PROFIT CORPORATION WITH AN OFFICE IN NEW YORK CITY, CARRIES
ouT ITS éHARITABLE PURPOSES THROUGH GRANTS TO CULTURAL,
EDUCATIONAL AND RELIGIOUS ORGANIZATIONS. THESE GRANTS HAVE BEEN
MADE, IN THE MAIN, TO SOCIAL WELPARE ORGANIZATIONS, HOSPITALS,
UNIVERSITIES AND LIBRARIES, YOUTH GROUPS AND NEIGHBORHOOD

ASSOCIATIONS,
WHEN MR, ALTMAN DIED IN 1913 WITHOUT A FAMILY HE LEBPT

TWO IMPORTANT LEGACIES TO THE PEOPLE OF NEW YORK-~ HIS FAMOUS ART
COLLECTION WENT TO THE METROPOLITAN MUSEUM OF ART. HIS ENTIRE
INTEREST IN THE STORE WENT TO THE ALTMAN FOUNDATION FOR THE
BENEFIT OF TBE PEOPLE OF NEW YORK AND FOR THB BENEPFIT OF RIS

EMPLOYEES.
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FOR MORE THAN THREE GENERATIONS, THE FOUNDATION HAS
TOUCHED THE LIVES OP MILLIONS OF NEW YORKERS. IT HAS GIVEN MORE
THAN §24 MILLION TO NEARLY 1,000 DIFPERENT CHARITABLE
ORGANIZATIONS OPERATING IN NEW YORK. SOME OF THE MAJOR
BENEFICIARIES INCLUDE THE FEDERATION OF JEWISH PHILANTHROPIES,
CATHOLIC CHARITIES OF THE ARCEDIOCESE OP NEW YORK, FEDERATION OF
PROTESTANT WELFARE AGENCIES, INC., NEW YORK UNIVERSITY, PORDHAM
UNIVERSITY, ST. LUKE'S HOSPITAL, 8T. VINCENT'S HOSPITAL, THE
URBAN LEAGUE, THE SALVATION ARMY, THE BOY SCOUTS AND GIRL SCOUTS,
THE LENOX HILL NEIGHBORHOOD ASSOCIATION, THE NEW YORK URBAN
COALITION, CASITA MARIA, INC., AND THE NEW YORK PUBLIC LIBRARY.

GRANTS PROM THE POUNDATION HAVE BEEN AS SMALL AS $5
(PRIMARILY IN ITS EARLIEST YEARS OF OPERATION) AND AS LARGE AS
$100,000. 1IN 1982 WE DISTRIBUTED OUR ENTIRE NET INCOME OF
$790,500. FPOR YBARS WE HAVE ATTEMPTED TO BE CONSISTENT
SUPPORTERS OF A RANGE OF RECOGNIZED AND EFFECTIVE CHARITABLE
ORGANIZATIONS SINCB.NB KNOW TBEY MUST BUDGET IN ADVANCE IN ORDER
TO PLAN THEIR ACTIVITIES.

THE POUNDATION, OPERATED BY A BOARD OF SIX TRUSTEES,
INCURS MINIMAL OPERATING COSTS. THE TOTAL EXPENSES OF THE
POUNDATION (INCLUDING PEDERAL EXCISE TAX) AMOUNT TO ABOUT $70,000
PER YEAR INCLUDING $20,000 CONNECTED WITH THE PREPARATION OF
ANNUAL PINANCIAL STATEMENTS AND PORMS FILED WITH THE IRS. ALL
PUNDS RECEIVED ARE DISTRIBUTED EACH YEAR TO CHARITIES. IN THE
PAST DECADE WE HAVE DISTRIBUTED PUNDS IN EXCESS OF NET INVESTMENT
INCOME IN SIX SEPARATE YEARS.
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THE PRIMARY GIFT OF STOCK TO THE POUNDATION WAS MADE BY
BENJAMIN ALTMAN PRIOR TO THE ENACTMENT OF THE PIRST FEDERAL
ESTATE AND GIFT TAX PROVISIONS AND WAS MADE WITHOUT TAX
MOTIVATION OR ADVANTAGE. UNDER SECTION 4943 THE FOUNDATION IS
REQUIRED TO DISPOSE OF APPROXIMATELY 50% OF ITS STOCK IN B.
ALTMAN & CO. BY MAY 25, 1984. SIGNIFICANT ATTEMPTS BAVE BEEN
MADE TO ARRANGE THE REQUIRED SALE; HOWEVER, DISPOSITION EFFORTS
BAVE BEEN ADVERSELY AFFECTED BY MARKET CONbI?;g?S.

S8INCE 1969, THE ALTMAN FOUNDATION HAS ENGAGED IN
SERIOUS DISCUSSIONS WITH POTENTIAL PURCHASERS OP B. ALTMAN & CO.
THESE EFPORTS HAVE BEEN UNSUCCESSFUL. POTENTIAL PURCHASERS,
AWARE OF THE POUNDATION'S NEED TO SELL THE BUSINESS HAVE MADE
OFFPERS WHICH SIGNIQICANTLY UNDERVALUE THE ASSETS AND OPERATING
WORTH OF B. ALTMAN & CO. AS FIDUCI&RISS. THE TRUSTEES COULD NOT
ACCEPT THE TERMS AND CONDITIONS OF THE OFFERS.

CONSEQUENTLY, WE STRONGLY SUPPORT THE CALL FOR
MODIFICATION AND/OR REPEAL OF SECTION 4943. SPECIFICALLY, WE
URGE YOU TO APPROVE LEGISLATION WHICH CONSIDERS THE SPECIAL AND
UNIQUE CIRCUMSTANCES OF THE ALTMAN POUNDATION,

THE UNDERLYING RATIONALE FPOR SECTION 4943 IS TO ENSURE
THAT PUNDS SET ASIDE FOR PgILANTHROPY, ENCOURAGED BY INCOME AND
ESTATE TAX DEDUCTIONS AND INCOME TAX EXEMPTIONS, ACTUALLY ARE
DISBURSED TO BENEFIT THE PUBLIC. IN THE CASE OF THE ALTMAN
POUNDATION PEDERAL INCOME AND ESTATE TAX DEDUCTIONS WERE NOT A
MOTIVATING PACTOR. BENJAMIN ALTMAN WAS FAR AHEAD OF HIS
CONTEMPORARIES IN HIS CONCERNS FOR CBARITY. SINCE 1913, HIS
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INTENTIONS HAVE BEEN PAITHPULLY POLLOWRBD BY ALL THOSE WHO HAVE
BEEN TEMPORARILY VESTED WITH RESPONSIBILITY POR THE OPERATION OF
H1S POUNDATION. : '

ACCORDINGLY, WE BELIEVE AN EXEMPTION FROM THE "EXCESS
BUSINESS HOLDINGS® PROVISIONS SHOULD BE PROVIDED FOR CERTAIN
POUNDATIONS; THOSE WHERZ NO PEDERAL INCOME OR ESTATE TAX
DEDUCTION WAS CLAIMED POR THE VALUE OF THE STOCK ORIGINALLY
TRANSPERRED. THE DETAILS OF THIS PROPOSAL ARE SET FORTH IN MY
PREPARED STATEMENT SUBMITTED POR THE RECORD.

MR. CHAIRMAN, WE ARE NOT UNMINDFUL THAT CONGRESS MAY
WISH TO ADDRESS THE ISSUE OP "EXCESS BUSINESS HOLDINGS" ON A
BROADER BASIS. WE BELIEVE IT WOULD BE APPROPRIATE TO CONSIDER
MODIPICATIONS TO ENSURE MAXIMUM CHARITABLE DISTRIBUTIONS AND
INDEPENDENT OPERATION OF FOUNDATIONS AND THE BUSINESSES THEY OWN.
WE SUPPORT BROADER PUBLIC DISTRIBUTION OF INPORMATION ABOUT
FOUNDATIONS CHARITABLE WORK. WE EXPECT TO BE PULLY ACCOUNTABLE
FOR OUR WORK ON BEHALF OF THE POUNDATION, WE ARE PREPARED TO
WORK WITH THE APPROPRIATE COMMITTEE STAFFS AND THE TREASURY
DEPARTMENT TO DEVELOP THE NECESSARY RULES AND SAFEGUARDS.

THE ALTMAN FOUNDATION IS PACED WITH A RAPIDLY
APPROACHING DEADLINE UNDER SECTION 4943, UNLESS A SET OF GENERAL
RULES CAN BE DEVISED AND APPROVED SOON, THE POUNDATION WILL BE
PORCED TO DISPOSE OF ABOUT HALF OP ITS HOLDINGS IN B, ALTMAN &
CO. IN LESS THAN ONE YEAR. THIS COULD RESULT IN A "FIRE SALE® OF
THE B. ALTMAN & CO. STOCK NOW HELD BY THE FOUNDATION.
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ACCORDINGLY, WE URGE CONGRESS TO REVISE SECTION
4943(c)(4)(B) (i) TO PERMIT THOSE PRIVATE POUNDATIONS WHICH,
TOGETHER WITH ALL DISQUALIFIED PERSONS, HELD MORE THAN 95% OF THE
VOTING STOCK OF A BUSINESS ENTERPRISE ON MAY 26, 1969, TO BE
PERMITTED TO RETAIN THEIR EXCESS BUSINESS HOLDINGS UNTIL MAY 25,
1989. THIS WOULD PROVIDE THE ANLTMAN POUNDATION AS WELL AS OTHER
POUNDATIONS WITH AN ADDITIONAL FIVE YEARS IN WHICH TO DISPOSE OF
THEIR EXCESS BUSINESS HOLDINGS. THIS PRCPOSED CHANGE WOULD
ESTABLISH A CONSISTENT RULE FOR DETERMINING WHETHER A PRIVATE
POUNDATION SHOULD HAVE 15 OR 20 YEARS TO DISPOSE OF PART OF ITS
HOLDINGS UNDER SECTION 4943(c)(4)(B)(i) OR (ii).

IN THE ALTERNATIVE, WE BELIEVE CONGRESS SHOULD APPROVE
AN ACROSS-THE-BOARD STATUTORY 5 YEAR EXTENSION OF TIME POR ALL
PRIVATE FOUNDATIONS REQUIRED TO DISPOSE OF EXCESS BUSINESS
HOLDINGS.

WE ASK THIS SUBCOMMITTEE AND THE PULL COMMITTEE ON
PINANCE TO REVISE SECTION 4943 OF THE CODE AS QUICKLY AS
POSSIBLE. THANK YOU PBR THIS OPPORTUNITY TO APPEAR BEFORE THE

SUBCOMMITTEE TODAY.
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Mr. Morris. Very briefly, I can summarize by telling you that
the Altman Foundation was created by Benjamin Altman in 1913
prior to the imposition of the first Federal, State and gift tax provi-
sion, and it was created with no tax benefits or contributions to the
foundation. The foundation is located in New York City and carries
out its charitable purposes through grants to cultural, educational,
and religious organizations, and these have been, in the main, to
social welfare organizations, hospitals, universities, libraries, youth
groups and neighborhood associations.

For more than three generations, the foundation has given more
than $24 million to nearly a thousand different charitable organi-
zations operating in New York. Grants from the foundation have
been as small as $5 and as large as $100,000. In 1982, we distribut-
ed our entire net income of over $790,000. The foundation is operat-
ed by a board of six trustees and it incurs minimal operating ex-

nses. The total expenses of the foundation amount to about

70,000 per year, including approximately $20,000 connected with
the preparation of its annual financial statements filed with the In-
ternal Revenue Service, and approximately another $20,000, or just
under $20,000, to the Federal excise tax on net investment ir. > .1e.

In the past decade we have distributed funds in excess of net in-
vestment income in 6 separate years. The primary gift to the foun-
dation was made l;y Benjamin Altman, as I indicated, prior to the
enactment of the first Federal, State and gift tax provisions. Since
1969, the foundation has engaged in serious discussions with poten-
tial purchasers of B. Altman and Co. and the efforts have been un-
successful. B. Altman and Co. is a retail department store located
in New York City. Much like the Broadmoor Hotel, it is a historic
institution in the city of New York.

We strongl%vsup rt the call for a modification and/or repeal of

section 4943. We also strongly support your legislation, S. 1464. We
would, of course, like it modified slightly to include an entity simi-
lar to the Altman Foundation. And, in fact, the Committee on Fi-
nance during the Ninety-seventh Congress approved a series of pro-
visions as amendments to H.R. 4577. One of those provisions not
~ only included the El Pomar Foundation, another included the
Altman Foundation. And it is that legislation that we seek as well.
In our full statement for the record there are some technical modi-
ﬁc?ltions that we also would request the committee to consider as
well.
We are faced with a very rapidly approaching deadline under
section 4943. We must divest of the stock of B. Altman and Co.
unless existing law is changed on or before May 25, 1984. And,
therefore, the relief that we request would be needed promptly.
Thank you very much, Mr. Chairman, for this opportunity to brief-
ly outline our situation. And I would be happy to answer any ques-
tions that you might have.

Senator ARMSTRONG. Thank you, Mr. Morris. Senator Long, did
you {1?ave any observations or statement or any questions for the
pane

Senator LonNG. No questions, Mr. Chairman. I have, down
through the years, supported at least one of these institutions.

Senator ARMSTRONG. I appreciate that. Needless to say, I am
grateful for that observation.

24-860 O - 84 - 21
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Gentlemen, because I am really very familiar with the issue, and
I think other members of the Finance Committee are also familiar,
in general, with the Altman issue, and in detail at least with the
issues in the El Pomar case, since the committee recommended and
the Senate did adopt this proposal in 1982 and on at least one pre-
vious occasion. I don’t think there is really any need to draw out
the discussion today. But I would ask each of you one question and .
then ask your cooperation in one task. My question is this, for Mr.
Hybl and for Mr. Morris if he cares to respond: In the discussion
this morning, the Treasury Secretary representative pointed out
that the original legislation in 1969 was occasioned by some sub-
stantial abuses that were then occurring among foundations. He re-
ferred specifically—and I am now quoting—to self-dealing between
foundations and donors, undue delay in the delivery of benefits to
charity, extensive foundation involvement in businesses resulting
in noncharitable use of charitable assets, family use of foundations
to control corporate and other property, and financial transactions
unrelated to charitable functions. My belief in what I assured the
Treasury Department was that none of those elements are present
in the case of El Pomar. And I just wanted to inquire if there is
any reason I should be uncomfortable with that statement. I am
not ‘aware that there has ever been any allegations of abuses of
this type. Is that correct?

Mr. HysL. Mr. Chairman, you are correct, there have been no
violations. There are certainly no instances that I am aware of in
my association with the foundation. I will submit for the record a
certified letter from Arthur Young and Co. indicating, since 1969,
there have been no violations involved with this particular act.

Senator ARMSTRONG. I appreciate that.

[The letter follows:]
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ARTHUR YOUN@

ARTHUR YOUNG & COMPANY
1870 BROADWAY, SUITE 2500
DENVER, COLORADO 80202

(303) 831-9500 TELEX 45-4423

April 13, 1983

Mr. William J. Hybl

Bl Pomar Foundatioa

P. O. Box 84

Colorado Springs, Colorado 80901

Dear Mr. Hybl:

Our firm has been the accountants and auditors for the El Pomar
Foundation (Foundation) for many years betore the enactment of
P.L. 91~1723 (1969 Tax Reform Act) and for a2ll years since that
Act. Under the 1969 Tax Reform Act, the Foundation is classified
as a Private Poundation and as such is subject to Sections 4940
through 4946 of the Internal Revenue Code.

We have assisted the PFoundation with the annual preparation of
the various returns and reports to be filed, such as Forms 990~AR
and 990-PF, for all the years since the 1969 Tax Reform Act
provisions were enacted. To the best of our knowledge and
belief, the Poundation has fully complied with the provisions of
Section 4940 through 4946 for the years 1969 through 1082 and has
not paid or been required to pay any of the tazes or so-called
"penalty payments" provided in these Sections other than, of
course, the Excise Tax based on investment income provided in

Section 4940.

Very truly yours,
ARTHUR YOUNG & COMPANY
74Jétxv<;Q\qkﬁﬁk~»l
Harold D. Hein
HDH/1kd '
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Senator ARMSTRONG. I also want to refer to one other question
that was raised by the Department. Again, I quote, a business that
is owned by a tax exempt entity often has a competitive advantage
over a similar business owned by taxable persons. Would that
appl):? in the case of El Pomar and the ownership of the Broad-
moor

Mr. HysL. No; it certainly would not apply, Mr. Chairman, in
that the Broadmoor Hotel does Iga full taxes like any other tax-
able entity. The trustees of the El Pomar Foundation have viewed
investment in the Broadmoor Hotel similar to the way that they
would look at IBM, Zerox or any other profit making entity, ex-
pecting a full and fair return.

Senator ARMSTRONG. Thank you, Mr. Hybl.

Mr. Morris, don’t feel obligated to comment on those questions
because I think they are new to you at least, but if you would care
to we would welcome your response.

Mr. Mornris. I believe that I can respond just as Mr. Hybl has,
that certainly since 1969 there has been no hint that the Altman
Foundation has been involved in any transaction that would in-
volve any of the issues raised by the Treasury Department. And
similar. to Mr. Hybl’s response with respect to unfair competitive
advantage, the foundation which owns B. Altman and Co. owns a
company which is subject to all State, local and Federal taxes just
as any other taxable entity, and does not enjoy any particular tax
favored status.

Senator ARMSTRONG. I appreciate that. And I would invite each
of you if you would like to review at your leisure the statements
submitted by the Treasury Department, and if you have any writ-
ten thoughts that you would like to add. Our hope is that the
Senate will adopt this legislation, whether the Treasury Depart-
ment has a different thought later or not. But it will be helpful if
we can answer these questions point by point. And I noted—I think
neither of you were in the room this morningl-;-but I noted that in
recent years on only two occasions has the Treasury Department
testified in favor of legislation. It is their norm to come in and tes-
tify against anything that is proposed, and rightfully so in a sense.
It is their job to, in effect, defend the status quo at least in part,
and they have done that. But whatever answers you have on the
issues they have raised we would be glad to have.

Unless Senator Long has something else, I think that takes care
of what we need to do on S. 1464.

Mr. HysL. Thank you, Mr. Chairman.

Senator ARMSTRONG. Thank you, gentlemen. _ .

We now come to S. 15649, which would permit individual retire-
ment accounts, qualified retirement trusts, and certain educational
organizations to invest in working interests in oil and gas properties
without incurring unrelated business taxable income.

STATEMENTS ON INTRODUCED BILLS AND JOINT RESOLUTIONS UPDATING THE
UNRELATED Business INCOME TAX

By Mr. Armstrong, Long, Durenberger, Wallop, Grassley, Symms, Bentsen,
Baucus, Boren, Pryor.
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S. 1549. A bill to amend.the Internal Revenue Code of 1954 to permit individual
retirement accounts, qualified retirement trusts and certain educational organiza-
tions to invest in working interests in oil and gas properties without incurring unre-
lated business taxable income.

UPDATING THE UNRELATED BUSINESS INCOME TAX

Mr. ARMSTRONG. Mr, President, legislation I have introduced with Senators Du-
renberger, Long, Wallop, Grassley, Symms, Bentsen, Baucus, Boren and Pryor could,
once enacted, increase profits earned by pension plans and colleﬁe endowments, at
the same time, infuse new and badly needed capital in domestic oil production.

This legislation is nearly identical to H.R. 7217, a House bill introduced by Repre-
sentatives Jenkins, Matsui, Gephardt, and Frenzel, and is simple in concept. It per-
mits pension plans and college endowments to treat, for tax purposes, income from
oil and gas production exactly like income earned from stocks, bonds, and royalties.
Once enacted, an additional investment pool of more than $500 billion would be
available for investment in oil and gas production, and at the same time give pen-
sions and endowments possibly higher rates of return on their holdin%:\;.

Some background on current tax law will explain the need for this legislation.
Most college endowments and private pension rlans are granted tax exempt status.
Even if they are tax exempt, some sources of income received by pensions and en-
dowments can, under current law be taxable. For Federal tax purposes, there are
two sources of income—passive and unrelated business—for pensions and endow-
ments. Passive income—not taxed—usually is interest and dividends earned on
stocks, bonds, and royalties. Unrelated business is income taxed at corporate rates
because, in theory, the income is derived from a business or investment not related
tga :ha purpose of the pension or endowment for which it received its tax exempt
status.

This tax theory is 30 years old, and it makes sense. It seeks to eliminate unfair
competition to taxpaying businesses by taxing their competitors controlled by tax
organizations on the same basis. For example, an endowment owning controlling in-
terest in a manufacturing plant should be taxed on the same basis as the manufac-
turer’s competitor.

Generally, endowment and pension income that is exempted from the unrelated
business income—or UBTI—will not be taxed. The problem is that in the past 30
years there has been precious little updating of UBTI. The result is not surprising.

anging economic conditions and new investment opportunities have somewhat
outdated the unrelated business income tax. For example, it used to be that stocks
and bonds ex\i%yed high rates of return and tax exemgt organizations invested in
them heavily. But the past 10 years have found the traditional equities—stocks and

-bonds—have been hard p! to maintain an economic rate of return.

Simultaneously, however, direct investments in oil and gas producing properties
have proved to be low risk, consistently performing assets that have brought yields
outpacing inflation rates. Solomon Bros. reports that annual rates of return for oil
assets have outfaced return rates on real estate, stocks, gold, and silver. ‘

But the problem is that the current UBTI taxes earnings from most oil and gas
production holdings of pension plans and private investments. The inevitable result
18 that pension and endowment trustees do not invest in oil and fas production and
are foreclosed from higher investment returns than are available from stocks and
bonds. Concurrently, oil and faa producers lose access from a large investment pool,
estimated to be about $500 billion. .

The bill I am introducing today is the solution to this problem. This bill permits
_pension and college endowments to invest through limited partnerships in working
interests in oil and gas properties without being subject to the unrelated business
income tax. This legislation is consistent with the underlying theory of the UBTI
because it permits these funds to only gessively invest in oil and gas production
* * * meaning that the pension and endowment trustees cannot take part in.the
control of the business of producing oil and gas.

The bill has important safegu that should make this bill noncontroversial:

First. Pension plans and endowments can only invest as a passive owner in a lim-
ited partnership, meaning they cannot exercise control in business decisions. In fact,
limited partners exercise even less control over business decisions than stockholders

do.
Second. Only qualified pension funds and educational organizations, as already de-

fined in current tax laws, are covered under this legislation.
Third. These funds can only invest in working interests in oil and gas properties,

meaning they must pay a share of the development and operating costs to receive a
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- share of income. The definition of working interest is the same now used in current

law. ,
Fourth. Pension plans and endowments will receive no benefit from income tax

credits and deductions available to taxable limited partners. The bill also precludes
allocations of these deductions and credits to taxable partners.

Fifth. Pensions and endowments will not receive exempt income from working in-
terests held by a limited partnership if either organization is related to the general

rtner, 4 .
lM"l"here are a number of reasons why this bill should pass, and soon. First, the bill

has no revenue loss since investments in oil and gas production will only augment
_ investments otherwise made in currently tax-exempt investments. .
Second, the bill encourages portfolio diversification by pension plans and endow-

ments that control nearly $500 billion.
Third, this bill offers the ;iromise. of higher rates of return than these pensions
y recei

and endowments now present ve.
Fourth, it will infuse new and badly needed capital in oil and fas roduction with-
no

out raising ene bprioes. Iz\ fact, capital expenditures this year 1 and gas activi-
reaseﬂ g percen

ty has dec this year.
Fifth, the legfislation is consistent with the underlying theory governing unrelated
e

business taxable income.
Sixth, this legislation corrects an anomaly in the current UBTI law. Currently,

pensions and endowments can receive tax free income from oil royalties—simply in-
vestments in oil and gas activities where the investor Fays none of the development
costs—but cannot receive tax free income from working interests in oil producing
properties. In both types of oil investments—royalty and working interest pro-

—investors are passive * * * exercising no control over business decisions.

us, partnerships owning working interests should be subject to the same tax rules

as are applied to oil royalties.
This legislation is nearly identical to legislation I introduced in 1982. A number of

importar:(t)dprovisions have been added to address issues raised since the bill was
first introduced. These provisions, about four in number address concerns raised
about partnership allocation, abusive sale-leaseback arrangements, and the use of '
debt in buying shares in a limited partnership.

I welcome further consideration of this bill.

Senator ARMSTRONG. We welcome a panel consisting of Dwight
Moorhead, vice president of Petro-Lewis from Denver; I. Jon Brum-
ley, president of the Southland RO{alty Co. of Fort Worth, Tex.;
Paul F. Overgaard, vice president, Independent Service Company,
of Albert Lea, Minn.; and Bert H. Murp 5, of the Murphy Energy
Corp., Roswell, N. Mex. Gentlemen, would you come forward, and
we will be pleased to have your statements.

Mr. Moorhead, why don’t you begin. I know that you have a
statement and we would be glad to have that. And it is possible
that we will also have some questions as we go on.

STATEMENT OF DWIGHT MOORHEAD, VICE CHAIRMAN, PETRO-
LEWIS CORP., DENVER, COLO.

Mr. MoorHEAD. Thank you, Mr. Chairman. I first have to wonder
if anyone has taken the opportunity, with the permission of the
committee, to wish you Happy Colorade Day. :

It is appropriate to note that I have previously submitted writte
testimony, and I would ask at this time that it be entered into the
record of these proceedings. Further, Bert Murphy, as a result of
an unexpected family situation, is unable to attend today, but has
asked me to. request that his written testimony, which he had in-
tended and expected to present today, be included in the record.

Further, Ed Cain, from Apache Corp., is at this table, with the
permission of the committee. .

e prepared statements of Dwight Moorhead and Bert Murphy

follow:]
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TESTIMONY OF DWIGHT C. MOORHEAD
VICE CHAIRMAN OF THE BOARD
PETRO-LEWIS CORPORATION
. ON S. 1549
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

COMMITTEE ON FINANCE
UNITED STATES SENATE

Introduction

Mr. Chairman, my name is Dwight Hoo_rhead{ I am Vice
Chairman of the Board of Petro-Lewis Corporation. Petro-Lewis
is an independent producer of oil and gas headquartered in
Denver, Colorado. Petro-Lewis acts as the principal oberatinq
entity for a large number of limited partnerships, which own
oil and gas producing properties located throughout the United
States. Petro-Lewis serves over 145,000 limited partners and
has five regional offices in Houston, Texas; Oklahoma City,
Oklahoma; Billings, Montana; Lubbock, Texas; and Bakersfield,
California. . About 43% of our 2,127 employees work in 'these
regional offices. At the present time, Petro-Lewis manages
daily production of 62,200 barrels of oil and 243.6 million
cubic feet of natural gas.

Petro-Lewis is not a traditional exploration and
production company. The company acquires and manages oil and
gas properties on behalf of investors. The investment concept
of the oil income program was pioneered by Petro-Lewis in
1970. Each month, a limited partnership is formed that permits
investors to acquire an interegﬁ in domestic oil and gas
" properties which are already produciizq, and Petro-Lewis manages
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the partnerships' activities as general partner. The oil and
gas income program functions very much like mutual fund holding
stocks or bonds in that it is designed to provide cash flow
and competitive market yield and to offer liquidity. Investors
have found our oil income program an attractive investment
vehicle and thus have invested about §1.9 billion (February
1983‘d;ta) of their funds in our program. These funds have
financed the acquisition of more than §3.1 billion (Feburary
1983 data) worth of producing properties, which Petro-Lewis
presently manages. The average rate of return on our program
is 17.2%, assuming that an investor made equal investments in
each monthly partnership from Octeber, 1970, through October,
1982, and that all investments were liquidated on December 31,
1982. This compares very favorably with other investments
iike‘stocku and bonds and Treasury hills. For example, from
1970 to 1982, the Standard & Poor's 500 Stock Index returned
an average 9.5% per year; the Salomon Brothers Bond Index
returned 8.1% per year; and T-bills returned an average 7.8%
per year. Current oil income program yields are also attrac-
tive, compared to municipal bonds (8-9%), and corporate bonds
(12-13.5%) == 20% on our PLPC I partnership, 9% on our PLPC II
partnership, and 12-14% on the more recently formed oil income
partnerships (since Nbvnnbef 1980).

In addition, investors recognize the considerable
potential for improvements in both the value of their oil and
gas producing properties and in their income stream. Such
potential stems from price increases on oil and gas sales and
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from changes in the amount of reserves expected to be recover-
able from their properties. Therafore, the direct investment
in oil and gas producing properties through the limited partner-
ship vehicle has significant inflation-hedging potential as
well as excellent cash flow characteristics. The same cannot
always be said for typical corporate stocks and bonds. At
least two public utilities, the traditional investment for
widows and orphans, have either suspended dividends or defaulted
on interest payments of their securities in the 1970-83 period.

Currently, about 90% of our investors are individuals
.and trusts representing individuals, who must meet net worth
requirements prior to investment. Our prospectus is filed
with and approved by the SEC and applicable State regulatory
agencies., The average initial investment in each partne:zship
is about $6,500. Cash distributions can be automatically
reinvested at the option of the investor and typically produce
about $4,800 in additidnal investment for the average account.
Our investors expect a'uteady cash flow and the opportunity
for growth in the value of their investment through price
.appreciation of oil and gas or from the ability to recover
more hydrocarbons from their properties. They do not expect a
tax shelter, although they receive modest tax benefits.
Summary Of Our Position ‘

Petro-Levis Corporation strongly supports S. 1549.
The bill will provide the independent domestic o0il industry
with access to another source of domestic capital with vhich
to fund the development and operation of our hydrocarbon
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resource base. The tax code currently discourages qualified
pension funds and educational orqanizati&hs from considering
an investment in oil and gas interests that bear developmental
obligations (i.s., working interests) by taxing the income
from such investments. However, exemptions are provided for
income from oil and gas royalties, net profits interests,

- production payments, and corporate stocks and bonds because
they are considered passive sources of income. We believe
that an exemption from the unrelated business income tax for
working interest income from oil and gas limited partnerships
would comport with the current exemptions provided for other
forms of passive oil income. By law, limited partners do not
have control over daily management decisions of the partnership.
Moreover, such an exemption would not have detrimental effect
on Federal revenues since the Treasury currently raceives
little (if any) from this source.

In the long run, we expect that a well-diversified
pension portfolio would invest a small portion of its assets
in oil and gas limited partnership interests. Sophisticated
money managers would evaluate this investment according to its
risk/reward characteristics and its ability to help them
diversify their holdings. Finally, S. 1549 would encourage
the giving of limited partnership interests in oil and gas
properties to colleges and universities, which would benefit
from both the steady cash flow and the potential for capital
appreciation. Currently, such educational institutions often
liquidate such gifts of ﬁroperty at distress prices in order
to avoid jeopardizing their tax-exempt status.
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Potential Source of New Capital

Qualified pension funds and educational organiza-
tions have a wide variety of passive investments from which to
choose, including corporate bonds and stocks, government
securities, real estate properties, mortgages, foreign stocks
and bonds denominated in either U.S. dollars or other currencies,
venture capital-ralated securities, precious metals, art, oil
and gas royalties, net profits interests, and production
payments. ) '

It is our belief that limited partnership interests
in oil and gas income programs should also be available for
investment «by such funds and organizations. Such limited
partnership interests have investment qualities similar to
royalties, net profits interests, and production payments.
Moreover, the managers of tax-exempt funds are fully capable
of choosing the appropriate passive oil and gas investments
for their funds. .Indeed, those managers are fiduciaries held
to high standards of expertise and prudence by Federal and
State law. .
our expérianco indicates that limited partnership
interests in oil and gas income programs will be excellent,
gsafe investments for tax-exempt funds. Over the past 13
years, for example, Petro-Lewis Corporation's oil and gas
income program returned 17.2%, while the Standard & Poor's 500
Stock Index avaraga‘ratc of return was 9.5%, the Salomon
Brothers Bond Index returned 8.1%, and Treasury bills returned
‘7.8x. Real estate earned more than 9.5% per year. Similarly,
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international equities did not do as well as Petro-Lewis
Corporation's. 0il and Gas Income Program. Yet, bacause the
income from such equities is not subject to the tax on unrelated
business income, more than 810 billion of U.S. pension funds
were invested overseas and thus subject to exchange rate risk,
business risk, and foreign country risk.

We believe that but for the tax on unrelated business
income, U.S. investment managers would have placed approximately
5% of their total portfolios in limited partnership interests
in oil and gas income programs. This represents approximately
§40 billion, which could be available for equity investment in
the independent domestic oil industry if S. 1549 is enacted
into law. These funds.could help to develop and maintain our
domestic.hydrocaxbon resource base, providing future domestic
supplies of oil and gas to all U.S. consumers.

Positive Investment Chggacteristigq

Investments in limited partnership interests like
Petro-newis'Corboration's oil and gas income programs have
positive characteristics sought by ianatment managers. The
foremost of these characteristics is a steady cash flow from
the sale of oil because the U.S. consumes motre oil than it
produces domestically. Natural gas sales, though more suscep-
tible to variations in demand, provide a -1miiar steady cash
flow. Even in the worst of times, 85% to 90% of all the
domestic natural gas that can be‘prodqcod is sold. Most other
U.S. businesses experiengc much more cyclicil cash flows,.
Moreover, the capital value of oil and gas producing properties
normally fluctuates less than the current prices of corporate



329

stocks or bonds, because reserve evaluations are consistent on
a long-term basis with the production higstory of producing
wells.
' 0il and gas investments held in iimited partnerships
can be, and normally are, diversified by location, type of
well, and producing infornition. This reduces the geographic
And geological risks inherent in owning oil and gas producing
- properties. Independent engineering analyses are used to
audit the puréhase and operating decisions made by the general
partners of a limited partnership. 0il and gas properties
also have liquidity characteristics similar to real estate
properties because there is a large and active market for oil
and gas producing properties. Properties are valued according
to their cash flow streams ind their inherent qualities in
terms of proved and potentiai reserves, and lenders provide
mortgage funds based on current income and reserves.

The tax on unrolaied bﬁuinoss income is designed to
prevent a tax-exempt organization from using its tax-exempt
status to compete with taxable businesses. Exclusions from
the tax are provided for income from passive investments
traditionally held by tax-exempt organizations as a source of
income to be used in tax-exempt activities. Numerous. forms of
pasaive investment are specifically excluded by statute, .
including oil and gas royalties, net profits interests, and
production payments. These forms of investment are passive in
nature because the iuvnstor does not control the business
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operations that produce the income. Although the operator of
the oil or gas property may use the sales proceeds from such
investments to develop the interest, tax-exemption is provided
for the investor because the investor does not control such
development.

Similarly, current law recognizes that a tax-exempt
investor can accumulate passive income from royalties, net
profits, interests, and production payments because such
accumulation by reinvestment does not give the investor an
unfair competitive advantage over taxable businesses. Again,
because the investor does not control the operations of the
oil and gas properties either directly or indirectly, those
operations are actually conducted by a taxable person Qho pays
taxes just like his competitors. Hence, the Eoyalty, net
profits interest, and production payment provide a passive
form of income, which like interest or rental income does not
give the investor a competitive advantage. -

The obvious purpose of S. _1549 is to provide a wider
selection of truly passive oil and gas investments for quali-
fied pension funds and educational organizations. This result
is achieved by treating passive investments in oil and gas
properties, in the form of limited partnership interests, in
the same manner that existing law now treats other forms of
oil and gas investments (i.e., royalties, net profits interests,
and production payments). The bill simply recognizes that
dramatic changes have occurred over ;he past decade in the
development of other forms of passiv; oil and gas investments
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and permits qualified pension funds and educational organi-
zations to invest in passive limited partnership interests
without incurring an income tax liability.

§. 1549 ensures that the limited partnership interest
is truly a passive investment by prohibiting investments by
tax-exempt limited partners who are related to the general
partner. Thus, the bill comports with the purpose of the
current exclusions for other forms of passive oil and gas
income by preventing the tax-exempt investors from control-
ling, directly or indirectly, the business.operationa con~
ducted by the genergl partner. Moreover, the ability of the
passive investor to reinvest income to the extent not cur-
rently needed does not give the investor an unfair competitive

 advantage over taxable businesses because such reinvest&ent
.can only be made in similar passive forms of investment, which
clearly are not anticompetitive. Indeed, S. 1549 will actually
promote competition by making an additional source of capital
available, on a nondiscriminatory basis, to the entire industry
of taxpaying oil and gas operators. '
No Negative Effect on Federal Revenues

Tax~exempt funds do not pay income tax on the income
from their passive investments. S. 1549 would not change
this, it would only permit the income from passive investments
in oil and gas producing limited partnerships to be exempt
from taxation. The mix of asset types held within a tax-exempt
portfolio would change to include limited partnership interests
in 611 and gas income programs, but little (if apy) revenues

" would be lost to the Treasury.
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Provide Benefits To Endowments And Foundations

As the U.S. population ages, our colleges and univer-
sities face declining enrollments and financial problems in
meating their operating and fixed costs. Increasingly, they
must rely on income from their endowment funds. Gifts of
limited partnership interests in oil and gas producing prop-
erties, with their positive investment characteristics like
steady income and potential appreciation, would be beneficial.
Today such gifts are often sold as quickly‘as possible, often
at distress prices, in order to avoid potential adverse tax
consequences. Under 8. 1549, colleges and universities could
retain those interests as passive limited partners.

Conclugion .
For all of these reasons, Petro-Lewis Corporation
strongly supports S. 1549. The bill‘rccoqnizes that during
the past decade, dramatic changes have been made in the forms
of passive oil and gas investments available. for qualified
vpension funds and educational organizations and provides for a
much needed update to the tax code to accomodate those changes.
We believe that S. 1549 reflects sound tax and energy policy
and should be enacted into law.:

Thank you.



Mr, Chairman, my name is Bert Muphy, and I am Chairman of the Board and
Chief Executive Officer of Murphy Energy Corporation (founded in 1957),
an independent oil and gas production and exploration campany. My fim
"is headquartered in Roswell, New Mexico, and produces less than 1,000
Bbls/day of crude oil. We currently finance our daily operations with
bank debt and private and public equity, as well as long-term notes.

As an alumus (1950-B.S. in Petroleum Engineering) of Stanford Univer-
sity, I have retained a close interest in the affairs of my alma mater.
Since September 1981, I have served as Chairman of the Petroleum Invest-
ment Camittee, which manages $1.5 million in oil and gas assets for the
Stanford School of Earth Sciences. The members of the Petroleum Invest-
ment Committee are petroleum engineers, geologists, and other experts in
the field, and the Camittee can call on the resources of other parts of
the University for assistance, as necessary.

" 24-860 O - 84 - 22 ’



Summary
I strongly support S.1549 in both my roles as an independent oil man and

as a fiduciary of a university endowment fund, However, the bulk of my
comments will reflect my experience as an investment officer and manager

of tax-exempt assets.

The Petroleum Investment Cormittee, School of Earth Sciences, Stanford
University, is an experienced and prudent group of fiduciaries who are
familiar with oil and gas investments of all kinds. The group which was
authorized by the Board of Trustees in the 1950's, fully understands the
market for oil and gas properties, and I know that they believe oil and
gas working interests provide a prudent investment vehicle for endowment
funds. As a member of an investment conmittee for an endowment fund, I
perceiveqymleasomdamndingcarefulscreenh)gmd§uucm:ingof
all petroleum investments for their ability to ‘produce steady, current
incame while providing the potential for capital appreciation through
price increase on the sale of oil and gas or through reserve additions,
Royalties and production payments can provide the former, but not the
latter. S.1549 would provide muich needed investment flexibility to
accept and keep gifts of limited partnership interests or to solicit
such gifts of working interests.

The cost of private higher education has been rising steadily, while
grants and other financial support programs have been reduced. Income
from endowment funds increasingly mist help to finance daily operations
and fixed costs of universities. Maintaining the high educational
standards of an institution like Stanford University requires additional
resources, and the institution has set up investment committees, like
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the Petroleum Investment Committee to locats them, Successful alumi
would like to see that quality maintained, and scme are willing to
support the institution with gifts of oil and gas working interests in
producing properties. I believe that one of the charges of tha Petroleum
Investment Conmittee includes solicitation of large gifts and earning at
least a 20% rate of return., This can only be accamplished if S.1549 is

passed.

’

Finally, as an independent oil man, I believe that S.1549 would open wp
another, much-needed source of capital to the independent oil industry.
Pension funds and universities could benefit by the positive investment

characteristics of owning oil and gas working interests while independent
oil fimms could finance the development and maintenance of the U.S.

hydrocarbon rescurce base. .

Oil and Gas Working Interests are Prudent Investments
Currently, the income from various passive sources, as defined by Sec.
512 of the Tax Code, is exempt from tax, Common stocks, bonds, oil and
gas royalties, and production payments are considered passive sources of
imane. A decade or so ago, endowments woild buy or receive gifts of
these incame scurces and hold them forever. Porahenﬁearperiod'erﬁed
December 31, 1983, endowment funds experienced a median rate of retum
of 7.5%, which just matched the general rate of inflation in the econcmy.
No real qainswere}rradeinthesizeofmeendcumnt fram investment

activity, although collegés made real efforts ‘to‘solicit capital contri-
butions from alumi in order to achieve that capital appreciation. Real
(1967 $§) voluntary support amounted to $251/student at 827 colleges and
universities in 1966, and accounted for 9.5% of expenditures. By 1982,
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real voluntary support per student was $140 and accounted for 6.4% of
expenditures. In 1966, $1.4 billion was contributed, and in 1982, $4.9
billion was gifted to colleges and universities. However, expenditures
were $15.2 billion in 1966 and $73.1 billion in: 1982, Fundraisers and
investment managers who assist colleges have to run hard just to try and
stay in place.

Nowadays, most fiduciaries manage endowment funds more actively in an effort
to achieve both income and capital appreciation, while taking only
moderate levels of risk.. Total returns (inccme plus appreciation) have
improved as investment managers alter the portion of their portfolios
devoted to corporate stocks and bonds over the course of the changing
business cycle. Median returns often approach the S&P 500 index
returns, but more is needed to help the educational institutions as
other forms of federal and state financial assistance diminishes.

Nonetheless, diversification to reduce risk and steidy cash flow remain
prime investment goals for endowment funds., Common stock di_vidends can
fluctuate with corporate profits, and many stocks offer income yields
only in the 4-6% Tange, like the S&P 500 index. Stock price apprecia-
tion, however, can be significant but highly variable, so that total rate
of return is also highly variable, Bonds offer steady cash flows and
higher yields than stocks (about 12% for AAA bonds, ncw), but their
prices are alsv variable with changes in U.S. interest rates. Thus,
their returns are also highly variable. If the issuing entity's public
credit rating changes, the investor can experience a permanent capital
loss, as well. Holding a combination of stocks and bonds will provide
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reasonable income and reduce the risk inherent in each individual secur-
ity. FRoyalties and production payments behave very similarly to bond
interest income discussed above.

Diversificatio: into real property like oil and gas working interests
adds an inportant dimension to the standard investment portfolio in
addition to its steady cash flow that's very conpetitive to bonds - the
potential forcupit&l appreciation, along with much lower rates of
variability in both incame and capital value. Capital values of oil and
gas working interests are largely based on proved and potential reserves
in the ground and the production history of the wells, both of which do
not vary significantly.

Legally, a limited partner holding a working i.nterest. cannot impact the
daily operations of the oil and gas property or the general partner.
Therefore, the endowment funds would be a passive investor who desired
the special characteristics of this investment vehicle ~ diversification
that reduces variability in total portfolio returns, good income yields,

and the potential for steady capital appreciation in the long run.

Currently, endowments must quickly liquidate gifts of oil and gas working
interests, or place their income tax-exempt status at risk. Hurried sales
of oil and gas working interests don't bring top dollar for the gifted
assets, Yet as an investment officer, it is difficult for me to under-
stand why ownership of a working interest like a limited partnership
gives tax-exempt funds a oompetitive advantage -over taxable entities,



338

v&dlaaroyaltyinéarastorapmdmticnpaymtdoesmt. Both investment
vehicles bear the same degree of control over the asset or the general

partner - none. Both investments have similar cash flow characteristics.

The last decade has seen the development of various kinds of public
offerings of oil and gas working interests., At the same time, endowment
fund fiduciaries have became more active asset managers. Financial
innovation has been a hallmark of the U.S. capital markets, and the Tax
Code should be updated to recognize those changes by passing S.1549.

Potential Source of New Capital for the 0il Industry

The independent oil industry, which does most of the exploration and
development drilling in this country, could benefit from the chance to
attract passive investors like pension funds, foundations, and endowment
funds. These passive i'nvestm:s would probably allocate scme small

portion of their $700-800 billion in assets to oil and gas.

§.1549 prevents these potential passive investors from controlling the
limited partnership and the general partner, Accumlation of tax-free
funds in royalties and production payments is currently permitted, and
this concept conforms to the true investment characteristics of a limited
partnarship working interest. Thus, the bill supports the spirit and
intent of cwrrent tax laws by recognizing financial change and the
development of passive limited partnership i.nterests_ in oil and gas over
the last 10-15 years. '
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Mr. MooRHEAD. I am vice chairman of the Petro-Lewis Corp. I
think an adequate description of Petro-Lewis and its activities in
oil and gas operations and investment management is pretty abun-
dant in the prepared testimony. I am also the chairman of an ad
hoc committee called The Investment Equity Committee, formed of
people in the securities, pension fund management and advisory in-
dustries, to forward this legislation, believing it is in the public in-
terest. I am also a governor of the Oil Investment Institute, a trade
association which has endorsed this legislation in principle, and
will meet next Tuesday to specifically consider, and I trust, endorse
the specific legislation represented by S. 1549.

Rather than try to summarize the testimony in prepared form -
submitted previously, I would like to comment on a few highlight
issues. The temptation has been from the opponents, including
Treasury this morning, to compare this legislation to some ideal
standard rather than to the practical circumstances that exist
today. As a practical matter, there is no impediment now for tax
exempts to invest free of the UBTI problem. There is simply an im-
pediment to doing so in conventional formats, the conventional
format being investing through limited partnerships which own
working interests. That is the standard form of nonindustry par-
ticipation in the oil industry, and it is denied to the tax exempt in-
dustry under present law because of the tax impediment. Further,
the opponents choose to compare the abuse standard to some ideal.
There is the full potential for abuse, and I think abuse is invited,
under the situation that exists today with substantial amounts of
money being channeled from tax-exempt institutions into oil and
gas investments through tax avoidance structures rather than the
straightforward conventional way the industry has developed over
the decades. We would favor any improvements that can be of-
fered. We would be prepared and are prepared to work with Treas-
ury and other opponents to the bill as presently written to achieve
the elimination of the abuse potential that has been alleged.

Finally, the bill does include—specifically addressing the Trea-
sury’s concerns—a provision that Treasury should promulgate reg-
ulations and rules that would tend to obviate some of the abuses
that have been set up, perhaps as strawmen. The issue here I be-
lieve is one of competition. Petro-Lewis undertook this legislative
initiative because we believed that there was no reasonable basis
for anyone to oppose it. We find, to our dismay, that there are
people who oppose it, as nearly as we can tell, because of a prefer-
ence for keeping the situation as it is and avoiding further competi-
tion. We personally believe that competition and the access to the
industry to new sources of capital is going to be very healthy for
this country and for our industry in the long term. With that, sir, I
invite your questions in the appropriate time.

Senator ARMSTRONG. Thank you, Mr. Moorhead. Mr. Brumley?

STATEMENT OF 1. JON BRUMLEY, PRESIDENT, SOUTHLAND
ROYALTY CO., FORT WORTH, TEX.

Mr. BRUMLEY. Thank you, Mr. Chairman. My name is Jon Brum-
ley. I am president of Southland Royalty Company. I am here on
behalf of Southland Royalty Company to testify against S. 1549, a
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bill to amend the Internal Revenue Code of 1954, to permit individ-
ual retirement accounts, qualified retirement trusts, and certain
educational organizations to invest in working interests in oil and
gas properties without incurring unrelated business taxable
income. I would like a copy of my written statement included in

the record. _,
Senator ARMSTRONG. We will be happy to have it.
[The prepared statement of 1. Jon Brumley follows:]
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STATEMENT OF 1. JON BRUMLEY
SOUTHLAND ROYALTY COMPANY
ON
5. 1549

This written statement is submitted on behalf of Southland
Royalty Company of Fort Worth, Texas in response to Senate
Finance Subcommittee on Taxation and Debt Management Chairman
Robext. Packwood's announcement of hearings on five miscellaneous

tax bills including S. 1549, the subject of this statement.

Southland Royalty Company - General Information

Southland Royalty Company was founded in 1924. Southland is
the 15th largest independent domestic oil and gas producer and it
has operations in almost all of the major oil and gas provinces
in® the United States including Alabama, Arkansas, California,
Colorado, Illinois, Kansas, Louisiana, Mississippi, Montana,
Nebraska, New Mexico, North Dakota, Ohio, Oklahoma, Texas, Utah
and Wyomiﬁg. Soutliland Royalty is a member of the Domestic
Petroleum Council ("DPC"). DPC is also opposed to this bill.

Southland's Position Regarding S. 1549

S. 1549 will amend the Internal Revenue Code of 1954 to pro-
vide that income from an investment in an oil and gas "working
~ interest® by certain tax-exempt entities, such as gqualified
retirement trusts, individual retirement accounts and college
endowments, is exempt from federal income tax. Southland is

opposed to enactment of §. 1549 fox; the following reasons:

Competition with Taxpaying Entities

The taxation of unrelated business taxable income ("UBTI")

vhich has been in the Internal Revenue Code since'mso,- is based
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on the concept that tax-exempt entities are taxable at regular

corporate rates on "active" business income which arises from ac-
tivities which are unrelated to the entities' tax-exempt purposes.
The tax on UBTI is imposed on nearly all exempt organizations as

its coverage was extended by the Tax Reform Act of 1969.

The primary objective of UBTI is to eliminate unfair compe-
tition by placing the unrelated business activities of covered
exempt organizations on the same tax basis as the nonexempt busi-
ness entities with which they compete. The House Ways and Means
Committee report on the Revenue Act of 1950 states:

The'problen at which the tax on unrelated
business income is directed here is pri-

marily that of unfair competition. The tax-
free status of . ... organizations enables
them to use their profits tax-free to ex-

pand operations, while their competitors

can expand only with the profits remaining
after taxes. Also, a number of examples

have arisen where these organizations have,
in effect, used their tax exemption to buy
an ordinary business. That is, they have

acquired the business with no investment on
their own part and paid for it in install-
ments out of suBsequent earnings -- a pro-
cedure which usually could not be followed
if the business were taxable.

The Senate Finance Committee commented that one major pur-
pose of UBTI tax is to "make certain that an exempt organization
does not commercially exploit its exempt status for the purpose
of unfairly competing with taxpaying organizations." (See Rep.
No. 94-938, 94th Cong., 2d Sess. (1976) at 601).

One of the specific problems and concerns Congress sought
to address in the taxation of UBTI was the availability of pools
or the accumulations of tax~exempt income which confer upon non-

taxable entities an "unfair and harmful competitive advantage"

-
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over taxable entities. (S. Rep. No. 2375, 81st Cong., 2d Sess.
(1950)). ‘

In the case of an oil and gas drilling partnerships, pools
of income created in the partnership, which would otherwise need
to be withdrawn each year to pay tax on the partners' shares of
partnership income, do not need to be distributed because tax-
exempt entities have no income tax liability. The result of such
a tax-free pooling of funds is that the tax-exempt partner in ef-
fect controls the underlying partnership business because it con-
trols the capital in the business.

This bill will reverse a basic tax policy against unfair com-
petition by tax-exempt entities which has been consistently applied
for more than 30 years. This bill takes the position that invest-
ment in oil and gas working interests should be excluded from the
UBfI tax because such investments are passive in nature and are not
involved in the active conduct of a trade or business. As out-
lined above, the investments in oil and gas working interests are
not passive because they would be directly in competition with
taxable entities.

Southland, as well as other independents, depends on tax-
" exempt organizations to provide capital to fund operations but
the capital is obtained through the traditionally allowed "pas-
sive" investments -~ the purchase of common stocks and bonds.
The proponents of this bill erred in comparing oil and gas invest-
ments in working interests specifically to stock and bond invest-
ments because comparing such investments is like comparing apples
Aand oranges. Similarly, éﬁo tax law should recognize the differ-
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ence between these types of investments and should encourage pas-
sive investments in stocks and bonds and discourage investments

~which compete with taxable entities.

Reallocation of Investment Funds

The legislation is intended to increase the availability of
financing and the opportunity for oil and gas producers; however,
it could decrease the opportunities to raise badly needed invest-
ment capital because it discourages investment by taxable entities
because of the '"uneven playing field" it creates. When taxable
investors find that the tax-exempt investors have the advantage
in raising capital in the o0il and gas business, the taxable inves-
tor will seek other businesses to invest in where they are not al-
ways at a competitive disadvantage.

Additionally, by allowing tax-exempt organizations to invest
in 0il and gas working interests through limited partnerships,
this bill would limit the traditional sources of capital from the
industry, namely, the sale of stocks and bonds. This would occur
because these funds would be siphoned off to working interests.

Tax-exempt entities achieve high rates of returns through
the purchasé of common stock investments in the independent oil
and gas industry. Fortune magazine reported that the mining and
crude oil producing industry provided a total return to common stock
investors over the period of 1971 to 1981 of 15.4% for the Fortune
500 and 17.4% for the Fortune Second 500. Both rates of return over
the 10-year périod ranked the oil and gas industry second among all

industries. The rate of return was practically double the median
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for all industries of 8.5% for the Fortune 500 which the proponents
of the bill are apparently referencing. There is no evidence that
the rates of return for direct investment in oil and gas working
interests exceed the rates of return for common stock investments

in the oil producing industry over any five or ten-year period of

measurement.

Discrimination Against Other Tax~-exempt Entities

This bill discriminates between types of tax-exempt entities.
Only pension plans and college endowments can receive oil and gas
production income tax free. All other tax-exempt entities are
unfairly required to compete on the same uneven playing field with
taxable entities in favor of pension plans and college endowments,
'despite the fact that both pension plans and college endowments
already receive tax-deductible contributions. This bill provides
a direct federal subsidy to these entities to the exclusion of
other worthy non~-taxable entities. - There is no apparent justifi-

cation for this distinction.

Rigk Factors of 0il and Gas Working Interests

Assets which are owned by pension pléns are used to provide
pensions for the participants in the plan. The participants are
staking their future well-being on the pension assets being there
vhen the participant wants to retire. If the assets are not avail-
able to pay the pension, the participant must either rely on the
public funds available or continue to work to provide support to

live on. It is well known that direct investments in oil and gas
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working interests are generally highly speculative and risky. It '
is not sound tax policy that pension fund; and college endowment
funds should be invested in an oil and gas working interest where
the entire amount of the investment can be lost if ail or gas is
not found in quantities which can be produced in a economiéally
feasible manner. Congress should encourage tax-exempt entities
to invest in more conservative investments rather than risky and
highly speculative investments, such as, direct investments in oilv
and gas.

The risks of the investment in oil and gas working interests
are recognized in other parts of the tax code as there are special
tax incentives for taxable investors. These incentives include the
write off of intangible drilling costs, percentage depletion and
the treatment of drilling funds as partnerships.

Related to the Exempt Purpose

The tax policy for allowing tax exemption is to encourage gax-
exempt entities to concentrate on their purpose and not oh business
matters necessary to make a préfit. For this reason, tax~-exempt
entities are prohibited from concentrating their efforts on busi-
ness unrelated to their purpose for existence. The complexities
of an investment in oil and gas working interest require that a tax-
exempt entity become extensively involved in the oil and gas busi-
ness just to make the decisions necessary to make prudent invest-
ments and to protect their“capital. Tax-exempt entities should
concentrate their efforts on their exempt purposes rather than the

intricacies of the 0il and gas business.
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Acquisition Indebtedness

The bill's proposed acquisition indebtedness provisions, al=-
lowing borrowing to acquire oil and gas working interests, invites
the precise abuses the various UBTI provisions have been enacted
to deter.

Before the provision was enacted in 1969, tax-exempt entities
used their tax status to acquire business through debt financing.
The acquisition of an oil and gas working interests with debt al-
lows exempt organizations to trade on their tax exemptions. This
again results in an escalation in prices of acquiring oil and gas
properties by taxable entities. If this provision is enacted,
the price of acquiring oil and gas properties for taxable enti~-
ties will be higher than tax-exempt entities. This higher price
to taxable entities is the unfairness that the UBTI tax should

be preserved to prevent.

Partnership Allocations

The bii; contains provisions that purport to preclude tax
sheltering abuses through special allocations. The bill still
has the potential for creating generous tax shelter deductions
for taxable limited and general partners through the use of special
allocations, multiple entities and other techniques.

The bill does not prevent special allocations between general
and limited partners or between the limited partnership and other
partnerships, trusts or S corporations, which are in partnership

with tax-exempt entities.
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- Also the rules do not prohibit changes in the sharing of pro=-
fits ("flip flops") and the reallocation of income. The bill does
not prevent the partnerships from staggering entry dates of various
limited partners which will produce profit allocations through the
use of distributions and contributions by the limited partners.

Combining a taxpaying entity with a non-taxpaying entity
through a tax partnership creates a' situation fertile for tax
abuse. Such artificial shelters should be discouraged.

Investment Credit
Section 48(a)(4) of the Internal Revenue Code of 1954 and

Section 1.48-1(j) of the Treasury Regulations excludes from the
use of investment tax credit any property, which is used by a tax-
exempt organization, unless the property is used in an unrelated
trade or business and its income is subject to UBTI tax. It is
unclear if property held by a partﬁersh@p which has tax-exempt
organizations as limited partners qualifies for the investment

tax credit for all of the partners or none of the partners.

Permanent Deferrals

The funds invested by educational institutions and the income
which is earned thereon does not-constitute merely an income defer-
ral with an eventual taxable payout to the beneficiaries but a
permanent deferral of taxable income.

Money can be contributed (while receiving a tax deduction) to
entities, which qualify for this exempéion. The entities invest
the money in oil and gas business and it will never be paid out to
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a taxable donor. Thus, this bill grants a complete exemption to the
income even though the income is earned by operating a profitable
business activity. This is poor tax policy because it reduces the

charities responsiveness to the public because the charity is self~

sufficient.

Limited Partner Status
The bill attempts to base its'"passive" theory on the require-
ment in the bill that the tax-exempt entity must be a limited part-
ner. The distinction between general and limited partners is ir-
relevant because the target of the UBTI is the "unfair competition"

element of the business activity conducted by the partnership not

the partner.

Conclusion

The exclusion of investments in oil and gas working interests
from UBTI tax would be a reversal of a Congressional policy against
unfair competition by tax-exempt entities which has been consistent-
ly applied for the last 30 years.

The enactment of this bill into law would siphon investment
capital of tax-exempt entities away from traditional passive in-
vestments in stocks and bonds of domestic independent oil and gas
companies and channel them to the investment in working oil and

gas interests. Overall, this shifting of funds will be harmful

to the o0il and gas industry.

This bill also encourages pension funds and college endow-
ment funds to be invested in inherently risky businesses where
the entire investment can be lost if oil or gas is not produced
in commercially economic quantities.

Additionally, the legislation is riddled with technical prob-
lems which encourage planning by taxable entities using tax plann-
ing techniques to take advantage of an entity's tax-exempt status.

For these reasons, this legislation should not be adopted.

24-860 O - 84 ~ 23
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Mr. BrRuMLEY. Thank you, sir. The proposed legislation is not
needed by the domestic oil and gas industry and will not provide
incremental funds to the industry as proponents of the bill advo-
cate. Rather, I believe, it would result in a reallocation of funds
toward inappropriate, high risk investments. Southland Royalty
Company, of which I am president, ranks fifteenth in size amon
U.S. independent producers. Southland, as well as other independ-
ents, depends on tax exempt organizations to provide capital
through the traditionally allowed investments for tax exempt orga-
nizations: the purchase of common stocks and bonds. Allowing tax
exempt organizations to invest in oil and gas working interests
through limited partnerships would siphon off a portion of tradi-
tional sources of capital to the industry. When this legislation was
introduced, it was justified by the ;l)roponents on the basis that the
tax exempt institutions could avail themselves of greater rates of
return through more direct investment, and that the traditionally
permitted investments-stocks and bonds-have provided low rates
of return. The Froponents erred in comparing oil and gas invest-
ments specifically to stock and bond investments generally, an
apples and oranges comparison. The comparison should have been
oil and gas investments, specifically, to oil and gas, stock and bond
investments, specifically, not to all stocks and bonds.

I am doubtful that tax exempt organizations can achieve better
rates of return through direct investments as they could by provid-
ing equity in the form of common stock investments in the inde-
pendent oil and gas industry.

Fortune magazine reported th.ut the mining and crude oil produc-
ing indust rovided a return to common stock investors over the
period of 1971 to 1981 of 15.4 percent for the Fortune 500, and 17.4
percent for the Fortune second 500. Both rates of return over the
10-year period ranked our industry second among all industries.
The rate of return was practically l3'ouble the median for all indus-
tries of 8.5 percent for the Fortune 500 which the proponents of the
bill are apparently referencing. I would challenge the proponents
of this legislation to produce evidence that the rates of return for
direct investment in oil and gas exceed these rates of return for
common stock investments in the oil and gas producing industry
over any 5 to 10-year period of measurement.

The original reason for the unrelated business taxable income
provision was to prevent unfair competition by a tax exempt entity
and an otherwise taxable business. The proposed change would
allow competition in the direct investment of oil and gas properties
by tax exempt institutions, whose after tax rates of return are con-
siderably different than those required by tax paying businesses.
Such a change would therefore overturn the tax policy which for
the past 30 years has prevented a distortion of relative competitive
positions in our industry.

Another reason I oppose this legislation is that direct investment
in oil and gas properties is inherently risky. The nature of the risk
of the business is recognized by our current tax laws which provide
tax incentives for investment in oil and gas ventures. The concept
of S. 1549 suggests that direct oil investments are not risky, and
that special tax incentives for oil and gas investors are unneces-
sary. This is simply not the case. It is not appropriate nor should it
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be public policy to encourage tax exempt institutions to incur a
high degree of risk and possible loss of money at the expense of
their beneficiaries while trying to attain a rate of return which
might not be higher than the returns available to traditionally al-
lowed investments.

In summary, the basic tenets of this legislation are inherently
unsound. I have highlighted a few arguments against this bill in
my oral testimony and my written statement contains many more.
The Treasury Department has also sugg -‘ted several flaws in the
legislation which makes this bill controversial. Pension plan man-
agers have a fiduciary obligation to the working men and women of
the United States. The actuarial assumptions used in estimating
costs of pensions have historically been conservative. I believe that
the investments made by those plans should match that conserva-
tism. This legislation should not be adoptéd. I thank you, sir.

Senator ARMSTRONG. Thank you. Mr. Overgaard?

STATEMENT OF PAUL F. OVERGAARD, VICE PRESIDENT,
INDEPENDENT SERVICE CO., INC., ALBERT LEA, MINN.

Mr. OvERGAARD. Mr. Chairman and members of the committee, I
' want to express my appreciation for this opportunity, the first op-

portunity I have had, to appear before a genate committee. My
name is Paul Overgaard. I am the vice president and coowner of
Independent Service Co., Inc., a firm engaged in the design of pen-
sion and profit-sharing plans for small corporations. My firm also
provides administrative assistance to small companies in the han-
dling of their plans. Our salesmen are licensed as insurance repre-
sentatives and as sales representatives for a broker/dealer offering
mutual funds and limited partnerships.

Our pension clients fund their plans in a variety of ways. They
use bank deposits, money market accounts, mutual funds, both
equity and bond, life insurance contracts, guarantee investment
contracts, and contracts for deed. A few are now investing in oil
and gas income funds sponsored by the Damson Corp. In fact, it
was Damson’s reasonable and sound arguments for its product that
was one of the principal reasons I became interested in oil and gas
investments for qualified plans. ’

Mr. Chairman, I have a copy of a bulletin issued by Damson enti-
tled “Why Damson Institutional Oil and Gas Income Funds?”
which describes why oil and gas income funds constitute sound in-
vestments for pension funds, and I would like to submit that bulle-
tin for inclusion in the record for your benefit.

Senator ARMSTRONG. We would welcome that.

[The prepared statement of Paul F. Overgaard and the bulletin

follow:]
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TESTIMONY OF PAUL OVERGAARD

VICE PRESIDENT AND CO-OWNER

INDEPENDENT SERVICE COMPANY

ON 8. 1549
BEFORE THE SENATE FINANCE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT
My name is Paul Overgaard. I am the Vice President
and Co-Owner of Independent Service Company, Inc., a firm
engaged in the design of pension and profit-sharing plans
for small corporations. My firm also provides administrative
assistance to small companies in the handling of their plans.
Our salesmen are also licensed ;s insurance representatives
and as sales representati#es for a broker/dealer offering of
mutual funds and limited partnerships.
Our pension clients fund their plans in a variety

' of ways: bank deposits, m;ney market accounts, mutual
funds (both equity and bond), life insurance contracts, :
guaranteed investmeént contracts, and contracts for deedi
A few are now investing in oil and gas income funds sponsored
by Damson Corporation. 1In fact, Damson's reasonable and
sound arguments for its product were one of the principal
reasons 1 became interested in oil and gas investments for
qualified plans. Mr. Chairman, I have a copy of a bulletin
issued by Damson entitled "Why Damson Institutional 0il
and Gas Income Funds?" which describes why oil and gas
income funds constitute sound investments for pension funds.
I submit this bulletin for inclusion in the record of

these hearings on 8., 1549.
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During the more than 20 years I have been serving
the small investor and especially the small corporation
retirement plan, I (and my clients) have learned many
things. One is that there certainly is no single investment
for all times. At one time most pension plans were funded
with endowment insurance policies. Then, came the modern-
ization through use of annuity contracts. Common stocks
had their day in the sun in the mid to late 1960's, and I
Believe it was in 1968 that certain publications speculated
as to the possibility that there might be a permanent
shortage of common stocks because retirement plans would
become such a huge market for them. This was followed in
1974-75 by equally ridiculous speculation that the equity
markets were dead.

what the passage of time has really taught me is
that diversification, expert selection and full-time .
supervision are the most important considerations in prudently
managing assets. This is certainly true in accumulating
agsets for retirement.

Comingled accounts (mutual funds) have provided
a way for these small plans to establi;h an equity position

that meets the test of diversification, expert selection,
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and full-time supervision. ' Publicly offered limited
partnerships investing in income producing oil and gas
properties also offer a vehicle that will permit these
small plans to diéersily,their investments even further.

One of the concerns I have in this business is
the need to offer a broad range of prudent investmants.

A prudent investment is one that will meet the test of
time and the test of quality and those characteristics
cannot easily be defined. For instance, there are some
mutual funds which do not meet these requiremonts‘in ny
opinion. There are many other investments which are not
subject to the unrelated business income tax which in my
opinion would not meet the fiduciary requirements under
ERISA. On the other hand, 1n§eatments in many oil and
gas limited partneréhips would constitute a prudent
investment under ERISA.

This legislation will make prudent diversification
possible and will be of particular interest to the kind of
plan we serve. There are millions of small employerg in
thi; country, and a great many of them will welcome this
change as an opportunity to diversify their plan investments
and hopefnlly.achievo a better rate of return, and thus, a

better retirement for their employees.

. ihis legislation will give opportunities for
greater diversification and will allow those of us in
the marketplace more sources of supply for this type

of product.
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WHY DAMSON
INSTITUTIONAL
OIL & GAS
INCOME FUNDS?

The information in this bulletin s restricted to broker/dealer use only. It may not be reproduced in any form or
‘manner and may not be shown to any prospective offeree. An offer may be made to a prospective investor only
and authorized sales literature. Each Damson oil and gas income partnership is a scpa-

through a current prospectus
numuquudmhmmgmwbeequaumﬂuwmbeﬂnm
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1l you need to sell Damson Institutional Oil & Gas Income Funds is an

understanding of the oil and gas outlook and the investment
potential within the institutional market. Answer these questions and
you'll increase your sales: WHY OIL AND GAS? WHY DAMSON OIL?

WHY DAMSON INSTITUTIONAL OIL & GAS INCOME FUNDS?

“Brokers...found out the buying public was interested in the cash yield
promised by income funds. They haven't put down the phone since.”
That was the conclusion of the Ofl And Gas Investor in December, 1982,
In fact, oil and gas income fund sales increased by over 30% last year
and are projected to top $1.2 billion in 1983, a ten time increase over
sales in 1980. As the March, 1983 National Tax Shelter Digest
discovered, “among the major tax shelter investments, oil and gas
income funds have grown at the most significant rate over the last three
ycars.”
S S S
WHY OIL & GAS?

® The U.S. is the largest consumer of ofl and gas in the world-approximately 14.7 miilion
barrels a day by February, 1983-but the US. s currently producing only 10 million barrels a day,

leaving a 4.7 million barrei a day shortfall.
% Consider the contrast in domestic consumption vs. production between 1962 and

1983:
Consumption Production Shortfall
1962 10 million bbls. 8.5 million bbls. 1.5 million bbls,
1983 14.7 million bbls. 10 millionbbls. ~ 4.7 million bbls.

* Many economists belleve that the current price reductions in oil represent only a
temporary condition, the result of a world wide recession accompanied by cutbacks

in industrial production and an energy cost-conscious population -this situation is
expected to reverse itself by the mid to late 1980s—(According to the International Energy Agenicy),
“an ofl shortage is likely to develop after 1985 unless more is done to reduce dependence on imported

OlL" (New York T'imes, October 13, 1982)

% In the meantime, many forecasters see the current situation as a scenario for
Increasing oil prices in the future-*(Declining prices and oversupply) could do more damage

. to the already fultering efforts to develop alternative energy sources...conservation efforts might also
be undermined. People would suddenly find it less expensive to drive big cars and more attractive to
turn up their thermostats. Businesses would think twice about buying costly new energy-efficient
equipment. Some economists fear that the industrial nations could once again become dangerously
dependent on unstable and unreliable foreign ofl supplies.” (Zimse, February 7, 1983)

R
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e ———————————————————————————aie———————————————————————————————
% The increasing value of gas-gas is now sclling at an approximate average price of $2.00 per 1000
cubic feet while the BTU equivalency with the price of oil (at $30 a barrel) is $5 per cubic feet—gas
prices are expected to rise toward this BTU equivalency as dercgulation of gas occuss in 1985-in
anticipation of dercgulation, Damson has generally invested 70-80% of its funds in natural
gas—“Natural gas is the single most important domestic source of energy in the United States” (Glenn
C. Loury, Professor of Economics, University of Michigan concluded in a recent study)

st oo
WHY DAMSON OIL?

A major factor in U.S. oil and gas limited partnerships, Damson:
% Has raised over $350 million in income fund subscriptions in the last year alone

* Manages over $1 billion in future net revenues for its own account and its fully
vested limited partnerships

* As of February, 1983, Damson bad purchased interests for its limited partners in over
4800 wells located in 612 fields in 23 states :

% Is more than just a fund management comparny-Damson is also an independent oll and gas
exploration and production company with headquarters in Houston and regional offices throughout
the oil and gas producing states

% Damson is offered many of the major producing properties on the market and
applies exacting standards to its acquisition review-from September, 1977 through
January, 1983, out of a total of 3300 properties initially reviewed, only 396 merited further
consideration—the result was 66 successful purchases

%* Because of our continued success in income fund sales, Damson is in a strong
Dposition to take advantage of the current availability of excellent bigh yielding
Droperties~According to President Barric M. Damson, “We intend to take advantage of opportunities

in what we believe to be an excellent buyer’s market”

* An example is Damson’s acquisition from Petroleum Corporation ot Texas ( “Petco”)
in February, 1983 —for approximately $160 miliion, Damson purchased for itself and its limited
partners interests in over 2100 producing ofl and gas wells located on approximately 425 properties in
11 states with future net revenues of approximately $544 million (escalated) and $312 million
(unescalated)

* Robert Stanger of the Stanger Report is one of the many economic forecasters who

shares Damson’s view of the current market: “The price of purchasing existing reserves is
extraordinarily attractive, probably 40% less than the price a year ago” (Ofl and Gas Investor,

December, 1982)

WHY DAMSON INSTITUTIONAL OIL & GAS
INCOME FUNDS?

% Damson bas the only ofl and gas income fund on the market which is geared
specifically for institutional investors—"Damson Oil Corporation has introduced a unique
program structured to accommodate both taxable and nontaxable institutions.” (Institutional

Investor, July, 1982)
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R
% What makes Damson'’s Institutional Ol & Gas Income Fund “unique” is its two-tier

structure—operated 10 enable tax-exempt investors to avoid the Unrelated Business Taxable Income
("UBTT") that may result when a tax-exempt institution participates directly in a business other than

that for which the exemption was issued

* Since passive income, such as royalties, dividends and interests remain untaxed,
subscribers purchase interests in a Limited Paytnersbip which acquires an Operating
Affiliate which actually purchases the ofl and gas properties-Since the Partnerships hold
only indirect interest in the properties, all income they receive is passive and, therefore, exempt from

NUB'I‘IH

Damson Institutional Oil & Gas Income Fund offers many of the same features as the
Damson Oil And Gas Income Fund including:

% Direct participation (through the Operating Affiliate) in the ownership of oil and
gas—an increase in oil and gas prices, therefore, flows through to the limited partners (in 2 90%-10%
split with the General Partner before payout, 85%-15% thereafter) where, for example, the value of oil
company stock would be influenced by factors other than price increases (refining, transportation
costs, retailing, foreign politics)~to illustrate this, from October, 1971 to December, 1982, the price of
‘crude oil rose by 777% and the price of natural gas by 1160% but Exxon's stock during the same

period declined by 16%

% A relatively safe, predictable and regular source of income~with quarterly distributions

% A possible bedge against inflation-"oil and gas are finite commodities and, in the long term,
the prices will be significantly higher” (National Tax Shelter Digest, March, 1983)

* There is no cost or risk of development drilling ~however, Damson’s limited partners
(through the Operating Affiliate) receive a back-in from any development drilling that is farmed out

* Liquidity in the form of annual buyout offers (commencing 1 year after
Jformation)~pension or profit sharing plans, IRAs or Keoghs which are Limited Partners may request
partial buyouts ( $1000 minimum ) so that their plans will have sufficient liquidity to meet the

investors’ actuarial distribution requirements

There is a vast institutional market which is looking to diversify out of
traditional stock and bond investments into more tangible assets like oil
and gas. “Pension fund assets alone stand at $750 billion and could well
hit the $3 trillion mark by 1995,” according to Financial World, June,
1982.

In the last two years, institutions have put more than $2 billion into oil
and gas investments. In only nine months, Damson’s first two
Institutional Oil & Gas Income Fund partnerships generated close to $30
million in subscriptions. And we, along with other economic forecasters,
believe that 1983 will be the best year ever for oil and gas income funds.

L ]
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Mr. OVERGAARD. During the more than 20 years I have been
serving the small investor and especially the small corporation re-
tirement plan, I and my clients have learned many things. One is
that there certainly is no single investment for all times. At one
time most pension plans were funded with endowment insurance
policies. Then came the modernization through the use of annuity
contracts. Common stocks had their day in the sun in the mid to
late 1960s, and I believe it was in 1968 that certain publications
speculated as to the possibility that there might even be a perma-
nent shortage of common stock because retirement plans were be-
coming such a huge market for them. That was followed in 1974
and 1975 by the equally ridiculous speculation that the equity
market was dead. What the passage of time has really taught me is
that diversification, expert selection and full-time supervision are
the most important considerations in prudently managing assets.
This is certainly true in accumulating assets for retirement.

Commingled accounts—mutual funds—have provided a way for
small plans to establish an equity position that meets the test of
diversification, expert selection and full-time supervision. Publicly
offered limited partnerships investing in income producing oil and
gas properties also offer a vehicle that will permit small plans to
diversify those investments even further.

One of the concerns I have in the pension business is the need to
offer a broad range of prudent investments. A prudent investment
is one that will meet the test of time, and the test of quality, and
those characteristics cannot easily be defined. For instance, there
are some mutual funds which do not meet these requirements in
my opinion. There are many other investments which are not sub-
ject to the unrelated business income tax which, in my opinion,
would not meet the fiduciary requirements under ERISA. On the
other hand, investments in many oil and gas limited partnerships
would constitute a prudent investment under ERISA.

This legislation will make prudent diversification possible and
will be of particular interest to the kind of plan that I serve. There
are millions of small employers in this country, and a great many
of them will welcome this change as an opportunity to diversify
their plan investments and hopefully achieve a better rate of
return and thus, a better retirement for their employees. I think
this legislation gives opportunities for greater diversification and,
importantly, it allows us in the marketplace more sources of supply
for this type of product. Thank you, Mr. Chairman.

Senator ARMSTRONG. Thank you very much.

Mr. Cain?

STATEMENT OF EDWIN E. CAIN, VICE PRESIDENT, GOVERNMENT
RELATIONS, APACHE CORP., MINNEAPOLIS, MINN.

Mr. CaIN. Thank you, Mr. Chairman, Senator Long, and Senator
Matsunaga. I am also entering written testimony which I would ap-
preciate being placed into the record.

Senator ARMSTRONG. It will be placed in the record in its entire-

ty.
[The prepared written statement of Edwin E. Cain follows:]
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TESTIMONY OF EDWIN E. CAIN
VICE PRESIDENT GOVERNMENT RELATIONS
. APACHE CORPORATION
ON 5. 1549 .
BEFORE THE SENATE FINANCE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT

Mr. Chairman, I am representing Apache Corporation
as Vice President for Government Relations. Apache Cor-
poration, an oil and gas exploration, development and
production company with both industrial ;nd agricultural
operations, has offered registered drilling limited partner-
ships to the investing public since 1956. Apache's corporate
headquarters are located in Minneapolis, Minnesota, and it
has operations in more than 30 states.

Apache's twenty-six year history in oil and gas
investments and the company's experience in working with
tens of thousands of investors, has developed for the cor-
poration a reputdtion for sound, careful management. Based
on our experience and our knowledge of the industry, Apache
fully supports s.‘1549. introduced by Senator Armstrong and
co~sponsored by nine of his colleaéues on the Senate
Finance Committee.

This bill permits qualified trusts and certain
educational organizations to receive income from limited
partnerships that own working interests in domestic oil

and gas properties without being subject to a tax penalty
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under the unrelated business taxable income provisions
of the Internal Revenue Code.

At the present time, both pension trusts and
college endowments make passive investments in stocks,
bonds, gas and oil royalties, and other options without
being subject to the tax penalty. Pension funds can
now invest in real estate limited partnerships, but not
in mainstream oil and gas limited partnerships. A purpose

. of the tax onhunrelated business income was to prevent
unfair competition between tax exempt and taxable entities.
It was not the purpose of the tax to penalize specific
types of passive investments or to differentiate between .
gpecific investments in a particular industry. Yet this
situation exists today.

It is illogical to distinguish between investments
in oil and gas royalty and net profits interests and invest-
ments in oil and gas working interests when the latter are
held in passive form. §. 1549 insures that qualifiad'oii
and gas investments are truly passive by requiring that
they be held in limited partnership form. For this reason,

S. 1549 is consistent with current tax policy and maintains

" and strengthens that policy.
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Purthermore, S. 1549 should result in no loss of
income to the federal government. It is likely that the
increased investment in oil and gas working interests by
pensions and universities will result in additional invest-
ments by other taxpaying limited partners and the taxable
general partner. Other passive investments currently
exempted from tax require no similar investment by taxpaying
entities.

S. 1549'permits pensaion trusts to diversify their
portfolios to include working interests in oil and gas
operations. This diversification should result in greater
returns'on their investment dollar, which in turn will provide
a stronger retirement program for the participants in the
pension»program.

A major concern of Apache is the inability of
investors to contribute oil and gas properties to college
and university endowments. A recent experience by an Apache
corporate officer resulted in a significant donation to é
major university being rejected on the basis that it would
produce unrelated business income tax. This is neither a
unique nor an unusual situation. Currently, when a tax-exempt
organization accepts gifts of oil and gas properties owned

in limited partnership form, they must be sold at a
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considerable loss in order for the organization to avoid
being subject to the unrelated business income tax.

Higher education has been confronted with severe
economic problems ‘during the past few years. Traditional
sources of revenue have been greatly reduced at the Qery,
time that greater demands are being made on these
institutions. 8. 1549 permits college and university
endowments to receive gifts of oil and gas limited
partnership interests, thus providing a much needed, new

gource of révenue.
The petroleum exploration and production industry

is capital intensive, and requires continuous infusions

of new capital. Pension funds hold a growing proportion of
investment capital; in fact pension and thrift plan assets
have been estimated at $940 billion in 1982. The oil and
gas industry is at a considerable disadvantage in attracting
capital because pension funds are not available to them.

The lack of capital in the oil and gas industry has contributed
to a depression in drilling activities among the 10,000
independent producers who are responsible for nearly 90%

of our country's gas and oil exploration and development.
Drilling activity dropped 40% in 1982, and investments

in drilling in 1983 are a fraction of past years. Apache

in particular has reduced drilling expenditures
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from over $70 million in 1981, to $37 million in 1982,
to less than $25 million planned for 1983, and we are one
of the more aggressive independent producers. It is
imperative that new sources of capital be made available
and pension funds are clearly major potential investors.

This proposed legislation offers beneficial
results to colleges and universities, pension funds, and
the oil and gas industry. It is therefore difficult to
find a valid basis for objection, since the vast majority
of independent gas and oil producers support S. 1549. The
0il Investment Institute voted unaninously in 1982 to
support the chanqeé now articulated in 8. 1549. Objection
appears to have developed only in the case of those
companies who perceive that their eglsting investment
offerings to exempt ;rganizations would be threatened by
S. 1549, which widens those opportunities. For example,
opposition now seems to come from some companies that
have established royalty trusts.

Royalty trusts work in the following manner.
They either éurchase or acquire by way of distribution from
oil and gas operators royalty interests in both producing
and non-producing oil and gas propertigs. Typically,

N\

the trustee receives royalty income and distributes it to

24-860 O - 84 - 24
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the holder of the trust unit, who reports the income as
royalty income. Thus, if the unit is held by an exempt
organization, this income is not treated as unrelated
business taxable income. Nevertheless, the income is
entirely dependent on the extent to which oil and gas is
produced from the underlying properties, and in the case
of non-producing properties, this return is dependent upon
oil andAgas yet to be produced.

If the underlying properties are held by a
limited partnership instead of a royalty trust, the income
allocated to an exempt investor who is a limited partner
‘constitutes unrelated businéss taxable income. This is
because the partnership's income is income from a working
interest rather than from a royalty. In both cases, the.
role of the investor is entirely passive and the rate of
return is depéndent on whether or not oil and gas is or
will be produced by the operator from the underlying
properties. There should be no arbitrary tax distinctions
drawn between these essentially similar types of investments.

It has also been stated that S. 1549 will
permit exempt organizations to obtain an "unfair advantage"
over taxpaying entities in the acquisition Both of

producing and non-producing oil and gas properties. However,
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this bill in no way affects the direct acquisition of
oil and gas properties by an exempt organization. It
simply enlarges éhe opportunities for exempt organizations
to invest passiéely in oil and gas properties by permitting
them to invest as limited partners in partnerships that
have a taxable general partner. Under the bill, the .
general partner must be unrelated to and not controlled by
any exempt limited partner. All oil and gas operators will
now have equal access to a new source of capital. Accord-
ingly, S. 1549 will not only eliminate the unfair discrimin-
ation that today exists between passive investments in
oil and gas but will do so in a way that will stimulate,
not restrict, competition in the oil and gas industry.

Mr. Chairman, it is my hope that your Committee

will soon act favorably in reporting this most desirable

legislation.
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EOWIN E. CAIN, Vice Proedent-Gover

September 15, 1983

BY HAND

The Honorabls Bob Packwood

Chairman

Senate Finance Subcommittee on
Taxation and Debt Management

SD 219 Dirksen Senate Office Building

Washington, D.C. 20510

Dear Senator Packwood:

On behalf of Apache Corporation, I had the
privilege of appearing as one of several panelists
before the Subcommittee on Taxation and Debt Management
on August 1, 1983, to testify in favor of S. 1549, As
you know, this bill would exempt from unrelated business
income tax the income from investments by universities
and pension trusts in working interests in oil and gas
wells, if such interests are held in limited partnership
form. Mr. Ronald A. Pearlman, Deputy Assistant Secretary
(Tax Policy) of the Department of the Treasury, appeared
in opposition to S. 1549. He stuted that the Treasury
Department opposed S. 1549 and, in his discussion,
advanced a number of reasons why it did so. I believe
that Mr. Pearlman's testimony was in large part overly
simplistic and failed to desnl adequately with the
desirable policy goals of tne legislation.

In addition, Mr. Pcarlman raised the spectre
of potential abuse involving the transfer of tax benefits
from tax exempt partners to taxable partners, without
paying much regard to the fact that the bill contains
carefully drafted provisions specifically designed to
prevent such abuses. Accordingly, I attach certain
additional comments relating to Mr. Pearlman's testimony.
I respectfully request that these comments be made a
part of the permanent record of the hearings on S. 1549.

Sincerely yours,
(8) Edwin E. Cain
Edwin E. Cain

cc (with encl):

v The Honorable Robert J. Dole

Chajirman
Senate Committee on Finance
SD 207 Dirksen Senate Office Building

washington, D.C. 20510

The Honorable William L. Armstrong

Senate Finance Subcommittee on
Taxation and Debt Management

SD 219 Dirksen Senate Office Building

Washington, D.C., 20510
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ADDITIONAL COMMENTS
OF
EDWIN E. CAIN
VICE PRESIDENT GOVERNMENT RELATIONS
APACHE CORPORATION

ON S. 1549
IN RESPONSE TO STATEMENT OF THE TREASURY
‘ BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE

SENATE COMMITTEE ON FINANCE

At the hearing held before the Subcommittee on
Taxation and Debt Management of the Senate Committee on
Finance on 8. 1549 on August 1, 1983, Mr. Ronald A,
Pearlman, Deputy Assistant Secretary (Tax Policy) of the
Department of the Treasury, appeared in opposition to
S. 1549, He stated that the Treasury Department opposed
S. 1549 and, in his discussion, advanced a number of
reasons why it did so. These comments are submitted in

response to Mr., Pearlman's testimony.

S. 1549 Will Not Lead to Repeal of the
Unrelated Business Income Tax

Mr. Pearlman's first objection is that enact-
ment of this legislation can be expected to lead to
repeal of the unrelated business income tax wherever
exempt organizations invest through limited partnerships.
This conclusion is a complete over-dramatization of the
potential effects of the bill, It is occasioned, I
suggest, by a misunderstanding of the way in which oil
and gas investments are made and of the competitive
effects of the bill, coupled with an overly restrictive
interpretation of the intent of Congress in enacting
Section 512 of the Internal Revenue Code in 1950 (which
excluded, among other items, royalties and net profits
interests from unrelated taxable business income).
Treasury appears to fear that S. 1549 will constitute
precedent that would erode the long-standing rule that an
exempt limited partner (or any exempt partner) receives
unrelated business taxable income equal to its share of
income from an unrelated business activity conducted by
the partnership. In permitting certain exempt investors
to hold oil and gas working interests as limited partners
without incurring unrelated business income tax, S. 1549
is effectuating a limited legislative change that would
do no more than equate one type of passive investment in
oil and gas properties (i.e., investments as limited
partners in working interests) with a type of passive



370

investment in oil and gas interests that has long been
exempt under IRC § 512 (i.e., investments in royalties,
net profits interests and production payments). The
limited partnership format is used as a ready administra-
tive device to assure that the owner of the working
interest holds the investment passively, thereby equating
it in all respects to a royalty. There is no policy or
other reason to apply the principle of 8. 1549 to free
exempt limited partners from tax on all partnership busi-
ness income, whether it be from automobile manufacturing
or the spaghetti or any other business.

As was pointed out by the Independent Petroleum
Association of America ("IPAA") in its excellent statement
submitted to this Subcommittee, interest in oil and gas
properties are generally held in two forms: one form
consists of "nonoperating" interests, that is, royalties
(whether carved out or overriding), net profits interests
or production payments. These interests constitute rights
‘to reserves in place which, it is commonly stated, are
not required to bear a proportionate share of the costs
of exploration, development or production (this statement
is, of course, not strictly true in all instances: the
owner of a net profits interest does indirectly bear such
costs, since his share is paid out of his share of reve-
nues). Income from these types of interest has been
deemed since 1950, under IRC § 512, not to be subject to
unrelated business income tax, even where such interests
are directly held by the exempt organization,

t

On the other hand, oil and gas interests may
also be held in the form of "operating interests" or
"working interests" i.e., interests which bear a portion
of the costs of exploration, development and production.
A "working interest"™ may not in fact represent a riskier
investment than a royalty or net profits interest, since
in all instances the economic return is derived from
whether or not, and to what extent, oil and gas is in
fact produced. But the return is commonly greater because
the obligation to bear a larger share of _the costs is
higher. Since 1950, income from "working interests" has
been held to constitute income from a trade or business
and, hence, to be unrelated business income.

But this tax categorization is too broad. The
owner of a working interest may or may not be actually
engaged in business. Typically, working interests are
acquired not only by oil and gas drillers and developers,
who obviously are engaged in business, but also as pure
investment property by passive investors who hold the
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same quantum of interest as a driller or other operator,
but whose property is managed for them by third parties
through what is commonly called an "operating agreement."
These two types of investment obviously differ -- but

no distinction is made for tax purposes: the working
interest owner is considered, merely by virtue of his
ownership, to be engaged in a "trade or business" even if
the management of the property is entirely delegated to a
third party operator., As the IPAA pointed out, in the
case of oll ard gas properties, it is the nature of the
interest in the properties and not the activities with
respect to them which now determines the existence of a
"trade or business." This lack of differentiation for
tax purposes is not a rational one and no policy
consideration requires that it be maintained.

For a number of reasons already submitted to
your Subcommittee by representatives of oil and gas com-
panies, colleges and universities and pension funds, it
is desirable to allow certain exempt organizations to
invest passively in o0il and gas working interests.

S. 1549 permits this, doing so by using the limited part-
nership (which is a traditional vehicle for investment in
the oil and gas industry) to assure that such investment
will in fact be "passive" in nature and will not be uti-
lized by active operators. This is all that the bill

does; it in no way suggests that other trades or busi-
nesses engaged in by partnerships should somehow be con-
sidered to give rise to passive income in the hands of
partners. Mr, Pearlman's fears are completely unjustified.

The legislative history of the Revenue Act of
1950 discloses no policy reason why income from working
interests, if held passively, should be treated differently
from income ,from rents, royalties, dividends and interest,
which, as Mr. Pearlman observed, are the traditional
types of income long recognized as proper for educational
and charitable organizations. In the case of royalties,
the legislative history makes it clear that Congress
intended to include "overriding" royalties, thereby bene-
fitting the landowner. H. Rep. No. 2319, 81lst Cong., 2nd
Sess., 38 (1950). The regulations further included a net
profits interests and certain production payments in the
category of a of royalty. Regs. § 1.512-1(b) Excluding
such income from unrelated income has obviously not re-
sulted in serious competition for taxable businesses
having similar income. However, Mr. Pearlman implies
that extending the definition of royalties to include
passively-held working interests would be likely to result
in serious new competition for taxable businesses having
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similar income. The contrary is, in fact, the case:
this action will stimulate competition in the oil and gas

industry.

S. 1549 Will "+imulate Competition
in the 0il and vas Industry

A fair reading of the bill discloses that it is
neither intended to, nor will its consequences be, to
‘provide exempt organizations with an anti-competitive
advantage over taxable oil and gas businesses. Rather,
the purpose of the legislation is to facilitate -~ with-
out any material loss of revenue -- increased portfolio
investment by exempt organizations in the oil and gas
industry through established investment channels, thereby
benefitting the entire industry. This is done by requiring
such investment to be made through programs managed and
operated by taxable, non-controlled general partners. In
this way, all taxable oil and gas operators will have
access on equal terms to a new source of capital. At
present, such investment by exempt organizations can be
made only in limited ways (e.g., royalty trusts) or in
certain highly sophisticated institutional programs espe-
cially designed for major exempt funds (e.g., Damson
Institutional Fund). Further, the proposed legislation
is no more anti-competitive than existing law as it
applies to oil and gas investment. Under present law,
tax-exempt investors can pool tax-exempt income by
investing in royalty interests or net profits interests.
As I have noted above, income from these types of invest~
ments is excluded from unrelated business income tax.
Such income can therefore be accumulated without tax by
the exempt organization to acquire further investments.

Limited Parthers Are Passive Investors

Mr, Pearlman argues that limited partners are
not "necessarily" passive investors and that they enjoy
opportunities for "substantial active involvement" in the
buginess of the venture. This appears to be a clear
misreading by him of the law of limited partnerships.

The rights granted to limited partners under the 1976
Revised Uniform Limited Partnership Act (RULPA), as under
its predecessor (ULPA), are in fact extremely restricted.

Basically, the:z. rights are to inspect and copy
certain of the partnership records (§ 305(1); to obtain
from the general partner information about the state of
the business and financial condition of the partnership
(§ 305(2) (1)), copies of the partnership's tax returns



378

(¢ 305(2) (11)), and other information regarding the part-
nership's affairs as is just and reasonable; and to apply
for judicial dissolution and winding up of the partnership
{(§§ 802, 803). 1In addition, but only to the extent that
the partnership agreement does not have specific governing
provisions, a limited partner is entitled to allocations
of profits and losses (§ 503) and distributions (§ 504)

on the basis of his relative contribution; to withdraw
uﬁon 8ix months' notice (§ 603); upon withdrawal to receive
the fair value of his interest (§ 604); to assign his
interest (§ 702); to wind up the partnership (§ 803); and
to receive distributions upon winding up of the partner~-
ship (§ 804). whether rights in the foregoing respects
are granted in the partnership agreement or, because the
agreement is silent, by the RULPA, they cannot be said to
cause the limited partner or his relation to the partner-
ship's investments or the partnership's investments them-
selves to be active rather than "passive."

Contrary to the suggestion in the Treasury
Statement, the RULPA does not give a limited partner the
right to consult with and advise a general partner or to
vote on removal of a general partner. Those are simply
some of the activities that a limited partner may engage
in without being considered to have participated in con-
trol of the business of the partnershig so as to endanger
his limited liability (§ 303). For a limited partner to
have rights in those respects, they must be granted in
the partnership agreement. Even where rights in those
respects are granted in the partnership agreement -~ for
instance, the right of limited partners having a specified
minimum percentage of the total partnership interest to
vote to remove a general partner or to dissolve the part-
nership ~- they do not cause the limited partners to be
other than "passive" investors in the partnership and,
through it, in the partnership's investments or cause the
partnership's investments to be other than "passive."
What is important to note -~ and what Mr. Pearlman
ignores =-- is that both the investing limited partner
(and the investment that results in distribution to him
of a share of partnership income) are no less "passive"
than the nonmanager stockholder of a corporation (and the
investment that results in dividends to him out of corpo-

rate income).

The Question of Special Allocations

Mr. Pearlman further indicates concern that the
partnership allocations may be used to transfer tax bene-
fits from tax-exempt partners to taxable partners, However,
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the bill contains a number of provisions carefully designed
to deal with this problem. 1In light of them, Mr., Pearlman's

points are not persuasive.,

Mr. Pearlman refers to certain "technical 4iffi-
culties" with the bill, For example, the bill does not
require that the allocation of basis be consistent with
the allocation of income or gain. It also does not speci-
fically deal with the allocation of capital gain as dis-
tinct from ordinary income or with the distribution of
appreciated property. In fact, S. 1549 directly addresses
these issues in Section 16B, which provides that the
Secretary has the authority to prescribe regulations to
deal with "arrangements" that might be utilized for the
principal purpose of avoiding the bill's prohibitions on
misallocating deductions, credits and similar items as
between taxable and tax-exempt partners to take advantage
of tax status, If Mr, Pearlman prefers to load the statute
with these rules, rather than to handle them more flexibly
in the regqulations as the bill proposes, I am sure the
sponsors of the legislation would have no objection to
including appropriate further amendments in the legisla-

tion,

For the same reason, Mr. Pearlman's expressed
fears concerning the potential abuse to be found in the
area of partnership "flip flops" are equally groundless.
The typical "flip flop" in the oil and gas industry would
not be attractive either to taxable or tax-exempt partners:
it i8 one in which the limited partners are allocated a
larger share of income deductions and credits until their
investment is recovered (and, incidentally, the front end
. costs are largely written off), at which point a larger

share of the income is allocated to the general partner.
Mr. Pearlman is probably concerned with a "reverse flip
flop." In my judgment, any such provision would equally
be likely to run afoul of the delegation of authority
given to the Treasury to deal in the regulations with tax
motivated "arrangements,” but here again I am sure the
sponsors would have no objection to clarifying amendments
if that is thought necessary.

Other Concerns

Mr. Pearlman also expressed concern that invest-
ments by exempt entities in limited partnerships might be
used to benefit taxable partners in ways other than by
the transfer of tax benefits. For example, a limited
partnership with exempt partners might conduct exploratory
drilling on a tract of land that can benefit the owners
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of adjacent land. This is a problem that exlsts today
and is dealt with by the imposition under state laws of
fiduciary obligations on general partners tha+t run to
limited partners, taxable and exempt alike, and by the
guidelines of the North American Securities Administrators
Association Inc. ("NASAA Guidelines"), This is a non-tax
matter of disclosure and fair dealing that is essentially
unaffected by whether or not the investors in oil and gas
programs are exempt organizations.

Mr, Pearlman's final point is that allowing the
use of debt financing contained in S, 1549 would lead to
the abusive use of exemptions, objecting in particular to
the fact that restrictions on sale-leasebacks in the bill
do not apply to sale-leasebacks between the limited
partnership and a person related to the general partner.
The answer to this concern is that it is frequently neces-
sary in the oil and gas industry to permit financing
arrangements or property transfers between affiliated
entities and the bill not only contains the same anti-
Pbuse provisions included by Congress in IRC § 514 (c) (9)
(relating to real estate debt financing by pension funds)
but also a further safeguard against sale-leaseback
abuses, namely, that the terms of any sale or lease must
be consistent with the terms of similar transfers in the
geographic area. Since such similar transfers would
involve taxable Eersona on both sides of the transaction,
it is just not likely, as an economic matter, that oil
and gas programs operated by taxable general partners but
having exempt limited partners would be able in any fashion
to trade on the exempt status of the latter. If so, the
Treasury is provided with adequate tools in its arsenal
to attack the transaction.
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Mr. CaiN. I am representing Apache Corp. as vice president of
Government Relations. Apache Corp. is a gas and oil exploration,
development and production company with both industrial and ag-
ricultural operations, and we have offered registered drilling pa
nerships to the investing public since 1956. It is somewhat unique
that Apache is located in Minneapolis, Minn., which is a nonoil
and gas producing State. It seems that our greatest natural re-
sources over the past years have been our presidential candidates
rather than our gas and oil. However, our 26-year history in gas
and oil investment, and the company’s experience in working with
tens of thousands of investors, has developed for the corporation a
reputation for sound and careful management. And based on our
expr:srignlcg‘wand our knowledge of the industry, Apache fully sup-
po . .

At the present time, both pension trusts and college endowments
make passive investments -in :stocks, bonds, gas, and oil royalties,
and other options without being subject to the unrelated business
income tax penalty. Pension funds can now invest in real estate
limited partnerships, but not in mainstream oil and gas limited
partnerships. A purpose of the tax on unrelated business income
was to prevent unfair competition between tax exempt and taxable
entities. It was not the purpose of the tax to penalize specific types
of passive investments or to differentiate between specific invest-
ments in a particular industry. Yet this is precisely the situation
that exists today.

It is illogical to distinguish between investments in oil and gas
royalty and net profits interests and investments in oil and gas
working interests when the latter are held in passive form. S. 1549
insures that qualified oil and gas investments are truly passive by
requiring that they be held in limited partnership form. For this
reason, S. 1549 is consistent with current tax policy and, in fact,
. maintains and strengthens that very golicy. Further, S. 1549

should result in no loss of income to the Federal Government. It is
likely that the increased investment in oil and gas working inter-
ests by pensions and universities will result in additional invest-
ments by other taxpaying limited partners and the taxable general
partner. Other passive investments currently exempted from tax
relulre no similar investment by taxpaying entities.
major concern of Apache 1s the inability of investors to con-
tribute oil and gas properties to college and university endow-
ments. A recent experience by an Apache corporate officer resulted
in a significant donation to a major university being rejected on
the basis that it would Froduce unrelated business income tax. At
the present time it is difficult. The proposed legislation does offer
beneficial results to colleges and universities, pension funds, and
the oil and gas industry. It is therefore difficult to find a valid basis
for objection, since the vast majority of independent oil and gas
producers support S. 1549,

As mentioned, the Oil and Gas Investment Institute voted unani-
mously in 1982 to support the changes now articulated in S. 1649.
Objection appears to have developed8 only in the case of those com-
panies who perceive that their existing investment offerings to
exempt organizations would be threatened by S. 1549, which broad-
ens the investment opportunities for qualified trusts. For example,
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op};))osition now seems to come from some companies that have es-
tablished royal trusts. Royalty trusts work in the following
manner. They either purchase or acquire by way of distribution
from oil and gas operators royalty interests in both producing and
nonproducing oil and gas gropertles. ically, the trustee receives
royalty income and distributes it to the holder of the trust unit,
who reports the income as rogalty income. Thus, if the unit is held
by an exempt organization, this income is not treated as unrelated
business taxable income. Nevertheless, the income is entirely de-
pendent on the extent to which oil and gas is produced from the
underlying properties, and in the case of nonproducing properties,
this return is dependent upon oil and gas yet to be produced.

If the underlying properties are held by a limited partnership in-
stead of a royalty trust, the income allocated to an exempt investor
who is a limited partner constitutes unrelated business taxable
income. This is only because the partnership’s income is income
from a working interest rather than from a royalty. In both cases,
the role of the investor is entirely passive; the rate of return is de-
pendent on whether or not oil and gas is or will be produced by the
operator from the underlying properties. There should be no arbi-
trary tax distinctions drawn between these essentially similar
types of investments.

t has also been stated that S. 15649 will permit exempt organiza-
tions to obtain an unfair advantage over taxpaying entities in the
acquisition of both groducing and nonproducing oil and gas proper-
ties. However, this bill in no way affects the direct acquisition of oil
and gas properties by an exempt organization. It simply enlarges
the opportunity for exempt organizations to invest passively in oil
and gas properties.

Mr. Chairman, it is my hope that your committee will soon act
favorably on this legislation. And I would like to request that the
record be kept open until September 15 for additional testimony.

Senator ARMSTRONG. Thank you very much. We appreciate your
statement. Senator Long?

Senator Long. Well I just wanted to ask one of the witnesses, is
it not true that we have had anywhere from 50 to 60 percent of our
drilling rigs shut down?

Mr. MoorHEAD. Yes, sir. In the last 18 months the drilling rig
count has dropped from approximately 4500 to about 1800. It now
is showing a little bit of a tendency towards recovery. But I think
that is about a 60 percent decline. I would say it is my judgment
that if we can facilitate the transfer of some capital from other in-
dustries to free the oil industry from the necessity of carrying this
tremendous investment in existing producing properties by substi-
tuting some of the present oil industry capital with tax exempt
capital, that we will be probably putting a lot of folks back to work.
I don’t know what the accurate numbers are, but a good guess
would be that a 2700 decrease in rig count would result in some-
thing directly in excess of 50,000 jobs lost, not counting probably a
significant percentage of that in service rigs out of work. So we are

king about not only ioss of jobs, or jobs potentially being recreat-
ed through this bill, or at least going in the right direction. It isn’t
the g?int to have drilling rigs working, it is a point to be adding to
the Nation’s supplies of oil and natural gas, which gets us into the
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national defense issues and the whole business. And the industry
today is desparately short of capital. We need to mobilize the capi-
tal we have within the business while letting people outside the
business carry investments that are appropriate.

Mr. CaiN. Could I just respond, Mr. Chairman? Just some statis-
tics. Apache has in particular reduced our drilling expenditures
from over $70 million, Senator Long, in 1981 to $37 million, almost
half the production, in 1982, and less than $25 million planned for
1983. This is consistent with the rest of the industry. In fact, we

.are somewhat more aggressive than even some of our colleagues
are. It is imperative that these new sources of capital be available
for pension funds as a clearly major potential investment.

Senator ARMSTRONG. Senator Matsunaga, do you have any state-
ment that you wish to make or any questions for the panel?

Senator MATsuNaGA. Not at this point, Mr. Chairman.

Senator ARMSTRONG. Thank you.

Mr. Brumley, you made the point, I think, that the investment in
working interest might not prove to be as prudent an investment
for the institutions that we are talking about here; that they might
involve a higher degree of risk. Mr. Overgaard, on the other hand,
made the point that this was just in -effect one more option that
would be available to them. Could you elaborate a little on that?
Why wouldn’t it be wise in the sense that I have just described-
and I hope that was an accurate paraphrase of that aspect of your
testimony-why wouldn’t it be wise to let the institutions them-
selves decide what was prudent and what was- not? Why should
that be a matter of tax policy? And I realize you have testified
against the bill on other grounds as well. But on that question, why
not let them make that decision?

Mr. BruMLEY. Well I think if they all acted prudently then there
would be no reason not to. You see many banks in the Southwest
now acted imprudently on loans in the energy segment of the in-
dustry. Some of those loans they thought when they made them
were good at the time. They turned out not to be as good. I used to
work for an actuarial pension consulting firm, and maybe that is
where some of my beliefs come from. But it was my idea at the
time, and I still believe that pension funds should be invested con-
servatively and not in such things as wildcat oil and gas drilling.
And I believe that the pension industry would best be served by
not putting that capital into drilling funds. That is basically where
I come from.

Senator ARMSTRONG. I don’t want to pursue you too far on this,
but you are not suggesting, are you, that because some banks made
imprudent loans to the industry that they should be restricted by
tax Mpolicy for making loans to the industry in the future?

r. BRuMLEY. No, sir. I didn’t mean to imply that. All I was
saying was that I think that pension funds are very special to this
country, and that although you may have some ver{\ prudent re-
strictions placed on the investors and the people that work for
those, still I believe that they should not be allowed to invest in
:'ery high-risk type of investments as I believe oil and gas explora-
ion is.

Senator ARMSTRONG. I appreciate your comments. As you know, I
am a sponsor of the bill. But, nonetheless, I assure you I am going
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to go over your statement very carefully and attempt to take into
account the issues you have raised.

Mr. BRUMLEY. Yes, sir.
Senator ARMSTRONG. Mr. Moorhead, I want to ask one question

that goes back to some testimony this morning from the Treasury.
They make the observation that to really be fair this legislation
should be broadened to permit tax-exempt organizations to invest
in all passive investments. In effect, they say why single out this
one group of investments. What do you say to that? Should we
broaden the bill?

Mr. MoorHEAD. I was somewhat dismayed to read that testimony
this morning. And I am not an expert on many aspects of tax, but
it seems to me to be a complete non-sequitor that because there is
an established industry pattern in the oil and gas business to the
effect that the traditional most common way of investing is
through limited partnerships which own working interest, to then
say that all other industries should be allowed the same access.
There is a tremendous difference. Well it really comes back to the

int I tried to make earlier. It is possible today for a tax-exempt
institution to invest in oil and gas ventures of any and every kind,
but they may not do so through the established industry conven-
tional formats. They have to do so through sort of jury-rigged
schemes. I was looking through the Stanger Register which lists
and enumerates all of the publicly registered programs. There are
30-odd programs set forth there in summary of their terms, and
two of them are designed, by virtue of carving out of a working in-
terest in net profits interest, to allow participation by an exempt
institution. However, the tax aspects of an investment so carved
out are not attractive or not as attractive to the conventional tax-
paying investor. So you have to make a choice if you are an institu-
tion to either stay out of this business, incur the unrelated business
taxable income if you want to get in it, or though you want to be in
a conventional public deal, to go on a tax avoidance design deal.
Those are the three alternatives. And it makes no sense to me—
Treasury’s line makes no sense to me to say that because you have
an established thing in one industry, you should make it available
for all the industries where it is not an established practice. I think
they did it to push the argument, sort of ad absurdum, but I don’t
know their motive.

Senator ARMSTRONG. Thank you. I appreciate your observations.
Thank you all. We will be doing some more work on this, and we
are very grateful for your input.

Mr. MoorHEAD. Thank you for the opportunity, Senator.

[Whereupon, at 2:45 p.m., the hearing was concluded.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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Hospital Assoctet

W

444 North Capitol Street N.W,
Suite 500
Washington D.C. 20001

Telephone 202.638.1100
Cable Address: Amerhosp

STATBMENT OF THE AMERICAN HOSPITAL ASSOCIATION
SENATE FINANCB COMMITTEB
S.1167 AND S.1579/VOLUNTEER MILEAGE DEDUCTION
August 15, 1983

The ‘American Hospital Association, which represents over 6,300 hospitals and
other health care institutions as well as more than 35,000 personal members,
is pleased to have this opportunity to comment on $.1167 and $.1579. These
bills would entitle volunteers who use their automobiles for charitable
purposes to a tax deduction at the standard business-use rate or the
reimbursement level that federal government employees receive for official use
of their automobiles., 'The rate for business and government employees is

currently 20 cents per mile, while the mileage deduction for volunteers is

only 9 cents per mile.

We wish to express strong support for both S$.1167 introduced by Senator
Durenberger, and S.1579, introduced by Senator Amstrong. Hospitals rely

heavily on the services of over § million individuals who donate their time

and energies for important volunteer work. These bills would significantly

"benefit those individuals and the institutions they serve by allowing
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volunteers, if they itemize their personal deductions, a reasonable deduction
for travel expenses jnwurred in aiding these institutions. Such a change
would both help to ensure the continued provision of valuable volunteer

activities and provide incentives for more persons to volunteer.

Importance of Volunteers

Throughout the history of the United States, charitable contributions, botl; in
money and kind, have been vital to the health care system. Contributions have
reflected and fostered a highly desirable participatory attitude by
individuals toward the health needs of their commmities. Direct
contributions have enabled hospitals to: replace obsolete facilities and
equipment; conduct research and educational activities; maintain and improve
commmity health care through subsidization of the cost of providing care to
indigent patients; and develop and finance innovative approaches to health

care delivery.

In addition, direct philanthropic support reduces the financial burden on
government, For example, it has become clear that diminishing charitable
support for hospitals in some urban areas has decreased their ability to
maintain importgnt patient care services. The plight of these f.immcially
distressed hospitals is now a major concern of the hospital field and the
Congress. Private charitable.and governmental activities in the health care
field--often addressing different but related public needs and problems--are
complimentary expressions of support for bettex: health for the people of the

24-860 O ~ 84 ~ 25
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nation. We believe the maintenance of this balance is important to the

stability and improvement of the health care system.

In much the same way that philanthropic contributions complement other sources
of health care financing, volunteer services complement the services provided
by health care personnel. Volunteers perform services that humanize the
hospital enviromsent. They read to children and write letters for elderly
patients. They also comfort patients and their families in e-ergenc'y.
recovery, and intensive care waiting rooms. Volumteer services are often a
part of physical therapy and psychological support programs. In addition,
these services have allowed hospitals to expand patient education activities
related to nutrition, exercise, and natural childbirth. By escorting
patients, bringing needed items to patients' rooms, and staffing gift shops,
volunteers make hospital care more personal, As patient visitors, they
frequently bring patients' problems or special needs to the attention of

appropriate hospital personnel.

In the commmity, volunteers participate in health promotion and disease
prevention efforts by distributing printed Qterials and videotapes that
provide information on diseases and such risks as smoking or alcohol abuse.
They also deliver hot meals to the homes of elderly and indigent citizens
through the "Meals on Wheels" program. Recently, volunteers have begun
comsunity outreach programs that include health screening and referral
services. If volunteer activities were to decline, many worthwhile programs

would be deprived of much needed support and might cease.
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Another extremely helpful volunteer service that benefits both patients and
the govarnment by preventing possible costly errors is assistance for patients
who must file third-party reimbursement forms. In programs providing such
-agsistance, a volunteer usually meets with a patient during admission to
explain reimbursement procedures and may assist in completing forms prior t6

discharge.

Burden on Volunteers

The American Automobile Assoc{ation has estimated the total cost of driving a
car to be over 23 cents per mile. Other estimates range as high as 50 cents
per mile, However, the volunteer mileage deduction, which became law in 1958
at 7 cents per mile, currently remains at 9 cents contrasted with the
deduction of 20 cents per mile for business and government use. In 1958,
gasoline 29 cents per gallon and oil was 15 cents per quart. Today, gasoline
costs have skyrocketed to over $1 per gallon and 0il exceeds $1 per quart.
The present low rate of reimbursement in no way approximates the cost of fuel

and maintenance required to operate an automobils.

The increasing cost of operating an automobile is a growing burden for persons
who devote their personal resources to the performance of volunteer
activities. In the interest of both local and national efforts to address
community needs through private initiative, it is entirely appropriate to
continue encouragement of charitable<work through federal tax policy. To do
so requires that the mileage deduction available to charitable volunteers
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equitably reflect the transportation expenses they incur through their
commitment. Both S.1167 and S.1579 represent a signficant step toward this

goal.

The AHA appreciates the opportunity to express its support for these bills and
we will be pleased to provide any additional information that the committee

may request.
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Office of the President

IIIIII American Red Cross National Headquarters

Washington, D.C. 20006

August 18, 1983

Dear Mr. Chairman:

The American Red Cross and its 1.4 million volunteers strongly
support and urge the passage of 8. 1167 or 8. 1579. The former bill
would amend the Internal Revenue Code of 1954 to provide that the
amount of the charitable deduction for expenses incurred in the
operation of a motor vehicle will be determined in the same manner
Government employees determine reimbursement for the use of their
vehicles on Government business. 8. 1579 would amend the Code to
allow the deduction to be computed at the same standard mileage rate
used in computing the business expense deduction.

The present mileage rate of 9¢ per mile allowed volunteers as
compared to 20.5¢ per mile allowed Government employees and 20¢ per
mile allowed business persons is grossly unfair.

For example, a Red Cross volunteer working in a hospital is
allowed only 9¢ per mile to drive to and from the hospital while a
salesperson calling upon the same hospital to sell medical equipment
or supplies is sllowed 20¢ per mile.

To cite snother inequity, a Red Cross volunteer working at the
scene of a disaster is allowed only 9¢ per mile to drive to and from
the scene while an employee of the Federal Emergency Management
Agency is allowed 20.5¢ per mile and an insurance adjuster is allowed
20¢ per mile to drive to and from the same scene.

Obviously, volunteers incur the same expense in using their
personal automobiles in their charitable work as Government employees
and business persons incur in using theirs in their work. Yet
volunteers who give freely and generously of their time, their
experience, and their compassion to help snd comfort their less
fortunate fellow citizens, are needlessly penalized by this unreal-

istic mileage allowance.
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In testifying before the Subcommittee on Taxation and Debt
Management on April 23, 1982, on 8. 473 dealing with the automobile
mileage allowance permitted for purposes of computing the charitable
contribution, Deputy Assistant Secretary of the Treasury Department,
David G. Glickman, said the Treasury Department opposed increasing
the mileage allovance granted to voluntesrs. He stated, in part:

"... The difference in the two rates results from the
fact that the standard mileage rate permitted for
purposes of the charitable contribution.,. reflects

an allowance for gas and oil, that is, the expenses
directly incurred in performing the charitable service...
On the other hand, the standard mileage rate for
business use of an automobile reflects an additional
allovance for depreciation, insurance, general

repairs and maintenance, and registracion fee. We
believe this difference is justifiable."

The Awerican Red Cross does not believe this difference is
justifisble. Moreover, many of our chapters report that this
inequitable allowance granted by the Treasury Department is having
an adverse effect upon the recruitment and retention of volunteers.

One wonders why a personal sutomobile deprecistes when used for
official government business or for business purposes, but not when
driven by a Red Cross volunteer to a hospital, a blood donation site,
a disaster shelter site, or a safety training program. One elso
wonders why a volunteer should not be granted s mileage allowan.e that
includes a proportinate share of insurance premiums, as are Government

employees and business persons.

To sum up, the IRS ruling is inequitable, unfair, and illogical.
In these times of high gasoline prices, the ruling is imposing grave
hardships upon volunteers, most of whom are persons of moderate means,
on whom increasing reliance is being placed to meet pressing human

service needs.

On behalf of its 1.4 million . .rvice volunteers working out of
3,000 chapters nationwide, the American Red Cross supports and urges
passage of 8. 1167 or 8. 1579,
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We request that this-letter be incorporated in the record of
the hearing on these bills held by the Subcommittee on Taxation and
Debt Management on August 1, 1983,

S8incerely submitted,

Muwed F. Schubert
Richard F. Schubert

The Honorable Robert Dole
Chairman

Senate Committee on Finance
United States Senate
Washington, D.C. 20510
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Comments on 8. 108, Tax Credit for Vocational Education
By
The American Society for Training and Dcvolqpment

The American Society for Training and Developwent is pleased
to make comment on 8. 108 on providing a tax credit for certain
voéational education programs since our society represents those
professionals in the workplace who primarily administer employer
education and téaining programs and are the ultimate consurers of
thg vocational education product. We have nearly 50,000 mambers in
our national organization and in the 138 chapters throughout the
—country. Our members provide extensive human roupurce_devolopmenb
gervices fron remodiql basic education for entry-level employees
to on-going job skill development for millions of employees to
cope with the ever-changing needs of the' workplace.
We suppore.federal legislatiéﬂmlike 8. 108 which encourages
collaboration between vocational education institutions and the
private sector. We like the idea of tax incentives for employers
to participate in personnel exchange programs for shariné specialized
human resources for planning and instructional purposes. Some of
the positive outcomes of giving employers tax incentives to collaborate
with vocational education institutions include higher proficiency and
achievement in training skills and knowledge; moxe realistic job and
career expectations of students when they enter the world of work;

and more efficient investment of both public and psivate resources.
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Statement To
Subcommittee On Taxation and
Debt Management
Senate Finance Committee
August 1, 1983

by

Norman A. Sugarman
Washington, D.C,

Subject: THE NEED TO REPEAL OR REVISE IRC SECTION 4943,
RELATING TO "EXCESS BUSINESS HOLDINGS" OF

PRIVATE FOUNDATIONS.

My name is Norman A. Sugarman, I am a partner in
the law firm of Baker & Hostetler. 1 formerly served as
Assistant Commissioner of Internal Revenue. My duties in-
cluded supervising the functions of the Internal Revenue
Service with respect to tax-exempt organizations. In nearly
30 years of private practice I have worked with and advised
many charitable organizations, both private foundations and
public charities., I am co-author of a book published by the
American Law Institute-American Bar Association on the sub~-
ject "Tax Exempt Charitable Organizations."

This statement is focused on Internal Revenue Code
§ 4943, as enacted in the Tax Reform Act of 1969. Section
4943 puts the IRS in the business of regulating, and in some
cases forcing the divestiture of, holdings of private
foundations in business enterprises. In my experience, this
.is the most troublesome - from both policy and practical
viewpoints - of all the tax provisions affecting the role of

charities.

I. BACKGROUND

The initial impetus for the enactment of § 4943
was the "Treasury Department Report on Private Foundations"
issued in 1965. The Report concluded that the preponderant
number of private foundations operated without tax abuse,
but it did provide illustrations of alleged "serious faults
among a minority of such organizations."™ Under the headings
of "Foundation Involvement in Business" and "Family Use of
Foundations to Control Corporate and Other Property", the
Report sought to identify certain problem areas related to
foundation ownership of an interest in a business enter-
prise. These concluded that such businesses are free from
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demands of shareholders for current earnings, that founda-
tion managers' attention is diverted to business interests
and/or family control, and that there are various forms of
"self dealing" which arise from the relationship of the
foundation with the business,

The Treasury Report recommended that a twenty
percent limit should be placed on the voting interest that a
private foundation may have in a business enterprise.

When hearings were held on the Treasury Report,
later in 1965, comments were made on many of the different
proposals contained in the Report; but with respect to the
proposals relating to business holdings, the commentators
were almost unanimous in their criticism of the divestiture
requirements which would apply as the result of the twenty
percent limit on business holdings.

When similar proposals were presented to the Con-
gress during its consideration of the Tax Reform Act of
1969, Congressional attention was focused on two well=-
publicized situations, one involving the struggle between
the James Irvine Foundation and Mrs. Joan Irvine Smith, a
principal stockholder in the Irvine Company and the other
involving what appeared to be a holding company in Texas.
The impact of the divestiture requirement on many other
foundations and companies did not receive the same atten-
tion, Little consideration seems to have been given to the
fact that the Congress had already enacted limitations on
the conduct of unrelated businesses by private foundations
(which provisions were further tightened in the 1969 Act)
and that in the course of development of the 1969 Act rules
against "self dealing" and requf;ing ocurrent distributions
by foundations to public charities were also enacted.

As enacted, § 4943 is very complex and the summary
below can only highlight the- difficulty in its application
and the resulting problems which are described more fully
later in this statement,

II. SUMMARY OF IRC § 4943

Private foundations and disqualified persons (in-
cluding, for this purpose, certain related foundations,
§ 4946 (a) (1) (H)) may not own together more than 20% (35% if a
third person has effective control) of the veting stock of a
business corporation, except as provided below for holdings

as of May 26, 1969.
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Holdings in excess of permitted limits which are
acquired after May 26, 1969 by gift or bequest must be dis-
posed of by the foundation within five years. Post-May 26,
1969 purchases of stock by a foundation or a disqualified
person which create or increase aggregate holdings beyond
permitted limits do not qualify for the five-year grace
period, and may immediately result in tax penalties on the
foundation. Where disqualified persons together own more
than 20% (or 35%) of the voting stock of a corporation, the
limitations on foundation holdings apply to nonvoting stock
as well as voting stock based on value,

A general de minimis rule permits a foundation
(together with related foundations) to hold not more than
the greater of 2% of the voting stock and 2% of the value of
all outstanding stock of a corporation, Holdings in a
"functionally related business" or a business deriving 95%
of its gross income from "passive sources" (both defined
terms) do not constitute excess business holdings.

Similar rules apply to interests held by trusts,
partnerships and other unincorporated organizations,

Holdings in proprietorships are entirely prohib~
ited. This has the practical effect of prohibiting the con-
duct of an "unrelated trade or business", which public
charities are permitted to do, subject to the payment of an
unrelated business income tax..

Where a- foundation does not reduce its business
holdings to the maximum permissible 1limits within the re-
quired period of time, an annual initial tax is imposed on
it equal to 5% of the value of the excess holdings. If the
holdings are not reduced appropriately within a defined cor-
rection period, an additional tax of 200% of such vzlue is

imposed.

A "Grandfather Clause®™ provides special rules
where the business holdings of a foundation (or a foundation
and disqualified persons) exceeded the 20% (or 35%) limit on
May 26, 1969, These special rules also apply to holdings
acquired under trusts irrevocable on, or certain wills ex-
ecuted by, May 26, 1969, even though the actual ransfer to

the foundation occurs later.

In general, grandfathered holdings are permitted
to be retained, but are subject to reduction under certain
circumstances as described below.
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If, on May 26, 1969, the combined holdings of dis-
qualified persons and the foundation exceed 50%, the holding
are to be reduced over several phases. The first phase
reduction periods are: 20 years where a foundation held
more than 95% of the voting stock of the corporation; 15
years where the combined foundation and disqualified per-
sons' holdings exceeded 75%; and 10 years where the combined.
holdings exceeded 508, At the end of the first phase, the
combined holdings cannot exceed (i) 50% of the voting stock
of the corporation or, if less, (ii) 50% of the value of all

outstanding shares.

After the expiration of the first phase, a second
phase set of divestiture requirements become operational,
If disqualified persons never own more than 2% of the cor-
porate voting stock after the close of the first phase, the
voting stock held by the foundation must be reduced to not
more than 35% within an additional 15-year period., If dis-
qualified persons do own more than 2% at any time after the
close of the first phase, the stock held by the foundation
must be reduced to 25%.  Where May 26, 1969 aggregate hold-
ings do not exceed 50% but exceed the 20% or 35% limits, a
further decrease is generally not required if foundation
holdings never exceed 25%, but may be required if there is
an increase in the foundation or disqualified person level

of holdings.

Grandfathered holdings are subject to reduction by
operation of the "downward ratchet" rule. The rule, in ef-
fect, provides that if there is any increase in the holdings
of disqualified persons, the holdings of the Foundation must
be decreased accordingly and can never go up again to the
former grandfathered or otherwise permitted ieveI over 20%
(or 35%), even if the holdings of disqualified persons are
thereafter reduced.

III. POLICY ISSUES

In the fourteen years since the enactment of the
Tax Reform Act of 1969 there has been ample time to observe
the results of that Act and the time has now come to re-
examine the policy and effect of certain of its provisions,
particularly § 4943. In this Part of this statement, con-
sideration will be given to the policy issues existing under
the changed conditions of today; and in the next Part con-
sideration will be given to practical problems arising from
the application of the statute and corrective action that

should be taken.,
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A

The following points or issues require examination
to determine whether § 4943 currently represents sound policy:

A. Required Divestiture has Dried up an Important
Source of Assets for Charitable Purposes. .

It is generally recognized that since the 1969 Act
the rate at which new foundations have been created has de-
creased substantially. One of the principal reasons for
this decrease is that the transfer of family business hold~
ings to a foundation (whether during life or at death) would
necessitate the divestiture of such holdings (or of their
control) regardless of how beneficial the holding of such
assets would be to charity and the community served.

It is fundamental that no one is required to make
charitable gifts; they are voluntary. When the advantages
of making a charitable gift or bequest in the form of pro-
perty, such as stock in a family business, are lessened,
and, in fact, such a gift is made disadvantageous by reason
of a government directive forcing divestiture within a fixed
time, the property is not likely to be given to charity at
all but rather retained in private hands. Various studies
have been conducted which establish that the tax laws can
create an incentive to encourage charitable gifts or can
have the opposite result when the making of such gifts is
rendered more difficult under the tax laws.

In 1969, Congress placed limitations on the income
tax deduction for gifts of appreciated property (such as
stock in a family business) to a private foundation; but
§ 4943 goes even further as a form of regulation by requir-
ing the divestiture of such stock into the hands of stran-
gers. Such divestiture penalizes gifts to the foundation
not only by requiring a sale to outsiders but also because
.the required d?vestiture is likely to result in a loss in
value, as in the case of any other forced sale. At a time
when the country generally recognizes greater private re-
sources are needed to be used to meet public needs, the
penalizing nature of § 4943 stands out in stark contrast and
as inconsistent with public policy in a pluralistic society.

B. Effect Upon Small Businesses

By its policy of forcing divestitive, § 4943 con-
fronts the owners of businesses with the fact that mainten-
ance of an interest in the business is not encouraged and
that contribution of such interest to charity, in the form
of a family or other private foundation, is discouraged.
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The result is that the alternative which is encouraged is a
sall-out to a larger business, generally in the form of a
tax free exchange of stock.

In fact, § 4943 goes further, for if stock is
contributed to a family foundation, the tax laws themselves
become a vehicle to force a change in control of the busi~
ness. 8ince there is a limit on the holdings of both “dis-
qualified persons" and the foundation, an acquisition of
stock by a dissident disqualified person can force the
foundation to sell the stock, in order to avoid a penalty
tax under § 4943 -~ which penalty can be several times the
value of the stock. Further such a sale can only be made to
persons who are not family members,

Thus the owners of a business who put stock in a
foundation may find that they have created the very vehicle
which makes the business a takeover target. 1In this res-
pect, the policy of § 4943 is in sharp contrast to the ef-
forts of the Congress in other provisions under the tax law
(most notably IRC § 6166) to ease the tax burden on family
businesses so that divestiture is not required due to a tax

provision.

A c. The Effect Upon Community Resources, Employment
and other Local Benefits

Typically, family or private foundations have been
formed by individuals to fulfill a belief that wealth de-
rived from a community should be returned for the benefit of
that community. Whether this concept is entirely inspired
by benevolence or is "“good business", the result is the
same. The foundation, which is created to hold stock in a
local business and receive dividends which are distributed
in support of local charities, creates in the community not
only a very substantial stake in the foundation but also in

the business,

In many cases, the effect of § 4943 is to threaten
that community system because forced-divestiture of stock is
likely to place the control of a business in the hands of
interests that have no ties to the community and which view
the business solely from the standpoint of the bottom line.
Cases have béen presented to the Congress where local busi-
nesses, whether in the form of a hotel, a newspaper, or a
manufacturer which is a substantial employer in the commun-
ity, are faced with a threat that control will pass out of
local hands and into those who do not have the same or
traditional interest in the community. Certainly such
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results go far beyond sound tax policy or any reasonable
intention of the Congress in 1969,

§

D. Other Rules, Already in Effect, Serve ‘
to Limit Abuses

A great deal has happened since 1969 in the regu-
lation of the charitable field. The 1969 Act itself, by
imposing penalty taxes on "self-dealing," by requiring an-
nual distributions by private foundations for charitable
purposes and by other limitations on investments and pro-
grams of private foundations have created a degree of
responsibility in this field which substantially eliminates
the abuses which were thought to exist in some cases in
1969, 1In fact, the abuses which concerned Congress have
been corrected by other provisions, leaving § 4943 to serve
only as an additional regulator of business operations
rather than in furtherance of any sound tax policy.

Additionally, many states have strengthened their
laws regarding charities and have provided additional means
for their state officials to regulate foundations,

There may be other problems in the charitable
field, such as those arising in connection with charitable
solicitations and similar activities, but these have nothing
to do with holdings of family or other private foundations
and provide no basis for requiring divestiture of invest-

ments.

It should always be remembered, there are state
laws, and fiduciary standards enforceable under these state
laws, with respect to the responsibilities of foundation
managers to use prudence in their acquisition and main-
tenance of investments. Moreover, the courts have been pro-
perly used over the years to enforce such standards. The
issue is whether it is necessary to have the tax laws impose
arbitrary limitations on investment holdings, not based on
their quality but on lineage. This issue needs to be
considered especially in light of the facts that divestiture
may actually be injurious to the support of charity, by
serving as a disincentive to creating char:itable funds and
by serving as a depressant on values realized for charitable
purposes. Thus, the policy exemplified by § 4943 is in
sharp contrast to national policy which in other respects
seeks to promote private sector support for charity.

The fact that some foundations have divested them-
selves of certain business holdings since 1969 is not a
sufficient answer. The question remains: what is the right
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policy now? The Congress has the responsibility to re-
examine policies and to change them as needed, as it does
every year in the tax and other fields.

E. Is Mandatory Divestiture Desirable?

In 1969 the Congress was asked to enact arbitrary
divestiture rules so they could be applied by the adminis-
trators of the law (the IRS) without the exercise of judg-
ment., Is this a sound policy today?

While there is much to be said for predictable
administration, this does not require that convenience of
the Internal Revenue Service override sound policy. It may
be convenient and administratively simpler for the IRS to
impose penalties based on mathematical formulas; but where
sensitive matters -~ such as volunteerism, community inter-
ests, support of local charities, maintenance of small busi-
ness and of jobs -- are involved, then policy not mathe~
matics should be controlling and methods appropriate to
implementation of such policy should be permitted.

The tax laws reflect national policy and are de~
signed to encourage charitable giving and the maintenance of
organizations for charitable purposes. Standards already
exist, under both Federal and State laws with respect to the
appropriateness of maintaining certain business holdings in
a charitable organization. While it may be easier for the
administrators if a penalty is automatically imposed when
such holdings exceed a certain fixed percent, this really is
irrelevant to the issues of whether the retention or
divestiture of such holdings is proper under established
legal standards and whether charitable and public interests

are being served.

Elimination of § 4943 and permitting the determi-
nation of whether business holdings can be acquired or main-
tained based on whether such action is consistent with pru-
dent standards and charitable purposes, would provide grea-
ter overall benefit than the present arbitrary standards.
As previously indicated, there are already .other penalties
under the tax laws which provide the IRS ample tools for

curbing any true abuses. .

Summary of Basic Policy Considerations

The foregoing policy considerations require that
Congress reexamine § 4943 and determine whether the price
being paid for regulating business holdings of foundations
is too great in light of the need for charitable support,
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maintenance of local businesses and the preservation of
community resources in the public interest.

While the cost of the existing policy to communi=-
ties and the public can be demonstrated on a caae-b{-casa
basis, the Congress should recognize that the cumulative
effect is to establish that there is a need to permit
charitable foundations to acquire or hold investments where
that can be justified under prudent standards and in the
public interest, The dictates of fourteen years ago should
not blind the Congress to the need for a more enlightened
policy which recognizes the importance of generating support
for community interests from the private sector.

If § 4943 is regealed and abuses appear in the fu-
ture, the Congress can then take proper corrective action.

In the meantime, the creation and development of charitable
foundations should be encouraged, not discouraged.

18NAS2A

24-860 O ~ 84 - 26
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This statement is submitted for the record on behalf of Houston
Endcvment Inc, of Houston, Texas in respanse to the hearing on 8.
1464 held on August 1, 1983 by the Pinance Subcommittee on Taxation
and Debt Management.,

8. 1464 represents one solution to the divestiture problem
presented by I.R.C. of 1954 §4943. The problem presented by §4943
is also of major concern to Houston Endowment Inc; Agreeing with the
concept of 8. 1464 that I.R.C., of 1954 §4943 should be repealed or
overriden in certain instances, this statement presents & discussion
of the problems caused by §4943 and a discussion of a legislative
solution to the problem currently being considered in the U. 8. Senate.

HOUSTON ENDOWMENT INC. - GENERAL INFORMATION -

Houston Endowment Inc. ("Endowment") was organized in 1937
by Jesse H. Jones and his wife, Mary Gibbs Jones. Mr. Jones is best
remembered for his services during the Franklin D. Roosevelt
administration as Secretary of Commerce and as head of the

Reconstruction Finance Corporation.

Prior to his death in 1956, Mr. Jones pursued a policy of

making substantial annual gifts to Endowment, and Endowment was

named as principal beneficiary in his will.
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A large portion of Endownment's activity has been in the field
of education, and major emphasis has been placed on the esiabligh-
ment of scholarships in colleges and universities throughout the
United Staces. This has been done in two ways. First, Endowment
has established scholarship programs with a number of colleges
and universities. These institutions assume responsibility for
administering the scholarships, including detet@ining the amount
of each scholarship and the recipient of each scholarship. Second,
Endowment inaugurated a program in 1958 which has continued to this
date involving an arrangement with the Houston Independent School
and contiguous school dinér*ctu and private parochial schools
whereby such school districts and schools make nominations
from their graduating high school students. An impartial group
of substantial citizens, not connected with Endowment, choose the
scholarship winners on the basis of achievement, iqgncmic need
and leadership potential. Scholarship winners are not restricted
as to the subject in which they may major, and they may attend any
accredited college or university of their choice in the United
States. Since the inception of this one program, 3,382 students

have received scholarshipi and have attended over 241 colleges
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and universities. 597 college students are attending college on
such Jones scholarships on this date., The scholarships granted
under this program since its inception aggregate $9,725,§00.00 as
of December 31, 1982.

Endowment has made many educational, charitable, cultural,
medical and civic grants. The following is a short, partial
listing to illustrate the scope and nature of them:

.

The Museum of Fine Arts, Houston

Contribution, Exhibition Endowment Fund $3,101,000
The Museum of Natural Science, Houston '
Building Addition 1,500,000
Rice University, Houston
Scholarships and Gift of Real Property : 6,981,915
Establishment of Graduate School of
Administration 6,500,000

Endowed Scholarship Program (since 1978) for
25 Private Teaxas COlleges 4,650,000

The University of Texas at Austin
To Endow College of Communication 5,000,000

University of Notre Dame
Professorship in Management, Annual
Contribution 100,000
Faculty Research Fund 1,000,000

Texas Christian University, Fort Worth
Library Building 500,000
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Moody House, Inc., Galveston, Texas
Home for Aged, Gifts of Real Property

Jewish Comnunity Center, Houston
Purchase of Campsite in Fort Bend County

Union y Progresso Barrio Development Inc., Houston

Neighborhood Medical Clinic and
Senior Citizens Center

. Eliza Johnson Home for Aged, Houston
Capital Funds and Support of Program

The Arthritis Institute of The National
Orthopedic and Rehabilitation Hospital,
Arlington, Virginia )
Fellowship Endowment

Hermann Hospital, Houston
Completion of 8th and 9th Floors and
Establishment of Texas Kidney
Institute '

" Texas Tech University, Health Science Center,

Amarillo, Texas .
Scientific Research Library in Amarillo

Medical Center

Texas Heart Institute, Houston
Expansion of facilities

Southwestern University, Georgetown, Texas

Construction and Rehabilitation of
Educational Properties

5,720,000

325,000

1,103,608

445,000
200,000
6,300,000

/250,000

2,000,000

5,000,000
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As of December 31, 1982, Endowment's grants for educational,
charitable, cultural, medical and civic purposes aggregated
$214,315,674.30.

Attached is a tabulation covering the past six years, showing
the fair market value of Endowment's assets for each year, and the
Distributable Amount and Qualifying Distributions, all as reported
by Endowment to the Internal Revenue Service. The 1982 figures are
estimated.

RECOMMENDED CHANGES IN EXISTING LAW

Endowment is the owner of all of the capital stock of Houston
Chronicle Publishing Company, a Texas corporation, which publishes
the Houston Chronicle, a daily newspaper of general circulation in
Houston and surrounding areas.

) In 1969, Section 4943 was added to the Internal Revenue Code.
The general effect of this Section is to require a private founda-
tion (as defined in Seotion‘sos of the Code) to dispose of its
ownership in the assets or stock of any "business enterprise” (as -
defined in Section 4943) within a specified period of time.

Exceptions contained in Section 4943 permit a private foundation
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and its "disqualified persons” (as defined in Section 4946) to
continue to own up to 20 percent of the assets or stock of a business
enterprise in the sqggregate (or, in the case of a business enter-
prise owned by the foundation prior to May 26, 1969, up to 50 percent
in the aggregate). -

As a result of Section 4943, all private foundations will be
prohibited after May 26, 1989, from owning more than 50 percent of
the assets or stock of any business enterprise owned by them on
May 26, 1969. 1In addition, Section 4943 ;111 prohibit private
foundations from owning over 20 percent of the assets or stock.of
any business entezpris& acquired since May 26, 1969.

Endowment recommends to the Subcommittee that Section 4943 be
amended to permit the private foundations which presently own
interests in certain daily newspapers to continue that ownership.
There are several compelling reasons why this should be done:

First, the divestiture requirements and penalty tax provi-
sions of Section 4943 violate the provisions of the First and Fifth

Amendments to the Constitution of the United States.
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The operation and publication of a newspaper represent thg
quintessential exercise of the First Amendment freedoms of speech
and press. Section 4943 imposes a direct restraint upon these First
Amendment freedoms of Endowment by forcing it to relinquish its
First Amendment right to own and operate the Houston Chronicle
Publishing Company. The cénstitution of the United States requires
that all persons or groups be treated equally in their exercise of
these First Amendment freedoms, unless some compelling governmental
interest which cannot be achieved by any other means necessitates
that they be treated differently. The United States Supreme Court
has on many occasionl} and most recently in Minneapolis Star &

Tribune Co. vs. Minnesota Commissioner of Revenue, U.8. '

S1 U.S.L.W. 4317 (March 29, 1983), ruled that the government may
not “"tailor a tax so that it singles out a few members of the
press . . ." for disfavored treatment. A tax that “targets
individual publications within the press places a heavy burden on
(the government] to justify its actiop.' Such a statute, in the

Court's words, is “"presumptively unconstitutional.” A governmental
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action which restricts the activities of a certain group of news-
papers in order to protect other newspapers from competition runs
afoul of these First Amendment principles. Section 4943 and
other provisions of the Internal Reveanue Code, by denying Endowment
either direct or indirect access o the public, leaves it without
any means to exercise its freedoms of speech and press. This
deprives the public of a source of information and ideas. The
policies of ‘the First Amendment, which favor the free flow of ideas
and the widest possible dissemination of information from diverse
and.antagonistic sources, require that alternatives be adopted to
achieve the taxing goals of Section 4943 .which would impose a lesser
restriction on the rights to free speech and press of Endowment and
other private foundations.
. Additioﬁally, the equal protection component of the due
process clause of the Fifth Amendment to the Constitution demands

" that classifications which restrict the exercise of fundamental
First Amendment freedoms must be necessary to promote. a compelling

governmental interest. Section 4943 applies to private founda-
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tions operating a functionally unrelated business enterprise, but
not to any other organization. For example, the statute does not
affect those newspapers or businesses owned by other tax-exempt
entities., The different treatment given these groups in many
respects goes beyond that necessary to achieve the congressional
objectives of the utatuﬁe. Also, the statute fails to apply to
all the businesses which present the problems Congress sought to
control. The Constitution's guarantee of the equal protection of
the laws would be better served if alternative means were adopted
to pursue the taxing goals of Section 4943 which would impose a
lesser restraint upon the rights of freedom of speech and press.
There is submitted herewith a legal brief providing a complete

analysis of Section 4943 under the First and Fifth Amendments. I

Second, divestiture of the Houston Chronicle will most likely

cause the newspaper to no longer be a locally owned independent
newspaper, which is not in the national interest. Federal and state

laws generally require managers of private foundations and executors
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of estates to obtain the highest available price for assets sold.
Recent history has repeatedly demonstrated that the highest bidders
for independent newspapers are the national and international news-
paper ch;ins; thereby vesting in the hands of fewer and fewer per-
sons tpe power to control the reporting and editorial policies of
more and more newapaée:s. This concentration of power is a matter of
cohcern to Congress and the Federal Trade Commission and has been

the subject of Congressional hearings, particularly hearings held
duripg May, 1979, by the Commigtee on Small Business, U. §. Senate,
which inquired into "Economic Concentration In The Media -~ Nawspaper."
Duripq such hearings, Mr. Alfred E. Dougherty, Jr., Director, Bureau

of Competition, Federal Trade Commission, made the following state-

ments:

Between 1910 and 1976, the number of newspaper chains
rose from 13 to 167, and the number of chain-owned
dailies rose from 62 to more than 1000, The percentage
of circulation held by those chain-owned papers rose

from 43.4 percent in 1930 to 71 percent in 1976.

t
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Conversely, in that same period, the number of
independently-owned newspapers dropped from over 97
percent of the total number of dailies to less than 41
percent. This means that there are now fewer than 900

remaining independent daily newspapers in this cdhntry.

These changes have been accompanied by a ma:ﬁed de~-
crease in the number of newspapers which face direct
competition from other daily motrop&litan newspapers.
In 1923, nearly 39 percent of the U. s; cities had more
than one independently-owned daiiy newspaper. By 1973,
this figure had dfoépod to less than 3 porc;nt. In
absolute numbers, there were 502 cities with two or

more daily newspapers in 1923; by 1973, this number

had dropped to 37.

Although the number of chain-owned dailies has increased
dramatically, so has the number of newspaper chains. As
noted, in 1919 there were 13 newspaper chains; by 1976,

there were 167."
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Attached is a copy of an article appearing in the September, 1979,
issue of Editor and Publisher giving further information with
regard to the growth of the newspaper chains. Based upon infor-
mation compiled by the American Newspaper Publishers Association
showing all newspaper sales and acquisitions in the United

States for the period 1975-1981, it appears that over 92 percent of
the sales and acquisitions occurring during such period were to or
by newspaper chains or foreign buyers.

To insure the continuation of a broad-based, independent, free
press in the United States, the policy of Congress should be to en-
courage (rather than discourage) the ownership of independent local
newspapers throughout the coun}ry.

Under current law, continued ownership of independent newspapers
is made virtually impossible. If the newspaper is owned by a private
foundation, Section 4943 mandates its sale. If the newspaper is owned
by an individual, payment of the Federal estate tax obligations
incurred upon the death of the principal owner or his or her spouse
necessitates sale.

Concern about concenération with respect to the newspaper

industry exists throughout the world. The Canadian government has
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expressed concern about this and has announced that it plans
legislation to limit holdiﬁgt of newspaper chains. Such concentra-
tion is aggravated by the number of newspaper failures, notably

in Washington, Philadelphia, New York, Denver and elsewhere in this
country, as well as highly publicized failures in London and other
parts of the world. The fact of the matter is that independent
daily newspapers are fast diminishing. Only 538, or 31 percent of
the 1973 U. 8. dailies are indepsendent, according to information
compiled by the American Newspaper Association Membership Department.
The rest are members of groups in which two or more newspapers in
different communities are under common ownership.

8. 1410, sponsored by Senators Bentsen, Tower, Symms, Byrd,
Heflin, Hollings, Thurmond and Dentbn, provides that a private founda~
tion may continue to own a local, independent newspaper.

S. 1410 offers an additional advantage in that it would
encourage an individual who owns controlled interest in a newspaper
to bequeath his interest in such newspaper to a private foundation
since ownership by the private foundation would continue local

ownership and control and would permit the donor, by devoting the
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newspaper to charity, to place it in the hands of the managers of
the Foundation for future management. Accordingly, the bill
‘offers an attractive alternative to some who would otherwise be
required to sell in order to pay federal estate taxes.

A third compelling reason for continuation of ownership of
this newspaper by Endowment is the total absence of revenue lost
to U. S. government.

It should be noted that if S. 1410 becomes law, a private
foundation owning a newspaper would continue to be subject to the
'tequiramento of Section 4940 (excise tax on investment income),
Section 4941 {(tax on self-dealing), Section 4942 (tax on failure to
distribute income), Section 4944 (tax on jeopardy investments), and
Section 512 (tax on unrelated buninoas income), the combination of
which would effectively insurevagainst the newspaper being operated
for any personal gain or other improper purpose. Further, under
' existing law such newspaper is subject to the same income taxes as
a newspaper which is owned by an individual or a corporation.

Finally, .there would be no competitive unfairness if S. 1410

were enacted.
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The legislative history of the stock ownership limitation with
respect to ‘private foundations adopted by Congress in 1969 reflects
that one of the paramount considerations fog the legislation was a
desire .to prevent a competetive disadvantage between businesses
.operated by-foundations and those operated by private individuals,
the thought being that individuals managing businesses operated by
foundations tend to devote an unreasonable amount of earnings to
the enhancement of plant, equipment and personnel and do not give the
same attentioh to realiz;tion of profit as a privately owned competitor.

The Houston Chronicle has as its principal competitor in the
City of Hﬁuston the Houston Post, .a morning daily newspaper. The
ownership of the Houston Chronicle by a private foundation has not

adversely affected the Houston Post, as is reflected from a compari-

son of the following figures:

24-860 0 - 84 ~ 27
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Total Advertising Linage
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(Sourcas

independent advertising measurement firm):

1965
Chronicle
Post

1982
Chronicle
Post

Total Paid Circulation

auditing firm):

1965
Chronicle
Post

Sept. 30, 1982
Chronicle
Post

Total
Advertising

Linage

53,489,842
41,219,214

114,275,040
81,680,199

Daily

277,488 (51.9%)
257,277 (48.1%)

419,869 (52.7%)

376,455(47.3%)

(Source:

Market
Share

568
443

58%
42%

Media Records, an

National
Ranking

8
Not in top 10

- )

Publisher's Statement to
the Audit Bureau of Circulation, an independent circulation

Saturday

256,121 (49.1%)
265,018 (50.9%)

410,155(50.5%)
401,185(49.5%)

Sunday

317,597(53.2¢)
297,104 (46.8%)

502,654 (53.5%)
436,659 (46.5%)
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Although, as the foregoing figures clearly reflect, there has
been no significant deterioration in the competitive position
of the Post as against the Chronicle, there ig included in
§. 1410 a provision to the effect that any private foundation
owning an indepeﬁdent local newspaper covered by the bill would
benefit from the provisions of the bill only as long as such newspaper
is operated in accordance with standards of efficiency and profit-
ability prevailing in the newspaper industry in the United states‘
from time to time. Surely such a provision will provide Qdequate
assurance to Congress and protection to the Houston Post.

Houston Endowment has established a long, éroud and economically
significant tradition of charitable endeavors. With retention of
the Houston Chronicle (as permitted in §. 1410), thls‘tradition
would be strengthened at a time when the federal government has
reduced its role, compelling all other enterprises to do more to
make the advantages of America available to all. S, 1410 pre-
serves and encourages a constitutionally free, independent local

newspaper at no revenue lost to the Government and should be

adopted.
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Every Saturday since 1884

Senate panel is told why newspaper
yroups continue to grow in the U.S.

Golden Dozen to Baker's Dozen—there are now |13
newspaper groups in the United Ststes that qualify for mem-
bership in the millionsires’ clud (those whose aggregale
weekday circulation exceeds one million copies).

These 13 groups (or *'chains'' as they are called in con-
gressional hearings and scademic treatises) had ABC-
cenified weekdsy sales of 26.268.955 copies and Sunday
sales of 27,529,095 as of September 30, 1978 audits. The
wotals represent about 42 percent of U.S. daily circulation
and 50% of Sunday circulation. Group newspapers have
been responsible for a large part of the u surge in
Sundsy circulation by adding scores of Sundsy editions.

In this annual compilation based on statistics in the /979
Editor & Publisher Internaiional Year Book, the Knight-
Ridder group holds its place as No: | in aggregate circulation
with 34 dailies in 25 markets. Gannett became a close sec-
ond, the merger with Combined Communications Corp. add-
ing two major papers—OQakland Tribune and Cincinnati
Enquirer—{or a total of 80 in 68 markets.

Also in the 3-million class. Newhouse Newspapers (29 in
22 markets) was not far behind Gannett nor was the Tribune
Company (9 in 9 markets). Acquisition of the Martford
Courant moved Times-Mirror over the 2-million mark,

Eleven groups have aggregate weekday circulation of
more than 500.000 copies. They are:

Pulliam in four markets.

Copley in eight markets.

Evening News (Detroit) in four markets.

Freedom in 30 markets.

Harte-Hanks in 22 markets.

Independent (McLean et al) in four markets.

Lee in 21 markets,

Media General in four markets.

Murdoch in two markets.

Washingion Post in three markets.

Landmark in eight markets. . :

One aspect of newspaper ownership is attracting greater
atiention by advocates of legislation to curb monopoly. That
is the extent to which the Newspaper Preservation Act of
1971 provides anti-trust exemption in group newspaper busi-
ness operations. Of the 20 situations where joint arrange-
ments are protecied, group owners are partners in 16. Gan.
neit Company recently acquired controlling interest in the
printing corporation by switching from the Banner to the
Tennessean in Nashville.

The four situations where both partners in the joint plant
opention are local independents are in Fort Wayne, Ind.,
Tulss, Okia., Franklin-Oil City, Pa. and Salt Lake City,
Utah. Gannett is & partner with non-group papers jn Hon-
olulu, Shreveport, La. and Nashville; with Pulitzer in Tueson
snd with Scripps-Howard in El Paso. An application for
spproval of a Gannenl-Scripps tieup in Cincinnati has been
before the Department of Justice for more than 8 year.

Scripps-Howard is involved in six partnerships—
Pittsburgh (with Block), Albuquerque (with a non-group
owner). Columbus, O. (with & non-group owner), Knoxville.
(with non-group owner), Birmingham (with Newhouse) and
El Paso (with Gannett). Newhouse and Pulitzer have & joint
operation in St. Louis. Hearst and an independent have a
joini arrangement in San Francisco. Lee and independents
share plants in Madison. Wis. and Lincoln, Neb. Knight-

Ridder and Cox have a joint arrangement in Miami and Clay
operates with an independent in Charleston, W. Vs,

A review of the Newspaper Preservation Act (originally
called the Failing Newspaper Act) would be an item on the
agenda of a govemment commission which Rep. Morris K.
Udall of Arizona proposes 1o study the level of competition
in publishing and other industries. Sen. Gary Han of Col-
orsdo and Sen. Larry Pressler of South Dakota are co-
suthors with Udall of the Competition Review Act authoriz-
ing a five-ysar study.:A similar bill, providing for a three.
year study, failed 10 sttract much support in the last Con-
gress.

Miilionalres’ Club

lation Ne.
. dollies  Woskdey Sundsy  markets

1. Knight-Ridder M TN 4347832 25
2. Gannett 80 3390138 3308253 68
3. 20 3220220 3002808 22
4. Tribune 9 3158220 43129019 [ ]
5. Nimes Mirror T 2081487 2484528 7
6. Dow Jones 1 1946.448 325040 29
1. Scripps-Howard 17 1888440 1,853844 18
§. Hearst 10 1442002 2188718 1]
9. Cox 19 1205382 1203420 13
10. Thomson ‘64 1,078,717 . 840, ]
11. Cowies 10 1025237 1392121 [}
12. Capitat Cities 8 1010012 744,208 ]
13. Now York Times 10 1,002383 15869092 10

The trend toward group purchases of family-owned inde-
pendent newspapers continues this year, according 10 the
number of sales reported in E&P. In seven months of this
year 38 daily newspapers changed hands and 34 of them
have gone into groups. They include five dailies of the
Lindsay-Schaub group that went 10 Lee Enterprises and
two Carter Glass properties that joined the Worrell list.

So the actual number of groups has declined from 167 in
1978 10 164 this year. A p. by E&P definition, is com-
posed of two or more dailies in different markets under
common ownership.

“In current transuctions thres notable family enterprises
have been transferred 10 wide-ranging groups. They are the
Buffalo (N.Y.) Courier Express, the Conners family's
morning-Sunday paper bought by the Cowiles interests of
Minneapolis and Des Moines; the Nashville Tennessean,
morning-Sunday, which Gannett takes over from the Evans
family in s deal which puts the Nashville Bonner, evening,
into the hands of a local group; and the Hartford (Conn.)
Courant. morning-Sunday, for which Times-Mirror Com-
pany of California is paying about $10S million to a farge
number of shareholders. The Courant price, incidentally,
10ps the amount paid by Capital Cities Communications Inc.
for the Kunsas City Star and Times—3$96 million afier divest.
in!r:“wo paper-making concems~—in 1977,

s year's transactions have focused attention on the
growth of groups in one stute—Florids. The purchase of the
Winter Haven News-Chief by Multimedia Corp. left only six
dailies out of 41 in local ownership. Muliimedia became the
141h **nutional’ group (0 own a duily newspaper in Florida.

Meanwhile, in Washington, the siaff of the U.S. Senate

(Coniinued on page 14)
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Newspaper groups continue to grow

(Continued from page 9}

«  Select Committee on Small Business has been considering
the question of how much longer & 25,000circulation dail
such as the Salishury (N.C.) Post might resist tempting of-
fers from a group and remain a family operation.

Third-generution publisher James F. Hurley 111" told his
answer to that question in a document which is a part of the
thick file of testimony recorded by the committee. In De-
cember. the chairman, U.S. Senator Robert Morgan of
North Carolina, has promised a full report (0 the public on
what it has learned about the state of the newspaper industry
and what could be done by legislation 10 stem the tide toward
concentration of ownership of the free press.

Morgan opened the special inquiry declaring that “'there
appears to be more misinformation than good information.*

¢ wanted to know, he said, what is the makeup of the
newspaper industry . . . what is the govemment position
reguding it . . . how do the chains operate and carry out
editorial policy . . , when does concentration of ownership
become a true threat 10 freedom of the press . . . and what is

. the state of competition between the newspapers and other
communication media. -

""Many people who wish'1o start papers are small
businessmen and these hearings will better acquaint them
with the possibilities and pitfalls,” Senator Morgan re-
marked. **Many small businessmen enter the newspaper bus-
iness with the intention of selling out to a chain at some point
and then retiring. Many do not and wish 1o pass the paper on
10 their children but find they cannot.* .

Jim Hurley, whose family has owned the Salisbury Post
since 1912, provided the commitiee with a factual—though
hypothetical~case history of two newspapers (Family
Times and Family News), one of which was sold 10 8 group.
His presentation 10 the committee follows, in part:

Newspaper A (Family Times) has circulation of 25,000 and <

does & ness of $3 million per year. Its advertising rate is
$2 per inch and its subscription price is $4 per month. (These
figures-are very low).

Out of its operating revenues, Family Times eams 20
percent or $600,000 before taxes. The owners of the com-
munity paper elect 10 put 10 percent of grmu profits into a
profit-sharing m for employes and reent into local
charities, e1c. Thus the taxable revenue is. about $500,000,
half of which is left for the owners.

Internal Revenue Service has ‘'strongly recommended"*
that the company pay half of its net eamings in dividends
because it can't prove a need for retaining much more than
the allowable $150.000. Family Times, IRS says, is not using
its retained earnings 10 buy other newspupers so it can't
Justify more than SI million in retained camings.

Thus only $125.000 is paid in dividends to owners who
have other income and find themselves in the 60 percent tax
bracket. Therefore, $75.000 of the dividends from the news-
paper go 10 pay federal income taxess leaving the five owners

.. 550,000 to share. )

The press. purchased 10 years ago for $500,000;.cannot be
replaced for $500,000 aliowed as depreciation. A new press
of the same capacity would cost $2 million. Thus, Family
Times must set aside all of its undistributed profits for 12
years merely 10 replace the press. .

Meanwhile, Newspaper B (Family News) is located 20
miles down the road. It also has a circulation of 25,000, an
advertising rate of $3 per inch, and a subscription price of $4
per month. xnd annual revenues of S3 million. It has 20
owners. all descendants of the original owner. Ten siill live
in 1own, but 10 have scattered (o various parts of the coun-

ry. .

Disgusted with their retumn of $2.500 in after-tax dividends
(50.000 divided by 20), the out-of-town nieces, nephews and
cousins demand more moncy. Family News has its annual

"

'

stockholders meeting and faces three options:

1. 1t can operate as it always has operated. paying some
dividends and investing the remainder in new equipment and
in its employes and its community.

2. Tighten up by eliminating any investment in tmploye
benefits {i.e. proflt sharing) or the community or in saving its

fits for re-investment and thus. pay out all after tax earn.
ngs in dividends. This pleases, at least temporarily, the
cousins but management realizes it will take its 1o} in effi.
ciency as each year goes by.
'b:' l' the paper for $20 million to Group Communics.
ns, Inc.

After much heated debate, the stockholders decide on
Option 2. Fewer benefits for employes. Little community
involvement. No money set aside 1o replace equipment.

Soon Family News realizes it has made a disastrous
cht;icc. Bmp:'oy?s. not ming‘ the advancement oppor-
tunities on a single paper they Ve ONn & $roup newspaper,
demand more money and security for the same jobs. Re
community feels the newspsper no longer helps with worth-
while causes and thus the paper loses some key support,
Most imporantly, Family News' press begins breaking
down more and more often. Jis production equipment beging
10 be outmoded. Its profits begin to dip, and Family News
must make & huge investment to remain profitable. Since
money has not been set aside to replace this equipment,
Aunt Susie in San Francisco must come up with an invest.
ment of $200,000 or go on a note of that amount as her shars
10 keep the paper profitable. Other stockholders must pro-
vide an equal amount. :

The Family News, whether it decides on Opton 3 im-
mediately or delays sale by taking Option 2, sooner or later
will get around to Option 3, i.e. selling the paper to Group
o can Growp Communications, Inc., profit by paying

ow can Group Communications, Inc., t by pa
$20 million for the Family News?

Group Communications, Inc., borrows $20 million to pay
10 stockholders of Family News. This costs Group Commo
$2 million per year in interest. Therefore it is tax deductible if
Group Commo can make & before tax profit of $2 million in
Family News, which we shal) now call Group News.

Group Commo, Inc., noting that the advertising and circu-
lation rates are extremely low, raises the ndvertising rate S0
percent to $3 an inch and the subscription rates to $6 per
month. Group News now has an income of $4.5 million
versus the old Family News' income of $3 million. (Because
of the increase, some customers quit initially but Group
Commo finds some efficiencies, so the changes balance out.)

Since Group Commo, Inc., does not improve the paper
materially, other than through its own expertise, expenses of
Group News remain the same as that of the old Family
News. As a result, Group News eams $600,000, plus all the
increase in revenues brought in by the rate increases. In-
come becomes $2.1 million before taxes, not $600,000.

Group Commo Inc., the parent company, will pay off the
principal either out of its 30 other profitable newspapers, the
profits over and above the $2 million Interest andfor with
infintion. Taxes, because of interest expense. are zero.

Meanwhile, what happened to the 20 owners? Exch re-
csived $1 million from ihe sale. Let's say capital gains cost
23 percent or $250,000 for each of the stockholders. Each
one received $750.000 afier tax. He invests the money in
tax-free bonds at 6 percent. Aunt Susie's income now is
S‘;fg ;ﬂcr each tax year instead of $2,500. Why shouldn't

Group Communications Inc.. taking advantage of legisla.
tion which saves the company money, operutes Group News
very efficiently. It may even make improvements because
corporale headquariers can supply experts in everything. .

EDITOR & PUBLISHER for September 1, 1979
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STATEMENT OF
INTERNATIONAL UNION, UNITED AUTOMOBILE, ABROSPACE
AND AGRICULTURAL IMPLEMENT WORKERS OF AMERICA (UAW)
_ on the
UNEMPLOYMENT COMPENSATION EXTENDED BENEFITS PROGRAM
Submitted to the
SUBCOMMITTEE ON

SOCIAL SECURITY AND INCOME MAINTENANCE PROGRAMS
of the SENATE FINANCE COMMITTEE

August 1, 1983

The UAW Is pleased to present its views on the changes in the Extended
Benefit Program enacted under the Omnibus Budget Reconciliation Act of 1981.

The Omnibus Budget Reconciliation Aot instituted severe eligibility
restrictions for the 13 additional weeks of benefits available under the Extended Benefit
Pr_qgram to exhaustees of regular state benefits, This legislation drastically cut back
on eligibility by: ’

(a) eliminating the national trigger;

‘(d)  excluding extended benefit recipients from the calculation of the
state extended benefit triggers; .

{¢)  requiring a 20 to 25% increase in the state extended benefit triggers
(by raising the necessary targets by one percentage point);

(d)  requiring twenty week§ of work for extended benefit eligibility.

These changes have led to sharp cutbacks in budget outlays, but at the
expense of several million unemployed workers, If not for the first two changes;
extended benefits would have been paid in all states beginning in May 1982, nearly one

year after the onset of the recession. Bxhaustees of regular state benefits in many
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states had to wait untll mid-September to receive additional weeks of benefits under
the Pederal Supplemental Compensatién program. .

The impact of these legislated changes on workers in the hardest hit states
has been even more devastating. In the midst of severe unemployment, the Extended
Benefit Program triggered "off" in Michigan between December 1981 and March 1982;
the State's unemployment rate of 12% was then the highest in the country This
unfortunate situation was nearly repeated this past winter as the State's insured
unexﬁp!oyed rato fell below the 6% threshold for the four weeks immediately preceding
the effective date of ﬁh higher trigger. Fortunately, the combination of an increase
in regular state benefit reciplents and a decline in the number of covered workers
pushed the State's thirteen-week insured unemployment rate just barely above §%. In
nine other states,! however, extended benefit payments were suspended last October
as the higher threshold requirements came into effeot.

Though the economy is beginning to emerge out of its deep recessfon, the
problem of hlgh joblessness will not dissipate for many months and even years to come.
Moreover, the cutbacks in the Extended Benefit Program are continuing to inflict
. suffering on the long term unemployed. The National Bureau of Economic Research
recently pronounced that the 1981-82 recession bottomed out in November 1982 while
the official unemployment rate peaked at '10.896 in December. The stock market has
been predicting a recovery since last summer, and indeed wealthy investors and brokerage
. firms have been reaping huge gains over the last year. Unfortunately, millions of
unemployed workers have yet to see or feel the end of recession,

The unemployment statistics point to nearly 11.6 million workers without
jobs in June, including 2.8 million who were jobless for 27 weeks or more. In June
1981, the last month before the recession began, total unemployment was less u_um 8.5

1. Alaska, Arizona, California, Loulsiana, Montana, Nevada, North Carolina, Rhode
Island, and Utah, ‘
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million, with 1.1 million lgng term unemployed. In addition to the 11.6 million workers
counted as unemployed, another 6.6 million were working on a part-time basis and were
interested in full-time work, and another 1.6 million were too discouraged to even
search for jobs. On a seasonally adjusted basis, the civilian unemployment rate dropped
to 10.0% by June, down from last December's poet;-depreuion record of 10.8%. However,
unemployed workers are now jobless for an average of 22.0 weeeks, up {rom an average
of 14.3 weeks in June 1981, Half the unemployed in June were jobless for 11.8 weeks
or :longer, compared to an average of 6.7 weeks two years earlier,

While the President declares that the economy is "beginning to sparkle,”
the Administration's own forecasts for 1983-84 project a 9.6% unemployment rate for
the last quarter of 1983 and an 8.6% rate for fourth qu&ter 1984, Full employment,
newly defined at 6% in an exercise of statistical obfuscation, is not profected until
the end of 1988, and even that forecast is considered too optimistic by some observers
(see The Morgan Guarantee Suryey, July 1983). -

In the midst of current high joblessness and projections of c9ntinued
un;mployment problems we find that exhaustees of regular state benefits are currently
eligible for extended benefits in only five states (Alaska, Louisiana, Pennsylvania, West
Virginia, and Wyoming), with three of these states slated to terminate extended benefit
payments as of August 6. Twelve other states with unemployment rates'in excess of
10% (May, latest available) have already triggered off the program (see appended table).
This is for a program set up to provide additional weeks of benefits during periods of
high unemployment. In Michigan, the total unemployment rate stood at 14.7% in May;
yet 56,000 unemployed workers were dropped from the extended benefit program in
mid-June when it triggered off. In Indiana, the EB program triggered off at the end
of April and the insured unemployment rate has since dropped to 5.6%. Yet, the total
unemployment rate reached 10.2% in May. Unemployed workers in three states (Arizona,

New Mexico, Tennessee) with current unemployment rates in excess of 10% have been
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denied extended benefits since the last quarter of 1982, In Tennessee, for example,
the total unemployment rate stood at 11,3% in May, yet the insured rate is now less
than 3.6% and extended benefits have been triggered off since the last week of
éeptember.

The cutbacks in the Extended Benefit Program have led to severe economic
hardship for several million workers who have exhausted regular state benefits and/or
federal supplemental benefits, and have been denied extended benefits. As a result,
the nation's record for cushioning the impact of joblessness has been far worse during
this recession than in any other postwar downturn. Even with the additional benefit
weeks under the Federal Supplemental Compensation legislation, no more than 40% of
the nation's unemployed currently are receiving any unemployment benefits; during the
1974-78 recession, by contrast, nearly three~fourths of the unemployed were receiving
benefits.

The more adequate protection afforded unemployed workers in prior years
was the product of more reasonable standards for the payment of extended benefits
am.l‘ the enactment of programs to protect exhaustees of extended benefits as well,
During the two recessions of the 1970s, for example, legislation was enacted to extend
unemployment benefits for durations of as long as 65 weeks. Between January 1972
and March 1973, benefits were extended for an additional 18 weeks, up to a maximum
of 52 weeks, Benefits became payable for an additional 13 weeks to eihaustees of
extended benefits between January and March 1975, for 26 additional weeks (up to 65
weeks) between March 1875 and March 1977, and for 13 additional weeks (up to 52
weeks) until January 1878. The 13 additional weeks of potential benefits payable .
between April 1977 and January 1978 were financed by general revenues.

. The cutbacks instituted under the Omnibus Budget‘Reconcﬂiatlon Act
violated the purpose of the federal-state unemployment insurance system, which was
established in the mid-1830's in recognition of the enormous costs borne by unemployed
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workers as a result of economie, political, and social forces over which they have no
control. Two major goals were set: first, to cushion workers against economic hardship
when they become unemployed through no fault of their own; and second, to bolster
purchasing power when -total spending is declining, thereby helping to automatically
stabilize an historically oyclical economy., The two goals are closely related — an
adequate level and duration of benefits are required to ease private adversity and
bolster a community's total purchasing power during periods of economie decline and
high unemployment. ‘

The legislated changes have seriously weakened the program and its role
as a first line of defense against the hardships brought about by rising unemployment..
Not only. have unemployed workers and their families suffered by the shredding of the
elready threadbare safety net provided by the unemployment insurance program, but
businesses have suffered as well due to the rapid shrinkage of purchasing power In their
communities. The number of unemployed workers exhausting their regular state benefits
exceeded 400,000 per month in the first five months of this year, and only a small
per'éentage of these exhaustees live in states paying extended benefits.

The costs arising from unemployment and the exhaustion of benefits are
being borne privately in the homes of the unemployed; these costs range from financial
insolvency, mortgage foreclosures, and the inability to pay for urgently needed medical
care to the rise in intra-family tensions and mental health problems. Tﬁe costs also
are being borne socially as the long-term impacts of higher crime, community instability,
and mental health problems associated with Increasing unemployment begin to spread.

The erosion of the unemployment insurance system has served to undermine
its role as an automatic economic stabilizer and thereby has contributed both to the
depth and duration of recession and to the accompanying-rash of business bankruptecies,
especially of smaller businesses that are directly.dependent on consumer spending.

Business failures in 1982 reached the highest level since 1932, and remain at extremely
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high levels, The sharp outbacks in unemployment benefits, along with cutbacks in
public assistance and employment programs, have exacerbated the impact of deteriorating
economic conditions by weakening the automatie stabilizing role of the program.

In summary, it is essential for the Congress to rescind the changes imposed
in 1981. Moreover, the Federal Supplemental Boﬁotlt program must not be allowed to
expire at the end of the current fiscal year. Legislation to fully restore the Extended
Benefit program and to preserve the potential duration available under the FSB program
would parallel similar programs enacted In prior recessions,

- The UAW advocates a permanent program to provide a maximum benefit
duration of 52 weeks under normal circumstances and no less than 65 weeks when the .
unempléymmt rate at the national level exceeds the 4, percent goal set forth in the
Full Employment and Balanced Growth Act of 1978,

The UAW appreciates this opportunity to share with this Subcommittee
our vlem' and our auggeqtloqs for. reinvigorating a network of programs we believe vital
forppro'tectlnc workers and thelr communities against the debilitating effects of long-

term unemployment,

opelud9s
4d12
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Appendix: Unemployment Benefits in ‘High Unemployment States

Total Insured Status of Weels of
Unemployment Unemployment Extended Federal
Rate Rate gcneﬂul; Compensation
nding Date %gﬂﬁ
(May 1983) amy 9, 1983) y 9, 1
Alabama 12,9 4,38 6/4/83 . 10
Alaska 10.7 6.10 On 14
Arizona 10.1 3.23 10/23/82 8
California 9.9 4.75 7/2/83 10
Idaho 11.8 4.96 7/2/83 10
Hlinois 11.8 5.08 6/25/83 8
Indiana 10.2 3.62 4/30/83 8
Louisiana 12,5 5.61 On 12
Michigan 14,7 4.43 6/11/83 10
Mississippi 11,9 5.22 7/16/83 12
New Mexico 10.3 417 11/27/82 10
Ohio 12.9 4.15 §/14/83 10
Oregon 10.2 5.39 1/2/83 , 12
Pennsylvania 12.1 6.08 : On 14
South Carolina 10.1 3.44 3/19/83 8
Tennessee 11.3 3.58 9/25/82 8
Washington 11.1 5.42 7/2/83 17
West Virginia 18.2 7.84 On 14
Wisconsin 10.2 4.25 6/18/83 . 10
Wyoming 10.1 8.58 On 12

* Will end August 6, 1983.

Note: National Civilian Unemployment Rate
-~ geasonally adjusted: May, 10.1%; June, 10.0%.
- not seasonally adjusted: May, 0.8%; June, 10.2%.



426

STATEMENT OF THE
INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA
TO THE SUBCOMMITTEE
ON TAXATION AND DEBT MANAGEMENT
OF THE
SENATE COMMITTEE ON FINANCE

The Independent Petroleum Association of America is a national
organization of some 7,000 independent o1l and natural gas producers in
every producing area of the United States, IPAA, togethar with the
twenty-nine unaffiliated associations listed on the cover page, represent
virtually all independent producers and thousands of royalty owners in
the United States. We are grateful for this opportunity to present our
views in support of S. 1549 to update the definition of unrelated
business taxable income 1n connectfon with the hearings held by this
subcommittee on August 1, 1983. We respectfully request that this
statement be made a part of the permanent record of that hearing.

In general, the statutes now provide that a tax exempt organization
1s subgect to tax at the regular corporate rates on income derived from
the active conduct of a trade or business which is not substantially
related to the function or purpose upon which the tax exemption is
based. These provisions were adogted principally to eliminate a
competitive advantage a tax exempt organization would have compared to a
taxable entity engaged in the same business. The statutes distinguish
income derived from a "trade or business,” which {s taxable and income
derived from investments, which is not taxable. Therefore, income
received from interest, dividends, rents or royalties do not affect the
tax of the organization except in special situations. In order for the
unrelated business tax to be imposed, the exeu:t organization must be
regularly engaged in unrelated activities which conscitute a trade or
business such as the offering of goods for sale or the performance of
services. Where an exempt organization is a member of a partnership, the
law currently provides that the partner will receive unrelated business
income equal to its share of the income derived from any unrelated
busfness activity conducted by the partnership.

Interests in of] and gas properties mai be held by an exempt
organization in two general forms. The entity may acquire a
*nonoperating interest,” that is, a right to the reserves in place which
1s not required to bear a proportionate share of the costs of - .
exploration, development or production. These nonoperating interests
commonly take the form of royalties, net profit interests or, in limited
circumstances, a production payment. The income derived from these
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interests is not “"trade or business® income and 1s therefore not subject
to the unrelated business tax. 011 and gas reserves way also be acquired
through an 'Oporatin? interest,” or an interest which shares in the costs
‘of exploration, development and production. These interests are commonly
referred to as working interests and unlike a royalty or similar
interest, the participation in costs of development and production place
the owner in a “trade or business.” This determination is not affected
by the nature of the activity actually performed by the interest owner.
The working interest owner is engaged in a "trade or business® even where
the day to day operation of the property is delegated to a third party
operator. Thus it is the nature of the interest in the property and not
the activities with respect to the property which determines the
exfistence of a "trade or business.*

The bi11 currently before the subcommittee, S. 1549, would amend the
definition of unrelated business taxable income to exclude working
interests held through certain limited partnerships for pension trusts
and educational organizations. These provisions would provide needed
flexibflitx to the investment managers of pension funds and endowments by
enabling them to diversify their portfolios. The bill would also make
available a new source of funds to the oil and gas industry which is
chronically short of investment capital. Provisions which achieve such
desirable policy goals in a manner which 1s essentially revenue neutral,
should not be rejected unless the negative gotantial {s both clear and
periuasive. The arguments presented against the provisions appear to be

neither,

The principal arauuont against S, 1549 {s that it is inconsistent
with the theory of the unrelated business tax and that creating an
oxungtion for certain ofl and gas limited partnerships will lead to
similar treatment for all business activity conducted by limited
partnerships. These arguments are clearly strained. The "theory" of the
unrelated business tax is to prevent exespt entities from using their
axemgt status to gain a competitive advantage. An exempt organization
which holds a limited partnership interest in a partnership holding
working interests has no greater or lesser competitive advantage than if
it held the same interest in the form of a royalty. In both situations,
the essential source of income is the sale of the production and this
function 1s not affected by the nature of the economic {nterest held by
the exempt entity. The provisions of S. 1549 simply allow exempt
entities to acquire ownership of o1l and gas reserves in a direct,
strafghtforward manner without placing unwarranted emphasis on the legal
nature of the economic interest acquired.

Concerns that the treatment of oi] and gas limited partnerships
pr:gosed in this legislation will ultimately extend to other limited
partnerships do not sppear valid. Although Congress has chosen to treat
all limited partnership income as "passive” for individuals (the limited
business interest provisions of sectfon 55 IRC for purposes of the
alternative minimum tax) concerns over the future direction of policy are
not appropriate reasons to object to these provisions. In any event, the
largest activity conducted through Timited partnerships consists of real
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estate Investments, an activity which generally does not produce
unrelated business taxable income. It should also be noted that the
presence of substantial investments in equity capital in the real estate
markets from exempt institutions has not resulted in significant
distortions of the market.

It is also argued that the unique risks of oll and gas investments
make this investment inappropriate for institutions such as pension
trusts and educational endowments. It 1s without question that the
exploration and developmént of oil and gas reserves involves great risk.
As a result, they are not appropriate investments for those without
knowledge and experience in evaluating these investments. The provisions
of S. 1549, however, do not create new opportunity for exempt entities to
expose themselves to risk; the provisions of the bill simply add
flexibility to those investments. Exempt organizations, guided dy -
‘prudent investment advice, can and do now make investments in o1l and gas
either through royalty interest or through the ownership of stock in
producing companies. Depending upon the stage of development, the risk
in these investments 1s Just as great as in ac uiring a working
interest. We would not, however, seek to preclude these investments
because of risk, but only require that they be guided by the standards of

prudent judgement. :

It has also been stated in opposition to the bi11 that there are not
sufficient limitations on partnership allocations to prevent the transfer
of tax benefits from tax exempt partners to taxable partners. When
viewed 1n context of the existing statutory and regulatory framework, we
believe these concerns are overstated. The provisions of the bill when
combined with the provisions of section 704, regarding substantial
economic effect in partnership allocatfons, and section 613A, determining
basis for depletion provide a solid basis for denying tax benefits in
cases of perceived abuse. To determine the potential for abuse, the
entire structure of the Internal Revenue Code must be considered, not
Just this isolated amendment.

In summary, we believe that S, 1549 provides flexibility to
institutions and capital to the oi1 and gas industry with 11ttle or no
cost to the Treasury. The benefits to be derived from.these provisions
by both the instituttons and the o1l and gas industry are obvious, while
opposition to the provisions is strained and highly subjective. The
provisions of S. 1549 represent a well balanced approach to allow
institutions to directly acquire interests which they can now acquire
only indirectly. The provisions of the bill are a straightforward
attempt to update the definition of unrelated business taxable income to
reflect current business realities and should be enacted.

Independent Petroleum Association of America
August, 1983
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TCSTIMONY O VCLUNTEER MILEACE BILL
Submitted by Mamie Hamilton Lee, President,

Natfonal Association of Meal Programs

I am Mamie Lee, President of the National Association of
Meal Prcgrams. This is the national association of community
meals on wheels and of many congregate meals programs, We
presently have 366 members, and anticipate this number to double
in the next two years, Traditionally meals on wheels programs
have been indeperdent and concerned only with their own comaunity.
Since thke 1978 reauthorization of the Older Americans Act aand
the development in the ensuing five years of standards and fund-
ing for home-delivered meals, communities have found the need

"to become part of a national meals association.

We have taken many strides during these five years, and we
gre especially pioud of our record in building community involve-
ment and support in a prcgram which could easily be turned over
to Government, We believe in people helping people. But some-
times those helping people need some help themselves., That is
why I am here today to testify on the Volunteer Mileage Bill,

It's not 80 very long ago that the myth of the rich lady
volunteer was believed by most of us. It took the development
of such programs as M. als on Whiels to help us all begin to
recognize who the volunterrs re 1y are -~ you, me, cur neighbors,
friends, colleagu-~s, parents, grandpareuts, children. Everyoue
of us needs to give; every our ¢f needs to be needed, And tte
wonderful part is, we are all needed,

The industrializatiou a.d wmassive technological change of

the past few decades have ta’. . our society and kind of turnsid

24-860 0 ~ 84 - 28
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it vpside down, Where there used to be a relative around, or a
neighbor, or a church nearby which made certain an isolated older
person was cared for, had food, had someone to talk to, there
today cften is no one who even knows that older person is there,
And if they know, they may well be fearful "of becoming involved,"
of trying to help and then ending up with more responsibility
than they can manage, .

So we suddenly have said that Government should begin pro-
viding for all the isolated, lonely, ill, hungry people in our
country. Yet Government is limited by the money which we give
in the fcrm of taxes., And, if Government did do everything,
what use would there be for us, the ordinary citizen who wants
to be a part, who wants to live in a way that brings meaning and
satisfaction - which cores only in being able to give of one-~
self to others?

We also know, though, that most giving involves costs of some
kind., A cost Lhat has increased.geometrically over the past five
years is the cost of travel. And for the meals on wheels volunteer,
this isn't just travel to a plaée where one can volunteer, it
may mean traveling to pick up meals, driving a route of ten to
twenty miles to deliver the meal, 2nd then returning to the pick~
up site to deposit the carriers.

The people who have the time during the day to deliver thLese
meals to isolated, homebound, mainly elderly persons, are usually
themselves clder, and retired., This means they are living on a
fixed income., Today an ever increasing number of people who have

been working are either wcrking less, or are unerployed, They,
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too, have time and skills to offer, and they have an ever greater
need than before to be able to help others, to feel productive,

What we need is a partnership between the Government and the
people to make volunteering of one's time, skills, energy possible,
and this without the taint of the Government involvement which
all too often destroys the community spirit to look after their
own., GOne way to help the volunteer is to allow deduction of
travel or mileage costs for federal income tax purposes.

For Government and for business when an employee uses their
own personal car for Government or business tasks, they are re-
imbursed at a rate around twenty-two cents per mile, Present
tax law provides for a deduction of 20 cents a mile when the car
is used for business and nine cents & mile for a volunteer. We
simply tave not kept up with the ever increasing costs of gesoline
and car maintenance. Certainly with all the financial data avail-
able it would be possible to link the amcunt of deduction allowed
to 8 realistic travel or wmileage cost indicator, a&nd at minimum
to allow the same amount for the volunteer as for tke person
conducting "business."

This is all we ask ~ that the individual volunteer have the
opportunity to deduct travel/milcage costs at the same going
rate as used by Government and business for their employees,.and
at a minimum, that thec rate spplied to business in the tax laws
4lso apply to volunteers.

What we have not touched upon is those volunteers who do not
have enough non-Social Security Security income to necessitate

completing the "long" tax form, do not itemize their deductions.

Fost of these volunteers are over sge 65; some are in their
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eighties. As soon as the price of gasoline doubled a few years
ago, we found these volunteers confronted by an extremely diffi-
cult problem: how to find the money to pay the costs to deliver
those meals, They give freely of their time, their skills, their
caring. What many do not heve is the money tc buy gas.

Although this problem is not considered in this Bill, we
vant ta raise it for your future consideration. One option we
would suggest is giving these volunteers a tax credit on their
gasoline - i.,e, give them a ration card, or a sort of credit
card, to buy gasoline tax free, This would wmake possible a sharirg
by Government and the volunteers in the ccst of the gasoline, &nd
a greater sharing in the caring for human need.

If such a progran would be too cumbersome to administer,
perhaps a system similar to that used for public vehicles cculd
be extended to volunteers., Again, the partnership wou}d help make
it possible for the volunteer to carry out his or her duties.

Lecoking at this same partnership from the service perspec~
tive we can quickly see that the meals on wheels voiunteers vhile
helping people in need are also relieving the Government ¢f what
could be a costly and never~ending burden, Without proper nutri-
tion many more people would be requiring crisis medical care,
and would have to be institutionalized. According to the recent
Administration on Aging meal program evaluation report (Kirsch-
ner Associates of Albuquerque and Opinion Research Corporation
of Frinceton, New Jersey), the average home~delivered meals re-
cipient is 78 years old and in poor health; 65% have imcomes under

$6,000; 98X of those receiving home-~delivered meals are "priority"
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- i.e. are frail, low income, minority, and/or over age 75. Hithouf
meals on wheels wany more would be in institutions supported by
Medicaid and Medicare. .

Since a key benefit to the volunteer is the sense of being
needed and knowing that someone’s well-being depends or the delivery
of those meals, meals cn wheels benefits the vell elderly as well
83 the more infirm elderly, The tax deduction for mileage at a
rate equal to that for business would be a recognition of the valu~
able contribut{ons made by volunteers, and especially those elderly
volunteers who are the backbone of toth the meals on wheels and
congregate meals programs. This deduction wculd also provide
that extra financial assistance needed by many to make being a

.volunteer pcssible.
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For ENTRERENEURIL TRCHNOLGEY
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Philip Speser, J.D., Ph.D.
Executive Director

STIMULATING PRIVATE SECTOR INVE&THBNTS IN OUR FUTURE

Testimony on S. 108 submitted to
the Senate Subcommittee on Taxation and Debt Management

Philip Speser, J.D., Ph.D., Executive Director
Nationa)l Institute for Entrepreneurial Technology

As America shifts from an industrial-based to a high-
technology-based economy. new skills are re?uired for careers.
Those who lack these skills will have increasing difficulties in
finding employment. The impacts of these changes are seen in
widespread unemployment due to cutbacks in basic industries such
as automobiles and steel. 8. 108 provides important tax
incentives which will benefit displaced workers and youth seeking
to enter the job market.

The ability of high-technology firms to contribute to
economic development through product and process innovation and
its associated benefits. depends upon the presence of highly
skilled, highly educated technicians and paraprofessionals.
(Brown and Hekman. New England Economic Review, Ja/Feb, 1980
Hekman and S8trong, New Economic Review. uar/:i, 1981,

Rothwell, QOmega, vol. 9(3), 1981,
Pirma, NSP 81-305.) Yet. small firms as well as large

firms are 1ncrea51n21y confronting labor shortages. (American
Electronics Association. Tachnical. 2xn§antxnna. May
1981; Secretary of Bducation and Director of National BScience
Poundation. Report to the President: and Engineering
EBducation for the 1980'a and Beyond, October, 1980; U.S. Bureau
of Labor Statistics, Labor Review. August, 1981.)
The Bureau of Labor Statistics has projected a 40% increase in
employment opportunities in science and engineezing occupations
at all degree 1levels from 1978 to 1990. (National Science

Foundation. Rive-Year Qutlook, p.7).

(it 2000 P Street NW, Sulte 305, Washington, D.C. 20036 (202) 833-2322 nmumunhnmmnnnin )
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In light of the fact that small high-technology firms are
one of the primary sources for net new job generation in the
United States (Birch, The Job Generation Procegs. 1979; Location
of High Xechnolegy Firms » Staff
of Joint Economic Committee, June 1, 1982.,), it is important to
ernsure that their growth is not stymied by the absence of an
appropriate labor force. "Yet," Pat Hill. Manager of Technology
Training and Careers for the American Electronics Association.
testified. “"they are affected by the technical manpover shortages
to a greater extent than their larger industry counterparts
simply because, unlike them. small companies cannot conduct
extensive in-house training programs to ‘grow' their own
technical talents.® (Before the 8Senate Small Business Committee,

Peb. 18, 1981.)

Community colleges and technical institutes can play a vital
role in preparing students for careers in high~technology
industries. They are already important sources for supplementing
and/or replacing on-the-job training for technicians and for
educating and training technicians who later become engineers by
directly going on to an engineering school or as a result of on-
the-job training (Dept. of Ed./NSF Staff Analysis, October. 1980,
p. 42). Post-secondary vocational education can play a role in
aiding business and industries to maintain or regain their
technological leadership and improve productivity.

Yet these schools face a number of problems in providing
education and training for students interested in high-technology
careers. As the National Science Foundation's second =

on Science (NSF 81-40) notes, for example.
community colleges are not yet integrated into the rest of the
science and engineering education system. The NSP highlights
problems in upgrading faculty, curricula, and equipment.

Business-community college/technical institute relation-
ships are an important means for addressing these problems
(National Center for Research in Vocational Education.
for » 3 vols., 1982). With business assistance.
community colleges have developed projects in areas such as
computer graphics., mini-computers. medical electronics. robotics.

records marnagement and word processing, precision optics. and
laser optics (Rreparing for High Technology. Programs Ibat Hork.)

Yet funding for such important programs 1is difficult to
obtain. S. 108 would provide crucial Federal tax incentives
thereby enabling connun1t¥ colleges and technical institutions to
leverdge private sector investments. 8. 108 is needed because
current tax provisions in effect skew business investment
decision-making by offering greater incentives for establishing
programs with universities and four-~year colleges than with other
degree-granting post-secondary institutions.

) We do, however, feel that 8. 108 does not go far enough. If
enacted, this legislation is likely to have a far greater impact
on corporate equipment donation strategies than on corporate
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provision of instructors or hiring of part-time emploieca. The
tax .incentives for the latter activities are most 1likely too
minor to do more than reward taxpaﬁera alread included to
engaged in what is, admittedly, a worthwhile pursuit.

Rather than providing greater incentives for instructors and
hiring, we would urge the Committee to focus directl¥ on the
financial needs of community colleges and technical institutes
offering important education and training programs. Tax
incentives also are needed to encourage employers to provide
tuition payments for community college and technical institute

degree-granting programs.

Such incentives are particularly important for small high-
tech companies. Even though these firms are the primary source of
net new high-tech job generation, they lack the disposible income
which larger firms use for in-house training programs and grants
to educational institutions.

We urge that 8. 108 be amended to include a tax credit for
small firms which participate in cooperative education progranms
for paraprofessionals and technicians with accredited degree-
granting post-secondary institutions. In order to qualify for the
credit, the firm would be required to release the employee for at
least 108 of his(her) time to participate in a education and
training program. Such programs would be deaigned by the
cooperating schools, ..unions. and firms, The only other
requirements would be that the program must involve both in-
house apprenticeship and classroom education components, and that
successful completion of the program would result in at least an
Asgocjiates Degree for the student. Por every employee enrolled in
the program. the firm would qualify for a tax credit equal to all
sums that it contributed to the school for the operation of the
program plus the employee's release time wages or salary for the
period that the employee is enrolled in the program if the
employee was hired within the last 12 months., A cap of S8 of the
employee's annual wage or salary would be placed upon the credit,

We urge the Committee to endorse S. 108 and to enhance its
operatjon by adopting our suggested amendment. If needed, tax
incentives for corporate provision of instructors and hiring
instructors as part-time employees could be deleted from the
bill. I want to emphasize, however. that even if no changes are
made, we support this legislation. As we stated when we endorsed
this legislation in a recent issue of our newsletter, NIBTNET,
*The shortage of highly-trained, highly-educated people for high-
tech industries demands a new emphasis on quality Associates
Degree programs as well as attention to B.A., B.S., M.A,, and
Ph.D. programs.”
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John R Withelm

August 12, 1983

Hon. William Armstrong

Senate Subcommittee on

Taxation and Debt Management

215 Dirksen Senate Office Building
Washington, DC 20510

RE: Testimony for Hearings on Volunteer Mileage Deduction Legislation,
§1167 and S§1579

Dear Seantor Armstrong:

Every year over 2.6 million people find that Travelers Aid gives an
immediate helpful response to their problems. In transportation ter-
minals and in center city offices, Travelers Aid provides assistance
that is not available through government programs or commercial enter~
prises. From runaway youths to elderly vacationers, from unemployed
jobseekers to business travelers, Travelers Aid provides unique coun-
seling and emergency assistance resources for individuals and families
who experience a problem or a crisis while separated from home and

familar forme of support.

The corneratone of Travelers Aid is the 4,000 direct service volunteers
and board trustees who freely incorporate to form nonprofit social
agencies. Together they have established services that provide cost
saving, remedial assistance‘to America's highly mobile population.
Last year, Travelers Aid volunteere donated 750,000 hours of labor to
improve the welfare of Americans and to make their comamunities better

places be.

In p\;ta/u:t of their voluntary activities they also logged countless
thousands of miles in their vehicles to reach their assiguments and
to attend organizational meetings. The cost of these activities are
born by the volunteers. The benefits extend to service recipients,
agencies at all levels of government, commercial organizations and our

urban communities.

701 Loo Swrost + Sulte 600 * Des Pisines, Minols 0018 ¢ (312) 206-5300 -

&)



Hon. William Armstrong
August 12, 1983
Page Two

2.6 million people assisted by 4,000 volunteers donating 750,000 houre
of labor. This is a form of American enterprise that should be en-
couraged through changes in public policy.- Because volunteers are
essential to our efforts to help mobile and displaced Americans, Tra-
velers Aid Association of America strongly supports S1167 sponsored

by Senator Durenberger of Minnesota and S1579 sponsored by Senator
Armstrong of Colorado. These bills would revise the Internal Revenue
Code to give the same mileage deductions to persons donating their
time to volunteer enterprises as is given for commercial activity or

government service.

It 18 our view that the proposed revisions to the Internal Revenue
Code will further encourage the contributions being made by vol-
unteers to Travelers Aid and the related charitable organizations with
whom we work on behalf of the American people.

We urge the Senate Finance Committee and the United States Senate to
support S1167 and S1579 which will strengthen the voluntary sector
and a key pillar of the American way of life.

Sincerely,

National Executive Director

JER/ jms
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August 2, 1983 . ;

) YMOA gf the US)
Wastonegton Ofe s

The Honorable Bob Packwood 1o RS A I
Chairman, Subcommittee on Taxation Seste a0

and Debt M gemnt Wasd vogtens Fre vags,
Senate Committee on Finance TR R

SD-219 Dirksen Senate Office Building
Washington, DC 20510

Dear Senator Packwood:

We urge the support of the Subcommittee on Taxation and Debt
Management for legislation to raise the deduction for chari-
table use of an automobile to the level of reimbursement for
business or government use. The National Board of YMCAs has
unanimously voted its approval of such legislation.

Both the public and private for-profit sectors are placing
greater emphasis on voluntarism as one means of responding
to social needs; organizatjons such as the YMCA of the USA
have long devoted themselves to fostering such volunteer
efforts. Dedicated volunteers not only give freely of them-
selves but often must either absorb some of the expenses
incurred in their service or curtail their voluntary activi-
ties. In relation to the use of automobiles, volunteer
service is surely as valuable to society as that intended

' for purposes of public government or private profit.

%e would appreciate your incorporating this letter into
the record of the Subcommittee's hearing of yesterday on
this and other tax measures.

Sincerely,
p . \ T Hag

SR B S V) RS TY

AW PN , '

Dt Venderma
Patty Bankson b Nubcaet! faerad
Director, Washington Office Sebon 18 £ vnsins
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PB/skm



