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ANTIRECESSION TAX CUT

WEDNESDAY, MARCH 5, 1975

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

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

Present.: Senators Long, Hartke, Ribicoff, Byrd, Jr. of Virginia,
Nelson, Mondale, Gravel. Bentson, Hathaway, Haskell, Curtis, Fan-
nin. Hansen. Dole, Packwood. Roth. Jr., and Brock.

The CuamraraN. The committee will come to order.

In order to expedite the procedure today I am going to forgo any
opening statement. I will recognize Senators if they want to make one
or submit one. -

As announced in the committee meeting yesterday. I will seek to call
on Senators in the order in which they entered this room, and I will
ask the staff to try to provide me with a list of the order in which the
Senators have come into the room today. That is strictly on the basis
of first come. first served, If someone wants to pass his turn and ask
his questions later, he can.

Does anyone care to make an opening statement ¢

Senator Curris. Mr. Chairman. I will not, but I have a brief one I
would like to submit for the record.

[The statement by Senator Curtis follows:]

STATEMENT OoF HoN. CARL T. CURTIS

Mr. Chairman, as we all know there are difficult fiscal problems now facing our
nation. The general question this Commtttee faces is how to deal with the current
recession and yet maintain the fiscal discipline needed to curb inflation.

Today the Committee begins hearings on H.R. 2166, a bill intended to stimulate
the economy. The major provisions of the bill provide:

Refunds of 1974 individual income taxes;
Reductlons in 1975 individual income taxes;
Increases in investment tax credit; and
Increase in 1975 corporate surtax exemption.

These are major provisions and the total cost would run to $21.3 billion—ap-
proximately $5 billion over the amount requested by the Administration,

This brings us to the specific questions that must be answered :

(1) How much stimulus is needed ;

{2) What are the best methods; and

(8) What should be the timing of the stimulus?

In our attempt to seek a solution and devise a correct fiscal policy, we should
not lose sight of the ract that past fiscal policles have been largely responsible
for today’s problem. The accumulation of large deficits in past years has been
a basic cause of inflation and the need for financing the deficits has deprived the
private sector of a source of capital. This, in turn, has resulted in higher interest

1)
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rates and a severe recession in the housing industry. We have been informed that
any short-term problems of financing the deficit could be met through temporary
accommodations of open-market purchases by the Federal Reserve thus avolding
excessive burdens on financial markets, Hovxexer. this prediction was based on
the assumption that the deficlt for Fiscal 1876 would be in the area of $50 billion.
It now appears that this figure will be exceeded. I have serious reservations re-
garding our ability to bring inflation under control and unless we succeed the
economy will be in for deeper trouble than it is today. ..

Senator RorH. I have a brief statement, Mr. Chairman.,
[The statement by Senator Roth follows:]

STATEMENT OF HoN. WiILLiAM V. RorH, Jr.

Mr. Chairman, nearly two months after President Ford recommended the enact-
ment of an immediate tax, the Congress has still not completed action on effective
tax legislation. I commend the distinguished Chairman of this Committee and
the other members of the committee for beginning work so quickly on the House-
passed tax legislation, and I hope that we can move quickly and send legislation
to the Président for his signature as soon as possible.

The most important factor of this tax legislation is speed. Congress must act
immediately to return tax dollars to the economy to stimulate consumer spending
and create jobs, If the Congress cannot get the tax cut to the President’s desk
within the next few weeks, I believe the Congress should postpone its Easter
Recess and stay in session until its work on the bill is completed.

I am not, however, urging a blanket endorsement of the House-passed tax
legislation, about which I have some reservations. I believe that the tax cut
must be designed to achieve an increased flow of money throughout the economy
and, at the same time, treat all taxpayers fairly. But the legislation passed by
the House raises, in my mind, some serious questions of equity.

Under the House legislation, alinost half of those taxpayers with adjusted
gross incoine of between $10,000 and $20,000 would receive no benefit at all from
the tax cut on 1875 income because they itemize their deductions. In my opinion
this {s just not fair.

While tax rellef must be granted to low income people, I believe that more
tax rellef must also be directed at the taxpayers who pay the most taxes, the
middle-income taxpayers. In many ways, the House bill is “soak the middle-
income"” legislation.

Middle-income taxpayers, earning too much to receive Government benefits
and too little to use Government tax loopholes, are now bearing the brunt of
the Federal tax system.

The increased tax load has made it increasingly difficult for middle-income
families to raise their standard of living, to purchase their own homes, or to
meet skyrocketing college education expenses.

A tax cut that includes significant relief for middle-income taxpayers is essen-
tial, hoth in terms of equity and in terms of restoring economic health. Most of
our economy is in the midst of a recession, but the housing and automobile
industries are in a state of depression, with both industries experiencing alarm-
ing levels of unemployment.

A major drawback of the House bill is that, by ignoring the middle-income
taxpayers and by limiting the rebates to $200, it provides no stimulus for the
housing and automobile industries. The Administration proposal, with tax cuts
applied more evenly to the middle-class up to a maximuiu of $1,000, is more
likely to stimulate these two industries and put more people back to work.

The primary purpose of this legislation is to get the economy moving again and
to provide inore jobs, and I hope the Finance Committee will take a carefutl look
at the House bill and reshape it to provide more stimulus to the housing and
automobile industries.

I also hope that we can provide some help for our small businesses, which are
in desperate need of tax relief. Small business have not been able to absorb the
impact of inflation and recession as well as many of our larger corporations, and
the Congress must take steps to assure the continued growth of these firms.

I have been urging for more than a year now that the oil depletion allowance
be repealed, but I want to avoid—and a majority of the other members of this
Committee also want to avold—any action that would jeopardize the tax cut.
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We need the tax cut, as promptly as possible, in order to restore consumer
confidence and get the economy moving again, and I am concerned that prolonged
debate over the depletion allowance would tie up the tax cut. I am pleased that
Chairman Long has given us his assurances that legislation to repeal the deple-
tion allowance will be taken up, retroactive to January 1, 1975, just as soon as
work on the tax cut is finished.

But the most important tax reform facing the members of the Finance Com-
mittee and the Senate is an anti-recession tax cut legislation. There is no time
for delay, and no time for partisan party politics. Our economy is in too serjous
a condition for the Congress to continue acting like it is buginess as usual. The
Congress must demonstrate to the American people that decisive and effective
leadership can lead the economy out of this recession and put America back on

the road to economic prosperity.

The CuairmaN. Mr. Secretary, we are very pleased to have you
back before the committee. Welcome back.

Secretary SimoN. Thank you, Mr. Chairman.

[The press release announcing the hearings and the bill, H.R. 21686,

follow. Hearing continues on page 13.]

PRESS RELEASE

CoMMITTEE ON FINANCE,
UNITED STATES SENATE,
February 28, 1975.

FINANCE CoMMITTEE SCHEDULES HEARING ON BILL REDUCING TAXES,
ELIMINATING PERCENTAGE DEPLETION ON OIL AND NATURAL GAB

The Honorable Russell B. Long (D., La.), Chairman of the Senate Committee
on Finance, announced today that the Committee would begin hearings on H.R.
2166, a bill to reduce taxes and eliminate percentage depletion on oil and natural
gas.
The hearings will begin on Wednesday, March 5, 1975, at 10: 00 a.m. in Room
2221, Dirksen Senate Office Building. Leadoff witness will be the Honorable Wil-
liam Simon, Secretary of the Treasury, who will present the Administration's
views on the bill.

Senator Long noted that the bill contains these major provisions:

(1) Rcbate.—A tax rebate on 1974 income tax liability of 10 percent with a
maximum rebate of $200 per taxpayer and a minimum of $100 for persons whose
tax liability exceeds $1,000. (If the tax liability is below $100, the total tax lia-
bility would be rebated.)

(2) Standard deduction.—An increase in the percentage standard deduction
from 15 percent to 16 percent, with the maximum raised from $2,000 to $2,500
for individuals and $3,000 for joint returns.

(3) Earned income credit.—A refundable earned income credit of 5 percent on
earned income up to $4,000, with a maximum of $200 per tax return. The credit
would phase out at a 10 percent rate above $4,000 so as to have phased out com-
pletely at $6,000 of earned income.

(4) Investment tar credit.—An increase in the investment tax credit to 10
percent for all eligible equipment, including public utilities, for investment placed
:n i:gel-;ice in 1975 and also for investment placed in service in 1976 but ordered
n 1975.

(8) Corporate surtar cxcmption—An increase in the corporate surtax exemp-
tion from $25,000 to $50,000; that is, the first $50,000 (rather than $25,000) of a
corporation’s taxable income wculd be taxed at 22 percent and taxable income
above $50,000 would be taxed at 48 percent.

(8) Pcroentage depletion.—Percentage depletion on oil and natural gas gen-
erally would be repealed retroactive to January 1, 1975.

Requests to Testify.—Senator Long advised that witnesses desiring to testify
during this hearing must make their request to testify to Michael Stern, Staff
Director, Committee on Finance, 2227 Dirksen Senate Office Building, Washington,
D.C. 20510, not later than Monday, March 10, 1975. Witnesses will be notified as
soon as possihle after this cutoff date as to when they are scheduled to appear.
Once the witness has been advised of the date of his appearance, it will not be
possible for this date to be changed. If for some reason the witness is unable to
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appear on the date scheduled, he may file a written statement for the record of
the hearing in lieu of a parsonal appearance.

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

Legislative Reorganization Act.—In this respect, he observed that the Legis-
lative Reorganization Act of 1948, as amended. requires all witnesses appearing
before the Committees of Congress “to file in advance written statements of their
proposed testimony, and to limit their oral presentations to brief summaries of
their argument.”

Senator Long stated that in light of this statute and in view of the large num-
ber of witnesses who desire to appear before the Committee in the limited time
avallable for the hearing, all witnesses who are scheduled to testify must comply
with the following rules:

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

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

(8) The written statements must be typed on letter-size paper (not legal size)
and at least 50 copies must be submitted by the close of business the day before
the witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but
are to confine their ten-minute oral presentations, to a8 summary of the points
ifncluded in the statement.

(56) Not more than ten minutes will be allowed for the oral summary. Wit-
neases who fail to comply with these ruleg will forfeit their privilege to testify.

Written Statements.—Witnesses who are not scheduled for oral presentation,
and others who desire to present their views to the Committee, are urged to pre-
pare a written statement for submission and inclusion in the printed record of the
hearings. These written statements should be submitted to Michael Stern, Staff
Director, Committee on Finance, Room 2227 Dirksen Senate Office Building.
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IN THE SENATE OF THE UNITED STATES

Fenrvary 28 (legislative day, Fesrvary 21), 1075
dead twice and referred to the Committee on Finance

AN ACT

To amend the Internal Revenue Code of 1954 to provide for a

v W N

refund of 1974 individual income taxes, to increase the low
income allowance and the percentage standard deduction,
to provide a credit for certain earned income, to increase
the investment credit and the sartax exemption, and for
other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE; TABLE OF- C‘ONTENTS.

(a) SnortT TrTLE.—This Act may be cited as the

“Tax Reduction Act of 1975”.
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(b) TABLE oF CONTENTS.—

Page
Sec. 1. Short title: tableof contents. .. __._._.__. 19
Sec. 2. Amendment of 1934 Code- - ... 19
TITLE I—REFUND OF 1974 INDIVIDUAL INCOME
TAXES
See. 101, Refund of 1974 individual income taxes. ..o ... __.___ 20
Sec, 102, Refunds &isregarded in the administration of Federal
programs and federally assisted programs..___.___._ 23
TITLE IT—REDUCTIONS IN INDIVIDUAL INCOME
TAXES .
See. 201, Increase in low income allowance__ .. . _._.__.__ o4
See. 202, Increase in percentage standard deduction_ ..o _____ 26
Sec. 203. Credit for certain earned income. o oo oo oo omnaaa. 27
Sec. 204, Withholding tax_ oo . 30
Sec. 205, Effective dates oo e oo 32
TITLE III—CERTAIN CHANGES IN BUSINESS TAXES
Sce. 301, Increase in investment credit. - oo omeo_ 33
Sce. 302. Allowance of investment credit where construction of
property will take more than 2 years______.__________ 38
Sec. 303. Increase in corporate surtax exemption...__._ ... ... 40
Sec. 304, Effective dates. .o oo oo e e eeee 50

SEC. 2. AMENDMENT OF 1954 CODE.

Except as otherwise expréssly provided, whenever in
this Act an amendment or repeal is expressed in terms of
an amendment to, or repeal of, a section or other provisions,
the reference shall he considered to be made to a section

or other provision of the Internal Revenue Code of 1954,

TITLE I—REFUND OF 1974
INDIVIDUAL INCOME TAXES

SEC. 101. REFUND OF 1974 INDIVIDUAL INEOME TAXES.
(a) I GeENERAL.—Subchapter B of chapter 65 (re-

lating to rules of special application in the case of ahate-
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ments, credits, and refunds) is amended by adding at the
end thereof the following new section:
“SEC. 6428. REFUND OF 1974 INDIVIDUAL INCOME TAXES.

“(a) GENERAL RULE.—Except as otherwise provided
in this section, each individual shall be treated as having
made a payment against the tax imposed by chapter 1 for
his first taxable vear beginning in 1974 in an amount cqual
to 10 percent of the amount of his liability for tax for such
taxable year.

“(b) MiNxmmuyM PayMENT.—The amount treated as
paid by reason of this section shall not be less than the lesser
of—

“(1) the amount of the taxpayer's liability for tax
for his first taxable year beginning in 1974, or

“(2) 8100 (850 in the case of a married individual
filing a separate return).

“(c) MAxIMUM PAYMENT.—

“(1) IN GENERAL.—The amount treated as paid
by reason of this section shall not exceed $200 ($100 in

the case of a married individual filing o separate return) .

“(2) LIMITATION BASED ON ADJUSTED GROSS
1xcoME.—The excess (if any) of—

“(A) the amount which would (but for this
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paragraph) be treated as paid by reason of this
section, over
‘“(B) the applicable minimum payment pro-
vided by subsection (b),

shall be reduced (but not below zero) by an amount
which bears the same ratio to such excess as the adjusted
gross incowne for the taxable year in excess of $20,000
bears to $10,000. In the case of a married individual fil-
ing a separate return, the preceding sentence shall be ap-
plied by substituting ‘810,000’ for ‘420,000’ and by sub-
stituting ‘35,000’ for ‘$10,000’.

“(d) LiaBiLity ror Tax.—For purposes of this sec-
tion, the liability for tax for the taxable year shall he the
sum of—

“(1) the tax imposed by chapter 1 for such year,
reduced by the sum of the credits allowable under—

“(A) section 33 (relating to foreign tax credit}),

“(B) section 37 (relating to retirement in-
come),

“(C) section 38 (relating to investment in cer-
tain depreciable property),

“(D) section 40 (relating to expenses of work
incentive programs), and

“(E) section 41 (relating to contributions to

candidates for public office) , plus
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“(2) the tax on amounts described in section 3102

(c¢) or 3202 (c¢) which are required to be shown on the

taxpayer’s return of the chapter 1 tax for the- taxable

year.

“(e) DaTeE PAYMENT DEEMED MADE.—~The payment
provided by this section shall be deemed made on whichever
of the following dates is the later:

“(1) the date prescribed by law (determined with-
out extensions) for filing the return of tax under chapter

1 for the taxable year, or

“(2) the date on which the taxpayer files his return
of tax under chapter 1 for the taxable yéar.
- “(f) JoixT RETURN.—For purposes of this section, in
the case of a joint return under section 6013 both spouses
shall be treated as one individual.

“(g) MARITAL STATUS.—The determination of marital
status shall be made under section 143.

“(h) Cerraix Persoxs Not EriGiBLE.—This section
shall not apply to any estate or trust, nor shall it apply to
any nonresident alien individual.”

(b) No INTEREST oN INDIVIDUAL INCOME TAx RE-
FUNDS FOR 1974 REFUNDED WITHIN 60 DAYS AFTER
ReTurN Is FrLep.—In applying section 6611 (e) of the
Internal Revenue Code of 1954 (relating to income tax

refund within 45 days after return is filed) in the case of any
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overpayment of tax imposed by subtitle A of such Code by

an individual (other than an estate or trust and other than a

- nonresident alien individual) for a taxable year beginning in

1974, “60 days” shall be substituted for “45 days” each

- place it appears in such section 6611 (e). -

(¢) CLEriCAL AMENDMENT.—The table of sections for
such subchapter B is amended by adding at the cnd thercof

the following new item:

“Sec. 6428. Refund of 1974 individual income taxes.”

SEC. 102, REFUNDS DISREGARDED IN THE ADMINISTRA-
TION OF FEDERAL PROGRAMS AND FED-
ERALLY ASSISTED PROGRAMS.

Any payment considered to have been made by any
individual by reason of section 6428 of the Internal Revenue
Code of 1954 shall not be taken into account as income or
receipts for purposes of determiniﬁg the eligibility of such
individual or any other individual for benefits or assistance,
or the amount or extent of benefits or assistance, under any
Federal program or under any State or local program fi-

nanced in whole or in part with Federal funds.
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1 TITLE II—REDUCTIONS IN

2 INDIVIDUAL INCOME TAXES

3 SEC. 201. INCREASE IN LOW INCOME ALLOWANCE.-

4 (a) In GENERAL.—Subsection (c)-of section 141 (re-
5 lating to low income allowance) is amended to read as
6 follows:

7 T‘(c) Low INcOME ALLOWANCE.—The low income
8 allowance is—

9 “(1) 82,500 in the case of—

10 “(A) a joint return under section 6013, or
11 “(B) a surviving spouse (as defined in section
12 2(a)),

13 “(2) $1,900 in the case of an individual who is
14 not married and who is not a surviving spouse (as
15 so defined), or

16 “(3) $1,250 in the case of a married individual
17 filing a separate return.”

18 (b) CuANGE IN FILING REQUIREMENTS To REFLECT

19 INCREASE IN Low INCOME ALLOWANCE.—So much of
2

o

paragraph (1) of section 6012 (a) (relating to persons re-

48-493 0 - 75 - 2
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1 quired to make returns of income) as precedes subparagraph

2

(C) théreof is amended to read as follows:

“(1) (A) Every individual having for the taxable

year a gross income of $750 or more, except that a
return shall not be required of an individual (other than

an individual referred to in section 142 (b)) —

“(i) who is not married (determined by apply-
ing section 143), is not a surviving spouse (as’
defined in seciton 2 (a) ), and for the taxable year
has a gross income of less than $2,650,

“(ii) who is a surviving spouse (as so defined)
and for the taxable year has a gross income of less
than $3,250, or

__(iii) who is éntitled to make a joint return
under section 6013 and whose gross income, when
combined with the gross income of his spouse, is,
for the taxable year, less than $4,000 but only
if such individual and his spouse, at the close of
the taxable year, had the same household as their

home.

Clause (iii) shall not apply if for the taxable year such

spouse makes a separate return or any other taxpayer is

entitled to an exemption for such spouse under section

151 (e).

“(B) The amount specified in clause (i) or (ii) of
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subparagraph (A) shall be increased by $750 in the case
of an individual entitled to an additional personal exemp-
tion under section 151 (¢) (1), and the amount specified
in clause (iii) of subparagra[;h (A) shall be increased
by $750 for each additional personal exemption to which
the individual or his spouse is entitled under section

151 (c) ;" ’

SEC. 202. INCREASE IN PERCENTAGE STANDARD DEDUC-
TION.

(a) INCREASE.—Subsection (b) of section 141 (relat-
ing to percentage standard deduction) is amended to read as
follows: /

“(b) PERCENTAGE STANDARD DEDUCTION.—The per-
centage standard deduction is an amount equal to 16 percent
of adjusted gross income but not to exceed—

“(1) $3,000 in the case of—
“(A) a joint return under section 6013, or
“(B) a surviving spouse (as defined in section
2(a)),

«(2) $2,500 in the case of an individual who is
not married and who is not a surviving spouse (as so
defined), or .

“(8) $1,500 in the case of a married individual

filing a separate return,”
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1 (b) CoNFORMING AMENDMENT.—Subparagraph (B)
of section 3402 (m) (1) (relating to withholding allow-
ances based on itemized deductions) is amended to read as

“follows:

2

3

4

5 “(B) an amount equal to the lesser of (i) 16
6 percent of his estimated wages, or (ii) $3,000
7 ($2,500 iln the case of an individual who is not
8 married (within the meaning of section 143) and
9 who is not a surviving spouse (as defined in
10 section 2 (a))).” “

11 SEC. 203. CREDIT FOR CERTAIN EARNED INCOME.

12 (a) ALLOWANCE OF CREDIT.—Subpart A of part IV
13 of subchapter A of chapter 1 (relating to credits against
14 tax) is amended by redesignsiting section 42 as section 43
15 and by inserting after section 41 the following new scetion:
16 ' “SEC. 42. EARNED INCOME CREDIT.

17 ““(a) ALLOWANCE Or CREDIT.—In the case of an
18 individuﬁl, there shall be allowed as a credit against the tax
19 imposed by this chapter for the taxable year an amount
20 cqual to 5 percent of the taxpayer’s adjusted earned income
21 for the taxable year.

22 “(b) AprusTeDp EARNED INcoME—For purposes of
23 this section, the term ‘adjusted earned income’ means—

24 “(1) so much of the individual’s earned income
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for the taxable year as does not exceed $4,000, reduced
by
“(2) two times the excess over $4,000 of the
greater of—

“(A) the taxpayer’s adjusted gross income for
the taxabfe year, or

“(B) the taxpayer’s earned income for the
taxable year.

“(c) EARNED IxcOME DEFINED.—
“(1) IN GENERAL.—Tor purposes of this section,
the term ‘earned income’ means—

“(A) wages, salaries, tips, and other cm-
ployee compensation, plus

“(B) the amount of taxpayer’s net carnings
Trom self-employment for the taxable year (within
the meaning of section 1402 (a) ).

“(2) SeecianL RrRuLEs.—For purposes of para-
graph (1)—

“(A) except as provided in subparagraph (B),
any amount shall be taken into account only if such
amount is includible in the gross income of the tax-
payer for the taxable year,

“(B) the earned income of an individual shall

N
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be computed without regard to any community
property laws,
“(C) no amount received as a pension or an-
nuity shall be taken into account,
~ “(D) compensation described in parz;graph
(1) (A) for services performed by an individual in
the employ of his spouse, father, mother, son, or
daughter (within the meaning of section 3121 (b)
(3)) shall be taken into account only if such com-
pensation constitutes wages (as defined in section

3121 (a)) and only if such wages are evidenced by

a receipt required to be furnished under section 6051

(a) (relating to receipts for employees),

“(E) in the case of an individual who has not
attained the age of 18 years by the close of his tax-
able year—

“(i) compensation described in paragraph

(1) (A) shall be taken into account only if such

compensation is evidenced by a receipt required

to be furnished under section 6051 (a), and
‘““(ii) earnings described in paragraph (1)

(B) shall be taken into account only if such in-

dividual has self-employment income for the tax-

able year (within the meaning of section 1402

(b)), and
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“(F) no amount to which section 871:(a) ap-
plies (relating to income of nonresident alien indi-
vidua!s not connected with United States business)
shall be taken into account.

““(d) REQUIREMENT OF JOINT RETURN.—In the case
of an individual who is married (within the meaning of sec-
tion 143), this section shall apply only if a joint return is
filed for the taxable year under section 6013.

“(e) TAXABLE“ YEAR Must BE FurnnL TAXABLE
YEear.—Except in the case of & taxable year closed by reason
of the death of the taxpayer, no credit shal} be allowable
under this section in the case of a taxable year covering a
period of less than 12 months,”

(b) Rerunp To BE MApE WHERE CrEDIT EXCEEDS
LiaBiLity ForR Tax.—Section 6401 (b) (relating to exces-
sive credits) is amended—

(1) by inserting “, 42 (relating to earned income
credit) ,” before “and 667 (b)”; and
(2) by striking out “‘and 39” and inserting in lien

thereof “, 39, and 42",

(¢) CrericAL AMENDMENT.—The table of sections for
such subpart A is amended by striking out the last item and

inserting in lieu thereof the following:

“Sec. 42. Earned income credit.
“Sec. 43. Overpayments of tax.”
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SEC. 204. WITHHOLDING TAX. -
() REQUIREMENT OF WITHHOLDING.—Subsection
(a) of section 3402 (relating to income tax collected at
source) is amended at read as follows:
“(a) REQUIREMENT OF WITHHOLDING.—

“(1) GENERAL RULE.—Except as otherwise pro-
vided in this section, every employer making payment of
wages shall' deduct and withhold upon such wages a tax
determined in accordance with—

“(A) in the case of wages paid on the basis of
an annual payroll period, the table set forth in para-
graph (2), or

“(B) in the case of wages paid on the basis of
other payroll periods, tables prescribed by the Secre-
tary or his delegate.

In the tables prescribed under subparagraph (B), the
amounts set forth as the amount of wages and the amount
of income taxes to be deducted and withheld shall be
computed on the bagjs of the table set f.orth in paragraph
(2). For purposes of this subsection, the term ‘the
amount of wages’ means the amount by which the wages
exceed the number of withholding exemptions claimed,
multiplied by the amount of one such exemption as shown

.in the table in subsection (b) (1).
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““(2) ANNUAL PAYROLL PERIOD.—

“If the amount of

$25,650. -

Over $25,650. - -cceeaas

“(A) Single Person—Including Head of Household :
The amount of income tax to be

wages is: withheld shall be:
Not over $3,000___ ... _-- 0.
Over $3,000 but not over 33% of excess over $3,000.
$4,500.
Over $4,500 but not over $495 plus 21% of excess over
$7,500. $4,500. )
Over $7,500 but not over $1,125 plus 26% of excess over
$10,500. $7,500,
Over $10,500 but not over $1,905 plus 21% of excess over
$14,000. $10,500.
Over $14,000 but not over $2,640 plus 28% of excess over
$15,200. $14,000.
Over $15,200 but not over $2,976 plus 30% of excess over
$18,000. $15,200.
Over $18,000__ ... $3,816 plus 35% of excess over
$18,000.
“(B) Married Person:
“If the amount of The amount of income tax to be
wages is: withheld shall be:
Not over $2,450 . ___ 0. :
Over $2,450 but not over 16% of excess over $2,450.
$5,450. i
Over $5450 but not over $480 plus 20% of excess over
$9,250. $5,450,
Over $9,250 but not over $1,240 plus 21% of excess over
$12,250. $9,250. .
Over $12,250 but not over $1870 plus 15% of excess over
$14,750, $12,250.
Over $14,750 but not over $2,245 plus 26% of excess over
$20,950. $14,750.
Over $20,950 but not over $3,857 plus 30% of excess over

$20,950,
$5,267 plus 36% of excess over
$25,650.”

D O = W N

* (b) CoNFORMING AMENDMENT.—Section 3402 (c)
(6) (relating to wage bracket withholding) is amended by
striking out “table 7 contained in subsection (a)’ and insert-
ing in lien thereof “the table for an annual payroll period

set forth in subsection (a) (2)”.
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SEC. 205. EFFECTIVE DATES.

(a) Fox SEcTIONS 201 AND 202 (a) .—The amend-
ments mude by sections 201 and 202 (a) shall apply to
taxable years ending after December 31, 1974. Such amend-
ments shall cease to apply to texable years ending after
December 31, 1975.

(b) For SEcTION 203.—The amendments made by sec-
tion 203 shall apply to taxable years beginning after Decem-
ber 31, 1974, and before January 1, 1976.

" (c) For SecrroNs 202 (b) AND 204.—The amend-
ments made by sections 202 (b) and 204 shall apply to
wages \paid after April 30, 1975, and before January 1,
1976.

TITLE III—CERTAIN CHANGES IN
BUSINESS TAXES

SEC. 801. INCREASE IN INVESTMENT CREDIT.

(a) INCREASE OF INVESTMENT CREDIT TO 10 PER-
CENT.—Paragraph (1) of section 46 (a) (determining the
amount of the investment credit) is amended to read as
follows: |
“(1) GENERAL RULE.—

“(A)_10-PERCENT OREDIT.—Except as pro-
vided in subparagraph (B), the amount of the credit
allowed by section 38 for the taxable year shall be
equal to 10 percent of the qualified investment (as
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determined under subsections (¢) and (d)).
“(B) T7-PERCENT CREDIT.—In the case of
property—

“(i) the construction, reconstmctioﬁ, or
crection of which is completed by the taxpayer
before January 22, 1975, or

“(ii) which is acquired by the taxpayer
before January 22, 1975,

the amount of the credit allowed by section 38 for
the taxable ycar shall be equal to 7 percent of the
qualified investment (as defined in subsection (¢) ).
A “(C) TRANSITIONAL RULE.—In the case of
property—

““(i) the construction, reconstruction, or
erection of which is begun by the taxpayer be-
fore January 22, 1975, and

“(ii) the construction, reconstruction, or
erection of which is completed by the taxpayer
after January 21, 1975,

subparagraph (B) shall apply to the property \‘to'
the extent of that portion of the basis which is

_properly attributable to construction, reconstruction,

or erection before J:anuary 22, 1975, and sub-

paragraph (A) shall apply to such property to the
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extent of that portion of the basis which is properly

attributable to construction, reconstruction, or erec-

tion after January 21, 1975.”

(b) Pusric UTILITY PROPERTY.—

(1) DETERMINATION OF QUALIFIED INVESI-
MENT.—Subparagraph (A) of section 46 (c) (3) (re;
lating to determination of qualified investment in the
case of public utility property) is amended to read as
follows: |

“(A) To the extent that subsection (a) (1)
(B) applies to property which is public utility
property, the amount of the qualified investment
shall be % of the amount determined under para-
graph (1).”

(2) INCREASE IN 50-PERCENT LIMITATION.—Sec-
tion 46(a) (relating to determination of amount of
credi't) is amended by adding at the end thereof the
following new paragraph:

“(6) ALTERNATIVE LIMITATION IN THE CASE OF
CERTAIN UTILITIES.—

“(A) IN GENERAL.—II, for a taxable year be-
ginning after 1974 and before 1981, the amount of
the qualified investment of the taxpayer which is
attributable to public utility property is 25 percent

or more of his aggregate qualified investment, then
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subparagraph (C) of paragraph (2) of this sub-
section shall be applied by substituting for 50 per-
cent his applicable percentage for such year.

““(B) APPLICABLE PERCENTAGE.—The appli-
cable” percentage of.any taxpayer for any taxable
year is—

“(i) 50 percent, plus
‘““(i1) that proportion of the tentative per-
centage for the taxable year which the taxpay-
er's amount of qualified investment which is
public utility property bears to his aggregate
qualified investment.
If the proportion referred to in clause (ii) is 75 per-
cent or more, the applicable percentage of the tax-
payer for the year shall be 50 percent plus the
tentative percentage for such year.

“(C) TENTATIVE PERCENTAGE.—For pur-

poses of subparagraph (B), the tentative percentage

shall be determined under the following table:

“If the taxable year The tentative
begins in: percentage is:
1975 or 1970 o el n0

10T e — e ———— 40

1078 oo e —————————— 50

1070 e —c———— 20

1080 e e 10
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“(D) PUBLIC UTILITY PROPERTY DEFINED.—
For purposes of this paragraph, the term ‘public
utility property’ has the meaning given to such
term by the first sentence of subsection (c) (3)
(B).”

(¢c) CAP oN THE INCREASE IN INVESTMENT CREDIT

7 BENEFITS For PuBLic UTiLITIES WinicH May RESULT

8 FroM INCREASING INVESTMENT CREDIT TO 10 PER-

9
10
11
12

13
14

15
16
17
18
19
20
21
22
23
24

CENT.—

(1) IN GENERAL.—The amount of the credit al-
lowed by section 38 of the Internal Revenue Code of
1954 to any taxpayer which is a public utility for the
taxable years shall not exceed by more than $100,000,-
000 the amount of such credit which would have been
allowed to such taxpayer for such year but for the
amendments made by subsections (a) and (b) (1) of
this section.

(2) CREDIT IN EXCESS OF CAP MAY BE CARRIED
ONLY TO TAXABLE YEARS TO WHICH THIS SUBSEC-
TION APPLIES.—For purposes of section 46 (b) (1) of
the Internal Revenue Code of 1954 (relating to car;y-
back and carryover of unused credits), the excess of the
amount which would be allowable as a credit under

section 38 of such Code for any taxable year over the
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amount which is allowable under such section after the
application of paragraph (1) of this subsection—
(A) shall be treated as an excess described in
such section 46 (b) (1), but
(B) shall be an investment credit carryback

and an investment credit carryover only to taxable

years to which paragraph. (1) of this subsection

applies;

(3) CONTROLLED ‘GROUP OF CORPORATIONS.—
For purposes of phis subsection, persons who are mem-
bers of the same controlled group of corporations shall he
treated as one taxpayer. For purposes of the preceding
sentence, the term ‘“‘controlled gr‘oup of corporations”
has the meaning given to such term by section 1563 (a).

(4) Pusnric uTiLITY DEFINED.—For purposes of
this subsection, the term “public utility” means a tax-
payer 50 percent or more of the qualified investment of
which for the taxable year consists of public utility prop-
erty within the meaning of the first sentence of section
46 (c) (3) (B) of the Internal Revenue Code of 1954.
(d) INcrease From $50,000 T0 $75,000 oF DOLLAR

LimiraTioN oN Usep PROPERTY.—Paragraph (2) of sec-

DD
w

. F
-

tion 48 (¢) (relating to dollar limitation in case of used sec-

-

tion 38 property) is amended—

B
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(1) by striking out “$50,000” each place it ap-
pears and inserting in lieu thereof “$75,000”, and
(2) by striking out “$25,000” and inserting in
lien thereof “$37,500”.

SEC. 302. ALLOWANCE OF INVESTMENT CREDIT WHERE

CONSTRUCTION OF PROPERTY WILL TAKE
MORE THAN 2 YEARS.

(2) GrNERAL RuLE.—Section 46 (relating to amount

of credit) is amended by redesignating subsections (d) and
(e) as subsections (e) and (f}, respectively, and by insert-

ing after subsection (c) the following new subsection:

“(d) QuUALIFIED PROGRESS EXPENDITURES.—

““(1) IN GENERAL.—In the case of any taxpayer
who has made an election under paragraph (6), the
amount of his qualified investment for the taxable year
(determined under subsection (c) without regard to this
subsection) shall be increased by an amount equal to his
aggregate qualified progress expenditures for the taxable
year with respect to progress expenditure property.

“(2) PROGRESS EXPENDITURE PROPERTY DE-
FINED,—

“(A) IN GENERAL.—For purposes of this sub-
section, the term ‘progress expenditure property’
means any property which is being constructed by

or for the taxpayer and which—
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‘“(i) "has a normal construction period of
two years or more, and
“(ii) it is reasonable to believe will be new
section 38 .property baving a useful life of .7
years or more in the hands of the taxpayer
when it is placed in service.
Clause (i) and (ii) of the preceding sentence shall

be applied on the basis of facts known at the close

" - of the taxable year of the taxpayer in which con-

struction begins (or, if later, at the close of the first
taxable year to which an election under this subsec-
tion applies).

“(B) NORMAL CONSTRUCTION PERIOD.—For
purposes of subparagraph (A), the term ‘normal
construction period’ means the period reasonably ex-
pected to be required for the construction of the
property— i

“ “(i) beginning with the date on which
physical work on the construction begins (or,
if later, the first day of the first taxable year to
which an election under this subsection ap--
plies), and

“(ii) ending on the date on which it is
expected that the property will be available for

placing in service.
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“(3) QUALIFIED PROGRESS EXPENDITURES DE-
FINED.—For purposes of this subsection—
“(A) SELF-CONSTRUCTED PROPERTY.—In the
case of any self-constructed property, the term
‘qualified progress expenditures’ means the amount

which, for purposes of this subpart, is properly

- chargeable (during such taxable year) to capital

account with respect to such property.

“(B) NON-SELF-CONSTRUCTED PROPERTY.—
In the case of non-self-constructed property, the term
‘qualified progress expenditures’ means the lesser
of—

“(i) the amount paid during the taxable
year to another person for the construction of
such property, or

‘(i) the amount which represents that pro-
portion of the overall cost to the taxpayer of the
construction by such other person which is prop-
erly attributable to that portion of such construe-
tion which is completed during such taxable
year.

““(4) SPECIAL RULES FOR APPLYING PARAGRAPH
(3)—For purpose§ of paragraph (3)—
“(A) COMPONENT PARTS, ETC.—Property-

which is t6 be a component part of, or is otherwise
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to be included in, any progress expenditure property
shall be taken into account—

“(i) at a time not earlier than the time at
which it becomes irrevocably devoted to use in
the progress expenditure property, and

“(ii)) as if (at the time referred to in
clause (i} ) the taxpayer had expended an
amount equal to that portion of the cost to the
taxpayer of such component or other property
which, for purpoées of this subpart, is properly
chargeable (during such taxable year) to capi-
tal account with respect to such property.

“(B) CERTAIN BORROWINGS DISREGARDED,—

~ Any amount borrowed directly or indirectly by the

taxpayer from the person constructing the property
for him shall not be treated as an amount expended
for such construction.

“(C) CERTAIN UNUSED EXPENDITURES CAR-
RIED OVER.—In the case of non-self-constructed
property, if for the taxahle year—

“(i) the amount under clause (i) of para-
graph (3) (B) exceeds the amount under clause

(i) of paragraph (3) (B), then the amount of

such excess shall be taken into account under
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such clause (i) for the succeeding taxable year,
or

“(ii) the amount under clause (ii) of
paragraph (3) (B) exceeds the amount under
clause (i) of paragraph (3) (B), then the
amount of such excess shall he taken into ac-
count under such clause (ii) for the succeeding
taxable year.

“(D) DETERMINATION OF PERCENTAGE OF
COMPLETION.—In the case of non-self-constructed
property, the determination under paragraph (3)
(B) (ii) of the proportion of the overall cost to the
taxpayer of the construction of any property which
is properly attributable to construction completed
during any taxable year shall be made, under reg-
ulations prescribed by the Secretary or his delegate,
on the basis of engineering or architectural estimates
or on the basis of cost accounting records. Unless the
taxpayer establishes otherwise by clear and convine-
ing evidence, the construction shall be deemed to be
completed not more rapidly than ratably over the
normal construction period.

“(E) No QUALIFIED PROGRESS EXPENDI-

TURES FOR CERTAIN PRIOR PERIODS.—In the case

of any property, no qualified progress expenditures ---
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shall be taken into account under this subsection for
any period before January 22, 1975 (or, if later,
before the first day of the first taxable year to which
an election under this subsection applies).

“(F) No QUALIFIED PROGRESS LEXPENDI-
TURES FOR PROPERTY FOR YEAR IT IS PLACED IN
SERVICE, ETC.—In the case of any property, no
qualified progress expenditures shall be taken into
account under this subsection for the earlier of—

(i) the taxable year in which the property
is placed in service, or «
‘“(ii) the first taxable year for which re-

capture is required under section 47 (a) (3)

with respect to such property,
or for any taxable year thereafter.

“(5) OTHER DEFINITIONS.—For purposes of this
subsection—

“(A) SELF-CONSTRUCTED PROPERTY.—The
term ‘sclf-constructed property’ means property
more than half of the construction expenditures for
which it is reasor;al)le to believe will be made di-
rectly by the taxpayer.

“(B) NON-SELF-CONSTRUCTED PROPERTY.—
The term ‘non-self-constructed property” means

* property which is not self-constructed property.
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“(C) CONSTRUOTION, ET0.—The term ‘con-
struction’ includes reconstruction and erect?on, and
the term ‘constructed’ includes reconstructed and
erected.

“(D) ONLY CONSTRUCTION OF SECTION 38
PROPERTY TO BE TAKEN INTO ACCOUNT.—Con-
struction shall be taken into account only if, for
purposes of this subpart, expenditures therefor are
properly chargeable to capital account with respect
to the property.

“(6) ELECTION.—An election under this subsection
may be made at such time and in such manner as the
Secretary or his delegate may by regulations prescribe.
Such an election shall apply to the taxable year for
which made and to all subsequent” taxable years. Such
an election, once made, may ﬂot be revoked except with
the consent of the Secretary or his delegate.

“(7) TRANSITIONAL RULES.—The qualified invest-
ment taken into account under this subsection for any
taxable year beginning before January 1, 1980, with
respect to any property shall be (in lieu of the full

amount) an amount equal to the sum of—
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“(A) the applicable percentage of the full

amount determined under the following table:

“For a taxable year The applicable
beginning in: . percentageis:
1974 or 1978 o e e e eccccmemee 20
1976 e eeccccacmccccmccccmm—aaaa 40
1977 e eceeecmcceecmece—amec——————————— 60
1978 e ccccccccccmecc—e————————— 80
01 ¢ 100;
plus

“(B) in the case of any properiy to which this
subsection gpplied for one or more preceding taxable
years, 20 percent of the full amount for each such

preceding taxéhle year.

* For purposes of this paragraph, the term ‘full amount’,

when used with respect to any property for any taxable
year, means the amount of the qualified investment for

such property for such year determined under this sub-

" section without regard to this paragraph.”

(b) CONFORMING AMENDMENTS.—
(1) AMENDMENT OF SEOTION 46(c).—Section 46
(c) (relating to qualified investment) is amended by
adding at the end thereof the following new paragraph:
‘“(4) COORDINATION WITH SUBSECTION (d).—The

amount which would (but for this paragraph) be
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treated as qualified investment under this subsection with
respect to any property shall be reduced (but not below
zero) by any amount treated by the taxpayer or a
predecessor of the taxpayer (or, in the case of a sale and
leaseback described in section 47 (a) (3) (C), by the
lessee) as qualified investment with respect to such prop-
erty under subsection (d), to the extent the amount so
treated has not been required to be recaptured by reason
of section 47 (a) (3).”

(2) AMENDMENT OF SECTION 46(ax1).—Paragraph
(1) of section 46 (a) (as in effect without the amend-
ment made by section 301 (a)) is amended by striking
out “(as defined in subsection (c))” and inserting in
lieu thereof “(as determined under subsections (c) and
(@)

(3) DISPOSITION, ETC.—

(A) Subsection (a) of section 47 (relating to
certain dispositions, etc., of section 38 property) is
amended by redesignating paragraph (3) as para-
graph (4) and by inserting after paragraph (2) the
following new paragraph:

““(3) PROPERTY CEASES TO BE PROGRESS EX-
PENDITURE PROPERTY.— _ .
“(A) IN GENERAL.—If during any taxable

year and property taken into account in determin-
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ing qualified investment under section 46 (d) ceases
(by reason of sale or other disposition, cancellation
or abandonment of contract, or otherwise) to be,
with respect to the taxpayer, property which, when
placed in service, will be new section 38 property,
then the tax under this chapter for such taxable year
shall be increased by an amount equal to the aggre-

gate decrease in the credits allowed under section 38

for all prior taxable years which would have resulted

solely from reducing to zero the qualified investment
taken into account with respect to such property.
“(B) CERTAIN EXCESS CREDIT RECAP-
TURED.—Any amount which would have been ap-
plied as a reduction of the qualified investment in
property by reason of paragraph (4) of section 46
(c) but for the fact that a reduction under such
paragraph cannot reduce qualified investment below
zero shall be treated as an amount required to be
recaptured under subparagraph (A) for the taxable
year in which the property is placed in service.
“(C) CERTAIN SALES AND LEASEBACKS.—
Under regulations prescribed by the Secretary or
his delegate, a sale by, and leaseback to, a taxpayer
who, when the property is placed in service, will

be a lessee to whom section 48 (d) applies shall not
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be treated as a cessation described in subparagraph
(A) to the extent that the qualified investment
which will be passed through to the lessee under
section 48 (d) with respect to such property does
not exceed the qualified progress expenditures prop-
crly taken into account by the lessee with respect to
such property.

“(D) COORDINATION WITH PARAGRAPH
(1).--:If after property is placed in service, there is a
disposition or other cessation described in paragraph
(1), paragraph (1) shall be applied as if any credit

which was allowable by reason of section 46 (d)

‘and which has not been required to be recaptured

before such cessation were allowable for the taxable

year the property was placed in service.”

(¢) CLERICAL AMENDMENTS.—

(1) Paragraph (4) of section 47 (a) (as fedesig-

nated by subsection (b) (3) (A) of this section) is
amended by striking out “paragraph (1)” and inserting
in lieu thereof “paragraph (1) or (3)”.

(2) Paragraphs (5) and (6) (B) of section 47 (a)

are each amended by striking out “paragraph (3)”’ and

insertixig in lieu thereof ‘“paragraph (4)”.

(83) Paragraphs (1) and (2) of section 48 (d) are
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each amended by striking out “‘section 46 (d) (1) and
inserting in lien thereof-“section 46 (e) (1)”.
(4) Subsection (f) of section 50B is amended by
striking out “section 46 (d) ” and inserting in lieu thercof

“section 46 (e} ”.

SEC. 303. INCREASE IN CORPORATE SVURTAX EXEMPTION.

(a) GeNERAL RuULE.—Section 11-(d) (relating to sur-

tax exemption) is amended by striking out “$25,000” and
inserting in lieu thereof “$50,000”.

(b) TECHNICAL AND CONFORMING AMENDMENTS.—

(1) Paragraph (1) of section 1561(a) {as in
effect for taxable years beginning after December 381,
1974) (relating to limitations on certain. multiple tax
benefits in the case of certain contx.';)lled corporations)
is amended by striking out “$25,000” and inserting .in
lieu thereof “$50,000".

(2) Paragraph (7) of section 12 (rclating to cross

_references for tax on corporations) is amended by strik-

ing out “$25,000” and inserting in lien thereof
“$50,000".

(3) Section 962 (c) (relating to surtax exemnption
for individuals electing to be subject to tax at corporate
rates) is amended by striking out “$25,000” and insert-
ing in lieu thereof “$50,000".

]
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SEC. 304. EFFECTIVE DATES.
(2) For SectioN 301.—
(1) INCREASE OF INVESTMENT CREDIT TO 10
PERCENT.—The amendments made by subsections (a)

and (b) (1) of section 301 shall apply to—
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(A) property placed in service after Janu-
ary 21, 1975, and before January 1, 1976, in tax-
able years ending after January 21, 1975,

(B) property—

(i) acquired pursuant to orders placed
before January 1, 1976, and

A (ii) placed in service in 1976 in taxable

years ending after December 31, 1975,

(C) property the construction, rcconétruction,
or crection of which is completed by the taxpayer
and which is placed in service after December 31,
1975, but only to the portion of the basis of such
property which is properly attributable to construc-

- tion, reconstruction, or erection by the taxpayer

after January 21, 1975, and before January 1,
1976, and i

(D) qualified progress expenditures, as de-
scribed in section 46 (d)} of the Internal Revenue
Code of 1954, made after January 21, 1975, and
before January 1, 1976, but only to the portion of
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th'e basis of the progress expenditure property, as
described in such section 46 (d), which is properly
. attributable to cons?ruction, reconstruction, or erec-
tion for the taxpayer after January 21, 1975, and
before January 1, 1976.
(2) INCREASE IN 50-PERCENT LIMITATION.—The

amendment made by subsection (b) (2) of section 301

— shall apply to taxable years beginning after December

31, 1974.
(3) INCREASE IN LIMITATION ON USED PROP-
ERTY,—The amendments made by subsection (d) of sec- -

tion 301 shall apply to taxable years beginning after

™. December 31, 1974, and before January 1, 1976,

(b) I'or SectION 302.—The amendments made by sec-

tion 302 shall apply to taxable years ending after Decem-

ber 81, 1974.

(c) For SEcTION 303.—

(1) IN GENERAL.—The amendments made by sec-
tion 303 shall apply to taxable years ending after De-
cember 31, 1974. Such amendments shall cease to apply
for taxable years ending after December 31, 1975.

(2) CHANGES TREATED AS CHANGES IN TAX
RATE.—Section 21 (reiating to change in rates during
taxable year) is amended by adding at the end thereof

the following new subsection:
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“(f) INcreast IN SurRTAX ExeMprioN, Erc.—In

applying subsection (a) to a taxable year of a taxpayer

which is not a calendar year, the change made by section -

303, and the change made by the second sentence of section
304 (c) (1), of the Tax Reduction Act of 1975 in section
11(d) (relating to corporate surtax exemption) and in sec-
tion 962 (c) (relating to individuals electing to be taxed
at corporate rates) shall each be treated as a change in a

rate of tax.”

TITLE IV—REPEAL OF _PERCENTAGE
DEPLETION FOR OIL AND GAS

SEC. 101. REPEAL OF OIL AND GAS DEPLETION.
~ (a) Section 613 (b) (1) (A) of the Intérnal Revenue
Code is amended by striking out the words “oil and gas
wells,” and by substituting therefor the words “certain gas
wells as defined in subsection (e).”
(b) Section 613 (b) (7) of such Code is amended by:
— (1) Deleting “or” at the end of subparagraph (A)
thereof; _ -
(2) Deleting the period at the end of subparagraph
(B) thereof and by inserting, in lieu thereof, *; or”’; and
(3) Adding the ;ollowing new subparagraph after
such subparagraph (B) :
“(C) Oil and gas wells.”
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SEC. 102, CERTAIN GAS WELLS. 8
The following new subsection is added to section 613
of the Internal Revenue Code:
“(e) SreciAL RULE ForR CERTAIN GAS WELLS.—
“(1) The gas wells referred to in section 613 (b)
(1) (A) are—
“(A) wells producing regulated natural gas,
“‘(B) wells producing natural gas sold under a
fixed contract, and
“(C) any geothermal deposit ;vhich is deter-
mined to be a gas well within the meaning of sec-
tion 613 (b) (1) (A). '
“(2) (A) The term ‘natural gas sold under a fixed
contract’ means domestic natural gas sold by the producer
under a contract, in cffect on February 1, 1975, and all
times after ‘before such sale, under which the price for
such gas cannot be adjusted to reflect to any extent the
increase in liabilities of the seller for tax under this
seetion by reason of the repeal of percentage depletion.
Price increases subsequent to February 1, 1975 shall he
presumed to take increases in tax liabilities into account
unless the taxpayer demonstrates to the contrary by clear
and convincing evidence. .
“(B) The term ‘natural gas’ means any product

(other than crude il) of an oil or gas well if a deduction
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1 for dépletio.u is allowable under section 611 with respect

2 to such product. |

3 “(C) The term ‘domestic’ refers to petroleum from
- 4 an oil or gas well located in the United States or in a

5 possession of the United States.

6 “(D) The term ‘crude oil’ includes a natural gas

7 liquid recovered from a gas well in leasc separators or

8 field facilities. _

9 “(E) The term ‘regulatéd natural gas’ means
10 domestic natural gas produced and sold by the producer,
11 prior to July 1, 1976 subject to the jurisdiction of the
12 Federal Power Commission the price for which has not
13 be adjusted to reflect to anj} extent the increase in
14 liability of the seller for tax by reason of the repeal of
15 .percentage depletion. Price increases subsequent to
16 February 1, 1975 shall be presumed to take increases in
17 tax liabilities into account unless the taxpayer demon-
18 strates the contrary by clear and convincing evidence.”

19 SEC. 103. EFFECTIVE DATES.
20 The amendments made by sections 101 and 102 of this
21 bill shall apply to oil and-gas produced on or after January 1,
22 1975. -_
Tussed the House of Representatives February 27, 1975,

. Attest: W. PAT JENNINGS,
Clerk.
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The Crairmax. We will be happy to know your views with regard
to this tax cut proposal. I would suggest that you present your state-
ment in brief and at the conclusion of it we will then proceed to call
on Senators under a 5-minute rule for the first round of questioning.

STATEMENT OF HON. WILLIAM E. SIMON, SECRETARY OF THE
TREASURY; ACCOMPANIED BY HON. FREDERIC HICKMAN,
ASSISTANT SECRETARY OF THE TREASURY

Secretary Styox. T weleome the opportunity, Mr. Chairman, to
appear this morning and speak on the legislation to reduce taxes and
stimulate the cconomy.

Our cconomy today is declining at a very unacceptable rate. Qur
Government is clearly called upon for prompt and effective action that
is going to strengthen the prospects for recovery this year. More than
8 percent of the work force is unemployed, and this statistic will prob-
ably get worse before it gets better.

At the same time, we are all aware that the rate of inflation in 1974
was in excess of 12 percent. the highest in our peacetime history. While
the rate has decreased in recent weeks, it still 1s unacceptably high and
we have to avoid actions that ave only going to serve to rekindle it.
Simultaneously, we must face up to the challenge that has developed
in the energy field. We have developed a heavy reliance on imports,
which has exposed us to economic coercion by the OPEC cartel and
unacceptable national security risks. Qur problems, then, are large
and complex.

Seven weeks ago today, President Ford, after considerable study
and consultation, proposed an integrated and comprehensive program
in both the economic and energy fields. The House of Representatives
has just passed a bill which provides a reduction in taxes to give stimu-
lus to the economy. As you know. it also repeals the percentage deple-
tion allowance for oil and gas wells. In view of the obvious need for a
prompt tax cut, we regret the addition of this nongermanec provision
to the bill. T will discuss the need for a clean bill a little later in my
testimony.

The President’s program is separated for congressional action into
an economic stimulus program and an energy program. However, the
problems of inflation, recession and energy are not separate, but intri-
cately interrelated. To some extent, remedies for one problem work at
cross purposes with remedies for the other two. Nevertheless, the need
for immediate economic stimulus through a temporary tax reduction
has such a high priority that we urge you now to concentrate your de-
liberations on the economic stimulus and to defer your consideration
of measures such as the depletion allowance,

Our goal must be to keep a balance in our economic policies. We all
recognize that the recession has become very serious, causing wide-
spread hardships and unemployment. Moreover, it has developed
more rapidly and has been deeper than anyone expected. It is apparent
that under those circumstances we must shift the balance more heavily
in the direction of fighting the recession. Yet, in achieving a recovery
from the current recession, which we can and will do, we must not
choose a path that leads to an overheating of the economy. We will
lose the opportunity to arrive at stable growth if we switch to exces-
sively stimulative policies, especially if their effect is more than tem-

48-493 0 - 75 - 4
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porary. This has been the pattern in the past decades and we must not
r'e[}eat it again.

n broad outline, the President has proposed two temporary and
immediate measures to stimulate the economy: a refund of 1974 taxes
to individuals and a temporary increase in the investment credit for
business. Together they would reduce taxes by $16.5 billion. The
President has also proposed a number of permanent tax reductions,
including a restructuring of our tax rates, but those proposals are
linked to the energy program and I will not focus on them today.

The President recommends that individual taxpayers receive a
refund of 12 percent of their income taxes for 1974, with a maximum
refund of 1,000 per return. The refund would be computed by the
Internal Revenue Service based on income tax returns filed on the
regular basis. The total amount of the 1974 refund would be $12.2
billion and would be paid in two installments, one beginning in May
and the other in September.

. Present Proposed Percent
Adjusted gross income tax refund saving
938 $12 -12.0

402 48 -12.0

867 104 -12.0

1, 26} 151 -12.0

1,699 -12.0

2,660 319 -12.0

7,958 955 -12.0

11, 465 1, -8.7

15, 460 1,000 -6.5

33,340 1,000 -3.0

85,620 1,000 -1.2

Secretary SimoN. On the chart taxpayers with incomes of less than
$15,000 now pay 31 percent of the income tax, and they would receive
36 percent of the refund. Eighty percent of the refund would go to
taxpayers with less than $30,000 of income who pay 68 percent of the
income tax. At the upper extreme, 24 percent of the income tax is paid
by taxpayers with incomes in excess of $40,000. These taxpayers would
receive only 11 percent of the total.

Percent of
1974 tax
liability Percent of
Adjusted gross income less than— before refund refund
13.0 15.1
30.8 36.0
48.4 56.6
68.5 80.0
76.3 89.1
20.8 93. 4
90.8 98.7

Secretary Simon. A refund of 1974 taxes has several advantages
when compared to a reduction in 1975 income-tax rates. Larger
amounts can be returned faster by mailing refund checks based on
1974 taxes than by reducing tax liabilities- for the year 1975.

A reduction in 1975 tax liabilities would be achieved through re-
ductions in withholding. It would not begin for at least 1 month
after enactment and probably longer, and then only in relatively small--
weekly or biweekly amounts stretching all the way through Decem-
ber of this year.
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With a refund based on 1974 taxes, taxpayers will know more
precisely the total reduction they will receive and can plan accord-
inily, thus accelerating the stimulative impact.

eceipt of two relatively large refund checks should have a greater
psychological effect on family budget decisions and consumption
attitudes than receiving the same total a few dollars at a time. Larger
refunds to middle income families will provide additional purchasin
power for higher priced items such as cars, household furnishings an
other durable consumer goods. The production of durable consumer
goods has fallen much more rapidly and needs the greater stimulus
which will result from larger refunds to middle income families. .

With a refund based on 1974 taxes, taxpayers will be assured of
getting the refund whether or not their incomes may be reduced or
uncertain in 1975. Thus, taxpayers who had jobs in 1974 but are now
unemployed would be assured of refunds; they would not receive
such refunds if they were applied only to 1975 income.

Paying the refund in two checks rather than one will also ease
the strains on the capital markets that would be caused by the Treas-
ury’s financing of the entire amount all at once.

he remaining $4.1 billion of the total $16.5 billion package will
go to corporations, farmers and other business firms in the form of
an increase of the investment tax credit to 12 percent for a 1-year
period. The increased credit would apply to qualified machinery and
equipment placed in service in 1975 or ordered by the end of 1975
and placed in service by the end of 1976. Because of the particular
plight of the Nation’s regulated public utilities, the President recom-
mended other additional changes for utilities: That the discrimina-
tion against public utilities, which under current law are allowed
only a 4-percent investment credit, be eliminated permanently; that
the limitation of the maximum credit to 50 percent of liability for
tax in excess of $25,000 be increased to 75 percent for public utilities
in 1975 and then gradually reduced to 50 percent by 1980; and that
the new 12-percent rate be extended for a total of 3 years for new or
converted power-producing facilities not fired by oil or natural gas.
No other structural changes in the investment credit are proposed.

The House, H.R. 2166 bill provides a refund for individuals of
1974 taxes totaling $8.1 billion. It would generally be computed on
the basis of 10 percent of 1974 tax liability, but would be subject
to a minimum of $100, or the tax liability 1f less than $100, and a
maximum of $200. Also, it would phase down from $200 to $100 for
individuals with adjusted gross incomes in excess of $20,000.

In addition, the House bill would make changes in the 1975 tax
liabilities of individuals. It would increase the minimum standard
deduction or low-income allowance from $1,300 for all taxpayers to
$1,900 for single individuals and to $2,500 for taxpayers filing joint
returns, At the same time it would increase the percentage standard
deduction from 15 percent of adjusted gross income with a maximum
of $2.000 to 16 percent of adjusted gross income with a maximum
of $2,500 for single individuals and $3,000 for taxpayers filing joint
returns. The cost of these two measures would be $5.2 billion.

Finally, the House bill provides individuals with a refundable
credit on earned income. The credit would be 5 percent of earned
income up to $4,000 and would be phased out for individuals with
incomes between $4,000 an $6,000. This provision would cost $29
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billion, and-is strongly opposed by the administration as a matter of
both tax and social welfare policy as I will explain later.

The changes in the low-income allowance and the standard deduc-
tion and the earned income credit are technically applicable for only
a 1-year period. However, based on our discussions with the Ways
and Means Committee, it is clear that they expect these changes to
become permanent. I would point out that the revenues to fund
these programs permanently are not part of the House bill.

The House bill would also provide business tax relief in two ways.
First, it would permanently increase the investment credit to 10 per-
cent, increase the limitation on used property from $25.000 to $50.000,
and make certain changes with respect to the timing of the availability
of the credit for property the construction of which takes longer
than 2 years. This would cost $2.4 billion.

Second, the House bill would lower the tax rate on the second
$25.000 of corporations’ taxable income to the reduced rate of 22 per-
cent now applicable to the first $25.000 of corporations’ taxable in-
come. This would be accomplished by increasing the surtax exemption
!f)l_'ﬁx_n $25,000 to $50,000, and this reduction decreases revenues by $1.2

illion.

Differences between proposals, the major differences between the
President’s proposals and the House bill appear on a table below. As
you can see from this table, the President’s program provides $12.2
billion to individuals of 1974 taxes. The Flouse bill provides only $8
billion on a rehate of 1974 taxes, a 1-year change in the low income
and standard deductions costing $5.2 billion, and a provision for a
refundable credit on earned income costing $2.9 billion. which the
Ways and Means Committee seems to expect will become permanent.

1974 Tax Refund to Individuals

PRESIDENT'S PROPOSALS HOUSE BILL
$12.2 bihfon $8.1 billion
129 of 1974 Hfability: 10% of 1974 labfility :
maximum-—$§1,000 maximum—$200
minimum—none minimum—$§100 (or total tax, if
2 installments, first as quickly as pos- less than $100)
sible, second in fall 1 installment, as quickly as possible.

“Ezpected” Permanent Individual Reductions

None. However, $25 billion of perma- 1. Low income allowance and percent-
nent reductions is provided in the en- age standard deduction:
ergy tax program. Increase g&llowance from $1.300
for all to $1,900 for singles, $2,-
6500 for joint returns.

Increase in standard deduction
from 159, of AGI with maxi-
mum of $£2,000 to 16¢, with
maximum of $2,500 for singles
and $3,000 for joint returns.

Revenue loss: £5.2 billion.
2. Refundable credit on earned income:

Intended roughly to refund
amount equal to employee's
half of social security taxes on
first $4,000 of income.

Credit phases out hetween $4,000
and- $6,000 of AGI.

Revenue loss: $2.9 billion.
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Business Relief

PRESIDENT'S PROPOSAL HOUSE BILL
1. Investment credit: 1. Investment credit:
Increase credii to 129, for one Increase to 109%.
year only. Special rules for assets ordered
Special rules for assets ordered this year and placed in service
this year and placed in service later.
later. Special rules for public utilities.
Special rules for public utilities. Special rules for construction in
Revenue loss—$4.1 billion in 1975. progress.
2. Corporate rate reduction: B, Revenue loss—$2.4 billion in 1975.
None. However, rate reduced 2. Corporate rate reduction:
from 48% to 429 in the energ Corporate surtax exemption in-
tax program. - creased from $25,000 to $50,000

(at present 229 normal tax
applies to all income, but first
$25,000 is exempt from 269
surtax).

Revenue loss—$1.2 billion.

Total Revenue Loss
$19.8 billion ’ $16.3 billion

Secretary Siamon. The House bill rejected the President’s proposal
for individual relief on the grounds that too much of the total income
will go to middle and upper income taxpayers. I would like to meet
this criticism directly. We do not think it unfair to refund a flat pro-
portion of the taxes each taxpayer has paid. Such a tax refund is con-
sistent with the principles of progressive taxation because the 1974 tax
was collected progressively. However, the President did propose a
limit of $1,000 on each refund, with the result that refunds are much
less than proportionate for upper income families. In fact, 57 percent
of the total benefit of the President’s rebate would go to taxpayers
whose adjusted gross income is less than $20,000 and 89 percent to
those less than $40,000.

You might ask, what difference does it really make that the House
bill changed the administration’s plan in a way that would concen-
trate the tax reductions heavily on persons with less than $10,000 of
adjusted gross income? It makes a very significant difference if the
goal of the plan is to stimulate the soft spots in the economy. Our
economy is suffering from a reduction in the purchases of homes and
consumer durable goods, autos, washing machines, televisions, refrig-
erators, et cetera.

Production of durable goods was 18-percent less in January of 1975
than in January 1974, while nondurable goods production was down
only 3 percent. For the fourth quarter of 1974 the production of dur-
able goods declined at an annual rate of 34 percent while nondurable
goods production declined at an annual rate of only 2.2 percent. There-
fore, it is clear that the purchase of durable goods has to be increased if
the recession is to be turned around. According to the best estimates we
have, the principal buyers of consumer durable goods are the middle
income classes. Approximately 70 percent of these goods are bought
by households with incomes over $10,000, and only about 30 percent are
bought by households under $10,000 of income. On the other hand, the
households with under $10,000 of income buy about 45 percent of all
nondurable goods. The accuracy of these estimates is confirmed by the
following table, which is important, showing ownership of cars and
appliances classified by household income.



HOUSEHOLDS OWNING CARS AND APPLIANCES, AND PERCENT DISTRIBUTION, BY INCOME LEVEL—1971
[Based on sample surveys, except as noted. Ownership is not a direct measure of availability; many renter households live in units where major appliances are provided by the property owner}

Televisions ,
Cars
Black and Washing Clothes Aircondi-
Item 1 or more 2 or more white Color machine dryer  Refrigerator Freezer  Dishwasher tioner 1
Annual income:? .

Under $3,000 40.6 5.3 77.0 16.1 51.6 13.9 76.5 21.0 1.9 13.5
,000 to $4, 68.0 12.6 79.7 26.5 62.0 24.0 80.4 25.3 4.4 211
,000 to $7, 84.2 23.2 75.3 39.7 68.3 38.2 80.8 30.1 9.5 25.6

7,500 to $9, 913 32.2 74.5 50.3 77.2 51.6 84.4 33.7 15,5 32.8
$10,000 to $14,999. . 94.9 45.6 71.7 58.4 83.4 64.5 88.2 89.9 29.1 43.5
$15,000 to 324,999 9.5 58.4 8.8 68.3 86.6 75.2 90.4 43.3 50.7 52.2

,000 and over. 93.0 66.6 8.1 79.5 89.7 83.9 94.0 56.3 74.8 69.3

! Includes both room and central systems. . . . .
? Total money income (before taxes) of primary family or primary individual in 12 months immediately preceding interview.

Source: U.S. Bureau of the Census, current population reports, series P—65, Nos. 18, 33, 40, and 44.

.
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Secretary Simon. These are the hard facts which must be faced.
As can be seen from the following table, the tax reductions under the
House bill are heavily weighted toward the low income groups as con-
ti'lasteddglith the President’s proposal to weigh the reductions toward
the middle. -

COMPARISON OF H.R. 2166 AND PRESIDENT’S PROPOSALS FOR INDIVIDUAL TAX RELIEF

Reduction under Reduction under
1974 tax liability H.R. 2166 President’s proposat

Percent of Percont of Percent of

AGI Class Amount total Amount total Amount total

[ ] U3 TN 2,062 L4 4,319 27.19 25 2.01
S0, .. iiiciieiiciciaeanns 13,343 11.23 4,428 27.88 1,601 13.12
(L) L T, 21,239 17.88 3,136 19.75 2,549 20,89
15020, . .eeiieaicanns 20,910 17.60 2,33 1 2,509 20.57
208050, .. ereeaans 38,418 2. 1,566 9.86 4,490 36.80
S0andover. ..., 22, 19,22 9% .60 806 6.61
Total. oo eeeeeeeeneennan 118, 800 100. 00 15, 882 100. 00 12,200 100, 00

Secretary Simon. Thus, under the House bill, where 55 percent of
the tax reduction goes to families with an AGI below $10,000 and only
44 percent goes to families with adjusted gross income from $10,000
to £5BO,OOO. Under the President’s proposal, 78 percent of the tax re-
ductions is concentrated on families with between $10,000 and $50,000
adjusted gross income. To stimulate the really soft spots in our econ-
omy, the tax cuts must be focused more heavily above the $10,000 in-
come level.

Obviously, a tax reduction bill may have other goals than economic
stimulus. We fully recognize, for instance, that many low income
Americans are suffering special hardships-from the combined effects of
recession and inflation. Those people need help. And the President’s
tax proposal would provide such help. At this time, however, it is im-
portant to provide maximum stimulus to the most depressed parts of
our economy—and each proposal should be tested against that
yardstick.

In addition to differing with the President’s focus of the tax cut
program on middle as well as extremely low income_ persons, the
House adopted $12 billion in tax reductions, technically for 1975 only.
Being realistic, one of three things is going to occur under the House
approach : The reductions will be temporary and expire by their terms.

More realistically. the reductions will be permanent, and since there
are no revenues to fund them, greater deficits will occur and greater
inflation will result over the long run. We cannot afford to continue
a high rate of inflation. More than anything else it is inflation which
has created our current recession. Inflation destroys consumer con-
fidence, investor confidence, and public confidence in the ability of
our Government to perform its obligations. We must not adopt per-
manent revenue reductions without knowing how we plan to balance
our budset over the long run.

A third alternative, then, is to make the reductions permanent while
also raising revenues or cutting costs by the same amount. But where
will the tax increases or cost gecreases come from? Whose taxes will
be increased or whose programs decreased, and by how much$
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The administration strongly supports revision of the tax structure
for low income individuals, but the fires of inflation must not be
fanned in the process. For that reason, in the administration’s pro-
posal, important tax revisions are coupled with higher energy taxes
which will provide for their funding. We urge this committee to con-
fine its stimulus action to refunding of 1974 taxes, rather than commit-
ing $12 billion of 1975 and each future years’ revenues that we just
do not have. i

The House bill containg one individual relief provision which
should be commented on in detail : the earned income credit. Although
included in an income tax bill, it is not an income tax cut provision
in the usual sense of the word, because the availability of the credit
does not depend on whether the individual has a tax liability or not.
Some people have said it is a welfare assistance Fa ment. Others have
said it is & mechanism for relieving the poor o tKe burden of social
security taxes on their wages not subject to income taxes. Viewed as
a welfare measure, the earned income credit would be an undesirable
addition to a welfare system already plagued by overlapping categori-
cal programs administered by differing agencies and governmental
units. ’I‘;:)r the extent the earned income credit would be regarded as a
rebate of social security taxes, it would violate the fundamental tenets
of social security as a self-financing system under which retirees earn
their pensions through the social security taxes they pay.

In the future we should éxamine many different approaches, includ-
ing the earned income credit, for dealing with the problems in the
welfare and social security systems, but the administration believes
those problems cannot and should not be resolved in connection with
this tax cut legislation. In addition, the particular provision contained
in the House %ill would have the unfortunate effect of increasing the
taxes of two unmarried persons if they were to get married. Discrim-
ination of this sort in the tax law is undesirable as a matter of tax
and social policy. : _

In the area of business tax relief, the President proposed increasing
the investment credit to 12 percent, which would decrease business tax
liabilities by $4.1 billion. The House bill would increase the credit to
10 percent, which would decrease liabilities by only $2.4 billion, and
would increase the corporate surtax exemption, at a cost of $1.2 billion.
The administration’s increase would last for 1 year, while the increase
in the House bill would probably be permanent.

Both bills recognize that businesses, like people, have been badly
buffeted by our economic difficulties. Many are in precarious financial
situations. One need only look at the unemployment rolls in the auto
and housing industries to see how important it is to all of us to main-
tain a healthy climate for business. ) )

There are two major problems of business taxation which give
increasing concern. Both contribute to the difficulties which business is
clearly having in financing the new investment which we must have
if we are to sustain economic growth. Both affect large and small
businesses alike, although to a different degree. These problems are
first, the overstatement of operating profits arising out of the effect
of inflation on depreciation and inventory accounting and; second, the
heavy antiinvestment bias which flows from the two-tier corporate

tax system.
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There are two major elements which substantially overstate oper-
ating profits in periods of inflation. They are inventories and
depreciation.

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

For 30 years, business taxpayers have been permitted to exclude
these amounts_from taxable income by using LIFO accounting, but
only if they reported on the same basis to their shareholders and the
public. Many larger businesses have preferred to pay higher taxes
rather than report lesser earnings to their shareholders. Other com-
panies, both large and small, concluded that in their particular cases
the dollar advantages of LIFO were not sufficient to justify the some-
what more complicated procedures it required.

With the rapid inflation which has occurred in the last year, how-
ever, the penalty in increased taxes on unreal income has become so
great that there has been a major shift to LIFQ accounting. This is
long overdue. It is unfortunate that it has taken the business world and
the accounting profession so long to get there. Co

A similar situation exists with respect to depreciation. In a period
of rapid inflation, depreciation deduction based on historical cost result
in reporting as income amounts which do not represent ar increase in
wealth but which are required merely to stay even. In a period of
constant and substantial inflation, this subject urgently needs reexami-
nation. Under current tax and acconnting rules, business management
is powerless to deal effectively-with this problem.

The effects of the inventory and depreciation adjustments f{)roduce
dramatic overstatement of real income. I then describe nonfinancial
corporations reported profits in 1974 and how they are phantom profits
or illusory and when appreciation calculated on the basis that is
realistic and the effect of inflation is eliminated, actually your aftertax
profits declined 50 percent between 1965 and 1974, and it resulted in a
rise of the effective tax rates on true profits from 43 percent in 1965
to 69 percent in 1974, Thus, a realistic calculation shows that the sharp
rise in reported profits was an optical illusion caused by inflation.

Some point out that, for the equity owners of corporations, the
adverse effect of these items is offset by the fact that if the coropra-
tion has borrowed money, inflation permits it to be repaid with de-
valued dollars. This is essentially the same thing that has been happen-
ing to millions of homeowners. Inflation has caused the value of their
homes and their incomes to rise very significantly, while the dollar
value of their mortgage indebtedness stays constant. As a result, they
have had a very real and major increase in their total wealth. Infla-
tion has in effect caused a redistribution of wealth from creditors to
debtors. Our tax system does not tax that increase, however, until the
home is sold, and the mortgage lender never gets a deduction for the
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loss in value of the money which he lent. The taxation, or nontaxation,
of these very real economic gains and losses introduces major distor-
tions in'a time of major inflation.

However, in the case of business taxation, it is necessary to separate
what might be called the financial gains and losses from the operat-
ing profits. The capital required to run a business is supplied by both
stockholders and lenders. In the long run, if a manufacturing business,
for example, is to be healthy, its operations, the manufacture and sale
of products, must provide a profit sufficient to compensate both share-
holders and lenders for the capital which they have supplied. Thus, in
a period of inflation, if we wish to see whether business is healthy we
must restate the operating profits to reflect the fact that the costs asso-
ciated with depreciation and inventories are, in fact, much greater than
reflected under conventional financial accounting principles. If we are
looking more narrowly to see whether the equity owners of the busi-
nesses are better or worse off, then we should also take into account the
degree to which they have profited, like the homeowner, by a redis-
tribution from wealth from creditors to debtors. The point is, however,
that we should look at each of these elements separately and should
try to correct each to the extent practical.

At the present time our overriding concern is with the operatin
Eroﬁts, for in the long run they make the difference between financia

ealth and financial sickness. Inflation is clearly causing operating
profits to be overstated. That overstatement has several nontax con-
sequences. To the extent that management relies on accounting data
which do not reflect these real costs, bad management decisions, includ-
ing underpricing, are likely to be made. Further, the public is left with
the unfortunate and erroneous impression that business is profiting
from inflation when in fact it is a major victim. That, in turn, leads to
further wage and price demands, which further compounds both infla-
tion and the business problem. ™~

From a tax point of view, the overstatement of profits results in
overtaxation, that is, we are taxing more income than actually exists
in the system as a whole. That is not true, at least on a current basis,
with respect to the financial profits, because the increased wealth which
goes to debtors is exactly offset by the losses of creditors, and neither
is taken into account currently for tax purposes. On a periodic basis,
there may also be overtaxation of the financial profits if stock which
benefits from the devaluation of debt is sold or otherwise disposed of
at a gain, as the gain will be taxed but the offsetting loss to others is
not allowed as a deduction to them.

Since, in our economy, corporate profits are a major source of funds

~for new investment in productive capacity, and also enable corpora-
tions to attract new investment funds in the equity and capital mar-
kets, all of this has grave implications for investment and growth.
That. is, perhaps. seen best in the figures for undistributed profits of
nonfinancial corporations, restated on the same basis to account realis-
tically for inventories and depreciation. Tt is the undistributed profits
that corporations have left to fund additional new capacity, as dis-
tinguished from the replacement of existing capacity. When inven-
tories and depreciation are adjusted for inflation, we find that after
8 yvears in which real GNP grew 33 percent, the worsening inflation
had contributed to a decline of undistributed profits of nonfinancial
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corporations to $2.8 billion. And, for 1974, our estimate is that the
figure for undistributed profits is a minus $15.6 billion. That means
that there was not nearly enough even to replace existing capacity,
and nothing to finance investment in addditional new capacity.

I have a chart showing with dramatic clarity, the true state of

aﬁai@.
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Secretary Simon. This problem of overstatement of earnings and
overtaxation, which results from it, is common to both large and small
businesses. - )

However, the lower the tax rate the less the problem. Thus, enter-
prises which pay little or no tax at the corporate level are the least
affected, and to that extent there is less overtaxation of small busi-
nesses than there is of larger businesscs. It is also true that the over-
taxation element in the case of inventories may be corrected by any
taxpayer who chooses to elect LIFO, but taxpayers can do nothing
about the understatement of depreciation. It is in general the case
that smaller companies have a larger percentage of their total invest-
ment in inventories and a lesser percentage in depreciable assets than
do larger companies. Thus, smaller businesses tend to be less adversely
affected than larger companies. It is true that use of LIFQ account-
ing presents extra complications which can in some cases be burden-
some for smaller companies, and the Treasury is working on proposals
for a somewhat simpler system. ‘

In sum, however. the overstatement of profits caused by infiation is
a problem for all business, While small business tends to be somewhat
less affected directly, the prosperity of smaller firms is inextricable
from the prosperity of larger firms, and the overstatement and over-
taxation of operating profits is a major threat to all business and, in
the end, to all of us. ~ o
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Our two-tiered system of corporate taxation in which income is
taxed once at the corporate level and again at the shareholder level

___discriminates against corporate investors generally and small equity

investors particularly. Anindividual in the 20-percent tax bracket in
effect pays 48 percent at the corporate level and then an additional
20 percent on what is left for a total tax burden of 58.4 percent, or
nearly three times his individual rate. If the individual isin the 70-per-
cent bracket, he pays 48 percent at the corporate level and then an addi-
tional 70 percent on what is left, for a total tax burden of 84.4 percent.

--If the same business could be conducted in a noncorporate form the

investors would pay only 20 percent and 70 percent respectively.

Our tax system puts a great penalty on companies that must incor-
porate. Companies that do incorporate are those that have large capital
needs that must be raised from many people. We should keep in mind
that our system of taxation bears more heavily on corporations than
do the tax systems of almost every other major indrstrial nation. In
the last few years our major trading partners have largely eliminated
the classical two-tiered svstem of corporate taxation. Through a va-
riety of mechanisms they have adopted systems of integrating the cor-
porate and individual income taxes so that the double taxation element
1s radically lessened.

The House bill does not deal directly with either of the above prob-
lem areas. The House bill’s increase in the surtax exemption is called
an aid to small businesses. While the administration supports sound
measures for small businesses, we do not believe that this is one of them.
The increased corporate surtax exemption will do nothing at all for

- the vast majority of small businesses, which are operated as proprietor-

ships or partnerships. It would likewise provide no relief for a cor-
Eoratlon with taxable income of less than $25,000. In fact, it would
elp only the most prosperous 10.5 percent of all corporations and

only 1.3 percent of all businesses. Furthermore, the $1.2 billion cost -

from doing it this way would be more effective as immediate fiscal
stimulus if it were s&)ent on increasing the investment credit to 12 per-
cent, as we suggested. -
__To turn the economy strongly upward this year, we need to get
capital spending moving today. While a tax rate reduction may be
effective in the long run to increase investment, the investment credit
is a superior tool to aid investment in capital goods in a time of eco-
nomic recession. While the difference between a 10-percent credit in
the House bill and a 12-percent credit proposed by the President may
sound small, in fact the percentage point difference between them may
be quite significant relative to the overall return of investment. More-
over, the difference in new investment stimulated by the two different
Investment credit proposals would be about equal fo the difference in
revenue cost, or $1.7 billion. Accordingly, while we would not ordi-
narily favor a credit which varied from year to year, in this time of
Steep recession, we would strongly urge this committee to return to the
President’s proposal.

As I mentioned near the outset of this testimony, the President pro-
posed the $1614 billion tax cut stimulus to_the economy 7 weeks ago
today. Since that time there has been a great deal of discussion of this
and the other aspects of the President’s program also announced that
day. Obviously, everyone does not agree with the entire program. I
believe there has been virtually unanimous agreement, however, that
a tax cut of about the size the President recommended is necessary now.
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A tax cut of this size will put a floor under the recession we are experi-
encing and will assure ans strengthen an economic recovery thjs year,
if enacted right away. ) o

If significant delays result from discussing and considering any ex-
traneous matters, our economic suffering could be prolonged unneces-
sarily. The administration did not expect either the House or the
Senate to accept the President’s recommendations without detailed
study. But we did hope they would establish priorities which would
reflect the most pressing needs of the public.

I want to commend this committee for the action you took yesterday
in separating the tax reductions in the House bill from the oil deple-
tion allowance. Your action augurs well for the future course of eco-
nomic legislation, The Ways and Means Committee is also to be
commended for its earnest efforts to develop stimulus legislation for
quick passage and for not accepting extraneous amendments of any
kind to detract from these efforts.

It should be made very clear that the administration does not favor

the inclusion in this legislation of any provisions which are not ad-
dressed to giving assistance to our sagging economy. No doubt there are
man{ worthy subjects for tax legislation, but they cannot all have an
equal priority. ~ _
From our experience with debt ceiling legislation, it is clear that
extraneous amendments to high priority legislation usually result in
controversy and delay for the needed legislation. I think it is as clear
to the public as it is to us that percentage depletion for oil and gas
wells, while an important subject, does not have a priority equal to
tax-cut legislation. From newspaper and other accounts we understand
that the antidepletion supporters expect to work out a compromise
with the prodepletion supporters. That is all well and good, except
that very real and unnecessary costs to the economy will be involved
if that compromise takes time to hammer out. The effect of the repeal
or continuation of percentage depletion is a complex subject involving
thousands of peoples’ businesses and it would not be surprising if it
took considerable time to develop a sensible, coordinated view between
the House and Senate. We do not have the time to do that now, I
urge you not to risk delay of this most important legislation by consid-
ering the repeal of percentage depletion or any matters other than
stimulating our economy in this legislation.

In conclusion, I want to reemphasize that the problems facing this
country are difficult, and the answers are neither black nor white.
Although there will surely be times when the administration will differ
with this committee as to the best answer, I want to work with you
as closely as possible to insure that those who are served best are those
whom we all serve, the people. I pledge to this committee the full co-
operation of my office and of all who work at the Treasury.

Thank you, Mr. Chairman.

The CrarMAN. Thank you, Mr. Secretary.

As Iannounced, I will seek to call on Senators under a 5-minute rule,
and I will ask the staff to time each Senator and notify him, or let the
bell ring on the timer when his 5 minutes have expired. If this list
supplied to me by the staff is not accurate, I will ask the indulgence of
the committee, because this is the first time we have used that pro-
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cedure, and there was no clear responsibility as to who was to keep the
list. Senators came in from all sides.

. Being the first one here, Mr. Secretary, I am going to assert my right
to ask the first question. .

It would seem to me that the investment tax credit is a very efficient
stimulus of the economy, because to get a $1,000 tax credit, the man
would have to buy $10,000 worth of equipment.

Of course, that does have some windfall effect for a person who
would have bought the equipment anyway, or who has already placed
the equipment on order because he necessarily had to have it. But it
would seem to me, Mr. Secretary, that we could use the same approach
with regard to some of this middle-income tax reduction, and provide
that if someone buys a new home during the same period of time, that
we would give him a similar advantage, either a 5-percent or 10-per-
cent advantage. If we could have some reasonable cooperation from the
Federal Reserve Board in putting a program of that sort into eflect,
we could stimulate a housing boom throughout this country, and that
would put a great number of people to work.

Hgve you considered that, and if so, why did you decide not to recom-
mend it

Secretary SimonN. Mr. Chairman, we agree first of all, that the in-
vestment tax credit is most certainly the most useful tool. We have had
good experience with that in the last decade, because it has been re-
moved twice. When it is placed back on our tax laws again, it provides
the necessary investment that this country so desperately needs,

As far as new homes are concerned, we looked at many new programs
to stimulate housing, and we looked at our experience last year where
the U.S. Government, through various programs, tandem, subsidies,
Ginnie Mae, Fannie Mae, all of our programs pumped about $20 bil-
lion into the subsidized area of housing. We still look at results that
;vere most unsatisfactory. It declined to about 800,000 homes at the

ow point. -

The best thing that can happen to housing—and the President’s pro-

- gram, by the way, just to deviate for a moment, with a $1,000 cap is
a stimulus, because it recognizes that big ticket items, if you will, the
move higher priced items——

The Caamman. But is it not true, though, that under the Presi-
dent’s recommendations, he gets the $1,000 whether he buys something
or just puts it away ? Is that not correct ¢
. Secretary Simon. That is true. But our analysis shows that spend-
m% indeed, still outstrips saving.

ut, let us remember that savings and investment are important,
and there is nothing more imﬁortant to housing than savings. The
money is flowing back in, as it has for the last 8 months, to our thrift
institutions. Housing permits went up last month, and this is a nec-
essary precondition for a turnaround in housing which we believe is
occurring right at this time. -

Short-term interest rates have declined, as measured from the
Treasury bill rate, from close to 10 percent in August to about 5%

ercent now. This has provided the proper climate for money to flow
in at record levels to the thrift institutions, which again feel some
security in their deposits, and are making the necessary commitments
in housing. That is beginning to grow right now.
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The CramrMAN. Well, the point I had in mind is that you do not
just give business a tax cut and then hope that nature will take its
course. They have to buy the equipment to get the credit. That is why
1t seems to me that it might stimulate the housing industry if we said
that if a person buys a new house, he gets a tax advantage, but he does
not if he does not buy the new house. -

But I think your position is clear on this.

Now, what do you estimate to be the effect of the administration’s
tax cut, compared to the House passed tax cut, on employment in the
United States?

Secretary Simon. Well, we believe that our economy is going to
bottom out in the middle months of this year; that we are going to
see a real growth rate resume in the fourtf)x, quarter of this year. This
is not just Government economists. I have looked over the economic
forecasts of most of the private well-known economic forecasters over
the past 2 weeks. The only difference of opinion rests with the extent
of the economic recovery. We are not leaving this economic recovery
to analysis and the forecasting to chance, if you will.

While we see the necessary preconditions, as I said, for upturns in
housing, inventory investment and consumer spending, and, of course,
there is a very large deficit, the President does not want to leave this
to chance And that is why to make it more sure, and more certain and
stronger when it does occur, he wanted to provide the immediate

~stimulus to the economy right now. We can get the money back into
the spending stream quicker with the President’s very simple proposal
of a rebate on the 1974 taxes, rather than a combination of a portion
of 1974 taxes and the 1975 taxes.

There is also a matter of equity, Mr. Chairman. We have a lot of
%eogle who are not working this year who were working last year.

nder our proposal they would be receiving a rebate because they
were working in 1974. Vge think this has greater economic stimulus.
We could, as I say, get the checks in the mail much faster.

The CrarrMAN, My time has expired.

On the Democratic side of the aisle, the early bird was Senator
Harry Byrd from Virginia. I now call on the Senator from Virginia.

Senator Byrp, Thank you, Mr. Chairman. .

Mr. Secretary, first I want to say that both as a Senator and as a citi-
zen, I want to commend you for Keing one of the few persons in this
town who is willing to fight to try to bring some order and some sound-
ness to the chaotic condit:ion.ofy our Federal Treasury. I realize you
have been overridden in many of your views and recommendations,
but that does not mean that you are wrong. There is much in this legis-
lation that you are testifying on today that I like. I would like to
support a tax reduction. fyrealize it is popular. Politicians like to do
things that are popular. But I am not going to be stampeded into
supporting a program until I become convinced, which I am not at the
moment, that it is sound to reduce taxes at a time that we are increas-
ing spending and running a tremendous deficit. )

he question that I would like to put to you first, Mr. Secretary, is
how much will the Federal Government need to borrow during the
calendar year 19751

Secretary Srmon, I would like to make a comment, Senator Byrd.

Thank you for your good, kind comments. Unfortunately it is a fact
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of life, not only in this country but all over the world, that good poli-
tics are very seldom good economics. That is a dilemma we always find
ourselves in. -

The important thing about our tax reduction is that it is temporary.
It is temporary in nature, and I would like to think of it as an invest-
ment. It is an investment in our economy that is going to stimulate
economic activity, The revenues are going to increase to the Treasury
Department, thereby narrowing the deficit. ,

But, it is important to keep this temporary, which the House bill is
not, temporary. It builds in, 1n our judgment. a guaranteed additional
$#12 billion of additional spending where the revenues had not been
picked up. I am alarmed, frankly, at the recent actions up here that are
increasing the deficit above the levels that we had submitted in the
President’s budget.

Now to answer vour specific or original question, I will get the num-
ber out and submit it for the record. In this calendar year our net due
demands are approximately $65 billion, which is higher than any other
net due demands in the history for the entire sector.

[The information referred to follows:]

In calendar year 1975, the net new maney demands of the Federal govern-
ment are approximately $70 billion which is higher than any other net new
money demands before by the private and public sectors combinéd. The Trea-

sury’s-net new market borrowing will total $65 billion in calendar year 1976
as shown in the table attached hereto. ~

TREASURY MONEY MARKET BORROWING, INCLUDING FOREIGN NONMARKETABLE SECURITIES
[!n billions of dollars}

1st half 2d half
Peak in- Peak in-
Calendar Gross new Netnew  creasein  Gross new Net new crease in
yoar issues ' Maturities ? money  borrowing issues 1 Maturities 2 money  borrowing
1970....... 22 1] -2 4 31 15 16 16
1978....... 27 24 3 3 37 15 22 22
....... 13 15 -2 7 21 7 14 16
1973....... 17 16 1 10 20 15 5 5
....... 17 22 -5 4 32 18 14 14
19750 ... 45 17 28 31 48 11 37 37
1976 ... 49 a3 24 28 e eeeeieeeeeseceeearmeanee
1 Includes increases in regular bills.
3 Includes paydowns in regular bills.
3 Estimated.
Full year
Gross new Net new  Peak increase
Calendar year issues!  Maturities ? money  in borrowing
53 39 14 1)
64 38 25 25
U 22 12 13
37 3 6 6
49 40 9
93 27 65 65

1 Includes increases in regular bills.
9 includes paydowns in regular bills.

_ Senator Bysp. Is it correct that the Federal Government will go into
the money markets to the extent of about 62 percent of all of the lend-
able funds available this year?
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Secretary SiymoN. Yes, sir.

_ Senator Byrp. I take it then, in your testimony today, you are not
testifying in favor of the legislation which is before the Senate, which
is the House bill.

Secretary Siyox. No, sir. For the reasons that I stated we think that
our proposal is superior, both from.an economic stimulus point of view,
designed to do a particular job in our economy ; and No. 2, our proposal
is purely temporary in nature, a straight refund on 1974 taxes rather
than the permanent.

Senator Bynn. So, actually then you do not favor the House passed
proposal which is the legislation which is before this committee.

Secretary Siaox. No, sir. We prefer the President’s proposal. That
is correct. -

Senator Byro. Now, I got this morning the Revenue Act of 1971
which was passed by the Congress in December of that year. I note that
there again was a tax reduction proposal. The Congress reduced taxes
as a result of this legislation in 1972 by $11 billion, and in 1973 by
$10 billion. So, we have been the tax reduction route, and we are in
worse shape today. If anyone wishes to contradict that statement, I
would be glad. -

We seem to be in worse shape today than we were in 1971 or 1972
and 1973. So now we come back with another tax reduction proposal,
double what we have done in the past. Maybe we can by doubling what
had previously failed, we can succeed. But I am not at the moment
persuaded. However, I should keep an open mind on the matter.

- My time has expired, but I asﬁ unanimous consent that I might
insert in the record my dissenting views on the 1971 tax bill, and a
table of deficits that I prepared for a 20-year period. =

The Cuairaan. Without objection, agreed.

[The information referred to-follows:]

Excnnkr FroM THE SENATE REPORT T0o ACCOMPANY THE
Tax ReEForM Acr or 1971

ADDITIONAL VIEWS OF SENATOR HARRY F. BYRD, JR.

It is my desire to support the President’s economic program.

I applaud his address to the Nation on August 15.

I approve the temporary surtax on imports; I believe the wage-price freeze
was Jjustified; cutting the Nation loose from gold was necessary for the simple
reason that our gold stock is now only $10 billion, yet we have liquid liabilities
to foreigners totaling $46 billion.

So all of this, I feel, was sound.

Now we come to the President’s tax proposal embodied in H.R. 10947, It
would reduce annual revenues by $10 billion.

I have not yet been able to convince myself that it is wise or sound or logical
to reduce revenues by such an amount, at a time when the Government is run-
ning Federal funds deficits of $30 to $35 billion. T

This legislation provides the following: ,

1. A 7 percent job development credit (President Nixon proposed a 10 percent
credit until August 15, 1972, and 7 percent thereafter).

2. Repeal of the 7 percent excise tax on automobiles and repeal of the 10 per-
cent tax on light trucks.

8. Accelerated reduction in individual income taxes beginning in 1971 by an
fncreased personal exemption of $25 for 1971 and by an additional $75 for
1972; and an increase in standard deductions.

4. Deferral from taxation of portions of income derived from exports of
Domestic International Sales Corporations (DISC).

8. Codifies depreciation on capital assets.

48-493 0-75-5
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The 7 precent job development credit, the DISC proposal, the increase in
depreciation rates and, to an extent, repeal of excise tax on automobiles, all
accrue to the benefit of corporate and other business enterprises.

The increase in personal exemption and standard deductions will benefit, to
a small extent, the individual taxpayer; the repeal of the excise tax on auto-
mobiles will benefit those individuals who purchase a new car.

The three big items—insofar as loss to the Treasury is concerned—are the
T percent job development credit, the increase in personal exemptions and re-
peal of the excise tax on automobiles, the latter creating a loss of $2.2 billion.

First, the job development credit. This is the same as the 7 percent investment
tax credit proposed by President Kennedy. The history of this proposal seems in
order.

It was first enacted in 1962, President Johnson recommended its suspension in
the fall of 1966. I opposed this, as I felt it had been helpful in stimulating capital
investment and thus creating new jobs. President Johnson’s view prevailed—but
6 months later he reversed himself and asked the Congress to reinstate the in-
vestment tax credit, which the Congress did.

Then, in 19689, President Nixon asked that it be repealéd Again the Congress
agreed. Now the President wants it reinstated under a new name.

I feel there is a great deal of merit in this proposal as a job stimulant. If it is to
he reinstated, I prefer the House position, namely, 7 percent, rather than the
administration’s recommendation of a 10-percent credit untit August 1972 and 7
percent thereafter.

It is important, I think that the Government make up its mind as to whether
the investment tax credit—or if one wishes to use the new name, the job develop-
ment credit—is desirable or undesirable. Uncertainty as to its status makes it
difficult for businessmen to know how to proceed from year to year.

With reference to the tax cut for individuals to be achieved by increasing
personal exemptions, this will diminish the revenue of the Government by a great
deal but will mean very little to the individual citizen.

For example: For 1971, for individuals in the bottom 14 percent tax rate
bracket, the saving would be $3.50 per person (or 7 cents per week) ; for those
in the 70 percent tax rate bracket the annual saving would be $17.50 per person.

In the middle tax brackets, the saving would amount to about 20 cents per
week, perhaps less, per taxpayer.

Now, where does this tax package leave the Government insofar as tax revenues
are concerned?

For the current year, revenues would be reduced by $11.2 billion ; next year the
revenue loss would be $9.8 billion. .

" The Government already is running a smashing Federal funds deficit. These
reductions in revenue will add to the deficit,

Deftcit spending by the Federal Government is a major cause—if not the major
cause—of the inflation the Nation is experiencing today. And it is to control
inflation that President Nixon has put into effect wage and price controls.

If there were any real likelihood of a reduction in expenditures, a reduction in
taxes would be highly desirable.

But I do not see much indication that either the Congress or the administration
is prepared to reduce spending. In fact, the administration urged the Congress
to increase the amount appropriated for foreign aid from $1.9 billion in 1970
to $£3.5 billion for 1972—almost double; it is urging Congress to enact a new $1.5
billion program dealing with school desegregation; and worst of all, it is strongly
urging the Congress to approve a new welfare proposal that would increase the
annual cost at least $5.5 billion.

So a reasonable reduction in Federal spending does not now seem apparent.

I am concerned, too, about the reliabjlity of figures submitted to the Congress.
For example, the Government this past January overestimated by $6 billion the
amount of revenue to be received by June 30, and it underestimated by $15 billion
the expenditures. Thus, the total error was $21 billion. -

I shall vote to report H.R. 10947 to the Senate—with the reservation that I
withhnld judement as to how I shall vote in the Senate, either on the bill or on
amendments thereto.

T approve many of the nroposals incorporated in H.R. 10947.

But is it sound to reduce annual revenues bv $10 billion at a time when the
Federal Government is running smashing defleits, which deficits are highly
inflationarv?

The Federal funds deficit for fiscal 1971 was $30 billion : the Joint Committee
on Internal Revenue Taxation estimates the 1972 Federal funds defleit will be
$35 billion. -
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In a letter to me dated October 13, 1971, John 8. Nolan, Deputy Assistant Secre-
tary of the Treasury, puts the revenue loss as follows:

Calendar year
1972 1973
1969|R;§oirdm Ald: $7.5 $10. 2
ndividuals. . . ~$7. -$10.
Corporations. . +3.9 +4.0
Net effect, 1969 act. -~3.6 —6.2
ADR ref ulations (before change by H.R. 10947):

Individudls. . . ..o ciiaccecicaiceaaceoecnaae——nn -7 -.8
Corporations. ... ...cceueonrenemrecncraeecnncns, teeeeeaerecnetocenenannane -2.7 -3.2
Neteflect, ADR. ..o i cacerincmccrconcnanerccaannaan ~3.4 —-4.0

H.R. 10947: -
Individuals . . e eicdeiceccceccecrececenecnaaan -5.9 -3.6
Corporations. ... ..o oo it iieccicaccmcaccetcntaemcaaanaan -1.9 =2.3
Neteffect, HR. 10947 .. .o riciicccieencaanacaa ~7.8 -5.9
* oAl i ciieceaceeiecaseceseacescaecaeennaan -14.8 -16.0

Of this total, the revenue loss from H.R. 10947, including ADR, is $14.8 billion
minus $3.6 billion (from 1969 act)—or $11.2 billion for 1972; and $16 billion
minus $6.2 billion (from 1969 act:—-or $9.8 billion for 1973.

It is this revenue loss at a tirie of heavy deficits that causes me deep concern.

I submit a table with pertinent figures.

DEFICITS IN FEDERAL KUNDS AND INTEREST ON THE NATIONAL DEBT, 1963-72 INCLUSIVE

{In billions of dollars}

. Debt
Receipts Outiays  Deficit (—) interest
83.6 90.6 -6.5 10.0

82.2 95.8 -8.6 10.
%.9 94.8 -3.9 1.4
101.4 106.5 =5.1 12.1
111.8 126.8 -15.0 13.5
114.7 143.1 ~28.4 14.6
143.3 148.8 -5.5 16.6
143.2 196.3 -13.1 19.3
133.6 163.8 -30.2 20.8
143.0 142.0 -35.0 21.2
1,152.7 1,304.0 151.3 150.2

1 Estimated figures.

Source: Office of Management and Budget, except 1972 estimates.

Hagrry F. Byrp, Jr.

DEFICITS IN FEDERAL FUNDS AND INTEREST ON THE NATIONAL DEBT 1957-76 INCLUSIVE ~
[In billions of dollars}

SurpIus N Surplus
(+)of Debt ) _Debt
Year Receipts  Outlays deficit (=) interest Year Receipts  Outlays deficit (—) interest
68.8 67.1 +1.7 7.3)199.. ... 143.3 148.8 -5.5 12.7
66.6 69.7 -~3.1 7.8|1970. ... 143.2 156.3 -13.1 20.0
65.8 1.0 -11.2 8|19 ... 133.7 163.7 -30.0 21.6
15.7 74.9 +.8 9.5)1972...... 148.8 178.0 -29.2 2.5
75.2 79.3 ~4.1 9.3[1973...... 161.4 186.4 ~25.0 24.2
n.17 86.6 -6.9 9.5]19M4...... 181.2 198.7 -12.5 29.3
83.6 90.1 -6.5 10.3119754. ... 186.0 229.0 —-43.0 32.9
87.2 95.8 -8.6 1.0 19760 ___.. 199.3 254.2 ~54.9 36.0
90.9 94.8 -39 11.8
- 101.4 106.5 ~5.1 12.6 | 20-yr
111.8 126.8 -15.0 14.2 total.. 2,318.3 2,626.8 -308.5 330.9
.. 114.7 143.1 ~28.4 15.6
1 Estimated figures.

Note: Prepared by Senator Harry F. Byrd, Jr., of Virginia. i
S ource: Gffice of Management and Budget and Department of the Treasury.
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The CrHAIRMAN. Senator Hansen.

Senator HaAnseN. Thank you, Mr. Chairman.

Mr. Secretary, you noted in your opening statement that more than
8 percent of our employable people are out of work, that inflation for
1974 exceeded 12 percent.

I have tried to contrast the administration’s proposals with those
coming to us from the House, and I would like to ask you what is the
justification for recommending that the investment tax credit be
placed at 12 percent rather than at the 10 percent as recommended by
the House{ )

Secretary Simon. We do not, at the outset, Mr. Hansen, favor a
variable investment tax credit or one that is going to change from
year to year because if there is one thing that business needs in this
country, it is certainty as far as their investment plans are concerned.
We made a proposal last October which we hope will be taken up in
tax reform later this year on a permanent increase in the investment
tax credit from 7 percent to 10 percent and an equalization as far as
the utilities are cencerned, moving from 4 percent to 10 percent.

But, we recognized a particular problem right now. As I said before,
the investment tax credit is without a doubt the most useful tool we
have in our arsenal of getting investment going in our economy, and
moving the investment tax credit from 7 percent to 12 percent is
going to provide the necessary investment on the part of business in
this country now, which is right when it is needed, and bring this
upturn about in a much quicker fashion. _

Senator HaNsEN. So you are saying it will actually create more jobs
than any other one thing that you can think of ¢

Secretary Siaon. It most certainly will. There is nothing in the
longer run as far as creating greater productivity and productive
capacity in this country than to increase our capital formation and
capital investment. After this hysteria of the short run, &s I call it,
problem of recession, recognizing that I am not diminishing the plight
of the unfortunate people that are unemployed as a result of our
inflation, but we will be judged in the future by how we handled
inflation and capital formation, because it is only in that way that
we are going to be able to provide the increased standard of living
}i;'or the people in this country that they desire and that they should

ave.

We have to start thinking about our children and our grandchildren,
and stop thinking about ourselves, and living for today.

Senator HanseN. It seems to be a popular thing these days to attack
bigness, and I suspect that possibly could have been the motivation
for the House putting the $100 million investment tax credit cap on
investment. As far as I know, about the only corporation that would
be significantly affected by this is A.T. & T. Conversely, I know of
no community of any size that does not have telephone service in this
country.

I amytold, also, that there are more than 8 million stockholders who
have invested their money in A.T. & T. stock, or in the stock of an
A.T. &T. subsidiary. '

‘What is the justification, if any, that you can find in placing the
$100 million investment tax credit cap on our economy now?# o
Secretary Simon. 1 agree with everything you said. We think that
this action, which is purely directed at the American Telephone Co.,
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is eminently unfair, and it is done with the mistaken notion that it
is attacking bigness. But the telephone company is not bigness. It
represents all people. The telephone company represents about 7 per-
cent of the total investment in the United States. It has over 3 million,
I believe, stockholders in the country, which are people of all income
classes, that have relied upon a steady dividend income from the tele-
phone company year after year. Why should we discriminate and
penalize this particular entity from the needed and desired growth?
We have the finest telephone system in the world. Why should we be
monkeying around with this in a discriminatory fashion?

Senator HanseN. One of the concerns I have as a representative
from the State of Wyoming is a desire to do something about the live-
stock industries, specifically the cattle business. There are few busi-
nesses in America today that have suffered as much financial loss in
the last year and a half as that of the average cattle feeder and cattle
grower. What would be the administration’s position with respect to
a carryback loss to go beyond the present limitation for perhaps up
to as much as 8 years?

Secretary Srmon, We would have an open mind on the loss carry-
back procedure, Mr. Hansen; but again, we do not believe that it is a
vehicle for this particular bill. We think that the tax priority this
year should be this immediate stimulus which we should agree upon,
and get it out and get it passed, and then we should move to the slight-
ly more detailed energy tax proposals; then we should go into a tax
reform proposal which would encompass this as well as the integra-
tion of corporate and personal taxes, which I spoke of. Let us say, it
will be a tax reform package that is designed for capital formation to
make sure that we can have, as I said, an increased standard of living
from year to year.

The CrArMAN. The Senator from Connecticut, Mr. Ribicoff. ~

Senator Risicorr. Thank you, Mr, Chairman.

Mr. Simon, it is obvious that oil is an important factor in our entire
economy. I am pleased that it seems that the President and Congress
are going to try to work out their differences.

In yesterday’s “Wall Street Journal,” there is this statement : “T'wo
cabinet agencies differ on oil price floor.” So, it is not only important
for the Congress and the President, but between Secretary Kissinger
and yourself. What are the differences between you ang Secretary
Kissinger on oil price policy ¢
. Secretary Simon. A lot of this, Mr. Ribicoff, is exaggerated, as it,
sometimes tends to be. There is a unanimous agreement in the adminis-
tration that a mechanism is needed to protect domestic investment in
alternate sources of energy whose economics are presently unknown.
The method that it is protected, whether it is through a floor, a fixed
floor, a variable floor, a fixed tariff, a sliding tariff, an inverse propor-
tion to the price of oil, is still being discussed. It is being discussed
domestically as well as internationally. No decision on the specific
mechanism has been made yet.

Senator Risicorr. Now, I agree with you, while I am against the oil
depletion allowance, that it has no place on this bill. And yet again
from “The Wall Street Journal,” it is not a paper that usually over-
emphasizes, on Monday’s “Wall Street Journal,” it quotes you out of
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San Francisco: “In San Francisco Treasury Secretary William Simon
said the-depletion allowance appears doomed.” :

Do you still feel that the depletion allowance is doomed ?

Secretary Simon. I was asked a question as to my opinion as to the
outlook for the depletion allowance. I gave what I always try to do,
an honest opinion, that the majority of the Congress would favor its
removal.

Senator Risicorr. And if the Congress does favor its removal, would
you recommend to the President that he sign a bill that contains re-
moval of the oil depletion allowance?

Secretary Siymon. I do not think that we can just take the subject of
oil depletion and just discuss that separately without discussing the
entire energy picture, the price controls that presently exist through
every area of that industry, and we have, just by itself, opposed the
removal of the depletion allowance. We oppose its consideration in this
legislation as well. We think that it should be brought up in the context
of the entire tax reform legislation and in dealing with the energy
issue. :

Senator Rietcorr. But in other words, as far as you are concerned,
the oil depletion allowance is no longer a sacred tenet of this
administration ? :

Secretary Siaon. No: I did not say that. I said that——

Sex(mla?tor Risrcorr. Well, I am asking you now, do you consider it
sacre

Secretary SimoN. I do not know what is sacred and what is not
sacred. But we continue under present economic conditions in the
energy industry, with controls et al., to oppose the elimination of the
depletion allowance.

Senator Risicorr. Now, in trying to justify the larger tax cuts, you
talk about encouraging the purchase of autos, washing machines,
televisions, refrigerators; and yet a basic policy seems to be that we
must conserve energy. Each one of those items is a substantial user of

g nergy. Is there not an inconsistency of trying to cut down the use of

energy and encouraging the purchase of items that use a lot of energy ¢

Secretary SimoN. I do not think so. I think the people are becoming
‘more energy conscious as far as their utilization is concerned, and that
as new commodities come out, many washers and dryers and refriger-
ators do wear out, and the new ones that come out are going to be
more efficient than the old ones that are made. So I do not think it is
inconsistent, no sir.

Senator RiBicorr. What is the obligation of the automobile manu-
facturers to develop and manufacture cars with a higher gas mileage
than at present?

Secvetary SimonN. We have an agreement. The Secretary of Trans-
portation, Claude Brinegar, has an agreement which I believe was
signed, Mr. Ribicoff, that the auto companies would have 40 percent
more efficiency in their automobiles in the next, it is either 4 or 5 years.

Senator RiBrcorr. Many top economists have recommended that our
economy needs a much larger stimulus than is provided in either the
administration proposal or the House bill.

Suppose the Finance Committee voted out a package larger than
that of-the House. What would your reaction be to that?

Secretary Srmon. Well, I think it would all depend on how much
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larger it was, Senator. There again, in response to Senator Byrd, I am
alarmed at the increases in spending that are occurring each day since
we submitted our budget. Each additional amount of stimulus that is
provided, whether it be through a tax cut or the fiscal measures
through Government spending, 1s going to compound our problems as
far as inflation in the future. %Ve t%ink that it is very dangerous.

Senator Risicorr. Thank you, Mr. Chairman.

The CuairmaN. Senator Fannin? Well, he had to leave the room.

Senator Dole? ;

Senator DoLe, Mr. Secretary, I have a couple of questions. I do not
want to take issue with the Senator from Connecticut, but there are
many of us from oil producing states where we have so-called stripper
wells—in my state of Kansas, several thousand which produce almost
70% of the state’s crude oil. And the depletion allowance is critical to
the continued production of oil in these areas. So I do not want the Sec-
retary to make any firm commitment that he would recommend the re-
peal of that. If we are going to do that, then we ought to take a look at
the depletion allowances for all minerals and natural resources, like
clay and gravel and gold and oil shale, and lumber, and the whole sec-
tion. If you are going to wipe it out on oil without making any exemp-
tion for a small producer, or the independent producer, we ought to
take a look at the whole depletion program.

But that is not being addressed in this bill. I am pleased that the
Chairman and others agree that we should get directly to the tax
cut. That is the important thing. Then we can take up the depletion
allowance later when a comprehensive energy program is considered.

We have kicked the oil companies around, now, for a year straight.
Maybe we should find another target.

ecretary SiymoN. Could T comment on that for 1 minute? I hate
to use up 1 of your 5 minutes, Senator Dole. I did not want to do it
with Senator Ribicoff. Maybe I can spread it around.

You know, it is unpopular, and sometimes we do things in this coun-
try because we are piqued, and we are piqued for the wrong reasons,
and kicking around a particular industry. One of my great disap-
pointments—and I will carry this back home with me when I leave—is
all of the time and effort that all of us spend in attempting to explain
the reason for our energy problem in this country, and unfortunately
everybody believes that this is still the great ripoff of the century.
Well, I agree with them. It is a great ripoff. And it is a ripoff on the
part of the OPEC producing nations and not on the part of any do-
mestic problem or domestic companies here. Few people, as unpopular
as this is, realize that the depletion allowance has resulted in a lower
price of gasoline and a lower price of heating oil to consumers in this
country. Every economist I know wants the depletion allowance re-
moved for just that one reason. It will raise the price of oil, which it
is going to, and result in a cut-down of its usage. It has also been a
darn good carrot as far as the independent producers who drill 75 per-
cent of the wells to attract the seed money all over the country to pro-
vide the necessary investment.

We ought to step back from the emotion, and I know how hard that
is to do, and take a look at a little longer perspective at what we are
doing to ourselves sometime.
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Senator Dore. T appreciate that; and there may be some alternative
to depletion allowance, perhaps a tax cut for intangible drilling costs.
But you cannot expect them to survive in view of the great financial
risk they take. I am talking now about the independents who pro-
duce a great deal of oil and do 75 percent of the exploratory work in
this country. We are taking away their incentive. But we will get to
that later. 3

Specifically, you are opposed to the earned-income credit nrovision
because it is not based on anv tax liability. How does this differ from
the administration’s proposal to distribute an $80 annual payment to
adults who currently nav no tax?

Secretary Simon. Well, it differs—we were not trying to pay welfare
payments through the $80 nontaxpayer credit. This was part of the
program. When we take $30 billion out of the economy through higher
taxes in the energy area and-we assess who bears the proportion of
this $30 billion, we puzzled for a long time as to how through our
system we conld get the moneys back in near proportion to what they
spend, or will spend, additionally for energv. and this was sort of the
best. scheme we came up with. but it is not designed as a welfare plan.

Senator Dore. The %all Street Journal today indicates that when
we have plants running at half capacity and all of the unemploved,
some 8 million, that rather than talk about a tax credit, we ought to
reduce the corporate rate. Is there some reason that it wonld not be
more effective if we simply reduced the corporate tax rate instead of
increasing the investment tax credit ¢

Secretary Simon. We are looking for economic stimulus in the econ-
omy just as rapidly as we can, and reduction in the tax rate, that is
part again of our permanent proposal, and it would not provide this
immediate investment that we are trying to get at. _

Senator Dore. Well, I think the point was that we have plants
operating at half capacity or less, we have many unemployed, and
before we start expanding and looking at new areas, new machinery,
that maybe we ought to get those plants we now have in operation and
some of those unemployed back to work.

Secretary Siyon. Well, we discussed that. We felt that the invest-
ment tax credit was the most efficient way, Senator Dole, to provide
what we are trying to do.

Senator DoLk. I would ask permission, Mr. Chairman, that the Wall
Street Journal editorial, “The House Tax Cut,” be made a part of the
record at this point.

The Cuarman. Without objection, agreed.

[The editorial referred to follows:]

[From the Wall Street Journal, Mar. 5, 1075)
ReviEw & OUTLOOK

THE HOUSE TAX OUT

Although the House has improved somewhat on President Ford’s proposal for
immediate tax-cut stimulation for the economy, the Senate has & lot more work
to do on it before anyone can pretend that it is barely adequate for the job, The
House bill carries a price tag of $21.8 billion, which 1s not small change. But
for that price, the economy will only get about $10 biltion worth of stimulation.

The only certain stimulants in the package are on the 1976 cuts on lower and

- middle incomes, costing an estimated $8.1 billion, and the doubling, to $50,000,
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the amouynt of income on which a business pays the lower 229 corporate tax rate,
costing Treasury $1.2 billion. The cut in individual taxes would be more beneficial
to the economy if it were applied across the board; a reduction in taxes in the
lower incomes implies a higher relative tax on the upper incomes, which can
only mean a disincentive to the higher incomes to produce. Still, the net effect
is clearly stimulative to supply and demand.

But that’s all there is. The House knocked $4 billion off the Forgd plan to hand
out $12 billion in rebates on 1974 incomes, but given the same monetary policy, the
remaining $8.1 billion is no stimulant to production. Treasury has to sell $8.1
billion in bonds—$8.1 billion that would otherwise be going into consumption or
investment—in order to give $8.1 billion to last year's workers, so that they can
put it into consumption or investment. Because future taxes have to be raised to
pay the interest on the Treasury bonds, which the market of course takes into
account, the whole exercise does more harm than good.

It is especially discouraging that such awful economics could win the support
of both a Republican administration and a Democratic Congress. The only thing
that it has to offer over the idea of paying people to dig holes and then filll them
up is that the bureaucratic cost of supervision is saved. Otherwise, the economic
effect is exactly the same.

Nor do we understand why a Republican administration, a Democratic Con-
gress, business and labor—and especially labor—believe that an increase in the
investment tax credit to 10% from 79 will do this economy any good. It's clear
why liberals go along with it: Because President Kennedy first proposed it as an
alternative to a single cut in the corporate tax rate, the ITC is an acceptable
bone to throw to business. But there's never been any evidence that it acts as a
positive stimulus to production; it’s merely a subsidy to capital accumulation.

The AFL~CIO should be aghast at the implications of a further hike in the
investment tax credit; instead, it is actually supporting the idea. Here we have
an economy with more than 8% of the work force unemployed, a figure that no
doubt will rise, and unemployed fixed capital probably in the range of 20%, and
everyone thinks it would be dandy to give business an incentive to buy new
machines instead of using old machines and unemployed workers. Again, if the
scheme goes through. Treasury will have to go out and sell $3.9 billion in bonds
over the next two years. It then uses the proceeds to effectively pay the business
community so that it distorts its decision-making away from existing capital
and labor in favor of new plant and equipment.

What it all comes down to is that $2L8 billion in tax cuts would give the
economy a decent stimulative boost, but not the way the House has arranged
matters. If all the individual tax reductions had been applied to 1975 incomes,
across the board, and if all the “benefits” to business had come in the form of
reduced corporate tax rates, the package would clearly be cost effective.

The Senate now has a chance to straighten things out a bit. But the only
advance sign from Chairman Russell Long of the Senate Finance Committee is
that the Senate version will carry a higher price tag. Says Sen. Long: “I think
it's fine for the House to spread some joy, but they've got to understand we want
to spread some too.” But if the Senate merely hands out more goodies, with no
more careful thought to how much bang- they're going to get for each buck than
the House has given, there's going to be a lot less joy in these tax cuts than the
politicians are pretending.

The Crarman. The Senator from Maine, Senator Hathaway.

Senator HatHaway. Thank you, Mr. Chairman. Thank you, Mr.
Secretary, for your statement. .

I wanted to ask you Mr. Secretary, a few more questions with
regard to the oil depletion allowance. On page 16 of your testimony
you exhort us not to attach this or any other extraneous amendment to
this tax bill. I did not understand from your answers to Senator
Ribicof’s question what the administration’s position is exactly. Is
1t against the elimination of the oil depletion allowance, or is it for it?

.Secretary Simon. Yes, we presently oppose the elimination of the
oil depletion allowance in the present way that the energy industry is
%resently controlled in every aspect, and I would agree with Senator

ole that the oil depletion allowance subject ought to be brought up
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in the context not only of the entire energy field. but also as far as
the depletion of all other minerals, without just lifting that out period.

Senator HatiHaway. Would the administration veto the tax bill if it
passes the way it has passed the House?

Secretary Simon. I think it would be premature. We have not made
any recommendation to the President on this because we prefer to
wait and see what both Houses do, and I would not prejudge what
the Presidential decision would be, nor would I know what our recom-
mendatien would be, Mr. Hathaway.

Senator Hataaway. It would seem to me,-Mr. Simon, that the veal
reason for asking us not to attach the oil depletion allowance is be-
cause the administration is-not in favor of eliminating the oil deple-
tion allowance and not because you want to get the tax bill through
in a hurry.

Secretary Siaox. That is not true.

Senator HarHAwWAY. Because you could put the onus on those who
are opposed to the elimination of the oil depletion allowance, especially
since the House has passed this amendment eliminating oil depletion.
by an overwhelming margin. You know full well that if we do not
have such an amendment on our Senate bill, we are going to have a
lot of difficulty in conference. And even if the bill should survive
conference without the elimination of the oil depletion allowance
amendment attached to it, there would then undoubtedly be a motion

in the House to recommit to conference with instructions to insist on -

he- version. So delay is just going to be at the other end instead
of here.

Secretary SimoN. We thought the real danger lay—and that is a
portion that I have disagreement with.you, Mr. Hathaway, if what we
consider to be a nongermane amendment is attached to this economic
stimulus package and it opens the way for other nongermane amend-
ments which would certainly create great delay. and we just thought
that the most important single job we have right now is to get this
tax reduction passed, and let us deal with depletion or any other area
where there is going to be great differences of ovinion in the proner
forum without subjecting our tax stimulus measure which is so des-
perately needed right now to this delay. That is honestly what we felt,
Mr. Hathaway.

Senator HatHAwAY. You mean if there are no other noneermane

. amendments, so-called. except the elimination of oil depletion, then you

would be in favor of letting the bill go through the way the House
passeditt " - -

Secretary Simon. No, sir. I was not suggesting that. I was suaresting
that the danger exists. and let us rot even create the danger by having
it in there to begin with. Let us deal with that issue separately.

Senator HatHAwAY. Well, I think it would be reasonable to assume
that if this one amendment, the one to eliminate the oil depletion
allowanee~were tacked onto the tax bill that. that is probablv all that
would be attached in the Senate. And even if more amendments were
attached, I am sure that they could be knocked out in conference. I
am sure that both the House conferences and the Senate would be
satisfied with a bill that had only one amendment attached to it.

It would seem to me that since the House has, in fact, already at-
tached the oil depletion amendment to this bill, the Administration’s__
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position would be to put the burden on those who were op;;xosing it
to come up with some kind of a compromise, At this point, that’s the
only way you’re going to get this tax bill through in a hurry.

Secretary SiaoN. Well, we just felt that history clearly shows that
once you put a nongermane amendment on, it opens it up to being
potentially Christmas-treed and it really is not to our best advantage
to do it that way, but we ought to do the economic stimulus portion of
the package and then let us come back and have a real debate on the
merits of particular tax reform.

Senator HatHaway. Well, arc you optimistic that you can per-
suade a large majority in the lylouse to drop the oil depletion
amendment ¢ ‘

Secretary Simox. No; I am just optimistic that we can postpone the
discussion. I am not asking that it be dropped; I am asking that it be
postponed, and that we get on with the real urgent business at hand,
Mr. Hathaway.

Senator Harnaway. Well, are you considering that it has been the
history in the House—and I served over there for 8 years—that
the same argument is made every time a tax bill comes up? That is
why closed rules were advocated over there in the first place—because
their did not want to open up the whole tax code to amendment., “We
will have tax reform tomorrow,” they said. That is what they always
told us, “we will have tax reform tomorrow.”

But tomorrow never comes, and with that in mind, many of the
House Members voted to tag this amendment onto this bill now,
because they felt this was its only chance. And even though I believe
that many of those in the Senate who are advocating postponement
are sincere, somethin%l always happens later that keeps you from
getting the repeal of the oil depletion allowance through.

Secretary Sison. Well, ordinarily I would agree with that. How-
ever, I read in the Wall Street Journal, Mr. Hathaway, that the
chairman said that he will have it brought up before July 1, and so—
and Al Ullman had made the same commitment, so those commit-
ments are good enough to us because that makes good sense.

Senator HatHaway. I realize the chairman is acting in good faith,
but the chairman cannot control the people who are not on this com-
mittee and maybe cannot always control all those who are on this
committee. I know that there are some people on the floor, without
mentioning any names, who will do everything they can to hold up
this bill. It would seem to me that those of us who are in favor of
eliminating oil depletion have a good vehicle now—a better vehicle
than we will ever have later—and we should tag this amendment onto
it right now and stick with it.

Secretary SiyoN. Except the argument cuts the other way, too,

- that those same unknowns on the floor could be tacking an awful lot

of other things on the bill and holding it up just as well. That is why
keeping it clean was a first priority for us, sir.

Senator HatHawAY. Thank you, Mr. Secretary.

Secretary Simon. Thank you.

The CHARMAN. The Senator from Oregon, Mr. Packwood.

Senator Packwoop. Bill, Senator Ribicoff and I for a number of
years have been cosponsoring an amendment to treat singles and mar-
rieds equally for purposes of taxation. At the moment the minimum
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standard deduction is $1,300 whether you are single or married. The
House bill takes it up to $1,900 for singles and $2,500 for married.
Is that a step backward from the equality that Senator Ribicoff and
I are trying to achieve! )

Secretary Sisron. Well, this technical aspect of the singles and mar-
rieds—I ¢an remember arguments and discussions that I have had with
everybody from Eileen Shanahan to Eddie Cohen, and I am going to
ask %:red to comment on the single and married technicality.

Mr. Hickyan. I do not think this a— ‘

Senator MoxpaLE. Should we go into executive session ¢

Mr. HickmaN [continuing]. A step backward, Senator. This is a
very difficult, complex subject of whicﬁ there is no totally satisfactory
answer, and what we have is & compromise, and this seems to be con-
sistent, we think, with what we are trying to work toward—that there
is not a genalty on %ettin% married, and this reduces somewhat that
penalty, but we would be glad to try—

Senator Packwoop. Well, you are putting a penalty. You are givin
everybody $1,300 minimum standard deduction, but you are saying i%
they get married, they can have $2,500. If they stay single, it is $1,900
under the House bill, but at the moment it is $1,300.

Mr. HrickMan. It is $1,300 for everybody.

Senator Packwoop. Right.

Mr. Hick maN. But as you go up in the scale with the married persons
getting the $2,500, they have got double what they presently have.

Senator Packwoop. I understand that, whereas a single person only
gets $1.900 under that bill as the House wrote it.

Mr. Hickman. That is right.

Senator Packwoop. That is not a step toward inequality ¢

Mr. HrckMan. I do not believe it is in the overall.

Secretary Siyon. I think it is the old adage that two can live as
cheaply as one.

Senator Packwoop. You know different ones than I do.

If we were to pass a $20 to $22 to $23 billion total package, I take it
your preference would be that that would be a 1-year rebate, rather
than mixing it up between cuts now and permanent cuts next year.

Secretary SmoN. Any rebate we believe very strongly should be
clearly temporary and not move into the tax strycture itself because
that would n our judgment become permanent.

Senator Packwoop. Now, Bill, assuming we go on just a one-shot
rebate, whether it is one or two pavments this year, what is the practi-
cal limit of the curve if a $16 billion stimulus will help, will the $30
billion stimulus this year help more? Where does the downturn start
Where do vou spend too much for what vou get ?

Secretary Simon. I know that the CEA and the troika has worked
on economic analysis, at what point does excessive stimulus become
counterproductive in our economy? I will provide detailed economic
analysis for that, but we are clearly in the danger zone.

Senator Packwoob. At what level ¢

Secretary Simon. Well, when we are talking about the increases in
spending that have been enunciated in recent days, coupled with the
budget deficits that we already have in place, and the rescissions and
deferrals that have not been and probably will not be accepted by the
Congress. All of this is going to add to our problems, and you know it
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is very simple by simple addition to get a deficit up in fiscal year 1976
of over $80 billion. I think that that would be clearly counterproduc-
tive.

Senator Packwoobp. I am afraid that is likely at the rate we are

oing.
& Y'Ogll mentioned earlier in response to Senator Byrd’s questions that
the Federal Government would have I think—67 percent is the figure
you used before—67 percent of all the bonded indebtedness in this
country. You are referring just to the bonded indebtedness area, not
bank credit or home mortgage loans# )

Secretary Siyon. I am just talking about—we had a chart in my
testimony, I guess the last time I testified here—and I would like to
correct the record—in fiscal 1975 it is 58.6; in fiscal 1976, it is 66.4;
that is the fiscal year starting in July of this year, but that is the old
deficit numbers, and our deficit has increased, as far as fiscal 1975 ap-
parently already. . )

Senator Packwoop. Those were percents you were giving, right?

Secretary Simon, That is the Federal sector as a percent of the total
debt markets, yes, sir, and we also provided another table, a percentage
of the total market, which if T remember correctly was about 45 per-
cent. This includes bank loans and the rest, but I have always thought
of it as more germane than to just look at the market where we are
attracting the capital rather than the short-term bank loans and con-
sumer loans.

Senator Packwoop. Thank you, my time is up.

The Cramrman. The Senator from Colorado, Mr. Haskell.

Senator HaskeLr, Thank you, Mr. Chairman.

I realize, Mr. Secretary, that you have come out and said loud and
clear that it would be unwise to repeal the depletion allowance, but I
have one further question. If you think it is inevitable that the de-—
pletion allowance will be reduced or eliminated, do you favor or do you
oppose exempting from the repeal persons or corporations producing
less than a certain number of barrels per day §

Secretary Stmon. Well, there-is no doubt that the independents drill
75 percent of the wells in the United States. The questiou that has
to be analyzed that is very important before you can provide an
answer to that is what happens as far as lease-swapping in the United
States, in subchapter S or similar type corporations being set up
that would obviate this intent to exempt the independents, and I do
not have a clear answer on that. From a mere equity point of view
you would say, well, if a depletion allowance is not a good subsidy
for an industry as deemed by the Congress, then it ought to be removed
for everybody, but it has heen a useful subsidy, and any financial and
economic analysis shows that,

It shows, as I said before, that it has resulted in a lower price to
consumers,

Senator Haskery. I realize you are in favor of retaining percenta
depletion. I was just curious about your attitude as to whether it
should be reg?ealed for some and not for others, in the event that
some form of repeal is a certainty. That is specifically my question.

Secretary SiMoN. Yes, and until T can get the answers for those

uestions that I raised as far as the exemption to independents, and
their ability to swap and form other corporations that can obviate
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this intent of Con , I would not be able to provide an answer
to that, but I will, Mr. Haskell.

Senator HaskEeLL. I appreciate that.

Now, Mr. Secretary, one other thing you have recommended is an
increase in the investment tax credit to 12 percent, and I beheve
in your statement you suggested that tlie investment credit should be
madle })ermanent at roughly 10 percent. Did I understand you cor-
rect

Sleetary Srmon, We submitted in our package in October to the
Ways and Means Committee an increase from 7 to 10 percent of the
investment credit on a permanent basis. Qur present proposal, 7 to
12 percent, is clearly temporary.

enator HaskeLL. I understand that. But, going to this business
of putting it on a permanent basis, I happen to feel that the invest-
ment credit may not be quite as good as we think it is. I realize there
are differences of opinion among economists as to whether the in-
vestment tax credit stimulates or does not really stimulate the ac-
quisition of new machinery and equipment. 7

It occurs to me—and I would like your reaction—that if we are
going to use the investment credit as a stimulus, we should always
use 1t on a temporary basis, since the effectiveness of the credit is
based chiefly on its incentive to change the timing of investment.

Secretary Srmon. Well, when we look at the longer run problem
of increased productive capacity in this country—and there again
our experience shows in the last decade with the investment credit
having been removed twice, and reinstituted—that each time it has
resulted in increased investment, and so therefore we believe that we
have the proof that it is a useful mechanism as far as getting the in-
centive to increase investment.

Senator HaskerL. I gather then that you would not agree with my
view that if you put it in permanently, you are basically making it a
permanent tax reduction for people who invest in equipment, as
opposed to plant, housing, as the chairman said, and this type of thing.

ecretary Simon. That is right, sir.

Senator HaskeLL. One other question, Mr. Secretary. You articu-
lated very well the effect of inflation on business, the fact that depreci-
ation was on a cost basis, and not on a replacement basis, and so on, but
you did not mention the fact that inflation does the same thing to the
individual taxpayer.-He gets more money; he moves to a higher tax
bracket. Would you not think the analogy which you made earlier
applies equally to the individual whose salary is raised, but taken
away from him, by inflation and yet he is in a higher tax bracket?

Secretary SiMoN. Yes, I do, and let me comment on that if I could.
Our tax proposal again is temporary. It does nothing to the problem
that you have just brought up as far as the ravages of inflation in
pushing people into higher brackets, and our energy tax, which is our
permanent tax reduction, recognizes this, and it raises the poverty
level to $5,600 and cuts the first five brackets, the first bracket from
14 to 7, and so forth.

I have stated publicly—and this again is a subject for tax refcrm—
that the only form of limited indexing that I look at favorably is in
the income tax system in recognition of this, Mr. Haskell.

Senator Hasketr. Thank you. Mr. Chairman, my time has expired.
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The CHAIRMAN. Senator Roth.

Senator RorH. Mr. Secretary, I think that two of the industries
that have suffered the most from the recession are the housing and the
automobile industry. I wonder, do you think that the House version
would do as much to help stimulate those industries as the administra-
tion’s proposal ¢

Secretary Simon. No, we do not, Mr. Roth, Again, the $1,000 cap
that we put on, as shown in my testimony, and shown by the per
income class of amount of money spent for these more expensive
items, show that $1,000 cap would be more effective in the more expen-
sive commodities in our economy. A $200 cap declining to $100 over
$20,000 would not meet this problem at all.

Senator Rors. Do you see the automobile industry turning up with-
out any help at this stage ?

Secretary Simon. \%’ell, we have seen the automobile industry a
month or 6 weeks ago put rebates from $200 to $600 on their auto-
mobiles, and this has stimulated sales in a very acceptable fashion,
and their inventories have declined.

Sénator Rorn. Under the House version, of course the largest propor-
tion of aid, as far as individuals are concerned, is at the lower end of
the economic scale, but it concerns me that not much is done for the
so-called middle class. My mail indicates that those over $20,000 are
having serious difficulties, particularly those that have young people
in college, they are having real difficulty. What is your viewpoint in
this area #

Secretary SimonN. We feel that the middle class is assisted by the
President’s proposals, and indeed, they should be. Yes, it is a smaller
percentage; there is no doubt about that, and I address that in my
written statement, but we think that that is important to direct our
tax rebate in that area. '

Senator Rorn. Basically, they are the ones that pay the biggest
part of the tax bill and get the least assistance, as I see it.

I would like to refer back to Senator Byrd’s line of questioning. One
of the things that concerns me is-whether we are going to face double-
digit inflation next year? If we buy even the more conservative ad-
ministration’s proposal our budget deficit will run from $50 to $90
billion or more. How are we going to get off of this merry-go-round of
inflation one yéar, the next recession. _

Last year the administration let interest rates rise and we ended up
with a recession. This year we are going to go into heavier deficit
spendi‘r‘l‘%lto get the economy moving. What are we going to do next
year ? Where are we going to be thent

Secretary Simon. Well, T think there is a clear danger that if spend-
ing increases across the board, the way it is showing every sign of
increasing, whether we meet ourselves coming next year, the end of
the next year, or the beginning of the following year, is8 a matter of
one’s judgment, but our proposals for a temporary tax decrease—and
we mean temporary—just on a 1-year basis, the moratorium on Fed-
eral spending, the President will indeed hold the line on that.

As unemployment begins to decline, it triggers out the expanded
unemployment programs and public service programs. Our revenues
increase to the Treasury, and of course, the deficit is narrowed, but we
get to the point that Senator Packwood brought up as to at what
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point do we reach overstimulation? At what }[]Joint; in our financing do
we prevent interest rates from declining as they normally would gur-
ing this steep recession? At what point do we hurt housing by doing
this, and also abort an economic recovery as a result of our crowding
out everyone who requires the funds who is suffering from such great
illiquidity today. ~

These are the major questions that have to be asked, and as I say we
are flirting with danger.

Senator Rorx. Well, you said these are one-shot deals. One aspect of
the administration’s proposal that concerns me is the $80 payment to
nontaxpayers. Do you really believe once we start refunding $80,
which in a sense you can argue is a negative income tax, that you will
ever cut that out as a program ¢

Secretary Simon. Well, the point is we are raising the commensurate
money in revenues from the energy taxes in order to rebate, and as I
said a little while aco what we tried to do was rebate——

Senator Rorn. Well, do you think as a practical matter, if we adopt
that proposal, the Congress is going to eliminate that program next
year? Are we not in the old situation of a new program getting the
camel’s nose under the tent

Secretary Simon. I would certainly hope not. It was not designed to
be & negative income tax or welfare payment of any sort, just a recog-
nition that those people who pay no taxes bear the additional cost of
energy as well, and we were seeking a way to get the money back to
them, and if Congress-ean think of a better way to do it—we labored
over that for a long time.

The CHATRMAN. Senator Nelson {

Senator NeLsoN. What was the world price of oil before the cartel
arbitrarily set the $11 a barrel ¢

Secretary Simon. I will get it for the record what the Saudi Arabian
light was, but it was about $2.50.

[The Department of the Treasury subsequently supplied the follow-
ing information :]

The Cost of Living Council made the following estimates of the price of oll,

F.0.B. United States Gulf Ports: during the third quarter of 1973, $3.60 per
barrel ; during the fourth quarter of 1978, $4.60 per barrel.

Senator NELsoN. What puzzles me is if, as you describe, the cartel
price is a ripoff, how do you define the administration’s proposal to
add $3 to the ripoff ¢

Secretary Smmon. Well, what we are attempting to do through turn-
ing to a free market mechanism, Mr. Nelson, recognizing that that is
what is going to stimulate the supply, as we are phasing in, if you will,
the free market, is also to promote conservation. If we can make
cnergy relatively expensive in relation to all of the goods in this econ-
omy, people are going to use less. But remember, at the same time, we
- are rebating to the consumers and to businesses the amount of addi-
tional money that they would spend. It was designed to be neutral and
purely to make energy, as I say, more expensive than other goods and
services on a relative basis.

Senator NeLson. It still puzzles me. Everybody says it is an arti-
ficial price. It is totally unjustifiable in the marketplace. At $13, $14,
you are going to be $11 a barrel above what it was before it was arti-
ficially set. The administration’s proposal is dramatically increasing an
unjustifiable price now. What are your statistics that show that it is
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necessary to have a $13 or $14 oil in order to develop sources of
energy ? In other words, specifically, what would it cost to bring coal
onto the line very quickly? Is it $7 a barrel oil? Is it $5¢ What re-
search, and what statistics, do you have that would justify the $13 or
$14 oil in order to get alternative sources of energy %

Secretary Simon. This is sort of apples and oranges. To answer
your question specifically, $7 oil is equivalent to $30-a-ton coal. Long-
term contracts in coal today average about $12 to $15, if I remember
correctly. I frankly do not know, because I have been——

Senator NELsoN. Well, $7 oil is over twice the price of coal.

Secretary Simon. But the purpose of the tax is, we are getting the
money from that, not the producers of the alternate sources. The pur-
pose of the tax is purely to reduce the consumption, to put additional
pressure on prices which already have substantial pressure on, in
orgl;r to bring a lower price; and that is going to occur, as I have
said.

Senator NeLson. Well, I must say, it sure puzzles me, and I have not
heard an answer yet, including yours, that is a very persuasive justi-
fication for adding to the inflationary cost of all sources of energy
throughout the whole economy, in order to reduce consumption.

Secretary Siaon. I think when we talk about adding to the infla-
tionary cost that we are finding more and more analysts today, and
well-known economists, who agree with our economic analysis; that
the consumer price index is going to be affected approximately 2
percent on & one-time basis. But let us remember, the Consumer Price
Index does not reflect the rebate that is coming back to businesses and
the American people, and they are going to have the choice whether
they wish to spend this rebate for the additional costs of their energy,
or use it in other areas.

Senator NeLson. Well, you appear to have three objectives, I take it.
One of them is to reduce oil imports, another is to set a price so high
it will reduce consumption, and the third is to induce utilization of
alternative sourees of energy. Are those the three?

Secretary SimoN. Yes. You have fit supply and demand, and that is
correct.

Senator NELsoN. How much do you expect to reduce imports?

Secretary Simon. Well, if the proposal was enacted, as we pre-
sent it to the Congress, it would reduce by about 1 million barrels a
day by the end of this year, and 2 million in 1977, Mr. Nelson.

enator NeLson. Well, why does the administration not take a very
substantial stand on the question of the efficiency of the automobile?
'This 40-percent business that the administration is supporting is really
minimal. It is simple to accomplish. It ought to be twice that amount,
and you could save 114 Alaska pipelines if you simply told the auto
industry, we are not going to allow anything on the highway at less
than 25 miles per gallon in 3 years, all of which they can do. And you
have 115 to 2 Alaska pipelines; you would have 2 million barrels a
day. Why do we not do that?

Secretary Srmon, We think a 40-percent more efficient automobile
is quite a significant improvement over the next 4 to 5 years, Fine;
80 percent would be even better. But we have to recognize what is pos-
sible, and that in the experts’ opinion is what is possible,

48-493 0 -75-6
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Senator NeLson. Well, your own EPA and your own DOT will tell
you {ou can do 24 miles a gallon without any new technology or any
problem at all. And that is very conservative, What you ought to be
saying to the industry, it seems to me, is that you get 25 miles in the
next 3 years, and you Fo to 30 miles 3 years after that, and you will
cut the consumption of gasoline by 40 billion gallons a year, half the
current consumption. It is the most dramatic thing you can do. All
that means is, not to change in technology. It just means a sacrifice
in the kind of affluence that we cannot afford anymore; that is, the
big, heavy-powered automobiles.
ecretary SiroN. There is no doubt that you-can save, as far as a
gallon of gasoline is concerned. But we are not only trying to save
ﬁasoline, we are trying to save across the whole barrel ; 215 to 3 million
arrels a day, by doubling the efficiency, if you will, of automobiles,
is about what you would save if my numbers are current—and about
584 million, 8 million barrels a day of gasoline are consumed in this
country, and that is just part of it. There is greater long-line elasticity
in the rest of the barrel, in residual fuel oil-and conservation in all
sorts of ways, whether it is insulation in houses, the way we turn our
lights off—we can do all sorts of things in our energy utilization. We
have to have people aware across the whole spectrum.

Senator NeLson. My time has expired. I am aware of all of that.
This is a many faceted problem. All I am saying is that the simplest,
most dramatic, most productive step we could taﬁ:e would be to estab-
lish standards on automobile mileage. It is ridiculous that imported
cars including the small Mercedes are on the highway making 35 miles
a gallon; and we sit here saying that we can only get a 40-percent in-
crease. We do not have to do much of anything to accomplish that.

I have no confidence that the administration is serious about tackling
the question, unless they are willing to tackle the automobile. That is-
the most dramatic place, and it is the one the public will accept. If we
do not have the courage to tackle the question of the wasteful auto-
mobile then neither the administration nor the Congress can claim to
be serious about energy conservation.

Secretary Simon. Well, of course, the problem is, Mr. Nelson, this’
works very slowly. This would come on as automobiles were manufac-
tured and sold to the public, and our need to save is now.

Senator NELsoN. The automobile is already here.

Secretary Siaon. I do not know a Mercedes that gets 35 miles to
the gallon. I have one that gets 15,

Senator Rsicorr [presiding]. The time has expired. I will allow
you and Senator Nelson more time after other members have ques-
tioned. Senator Curtis, please? )

Senator Curris. Mr. Chairman, I will temporarily .waive my time
for Senator Brock.

Senator Risrcorr. Senator Brock ¢

Senator Brock. Thank you, Mr. Chairman.

I think the problem with holding this particular office, Mr. Secre-
tary, is that ultimately you have to vote. We have been talking about
everything except the tax bill this morning, and I would like to just

" come back to it for a second.

You made the statement that—and I guess it was in response to Sen-
ator Byrd—that in 1976, with the projected deficit in the budget, new
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Federal debt offerings would consume 66.4 percent of the total debt
market. Now, if my figures are correct, and we are going to have, as
1 think we are, a $75 billion to an $80 billion deficit at a minimum,
that is all of the available debt capital. All of it. Now, does that not
scare the dickens out of you? )

Secretary Simon. Well, I have not done that calculation, Senator
Brock, but yes, it does.

Senator gaocx. What happens to inflation and interest rates if there
is no private debt capital available for small businesses and large
businesses{

Secretary Simon. Well, I worry about the economic recovery in the
short run. If we should ever take that percentage of the money, looking
at the illiquidity in the private sector at present, I think that that
would be in real danger. Ff we just take a look at where we are today,
if you would tell me all of the economic statistics today, and then ask
me what borrowing rates were—~mortgage rates, long-term interest
rates, which are your real barometer, your long-term interest rates,
to sound economic activity, to housing—and if you told me that
with all of the economic statistics, we have 8.2 percent unemployment
and rising, and industrial production down and deemed to go down,
here we are with the trial of recession, with long-term AA rates at
about 9 percent, between 834 and 9 percent, I would say that is darn
near impossible, and that is where we are. Well, even if they declined
from here to 714 to 8 percent, we are starting a recovery at a level of
interest rates that is clearly inhibitive to the smaller business and lesser
advantaged borrower. -

Senator Brock. My question is, how do you recover from an eco-
nomic recession if you take from the free market, which is 95 percent
of our employment, any opportunity ‘or borrowing? How are you
going to recover? How are you going to create the jobs? Where are
you going to get the inventory loans? Where is the individual going
to borrow money to buy a house? Where is he going to get the money
to buy a car on installments, as most people do? How 1is he going to
buy a refrigerator if the Government is taking 100 percent of the
debt market?

-Secretary Siyon. Well, I could not agree with you more. My answer
ta that would be, it would have to be on a very temporary basis. But
unfortunately, this is not temporary, and that is where many analysts,
we believe, miss the mark, because they are talking about 1958 and
about 1968, and they say, look at the percentage of GNP. We borrow
at about the same amount of money in a deficit. But they neglect to
mention that 1959 and 1969, or the following years rather, we went
into surplus, and this year we are not. We are going to have substantial
deficits 1n 1975, 1976, and 1977. :

Senator Brock. And 1978 and 1979.

Secretary SimonN. We have run some figures on that, too, under some
different assumptions; and just based on the assumptions that every-
thing would remain business as usual—and it looks as if we are going
even wilder than business as usual-—you can project them for as long
as you wish, Senator Brock.

enator Brock. Mr. Secretary, if you were sitting in the Congress
today, and you know that the C%ngress was voting down every rescis-
sion that the President hias requested, that the Congress was going to_
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impose additional spending on the administration ; and you knew that
your deficit in the next 15 to 18 months was going to exceed $130
billion, would you vote for your own spending cut?

Secretary Sion. On a temporary basis, I would, because a $16
billion temporary stimulus, as I said before—and I believe this—it is
an investment in the recovery that is going to pay us dividends in the
treasuries for increased revenues. But I stress the word temporary.

Senator Brock. All right.

Let me take you to a different point. You have been talking with
some other members about increasing energy taxes, $30 billion, which
would be returned to the economy t?u-oug other devices. It looks to
me as though this tax bill, and the Federal snending programs that
we have embarked upon, indicate the desire of the Congress to rebate
the enersy tax withont imnosing it. Is that a fair statement ?

Secretary Sison. Well. I would certainly hope that that did not turn
out to be true, Senator Brock. .

Senator Brock. Well, that is the essence of what we are doing, are
we n(i(t, ?in passing this tax cut; rebating something we are not willing
to taket? --

Secretary SimoN. It depends how large and how permanent the
final tax cut is. That is why we are stressing the need for temporary.

Senator Broek. If we do not impose new taxes we are rebating
something we do not have. .

Secretary Simon. Correct, sir.

Senator Brock. All right.

Senator Risicorr. Senator Bentsen ¢

Senator BEnTsEN. Thank you very much, ... Chairman.

Mr. Secretarv, Mr. Kaufman of Solomon Brothers has stated that
new loans would be down substantially in 1975 and that he thought
that financing of this deficit was manageable, When we talk about
stimulating the economy and cutting taxes, as you stated earlier in
your testimony, part of the tax reduction goes into savings. It goes
into the S. & LL.’s and vart of it proviues long-term money. So part
of it is taken care of in that regard. B

Now the other point, Mr. Secretary. We had testimony before the
Joint Economic Committee that for every 1 percent increase in unem-
ployment, we lose from $12 billion to $15 billion in tax revenues and
we add from $2 billion to $3 billion unemployment costs such as unem-
ployment compensation, so a great part of this deficit comes from
people being out of work. Now, apart from the human suffering that is
involved, it seems to me that one of the ways we balance the budget,
and get this economy moving again, is by stimulus. I am concerned
with the economic forecasts of the administration. Last October, for
examnle. I could not get them to admit we were in a recession. I find
that thev have underestimated each time the increase in unemployment
and I think the danger here is that we will not do enough to try to
stimulate the economy.

When I hear Walter Heller, former Chairman of the Council of
Economic Advisers, saKing that unemployment is going to reach 914
percent and Arthur Okun saying it would take a miracle to keep it
below 9 rercent, and we may reach as high as 10 percent, T think it is
lime we take some very aggressive action in that regard. Mv question
to you is, how high would unemployment have to go percentagewise
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before the administration would recommend a tax cut of from $25
billion to $30 billion ¢ .

Secretary Simon. Well, we think—and here again, it is a matter of
judgment going back to the private as well as the pui)lic forecasters—
I think the record, for a long period of time, recognizing it is not
really their fault; they do the best job they can. But forecasting the
future is a difficult and precarious operation. And that is why—and I
agree that stimulus is necessary—that is why I called the temporary
tax reduction an investment. It is an investment that is going to
guarantee and make more strong the economic recovet"iy, which is
going to increase the revenues and reduce the deficits. A deficit is not
only unavoidable, it is also desirable. But one thing that is said—let
us talk about Henry Kaufman for a moment, and put my remarks in
that context.

I am not that concerned, in a period of real economic slack, assum-
ing all of the forecasters are right, private as well as Government
forecasters—that the middle months of this year will bottom out, and
turn to real positive growth in the fourth quarter. What I am talking
about, as economic activity recovers and the demands reoccur, what
happens then, and what kind of a bud%et deficit can be tolerated ¥ And
I would like to submit, for the record*—I will not put Henry's name
on this, but he writes this document, “Supply and Demand for Credit,”
of Salomon Bros. ; and he talks about the consequences of a U.S. budget
deficit substantially greater than the $50 billion estimated during
1975. Well, hell, we are already over that. And he says it should be
clearly recognized it would be financed reasonably only if economic
contraction this year is much greater than we expect. Otherwise, the
budget deficit would either lead to a vicious struggle for funds be-
tween private borrowers and the Government——

Senator BENTSEN. Mr. Secretary, no one is arguing over that.

Secretary Simon. That is my concern.

Senator BENTSEN. I think in this situation, I am concerned that un-
employment is going to be higher; and I would like to have the latest
projection on what you think unemployment will be this year.

Secretary Simon. Well, the Council 1s now in the process of updat-
ing our forecasts. Our assumptions are still, as Bill Siedmann said
yesterday, that unemgloyment will not go over the 9 percent—814
to 9 percent—level in that bracket, Mr. Bentsen.

Senator BEnTsEN. Well, when you see industrial capacity utilized
at approximately 70 percent now, and you see that consumer confidence
has dropped dramatically, is this not the time for a very aggressive -
stimulus of the economy ¢

Secretary Simon. We think we have aggressive stimulation, and the
clear danger lies in the part of excessive stimulation ; and we recognize
that good men can differ in their opinions on this. But we think with
the large deficits, the public service employment programs, the ex-
panded unemployment programs, and a tax reduction for one year im-
mediately given to the economy, are sufficient to make more certain
and stronger the economic upturn that we believe is going to occur
anyway, Mr. Bentsen.

*This document is reprinted in these hearings as appendix B.
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Senator BENTSEN. Mr. Secretary, that is where we have to differ,
because I think you are going to find.the recession staying with us
longer, and unemployment rising higher, than your projections, unless
we take a more aggressive stimulation. Thank you very much, Mr.
Chairman,

Senator Risrcorr. Senator Curtis?

Senator Curris. Mr. Secretary, you have been very helpful in your
testimony. There is a statement In your paper, on page 10, that I
believe bears mentioning again; and you say, “more than anything
else, it is the inflation which created our current recession. Inflation
destroys consumer confidence, investor confidence, public confidence in
the ability of our Government to perform its obligations. We must not
adopt permanent revenue reductions without knowing how we
planned to balance the budget over a long run.” I just wanted to com-
mend you for that, because I believe that our major problem, our long-
range problem, the problem that threatens the stability of this Gov-
ernment and the preservation of our liberties, is not recession, but it is
inflation.

Turning to the decisions that this committece must make, I would
like to have you comment again on the refund proposal of the-admin-
istration, as compared to lower rates for 1975; the effect of that on
those who work in 1974, but will not be working, perhaps, in 1975.

Secretary Siamon. Well, our temporary reduction geared to 1974
income does several things. It enables us to get the money into the
economy very quickly, the $12 billion that the President proposed. We
can get those checks out, the first installment in May and the second
in September. It will create certainty, as far as the consumers in our
economy. They will know exactly how much money they can expect,
and make their spending plans accordingly. It will result in much
greater, in our opinion, economic stimulus. Also, it avoids the problem
of the permanent cuts, and in our discussions with Ways andp Means,
is our opinion that they will become permanent ; and in the absence of
additional revenue-raising measures, we are just guaranteeing a built-
in deficit again that is going to be larger in future years, and cer-
tainly unneeded and unwanted. ~

Senator Curtis. Yes; I agree. But now, would you address yourself
garticu]arly to the situation of the individual who worked in 1974,

ut is unemployed in 1975, the two proposals?

- Secretary Simon. Well, he would get a refund of about $8 billion
on t}le Ways and Means proposal. In our bill, he would get $12 billion
total. -

Senator Curris. His share of that amount ¢

Secretary Simon. His share of that amount, yes, sir.

Senator Currtts. In other words, you are pointing out that a lowering
of the withholding for 1975 does not help the individual who has no
wages from which they can withhold ¢

Secretary Siyon. That is correct. -

Senator Curtis. Would you also comment on the effect on our econ-
omy of the ceiling on the proposed refund by the administration, and
the one provided in the House bill?

Secretary Simon. Well, we think one of the major problems, as far
as our economic malaise today, are the big ticket items, the more ex-
pensive items, for consumers; and we think it is important to stimulate
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that area of our economy. And in a $200 cap, if it declines to $100, as
proposed by Ways and Means, over $20,008)z does not direct itself to
automobiles and washing machines and housing and TV’s and refrig-
erators, and the more expensive items, where our proposal does. Also,
as a matter of equity, the middle income taxpayer—why should he be
penalized for the ravages of inflation over the past years? I recognize
that politically, he is a smaller perceatage in this country, but he haF-
pens to be a very important percentage in this country, and why should
we remove the incentive from people constantly wanting to_better
themselves and make more money ? Everybody wants to increase their
income each year, and if they think there is going to be a penalty to
that, and we are going to continue transferring the wealth from those
who produce in this country to those who do not, and create disincen-
tives again to work, this is very counterproductive to our.gystem, where
we are trying to increase the standard of living.

Senator. Curtis. Thank you. My time is up. I wish you would have
laced in the record the total number of adults over 18 in the United
tates, and the total number who pay a personal income tax.

[The following was subsequently submitted for the record:]

The Treasury Department’s Office of Tax Analysis estimates with respect to

1974 tax returns that, of the over-18 population of 144.5 million, 107.2 million -
will pay some tax.

“Senator Risrcorr. Senator Harike?

Senator Harrke, Mr. Secretary——

Senator Risrcorr. May I say, Senator Hartke had been in before
you came, Senator Gravel. He stepped out of the room.

Senator Harrxe. I would be glad to yield to my distinguished
friend. Take Mr. Gravel. ,

Mr. GraveL. No, go ahead.

Senator HarTkE. All right.

Mr. Secretary, I would like to cover three areas in 5 minutes, and
that is pretty fast. No. 1 is the topic of personal investment tax credit
~for _purchasing automobiles or homes, and I introduced a bill along
that line. The second question is a moratorium on withholding, and the
third is to lower the tax rate by 1 percent in the lowest_five tax
brackets. ,

Now, it is my impression, and I think you confirmed it;that the au-
tomobile industry and the housing industry are the most depressed
sectors of our economy today. Is that correct?

Secretary SimoN. Yes, sir.

Senator HarTgEe. And I also think you indicated, as I understand,
in my absence, to Senator Roth’s question, that the cash rebate by the
automobile industry has been an effective stimulus to automobile
sales. Is that correct $ ‘

Secretary Simon. That is correct.

Senator Harrre. All right.

Now, both of these industries are basic industries, and they are lead-
ing industries. You could say, well, why not extend a personal tax
credit to other investments of that kind. But the fact is that the ap-
pliance industry follows the housing industry. Is that not correct?

Secretary SimoN. Yes, sir. )

Senator HarTke. Then I was wondering why you would not agres
that one of the most effective and direct methods of increasing invest-
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ment into goods which will produce jobs would be a tax credit for in-
vestment in a house, and a tax credit for investment in a car? I have
introduced legislation tc provide such credits.

Secretary Simon. Well, inventories are being reduced, which, of
course, is necessary before production can begin to pick up in the auto-
mobile industry now, which is occurring due to the——

Senator HARTKE. In other words, my understanding is, the reason
auytomobile manufacturers want to give a cash rebate rather than
lower the prices is they were afraid the administration or the Con-
gress was going to impose Wage and price controls; and this avoids
that difficulty for them. But, for example, you could say, here is an
individual investing in a house. Now, I am paying on my house at the
present time. I know that you are not. You are different. I have seven
children and you have seven, but I am still paying on mine.

For most people, a car and a house are their two big investments.
Quite honestly, if you could provide a decent job for a man, a house,
a car, and an understanding wife, you have just about given him a
life he can live with. Is that not right ?

Secretary Simon. Do you have a tax credit for understanding wives?
[General laughter,]

Senator HarTke. Would- you oppose, would the administration
gplpo?e a measure that included a tax credit for houses and automo-

1les

Secretary Simon. I wanted to look at how we are helping, how much
money it is going to cost, exactly what benefit it is going to give to the

housing industry. When I look at what we did, as far as expendi-

tures, last year through subsidies and guarantees, the tandems et cetera
being in the area of $20 billion last year, and where we guaranteed
and partially subsidized 35 percent of the farm and residential mort-
gages and yet, at the same time, housing declined to about 800,000
starts, I find that the Government is not as efficient as periods where
we saw 2 million to 214-million starts in the country due to low inter-
est rates.

And fine, you can spend as many billions as you like legislating a
subsidy to interest rates, and you question whether the money is well
spent, Mr, Hartke.

Senator Harrre. Well let me say to you, if consumers do not take
advantage of it, there is no expense. This is not a direct subsidy; this
is a case in which you have to make the purchase in order to get the
benefit. But anyway, you say you do not want to pass judgment. You
are not at this moment saIying that you would oppose it, right ?

Secretary SimoN. No, I would want to study the entire proposal.

Senator HarTkE. All right, fine. I am halfway down the road, I
have the chairman, I think, halfway down the road, and you halfway
cﬁmmitted. Now on a moratorium on withholding, let me ask you about
that.

If you wantto have an immediately effective tax cut, why not have
a complete remission of the withholding on Federal income tax, say for
1 week, 2 weeks, 3 weeks, or 4 weeks. Now I have asked the staff to give
me the figures on that, but my judgment is that 2 weeks withholding
‘Yoilll% be in the neighborhood of roughly, close to $10 billion, am I
right
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Secretary Siaon. Well I have not done a study on that, but, of
course, we would require legislation to do that; I know that.

Senator HARTKI:qWell I could do the figures, but my time is up.

Senator Risicorr. Senator Gravel.

Senator GraveL. Mr. Secretary, I want to go back to what Senator
Ribicoff brought up and Senator Hathaway brought up. I was not here
for the other questioning, and I did not hear your original statement.
I was not going to make this statement, but I will now; I am astounded
that the administration now takes the position that the energy facet of
of the administration’s proposal is no longer germane, because when
the President presented his economic package to the Nation, an inte-
gral part of the package was energy. And now what has happened
essentially and the effort that is being made is that Congress is going
to play Santa Claus. The easiest thing in the world is to give awa{
money, and that is essentially what we are talking about in this bill.
It is a most pleasurable experience for politicians to undertake, but the
major part of the problem that faces this Nation is an energy problem.

"That is the underpinning of it all, and so if we take the chocolate,

which is the giveaway of the money, and not cover the bullet so we
can bite the bullet, and solve the problem, then we are missing an un-
usual opportunity. I brought this up in a subcommittee on Monday ;
we did not resolve the decision.

I know there is a desire and a view to get a clean bill, but in my
mind, a clean bill means that energy is an integral part of getting this
economy moving. And so I, for one, as one Senator, am not going to
wait for other Senators to continue what has happened in the House,
and that is to take counterproductive actions that will hurt this coun-
try. I am going to make my efforts within the committee to reattach an
entire energy package to this tax bill, and then we will try to do it on
the floor if I am unsuccessful in committee for the very simple reason
that we have only done two things in the last 2 years in this entire
crisis.

Congress has done one of them, and that was the approval of the
Alaska pipeline. And the administration has done the other, and that
was the deregulation of new oil. There is nothing else that has been
done to add one more barrel of oil immediately to the marketplace,
and that is the crux of the problem with respect to energy—it is some-
thing now, not pie in the sky, and something in the future.

There is no question that we need conservation, but conservation is
not the only answer. We need more energy, and there has been a mis-
perception among the American people, and the only way to correct
that misperception is with a dialog. And why should we miss the
opportunity? What could be a better format for our dialog than this
package, this rebate? Everybody is watching this rebate. We need the
American people to discuss the energy problem. There is not enough
discussion at the lowest level, at the citizenry, to understand it, be-
cause we have had a proliferation of legislation, but not much solu-
tion-making.

And so, I would just ask you why the administration—not for the
same reasons that Senator Hathaway asked—but why the administra-
tion now, when it felt that they were a package that had to come to the
Congress together, all of a sudden now takes a position that you want a
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clean bill which is merely giving people money, but not solving the
basis, the heart of the problem.
Energy is the basis for our industrial society. Now why do we not

- attack that at the same time as we attack this problem? Are we afraid

of a dialog? _

Secretary Simox. I do not think that you will find that I have any
disagreement whatsoever with what you said except in one major
area. We have not downgraded the energy problem, nor do we intend
to. It is a matter of recognizing the political fact of life, and I agree
with the carrot and the stick-comparison that you used as well, And
if we did not feel so strongly that time was of the essence as far as
getting the necessary stimulus into our economy now, that is good.
We ought to keep carrots and sticks together to try to cover over, as
you say, the bullet, so we can indeed bite the bullet.

Senator GraveL. Would you say the rebate is more important to
solving the problems of this Nation than solving the energy crisis?

Secretary Simon. Well let us say I would add a problem. We have

“three problems, and it is the economic problem. The recession, the in-

flation problem and the energy, and the inflation and the energy are
of a longer term and are going to necessarily require a longer dialog.
What we are saying is that we cannot afford to wait the many months
that a measure may take, dealing with this complex subject of energy,
and putting the dialog before the American people and explaining
everything that is going to have to be explained, before we provide
the stimulus that we think is necessary.

Senator GrAveL. Not one American citizen will get a dime out of
this package before 2 months. and I would think that if we cannot
effect a dialog in 2 months on this subject that involves the saving of our
free enterprise system, then I think we are derelict in our duty.

Senator Sraon. Well, past history has shown that it will take longer
than that. And, of course, even if it could occur in 2 months, which I
would be very doubtful and I think you would, too, Senator Gravel,
then it would be another 30 to 60 days before the money got into the
economy and that would be too late.

Senator Risicorr. Are there any other members of the committee
who would like to ask further questions? Senator Byrd. I think we
will stay again for 5 minutes with whatever Senators have other
questions. ‘

Senator Byrp. Thank you Mr. Chairman. May I say to the Secre-
tary and to the committee, I have long been proud of the wage earners
of my State of Virginia. I get amongst the employees of the industrial
plants a great deal, and I am very proud of them. But I never have
been more proud of any of my Virginia citizens than I was yesterday
when a group of 8 representatives of 3,000 employees of the General
Electric plant at Portsmouth, Va., came to my office and presented to
me a multitude of scrolls signed by those employees—some 3,000 of
them. And here is what the scrolls said :

We, the undersigned, urge the President of the United States and Members
of Congress to reconcile their political differences and take prompt action that
will restore confidence in our economy. We believe this can best be accomplished

by actions that reduce burdensome taxes, avoid@ high interest rates, and cut
excessive Government spending.



86

And cut excessive government spending—

We have talked to-our friends and neighbors, and they agree that these are the
things they want to see happen to bring people back to work without having
more inflation. .

I have one scroll here—I was tempted €6 bring them all—but I have
one scroll here to show the interest of those people, signed by some 3,000
employees of that large industrial plant in the city of Portsmouth in
my State of Virginia. I want to say, frankly, that I feel that those
employees in their proposal are showing a great deal more wisdom
than has either the administration or the 50

| There follows a reproduction of one of the 3 ft. x 5 ft. scrolls: :]

?«

- Ayt fond 3.4 LY' L'«' p ?" ,M‘ br, ; f
iy B “7'} fj "f\ '5 L
’ . e, A

£ nons
RS
£

7 ah Ex, NERR—— ] | 244 ed\flrg fff, \.. ,‘\,‘_,.“-',a
*tﬁfg;‘f'f ,5{ é‘PréSide ‘ :Q‘fz e United Staté’s' S
Sy the M) Of\Con ress. 5&\\‘ X8
:fff‘fw i Yo reconcile Yhelr politiga drfferences § %
,’“‘* i'ésmdmke prompt améﬁs‘mgmu < ‘f

'} - S e
/ resf0§é fo:’!ff{d}n ggﬁm St o s
v ’ ’a,ccom‘hlise %"

U e i
’ ,'.vj\“’f';f/: a _h‘g

A 1

AT :

Brg " €. X% i

i ;’“v‘ "'and nei hbors, aifd they agree vl

ok Vthat. these are the, mgs::” ::;; LY
B ,ff‘.i‘ . w the wdnt fO See a‘v N RS

o »’fto ring people. b;zc tq work ‘ﬂ";iw», 3,{
& 'r:;g,,, withoyt havmgmore inf 9.1!% T

Iv\‘ a‘g :'Hﬁr‘ s
. vu!u‘ Yot



86

They recognize the fact that in order to reduce taxes, we need to get
spending under control. And in order to reduce high interest rates,
we need to get spending under control. How are we going to reduce
our interest rates when the Government is going into the money
markets for 66 percent of the available lendable funds as the Secretary
testified just a short time ago? Now, Mr. Secretary, let me see if I can
state accurately the purpose of the legislation that is before us.

As I understand it, “it is designed to provide a balanced program of
tax reductions for individuals and tax incentives for business. It is de-
signed to put our present lagging economy on the higher growth path,
to increase the number of jobs, and diminish high unemployment rates,
to relieve the hardships imposed by inflation on those of moderate
incomes, to provide a rational system of tax incentives to aid in the
modernization of our production facilities.” Would the Secretary in-
dicate whether that, in substance, is about the purpose of the
legislation ?

Secretary Simon. Yes, sir, it certainly is, Senator Byrd.

Senator Byro. Well 1 was reading verbatim from page 1 of the
committee report of the Revenue Act of 1971 which reduced the reve-
nues by $11 billion in 1972 and $10 billion in 1973 for the purposes
just enumerated. At that time we had deficits from $25 billion to $30

illion; now we propose to double the tax reduction at a time that we
are increasing spending by $35 billion, and we envision deficits of
$43 billion this year and to $55 billion next year. So I think there is
some reason to wonder whether we are going to solve our problems,
-~whether we are going to help those employees at the General Electric
plant in Portsmouth, Va., and other employees scattered throughout
our Nation by taking a course that manifestly failed. Inflation today
is double what it was when we embarked on a similar course just 3
years ago.

May I ask just one additional question. Is it correct, Mr: Secretary,
that the Federal Government wi(}l borrow more money in 1975 than
the State, Federal and local governments combined have ever borrowed
in any previous year?

Secretary Simon. Not only State, Federal and local, it is all bor-
rowers.in private markets. On a net basis, our demands will be larger
than all demands totaled in any previous year.

Senator Byrp. Then I understated the case: Let me see if I have this
correct. The Federal Government will go into the money markets and
borrow more money than did the Federal Government, the State gov-
ernments, the local governments and the private borrowers have ever
borrowed in any previous year?

Secretary Siamon. I will supply this for the record. My memory
tells me that the previous record total net demands was $58 billion,
Mr. Byrd, but I will supply it for the record.*

Senator Byro. Well you expect a minimum of 65 %

Secretary SimoN. At this moment over 65, by an undetermined
amount.

Senator Byrp. Thank you, Mr. Simon.

Senator Rieicorr. Senator Hansen.

*The Department of the Treasury subsequently informed the committee that the pre-
vious record total net demands was $61.3 billlon.
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Senator HaNseN. Mr. Secretary, I think there is one point that oug}l,lt
to be understood and cleared up. As1 recall, the observations made by
the chairman of the committee, Senator Long, yesterday, there is no
inclination on the part of this committee to postpone indefinitely a
consideration of the tax reform proposals, some of which were in-
cluded by the House, without going into the merits of oil depletion
or other tax adjustments.

Senator Long said that he would assure us—and I would hope that

_if I mistook what the chairman said, that Senator Ribicoff will correct
me—that if the Finance Committee or the Senate dealt with depletion
allowance, among other things, he would be perfectly agreeable to have
it understood that with his%est efforts those changes could be made
retroactive to January 1, 1975. Is that right?

Senator Risicorr. That is correct.

Senator HanseN. I make that point because it seems to me the com-
mittee should take the time necessary to consider the tax rebate pro-
posals that are so keenly important and of utmost interest to this
country. As I understood you, did you say that as unemployment in-
creases 1 percent that there is a loss in taxable income to the Govern-
ment of between $12 and $15 billion ¢

Secretary Simon. I believe that was Senator Bentsen who made that
number, and my memory serves me, that that is a ballpark guess.

Senator HanseN. I call attention to this because as I understand the
basic thrust of the administration’s position, it is to put together an
economic package now primarily dealing with tax refunds and an
investment tax credit in an effort to stimulate the economy so that
the unemployed will be reemployed. Is that not right?

Secretary Siaron. That is the important thing; yes sir.

Senator HanseN. And you believe that unemployment and economic
stasgnation are the most urgent lEl)roblems that face this country.

ecret%‘l;y Simon. As far as the short run is concerned, yes, that is
correct. We have to provide the stimulus, as I have said a couple of
times. It is a necessary investment in our economy to get the economy
moving again.
_ Senator HanseEN. Now one further point. Would it be the admin-
istration’s position that the tax reform proposals—and there will be
many of them, I mentioned one, the extension of the loss carryback
provision.

Secretary Simon, The carryback.

Senator HanseN. Yes, the carryback provision to assist businesses
that have suffered very severe financial reverses. There are also many
other tax reform measures of which I am certain. But I would hope
that before we get into writing that kind of legislation, we would
at least hold hearings, including witnesses from the administration,
industry and the public at large, in order to better understand the.
mechanics of the reform proposals.

Would' you share my feeling that this is a proper approach?

Secretary Simon. I certainly would, and that is what we are working
on now in the Treasury Department are the longer term measures
designed to do exactly this, designed to provide capital formation
that is so desperately needed in this country.

Senator Hansen. I would like to point out that some of the Presi-
dent’s proposals I did not support. I felt that the windfall profits



3.

88

tax, as I understood the President’s proposal, with respect to the
domestic oil industry would be counterproductive. It would result in
a diminution of domestic production; it would result-in the closing
of stripper wells and a general lessening of activity in the search for
new oil. Taking money out of the domestic industry would result in
less oil. You spoke—at one point in your testimony—about the im-
portance of having adequate capital to undertake the extra invest-
ment necessary to bring about new jobs and new energy. It is for this
reason I raised this point.

Secretary Smmon. Thank you, sir. o

Senator RiBICOFF. Are there any more questions on thisside? Senator
Hathaway. -

Senator HatHaway. Thank you very much, Mr. Chairman. Mr.
Simon, let me ask you one more question with regard to the oil deple-
t-iogl aliowance, and then hopefully in the 5 minutes to get onto another
subject. -

Iil regard to the administration’s attitude on eliminating the oil
depletion allowance, it sceems to me from the testimony you have
given here today that you have highlighted the necessity of our at-
taching an oil depletion repeal amendment to this bill rather than
diminished that necessity. You are asking us to ﬁive up the bird we
h}?vg inhour hand, and not even promising that there are two still in
the bush.

We have a vehicle that probably will not be vetoed by the President ;
namely, the tax reduction bill. And it seems to me that for those of

“us who are advocates of eliminating, or at least modifying, the oil

By e o
e

depletion allowance, we would be well advised to put an amendment
onto this bill rather than some other bill, even the near future, be-
cause such a bill may be more subject to a veto. And even though the
House voted 248 to 163 for elimination of the oil depletion allowance,
that is still not enough to override a veto. That 163 votes against elim-
ination is 17 more votes than is needed to sustain a veto, even if the
entire House is present and voting.

So what assurance can you give us that if -we do tag it onto an
energy bill later on, for example, that it will not be vetoed by the
President? If you could tell us that the President would absolutely
not,veto such a bill, then perhaps I would be inclined to go along with
y}cl)u.bBlllxt without such assurances, I would be inclined to attach it to
this bill.

Secretary Simon. We just felt, Senator, the real danger is, as Sen-
ator Gravel said, that if indeed depletion is attached to this bill then
we will just keep right on going and deal with the entire energy issue
at the same time, and it will prolong unnecessarily the stimulus that
would be put back into the economy.

Senator HaTHaway. Well as I mentioned earlier——

Secretary Simon. I understand your bird in the hand——

Senator HaTHAwAY. You are going to get a prolongation anyway;
even if you do not get it here in the Sehate. You are going to get it In
a conference or possibly by récommittal in the House, and another
conference and another vote by the House. So it is going to be pro-
longed anyway, I believe, unless all of those people over there who
supported it are suddenly going to change their minds.

i
N\
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Secretar]y StmoN. The simpler the bill, the faster, of course, it will
get through.

Senator Haruaway. The faster it will get through here, but——

Secretary Siaron. It becomes complicated when you add a controver-
sial measure such as the depletion allowance. That is our point.

Senator Hatnaway. Well, it becomes controversial here and compli-
cated here, but you're talking as though the House didn’t exist. The
controversy has already been taken care of in the House and that is half
the battle. By removing this amendment, you’ll merely re-create the
controversy over there, and it already exists over here. o

Well, let me ask you'another question on another matter which is
related to this. You say that you are in very much of a hurry to get
this tax refund, but is not the economic situation at the present time
such that with prices going down in some areas we are, in effect, giving
a refund to people by having lower prices? Does it make any difference
if prices come down $10, or if we give the consumer an extra $10 in
tax refunds? They still have the same $10 and that will stimulate the
economy.

Automobile prices, for example, have gone down in the last 2 months
as a result of the rebate, and I understand from listening to the news
on the radio this morning that General Motors had larger sales of
automobiles in the latter part of February than they had in the previ-
ous year. So things may not be as bad as they would appear to be—as
you are making them out to be.

Secretary Simon. No; it is not a matter of me trying to make them
out worse than they are. As I said in response to one question, it is
our judgment that the economy is goinﬁ to bottom out at the middle
of the year and turn up positively in the fourth quarter this year.

Senator Harnaway. Whether we do anything or not #

Secretary Sisron. Whether we do anything or not. However, not
leaving things to forecasting—and to chance, if you will—this $16
million will make it more certain and more strong. But you are correct
when you say that as prices recede that is helpful, and that means that
the erosion that has taken place—and they had real erosion in their
real income last year as far as their purchasing power, which is one of
the reasons why consumer spending slid off as dramatically as it did.
And now with higher wage settlements, this is going to be a positive
factor; real income is going to increase, which is going to turn con-
sumer spending around.

Senator Hatmaway. My time is up. I understand, Mr. Chairman,
we will have the opportunity to submit questions in writing and re-
ceive answers.

Senator Ribicorr. Yes; if that is all tight with you, Mr. Secretary.

Secretary Smnson. I would be delighted.

[The foilowing questions were subsequently submitted by Senator
Hathaway:] .

Question. You stated during the hearings before the Finance Committee that
the oil depletion allowance results in both investment incentives and lower
prices. What is the mechanism by which it does this?

Answer. Both of those results flow from the fact that percentage depletion
reduces the proportion of hefore-tax profits that is taken by taxes. A competitive
capital market will offset that tax preference by causing before-tax profits to

decrease. This has, in fact, occurred, as clearly demonstrated by the fact that
the ofl industry has historically enjoyed only an average return on investment.
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INVESTMENT INCENTIVE AND THE EQUALIZATION OF RETURNS ON INVESTMENT

Investment incentives do not, in general, cause individual investors to earn
higher than normal returns. If they did, no one would invest in anything else.
What they do is permit more than a normal amount of investment to earn a-
normal return.

It is important, always, to remember that what counts for an individual in-

astor is the after-tax return. That is what he gets to keep and that is what
uetermines his investment decisions. )

If the tax burden is reduced in any one industry or activity compared with the
tax burden elsewhere, the initial effect is that after-tax profits will be greater
in the favored industry. That in turn causes more capital to flow into that
industry until after-tax returns are equalized.

For example, if the oil industry suddenly becomes more profitable after-tax
than the steel industry, the competitive capital markets will cause relatively
more funds to flow into the oil industry than inte the steel industry. The inflow
of capital to the oil industry will cause the price of oil investments to increase
and the rate of return, accordingly, to lessen. The relatively lesser supply of
capital in the ateel industry will, on the other hand, tend to cause the rates of
return there to increase. This process continues until the rates of return to in-
vestors are roughly equivalent (all other things, including risks, being equal)
in the two industries. The net result is a reallocation of capital, with more of it
in the oil industry and less of it elsewhere than would otherwise be the case.

One need not think about “capital flows” in the abstract to understand why
this is true. Just ask yourself the question, “Would I buy steel stock if it only
left me with 6 percent after-tax, when I could buy oil stock that left me with
9 percent.” Obviously, everyone would buy oil, which would drive the price of
ofl stogk up to the point where the return would be in the neighborhood of 6
percent.

Percentage depletion has provided such a tax advantage in the case of the ofl
industry and has caused more capital to flow into the industry than wonld other-
wise have been the case. To that extent, it has been an incentive to investment
in the oll industry. It is important, however, to note that such an incentive in a
single industry results primarily in a reallocation of capital away from other
industries, and not necessarily in an increase in the total amount of capital
avalilable for all industries.

In the absence of such a tax advantage, there would be less capital investment
fn the ofl industry than there now is. In that case, the additional capital necessary
to bring us up to present production levels would fiow into the industry only if oil
prices were to increase sufficiently to provide an inducement for investors to shift
from other investments into oil. Stated another way, in the absence of a tax
advantage we would get the level of oil production we now have only if the price
of oil were to increase and thereby provide a profit incentive equal to that which
has been provided by percentage depletion. Thus, the existence of percentage de-
pletion has in the past permitted prices to remain lower than would otherwise
have been necessary to sustain present levels of production.

It is very fmportant, however, to keep always in mind that the tax benefit pro-
vides an abnormally high return only in the first instance, and that in a very
short period of time the capital markets will cause the after-tax rates of return
to eéqualize throughout the economy. One may see this phenomenon illustrated,
even more dramatically perhaps, in the case of so-called "tax shelters” in such
areas as real estate, where the tax benefits not only reduce or eliminate tax on the
before-tax income from the investment, but often provide an additional cash flow
as well, The before-tax return in such cases often drops to little or nothing, so that
the combination of the before-tax income and the tax benefit leaves the investor
with only a normal after-tax return. The only investors who get more than normal
returns are those investors in higher than average tax brackets, which is a
phenomenon explained later,

In the case of oil, corporations account for the great preponderance of produc-
tion. All of the available data indicate that the rate of return on investment for
larger oil companies has, over the years, been only average. That fact confirms the
above analysis that investment flows will continue until rates of return are equal-
ized, with the result that the investors at averdge marginal tax rates will end up
with no greater rate of profit than investors in other industries. It also confirms
that fact that capital markets are indeed competitive.
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Thus, one may generalize that percentage depletion has not, over the years,
resulted in a net benefit to the bulk of investors in the industry, for a competitive
market has caused the additional tax benefit to be washed out by a decrease in
before-tax return. As a result, the net after-tax return is comparable to the re-
turn in other industries. At the same time, this process has caused the supply
of oil offered to consumers to be greater, and thus, the prices to be lower, than
they would otherwise have been.

HieE BRAOCKET TAXPAYERS

High bracket taxpayers are an exception to the above generalization that rates
of return will equalize. High bracket taxpayers may, in fact, enjoy a return on
investment that is greater than normal where there is a tax preference.

The conclusion that after-tax returns will equalize between various industries—
so that a greater tax preference is washed out by a lesser before-tax return—is a
generalization true of investments broadly and may not apply to all investors.
That follows from the fact that the equalization process is a process of giving up
before-tax income in exchange for additional tax benefits, and the relative values
of those items to an individual taxpayer depends upon his tax bracket. For tax-
payers in brackets above 50 percent, a $1 tax exemption or deduction is worth
more than an additional $1 of income. Thus, for a 60 percent taxpayer, $1 in ad-
ditional tax deductions increases after-tax income by 60¢ while $1 of additional
before-tax income increases after-tax income by only 40¢.

The result is that when the market equalization process is dominated by
trade-offs that produce rough equality for taxpayers in, say, a 48 percent tax
bracket, taxpayers in brackets higher than 48 percent will get more net benefit
because the tax benefits acquired are worth more to them than the income given

D. -~

This effect 1s seen most easily in the case of tax exempt bonds, where all of-the
income is tax exempt and analysis is less complicated than in the case of oll,
where only a portion is tax exempt. Tax exempt bonds are most attractive to
those persons in the highest tax brackets. For example, while a tax-exempt rate
of 6 percent is equivalent to a taxable rate of 7.5 percent for a taxpayer in a 20
percent bracket, it is equivalent to a 12 percent rate for a 50 percent taxpayer
and a 20 percent rate for a 70 percent taxpayer. If issuera could sell all their
tax-exempts to 70 percent taxpayers, they would carry very low interest rates.

-If general taxable interest rates were, say, 10 percent, a 70 percent taxpayer
would have a higher after-tax return with any tax-exempt issue that paid more
than 3 percent, and tax-exempt rates would settle down around that number. But
there aren’t enough 70 percent taxpayers to buy all the tax-exempts, and in
order to market them, they must provide a yield high enough to be attractive to
taxpayers in much lower marginal brackets ranging down to 30 percent. If gen-
eral interest rates are at 10 percent, then tax-exempt rates, in order to be attrac-
tive to taxpayers in a 30 pereent bracket would have to be at least 7 percent—
and that is the kind of differential which actually exists. But that provides a 70
percent taxpayer with the equivalent of a 28.8 percent taxable yield. The result is
that the price of the bond is set by the lower bracket taxpayers and the higher
bracket taxpayers get a major extra benefit—i.e., a greater than normal after-tax
yield. Tax exemption operates like a subsidy in the sense that it gives taxpayers
an incentive to buy tax-exempt bonds, but it is sometimes criticized because it
gives the highest bracket taxpayers more incentive than is required—i.e., they
would be satisfled with an after-tax gield roughly the same as they get on tax-
able bonds, but in fact they get a yield that is much higher. -

Those same principles operate in connection with percentage depletion, which
exempts up to 22 percent of the gross income from oil production. This partial
exemption has caused the before-tax income from oil production (i.e., the price
of oll) to be less than it would otherwise be. The lower bracket taxpayers in this
case are corporations, which have a 48 percent marginal rate. The fact that they
have not had major benefits from depletion is evidenced by the fact that over a
long period of years they have had only an average after-tax return on invest-
ment. The tax benefit was roughly balanced out by lesser oil prices. However, for
those oil producers in marginal brackets above 48 percent, the lesser ofl price
was more than compensated for by the tax benefit.

This extra benefit for high bracket taxpayers is built into the finanecial struc-
ture of the oll industry. Oil entrepreneurs understandably look to high bracket
taxpayers to supply capital because they can offer those investors higher than

48493 075 .7
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normal after-tax returns. That does not mean, however, that the entire tax bene-
fit goes to the investor—for he is often satisfled with only a small increment
over the return on a taxable investment. The benefit may, therefore, be “split-
up” in various ways between the parties or may be dissipated by drilling in mar-
ginal situations where the before-tax profit is less than normal.

Tuere is no way—and no reason—to prevent that splittingup or dissipation
of these tax benefits, for parties are free to make their own deals. But it needs
to be noted that the major beneficiaries are often not the high-bracket investor
who supplies the capital, but the entrepreneur, who may be either an *“‘independ-
ent” or a “major.” For example, a great deal of new drilling is done on a “farm-
out” basis, in which a major company ‘“farms-out” the actual drilling on its
property to an independent driller. The driller may be little more than a
contractor, but he is compensated in whole or in part by getting an interest
in the oil produced. How much of an interest such drillers are willing to settle
for and how much the company is willing to give are subject to negotiation.
If the driller’s depletion allowance were doubled, the company might simply give
him a lesser share of the oil on the next deal—in which case the economic
benefit of a tax preference normally thought of as going to the individual would,
in fact, end up with the company. Conversely, if his depletion allowance were
cut in half, the company might be required to increase his share of the oll in
order to give him a reasonable profit.

Thus, the presence of high bracket taxpayers creates a potential tax savings
which will not be ‘“equalized away.” However, while the benefit nominally runs
to the high bracket investor-it is simply one of several elements in the pie and
may or may not increase the slice of the pie that ultimately goes to that
individual. S

WoRLD MARKETS VERSUS DOMESTIC MARKETS

The foregoing conclusions need to be modified somewhat under today’s unusual
market conditions.

At the present time we must pay the $11 price set by the OPEC exporters if
we are to get the amount of oll that we wish to coOnsume. In a free market,
domestic oil will also sell at the same price—and our ‘“‘uncontrolled” oil does
in fact sell at $11.

In the past, however, the price of foreign oil was extremely low. During the
period from 1959 to 1978, the world price was in the range from $1.50 to $1.75
a barrel. For geological reasons oil was much more expensive to produce in the
United States and the world price did not offer a sufficlent profit incentive to
induce the volume of domestic production which was thoeught to be desirable.
Consequently, quotas were imposed on the amounts that could be imported,
which reduced the total supply availlable in the United States and raised the
average domestic price to about $2.756-$3.00.

In the absence of percentage depletion, the domestic price would have been
somewhat higher, as a $3 price would not have provided sufficient profit incen-
tive to sustain existing levels of production, By increasing the portion of the
$3 which a producer could retain as after-tax profit, the effect of percentage
depletion was similar to a subsidy, f.e., it tended to make U.S. production
more competitive with foreign production than it otherwise would have been,
ttlms increasing the level of domestic production which could profitably take
place, -

In the absence of percentage depletion, in order to maintain the same degree
of self-sufficiency we achieved in that era, the quotas would have had to be
reduced, and the prevailing domestic prices would have been raised accordingly.

The situation today is reversed. The price of foreign oil has increased dramat-
ically and at the moment there does not appear to be a need to provide subsidies
or quotas to ensure a viable domestic industry. Since the foreign price sets the
domestic uncontrolled price, the existence or nonexistence of percentage depletion
has no effect on the price pald by consumers. Regardless of how much additional
oil is produced in the United States, the U.S. price would not change because
we still have to pay the $§11 foreign price. Thus. at the present time_the elimina-
tion of percentage depletion would operate entirely to reduce the net income
of producers. Its effect would be similar to that of the proposed windfall profits
tax, except that the windfall profits tax was designed to disappear while the
elimination of depletion would be permanent.
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In the longer run, we expect the foreign price to drop very substantially.
Assuming that some degree of domestic self-sufficiency in oil production is an
important national security requirement, the time may come again when it is
necessary to protect domestic production from world prices that are too low
to sustain our domestic industry, Quotas or tariffs are mechanisms often con-
sidered in that connection. They increase the price to consumers of oil. Per-
centage depletion or subsidies are alternative mechanisms. They increase the
price received by producers without raising the price paid by consumers. Neither
kind of mechanism is free. Both impose a cost. In the case of quotas and
tariffs the cost is pald by consumers of oil. In the case of percentage depletion
and subsidies, the cost is paid by taxpayers generally. There are also additional
pros and cons for each of the alternatives which would need to be considered
in setting a national oil import program. In the past we have used a combination
of the mechanisms and percentage depletion has been a significant factor.

SUMMARY

1. The existence of percentage depletion has caused more investment to flow
from other uses into domestic oil production. That additional investment would
ordinarily have occurred only if the price of oil had increased. Thus, the
existence of percentage depletion has Kept prices at lower levels than would
otherwise have been necessary at the consumption levels we have enjoyed.

2. Since after-tax returns on investments tend to equalize among industries,
the existence of percentage depletion has been offset by lesser before-tax returns.
The result is that, over the years, oil companies have earned only a normal
after-tax return.

3. Notwithstanding the equalization process, high bracket taxpayers, however,
have the potentlal for higher than normal returns on investment. That potential
advantage may in fact go-to the high bracket investor or may be split with
the ope{ator or dissipated in drilling wells with lower than normal profit
potentia

4. Present circumstances are unusual because the world market sets the U.S.
price. In the past, the world price was so low that it was necessary to maintain
higher prices in the United States in order to give domestic producers even a
normal return on investment. Both quotas and percentage depletion played
major roles in that process.

Q?uestion. What are the economic assumptions underlying the refund and tax

cut

Answer. As explained in the Economic Report, the tax rebate proposed by tbe
President would total approximately $12 billion, and while this will not prevent
a decline in real output from 1974 to 1975, it will reduce the extent of that de-
cline by something less than one percent in terms of real GNP. The business tax
reduction of $4 billion should have a stimulative effect on investment, also re-
ducing the decline in GNP. The basic assumptions are that no prolonged depres-
sions of the scale of the 1930’s i3 in prospect, but that this is a serious recession.
Substantial economic stimulus in the form of a temporary tax cut will help sup-
port an economic recovery without adding too much in the way of inflationary
pressures.

Question. Isn't a decrease in prices just as much of a stimulus to the economy
as a tax cut would be? If the dollar amounts of both are the same, isn't the net
effect on the economy the same? -

Answer. Except under very unusual circumstances, a decrease in prlcea in-
volves a"decline in economic purchasing power (wages, profits) as well as a
decline in costs, and thus does not provide stimulus to the economy. One excep-
tion would be a decline in the prices of imports (i.e., the opposite of what hap-
pened a year ago in crude oil).

Quecstion. What is the projected revenue offset for the investment tax credit?
Does the Treasury Department have a revenue offset? You stated that the expe-
rience of the last few years indicated that the I.T.C. did provide a stimulus for
investment, but of course, that would be true as long as you were putting it on
and taking It off ; a comnany who thought there was a chance for a change would
wait for it to go on before he invested. But what posstble effect could it have
over the long term, when the situation had stabilized ? Those who needed to invest
would invest. Those who didn’t wouldn't. Isn't it true that over the long term
it would have no stimulative effect whatsoever?
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Answer. The Administration has not proposed a revenue offset to finance the
increase in the investment tax credit. he purpose of the credit is to provide
a stimuius for more investment and thus lower unemployment. However, there
is a partial oftset in the sense that tax revenues will be higher due to the eco-
nomic stimurus of the credit.

The euect of the credit is larger when it is permanent, not when it is put on
and taken off at various intervals. T'he major effect of a temporary credit is
werely to change the timing of investmuent. For example, an increase in the
credit in 1975 but lowered in 1976 will increase the ievel of investwent in 195,
but to some extent at the expense of irvestment in 1976.

Timing is an important goal in the present context. We need to get upward
momentum started. It is important that business make outlays now-—rather than
later. Keeping the credit temporary is thus very important, as that provides a
major premium to *“do it now,” which would be lost it taxpayers veiieved the
increase would be permanent.

Qucstion. Un page 1 of your statement, you refer to the “‘obvious need” for a
prompt tax cut. What is this “obvious need ¥’ That seems to bie this Administra-
tion's only argument for aligning itself with the ofl industry in its position on
the repeal of the oil depletion allowance, and in my opinion, it isn’t a very good
argument. Don’t we have an “obvious need” to curb inflation in this country?
It so, isn't ending the oil depletion allowance one way of doing this, by reducing
the deficit in the President’s budget? -

Answer. The unemployment rate is now in excess of 8 percent and most eco-
nomic forecasters expect it to increase further before recovery gets underway.
The stronger the recovery, the better off we will all be, and it is with that in mind
that the President urged prompt passage of his program. As I indicated in my
testimony, the Administration expected Congress to study the President’'s recom-
mendations carefully, but not to delay them unnecessarily. There are many re-
forms which might be made in the tax system, but the highest priority should
be to end the present economic difficulties, hence we oppose the addition of any
nongermane amendments. )

Question. If you feel there is an “obvious need” for prompt action on this bill,
how does the Administration expect to bring about such prompt action if it
supports a position designed to split the Senate from the House on an issue as
controversial as the oil depletion allowance? In order to meet your ‘‘obvious
need,” isn't it necessary to try to have such a repeal included in the Senate bill,
now that the House has included it in their bill? Do you think the House mem-
bers will just cave in on this issue in conference?

Answer. Senate floor procedures offer greater opportunity for delay and non-
germane amendments than in the House. I think the danger of delay is greater
here and would be heightened by adding this controversial issue.

Question, In yon- statement before the Finance Committee, you state that the
recession has been “deeper than anyone expected.” Is it suddenly so clear that
recession is our enemy, and inflation has passed us by ? It isn't clear to me. Why
is it that just last fall the Administration was still saying we weren’t really in a
recession, and now, all of a sudden, they've changed their views¥ What happened
to inflation?

Answer. I'm sure you would agree, Senator, that the recession has become very
serious, with widespread hardship and rising unemployment. At the same time,
inflation continues at an excessively high level, causing further disruptions and
costs to the American people. I assure you, the Administration is still deeply
concerned with whipping inflation, and the President’s program is designed to
do that, but the economy has changed over the last several months, with greater
weakness than expected. Therefore, the Administration feels that more emphasis
should be placed on fighting recession than was the case formerly. Our goal
remains that of achieving sound economic growth with stable prices.

Question. How can you tell when the policies you would pursue have become
“excessively stimulative,” as you refer to it on page 2 of your statement before
the Finance Committee?

Answer. There is no simple way to tell when economic policies become “ex-
cessively stimulative,” in fact no way at all—simple or complex—to answer that
question precisely. Economic stimulus becomes “excessive’” when the benefits
of that stimulus (e.g., reduced unemployment) are exceeded by the costs (e.g.,
additional inflation or additional unemployment resulting from congestion of
the financial markets from too big a deficit). Our judgment is that the economic
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stimulus now in the system plus the tax cut and expenditure programs proposed
in the President’'s budget are very close to the optimum amount. If we were to
try to go much further than that, the costs would outweigh the benefits.
Question. According to many economists, the overall health of our economy
depends on our total money supply. If this is true, why redistribute it for eco-
nomic reasons? I could understand redistributing it for social reasons, but your
proposal claims to be doing it as a stimulus to our economy. How is it doing
this if you're merely shifting money around and not adding any more of it to

the system?
Isn't a real stimulus possible only with an increased deficit—in other words,

by increasing the money supply? And isn't it, perhaps, unwise to do that at this
time because of the effect on inflation? Isn’t your program contradictory, both

inflationary and not stimulative?
Answer. Growth in the money supply is under the control of the Federal Re-

serve System ; the President’s program is primarily concerned with fiscal, rather
than monetary policy. Monetars policy is a very important area, and we are
working in cooperation with the Federal Reserve to ensure consistency be-
tween the nation's monetary and fiscal policies. We cannot expect monetary
policy to do the job all by itself, however, and that is why the President has pre-
sented a carefuily balanced program of fiscal stimulus which is tailored to be
sufficient to support recovery from the recession, yet not so strong as to re-
kindle the fires of inflation. I ¥ield to no one in my concern over budgetary deficits,
vet there are times when attempting to eliminate a deficit may prove harmful to
the economy.

Senator Brock. I must admit to a certain amount of confusion now
with all of the questions that have been going on. I listened to the
Senator from Maine talk about oil depletion. I have felt fairly con-
sistently that you should reduce oil depletion because I have questions
about its efficacy and equity. However. I do not think we should remove
it without taking such action within the context of a total energy and
tax reform package. But now that the Senator feels that we do not
need his tax reduction right away. that the economy can sustain itself
without it. T might support his effort to put the oil depletion removal
on this bill in an effort to force the Congress to do what it ought to do
in the energy tax field. Maybe that is a new door we had not even
considered opening up.

I am in agreement with Senator Gravel, that the Congress is. at the
moment at least. inclined to do the easy things. Yet it shows no in-
clination to do the more difficult things later on.

Not only did the House pass with facility the tax cut bill, but
it is acting, I think today, to override the President’s veto on the
energy tax increase on the import tax. Now. if that is true, and if that
is going to be the scenario for the Congress in the balance of this year,
it seems that what we are saving is “we do not want to put on any
tax on energy. We do want to cut taxes”. Thus we will rebate the taxes
we do not put on, but to rebate taxes that we did not impose, we are
going to have to go to the American people and borrow that amount
from them so that we can give it back to them (after we take our cut
out) and that gives us a marvelous opportunity next year *» go back
to the American people and say, “Look what we have done for you.
vote for us.”

I wonder, Mr. Secretary. if you find anything particularly erroneous
in that projected scenario.

Secretary Siyox. Well. T would agree with most everything that
you said, Senator Brock. We always end up doing the difficult things.

Senator Brock. Not doing the difficult things.
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Secretary Siyox. Not doing the difficult things and doing what is
politically palatable, and as I said to Mr. Hathaway, I sympathize
with what he said, and I sympathize with what Senator Gravel said.
You try to put the carrots and the sticks together in an attempt to
put something palatable on the bullet so that it can be bitten. That
1s & sad fact of life that we have to do it that way, but right now we
have to consider the need for this bit of stimulus in the economy, the
$16 billion-to be of prime importance. That is why we did not want
it to get muddied up with any controversial proposals.

Senator Brock. Mr. Secretary, I have already expressed my con-
cern with your own tax propcsal, and I do not want to put words in
your mout{x. but let nie ask you if it is not a fair statement that the
House tax cut bill which slants entirely to those with less than $10,000
of income, and therefore to the purchase of necessities. consumables if
you will, rather than durables, that it is in effect designed entirely
for short term relief. Yet the unemployment in our economy is in the
durable goods sector, The shortage of sales, the fall-off of sales is in
durable goods. The House passed tax bill is designed to enhance the
Eurchase of nondurables, of consumables, whereas the administration’s

ill. while it is not as politically attractive, is designed to give relief
to middle incomes. is designed to encourage the purchase of durable
goods rather than consumables, primarily, and to enhance the rate of
savings. In sum the House bill will give a family a check for $100,
while the Administration bill attempts to give them a job.

Is it not a fair characterization to say %)etween the two, whether
I like either or not, between the two the House bill is a relief program
without any reform in long term employment effect. whereas the
administration at least is attempting to direct its efforts toward eco-
nomic recovery and the creation of jobs.

Secretary Siyox. I agree with that, and T would add one thing. 1
wish the program was temporary, but a good portion of their pro-
gram is permanent because 1t deals with the tax structure itself. But
you said it, it has all been implied as we go around the room, and as
I said right at the outset, that very seldom are good economics good
politics.and we demonstrate that every day.

But let us look not only at the economic problems we have got, the
big ticket items, the consumer durable goods and their proposal of a
$200 cap does not cover that. and let us look at equity; 52 percent of
the taxes are paid by people who make over $20,000 a year. and under
the Ways and Means proposal they get back about 10 percent.

Should not people get a rebate in proportion or near proportion to
what they pay? Ours is 43 percent. You know, they suffer from in-
flation the same as the rest of the people.

Senator Brock. Mr. Secretary. if we ever come to the day when it
18 a permanent fact of American life that good politics and good eco-
nomics do not mix. then we are either going to not have a free economic
process or we are not going to have a free political process, because
they cannot survive without each other.

Secretary Siyox. T agree with that wholeheartedly, but we are going
in that direction very rapidly, Senator Brock.

Senator Risicorr. Senator Hartke ? Senator Nelson?
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Senator NeLsox. What is the reduction of the personal income of
the 1-year cut, what portion of the $16 billion

Secretary Sixmon. $12 billion. It is three-quarters—one-quarter, Mr.
Nelson. B

Senator NeLsox. Well, Mr. Secretary. I assume you probably saw
the market poll that was done by Phillips and Singlinger 6 weeks ago
in which they polled nationwide something over 1,000 people and their
findings were that 70 percent of the people who were queried would
either save the tax cut that they got back, the tax refund, or pay bills
with it. The breakdown was 40 percent, or 39.4 would save the money,
30 percent would reduce debts with the money, 5.1 percent would make
investments and the balance, 6.9, did not know what they would do
with it. Only 18 percent were going to spend it in the marketplace. If
that is correct, that $12 billion stimulant is cut by four-fifths, so it
would amount to one-fifth as much as you think it would.

Secretary Simox. Well, let me comment on that a second, and also
at the outset let me comment on what else that particular poll showed,
and it was pointed out to me in the hearing before we allowed the
ownership of gold in the United States, where this same poll showed
that—and I have forgotten the number but I will supply it for the
record—it was a significant percentage were going to buy gold, and
they were wrong.*

So what people say before they get money and what people do after
they do get money are two different things.

But let us talk about a person paying off his bills. If you have bills
and you are a wage earner and the money comes in, you have got to
be paying those bills and you do not feel very good when you are in
debt if indeed you are worried about losing your job.

So, fine, people pay bills. They feel better about their economic
situation and they begin to spend money out of current earnings. Too,
as far as savings and investment is concerned, people who will save—
and no one really knows what percentage it is, will put the money into
thrift institutions and other savings institutions, and that is good
for housing. We need savings and investment. So we think it is all
positive, the more spending that occurs, the more immediate the
economic stimulus, but our analysis shows us that we will get a signifi-
cant amount of spending.

Senator NELsoxN. You think that it provides the same stimulus to the
economy whether they pay debts, save it, or however?

Secretary Siaon. There are different degrees of stimulus, sure. The
most immediate would be if they just went out and spent it, yes, but all
forms such as you mentioned are important.

Senator NELsox. I do not want to appear to be offensively persistent
about the automobile, but I would like to see the Administration review
1ts position. Look at the statistics on the four door Volkswagen now
in the market[')]ace, 23 miles in town, 36 miles on the road. All T am
saying is that the technology is here right now just to produce a smaller,
lighter, less powerful car. The large overpowered automobile is a tre-
mendously wasteful luxury. We can no longer afford it. My point is,
if we cannot make a sacrifice of this kind o luxury we are not a very
serious soclety.

*The Department of the Treasury subsequently informed the Committee that the Decem-
ber 20-26, 1974, survey by Mr. Sindlinger contained the projection that 9.5% of all
households planned to buy gold.
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Now, the statistics—the most significant thing we could do, more
important than anything that the Administration or anybody else has
suggested is to compel a dramatic increase in auto mileage achievement.
Here is a place where we could make the most dramatic impact. We
could double the mileage that we get now, and we would have almost
two Alaska pipelines. If we discovered two Alaska pipelines tomorrow,
that would‘ge front page news all over the world.

I just want to point out one thing to you, if I may have one more
minute. The technology is here. It is a question of size and power of
the automobile. When all cars are on the line at twice the average
mileage we make now. which can be done. you would be saving half
the gas consumed. and that is almost 40 billion gallons a year.

The next point about that is you would be putting more purchasing
power into the marketplace for goods and services by $2 billion a
vear than your own tax cut would do, and it would do it every year

cause at 50 cents a gallon, you would be saving almost $20 billion a
year in gas purchases, which can be used for housing, education, and
other consumer expenditures.

Next, it would cut our balance of payments by half, $12.5 billion a
year. We simply want to tell the country that we no longer can afford
the luxury of these upholstered Sherman tanks. We now have to
travel in something else. It is not going to inconvenience you, except
from a luxury standpoint. It takes pohitical leadership to do that. If
the President said it, the Congress would pass it, and the automobile
industry would meet it, and we would have done more about the energy
problem and conservation than all of the other proposals combined
will do in the next 10 years.

So I wish you would take another look at those statistics.

Secretary Siyox. We will, sir.

Senator NELsoN. I would encourage the President to tell the coun-
try the cold, hard facts about it. That would be accepted by the public.
I have argued this question publicly for ten years, but it really requires
the Frest-ige and leadership of the President.

If you are going to let those huge automobiles on the highway, some
one will buy them. It is the law of the commons working against us
again. I think it is very important that we tackle this question.

Secretary Siyox. I will promise you we will, Mr. Nelson. Thank you.

Senator Rmicorr. I endorse Senator Nelson’s comments on the auto-
mobile completely. It is my understanding. Senator Nelson, that if
you increased the mileage to 20 miles per gallon. there would be no
energy problem in the United States. That does not mean there would
not be someplace else in the world. but the United States could solve
all of its energy problems by that simple figure.

Secretary Simon. That would save about 2 million barrels a day.

Senator RiBrcorr. It would make the United States self-sufficient
in energy if you increased to 20 miles per gallon, the use of automobiles
in America.

Secretary Sistoxn. Noj; that would save about 2 million barrels a day,
and we are presently importing 7 million barrels a day.

Senator Risicorr. That is not my understanding, but Senator Nelson
is the expert on this.

Senator NeLso~N. Twenty would not do it.

Senator RiBicorr. How much would do it?
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Senator NeLsoN. Well, you cannot do it all with the automobile, but
if you were averaging twice what we are doing now, you would be sav-
ing about 2.5 million barrels a day. '

enator RiBicorr. Senator Hartke.

Senator HarTke. Mr. Secretary, I have three items. I tried to get
through them in the first 5 minutes, but I missed the last one.

And this is the question of lowering tax rates. I want to tell you,
I am for lowering tax rates on a permanent level in the lower income
brackets. This has been totally avoided, as I understand it, in this
entire discussion. Those people who itemized deductions on their tax
returns are almost completely neglected by the administration bill
and by the House bill, is that correct?

Secretary Simox. No. In the temporary reduction, that is correct.
We wanted to do it the fastest way possible—it is a one-time deal—

"but on the energy proposal. which is a permanent tax reduction, we
cut the first five brackets. We raised the poverty level, cut the first
bracket 14 to 7, and so forth.

Senator HArTRE. So you are not opposed to that on a permanent
level? In other words, I have got you back now at least halfway on
one proposition, and at least basically agreeing with me on the basic
tax theory and in principle on the second, that tﬁo Jower bracket should
be cut on a permanent basis; is that correct?

Secretary Siamox. Well, I am in favor of cutting taxes right across
the board on a permanent basis, Mr. Hartke.

Senator HarTRE. But the administration’s proposal is to cut the
first five brackets; is that not right, on the energy side?

Secretary Simox. Well, the first four brackets.

Senator HarTke. All right. let me change it to five. I thought it
was on five because—I happened to prepare for you a little chart
which shows tax cuts on the grst five, and I would like to include that
in the record.

[The material referred to follows:]

REVENUE IMPACT OF REOUCTION IN INDIVIDUAL INCOME TAX RATES (SCHEDULE Y)
DISTRIBUTION BY ADJUSTED GROSS INCOME CLASS

} Amount Percent
000 810,000, . ... i iiieiieieiicecieeceeieenaeeeceneennnas -$1. 22.8
$10,000 20 $20,000. ... ... ... ... i iiiciieeieiieieeeeeereeeearannaaaaan -2.705 50.7
$20,000 AN OVeT. .. ...t —i——————— -1. 14 21.4
L1 ] PN =534 ...
COMPARISON OF PRESENT RATES WITH PROPOSED REDUCED RATES
Present law Proposed tate
Oto 81,000, ... . oo T4 percent .. ... . .. ............. 12 percent.
$1,000t0 $2,000............. et $140 plus 15 percent...._......_..... $120 plus 13 percent.
,000 to 8000 ................................. $29%0 plus 16 percent. .. .............. $250 plus 14 percent.
,000 to $4,000. .. ... ... ... gso plus 17 percent................. plus 15 percent.
,000 togaooo ................................. 20 plus 19 percent.... ... ... ..... 540 plus 18 percent.
$8/000 to $12,000 - - ITIIiiIIIiT $1,300 plus 22 percent__............. 1,260 plus 22 percent.
;l&,ooo to ggooo ....................... et $2.260 plus 25 percent. ... 7. "140 plus 25 percent.
16,000 t0 $20,000. ... oot $3,260 plus 28 percent. .............. ,140 plus 28 percent.

b Nokut: All succeeding taxable brackets are reduced by $120 in conjunction with the reductions made in the Ist 5
rackets.
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Senator HarTgE. But what I am saying to you is I would favor re-
ducing those tax rates and this would provide some real relief for those
people who itemize deductions on their tax returns, and they are ig-
nored, at least in the House bill ; is that not correct ?

Secretary Simon. On the temporary bill,

Senator HarTkEe. I understand that, but I am talking about—and I
think you will not deny this factual analysis—in the last year the
actual loss in real income in the tax level alone which is occasioned
by the inflation is roughly $7 billion to $8 billion for these people; is
that not right

Secretary SimoN. I do not have that number, Mr. Hartke. Is that
accurate, Fred?

Mr. Hickmax. I would have to get the number.

[The information referred to follows:]

Current Federal tax receipts are about $130 billion annually. If we undergo
12 percent inflation, revenues would increase by about $21.4 billion. The first
$15.6 billion is appropriate and simply maintains real effective tax rates, Lut

the remaining $5.8 billlon is a tax increase. It is an inflation-induced transfer
payment from taxpayers to the Federal Government.

Senator Hartke. Well, you are not going to deny it, but let us just
assume—these numbers come from Mr. Woodworth, and I have a great
deal of respect for his judﬁment.

Secretary Sinmox. If Larry Woodworth said that, then I would
agree with it.

Senator HarTEE. So would you be amenable to a permanent tax re-
duction in those lower levels of say, 1 percent which would provide
some type of tax relief, to lower income groups, as Senator Brock
has indicated ¢

Secretary SimoN. When I answered a question over on this side of
the room before about the problems of inflation and what happens
to people really in all brackets, in recognition of attempting to restore
their real income and reducing taxes to put the decisionmaking back
in the economy, and you and I have no (Yiﬂ'erences of opinion on this
whatsoever, I look with favor upon indexing, to a degree, the system
which really is saying the same thing you are.

Senator HarTke. Well, indexing 1s one thing, but you can do this
very definitely. That is a more complicated procedure. This is a rather
simple, effective immediate result. In other words, if you would lower
the rate 1 percent and those people who itemize their deductions would
receive the benefits in let us say the first four brackets, would you be
opgosed to such a proposition {

ecretary SiMoN. Fred, why do you not comment on the technical as-
pects of what happens? =

Mr. Hickman. Well, I think, Senator, that it is not correct to say
that people who presently itemize would get no benefits because of
liberalizing the standard deduction. You will find that a great many of
them, particularly low-income itemizers, will be moving to a standard
deduction which is more generous and in excess of what they could
otherwise itemize, but now you have to put all of these things together.

Senator HARTKE. Now, wait a minute, let us stop here. They would
no longer be itemizing.
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Mr. HicemaN. But they are now itemizing.

Senator Hartke. I understand they are itemizing now, but I am
talking about those who would itemize after the law is passed. Let us
just be very clear so you do not fuzz that up for me.

Mr. HickmaN, Those would tend to be the higher income itemizers.

Senator HARTKE. It is elementary you cannot take a standard deduc-
tion and itemize at the same time.

Mr. Hickman. That is right.

Senator HARTKE. No one proposes to change that. What I am saying
is if you want to provide benefits to those who itemize their deductions,
which I understood Secretary Simon to indicate that those people
were the ones that were practically neglected, why would not this be
a preferable method, or at least a desirable method {

r. Hiceman. Well, you are confusing what Secretary Simon was
talkinghabout, middle-income people who, in fact, do tend to itemize
more than perhaps lower income people, and in that sense there is a
correlation, but he was not maﬁing the argument on behalf of
1temizing.

All T was saying is that if you are taking about—if you are con-
cerned about itemizers who are in the lower brackets, a very large per-
centage of them will be benefited because they will switch to a high
standard deduction.

Senator HARTKE. I understand that.

Mr. Hickman. We have no objection, in the end, to making great
reductions, as well as these other things, and one of the problems that
we had is that we think that all of those things should be considered
together, at such time as you can see what your total revenue pickup
is going to be in other areas and how you would then sort it out among
the people who have a claim on it.

Senator HarTkE. Look, I understand all that worn-out theory. You
know—the country has abandoned that theory that revenues are de-

endent upon a higher rate of taxes. This is a cause of part of your
geﬁcit today. I think practically everyone admits that, what you are
trying to do is stimulate the economy and thereby reduce the deficit
by increasing the amount of people who are at work.

And that 1s what you are talking about. You are really talking about
putting the economy back on the road, and the net result of putting the
economy back on the road is to increase tax revenue, even though you
decrease tax rates, is that right? I mean that is the theory?

Secretary Simon. That is correct.

Senator HarTke. It has been my theory ever since I have been up
here—I mean I am glad to see finally that this has become the pre-
dominant theory in American politics today.

Secretary Simon. That is correct. L

Senator HarRTKE. Now, let me ask you another item which I think is
an old, old item, and with all due respect to your political affiliation,
this is in the Democratic platform of 1960. Most of this fear which 1s
permeating the country about the big deficits would really be elimi-
nated if you had the capital budget, would it not ¢ o

Let me put it another way. A capital budget, as far as this Nation is
concerned, is long overdue because it would treat everythmﬁ on a
correct basis, and if you had a capital basis, you do not reach these
astonishingly difficult figures in deficits.



102

Sec.lt‘e%ary Simon. T am not sure what your definition is, Senator, of
a capital—

Senator HARTRE. Let me just give you a concrete example. You are
building a dam, for example. It i1s going to last for 50 years. The way
it is today—whatever is sgent on that dam this year is considered cur-
rent expense. If you put that into a capital budget, you would put it in
the budget on a 50-year basis. That is what I am talking about, the
same way business does it. Any capital expenditures would be treated
as a capital expenditure, and not as a current expense.

If you did that, you would not even show a deficit, and you have got
enough money then to pay for these programs. You do not have this
constant fear which the country has been sold on, the fact that the
country is going bankrupt. I do not believe that, but they are sure
selling the country and scaring the living hell out of everybody for
no reason.

Are you in favor of a capital budget ?

Secretary Siyox. I have not seen the Democratic platform of 1960
or analyzed what a capital budget is, as far as the ratio of expenditures
of work, capital investment, as you say, to the 50-year and 20-year pro-
gram, what percentage that is of our budget spending. It would seem
to me that that would not be that large a percentage of our—

Senator HARTKE. Let us assume it 1s not that large. Would you be in
favor of it, no matter what that amount was, to really put these
things down and say, if you are going to build something over here,
an airport, for example, that is going to be in use for 25 years, that you
characterize those as capital expenditures rather than current
expenses ¢

ecretary Simox. I would be in favor of anything that made good,
sound financial sense, but I think that this is probably a very small
percentage again.

Senator HArTkE. Well, let us just leave the guestimation out of it,
and you can come back. I just wanted to get you tied down. I have got
you in three areas. Let us see: I have got you halfway committed to
the idea of the theory of capital budget.

I have got you committed to the proposition of tax cuts as a matter
of tax theory and principle. )

Secretary Stmon. I will not be able to go back downtown after this
conversation.

Senator RiBrcorr. I would not want to have to wait as long as it is
going to take the Secretary of Treasury to really say yes to all of those
commitments. L

Secretary SrmoN. You have to get Jim Lynn up here. He is in
charge of capital budgets.

Senator HarTrE. Well, that is okay. I like you at this moment a
little better than I do Jim Lynn. He has to get back on our good side
becaussla)lhe has not agreed to all these things. You have been more
agreeable.

gfgeother words, you have agreed that you will look at the capital
bud%et with a great deal of interest and maybe a sympathetic under-
standing.

Secre%ary Srmon. I am going to answer the questions that I asked
myself about it.
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Senator HARTEE. Well let me tell you—forgetting the Democratic
platform in 1960, I was ﬁoing to tell you that Secretary of the Treas-
ury Kennedy did not follow it out, unfortunately in my judgment. I
think we should have done it then. We would not have some of the
grgblems in at least the vocabulary that we have today on the national

ebt.

The second thing is on the question of the theory of taxation of re-
ducing the tax rates in the lower-income brackets. You indicated that
is & part of the administration’s overall permanent policy, and you are
willing to take a good, hard look at these vital industries in the fields
o}f1 at(xltomobiles and housing, so I feel I had better quit while I am
ahead.

Senator RiBrcorr. Thank you very much, Secretary Simon and your
staff for your long testimony and your courtesy.

The committee will adjourn until 10 a.m. Friday, when there will be
a 1-day hearing on health insurance coverage for the unemployed.

These hearings on the tax cut bill will resume at 10 a.m. Monday
next March 10.

Thank you.

[Whereupon, at 12:50 p.m., the committes was adjourned, to recon-
vene at 10 a.m., Friday, March 7, 1975.]
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UNTITED STATES SENATE,
CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m. in room 2221,
Dirlgzen Senate Office Building. Senator Russell B. Long [chairman]

residing.

P Prese:ﬁ Senators Long, Byrd, Jr., of Virginia, Nelson, Gravel,
Bentsen, Hathaway, Curtis, Hansen. Dole. Packwood. Roth and Brock.

The Cizatraax. The committee will be in order.

I am pleased to welcome the Senator from Massachusetts and the
Senator from South Carolina before our committee this morning,
and we will be very pleased to hear from the two of vou with regard
to your suggestions. We will hear both of you just before any ques-
tions are asked.

JOINT STATEMENT OF HON. ERNEST F. HOLLINGS, A U.S. SENATOR
FROM THE STATE OF SOUTH CAROLINA, AND HON. EDWARD M.
KENNEDY, A U.S. SENATOR FROM THE STATE OF MASSACHUSETTS

STATEMENT OF SENATOR HOLLINGS

Senator Horrixgs. Mr. Chairman and distinguished colleagues and
particularly my associate here, Senator Kennedy, I appreciate the
chance to just say a word because I have other hearings on transporta-
tﬁion b;fore the Budget Committee. So you are very kind to take us

rst off.

We want to present to the Finance Committee, Mr. Chairman. the
amendment to H.R. 2166 calling for a repeal of the oil depletion al-
lowance. The distinguished chairman and the colleagues generally
debated this measure at length last June on the debt limit bill. and if
it would please the chairman, we would like to present a prepared
statement and then answer any questions for the record.

In summing up this statement, I would only emphasize the oppor-
tunity that is presented to the Somto It is very difficult to deal with
taxation and finance measures in the Senate because we have to wait
for the bill to come over from the House of Representatives, and now
we have for the first time a bill in whizh the Honse has expressed its
will in a very clear fashion with respect to oil depletion. It has been a
matter of discussion for at least the last 6 or 7 years. Ilach time that we
would propose it, it is suggested that we put it on another bill, as is the

(105)
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case on the debt limit bill. One of the big points of debate last June was
to delay until consideration was given a tax bill.

Now, there are some who suggest that we await the energy bill for
its consideration. T am sure if we attached it to an energy bill, there
would be those who would wish for us delay until we had an oil hill
or any other delay.

The point is that we are too concerned with the matter of rebates.
tax reductions. turning the economy around. and moving America for-
ward once again. We do not think in presenting this amendment it is
a delaying tactic to the tax bill. On the contrary. with the large vote
in the House. we understand that thev are pretty determined to sce the
oil depletion through at this time. They look upon it as a grand op-
portunity. and they are going to stand fast as well as thev can within
the conference considerations.

And so, in presenting to the Senate what has alreadv passed the
House is not a delay:; we do not constitute it as a delay: and we do not
think that those who would oppose it want a delay either. We think
that if the Finance Committee comes out at the first of next week, and
this amendment would be on this particular measure. I believe that we
will have ample time to debate it several days. We are told by the De-
partment of Treasury that once the tax reduction and rebate bill is
passed. they can. in slightly over 2 and not more than 3 weeks. have
the tax rebate prepared and mailed out and in consonance with Presi-
dent Ford's May 1 deadline.

If vou remember, his was a two-payment proposition of May and
September. It appears from the consideration being given by the Sen-
ate and the action already taken by the House, that we will have one
payment. So we will be well ahead of the President’s schedule for re-
bating and infusing the economy with this money.

This amendment is word for word from the House amendment ex-
cepting the matter of the independents as described with the produc-
tion of 3.000 barrels a day or less. We insert a phaseout from those in-
dependents over a 5-year period: the first 2 years— (1975 and 1976)—
down to 15 percent: 1976 and 1977 down to 8 percent, and thereafter
no allowance granted. We could discuss that at length, and T would be
glad to do it if desired by this committee.

I personally believe in the clean bill that the House passed. but in
consultation with the Senators interested in this matter, many of them
wanted some provision of a phascout sort for the independents. There-
fore. it is included here.

And with that T would yield then to my senior colleague, Senator
Kennedy, who is cosponsor,

STATEMENT OF SENATOR KENNEDY

Senator Kex~epy. Thank you very much, Mr. Chairman. Tt is a
pleasure for me to have the opportunity to join with Senator Hollings
in presenting this amendment both to the Finance Committee and to
the Senate. %t concerns an issue which is well understood and com-
pletely familiar to the members of the Finance Committee, as well as
to the Senate membership generally. It is not a new issue. It is an old
issue. The arguments have been debated and discussed, both in this
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committee and on the Senate floor for a number of vears, but we are
grgtoful for the opportunity to present this amendment to yon here
today.

There are just a few points that I would like to emphasize and
stress. One is that T believe the first issue before the country is restor-
ing the health of the cconomy. I am a strong supporter of the tax cut
bill to restore the purchasing power of the American people and end
the recession. Although 1 generally support the rebate and tax cut pro-
visions, I have made a number of observations about those provisions
in my separate statement to the committee.

But I want to emphasize that we do not in any way wish to jeopard-
ize the passage of this legislation. Quite frankiy. we helieve that with
the amendment that has been introduced by Senator Hollings. we are
actually going to expedite final action, We feel that if this amendment
is accepted by the Senate, there may very well be an opportunity to
avoid a conference, The House may be willing to accept the Senate bill.
The difference. as Senator Hollings has pointed out. 1s in the phaseout
provision for the smaller companies. But I would * hink that the House
might be willing to accept this provision and avoid a conference. We
know that if the amendment is not accepted. there will be a conference.
and it will take some time. because of the strong vote in the House, to
resolve the depletion issue.

So we actually believe, in supporting this amendment. that we are
going to expedite the time sche({ule for action on this legislation.

So. we are hopeful we will be able to get a vote on the floor of the
Senate on this issue. I think both of us understand the strong emo-
tions of individual Members in representing their respective States
and constituencies. as they certainly should, on a matter of as great
importance as this.

And T also think it would have been unrealistic to expect to get the
67 votes which would have been necessary for cloture under the old
rule 22. As a practical matter there is a real opportunity to achieve 60
votes for cloture. if there is going to be prolonged discussion or debate.
With the strong vote in the House by those who believe this is the No.
1 tax loophole in the Internal Revenue Code, we ought to have an op-
portunity to get not just one cloture vote but even a second one. T am
hopeful that can be worked out with the understanding of the
leadership.

Finally. Mr. Chairman, T want to stress what T believe is understood
by a number of Members of the Senate, and that is the belief we feel
that this is the No. 1 tax loophole that exists in the Internal Revenue
Code. Whatever justification might have existed for the depletion
allowance a number of years ago, the rationale for it todev is virtually
nonexistent. With the extraordinary profits the price of oil has brought
to the industry, we can see that the increase in price far outweighs the
advantages which could be obtained by continuation of the depletion
loonhole.

There are a variety of reasons why depletion is basically ill-advised.
We point out a series of these in our statement. and I would be glad
tg gol into them. I believe that Senator Hollings may have to leave
shortly.

48-493 O -175-8
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Senator HorLings. Unless there are any questions, Mr. Chairman.

The CHaIRMAN. I do have some questions.

Senator HorrLings. Well, I would be glad to try to answer.

The CHAIRMAN. T have a question I would like to ask.

Senator HoLLiNgs. Yes, sir.

The CuamrmaN. In the first place, let me say that as far as I am
concerned, I do not think there ought to be any filibuster about a vote
on this particular item in any event. But I think that you are in error
in saying that this is the No. 1 tax loophole. This serves a purpose.

If I had to say what is the No. 1 tax loophole, it is the provision that
permits people, under the theory that they are giving money to charity,
to keep that money for themselves and make the No. 1 charity them-
selves by giving to their own private foundations. Up until we began
to do a little something about it a couple of years ago, in some cases
the charity never got anything except a gesture. A fellow would get
up and say, “I should not pay any taxes on income because I am going
to give this money to charity,” and it turned out that the charity he
gave it to was his own children or himself.

This is a device whereby neither the Government nor charity ever
gets any benefit out of it in some cases. That to me is about the most
complete, utter outrage that I know of in the tax code. I will try to
do something about that in the future.

We talk about loopholes; the reason we are in this big an energy
mess is because it had been more attractive to produce the oil overseas
than here. How has that been brought about? By the foreign tax
credit, and by letting the oil companies take royalties over there on oil
produced overseas as though that was a tax. Tax treatment for foreign
production is far better than tax treatment for production in this
country, and that has helped to bring about the dependence on foreign
oil that is crucifying America right now.

Now, if we are going to do something about loopholes, we ought to
do something about that one. And I would recommend that we look
at the most inexcusable loopholes that are achieving no good whatever,
and in fact, being counterproductive to this Nation, §ef0re we take
those that serve a purpose. But I think we ought to vote on all of them.

It seems that a loophole is always something that benefits the other
guy. If it benefits you, you view it as very good, well-considered legis-
lation. That is par for the course.

Now, if you are going to close a loophole, then I would think that
you would at least like to go by orderly procedure.

Now, let us agree, a filibuster is not orderly procedure, but neither
is a procedure to pass a law where you deny someone the opportunity
to state his case, to appear before a committee and explain his argu-
ment—not only state it, but state it in sufficient time that someone has
a chance to consider what he has to say, to check his figures. and to
check the other guy’s figures to see who seems to be right. It ought
to also be done on a basis where you consider what this means to
industry.

For example, the independents generally in this country have looked
for funds to investors and the Wall Street market. The Manhattan
market is the logical place to go for the money market in Ameriea. to
invest some money in their industry, to try to help find more oil. If
this is done, for a major company to get back the money it would take-
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to continue his exploration program, he would have to get back $2
for every additional dollar of taxes, because out of the additional funds
he needs to generate, he has to get two to pay the taxes on the one. This
means he has to get $2 in order to put $1 into additional exploration.

But on the other hand, an independent would have to get $3 in
additional investment somewhere in order to offset this.

Now, eliminating percentage depletion will absolutely dry up any
investment money in drilling syndicates. And in the money markets
of this Nation, nobody is going to put a nickel into it if that is the
case. Unless something is done to make it sufficiently attractive to
offset eliminating percentage depletion, whatever someone has as a
royalty income or as an investment income in a drilling syndicate
will all be sold to big companies at a capital gain, and that will create
further concentration where we are told that concentration is a prob-
lem in the industry now.

All of those things should be looked at, and I do not see how you
are ﬁoing to do justice to all of that when you are trying to pass a
quickie tax cut bill. .
Now, I am in favor of acting in this area with regard to depletion
allowance, to the foreign tax credit and anything else that somebody
thinks is a loophole. Let the Senate do whatever it wants to about it.
As far as I am concerned, I would be willing to do what I can to
try to have before the Senate by July 1 whatever this committee wants
to recommend about depletion. I think this committee would recom-
mend the reduction of the depletion allowance, but the Senate might
want to go beyond that and eliminate it completely.

But I do not see any way that we can get involved in making a
tax cut bill, which can move rather rapidly, into a tax increase bill
without at a minimum according a hearing to those whose taxes
would be increased.

Now, if you accord them a hearing, you are going to have to take
enough time to debate it, to consider it, and people will raise the
problem of other effects of this proposal.

For example, the Senator from Alaska, Mr. Gravel, is going to
take this view: why should you give more favorable tax treatment
to getting that oil out of Saudi Arabia than you do to getting it
out of Alaska? And he will have his amendment to offer, and there
will be others, and I do not see any way we can get into this without
having Senators offer amendments about other tax loopholes, even
in the energy area.

Now, you ought also to consider when you are looking at this how
much investment this industry will need ‘it it is going to do what is
expected of it to solve the energy crisis. You should be thinking in
terms of how much money we are going to invest in all energy—
atomic, natural gas, oil, coal, shale, and the others. How do you
expect to attract that much money? And what are you going to do
about the competitive factors in that industry as you try to attract it?

Now, yon ought to look at whether you have enouigh money. T am
told it is not enough to do what is expected of you in the industry
now. How do vou expect to attract that money into it? )

Now. all of this. it seems to me, is necessarily a part of any proper
answer to the question, and I would like to know how you expect
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to bypass all of that when you undertake to take a tax cut bill and
make it into a tax reform bill. )

Senator Horrings. In answering the question how do you bypass
that, the only way I know to bypass that is to not consider this
amendment. The fact is the history in the record shows that regard-
ing the depletion debate of 1969, you and I considered it at 2714 per-
cent. Its reduction to 221% was merely a compromise. There was a
strong feeling at that particular time that it should have been re-
pealed completely. _ i

Today economists in both parties and of both persuasions are rec-
ommending that it has long outlived its usefulness, that the intangible
drilling costs really serves as the incentive to produce and increase
the domestic supply. And we come to the distinguished chairman
with this charge before U.S. Senate in full regalia, that on June 26,
1974, the Senate broke right straight down the middle on a 48-50
vote with respect to cloture on a debt limit matter, trying its dead level
best to get this before the body. At each previous consideration, as
I have stated before, the opponents have said, attach it to another
hill. You have got to have hearings. You have not seen the charge.

Well, we saw the charge. We were given a good education by the
distinguished chairman last June. Now, it so happens that a quicky
tax bill is, T think, an improper description. On the contrary, the
House-has passed it and it is before the Senate. I think we would be
derelict in our duty if we did not bring this.up and get the-will of
the Senate expressed. .

Now, let us put it this way. It is the No. 1 tax loophole that is
eligible for elimination at this point. If we could consider the other
loopholes that you mentioned—and which concern me—then fine
business; but we are not going to do that.

The chairman was given a 935-page tax reform measure last No-
vember after the House had worked 18 months on it. So there are
niany, many things with which the chairman and I could agree, but
let us put it this way, this is the No. 1 tax loophole eligible for treat-
ment at this time; and I do not think it is quicky. I think it_is
deliberate. It has been considered. It has heen part of campaigns, and
the real problem now in the last 18 months to 24 months is windfall
profits. I do not see how we could in good conscience continue to sub-
sidize windfall profits. That is what it really amounts to at this
particular time,

The Cuawryax. Well, Senator, there is at least one supporter of
your amendment who has told me already that he is for the amendment

ecause he is against the_tax cut bill, and that by adding the amend-
ment to the bill, that will get this bill bogged down in tax reform, and

“thatwill impede the progress of the bill. —

. The President is not saying he will veto the bill, but he has said he
is against the amendment.

All right, you proceed to add amendments to the bill that get it
bogged down in rather lengthy debate. I am not talking about fili-
buster. I think the bill will become law, either with or without the
amendment.

But to get the bill bogged down in a rather prolonged debate, and
then after a while start adding other amendments to it so it gets fur-
ther bogged down in debate, then in due course you have got enough
to confuse the issue so the bill just never becomes law.
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Now, that is one of the things that people have to concern themselves
about.

The other matter is the matter of urgency. As I say, I am in favor of
acting on this, but you made a misstatement, Senator. You said the
House sent us a 900-page tax reform bill last year. They did not do
any such thing. They spent 22 months arguing about tax reform in-
cluding this provision. So you would have thought they could have
acted the first day this year as far as the House Ways and Means
Committee was concerned, after they spent 22 months last gear argu-
ing about tax reform, including this item. And they never did get the«
bill to us.

And you can understand why when they spent more than 20 months
in the Ways and Means Committee talking about it.

Now, an item that I thought had no legitimate controversy to it at
all is a $300 million reduction of the tax credit on foreign oil. That is
where the profits are. You just look at what has happened so far as
the domestic industry is concerned—the increase in profits for the do-
mestic industry has hardly more than offset the depreciation in the
value of the currency; and then take a look at what has happened to
foreign profits. They run off the chart, they are so enormous, )

Your measure that you are proposing here would cost about $40 mil-
lion for the big international oil companies, on all that foreign oil
where they are making $7 billion worth of profits. Instead you zero in
and put out of business a great number of independents whom this
country needs. Now, it Woufd seemn to me that if I were a major com-
pany, 1 would be just like Brer Rabbit looking at your amendment say-
ing please, do not throw me in that briar patch. All that does is put
their competitors out of business, and leave them in a position to mo-
nopolize and dominate the oil market for the future.

ow, I am willing to amend the depletion allowance or the foreign
tax credit. I am willing to do whatever is fair or whatever the majority
of the Senate thinks is fair about this overall problem. But I do think
that there is no way on earth you can avoid a delay of this matter by
insisting on putting it on this particular bill. It seems to me it will
deﬁtrtnitely delay matters; there is no way youcan do anything but delay
matters.

Senator KenNepy. Mr. Chairman, the fact of the matter is the House
of Representatives has already acted on this issue. We are not here
today with a whole laundry list of tax reform measures, although I for
one am extremely interested in tax reform as an issue. But the House
of Representatives has already acted on the depletion allowance. Like
it or not, the oil depletion allowance is the No. 1 tax loophole.

The measure that has been developed by Senator Hollings addresses
the issue, but it also tries to respond to some of the points that you have
mentioned about the independents, the small independents.” But_the
fact of the matter is that more than 70 percent of the small independ-
ents, are millionaires, and they are still getting a tax break under this
particular proposal.

The CuamryMax. Well, Senator, what percentage would you put on
the foundation people? What percentage are miﬁionaires?y

Senator KeNNEDY. In what respect ?

The Craraan, What percent of people who set up foundations are
millionaires?

Senator KENNEDY. I don’t know the answer.
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The Cxairyan. Probably 100 percent.

Senator Kexnnepy. I do not understand the point.

The CHAIRMAN. Your point was that 70 percent of the small inde-
pendent producers are millionaires.

Senator KENNEDY. You tell me what the depletion allowance on the
-foundations is.

The CHAIRMAN, Senator, that is a 100 percent exemption from the
taxes.

Senator KExNepy. And the funds are being expended in accord-
ance with the law written by this committee. There-is a certain per-
centage of disposition of income required for foundations, which they
will carry out. But the committee has also said that corporations must
pay 48-percent tax on income. What is the oil industry paying? About
6 percent. The House has acted on this depletion issue, and the Senate
has a responsibility to act as well.

The CrnairMaN. Well, let’s not talk about the House acting. -

Senator Ken~nepy. Before we shed crocodile tears for the small in-
dependents, let us recognize that our amendment gives them a phase-
out. You can justify it, but T think the basis for it is questionable.

If you look at the return on equity for the small independents over
the pielriod of the last 3 years, it has been goifig up through the ceiling
as well.

Why should we be concerned about the small independents, when
you look at what their return on equity has been over the period of the
last 3 years#

The Cuatryman. Senator, that is just the point. Every statement you
are making here people in the industry will challenge. You say that
they are paying 6 percent. They will say they are paying 40 percent,
and the information that we have on it looks more like the 40 than it
does like your 6.

We would look at things like the severance tax they pay in my State.
They are paying 12 percent before they know whether they are making
a profit or not.

Senator KexNEpY. Well, let us take the views of neutral observers.
Let us take the Treasury. Let us take some independent kind of assess-
ment. You can obviously expect that they are putting their best foot
forward on it.

The CuairMAN. Senntor, my point is this. What vou are saving is
all subject to challenge. There are others who will take a different
view than you take on those points, and all of this is a matter that
takes time.

Now, you are talking about the delay. The House now has a
Y)rocedure where a majority of the Democratic caucus instructs the

emocrats on the Rules Committee to do what the Democratic caucus
wants done. They can then proceed to vote on any amendment they
want to with no debate whatever, The same minute they call it up, they
can vote on it.

Now, in the Senate under the rules, a single Senator can insist on his
right to debate an amendment, and even if there is a 90-percent major-
ity, that Senator still has a right to plead his case for 2 days before you
can invoke cloture in the first instance. He still has some rights after a
cloture, as we just saw demonstrated, and then he has another 2 days by
the time you go to invoke cloture on the measure itself. So at & mini-
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mum I would think you have got 5 days of delay, and that is proceeding
under the assumption you are not going to have to amend the bill.

So I do not see any way that you can move this bill to a decision as
you want to do without this matter taking a considerable amount of
time, and I do not see how in justice and conscience you can contend
that anybody ought to pay a $214 billion additional tax without being
heard in the U.S. Senate, regardless of what the House does.

How would you deny them the right to be heard ¢

Senator KENNEDY. They ought to be heard, Mr. Chairman, but I
also think that if Members of the Senate feel that we are not being fair
to the major oil companies, or that we have not given them a full hear-
ing, they can vote against the amendment, or they can vote to table it.

But all we are asking is, if there are those who believe this matter
has been discussed and debated and examined enough and they are
prepared to vote on it, I would hope they would have an opportunity
to do so. Members of the Senate can make up their own mind. Every
one of us is fully conscious of the persuasive powers of the chairman
of this committee.

So what we are asking is for an opportunity to permit the Senate to
express itself on this issue.

The CrAamRMAN. Senator, I do not have any more votes or any more
persuasion than anybody else, you and the Senator from South Caro-
lina or anybody else. Every Senator is going to decide these things for
himself as they should.

The last thing I want is for somebody to talk about the powerful
chairman of the Finance Committee. I know what happens when peo-
ple start calling you powerful. [General laughter.]

But I think T have made my position clear.

I am going to call on the Senators in the order they came.

Senator Hathaway ¢ :

Senator HarHaway. Thank you very much, Mr. Chairman. As the
chairman and others know, I am in basic agreement with the Senators
who are testifying before us this morning. One of the objections made
by Secretary Simon the other day to having the oil depletion elimina-
tion amendment attached was that this would open up the bill for
general tax reform. Would you like to comment on that?

Senator Horrings. Well, Senator, no, it will not. In fact, we did
discuss the matter of whether or not this would be appropriate in the
Democratic caucas. At the time of the discussion, which was the 27th
of February, apparently, and I stand immediately corrected, the
distinguished chairman of Finance had gotten together with the dis-
tinguished chairman of the Ways and Means. But, let us say, whether
they got together or not, their position was the same; let us pass a
clean bill they asserted, and let us not get into any of these extraneous
matters. Now, this is a position taken by Mr. Ullman, chairman of
Ways and Means, but the House felt so strongly that they overrode
his particular position on that. And once having done that, we who
have had almost a majority on this thing for many years, and who
have been yearning for the chance to get it to the body—how can you
ignoreit?

Well, I do not think we are opening ourselves to further and other
debates. I think we ought to restrict it for this one proposal I am will-
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ing to get the foreign drilling costs, if this committee wants to put
that on. I would vote to do away with foreign drilling costs, and a lot
of these other things that the distinguished chairman is concerned
with. But on the basis of what Mr. Simon’s concern is, we ought to
limit it to what the House has already acted overwhelmingly for.

Senator HatHaway. Was your amendment to give the independents
some relief not voted upon in the House and almost passed ?

Senator Horrixgs. That is exactly right, and I do not commit the
House Members who I talked with on this. But I did talk with Mr.
Mikva, Mr. Green, Mr. Gibbons, and others, and they thought that
~ this could really facilitate our considerations, rather than bog us down
in further debate ; and the House and Senate could get together pretty
quickly on this particular treatment for the independents.

Senator Haraaway. Isn’t the real problem that we face here that
unless we tag it onto this bill those of us who want to eliminate the
oil depletion allowance are going to have to get a two-thirds vote, in
effect, to pass it ?

Senator HorrLings. Let us put it this way. The time of the Senate
is valuable at all times, and you can get into an extended debate. I
would rather let that pressure be brought on those who are trying
to deter the will of the American people on this particular score.
When the statement was made that we can put the oil companies out
of business, I beg to differ. Let us say that oil was at $4 a barrel.
A depletion allowance of 22 percent would be 88 cents in allowances.
In contrast, the increase in price means far more than a depletion
allowance, having pumped from $3.40 to $11.40-a barrel. In other
words, it is seven times the price increase than the amount of the
allowance. So the problem is windfall; we are not putting anybody out
of business. We are just trying to get our consciences reconciled here,
and fair treatment to the poor taxpayer who is not getting all these
percentages of increases and increases. i

They had on a morning news show a story about Union, S.C., where
I have got 32 percent unemployment; this is existing all over the
country. And how, in good conscience, can we talk about rebate, and
then get_into a parliamentary or procedural snarl, when it is just
facing us right there? If we had passed it on the debt limit bil} in
1974, we would have picked up from the Treasury $2.6 billion.

Now, we know the President has to sign this bill. I cannot see the
President of the United States saying, well, yes, we have got to turn
around the economy, but T have still got to look out for my rich oil
friends, and therefore I am going to veto this bill. Well, if he ever
said that, that would be the end of the church over there, I can tell
you that right now.

Senator Hatnaway. Thank you very much. Thank you, Mr.
Chairman.

The CHAIRMAN. Senator Gravel ?

Senator Graver. First, I would like to thank my colleagues for
what they are doing. I could not agree more. I think this is the time
for dialog, and we have postponed it too long. So I want to join with
you, and say that the work you are doing in bringing this before the
Senate is excellent; there is nothing wrong with the Senate acting as
a committee of the whole. The issues are not so complicated that we
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cannot handle them in a very prompt manner. I think the House has
acted as a committee of the whole, because the Congressmen felt that
they were faced with an urgent matter. I think my colleagues would
agree that we may have differences of opinion, but on this I want to
assure them that I join them in their efforts to bring this matter before
the Senate of the United States so that we can begin a colloquy, so that
the American people, as a result of that colloquy, can be more in-
formed, and of course pressure the Congress accordingly.

I would like to ask one question. In the hope of preparing ourselves
for that intelligent colloquy, the first thing I would like to ask is, why
do you think that the depletion allowance is the No. 1 tax loophole?

Senator Horrings. I believe it would be so because of the actual
basis. You know, we had cost depletion at one time. We were never
able to get the oill company records. So after 1913, when we started
cost depletion, we had oil vessels in the Navy, we were anxious, and
we tried to really put down what would actually be a depreciation,
Senator Gravel. They never wanted to show us their costs so you could
calculate it. So, it was placed at 2714 percent, and it persisted that
way until 1969. ~

he depletion is for found oil. In other words, it does not encourage
you to go out and wildcat, and take any risk whatever. Once you get
a known basis or find, then you keep on drilling in that one particular
spot, because you know you are going to get your depletion allowance.
It is self-defeating. And with no increase in production costs, what-
ever the price sugdenly goes up to $11.40, the depletion is simply
extraneous. We have to reconcile the cost and the depletion. It is not
easy for a legislative body to act quickly. But certain it is, since we
were ready to do it in the light of the economic picture before the last
18 months, it is more justified than ever before; and it really steps
forward as the No. 1 loophole, since the real problem here is windfall
profits. Why should the U.S. Government suKsidize windfall profits?

Senator GraveL. I think, in the first statement that frou made, you
used the general words: “It was self-defeating.” Would you—and I
know you cannot do it right now—in a reasonable period of time, like
in a week, have your staff prepare for the committee the specific facts
demonstrating why the depletion allowance is self-defeating?

Senator HoLriNGs. Yes, sir. )

Senator Graver. That would be most helpful to us. The other point
you make is about windfall profits. It should be very easy to obtain
specific data on windfall profits now, so that the committee can con-
sider it, and then take it to the floor and so you can use it on the floor.
We have seen 2 years of the rhetoric of politicans and the media say-
ing there are windfall profits. It is not hard to obtain the specific facts
needed to make policy decisions. I know that you, as much as I, want
to base our decisions on proper facts; because if we do that, then of
course we make proper policy. Now, if we make decisions on erroneous
facts, then obviously we make erroneous policy ; and I know you have
as much concern as I do about avoiding that. So, I think. the com-
mittes needs, one ; the specific facts which show the depletion allowance
is self-defeating, and then two, the specific facts on profits.

Is that an unreasonable request to make?

Senator Horrinas. It is a very reasonable request, and we will do our
best to comply. I would like to just emphasize the phraseology used by
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the Senator—get your hands on windfall profits. Any time a legisla-
tive body tries to get its hand on any tax measures, you get into what
you call tax reform, and every time I have been up here with tax
reform measures, we seem to create even more loopholes.

We are not going to get our hands on those windfall profits very
easily. But through some quirk of fate, a real determination, and a
glaring inequity, we have got our hands on oil depletion, in and of
itself, and by itself. Is that not a happy day? We have got our hands
on it, and I do not want to let it go because of these extraneous
arguments,

I happen to favor the tax rebate. I happen to favor tax reduction. I
happen to favor more than what the House passed. But we have got
our hands on oil depletion at last, if we do not let it sneak out.

Senator GraveL. I am sure my colleague will-take my request for
specific information to heart. It is easy to become emotional when we
try to correct a problem, but we must act on the basis of facts, that is
a very real thing. And so, I would appreciate it if my colleague would
provide for the committee what the exact windfall profits are, and
where they are, so that we can address ourselves to that. I assume that
the committee would receive that from my two colleagues.

Senator KEnNrpY. That is fine. We would be glad to submit it. We
would be glad to submit today the net income after tax of the major
companies prepared by the Library of Congress.

Senator GraverL. We would be happy to receive that today.

Senator Kenxepy. I want to say, I think that is a fair request, and
that will be complied with. I say, Senator, that this issue is clearly
understood. The people are bearing extraordinary burdens because of
the increased costs of fuel and oil and gasoline, They understand very
clearly what the members of the Senate understand. We know, the
kind of pain and suffering they are experiencing in meeting just the
essentials of livelihood, a warm home or food or the basic essentials
of transportation to get to a job. They also know about the exorbitant
and unconscionable profits of the major oil companies. We will develop
at least what we think are the responsible figures and statistics, which
make our case. N

Senator Graver. Would it be unreasonable to bring all that data to
the committee, so that committee can consider that ¢

Senator KenNEDY. We shall try to submit that information.

Senator GraveL. I realize that you will also bring it to the floor,
but I believe von believe in the committee system. Could you bring it
forward to the committee ¢

Senator Kenxepy. I certainly do. The only other point I would
make is about an excess profits tax. As the committee is very well
aware. the last time such a tax was employed as a means and a device
to deal with the problem of exerbitant profits was during the Korean
war. And the first year that it was implemented, it did reasonably well.
But and after the major industries and companies understood how it
worked, they were able to take advantage of the tax and make it
mostly an empty letter. It seems to me that the method that Senator
Hollings has developed here, in terms of reaching the problem, is the
most appropriate way. -

Senator Graver. Senator Kennedy, will you heln the committee by
sending us the specific data about the windfall profits. We are talking
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a lot about windfall profits, and I think we should see the specific data
so we can analyze it and use it as a basis for our decision.

Senator Kex~Nepy. Yes, I will.

[The material referred to follows:]

PERCENTAGE DEPLETION ALLOWANCES FOR OIl. AND GAS AND THE PROFIT PICTURE
IN THE OIL INDUSTRY—1974-1975, WiTH SPECIAL REFERENCE TO THE INDEPEND-

ENT PRODUCERS ) ;
1. PROFITS AND PRICING (19875)

The proposed repeal of the 22 percent depletion allowance for oil and gas
is generally estimated to produce about $2.5 billion in additional tax receipts. The
value of this allowance would be expected to rise, however, if old oll is decon-
trolled and the percentage depletion retained on the full price. In this case, the
value could rise to $3.5 bi'lion for oil alone.

Atthough oil industry profit data for 19756 is not generally estimated by size
of producer, it is possible to estimate expected windfall profits for the industry
as a whole from price and production data.

At the end of 19783, oil price cellings (for controlled oil) were around $5.26 a
barrel. In the summer of 1973 oil prices were around $4.00 a barrel. In this
analysis we estimate the windfall in one case based on the spread between $5.25
a barrel and current prices and in another as the spread between $4.25 a barrel
and current prices.!

Presently there is a two tier pricing system. Of estimated annual production
of 8.7 million barrels a day approximately 5.3 million {s controlled (at an average
price of $5.25 a barrel) and 3.4 million is uncontrolled generally selling at $11 a
barrel. If we measure the windfall profit as the difference between average price
of $7.50 a barrel (assuming an effective income tax rate of 38 percent on the
windfall) and $5.25 a barrel we derive a windfall of $4.4 billion for 1975.

The value of percentage dep'etion (in tax savings) on the old $5.25 price may
be figured at roughly 50¢ a barrel or about $1.6 billion and the value of percentage
depletion on the windfalt at roughly 24¢ a barrel or $760 million.® These figures
suggest an estimate of percentage depletion at current prices of $2.4 billion. (This
figure differs from the $2.5 billion estimate quoted above but does not include
depletion on natural gas.)

These figures suggest that the net increase in after tax profit to producers will
l(ie %2? biltion with no change in the price structure and repeal of percentage

epletion.

It may be argued, however, that the $5.25 a barrel price ceiling represents a
windfall in any case. Consider for example that the actual prices in the summer
of 1978 were much lower and that in prior years the price of oll was closer to
$3.50 a barrel. (As of November 1973, the average old crude price was $3.91, and
was $3.45 in 1972.)¢

If we use the spread between the current price and $4.25 a barrel as a measure
of the windfall, the following calculations may be made. For a new oil the price
spread is $6.756 a barrel with an after tax profit of $5.2 billion. For old oil the
$1.00 spread provides an after tax windfall of $1.2 billion for an industry total

of $6.4 billion.

t The windfall would be expected to accrue to producers on domestic (not foreign) oil.
The cholce of a base price {s necessarily arbitrary, particularly in the context of a domestic
price determined by foreign prices. The Administration apparently uses a price of around
$5.20 for its windfall profits tax proposal while the Ways and Means Committee task
force uses $4.95. The average price of crude to refiners according to Standard and Poor’s
was $3.73 in 1973 and $3.40 in 1972. Adjusting thls latter figure for 1975 price levels
indicates a price of around $4.40.

? Througheut this paper an effective income tax rate on the windfall of 38 percent is
assumed If percentage depletion is retalned and 48 percent if it is repealed. Because of
the geenrally rapid write-off of capital costs in oil production there is good reason to
belleve that these rates would be substantially lower. To gain some perspective, the in-
dustry itself estimated an effective rate of domestic Federal income taxes on domestic
of profits of 22 percent in 1971, which was considered too high by some critics of their
study. It is estimated that oufside of depletion, 70 cents of each investment dollar is
written off immediately throngh dry hole and intangible drilling costs and another 10¢
recovered through depreclation (including rapld methods) and eligible for the investment
ég: sec:sgg.ve'rhe implication I8 that the size of after-tax wlndfal? in this paper fs quite
wl:: dD&r;lle‘t)lrt;gels figured at an average of 20 percent for old prices and 22 percent for the

¢ Standard and Poor's. Old crude ofl prices-mid-continent 36° to 36.9°,
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The value of percentage depletion for $4.25 a barrel is 41¢ a barrel or about
$1.3 billion (consistent with prior year estimates of the revenue impact of per-
centage depletion). The value for the new oil price spread is 70¢ a barrel or
$870 million. The value for the old oil spread is 10.5¢ or $203 million. This gives
the total of $2.4 billion.

Thus, after tax profit of $6.4 billion reduced by increased tax liability due to
repeal of percentage depletion of $2.4 billion shows a profit of $4.0 billion assum-
ing repeal of percentage depletion and no change in prices.

In comparing prices as an incentive with percentage depletion as an incentive,
it is perhaps more proper to ignore what current depletion is worth and focus on
the value of percentage depletion at lower prices. If the $5.25 figure is used
percentage depletion is worth about 50¢ a barrel. The after tax windfall if one
assumed there was no depletion allowed above $5.25 a barrel is $1.20 a barrel,
or slightly over twice the former value. However, for new oil where an incentive
mechanism would be expected to be important, the average after tax windfall
is $3.00 or six times the value of percentage depletion. (This would also repre-
sent the relative total value if all oil is decontrolled.)

If $4.25 is taken as a more realistic measure of the pre-windfall price, the
former value of percentage depletion would be about 40¢ a barrel, For all oil the
after tax profit would be on the average about $1.70 a barrel or over four times
the former value of percentage depletion. For new oil again, the after tax wind-
fall would be $3.50 or almost nine times the former value of percentage deple-
tion. (This would also represent the relative total value if all oil were decon-
trolled.)

This analysis suggests that after tax profits deriving from price increases are
far more important than percentage depletion an an incentive for producing
more oil. It is clear that even if price controls are retained and percentage de-
pletion is repealed, producers under even the most favorable assumptions will
be realizing larger after tax increases in profit and thus substantially increased
cash flow.
~ If prices are deregulated in some fashion then the relative size of the value
of percentage depletion will grow and so will after tax windfall profits. For ex-
ample, if the $5.25 price is used the windfall will be $11.3 billion after tax
assuming percentage depletion is retained. Percentage depletion then has a value
of over $3.5 billion and repeal would reduce the -after tax windfall to $7.8 bil-
lion, If the $4.25 a barrel price is used the after tax windfall will be $13.3
billion and repeal of percentage depletion will reduce it to $9.8 billion.

It should be noted again that the effective tax rates used in this analysis are
probably higher, perhaps substantially so, than in actual practice and act to
understate the value of windfall profits.

II. INDEPENDENT PRODUCERS—PRICES AND PROFITS (1974)

The relative impact of prices and percentage depletion on the independents
is difficult to determine. However, there is some data available for the change in
profits between 1973 and 1974. It should first be noted that sales of 3,000 barrels
a day will range from $5.7 million to $12.0 million. Using the data computed
above assuming a $5.256 normal, for a producer whose average price is the same
as the U.S. average the after tax windfall would be $1.2 million assuming per-
centage depletion is not available on the windfall. However, the former value
of percentage depletion was only about $552 thousand.

It would be generally expected that independent producers of oil would be in
a better position than other segments of the oil industry. First, the increase in
the price of imported oil has not created a windfall to the international oil com-
panies since those increases are being absorbed by the petroleum exporting
countries, Therefore, domestic producers would be expected to have a relatively
larger increase in profits as compared to international companies.

Secondly, all of the windfall has occurred in oil production. Thus, the inde-
pendent producers would be expected to be better off than the integrated com-
panies and the refiners.

Finally, it has been argued that a much larger portion of the sales of the in-
dependent producers is uncontrolled oil. Congressman Green stated that 75
percent of the oll production of small producers is unregulated while 80 per-
cent of the oil production of the majors is regulated.®

€ Congressional Record. Feb, 27, 19785, p. H1153.
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The following tables provide statistics on net income for three groups compar-
ing the increase in 1974 profits (through Septem! >r) over 1973 levels. The first
group includes the five integrated internationa’ oil companies. The second in-
cludes the larger dormestic integrated companies. The third consists of companies
which are engaged in production, or the inderendents. The source of data is from
Standard and Poor’s oil stock price report. The only companies excluded from
the independents (of those listed) are those where data through September was
not available. While these data do not cover a full year they do provide some
basis for comparing the increases in profits,

If we aggregate the international companies we find that the average increase
was 50.2 percent. If we aggregate the large integrated domestic producers we
find an average rate of 96.1 percent, This finding is consistent with our expec-
tations of a smaller relative increase for companics engaged in foreign production.

The aggregation of the independents shows an increase of 75.5 percent (exclud-
ing the two companies with deficits) falling between the international and do-
mestic integrated companies.®* However, if we drop out Coastal States Gas which
is not really primarily an oil producer we find the average for the independents
rising to 82 percent. Finally, if we drop out the three companies which are
significantly larger among the independents (Coastal States Gas, Louisiana
I.and and Superior) we find the average rising to 122 percent, higher than
either the international companies or the integrated domestic producers. While
these companies do not include very small independent producers, the findings
suggest that smaller producers are enjoying larger increases in profit.

TABLE 1.—NET INCOME OF INTEGRATED INTERNATIONAL COMPANIES
|in miltions of dollars (9 mo))

Percent
1973 1974 change
£33 1 T 1, 656. 00 2,280.00 3.7
1T 570.00 815. 00 43.0
1] 571.20 903. 80 58, 2
Standard (California). .. ... .o oo 560 877.74 56. 6
(] T R 838.92 1,428.16 70. 2
Source: Standard and Poor's.
TABLE 2.—NET INCOME OF LARGE INTEGRATED DOMESTIC COMPANIES (SELECTED)
[In miltions of dollars (9 mo)]
Percent Percent
1973 1974 . change 1973 1974 change
Amerada Hess.......... 113.88  134.05 17.7 55.62 60.8
Ashland. ... ....... 84.30 113.00 U0 345.20 140.2
RCO.. —ooea.... 178.30  377.70 111.6 462. 30 82.5
Cities Service...... 93.40  168. 4 80.3 7.7 186.2
Continental. 153.37  329.80 115.0 795.50 104.1
Getty... ... 82.42 222.36 169.8 97.30 55.7
Kerr-McGee. 44.10 93.15 111.2($ 323.85 109.1
Marathon 7292 129.58 7.7 232.50 80.1
Source: Standard and Poor’'s.
TABLE 3.—NET INCOME OF INDEPENDENT PRODUCERS
{In millions of dollars (3 mo)
Percent Percent
1973 1974 change 1973 1974  change
Antec.... ... ........ .72 5.01 191.3 | Louisiana Land ........ 9,52 84.06 69.7
Coastal States Gas....... 30.80 46.76 51.8 | Mesa_.._._..__..._.... 16.16 142 ...
Equity Jil.............. .13 2.30 215.1 | Reserve Oil & Gas...... . 38 10.85 142.7
Felmont Oil._... . 1.96 3.81 94.4 | Sabine_._...._........ 3.87 7.13 84
Forest Qil...... 1,20 2.37 e, Southland Royalty...... 4,62 10.70 131.6
General Crude. 11.18 24.66 120.6 | Superior.....___..._... 30.45 46.65 51.6
Hamiiton Bros. 2.6 4.54 77.3{ Transocean............ .77 5.3% 202.2
(1] 7 S 3.61 6.45 78.7

1 Deficit. ‘
Source: Standard and Poor’'s.

¢If the two companies with deficits are ag, ated into the total the increase is 9.5
percent for all independents and 57.9 percent g: %ndependents excluding the three largest.
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IIT. CONCENTRATION OF INDUSTRY ARGUMENT AND THE IMPACT OF CAPITAL GAINS

The domestic crude ofl industry is concentrated, though not as much so as
some other major industries (such as the auto industry, the aluminum industry
or the steel industry). A recent Federal Trade Commission Report showed that
the top 4, 8 and 20 oil companies accounted for 31, 51 and 70 percent respectively
of domestic crude production.”

It is difficult to estimate what may happen to the structure of the concentra-
‘tion in the oil industry. Increased costs of drilling to find more scarce resources
and the possibility of international oil companies investing greater shares of
capital into domestic production as foreign production becomes less attractive
may suggest that crude oil production will become more concentrated. To the
€xtent that the repeal of percentage depletion reduces the windfall on domestic
production and narrows the gap between profit on domestic and foreign produc-
tion repeal could act to counteract this possibility. However, it does not close
the gap completely (and particularly does not on new oil) so that it would not be
expected to be a decisive factor. Retaining percentage depletion for small pro-
ducers but not large ones might also be expected to reduce such a trend, although
again it seems unlikely to be a decisive factor.

The argument has been made that percentage depletion acts to increase con-
centration in the industry in the refining and marketing sectors.® It is argued
that since percentage depletion is tied to the price of crude oll it is to the advan-
tage of companies which are vertically integrated to set high prices for crude
(given a certain degree of self-sufficiency) and reduce the profits in refining
operations, making it difficult for independent refiners to compete. However, in
the short term the crude ofl price is unlikely to be determined by anything other
than the foreign price (or price controls) and this factor would seem less
important.

A particular issue which has been raised regarding the repeal of percentage
depletion is whether it might not encourage small producers to sell out to the
majors since they will no longer be eligible for depletion, and will still be eligible
for favorable capital gains tax treatment.

It would appear on the face of the argument that there could be only two
reasons for such action.

First, the owner might wish to sell out because his income will be taxed at
a higher rate lowering the present value of his asset. However, this argument
would appear a fallacious one. All other things being equal, the present value
of depletion deductions would be reduced by the same relative amount to both
the present owner and prospective purchasers, and he would be offered a lower
price for his asset. Similarly, a rise in price whether mitigated by repeal of per-
centage depletion or not would have the same effect on present value. In other
words, the repeal of percentage depletion would be expected to be neutral as
regards the decision to buy or sell. In other words, to the extent that special
capital gains treatment induced sales in the past, that inducement is attributable
to the capital gains provision and not percentage depletion.

The second reason may be that the operator wishes to obtain capital to finance
further drilling. To the extent that repeal of percentage depletion reduces the
value of his asset he may be unable to sell for as much as in the past. To the
extent that the rise in prices increases the value he may be able to sell for more.
Percentage depletion repeal would reduce the increased profits from these wind-
falls. However, the price rises are greater than the loss from percentage depletion
so that his cash flow would be greater. If he did not sell in the past to obtain cash
flow, there seems no particular reason to do so in the present circumstances.

7 Federal Trade Commission. “Investigation of the petroleum industry.” Senate Committee
on‘(l}gz’ernment Operations, Committee Print, July 12, 1973.
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THE LIBRARY OF CONGRESS—CONGRESSIONAL RESEARCH SERVICE
NET INCOME AND ANNUAL PERCENT CHANGE FOR THE MAJOR OIL COMPANIES, 1973 AND 1974

{Dotlar figures in miitions)

Percent Net income after tax
change from

previous year 1973
[ 3 1T, PN 28.5 1$3,140.0 443.0
Toxqco ........................................................... 2.8 1,588.4 1,292. 4
L R 22.5 1,404.1 '849.3
Standard of California. . ... ... iiiiccciieeaacaaan 15.0 970.0 843.6
Shndard of Indiana. ... iiciiciiienaaaas 89.8 970.3 511. 2
............................................................ 86.5 620.5 332.7
Philhps Petroleum. . 4.5 402.1 230.4
nion Oib....... 59.8 288.0 180.2
Standard of Ohio 99,1 142.5 74.1
Gulf Oil........ 33.1 1,065.0 £00.0
Sun Oil_._... 64.3 318.0 230.0
contmcnul... . 35.0 321.6 42,7
Amerad 12.9 201.9 245.8
Atlantic Rnhﬁeld (ARCO) 75.6 474.6 210.2
Ly 1) s 97.6 281.0 142,2
Occidental. ... .. eeiecceeeeea—een——- 290. 4 280.7 1.9

1 Estimated.

Source: Wall Street Journal, Digest of Earnings Reports, New York Times, Financial Section.



RANDOM SURVEY OF SMALL, NONINTEGRATED PUBLICLY OWNED U.S. OIL AND GAS PRODUCERS

Percent
return on
Gross revenues (millions) Earnings per share shareholder
4 uity Percent
1974 1974 974 tax rate
1972 1973 (estimate) 1972 1973 (estimate) (estimate) 1973
$8.55 $10.16 $15.0 $0.45 $0. 55 $0.90 25.0 14
8 .61 . 1.0 .07 .24 9.0 0
1.9 13.2 17.0 .94 74 1.46 17 0
& 2.97 5.26 9.0 .33 .84 1.30 24 0
8.59 10.42 12.0 .78 9% 175 25 (‘3
318 5.91 12,0 .40 1.70 30
.75 <] 1.7 (- 06) (- 04) .30 20 0
7.9 15.6 23.0 2 .41 1.00 50 0
15, 19.8 23.9 33.0 .13 1.33 2.20 27 0
3% 3.8 5.0 9.0 .33 .57 1.50 17 0
33, 9.8 11.4 18.0 11) 17 .90 12 0
5 3,655 2.04 3.55 7.0 1.32 2.60 75 0
g? 4.3 5.4 8.0 1 .18 .20 12.0 0
34,7, 10.1 14.5 21.0 1.1 1.34 2.4 20.0 10
31,985 2.43 3.8 7.5 .35 1.01 2,00 30.0 10
35,526 13.4 14.8 23.0 .95 1.16 1.60 15.0 ¢
Petroleu 52,826 9.1 12.4 17.0 .54 .86 1.50 12.0 ‘
Ilouston Ocl & Minerals_ 13,055 4.7 9.5 40.0 .33 .64 3.60 75.0
Hudsons Bay Oil & Gas._..._ . (¥ 108.0 136.0 160.0 1.4 2.07 3.00 30.0 12
Mitcheil Energy & Development._ ... .. ____..__. 13,310 K.0 48,0 75.0 1.09 1.8 2.80 32.0 0
Noble Affiliates. ... __ . ... ... 5C.0 58.0 84.0 1.67 1.70 3.25 19.0 (‘g
North American Royalties. ... ... ..o oommncmanann 2 37.0 47.0 62.0 .40 .65 .75 15.5
NUMAC Oid & Gas._ . ... o ceeeeeaee 3.6 4.0 4.8 .38 .40 .46 10.0 ®
Patrick Petroleum._ ... .. ... aieeanas 13.0 26.0 320 .72 1.02 1.20 2.0 0
Petro. Lewis_ . ... . e eimeeiana 8.7 14.2 1.0 1.45 2.1 1.90 15.0 0
Prairie Oil Royalties_ ... .. ... ... o oo.-. 1.0 1.3 1.6 .2 .37 42 10.0 0
Pan Canadian Petroleum_.________.._ ... . ____...... 46.0 73.0 120.0 .49 .78 135 36.0 10

11973: Petroleum Information Corp.

3 Less than 3 000 bbi/d; actual figure not available.
31972: Moody's; Petroieum Engineer.

¢ Not available.

$ 1971: Moody's; Petroleum Engineer; Annual Reports.
Note: Average retum on equity 25.8 percent.
Source: Financial data—Standard and Poor’s Stock Reports.

(444
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Senator GraveL. Also, I would like to ask the Senator if you could
also provide us with the specific data which will help us assess the very
small amount of taxes—6 percent—which you say that the oil compa-
nies are paying. It would be very valuable to have that data for our con-
sideration. Would a week be a reasonable time for you to supply that
data ? We would like to bring this issue to the floor as soon as possible.

Senator HoLLings. Senator Gravel, it is in the prepared statement.
We have the Federal income tax rate paid by the largest oil companies,
1974, and the source is U.S. Oil weekly computations. It lists these
largest ones, with an average of 5.99 percent. That is in the prepared
statement.,

Senator GRAVEL. What is that amount ¢

Senator HoLLiNGs. 5.99 percent.

Senator GRAVEL. From what source did you obtain that data$?

Senator Horrings. The U.S. Oil weekly computations, based on the
company annual reports and the SEC reports.

Senator GraveL. Would you obtain the source material and furnish
that to the committee too?

Senator HoLLings. Yes, sir.

[The material referred to follows:]

[From the Oil Week—Outlook Section, June 10, 1974])

MaJors' U.S. INCOME TAXES ABOUT 6% PERCENT

Major oil compantes' federal income taxes jumped a whopping 81 percent last
yvear bit because of enormous gains in profits the additional $6.6 billion paid
Uncle Sam was a lower percentage than in 1971.

As a percent of profit before taxes the $1.2 billion paid by the top 19 refiners was
only 6.5 percent compared with 5.7 percent in 1972,

Major U.S. oil companies sharply stepped up tax payments to foreign govern-
ments last year—Dby 61 percent. But if you relate the foreign taxes to stepped up
profits they were only 43 percent of profits hefore taxes compared with 44.5 per-
cent a year earlier. State taxes are insignificant compared to foreign.

The foreign “taxes” (a big chunk of them are really royalties rather than
income taxes) are used to lower federal tax payments since Uncle Sam gives a
tax credit rather than an allowable deduction for payments to other govern-
ments,

Marketers have often complained of stiff competition from large refiners who
pay less federal income tax than marketers do as a percentage of income.

Despite notable gains in federal income tax by Exxon and Texaco, their profits
jumped so murh ($515 billion before taxes in Texaco’s case and $2.3 billien for
Exxon) that their U.S. income taxed as a percent of profits dipped slightly.

MAJORS’ 1973 TAXES
[Dollar amounts in thousands)

Federal Federal tax

income as percent

taxes of net

.............................................................. $333, 000 5.4
OO 33000 il
Mobil.......... 43, 500 2.2
Texaco.......... . . 30, 000 1.6
Standard (California). 53, 900 4.1
Standard {Indiana). .. ... o.eeiiieiiicicaceccccaicicamnmenasaneaanaanaan 165, 642 21.6
SRl - o e eeeceseeaeeeaceeeseaeseaaeesemescessensaananan 112, 880 247
ACO. . eeeencanacasnacncacanaann e 36,276 8.05
Amerada Hess waee 31,317 8.1
Sun........ , 561 16,45
Marathon 36,675 9.9
PRI DS . oo e e eeaeeseeeacaeaaecaecssesesmemnenacananaan 2, 830 13.3
CONOCO. e e e e eencceece e e e eeemaemam s meanememamanacacmcaonaeannan . 12,557 4.9
Union (California). 32,100 12.5
Shox service. - g 24
A SRRSO OROSO RO 53, 138 35.3‘5&

Standard (ORI0). ... oo ceoeeeeecacecccaaenaccacnaacnceameasecmaeaacaenaaanne X A

Kerr-McGee_ . ......... e e e neessasameseaeesesascaceeenescaananen , 2.9
Total, 19 COMPANIBS.....oenneeeeneranaecccncccecnananns Ceeeeeeeneencnnas 1,164,278 12.33

48-493 0~ 75 -9
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Some accountants consider it unfair to compare federal income taxes with
profits from world-wide operations, but refiners don’'t make avallable a break-
down of profits by country.

-Reflners generally : -

Avoid showing the dollar figure for Congress
their federal income taxes in annual weighs
reports to shareholders. action

Thus annually, starting 10 years ago, U.S. Oll Week extracts these figures
from reports majors make to the federal Securities and Exchange Commission
that do breakout federal and foreign taxes from the vague “provision for
income taxes” listed in annual reports.

Regardless of accountants’' differences it is interesting that Gulf Oil earns a
$2.2 billion profit before taxes and pays its home government only $23 million
or 1.1 percent of it, for example,

Meanwhile in Congress:

._The Senate Finance Committee con- Congress
tinues this week hearings on a amended this
version of a House bill to repeal the week
22 percent depletion allowance right
away, end fast depreciation of ma-
chinery and equipment, phase out the 7
percent investment credit for property
over $100,000 and treat foreign taxes as
a cost of doing business (deducted from
gross Income for tax purposes) rather
than as a U.S. tax credit.

Major oll companies and domestic producers claim oil tax advantages draw to
the industry the capital needed to find and deliver the energy needed to run the
nation’s growing demand.

Tndustry critics accuse the industry of not building domestic capacity to create
a crisis atmosphere assuring profits and fncentives.

Antitrust agencies have criticized special oil tax favors for pushing profits
back into crude oil and creating an anti-competitive marketing system,

Marketers critical of major companies have accused majors of using lightly
taxed big profits to grossly overhuild marketing facilities,

FEDERAL, FOREIGN TAXES OF MAJOR OIL COMPANIES
{Dollar amounts in thousands)

Federal tax Foreign, Foreign

Net income Federal as percent State State as Net income
before tax income taxes of net income taxes percent of net after tex
Exxong:n $5, 195, 000 $333, 000 5.4  $3,419,000 85.2 $2, 443
9727701011010 T3 878,000 240, 000 6.2 2,106,000 54,3 1,532,
e eeeeummennan- 3,346,916 251, 398 1.5 , 663, 49,7 1,432, 122
970 .- o il 2,474, 748 268,273 10.8 938 3%.2 1, 309,
Gutp 0 neeneeees 2,069, 697 265,783 12.8 156, 269 36.5 1,047,939
ulf: -
2, 164, 000 23,000 1.1 1, 341, 000 62.0 , 000
, €09, 000 12, 000 1.2 800, 000 79.3 197, 000
. 316,463 31,062 2.3 724, 000 55.0 561, 401
985, 258 11, 892 1.2 423, 000 2.9 550, 366
Mobs 986, 822 4,264 .4 372, 000 3.7 610, 558
, 995, 478 43, 500 2.2 1, 102, 666 55.3 849,312
341,610 17, 300 1.3 752,111 56.0 574,199
,321,959 85, 700 6.5 695, 52.6 540, 795
873, 591 95, 600 10.9 295, 644 33.8 s
403 41, 800 5.7 260, 35.3 434,515
, 881,203 30,000 L6 568, 800 30.1 1,292, 403
, 375, 840 23,600 1.7 463, 200 3.7 \
. 319, 468 30, 000 2.3 , 600 29.2 3,
, 137, 666 73,250 6.4 242, 400 21.3 822,016
2, 854 7,250 N 175, 800 18.4 69,
1,324,677 53,900 4.1 427, 200 32,2 843,577
937,970 19, 400 2.1 371, 500 39.6 547,070
, 14, 000 1.6 , 600 38.6 511,092
658, 517 29,700 4,7 174, 000 26.4 544,817
590, 386 10,500 1.8 125,708 2L2 453,786
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FEDERAL, FOREIGN TAXES OF MAJOR OIL COMPANIES—Continued
[Dollar amounts in thousands)

Foderal tax Foreign, Foreign,
Net incoms Federal s percent State State as Net incoms
before tax income taxes of net income taxes percent of net after tax
Standard (Indiana):

... 767,773 165, 642 2.6 90, 882 1.8 - 511,249
.. 470,130 48, 060 10.2 47,330 10.1 374,740

- 435,954 63, 462 14.5 31, 859 1.3 A
............... 391,951 56,018 14.3 24, 502 6.25 311, 431
Shetlh D0eeenneeeee X 64, 524 15.9 22,991 5.65 319, 155
455,818 112, 680 4.7 10, 444 2.3 332,694
342, 246 73,989 21.6 1M 2.3 260, 480
292,075 43,738 14.97 3,833 L3 244, 504
274,681 34,285 12.4 3,191 1.1 23], 205
308, 451 5, 464 1.7 11,836 3.8 291, 151
450, 611 36,276 8.05 144, 150 32,0 270, 185
, 995 11, 141 3.7 97,283 32.0 195, 561
295, 245 11, 115 3.8 85, 428 28.9 198,702
263, 406 10, 622 4,0 43,280 16.4 209, 504
279,932 3,963 4.0 47,282 16.9 228,687
385, 642 31,317 8.1 108, 560 28,15 245, 765
123,164 9, 262 2.5 87,901 71.4 6, 001
240,003 22,552 9.3 84, 202 35.1 133,249
183, 208 6,648 3.6 62,550 u.1 114,010
Sun: 133, 447 2,406 1.8 46, 385 u.8 84, 656
, 306 62, 561 16.45 88,014 23.1 229,731
234, 293 30, 999 13.2 48,591 20.7 154,709
236,070 41,081 17.4 43,373 18.4 151,616
223,086 56, 957 25.5 27,054 12.1 139,075
228,787 49, 651 2.7 25, 585 1.2 153, 551
369, 406 36,675 9.9 , 384 51,27 143, 347
255, 999 19, 202 7.5 152,012 61.3 79,785
229,390 14, 000 6.1 147,176 64.2 68, 214
196, 412 8,200 4.2 101, 630 51.8 86, 532
Phillios 170, 657 3,250 1.9 12,929 45.6 89,478
9 322, 044 42, 830 13.3 803 15.15 230, 411
214,097 40, 928 19.1 24,741 11.56 48, 428
179, 391 28,230 15.7 18, 845 10.5 32,316
, 626 38, 821 23.4 15,625 9.4 11, 180
184, 981 35, 366 19.1 19, 505 10.5 110
57, 632 12,557 4.9 2,411 .1 242, 664
75, 354 3,149 1.8 2,024 1.15 70,181
290, 528 4,653 1.6 176, 47 60.7 09, 428
30], 44 20,010 6.6 121,190 40.2 60, 247
255,075 11,553 4.5 88, 647 a7z 54, 875
256,470 32,100 12.5 44,200 12.2 80,170
52,743 9, 800 6.4 21,000 13.75 21,943
48,307 11,750 1.9 21,850 14.7 14,707
37,211 7,540 4.6 15,210 9.4 14,461
71,430 8,800 5.1 9, 400 5.4 53,230
211,616 20,930 9.9 48,499 22.9 142,237
54, 722 31,965 20.7 , 26.9 81,174
00, 619 , 665 11.8 46,011 22.9 , 943
51,844 26,863 12.7 » 8.3 12,396
e 9 146,774 18,168 12.4 9,338 6.4 19,268

i

94, 727 41, 600 1.4 6,200 3.2 46, 927
19,492 3,629 3.0 3,75 3.1 12,107
17,514 , 934 8.4 3,173 2.7 04, 467
51, 562 27,169 17.9 5,816 3.8 18,517
65,418 27,254 16.7 4,766 2.9 33,398
149,199 53,135 35.61 10, 845 2.3 85,219
106, 715 , 282 30.3 6,376 6.0 68,057
53,488 24,635 46.06 4,111 1.7 24,742
70,942 28,978 40.8 3,605 5.1 38,359
88, 482 28,331 32.0 3 N9 4.2 56, 432
108, 408 3,937 3.6 15, 086 13.9 89, 325
10, 165 106 1.0 1}, 992 12.1 57,467
60, 462 1,245 2.0 7,508 12.4 —54,199
65, 848 6,918 10.5 4,252 6.5 68,514
99,193 42,601 2.9 5,183 5.2 5,409
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FEDERAL, FOREIGN TAXES OF MAJOR OIL COMPANIES—Continued
[Dollar amounts In thousands)

Federal tax Foreign, Foreign,
Net income Federal  as percent State State as Net income
before tax income taxes of net income taxes percent of net after tax
Kerr-McGee:
973, ieienennns 95, 694 28,638 29.9 4,229 4.4 62,827
972, s 69,463 16,222 23.3 2,642 3.8 50, 599
1) W, 54, 241 11, 089 20.2 2,963 54 40,689
7 { D 47,322 9,169 19.4 2,236 4,7 35,917
969, . iieeiano- 42,747 7,130 16.7 1,977 4.6 33640
Totals—19 compsnies: —
973... eeee 17,975,704 1,164,278 6.47 7,670,323 42.67 9,187, 860
972 I 11,337,004 643,634 5.68 5,052, 828 44,56 5, 640, 541
971 , 994, 345 723, 309 6,58 4,475,839 40.71 5,797, 6
970 , 154, 686 816,913 9.3 2,474,758 28.26 5, 416.8 l
969 8,018, 206 638,464 7.96 2,064,400 25.74 5,315,642

Source: Securities and Exchange Commission 10-K form reports.

MAJoRs' PROFITS SOAR

When the big profit jumps were reported in 1978 some majors said comparison
with 1972 was unfair. The '72 profits had been depressed, they said. Well those
1974 profits are coming in healthy and hardy and up sharply from the big 1973
figures. Refiners cited higher foreign crude oit profits and big world-wide petro-
chemical sales. But the big profit gains aren't expected next year, some majors
said last week citing higher costs.

[Net income in millions)

Percent Percent Percent Percent

Net income gain over gain over Net income gain over gain over

3d quarter 1973 1972 1st9mo 1972
Amerads Hess1..... $38.2 -12.7 24,0 $134.0 18.0 12t
American Petrofina ! 319 6.0 .............. 64,3 218.0 406
296.5 101.0 176.0 795.7 104.0 170

14.4 141.0 180.0 n.? 1110 193

22.3 L0 113.0 33.0 66

45.8 75.0 157.0 159 4 61.0 102

e X O 19.2 -15.0 199
............................................ 12.2 =320 ...,
120.2 122.0 202.0 330.0 115.0 66

800.0 25.4 125.0 2,280.0 38.0 19

86.5 157.0 304.0 222.4 147.0 19

275.0 31.0 150.0 815.0 43.0 29

32.1 1440 192.0 93.1 111.0 54

48.7 49,8 116.0 130.0 78.0 35

278.0 21.0 98.5 940.0 58.2 18

8.8 292.0 ... ... 271.0 360.0 ........... ..

113.0 108.0 200.5 318.0 122.0 88

216.0 158.0 218.0 462.0 83.0 57

7.8 186.0 14

113.0 78.0 80

878.0 57.0 19

323.8 109.0 200

245.0 64.1 87

1,428.0 70.0 129

6.18 130 ...

232.2 80.0 159

| llg;nsangod accounting methods—1974 earnings $34,700,000 less than would have been with accounting method used
n 3

Senator GraveL. Also, the committee would like a list of the econ-
omists. You mentioned that there are a substantial number of econ-
omists on both sides of this issue. Would you provide us with a list
of the names of individuals who support your position, and their
views on it? That information would be very helpful to the committee,
also. /
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I might just add, parenthetically, that when my subcommittee held
hearings, the information which we heard was not from Houston or
from Dallas, but from MIT. The witnesses from MIT provided us
with excellent econometric models, which I commend to your atten-
tion. I think the Senator from Massachusetts knows Professor
McElvoy and Dr. Pendick, and I commend their testimony to your
attention. But if some other economists who share the views that you

are propounding, then the committes would like to know who those
economists are.

_ And I would like to enunciate one request which could also be met
in a week’s time by you gentlemen. Would you give us an idea of what
the economic effect would be of the depletion cut. Obviously, there will
be a cost effect on our economy. Would you ask your economists and
vour staff people to prepare a paper for the committee on the effect of
eliminating the depletion allowance? If the committee has this data in
a week’s time, then we can do our work in committee, and not just wait
for the Senate to act as a committee of the whole.

Again, T want to commend my colleagues for what they are doing,
because in a democracy, an informed electorate is a very valuab%e
thing. I feel, as you do, that sometimes we are perhaps not informed
thoroughly enough. Thank you.

[The material referred to follows:]

PusLic INTEREST EcoNoMIcs CENTER, WASHINGTON, D.C.

To the Congress of the United States:

For many years the Federal government has lightened the tax burden of the
petroleum and other extractive industries by special provisions of the tax code.
These indirect subsidies have been one of the causes of our long-run energy
problem. They have stimulated production and consumption, draining the U.8.
of our oil and increasing our dependence on foreign sources. And they have in-
hibited the development of substitute sources of energy, such as geothermal and
solar, which do not benefit from these special provisions.

One alternative—to keep the present provisions intact and add on a “tem-
porary” excess profits tax and a special investment tax credit—seems likely to
be a mistake. The excess profits tax may indeed prove temporary while the special
investment tax credit proves permanent, which has been the history of minerals
taxation. This would further complicate an already too complicated tax code,
creating new inequities and distortions, further tightening the ofl industry’s tax
burden and worsening our long-run energy problem. On the contrary, the remedy
is to simplify the tax code and move toward greater tax neutrality by eliminating
the spectal privileges.

We should eliminate the percentage depletion allowance and treat capital
expenditures in the extractive industries on the same basis as those in other
industries. In the past, petroleum companies have been permitted to treat what
are essentially royalty payments and excise taxes as foreign income taxes sub-
ject to the foreign tax credit. This practice should be reformed. If we eliminate
the special provisions for the extrative industries, then it is doubtful that we
would need an excess profits tax for petroleum. Incentives for exploration and
development should not be made in the tax code. It such incentives are needed,
they should be made explicitly on the expenditure side of the budget.

Respectfully submitted.

Allen R. Ferguson, President Public Interest Economics Center; Dr.
Armen A. Alchian, Los Angeles, California; Prof. Kenneth J.
Arrow, Department of Economics, Harvard University'; Prof.
Robert T. Averitt, Department of Economics, Smith College ;
Carolyn Shaw Bell, Katharine Coman Professor of Economics,
Wellesley College; Prof. Charles A. Berry, Department of Eco-
nomics, University of Cincinnati; Prof. Bradley B. Billings, De-
partment of Economics, Georgetown University; Prof. Stanzey W.
Black, Department of Economics, Vanderbilt University '; Dr.

1 Afiliations are indicated for purposes of identification only.

=4
Pre
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Gerard M. Brannon, Research Professor of Economics, George-
town University; Prof. Charles J. Cicchettl, Department of Eco-
nomics, University of Wisconsin; Prof. James Crutchfield,
Department of Economics, Graduate School of Public Affairs,
University of Washington; Prof. John H. Cumberland, College of
Business and Public Administration, University of Maryland;
Prof. Paul Davidson, Department of Economics, Rutgers Univer-
sity ; Prof. Robert K. Davis, Department of Geography and Envi-
ronmental Engineering, Johns Hopkins University; Prof. Fred C.
Doolittle, Joint Program in Law and Economics, University of
- California at Berkeley; Prof. Thomas D. Duchesneau, Department
of Economics, University of Maine; Prof. Robert Eisner, Depart-
ment of Economlcs, Northwestern University; Prof. Arthur M,
Freedman, Finance Department, Wharton School, University of
Pennsylvania; Prof. A. Myrick Freeman III, Dpartment of Eco-
nomics, Bowdoin College; Dr. John W. Fuller, Wisconsin Depart-
ment of Transportation; Prof. Daniel R. Fusfeld, Department of
Economics, University of Michigan; Prof. J. K. S. Ghandhi, Fi-
nance Department, Wharton School, University of Pennsylvania ;
Arnold C. Harberger, Department of Economics, University of
Chicago, and Visiting Professor of Economics, Princeton Univer-
_Sity: Prof. Steve H. Hanke, Department of Geography and En-
vironmental Engineering, Johns Hopkins University: Prof. Robert
Haveman, Department of Economics, University of Wisconsin;
Prof. Edward S. Herman, Finance Department, Wharton School,
University of Pennsylvania; Dr. Allen V. Kneese, Washington,
D.C.: Prof. Edwin Kuh, Department of Economics, Massachusetts
Institute of Technology; Dr. Jack L. Knetsch, Environmental
Defense Fund; Dr. John V. Krutilla, Washington, D.C.; Prof.
Wassily Leontlev, Department of Economics, Harvard Univer-
sity; Prof. Ervin Miller, Finance Department, Wharton-Schoo],
University of Pennsylvania; Prof. Jamese R. Nelson, Department
of Economics, Amherst College; Prof. Roger G. Noll, Department
of Economics, Division of the Humanities and Social Sclences,
California Institute of Technology®; Dr. Benjamin A. Okner,
Washington, D.C.; Prof. Charles E. Olson, College of Business
and Management, University of Maryland; Dr. Talbot Page,
Washington, D.C.; Dr. Joseph Pechman, Washington, D.C.; Prof.
Giulio Pontecorvo, Graduate School of Business, Columbia Uni-
versity; Dr. Ronald G, Ridker, Washington, D.C.; Prof. Stefan
H. Robock, Graduate School of Business, Columbia University;
Prof. Paul A. Samuelson, Department of Economics, Massachu-
setts Institute of Technology: Prof. James D. Smith, Department
of Economics, Penn State University: Prof. V. Kerry Smith, De-
partment of Economics, State University of New York at
Binghamton; Prof. Robert M. Solow, Department of Economics,
Massachusetts Institute of Technology; Willlam Vickrey, Mec-
Vickar Professor of Political Econamy, Columbia University;
Prof. Charles Waldauer, Department of Economics, Widener Col-
lege; Prof. Harvey E. Brazer, Department of Economics, Univer-
sity of Michigan; Prof, Duane Chapman, Department of
Economics, Cornell University: Prof. George M. Eastham, De-
partment of Economics, California Polytechnic State University;
Prof. Robert J. Gordon, Department of Economics, Northwestern
University ; Prof. Byron Johnson, Department of Economics, Uni-
versity of Colorado, Member, 86th Congress; Prof. Warren J.
Samuels, Department of Economics, Michigan State University ;
Prof. Carlos Stern, Department of Environmental Economfics,
Unlversity of Connecticut: G. L. Stevenson, Temporary New York
State Charter Commission for New York City; Prof. Lester C.
Thurow, Department of Economics, Massachusetts Institute of
Technology; Prof. T. Nicolaus Tideman, Department of Eco-
nomics, Virginia Polytechnic Institute and State University; Prof.
James Tobin, Department of Economics, Yale University.

1 Affiliations are indicated for purposes of identification only.
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GEORGETOWN UNIVERSITY,
DEPARTMENT OF ECONOMICS,
Washington, D.C., May 14, 1974.

Attention: Mr. Elliott Segall.

Senator WARREN MAGNUSON,

0ld Senate Opice Building,

Washington, D.C.

DEAR SENATOR MAGNUsoN: I understand that you plan to introduce as an
smendment to an energy bill in the Senate language incorporating the substance
of those provisions of the bill recently reported by the Ways and Means Com-
mittee of the House removing percentage depletion on oill and gas. Your bill
would incorporate some fmprovements in the Ways and Means bill which will
be proposed by Congressman William Green.

I have no useful opinion about the tactical considerations involved in moving
the legislation in this way as compared to following the traditional channels of
Senate action on the House bill, I do, however, want to applaud your decision to
advance the substance of this proposal.

Percentage depletion i{s a bad tax provision. It provides basically that value
added through exploiting our limited natural resources will be taxed less heavily
than value added through manufacture. Thus, when oil is selling at $7 a barrel,
the percentage depletion tax benefit is worth as much as $1.30 additional price.
For oll manufactured from coal and selling at $7 a barrel, the tax benefit is worth
about 10 cents. For energy generated from solar heat there is no percentage
depletion . benefit. For additional investment in equipment or insulation that
saves a barrel of oil there is no tax benefit.

This highly discriminatory benefit i{s surely an insane way to deal with an
energy crists,

There may have been a shadow of justification for percentage depletion when
U.S. policy was directed at protecting the high cost U.S, oll industry from foreign
price competition, In the last year, however, we have seen the foreign oil price
Jump to previously unhecard of levels such that U.S. energy producers are en-
joying windfall profits. It is appropriate in this circumstance for the U.S. price
to rise. We want to exploit every U.S. energy source that can deliver oil at
less than the import price; and we want a higher price for energy to discourage
U.S. consumption of energy. The proper U.S. policy is:

To remove Treasury support for the ofl industry.

Permit oil and other energy producers to get their incentives in the
market place.

Tax the profits of energy producers.

Use the increased revenues to reduce the taxes paid by consumers.

When a tax provision is long in the tax law, it will have led to additional
supply in the affected industries and its sudden removal could impose losses
on producers who expanded in reliance upon it. In the present circumstance, how-
ever, the tripling of the world ofl price 18 a far greater benefit to producers than
percentage depletion so percentage depletion should be removed in full, effec-
tive for all of 1974.

You should not be concerned about the effect of this action on investment in
the energy industries, In our capitalist system, profitable industries will expand
even without the need of an implicit subsidy provided by less than normal taxes
on windfall profits. Actually, failure to repeal percentage depletion fully and
immediately will serve to finance the expansion of existing large oil companies
in proportion to their share of the windfall profits. This can only serve to reduce
competition in the energy industries. -

Neither should you be concerned by the complaints that this repeal will hurt
“independents.” The independent producers in the oil industry, which includes
firms with sales up to $50 million, will, like other firms, be enjoying windfall
profits and are not about to go out of business.

The Ways and Means Committee bill, even with the Green amendment, is still
a very generous bill to the ofl industry. It leaves untouched the existing provisions
for the deductlion of intangible drilling expenses on successful wells, a capital cost
recovery system which is far more generous than that extended to other firms.

Sincerely,
GERARD M. BRANNON,
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GEORGETOWN UNIVERSITY,
DEPARTMENT OF ECONOMICS,
Washington, D.C., May 30, 1974.
Sen. WARREN MAGNUSON,
Old Scnatc Oficc Bldg., Washington, D.C.

DEeAR SENATOR: A8 a research economist in the area of taxation of the energy
industry and as a former tax policy official (Director, Office of Tax Analysis,
Office of the Secretary of the Treasury), I wish to commend you for the intro-
duction of legistation to bring about the immediate elimination of percentage
depletion. -

This is, in fact, a modest reduction in the tax benefits extended to the oil and
gas industry, the permission to expense intangible drilling expenses on success-
ful wells remains as a highly preferential tax benefit for oil and gas. Further-
more, percentage depletion is a highly discriminatory benefit between energy in-
dustriessiand lsl an impossible basis for a long run energy policy.

ncerely, -

GERARD M. BRANNON.
DATA RESOURCES, INC,,
Lezington, Mass., May 16, 1974,

Senator WARREN Q. MAGNUSON,
U.S. Senate Washington, D.C.

DEAR SENATOR MAoNUsoN : This is in reply to the proposed legislation to termi-
nate the depletion allowance for the oll industry. My reuction is as follows:

YWhatever the historical merits of the depletion allowance may have been in
stimulating the development of reserves of oil, the changed energy picture has
made the depletion allowance obsolete. The foreign price of oil Is now so high
that the market price of ofl provides a far stronger incentive to the development
of additional reserves than any tax incentive such as the depletion allowance
could provide. Also, the short term profits of the oil industry are so great that
some increased taxation of the industry is a matter of equity. So long as the tax
increase is not too steep, the incentive to develop our energy resources will be
left very adequate.

It has always been my feeling that the depletion allowance has been a political
albatross around the neck of the industry. So long as the public relations goals
of the oil industry were the preservation of the depletion allowance, it enjoyed
little credibility on other issues with the public. I am sure this was a factor in
our stumbling into the energy crisis.

The economic questions to a sudden and complete termination of the depletion
allowances are these:

1, Will there he particular hardship cases where a company’s financial situ-
ation would be disastrously affected in the short run? I am sure the staft of the
Joint Committee on Internal Revenue Taxation would he able to identify these
cases and would be able to devise some special provisions in the legislation.

2. Would the termination of the depletion allowance tilt the balance of incen-
tives toward foreign oil development as opposed to domestic? The tax credit on
forelgn income taxes as well as the accounting possibilities open to multi-national
companies have long provided tax incentives for foreign exploration that were
far greater than the incentives available within the United States. If no other
changes are made in the tax treatnient of oil beyond the termination of the deple-
tion allowance, there is a very real possibility that we would be reinforcing this
unfortunate situation. Thus, the termination of the depletion allowance has to be
assessed in the context of the total tax treatment of oil and of the other policy
changes in this field.

Subject to the successful resolution of these questions, I favor the termination
of the depletion allowance. It would be a significant step toward a tax system
that treats different industries equally, and would shift hte incentive for invest-
ment in exploration and development where it belongs—toward & good rate of
return earned in the market place.

Sincerely,
y OT10 Ecxswsm.
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HARrVARD UNIVERSITY,
Cambdridge, Mass., May 30, 197}.
Hon. WARREN G. MAGNUSON,
Senatc Ofice Building,
Washington, D.C.

DEear SENATOR MaonusoN: I strongly urge your support of HR 8217. I believe
the time has certainly come that the Government should stop subsidizing the
production of oil through oil depletion allowances. If we are to have a viable
approach to energy, it will have to be based on reducing our demand, and surely
one of the first steps in this is that the price of oil to the consumer reflect fully
all the costs of production. The present situation, apart from its aspects of unjust
enrichment, certainly produces inefficlency in the use of oil directly and
indirectly.

Sincerely yours,
KENNETH J. ARROW,
Professor of Economics.

PusLic INTEREST EcoNoMIcs CENTER,
Washington, D.C., May 21, 197 4.
Hon. WARREN G. MAGNUSON,
U.S. Senate, Russell Building,
Washington, D.C.

DEAR SENATOR MagNUsoN: I congratulate you and Senators Jackson and
Ribicoff for sponsoring legislation that could repeal immediately the percentage
depletion allowance for oil companies. Your measure will be much more effective
in alleviating one of the long-run causes of our energy problems and in reducing
the inequities in the tax system, than would the alternative legisiation that
provides for gradual phasing out of this particular tax subsidy. The phasing out
legislation would have no effect on the huge 1974 profits on the oil companies
and, with its offsetting provisions, would be ineffective and generally inimical
to the public interest.

This amendment, like the Green amendment, which the House Democratic
Caucus has voted to send to the floor, is compatible with the position advocated
in the PIE-C statement sent you on February 11 of this year, on taxation of
the mineral extractive industries. That statement was endorsed by 58 economists
from all parts of the United States, inciuding three of the nation’s Nobel
laureates in economics; it also advocated removal of the special treatment of
foreign royaity payments and excise taxes, and opposed the proposed com-
bination of a ‘“temporary” excess profits tax with a special investment tax
. credit. An extra copy of that statement is enclosed. PIE-C also supported the
Green amendment in the House of Representatives (copy of letter enclosed).

I hope that the Senate will take advantage of this opportunity to make a
significant reduction in the inequitable tax advantages of the oil companies. I
would be glad to talk about helping to develop and support further legislation
encompassing the foreign tax credits and intangible drilling allowances as well.

Sincerely yours,
ALLEN R. FERGQUSON,
President.

WELLESLEY COLLEGE,
DEPARTMENT OF EcoNoMICS,
Wellesley, Mass., June 4, 1974.
Hon. WARREN MAGNUSON,
Senate Office Building,
Washington, D.C.

DEeArR SENATOR MaoNUsoN: I write to support the amendment to HR 8217
that you, Senator Javits, and Senator Jackson have submitted (number 1326),
callilng1 for immediate repeal of the oll depletion allowance retroactive to Janu-
ary 1,1974.
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For use in helping young people learn economic analysis I have used the oil
depletion allowance as an example of inequitable taxation and misguided efforts
to provide business with incentives for capital investment. Now that the current
energy crisis has made the repeal of this provision politically more feasible
than ever before, I hope very much that a piece of economic good sense can be
achieved. In particular the argument that repeal will have adverse effects on
exploration and, therefore, the increase of oil reserves will be diminished
should be seen for the redherring it is. Other areas in our tax structure provide
evidence that a threat to profits, as to individual income, is as likely to induce
greater effort and greater initiative as less. It is also true of course that our
domestic oil supply currently makes up the overwhelming fraction of the total
and therefore the repeal of this allowance will have little impact on consumer
prices. I am sending a copy of this letter to Senators Kennedy and Brooke who
represent me from Massachusetts.

With every good wish,

Sincerely,

CAROLYN SHAW BELL,
Katharine Coman Professor of Economios.

Law ScHooL oF HARVARD UNIVERSITY,
Cambridge, Mass., May 15, 1974,

Hon. WARREN G. MAGNUSON,
-U.8. Senate,
Washington, D.C.

DEAR SENATOR MaoNusoN: I am writing this brief letter to affirm my support
for any effort to eliminate the percentage depletion allowance from the federal
income tax law. I am not specially qualified to predict the economic impact of
immediate elimination of the percentage depletion provision or to choose between
immediate elimination and elimination phased out over some relatively short
period. But I am a student of the legal and practical aspects of the income tax,
and it seems perfectly clear to me that the percentage depletion provision has
been a very serious source of distortion, inequity and complexity in the income
tax law and that its elimination, however effected, will be a very major step
in the direction of a fairer and more coherent federal income tax. I am there-
fore happy to urge support of whatever course of action will be most likely to
effect removal of this provision in the reasonably prompt future.

Sincerely yours,
WiLLiaM D. ANDREWS,

Professor of Latw.

PHILADELPHIA, PA., May 18, 1974.
Attention: Mr. Nick Miller.

Hon, WARREN (. MAGNUSON,
U.S. Senate,
Washington, D.C.

DeaAr SENATOR MAGNUsoN: I am writing to indicate my strong endorsement
of your proposed effort to seek the immediate repeal of the percentage depletion
allowance for oil and gas. Further hearings on the subject are unnecessary. All
that needs to be said has been, time and time again.

The case for repeal is clear. Further delay works substantial injustice.

Sincerely,
BERNARD WOLFMAN.,

THE LIBRARY OF CONGRESS,
CONGRESSIONAL RESEARCH SERVICE,
Washington, D.C., December 10, 1974.
From : Economics Division.
Subject: The impact of repealing percentage depletion on the independent
producers.
This memorandum discusses the possible impact of the removal of the per-
centage depletion allowance on the independent producers. The term independent
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is used loosely but generally means smaller companies engaged primarily in
production (i.e., who do not own reflneries).

Most of the pro and con arguments which apply in general to the oil industry
would apply to independent drillers as well, We are enclosing a committee print
which discusses these items in substantial detail.

One aspect of the debate surrounding the percentage depletion allowance
which has been argued as particularly relevant to the independent driller is the
capital needs argument. Percentage depletion would affect the supply of capital
to these operations in two ways. First, the reduction in taxes increases cash
flow and net income for these operators which can be used to finance further
operations. Secondly, but perhaps less importantly, percentage depletion is a
factor which makes drilling funds attractive to investors seeking tax shelters and
thus increasing the supply of capital to small companies. Since small companies
do not have as ready an access to the capital markets these factors may be quite
important to them.

It is extremely difficult to determine the relative impact of percentage deple-
tion on rate of return or abllity to obtain capital for independents since there is
a lack of data in this area. However, some general statements may be made.

I. THE DRILLING FUNDS

While it is difficult to attain estimates of how important drilling funds are to
the independents, one estimate was that they provide 15-20 percent of capital®
for the independents.

Before proceeding to the impact of percentage depletion on drilling funds, it
may be useful to examine how such a fund operates. Several tax provisions come
into play here including deductions for dry holes, intangible drilling costs, per-
centage depletion and capital gains.

In a syndicated drilling fund, several drilling prospects may be part of the
package thus spreading the risk of finding a dry hole. Investors put up a share
of the investment and the rest may be financed through a non-recourse loan (thus
limiting the risk for the investor to the actual cash investment put up). The
investor is able to deduct as incurred two types of costs: (1) his share of the
costs of dry holes and (2) his share of intangible drilling and development costs.
These items constitute most of the investinent.® If the venture fails the investor
may be able to recoup all or a part of his loss in tax savings. If oll is found then
percentage depletion comes into play limiting the amount of tax he must pay on
income from the well. Finally if he sells the producing wells, he pays tax on the
gain at half the regular rates. Thus, if oil is not found, some or all of the invest-
ment is protected through the writeoffs of initial costs. It oil is found the in-
vestor benefits from a deferral of tax through the write-off of initial costs (with
the value of deferral equal to the discount (interest) rate), from the lower tax
on income from the well because of percentage depletion and from the lower
capital gains tax if he sells the well.

Examples of how a tax shelter investment operates suggest that percentage
depletion is less important as a feature of the drilling fund as compared to the
write-offs of initial costs and to capital gains. A point to be noted is that per-
centage depletion will only be enjoyed if the wells produce. Thus, one would
expect that even if percentage depletion is repealed, drilling funds will actually
become more attractive relative to competitors for these funds (primarily real
estate and farming) because the rise in prices of crude oll are equal to several
times the former benefit due to the percentage depletion deduction.’

II. INTERNALLY GENERATED FUNDS OF THE DRILLERS

Percentage depletion would also play a role in increasing cash flow and net
income to the independents themselves. There is some suggestion that this provi-

1 Statement of Milton A. Dauber in U.S. Congress. Houge. Committee on Ways and Means.
Panel discussions on general tax reform, Part 6, 1978, p. 724.

8 The Treasury Department estimated that 70 percent of investment is recovered from
these two items (intangibles and dry holes) on the average. For the riskier drilling bj
independenta this ratio might be higher. (See Financial requirements of the nation’s
energy industries, Hearing before the Committee on Interior and Insular Affairs, United
States Senate, 93rd Congress, 1st session, March 6, 1973, p. 241).

3 Percentage depletion changes with crude ofl prices; however the value prior to recent
price increazes is small in relationship to the price increase itself.



134

slon is more important to the independents. For example, Standard and Poor’s
Industry survey for July 4, 1974 made the following comment :

“While the percentage depletion allowance is important, particularly tc the
independent producers, aiding them in reducing the tax burden and generating
cash for exploration and development activities, maintenance of this tax incen-
tive is not considered of paramount concern to the industry. In effect, the per-
centage depletion allowance is considered to have subsidized consumers of
petroleum energy, in making development less costly.

The percentage depletion allowance was recently estimated as equal to roughly
50 cents per barrel in tax saving on related domestic production where this
method is utilized., If the percentage depletion allowance is eliminated or phased
out entirely, it is expected that prices for crude oil and refined products will
advance in time to offset the higher cost of development and exploration result-
ing from the higher income tax in the absence of the depletion saving.” *

The traditional importance of percentage depletion to the independent driller
would be expected to be altered in the face of rising prices. Since the increase in
prices appears to be more valuable than percentage depletion was, the repeal of
per 'entage depletion would be expected to present no serious problems. The
benefit of higher prices is, at present, limited by the price controls on old oil,
although 40 percent of domestic production is uncontrolled. In addition, the ceil-
ing on old oil has been raised from $4.25 a barrel to $5.25 a barrel at the end of
1973. If price controls on old oil are lifted, independents would be expected to
be in a better position even if percentage depletion is repealed than they were
when prices were lower and percentage depletion available. In fact, the inde-
pendents would actually enjoy a greater relative windfall since none of their oil
is foreign oil which is subject to substantial increase in costs because of royal-
ties® even though, new drilling in the United States is expected to be more
costly than it was in the past.

If price controls are retained the impact would depend on how they are
treated. Currently about 60 percent of crude in the United States is controlled.
There are exemptions for new oil (defined as oil from wells drilled during/after
1972 and production from older wells in excess of 1972 levels) and for stripper
oil from tells producing 10 bbls. or less per day.® If the price of controlled crude
is allowed to rise, and the basle structure of the controls retained, producers
would still be expected to obtain profits on their old oil which surpass the value
of percentage depletion before the price rises occur. .

Finally it may be interesting to note what portion of percentage depletion is
claimed by the independents and what the size of assets of the companies claiming
percentage depletion was. Data on depletion claimed on tax returns indicates
that depletion deductions are highly concentrated in the large companies. Table
1 shows the percentages claimed by all industries. This would include some
depletion on minerals. However, in this case the relative value of the percentage
depletion deductions for large corporations is somewhat overstated because much
depletion is claimed by international oil companies on foreign production. Be-
cause of the foreign tax credit, this depletion is not important in reducing taxes
because very little U.S. tax would be paid on profits in any case since companies
have excess foreign tax credits.

Table 2 shows the share of depletion claimed by companies classified under the
mining category. Again this depletion would also include depletion claimed on
minerals as well as oil. However, it would be limited to companies engaged in
production and thus would not tend to reflect substantial amounts of forelgn
depletion (since the integrated oil companies are classified under manufactur-
ing). You will note that the total share of depletion claimed by compantes in this
category is small. In addition, the bulk of the deduction is claimed by the largest
companies.

¢ Standard and Poor's Indnstry Surveva. Oil. Rasic Analysiz. July 4, 1974, Section 2.
?l'\ 04.‘3‘_’!\; 5;){ cents a barrel estimate would appear to reflect a price of $5.00 a barrel, and

ne 8 nrices.

8 The domestic pnrice increase resplted from increased forelen onrices, which reflected
increased prodvction taxes. These increased costs incurred on foreign oil caused a “wind-
fal)” nrofit on domestic oil. -

¢ There is also an exemption for released ofl equal to increased new production.
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TABLE 1.—DEPLETION DEDUCTIONS CLAIMED BY SiZE OF TOTAL ASSEVS: CORPORATE INCOME TAX RETURNS
1970—ALL CORPORATIONS

[Dollar amount in thousandsf

Depletion
. deductions Percent
Size of total assets claimed total

TABLE 2.—DEPLETION DEDUCTIONS CLAIMED BY SiZE OF TOTAL ASSETS: CORPORATE INCOME TAX RETURNS
1970—MINING CORPORATIONS

|Dollar amounts in thousands)

Depletion

. deductions Percent
Size of total assets claimed of total
0
0
0
0
A7
1.16
1.96
3.62
7.14
2.51
12,44
70.99

Statistics of income data indicate that partnerships and sole proprietorships
account for slightly over 6 percent total depletion claimed by proprietorships,
partnerships and corporations.

Although there is no data on depletion deductions by individuals who do not
have a business interest in oil and gas production, Treasury department esti-
mates® of the tax savings due to percentage depletion indicate that all individ-
uals account for about 17 percent of the savings due to percentage depletion. This
17 percent would include unincorporated businesses as well as individual invest-
ors and landowners,

JANE G. GRAVELLE,
Analyst in Taration and Fiscal Policy.

The Crairyax. As I said, I am calling Senators in the order in
which they enter the room. Senator Curtis?

Senator CurTtis. Thank you, Mr. Chairman.

Senator Hollings, do you regard the fact that the United States and
all of its transportation and agricultural industry, even its national
defense, are dependent for 40 percent of their supplies of petroleum
from foreign sources? And in fact, it was predicted to go over .50
percent ¢

1U.S. Congress. House. Committee on Ways and Means. Estimates of Federal Tax
Expenditures. Prepared by the Staffs of the Treasury Department and the Joint Commlittee
on Internal Revenue Taxatlon. June 1, 1973.
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Senator HoLrLings. The most recent figure was 38 percent.

Senator Curris. Do you regard that as a matter of serious concern?

Senator Horrixas. Oh, yes. I thought it was a rather serious concern,
as I said earlier. Maybe the Senator was not here—I introduced an
energy policy council, somewhat patterned after the Council of Eco-
nomic Advisers. We had so many agencies and departments—78 to
be exact—that we had no coordination. We had no one place of repose
for all of the information necessary upon which to formulate an intel-
ligent policy. And feeling just the concern that you express, not only
for the matter of the foreign impact and reliance, but the lack of do-
mestic development, brought me about to the opinion that we needed
an energy policy council.

Senator Curris. Now, my question is this. Are you prepared to tell
the committee that the repeal of the depletion allowance will increase
our domestic oil production.

Senator Horrines. No, sir.

Senator Curtis. Do you believe it will?

Senator HoLrines No; I do not say the repeal of the depletion
allowance will increase the production of oil. The purpose here is to
cut back on the increased profits of the large oil companies and many
of the independents rather than waiting for a windfall profits tax.

Senator Curris. Do you believe that the repeal of the depletion
allowance will lower or raise the price to consumers?

Senator HorLrinas. It will not have any effect on consumers right
now. We are dealing with that 40 percent you are talking about that
is strictly controlled without relation to cost by the OPEC nations.
So, just the 88 cents that I was talking about & minute ago is one-
seventh of the increase in price.

Senator Curtis. Well, my question is this—

Senator HoLrLings. My answer is no, the competition is not going
to be set, Senator Curtis, by that—let us say 88 cents or less than a
dollar of an amount per barrel of oil at a $4 price.

Senator KENNEDY. Would the Senator yield ¢

Senator Horrings. Yes.

Senator Kenxepy. If I may make just a comment, those that are
opposed to this position are liable to say, well, with the elimination
of the oil depletion allowance, the major oil companies are going to
have to make this up one way or another, and therefore they are going
to raise their prices. But it seems to us that they ought to absorb the
loss of the oil depletion allowance, based upon the kinds of profits
they have been making over the recent period of time. So it would
be our position that it would be unconscionable for the major oil
companies, were this amendment to be accepted, to try to make up
the loss of depletion by passing it on to the consumer.

Senator Curtis. Well, it seems pretty generally accepted by those
who are familiar with the situation, whether they own oil or not,
that it is a question of a raise in price, or continuing the depletion
gllgwance. And T believe, if you research that, you will find that
is true.

Senator HoLrines. Where would you research that, Senator. T have
been researching this question, and I have never heard that contention.

Senator Curtis. Well, I think several people around this table
know it is true. It is true. As a matter of fact, my State has about
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three counties that produce oil. They are not gushers, they are low-
paying wells, and so on. But if someone finds oil on their land, that
is not real current income. When they drill down and pump it out,
it is gone. It is unlike ordinary income, that can be replaced every
year, and there is a valid reason for the depletion allowance being in
our law. I believe that an independent, objective study will show that
some of these unusual costs result in lower-priced gasoline and other
products to the consumer.

Now, on the repeal of the depletion allowance, it proceeds on the
basis that it should all be taxed as ordinary income. I would like to
ask you, Mr. Hollings, do you favor the repeal of all depletion
allowances?

Senator Horuings. Yes, sir.

Senator Curtis. On all the minerals, gravels?

Senator Horrinas. No, no, sir. The oil depletion allowance is the
one that we are after in this particular bill.

Senator Curris. Well, now, do you favor the repeal of the capital
gains treatment on forest products and trees?

Senator Horrines. I will have to look at all these other subjects.
. To be perfectly candid, I am not really familiar with them, and I
could not tell you what they are for the other minerals. I have my
hands on oil depletion; that is all I want right now; and I am not
prepared to discuss the depletion on minerals, the matter of forestry,
the matter of charitable corporations, the matter of foreign people,
or any of those other things, Just this one subject.

Senator Curris. Well, it is of concern to this committee that have
a responsibility for doinF their best to have uniform tax laws, that if
we repeal a depletion allowance in one field, we at least have to con-
sider what we are going to do about sand and gravel, and gold, and
.silver, and copper, and iron ore, and all of the other things. Because
we are dealing with the sale of a ca};ital asset, and because trees take
a period of about 30 years to grow. There is a special treatment there
that these committees have approved time and again, of not treating
the timber cutting as ordinary income.

Did you have some further answer you wished to make?

Senator Horrings. I am just looking again at the pregared state-
ment with respect to the depletion allowance, and its highly diserimi-
natory incentive in favor of oil. For oil and gas, it averages out 13
percent of the price, whereas for coal it is 4 percent. I do not know
what a capital gains treatment would amount to in a consequent
matter of depletion for timber. But for oil and gas from coal, it is
only 1 percent; for solar energy, it is 0 percent. So again, with respect
to the other energy sources right now that we are competing with,
it is highly out of order. -

Senator Curris. You think all of these sources of income should
be treated as ordinary income?

. _ Senator Horrings. No, sir. I am not prepared to say either way.
I do not think that affects us right now.

Senator Curtis. Well, I think it does. I think this committee has a
responsibility to strive for uniformity of treatment in our tax laws,
and we have a problem here national in scope. The urgent need is
more oil production domestically, and you come here with a proposi-
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tion that does not contribute to that, according to your own testimony ;
that it will not add any oil discoveries in our domestic area.

Senator Horrixas. I do not think it will take away.

Senator Curtis. Well, that may be disputed. But I believe, facing
this crisis, our activity should be directed toward the production of
additional oil, and our activity should be directed toward using sub-
sidies, We are generating onc-half of our electricity in this country
from the use of oil. It is very expensive. It is about two and a half
times that from coal. That would relieve the import on the east coast
alone of more than 2 million barrels residual oil per day.

I think it is time that we realistically addressed ourselves to some
of these energy problems, rather than causing people who have no op-
portunity to investigate, to belicve, that a certain theory of tax reform
will help solve our energy problems. -

Senator KexnNepy. Senator Curtis, I would be interested in your
figures that indicate the increased price of oil is reflected in increased
production,

You say that with the reduction or the elimination of the depletion
allowance, it may very well mean a reduction in terms of development.
We have scen the price increase dramatically, beyond the wildest
dreams, over the past year and a half, and we have not seen any cor-
responding increase in production,

Senator Curris. All right, I will give you a concrete example.

Senator GrRavEL. Would the Senator yield on that?

Senator Curtis. Yes.

Senator GraveL, There is abundant proof of that, and I could sub-
mit that, and I will have that at your office this afternoon. There is
abundant proof the amount of rotary rigs that come back to this
country, the amount of holes—there has been a 29 percent increase in
the number of holes that have been drilled in this country since the
deregulation of new oil. And I think that is abundantly clear, and
we will send that data. You will have it by this afternoon in both of
your offices. i

Senator Curtis. I do not think there is any question but what
Senator Gravel’s premise is true. T mentioned that there are only about
4 counties out of 93 in my State that produce oil. Some of these were
very low producers. I know of one man who had two oil wells. They
were down to four barrels a day. He had to close them down, because
at $3 or $4 oil, you could not run that pump.

The price went up in that area to something over $8. He spent
$20,000 with an acid treatment on each well, and now they are produc-
ing 12 barrels each a day. Well, 24 barrels of oil is just a drop in the
bucket. But you add up all of those stripper wells and it accounts for
12 percent of our national needs. ]

The first major oil executive that I know of that came out and said
they could do away with depletion was a major company. He had no
particular interest in these types of production that I mention, and
he said, we would rather recoup it in price than in depletion allowance.
And I think, if you will investigate it, you will find that to do away
with the depletion allowance will increase your cost to your consumer,
and I do not think you will find any evidence to the contrary.

. Senator KenNepy. Senator, the consumers are already paying for
it, by the $3 billion they have to pay in increased taxes. The middle-
and lower-income working people are making up the $3 billion of
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depletion in terms of the higher taxes they have to pay because the oil
companies pay too little. o

The depletion allowance ought to be eliminated. ) )

Senator Curris. No. I do not think that, if you investigate 1t, you
will find that in the long run, and in the past, it is clearly established
that the depletion allowance lowers the cost to the consumers; and it
definitely increases the search for and discovery of oil. And without
it, we are in danger of not speedin% ahead like we did, and I do not
accept as a valid answer that it can be done by changing the depletion
allowance. I believe that, when we go into this depleticn allowance, we
will have to go into the situation with respect to all income that is
getting any treatment other than ordinary income. And that will
include your forest lands—it will include all minerals, it will include
everything else; because I believe that this committee has a very
definite responsibility not to do anything that they can avoid doing
that does not result in uniform treatment of all of our taxpayers.

Scenator HoLuings. Senator Curtis, let me just comment on that par-
ticular score. In other words, the old saying that the captain who is
waiting for his ship to be fitted never puts to the sea is applicable
here. When are you going to get uniformity in tax treatment? It
should tend in that direction, but in the ultimate, we will all be here
years on end serving together as colleagues, and this really brings
about a better uniformity. It does not give it, and obviously you cannot
put all the things that the Senator would desire into one bill.

Now, to the Senator’s point, any time you give a depletion allowance
of this kind, in a sense that can be looked upon as the subsidy for
cheap oil, and if you remove it, the cost to the corporation would
increase. Everybody I have talked to, and the oil economists, feel that
under the present situation whereby they have jumped ar‘bitrarily,
with no increase in cost, from that $3.40 to $11.40, this is only about
one-seventh of it that can be absorbed at the present time. AnJ, rather
than take it up at the other end in windfalF rofits tax, it has been
recommended Ey the President of the United States that we just take
it off in the very beginning under the particular circumstances.

Now, if the picture evens out over a period of years, it could con-
stitute an increase years down the road of a penny, perhaps, but not
more than that. It is certainly unconscionable under the present
circumstance.

Senator Curris. Well, I think we are still faced with the problem
of treating as ordinary income something that is not ordinary income;
and there are many, many people that have a financial interest in the
depletion allowance that are.not major oil companies, just many of
them. And I think that this committee should examine the situation
and find out where the greater profits come from. Many of the major
oil companies are in the chain store business, because they operate
filling stations clear across the land.

I just believe that to start in taxing as ordinary income something
that cannot be replaced, year after year—cannot be replaced at all—
is a serious departure in good tax law, and rather a surprise that we
are asked to do this without any hearings. That is all, Mr. Chairman.

Senator Kex~epy. Just on this point, as you are well aware, Senator
Curtis, this committee had 4 days of hearings last June on this whole
question of the depletion allowance. -

48-493 0 - 75 - 10
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Senator Curris. I think the more hearings they have, the more
members are convinced that the depletion allowance should not be
done away with.

Senator KeNNEDY. But the point is, on the question of hearings and
permitting different groups to be heard, the record, as has been pointed
out by Serator Hollings earlier, is really very complete. Obviously, we
feel that others ought to have an opportunity to present their views,
and interested parties, obviously, in the industxiy ought to be able to
speak their position. But there were 4 days of hearings held by this
committee, X]l we have had in the meantime is 8 months of higher
prices and higher profits, and basically greater inequity.

Senator Curris. Well, the 4 days of hearings we had was on a variety
of proposals. But I am not going to take any more time, Thank you.

enator GRAVEL. Mr. Chairman, I would like to give them this data
right now, and then I will not have to supply it during the day. I
would like to give this to them, so that they can have the data on what
the response is. That is just testimony. I hope we will get your data
as rapidly as we are trying to get our data, too.

Senator KExNEDY. Hlow many were in Alaska ?

Senator GrRaveL. That would take a little bit more time. Maybe by
tomorrow morning.

Senator HovLrinas. Thank you very much.

The Cuairman. I am going by the order in which the Senators
entered the room. Senator Nelson ¢

Senator NELsoN. I have no questions.

The CHAIRMAN. Senator Packwood ¢

Senator Packwoop. I have no questions,

The CHaIRrdAN. Senator Dolet

Senator DoLE. I know you have discussed the depletion allowance,
which is rather important in my State; and there may be other impor-
tant minerals in your State which are subject to depletion. But there
has been a decline in domestic crude oil production. Now that decline
has slowed, and I think that has been advantageous. If you can assure
the high price, then it would not be so difficult, perhaps, to sell repeal
of the depletion allowance. Is your suggestion based on the premise
that the price of oil is going to stay at $11 per barrel ¢

Senator HoLrixags. I hope not. T am also shoving to roll the price
back. There is a lot of hue and cry that Americans should sacrifice. 1
think they are sacrificing enough with this increase in oil cost, which,
as a result increases the power bills, the gas bills, the cost of different
products, and those other manmade fibers which are an allied product
of oil. They had on a morning TV show, a story about Union, S.C.,
with its 32 percent unemployment. So I am trying to roll back the
price, and do away with oil depletion.

Senator Dore. Would the same be true of the special tax treatment
on timber, for example? Do you have the same attitude there?

Senator HorriNas. Look, if T could ever get timber the treatment
that the oil companies have had. T would buy it. Give me as a member
of the timber industry the same treatment. T do not know what it is. It
never has been posed that way, and of course the question infers that I
would not do for timber what I am asking to be done for oil. I am
giving a categorical answer. Just give me in timber what the oil folks
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have had, and I am going to be making money. I am confident of
that. :
Senator DoLk. If you are willing to do that, then you would be will-
ing to give oil the same treatment that timber receives?

Senator HoLriNgs. Oh yes; surely, And the reverse is true.

Senator DoLe. So we could amend this proposal by——

Senator HorrLings. What is the treatment given timber{ i

Senator DoLe. You get capital gains on the sale of timber, so oil

roducers would receive capital gains treatment on the sale of oil.
hat might be more advantageous than the depletion allowance.

Senator HoLrings. The depletion allowance, the drilling costs, the
tax credits, and all of the other writeoffs—I think the timber interests
would win on that. I would be glad to make a comparison. I am sorry
I am not able to do it right now in this testimony.

Senator Dore. In other words, you do not produce any oil. We
produce oil in our States.

Senator HowrLings. Yes, sir.

Senator DoLe. We also produce a little timber. I do not suggest there
might not be some compromise. I do not want to quarel with my col-
league, but it seems to me that it is easy to walk into this room—you do
not produce any oil—and criticize the oil States, So I guess by nature,
we are going to look around and see if we are going to find something
that will at least even the score.

Senator HoLLings. Senator Dole, let us even that score. Do you know
of any oil company that has gone out of business? You talk about the
big ones, but they are all in there.

The Crairman. I could find you 10,000, Senator, in the last 20
years.

Senator Horrixgs. Well, something is wrong with them, because
they are all making money. The majors are gobbling them up. Now, my
timber people have ground to a halt. They have been putting up bank-
rupt sales due to depression of the housing industry. You ta]E about
recession, you talk about inflation, but we have depression in the timber
industry, and it does not come with good grace, in my opinion, to start
talking about an equalization as if timber people are really making
off with these tremendous profits; 53 percent increase—53 percent in-
crease in profits since 1974, and they are getting a 20-percent return on
their equity in the oil business.

This while my crowd is going bankrupt in the timber business.

Senator Dore. I am not talking about the major oil producing com-
panies. I think this committee almost unanimously would agree that
there ought to be some modification in the foreign tax credit, the
depletion allowance, and many other tax provisions, and that there
ought to be a windfall profits tax. The average oil well in my State
produces 4 barrels of oil per day, and there are about 42,000 wells.
And they provide about 20,000 jobs. Now, to our State, that is impor-
tant. I do not expect any preferential treatment, but it seems like there
ought to be some room for compromise, rather than the phaseout on
the 3,000 barrels. There ought to be some other way we can approach
it, and I am just asking. Maybe the Senator from Massachusetts would
agree that there might be another way. We want to stay in business.
That is all we want to do in my State.
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Senator HorLings. Senator Dole, we looked at the independents,
and I made in the initial statement a comment that T would favor the
House bill because I do not think in justification on the independents
but I had to be candid with my colleagues. Many were difficult with
me. And that is why T developed the independent provision in there.
I am looking at a random survey of the small, publicly owned U.S.
oil and gas producers not engaged in the refining market: Adobe,
Aberdeen Petroleum, Austral Oil, Amarex, Apexco, Argo Petroleum,
Baruch Foster, Basin, Buttes Gas and Oil, C. & K.. Consolidated,
Coquina, Damson, Eason, Equity, Felmont—down the list. I will in-
clude it in the record. They had a 25.5-percent return on shareholder
equity this last year, These are the independents.

[The material referred to follows:]

RANDOM SURVEY OF SMALL PUBLICLY OWRED U.S. OIL AND GAS PRODUCERS

Percent
return on
share- Percent
Gross revenues (millions) Earnings per share holder tax

egmty rate,
1972 1973 1974 1972 1973 19741 19741 19731

Adobe.. . . . .. .. ....... $8.55  $10.16 $15.0 $0.45 $0.55 $0. 90 25 14
Aberdeen Petroleum......... .61 . 1.0 .07 .01 A 9.0 0

ustrat Oil.._......... 1.9 13.2 12.0 N 24 1.46 12.0 0
Amarex. ... .. 2.97 5.26 9.0 .33 .84 1.30 24.0 0
Apexco. . _..... 8.59 10.42 12.0 .18 .96 1.75 25.0 ('8
Argo Petroleum. 3.18 5.91 12.0 .40 .84 .70 30.0
Baruch Foster._............ .15 .83 1.7 (. 06) (.0d) .30 20.0 0
Basin Petroleum............ 1.9 15.6 23.0 .22 .4l 1.00 50.0 0
Buttes Gas & Ot .. _........ 19.8 . 239 33.0 .13 1.33 .20 21.0 0
C. & X. Petroleum....._..... 3.8 5.0 8.0 .33 .57 1.50 12.0 0
Consolidated Oil & Gas. 9.8 1L 4 18.0 1) A7 .90 12.0 0
Coquina.......... 2.04 3.55 7.0 .68 1.32 2.60 75.0 [
Damson.......... 4.3 54 8.0 .1 .18 .20 12.0 0
Eason Oil 10.1 14.5 21.0 1.1 L3 2.40 20.0 10
Equity Oif. __............... 2.43 3.89 1.5 .35 1.01 2.00 30.0 10
FelmontQil................ 13.4 14.8 23.0 .95 1.16 1.60 15.0 ?3
General Crude Oil........... 2.0 53.0 70.0 1.46 1.75 3.20 40.0
Hamilton Bros. Pelroleum. ... 91" 12.4 12.0 .54 .86 1.50 12.0 ('8
Houston Oil & Minerals. ... .. 4.7 9.5 40.0 .33 .64 3.60 75.0
Hudsons Bay Oil & Gas...... 108.0 136.0 160.0 1.44 2.07 3.00 30.0 12
Mitchell Energy & Develop-

menb.. ... ... ... 34.0 48.0 75.0 1.09 1.86 2.80 32.0 0
Nobdle Affiliates._.____.____. 50.0 58.0 84.0 1.67 1.720 3.25 19.0 (?
North American Royalties....  37.0 4.0 62.0 .40 .65 .15 15.5
NUMAC Oil & Gas........... 3.6 4.0 4.8 .38 .40 .46 10.0 ('8
Patrick Petroleum........... 130 26.0 32.0 .72 1.02 1.20 21.0
Petro. Lewis.._..._.... 8.7 14.2 1.0 1.45 2.11 1.9 15.0 0
Prairie Oil Royaities 1.0 1.3 1.6 i .37 .42 10.0 0
Pan-Canadian Petroleum..... 45.0 13.0 120.0 .49 .18 1.35 3.0 10—

Average return on equity. 5.8

1 Estimated.

11973 latest available year.

¥ Not available.

Source: Standard & Poor’s Stock Reports.

Senator DoLk. I believe we have only two independents in our State
that produce more than 3,000 barrels per day. I am talking about the
small independent. Those producers I have never heard of. They are
not in our State.

Senator Horuixes. I see. Well, this was a random one. We would be
glad to take those, too. But, you see, it is the Treasury Department’s
position opposing this, because they say it is the independents where
all those doctors, lawyers, and movie stars are going and buying in,
and making the profits. And it cannot be justified with 25.5 percent
return on equity.
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Senator DoLe. I do not quarrel with that. I just say, there has got
to be somewhere along the line where we take into account the small
independent, whether he is defined in the stripper category, or by num-
ber of barrels per day, or by production per month. That group you
mentioned may be independent in a sense, but thev are very large
producers, And it seems to me that there are a great many millions
of barrels of oil produced from very small wells that ought to have
some consideration. I am not quarreling with either Senator, but I
just say that there is a category that we think deserves some special
consideration, and I would just hope that you would understand our
position. But if you approve of capital gains treatment on the sale of
oil, maybe we are better off than be retaining the depletion allowance.

Senator HoLrings. I just got an inner feeling that if capital gains
on oil would have been a goog thing, this committee, this distinguished
group before which I appear, would long since have written it into
tzlllx laws. I just feel that way, }mving served here 9 years. I say that in
all respect. -

Sem?tor Dovre. Well, is there a chance that there is some flexibility
ins(&far asé you are concerned when we talk about the small independent

roducer -

P Senator Horrings. Yes; these ave listed as small, and of course L
am not familiar with them all. These were presented by Treasury in
their opposition over the House side. They have had hearings in the
House Ways and Means and the Treasury Department does not want
any exemptions for independents. The economists, Herbert Stein and
others, who have appeared before the House side, think this is not an
unheard of or surprising thing, or a quickie amendment. This dialog
and debate has been going on for years in Washington.

Senator Dore. Would the Senator from Massachusetts indicate
there is any possibility of compromise in any area——

Senator KennEDY. Well, of course, we are primarily interested in -
eliminating the depletion allowance, which we feel is a major inequit
that exists in the Internal Revenue. We are attempting to approac
it in a responsible and reasonable and rational manner. We are ob-
viously open to thoughtful, constructive comments on it. As I said
earlier, I believe that the general argument for the independents is
overstated, both in terms of their profitability and the nature of the
individuals who make up the independents. But obviously, I am
sure you will find that both Senator [I)Llo]lings and I are open to sug-
gestions. But I have some doubts about that little backwoods farmer,
who has got a well in his backyard, and who is staying off the welfare
rolls because he is able to eke out a meager living from his oil well.
That is probably somewhat of an overstatement. But I just assure
the Senator that. if you have some suggestions, we will show some
flexibility in trying to provide a reasonable accommodation for the
independents. If you have suggestions or the way that could be
done, we would be glad to hear them.

Senator Dork. In my state we produced in 1974 about 64 million
barrels of oil. Now, 10,000 of those wells produced less than 4 barrel a
day, and of the other 31,000, the average daily production was 4
barrels. T think maybe our difference is in the definition of independent.
And perhaps it is our responsibility to present to you two and our
colleagues some redefinition of what we have thought were independ-
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ents, and what, according to Senator Hollings, are very large
producers.

Senator HoLrings. Senator Dole, I took onto the floor on January 30
the proposal that we should have a greater incentive for that small
producer, a greater incentive for the wildcat, a greater incentive to go
after the stripper oil operation. The worst thing we could do is cut
our noses off to spite our faces, and effectuate a matter—let us call
it tax reform—and then get less oil. We do not think we are in danger
of this with oil depletion. We are confident of that. If there is any
way that I can give to the little domestic fellow more drilling and
development of the stripper wells than otherwise, some tax incentive,
I am going to vote for that. I am not after the oil companies. I am
after increased production. But I am trying to bring this more into
perspective here, with everybod{ on our side agreeing that oil deple-
tion has long outlived its usefulness. Its elimination would not have
any effect on the economy or production, and its maintenance cannot
be justified.

Senator DoLk. Thank you. .

The CuatrMaN. Senator Bentsen {

Senator BexTseN. Thank you very much, Mr. Chairman. I would
like to say to my distingiushed colleagues that I have introduced leg-
islation to do away with the depletion allowance, both domesticalf
and overseas for the major oil companies, and also to change the ac-
counting practices and put a limitation on the foreign tax offsets of
major oil companies. But I think to take depletion away from the
independents is a serious mistake. The independent built 88 percent of
the domestic exploratory wells in 1974. He made 80 percent of the
completions of the 32,000 wells that were completed in 1974,

Now, when you look at the profits of oil companies, and you study
their profits in 1973, you see most of their profits were made on cheap
oil, oil that did not cost much to produce or find, and mostly foreign
oil. But you have had an incredible increase in the cost of domestic
production in new oil found. I am not talking about the production of
old oil that was found 10 or 20 years ago, but what it costs to drill
today. The shallow wells have generally been dug. The easily found
major reserves have been found. We have seen the cost of drilling a
5,000-foot well in west Texas in the last 10 years go up 450 percent.

Now, as you drill these wells, you have to drill deeper to find addi-
tional reserves, and the cost does not go up in an arithmetic way, but
almost a geometric progression. Now, the small independents have
made some good money in the last year, but I can remember in years
past going to some of their meetings in my State, and all you saw
were n bunch of old folks there; no new people coming into the busi-
ness. Now that is changing. You have a substantial increase in wells
drilled. Now. you cited earlier—one of you did—that you had not
seen any increase in production. That is right ; it takes a while to make
your leases, to try to get the drilling pipe—and there has been a short-
age of it. Now, we have been exporting rigs overseas, and we have been
financing them through the Export-Import Bank with 6-percent-
interest %oans. which T think is incredible, absolutely ridiculous. We
ought to be doing the drilling here.

oppose repealing the depletion allowance for the small independ-
ents. I do not support phasing out depletion for the independents
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because I do not see any reason to phase independents out of existence.
If he does not have depletion, I do not think he is going to get the
financing, and I think he is going to have to sell out to the majors.
And I do not care how much money he now has; he is going to take
that home with him. He just quits the business.

I have been in the position of owning a small number of independent
service stations. My brother and I operated them together, about 10
of them, and I know what it is to buck the majors. Unless you have
that independent driller, and the small independent marketer, and
those refineries that are small and independent—that retail outlet that
cut-price outlet, is not going to get the oil. The majors will cut them
off. That is the way the game is played. T really think we make a
serious mistake unless we protect the independent, and keep him in.

Senator HorLings. Senator Bentsen, I cannot speak for Senator
Kennedy and the others. In adding the independent provision, I was
trying to aim that gun barrel down the middle, and pick up the most
votes in the U.S. Senate. I would rather not have the independ-
ent, but—Ilet me put it this way: if you can get this bill out of your
Finance Committee with your version—namely, with oil depletion and
an exemption for the indzapendents—l will yield on my position and
go along with you. .

Senator BENTSEN. I tell you, we just might strike a deal, Senator.

Senator HoLLings. We might strike a deal, because I would like to
see you take the leadership, along with the Finance Committee, and
bring out an oil depletion repeal. Would that not be a great day; just
like the House did, I commend Senator Gravel, Senator Hathaway,
Senator Hartke. I wish you all success, and I would hope it would be
a committee amendment that would not have all this debate. We can
have these hearings, this week’s marked up, and the bill is then on the
floor. Maybe I am wrong in a phaseout. Maybe it ought to be a tem-
porary exemption, or at least an exemption for the independents, as
you say. But that is not justified with the record by Treasury, and that
18 why they oppose it. That is why we drew the amendment this way.

Senator BENTsEN. I have some numbers to show that there has been
an increase in drilling—>5,000 more wells completed in 1974 than there
were in 1973. They are increasing the drilling substantially, but it sure
takes a while to bring it onstream, and put it into the tanks. Now, you
are not going to see in this country a major increase in oil and gas re-
serves, I do not think. About the best we can hope for is to slow down
the decrease in those reserves. We really have an asset that is going out,
and those resources are finite; and we are going to have to go to other
sources, and we are going to have to push for coal and other types of
energy. But we ought to do the best we can with this resource while we
have it. We ought to try to develop it.

The CramrMAN. Senator, I want to offer you one opportunity. You
said that you do not know of anybody that has gone out of the o1l busi-
ness. I thmight you might look at one of them, and that is me.

Senator HoLLings. You look as though you’re doing all right to me.
[General laughter.]

So does Senator Bentsen. That struggle he had with big oil—I have
not seen an%one around here looking poor.

.lSenator ENTSEN. I can tell you Senator Bentsen did not make it in
oil.
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The CuamrmaN. Up until 5 or 6 years ago, m{' family had the good
fortune of having a relative who learned the oil and gas business just
by starting out working as a roughneck on a well, and he knew some-
thing about how you go about drilling a well. And there was a time
when you could make a profit doing business that way. So all of us in
my family would invest into any venture he thought he could go into,
trying to drill for oil as an independent producer. And I made the
point to the family some years ago that all we were doing was just los-
ing money, and that we should go back and take a look at what hap-
pened on the last 10 wells. And if I do say it, you would be surprised
what a good salesman an independent producer can be about the opti-
mistic possibility of the next well. But I contended that we ought to
just go look at the wells we had drilled in the past few years, and how
much money we had gotten back out of them. All we were doing was
losing money; we were not getting our money back, and that to con-
tinue to follow those kind of optimistic entreaties would do nothing
more than lose us more money. So we all quit, at my urging, because
all we were doing was just losing money. And this relative of mine con-
tinued to forge ahead—an incorrigible optimist, eventually to the point
that he was on the verge of bankruptcy.

Well, my mother, bless her heart, decided she did not want him to
gg through bankruptcy. So she bought his rig. Now, the reason she

ught his rig was because everybody else up there had their rigs for
sale around Shreveport, La., and there was no market for it. I suppose
she probably managed to get back the scrap steel value of it. Now, of
course, with the price going up, he is back drilling again. But none of
us are putting any money into it, because we feel that one of these days
the Arabs are going to drop that price down again, and that with the
repeal of the depletion allowance means you will never be able to put
your pencil to it and show where that investment would be competitive
with what you could put your money to in something else.

We do have some royalty income. But as far as investing it and find-
ing more oil, I think that our attitude would be the same as anybody
you will find if you are trying to sell that investment, whether you are
trying to sell it in Dallas or in Houston or in New York City or Phila-
delphia or Washington, D.C., to anybody who might have some money
to invest. I do not think you can sell anybody on a drilling venture with
an independent who does not have the depletion allowance, or some-
thing to give him some tax consideration that would make the po--
tential profit—and I am talking about profit after taxes, because taxes
are an expense—the potential profit competitive with what he could
put his money into otherwise.

In the last 20 years, there have been 10,000 producers, like this
relative of mine, and like myself. If someone could show me where we
have a fair chance to make a profit, I would be willing to take a chance
on oil today. But the last venture I was offered along that line was
§v1th regard to a tract of land where I owned a 10-percent interest,
if somebody was willing to go in there and drill it. At least they talked
about drilling it. But when they tried to do it, they found they could
not raise enough money to drill it, and the last time any of us land-
owners would be willing to take a share, or put a few dollars into try-
ing to drill to see if you could find something there. Now, Louisiana

- is a State that produces more oil and gas per acre than any State in
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the union; and out of 10 of us who owned an interest in that piece_
of property, you could not find one out of the ten willing to invest in

drilling, and a lot of those people had been in the oil and gas business,

in one respect or another, prior to that time.

All T am saying is, I do not think it is a good thing for this country
to put 10,000 independent producers out of that business, and that
is what had happened in the last 20 years; and I do not think you
would be doing any national service to put the 10,000 independents
who remain out of business. Those are not people who are fixing the
price of energy. You cannot blame them for the price going up.

Their Eroduction is available to whoever will buy it, and they have
got to take the other guy's price. They do not fix the market, they do
not control it, they do not have refineries, they do not have service
stations to put it through. If they can find something, they are going
to have to take the price they can get, just whatever the going market
price is; and if that price is managed, it is being managed by some-
body else, not by them. Their oil is the oil that tends to bring the price
down, or, if we ever get sufficiency, will be the oil that tends to bring
the price down for the consumer, and I know that is what you are
trying to achieve.

Now, I would like to see a lot of those people go back in business,
not have what remains put out of business; and I think that you are
fair-minded men, both of you, and that you would like to see the in-
dustry sufficiently attractive so we would have more independents,
not less, in this business. )

Senator KENNEDY. Let me just say, Mr. Chairman, it is interesting
that most of the questions have been about the independents. No one
underestimates the importance of the consequences of this particular
amendment on the independents. But it is a relatively small percentage
of what we are attempting to achieve. In our amendment, the exemp-
tion for the small inde engents in the first year at 15-percent depletion
represents a revenue loss of about $250 million. But overall, we are
talking about a $3-billion amendment. So, if we can get agreement
on the major part of the amendment, we will be open to suggestions
about the treatment of the independents.

I think we can make a major step forward; if it is a question of
retargeting this amendment to look for the Mom and Pop store of
the oil industry, I do not think you will find any difficulty with Senator
Hollings or myself.

The CHAIRMAN. Senator, let me make my position clear. Represent-
ing the State of Louisiana we produce more oil and gas per acre than
any other State in the Union, and I am far more concerned about
. what your amendment will do to the landowner and to a small inde-
pendent than I am to the majors. The majors are going to be in busi-
ness no matter what you do with your amendment and they will tell

ou that. The same thing is not true of this 10,000 independents who

ave been put out of business or the 10,000 independents who remain.
And T do not want to see those people go the route of the buffalo. I
think they are a good thing for America, and I sce Senator Kennedy
nodding. I think he and I agree about that.

However this thing is resolved, I think it is important that those
people be a part of the American competitive scene. Senator Bentsen
wants to keep it that way. I do.
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I am convinced that no matter what we do with regard to the
majors, they are going to find a way to survive in this business. The
have up until now. I am not too much worried about them, even thoug
I think they are entitled to be treated fairly and have their problem
analyzed and considered on some fair basis. But I am very much con-
cerned about seeing a great number of people who are making a con-
tribution to this Nation in the pioneer tradition simply liquidated by
the fact that their problem has not been adequately considered by
Congress, and that is a great concern to me.

Senator Dole ¢

Senator Dote. I just want to ask one question. On page 5, on the rate -
of Federal income tax paid by the largest oil companies in 1974, that
figure includes both U.S. and foreign income?

It is on page 5.

S Senator HoLvLings. I am sure it does, I will make sure for the record,
enator. '

Senator DoLe. My question is whether it includes both U.S. and
foreign taxes if it includes foreign tax, how much tax they paid?

Senator Horrings. They have got so many foreign tax credits, they
do not even use the depletion allowance.

Senator Dore. And I do not have any——

Senator HoLriNgs. That is why it does not affect the foreign activity
veéy much,

enator Dore, Well, I think the average tax, if it was included,
would probably be double the amount shown in those cases. Maybe you
can just furnish that for the record.

Senator HorLriNgs. Mr. Chairman, you have been very indulgent, I
did not intend to spend this long and be heard this much, and I am
very grateful to all of the committee.

Let me clarify the analogy of the timber industry to that of oil. It
is said that 10,000 people have gone out of business. I think in the oil
business that is the nature of the beast. I maybe will regret this com-
parison but I am just trying to think of Broadway plays—you will
invest in them, some of them will hit, some of them will not hit, some
will have long runs. As in oil wells which have long runs they will be
good finds. They tell me 1 in 10 is a find, 10 dryholes to 1 find ¢

Senator BENTSEN. A little bit better.

Senator DoLe. One in nine, maybe.

Senator HorLings. All right, that is in the ball park, and you are
only getting a depletion on the one. I would rather give that small
operator who is willing to drill those 10 holes what he is really count-
ing on. It is not depletion, that allowance goes to that landowner and
where the finds are, and then he sells 80 or 90 percent to the majors.
And I would rather give him an increaded drilling cost allowance or
something else of that kind, as we were speaking a moment ago, to keep
him alive, competitive, and out there because perhaps these movie stars
and Wall Street bankers will not invest in it.

But back to that 10,000 who were in and out of the business, I think
regardless of what we do to oil you are always going to have 10,000 in
and out. You are not going to have 10,000 sawmills and lumber people

o out of the business because that is not the nature of the business.
hey just go out when they are not making a profit. They go bankrupt.



149

The distinguished Senator from Oregon has some of his folks who
are on food stamps. I have the same thing in my backyard, and that is a
comparison I want to clarify here. Remember, one industry is prosper-
ing, the other is suffering. One has the fortune of breaks; the other the
‘misfortune of no breaks. The two are not comparable.

Senator BENTSEN. Mr. Chairman, I would like to, if I may, you have
to choose some kind of an arbitrary figure in defining independents. I
have an amendment to retain percentage depletion at 3,000 barrels, and
I think that would probably cover 95 percent of the independents. And
I would like very much to discuss that with you gentlemen to see if we
cannot work out something to accomplish what you are seeking and
what I am seeking, so that we can keep the independents in business
xhere they are competition for the majors, which I think you ought to

ave.

Now I might also say when I told you the story about those 10 service
stations we had, we finally gave up and sold out to the majors. I have
seen that time and time again ha;;]pen to independent marketers. They
are tough competition. You ought to have that competition and we
ought to keep them in business.

Senator Hollings, Right.

Senator NELsoN. Mr. Chairman, may I ask a question ¢

The CrAIRMAN. Senator Nelson.

Senator NeLsoN. The administration argues that it is very important
to pour very quickly some purchasing power into the economy and they
propose a $12 billion rebate for individuals and $4 billion reduction in
corporate taxes.

Many economists, including many liberal economists, have argued it
ought to be much more than that. A wide spectrum of economists from
liberal to conservative endorsed the general concept. I do not know
whether or not they are correct and will have the impact they say it will
have. Given their track record, I have great reservations.

But in any event, assuming there is some merit to that, my creden-
tials, as you know, in the depletion allowance are correct enough. I
came from a populist State and when I went into politics 25 vearsago I
%ime Oﬁlt a;i:ainst- the depletion allowance before I knew what it was.

aughter.

Segator NEwLsoN. So the issue here is whether it is important to pass
this legislation to stimulate the economy very quickly or whether it is
not. I would guess the Senator from South Carolina, being well in-
formed on the rules and one of the most talented members in the
art of extended debate, would understatnd that once this is on the bill,
which cannot get on to the floor sooner than the Monday prior to
the beginning of the recess the following Friday, that the Senator
would -agree if anybody desires to delay it, there is no way to pass
that legislation before the Easter recess. )

Is that or is that not in the judgment of the Senator important?

Senator HoLrinas. It is problematic, Senator. We hope to get it well
debated. If at least someone can call a 1-day delay on Tuesday, it can
be debated Wednesday and Thursday perhaps again on Friday before
we leave.

That is our hope. We are not the ones asking for the delay. I think
we have to emphasize that the oil depletion amendment is on this bill
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and it will be before you as a conferce, regardless of what the Senate
does. We must start from that particular point.

On the economy, the role of this bill is clear. It is obvious that at
least $21.3 billion, and perhaps more, will be made available by this
bill, plus the $17 billion in rescissions and deferrals swhich Congress
has rejected, such as in social security, and food stamps. Hence, the
infusion into the economy is going to be near the order of $40 billion
by the congressional alternative, as compared to the %16 billion by
President Ford. We all agree on the importance of that, and I think
we are going to move in that particular direction.

We are trying to pay for that infusion and here is one that is just
a blatant offering. Let us not subsidize the windfall profits. Admittedly
you can see the wonderful persuasion and logic that goes along.

Now before we get on to this windfall profits, what about the char-
itable foundations? How are you every going to work that one up?
It is going to be difficult. But we have got the single shot of oil depﬁz-
tion being repealed, and I think we ought to act on it and I do not
think we can, in good conscience, turn our back just because we have
got an Easter recess on Friday. We are still supposed to hit the Presi-
dent’s target, and perhaps even if we went into the first week of April
it would be on the President’s schedule. We c¢an pass oil depletion
repeal with the rebate and not delay the mailing of the checks.

One way or the other I do not think that we ought to panic in the
sense of turning back this particular golden opportunity to infuse $3
billion back in the balance in this particular udﬁet.

Senator KennNepy. The only point I would like to add is, if we
do not deal with the depletion allowance, we are going to have a
conference in any event with the House. If we take the Hollings
amendment, I think that there is a ve ood chance that the House
may be willing to take the Senate-passed bill with the Hollings amend-
ment without a conference. By dealing with depletion we might actu-
ally be expediting the legislation, rather than delaying it. I want to
underline what Senator Hollings stated at the ouset of the hearing.
We have no interest in delaying the tax cut. But we think the Senate
is also entitled to vote on the oil depletion allowance. )

The Cuairman. Senator, if you think we are going to get by without
a c(}nference, I suggest you stick around here and hear Senator Hum-
phriy’s testimony because I heard him on television. I think we are
going to buy at least part of the Humphrey philosophy, and if we do,
we will have a conference, and a good one. But I am not saying that
we should not. ]

Senator Graver. Would the chairman yield ¢ .

I would like to underscore the point that you Senators are making,
and that is, you know, we can rush to make a decision and it may be
the right decision or the wrong decision. A lot of times rushing can
bring us to wrong decisions. And I see nothing wrong because the
most important ingredient in our society are the people. I see nothing
wrong by initiating the debate in the Senate, developing dialog—
and this recess is not a vacation, this is a work period—it has been
misconstrued in the past that way. _ .

We are going to go back to the hustings, and I think the most salu-
tory thing that could happen to the Senate and to the Congress is to
initiate a debate and go back and listen to what the people have to
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say and then come back and act on it. I think you would see some
marvelous improvements in our legislation under that kind of a
scenario, and that is the way she is trajected now because the recess
is going to go into effect and the way we can get this thing to the
floor’s is to begin debate.

E‘o‘ I again want to underscore the posture that these Senators are
taking.

Senator Kex~Nepy. We thank you. May we have our joint statement
printed in its entirety in the record? I would also like to have my
separate statement printed in the record as well, if that is possible—
it deals with the tax cut provisions of the House bill.

The CHairmaN. Senator Hollings’ statement will also be printed
in full in the record.

Senator KexNepy. Thank you very much.

Senator HorLixgs. Thank you very, very much.

The CuairyaN. Senator, you read from a list of independents and
I would appreciate it if you would provide that for the record.

Senator HoLLINGs. Yes,sir. -

[The list requested by the chairman and the statements referred to
by Senator Kennedy follow :]

RANDOM SURVEY OF SMALL PUBLICLY OWNED U.S. OIL AND GAS PRODUCERS NOT ENGAGED IN REFINING OR

MARKETING
Return
on
share-
Gross revenues (millions) £arnings per share holdier
u
1974 1974 97

- (esti- (esti- (esti-
1972 1973  mated) 1972 1973  mated) mated)

Adobe. ... ... e $8.55 $10.16 §15.0 $0.45 $0. 55 $0.90 25.0
Aberdeen Petroleum........ ........... .61 .59 1.0 .07 .01 24 9.0
Austral Ol ... ... ... 1.9 13.2 17 N 14 1.46 17.0
Amarex....... [} . 2.9 5,26 g .33 .84 1.30 24.0
Apexco. ... 8.59 10.42 17 .78 .9% 1.75 25.0
Argo Petroleum . 3.18 5.91 12 .40 .84 1.70 30.0
Baruch Foster. .. ... ... ....ooo.... .75 .83 1.70 (. 06) (.04) «30 20.0
1.9 15.6 23 .22 .41 1.00 50.0

19.8 23.9 33 .13 1.33 2.20 27.0

3.8 5.0 9.0 .33 .57 1.50 1.0

9.8 1.4 18 1) 17 .90 12.0

2.04 3.55 7.00 .68 1.32 2.60 75.0

4.3 5.4 8 1 .18 .20 12.0

10.1 14.5 21 1.1 ) 2,40 20.0

Equity Ol ... . ... 2.43 3.89 7. .35 1.01 2.00 30.0
Felmont Oil. ... ... .. ... ......... 13.4 14.8 23 .95 1.16 1.60 15.0
Average return on equUitY._ ... ... . ieeeiiceeeeecemaemememeeenann 25.5

JOINT STATEMENT oF ERNEST F. HoLLINGS, A SENATOR FROM THE STATE OF SOUTH
CapoLINA, AND EbpwaArp M. KENNEDY, A SENATOR FroM THE STATE OF
MASSACHUSETTS

REPEAL oF THE OIL DEPLETION ALLOWANCE

Mr. Chairman, we appreciate this opportunity to appear here togethc s
morning before this distinguished committee and to have the opportun 0
testify in favor of our proposal to repeal the percentage depletion allowanc. r
oil and gas wells. We would like to submit this joint statement in full for the
record of these hearings. In our oral presentation, we shall deal briefly witL ..
number of different aspects of the proposal.
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At the outset, Mr. Chalrman, we wish to emphasize that our number one pri-
ority is the recovery of the economy from the present worsening recession. In
terms of bringing the nation’s economy back to health, H.R. 2166 may be the
most important legislation the 94th Congress will pass.

In urging repeal of the depletion allowance as part of the tax-cut legislation,
neither of us intends to jeopardize the tax cut bill. We shall not force unac-
ceptable delays on the Senate, or take any other action that might conceivably
derall the economy’s recovery from recession,

But we also believe that the Senate now has before it the opportunity to repeal
the percentage depletion allowance for oil and gas, the most notorious single
loophole in the Internal Revenue Code.

Over the years, the depletion allowance has become the most visible symbol
of tax injustice and special privilege in our revenue laws, a symbol of the greed
and profiteering of a private industry that falls to serve the public interest.

The soaring price of ol in the past two years has removed any possible justi-
fication for retention of the depletion allowance as an incentive to oil explora-
tion and development. Its demise is long overdue and its repeal cannot come too
soon.

“The Senate can do two things at once. We can deal simultaneously with re-
cession and depletion, and we can deal with then promptly and effectively. We
can pass responsible anti-recession tax cut legislation to stimulate the economy,
and we can-deal responsibly with the percentage depletion allowance.

All we ask, Mr. Chairman, is a reasonable opportunity—a matter of a few
days' debate on the Senate floor—so that the Senate can work its will.

Two significant recent events have given repeal of the depletion allowance
the momentum it needs to insure success.

First, prospects for bringing the issue to a vote improved with last Friday's
modification of the Senate closure rule.

- —— —=8econd, the action by the House of Representatives eleven days ago in ap-
proving an immediate total repeal of the percentage depletion allowance changes
the dynamics of H.R. 2166 between the Senate and the House. Without such
action by the House, it would have been extremely unlikely that a successful
effort to repeal depletion could have happened in the Senate. But now, in light
of the strong stand taken by the House, it may well be that the path of least
delay is for the Senate to deal with the depletion issue on the tax cut legislation,
lbn order to avoid needless controversy with the House in the conference on the

i1,

Further, Mr. Chairman, we also feel that by dealing now with the depletion

"7 1ssue, the Scnate can clear the track ahead for other vital legislation during the
remainder of this session.

Congress can do a better job on energy, on the budget, on tax reform, and
on many other issues once we have settled the perennial and distracting contro-
versy that depletion brings to the House and Senate.

Algo, Mr. Chairman, we would note that the $3 billion revenue gain estimated
from-the-proposed amendment can be used to good advantage by the Congress,
either by increasing the slze of the tax cut, increasing expenditures on high
priority programs, or reducing the size of the budget deficit.

BRIEF LEGISLATIVE HISTORY OF THE PERCENTAGE DEPLETION ALLOWANCE

The percentage depletion allowance has haunted the Internal Revenue Code
ever since the Federal Income Tax was first enacted, after the adoption of the
Sixteenth Amendment in 1913. From the beginning, depletion was controversial.

In 1913, when the income tax was first approved, depletion was limited to cost.
But, to avoid the appearance of unconstitutionally taxing pre-1918 income, de-
pletion on pre-1918 wells was allowed to be based on the value of the well in 1913,

In 1918, during World War I, discovery depletion was enacted. That is, de-
pletion was allowed to be based on the value of the well at the time of discovery.
Almost always, “discovery depletion” exceeded “cost depletion”. Partly, the legis-
lation was a response to the World War I emergency. Partly, it was a response
to claims that the 1913 depletion provision discriminated against wells discovered
after 1013, by limiting them to cost depletion, when pre-1918 wells were eligible
for higher depletion based on 1918 value.

In 1926, the modern concept of percentage depletion was invented. because of
the serious practical problems that had arisen in valuing wells and administering
discovery depletion. In the legislation enacted that year, the House of Represent-
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atives proposed a level of 259 for the depletion allowance. The Senate, always
more generous to the oil industry even in those early years, set the level at 30%.
The House-Senate conference agreed-on 22149, and the figure stayed constant
at that level for nearly fifty years.

Then, as part of the Tax Reform Act of 1989, percentage depletion was lowered
from 27% % to 229, (18% counting the minimum tax), the level it has today.

OPERATION OF PERCENTAGE DEPLETION

The operation of the percentage depletion allowance and the massive tax
benefits it confers are fllustrated by the following example:

With Without

depletion depletion

| T PSP , 000 $200, 000
e ——————— W W
Netincome. .. . .. .. . o iiiiiiiiiiiiicnaaaa. I 80, 000 80, 000
Parcentage depletion (22 percent of gross receipts)................co.oiiiia..... 44,000 ... .........
Allombio' depletion (tguienum of 40 percent of netincome)..... ... ... ...cccceeee.. 40,000 ..............
TaxaDle IMCOME. . .ot eeeieieeeieeacemaneeeanenann 40, 000 80, 000
Tax (48 percent corporate rate)..........c.c.cioeroiceaeccncrecccaanccanaanaaaan 19, 200 38,400

Thus, as a result of the depletion allowance, the taxpayer’s tax bill in the ex-
ample is cut in half.

REPEAL OF THE PERCENTAGE DEPLETION ALLOWANCE

There are at least ten major reasons that justify the outright and immediate
repeal of the percentage depletion allowance for major producers, and a phase-out
of the allowance for small independent producers.

1. PERCENTAGE DEPLETION Is NoT A NECESSARY TAX Ixcs§nvz FOR THE HIGH
Price-HieH PROFIT OIL INDUSTRY

First, in light of the incredible price and profit picture of the industry, no one
can seriously maintain that depletion is still needed as an incentive for oil pro-
duction. The astronomical current profits of virtually every major oil company
in the nation are well known. These fantastic profits are the direct result of the
fantastic recent increases in the price of ofl.

There is no current need for a tax incentive like the depletion allowance. The
soaring price of ofl {8 enough incentive by itself to stimulate all the additional
exploration and—production of ofl America needs. If price alone is not an ade-
quate incentive for increased domestic production of oil, then far more is wrong
with our domestic oil industry than the depletion allowance can cure.

Before the Arab oll embargo in 1978, the price of oll was about $3.50 a barrel.
Today, under price controls, the price of ““old” oil is fixed at $5.25 per barrel, an
increase of 50%. And the price of “new” oll, not subject to price controls, is now
& phenominal $10-11 per barrel, or triple the price less than two years ago.

In fact, the increased price of oil is many times more valuable to the ofl com-
panies than the percentage depletion allowance. At $4 a barrel, the oil depletion
allowance was worth 229% of $4, or 88 cents. Thus, if the price of oil had risen .
from $4 to “only” $5, the rise would have more than neutralized the repeal of
the depletioon allowance. Yet the price has actually risen to $10 and beyond, sn
increase of $6 or more. For the oil compantes, therefore, the recent price increase
is worth at least seven times the old depletion allowance.

And these enormous price increases are matched by equally enormous increases
in profits. For many months, the financial pages of the daily newspapers have
been fllled with reports signaling the highest profits in history for the nation's
richest oil companies.

The advocates of depletion have traditionally argued that the return on equity
for oil is comparable to, or even below, that of other industries. In 1972, for ex-
ample, return on equity was 99%. They claim that repeal of depletion will stop
the flow of capital into ofl.
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But even before the record profits of 1973 and early 1974 began to roll in, the
argument was misleading. It relied on the rate of return for all phases of oil
operations, not just the production end. In addition, in the pre-1973 era, other
measures of profitability besides return on equity showed that oll was doing
very well. For example, oll profits were 6.59% of sales in 1972, compared to 4.2%
for all other manufacturing businesses.

After 1973, even the argument based on return of equity does not exist any
more. Profits for 1973 were the highest in the history of the oil industry, with
return on equity increasing from 9% in 1972 to 15% for 1973, far above the aver-
age for other industries. Preliminary estimates for 1974 indicate that the return
on equity is likely to jump even higher, to a phenomenal 19-20%.

Moreover, as recent news reports make clear, some of the largest oil companies
are at a loose end over what to do with their bloated profits. A year ago, we read
that Gulf OIll was negotiating to buy Ringling Brothers Circus. Last June, we
learned that Mobil Oil was negotiating to buy Montgomery Ward, the general
department store chain, a deal that became final later in the year.

How can Congress stand by, while the hard-earned tax dollars of millions of
ordinary taxpayers in the nation flow into oil company treasuries in the form
of handsome tax subsidies for depletion, and then flow back out again—not into
exploration for oil as Congress intended, not into production of oil to help Amer-
ica meet its energy crisis, but into outside investments in things like circuses and
general department stores?

2. Depletion is an-Ineffective Incentive for Drilling and Development

Second, the percentage depletion allowance is an extremely ineffective incen-
tive, as the following points make clear:

Because depletion is based on oil production, it encourages drilling in known
oil reserves and pumping from existing wells, rather than exploration and devel-
opment of new resources. It stimulates over-drilling of existing flelds. It puts
wildeatting and new exploration at a disadvantage. Only one out of every ten ex-
ploratory wells strikes oil; as a result, depletion benefits only one-tenth of the
most risky but most necessary drilling.

Also, excessive drilling can damage overall production_from an oil fleld, be-
cause too many wells sunk in the same field can reduce the pressure that forces
oil to the surface,-and make the operation of the entire field less efficient.

The problem of- the depletion-induced bias toward production instead of ex-
ploration is compounded by the shortage of equipment. Even those who want to
explore for oil have trouble obtaining scarce materials and drilling rigs, because
the equipment, already in short supply, tends to be diverted to “safe” oil pro-
duction and 18 unavailable for “risky" exploration.

A more effective tax incentive for exploration than depletion is the intangible
drilling deduction, which allows an immediate tax write-off for the costs of drill-
ing and development. In the case of other businesses, such costs would be re-
quired to be capitalized and depreciated over the life of the asset. But in the
case of ofl, such expenses can be taken as an immediate tax deduction.

The intangible deduction is ohviously more efficient than depletion in en-
couraging additional drilling. So long as depletion is available, ofl producers
are able to enjoy its benefit, even though they do no additional drilling at all.

Experts estimate that more than half the tax benefit of depletion goes, di-
rectly or indirectly, to landowners, not to oil producers. Landowners get depletion
on their royalty income. They also get higher prices for leasing their land, be-
cause the availability of the depletion allowance encourages producers to bid the
value up. Yet, the landowners do no drilling and take no risks. To the extent that
tax benefits from depletjon go to landowners, the benefits are wasted, since they
do not attract new capital for oil.

As noted above, the avallability of the depletion allowance encourages oil
drillers to bid up the value of leases and other acquisition costs. To the extent
such costs increase, the incentive value of depletion is negated.

Also, the depletion deduction is based on gross receipts from an oil well, not
the cost of production. The tax benefit {3 the same for low cost oll as it is for
high cost oil. As a result, the percentage depletion allowance discourages drillers
and explorers from engagaing in any but the lowest cost ventures.

Since the amount of the percentage depletion allowance is limited to 50%
of the taxpayer’s net income from oil production, there is an additional disad-
vantage for marginal wells and high cost oil production, such as stripper wells,
for which the full benefits of depletion may not be available. Again, the result is
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to divert scarce resources in the search for oil into low cost drilling in known
reserves, where the depletion payoff is the highest, and where the 509%-of-income
limitation does not come inte play.

The tax benefits of depletion increase as the price of ofl increases. Since the
price has tripled in the past year, the tax break from depletion has also tripled.
That is the sort of irrational “upside-down” tax incentive that only Aljce in
Wonderland can understand. A rational incentive would reduce the subsidy as
the price goes up. because the subsidy is needed less.

The well-known CONSAD study, prepared for the Treasury in 1969, concluded
that depletion was costing America’s taxpayers §1.4 billion a year at that time,
but was increasing oil reserves by only $150 million a year. Today, if anything,
the discrepancy is oven greater. R2arely has the American taxpayer had a poorer
bargain or been more badly served by a specific section of the Internal Revenue
Code.

3. Dceplction is an Undcscrved Tgx Windfall for a Low Tazpaying Industry

Third, the depletion allowance is an undeserved tax windfall for oil companies
that have lon¥ been notorious for the low effective rate of taxes they pay.

For large corporations, the tax rate specified in the Internal Revenue Code is
489, But as the following table indicates. the average effective tax rate for some
of America's largest oil companies is only about 59 or 6% :

Federal income taz rate paid by largest ol oompanies 197} (8Source: U.8. 0Oil
Week computations dased on company annual reports and SEC reports)

Percent Percent
EXX0D oo e e eeem 6.0 SUN o em 13.2
TeX8CO v mccmccccacancan L7 Unlon oo eceeem 6.4
Mobfl - e m 1.8 Citles Service oo 88
S0CAl oo 205 Getty —cooco e 22,6
Standard of Indiana.___.._.____ 10.2 Marathon oo 7.5
Shell oo 21,6 Ashland oo oL 82.4
Gulf o e 1.6 Standard of Ohio oo 12.8
PN J ' YR, 8.7 Kerr-McGee —ccccccceee 28.8
Phillps e eemeeaa 12,9 Amerada HesS occuomoecncanaan .5

CONOCO - e 82 —_

AVeOrage — oo ooceemn 5. 99

In the current state of high profits and low taxes, it is only crocodile tears
that can legitimately be shed by the ofl companies when the percentage depletion
allowance passes from the scene,

The issue is a clear one—it is whether oil millionaires and even oil billion-
aires are going to continue paying little or no Federal income tax at a time
when the average American is being asked not only to pay even higher taxes,
but is also being asked to pay large new taxes and tariffs on olil.

To us, it is time the oil millionaires paid their fair share of taxes, and the
amendment we propose is a8 major step in the right direction.

4. Depletion is an Ezpensive Taz Bonefit Compared to Depreciation

Fourth, even on its own terms, the percentage depletion allowance is an ex-
cessively generous tax advantage. Depletion is often justified as oil's analogy
to depreciation. But nothing limits depletion to the value of the ofl that is ac-
tually being depleted. Year after year, 229% depletion is available, so long as a
well is producing oil. )

At the 229, level of depletion, experts estimate that oil companies recover
the cost of a producing well 15 times over. In other industries, where normal
depreciation applies, & business is limited through depraciation to one and only
one recovery of the cost of its investment in its assets.

But when it comes to oil, the tax laws are far more gererous. Only in the
case of percentage depletion is a business entitled to deduct an amount greater
than its actual costs. )

We have what Congress would say if for example, the real estate industry
sought a tax advantage to allow depreciation 15 times on the same buflding. But
vear after year, Congress accepts that principle of multiple depreciation for the
benefit of the oll industry. -

48-493 0~ 75 - 11
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5. Depletion Distorts the Economics of Oil

Fifth, the percentage depletion allowance distorts the economics of the ofl
industry by attracting massive Investments purely for tax shelter purposes, and
not necessarily for serious oll production or exploration. Each year, millions of
investment dollars are funneled into questionable schemes for oil, of value largely
because they mean huge tax advantages for wealthy doctors, dentists, lawyers,
corporate presidents and other high bracket taxpayers looking for tax shelters.

Often, such schemes promote uneconomic ventures into oil, because the in-
vestors are more interested in tax losses to shelter other income than in a profit
from the oil. In a real sense, they are drilling for tax deductions instead of
drilling for oil.

These tax shelter programs are widely syndicated on a national basis. Fre-
quently, their non-business motives cause serious competitive disadvantages for
legitimate oilmen who have to make a profit on their operations, who cannot be
content with just a tax shelter for their wealthy patrons.

6. Oil Depletion Is Discriminatory Against Other Energy Sources

Sizth, depletion is a highly discriminatory incentive in favor of oil, to the
disadvantage of other energy sources. Calculated on the basis of the delivéred
})rlllce of each fuel, the tax benefits for various types of energy are estimated as
ollows :

For oil and gas: 189 of price.

For coal: 49%,.

For oll and gas from coal : 1%.

For solar energy: 0%. -

This sort of tax discrimination is hardly a sensible long-run energy policy for
the nation, It is nothing more than a vast welfare program for oil producers and
oil land owners, to the detriment of our national search for alternative energy
sources.

7. Depletion Gives an Unfair Advantage to Integrated Producers

Seventh, depletion encourages integrated oil producers to keep thelir prices high,
at the expense of independent refiners and manufacturers of petroleum products,
whose profit margins are thereby squeezed because of the high price of oil at the
start of the production chain, -

Most of the major oll companies are vertically integrated firms. They have an
unfair competitive advantage, since they do not care which stage in the pro-
duction of petroleum products generates their basic profits. In fact, the top 20
integrated firms now control 949, of known domestic oil reserves. In effect, the
integrated firms are selling crude ofl to themselves at artificially high prices,
and thereby driving indpendent refiners and manufacturers out of business.

8. Depletion Is an Bxcessive Stimulus to Foreign Oil Production

Eighth, because depletion is also avallable for foreign wells overseas, it en-
courages corporations to drill for ofl abroad. Today, many of the tax benefits of
depletion go to foreign operations. So long as the depletion incentive remains
avallable for foreign ofl, it is functioning in a way that is directly contrary to
the goal of America’s own energy independence.

- 9. Phascout of Depletion for Small Independent Producers

Ninth, the phase out of the depletion provided {n our amendment for small inde-
pendent producers—those producing 8,000 barrels a day or less—offers a gener-
ous transition over a lengthy period of time before the depletion allowance
finally terminates in 1979.

To a large extent, the prevailing notion of the small independent producers is
a romantic fiction. Often, they are very wealthy persons. Some are millionaires.
Many pay no taxes at all, even though their revenues from oil run into tens of
millions of dollars and their operations are immensely profitable.

In these eircumstances, it is clear that large numbers of independents hardly
qualify as “small” producers or poverty-stricken entrepeneurs—3,000 barrels a
day of $10 ofl translates into gross income of $12 million a year. The 229 deple-
tion deduction on this amount yields a tax deduction of $2.6 million a year.

The independents have benefitted from the oil price rise just like the majors.
Actually, they have received an even greater benefit. Because of their larger
share of stripper ofl, whose price is uncontrolled, they have a proportionally
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larger share of uncontrolled ofl than the majors, and their depletion benefits are
correspondingly enhanced. As a result, although the average price of oil for the
major producers is about $7.50 a barrel (“old” and “new” oil), the average price
for independents is about $8.80.

In fact, as a group, the independent producers appear to be doing even better
today in terms of high profits than the major producers. A recent random survey
of 28 small publicly owned U.S. oil and gas producers showed an estimated aver-
age return on equity of 269 in"1974, compared to an estimated return of “‘only”
209, for the major producers.

We believe that a phase-out for independents is the right approach for Con-
gress to adopt and that a permanent exemption for independents would be
unjustified.

To this extent, we appear to be in agreement with the Administration. Although
the Treasury does not favor repeal of the percentage depletion allowance, it is
on record in opposition to a permanent exemption for small producers. As Sec-
retary Simon told this Committee last June:

*If [percentage depletion] is to be eliminated, it is difficult to justify non-uni-
formity in treatment of producers, except on a transitional basis.”

In the past, the proponents of the depletion allowance have argued that repeal
of depletion will unfairly put many small independent ofl producers out of
business. That argument made more sense two years ago, when oil was selling
at-$3.50 a barrel. Many independent drillers were going out of business. But,
with new ofl now at $10 or $11 a barrel, a major boom is clearly on for the inde-
pendents. They will not miss a stride if depletion is repealed, especially under the
lengthy phaseout provided by the amendment we propose. Price is all the incen-
tive they really need, and the transition period gives them ample time to adapt
to a world without depletlon

In addition, the transition period will avoid many of the serious difficulties
that may rise if a permanent exemption for small producers is enacted. As the
Treasury and many other experts have pointed out, the existence of a perma-
nent 3,000 barrel a day exemption would encourage a variety of artificial, com-
plex and non-economic transactions between large and small producers as they
try to arrange their operations to come within the terms of the exemption.

Some experts including the Treasury, have suggested that, if a permanent
exemption is granted to independents, the oil producers will eventually rear-
range :helr patterns of ownership to qualify almost all production for the
exemption.

The history of the use of the investment credit by the airline industry is a
case in point. When the low profit situation of the industry left the airlines un-
able to use the credit, a widespread practice of airplane leasing grew up, in
which the airlines leased the planes from banks and other lessors who could use
the tax benefits of the investment credit.

If the exemption is phased out over a transitional period, however, the incen-
tive to engage in such arrangements will be minimized, since the arrangements
themselves will be of only passing, not permanent, benefit.

But the primary justification for a transitional, non-permanent exemption
for independents is the extremely attractive economlic plcture for all oil pro-
ducers, large and small alike.

The only real limit now on the independents is the shortage of steel and drill-
ing rigs and other oil equipment. In fact, the price incentive is so strong that for
many independents, the gradual phase-out in our proposal will itself be a hand-
some tax windfall over the next four years.

The June 1974 issue of Fortune Magazine makes the point. An article entitled
“The New Oil Rush in Our Own Backyard” opens with the following paragraph:

“These are tremendous times for independent oilmen, the best many of them
have ever known. After nearly two decades of increasing hardship, spectacularly
higher prices for oil and gas have suddenly thrust the independents into a new
prosperity.”

A December 2, 1974 article in Barron’s Financial Weekly describes the inde-
pendent’s advantageous position as follows :

“At the moment, the independents are enjoying their greatest prosperity with-
in memory as the result of towering ofl and gas prices. Unlike the big interna-
tional companies, they do not have extensive intefest abroad and are not prey
to the grasping tax and royalty collectors of OPEC countries. Nor, since they are
unburdened with refineries and marketing organizations, are they plagued by the
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mounting competition and crude allocation dificulties which, lately, have begun
to erode the inventory profits plled up in the early months of this year by the
integrated concerns.”

Capital for independents is gushing in today from many sources. It comes in
part from the larger cash flow brought about by higher prices. It comes from
private investors. It comes from capital raised through publicly held “drilling
funds”. It comes from syndicated tax shelters. It comes from corporations
anxious to nail down their own future energy sources, major corporations like
Bethlehem Steel, Dow Chemical and DuPont.

Compared to the strong new incentives that now exist for independents, the
repeal of the depletion allowance Is not a significant problem in their future.

10. Prices Paid by Consumcrs

Finally, Mr. Chairman, whose who support the depletion allowance occasional-
ly argue that repeal of depletion may raise the cost of gasoline to consumers
at the pump, possibly by as much as 3 cents a gallon, In this time of deep reces-
sion, we should not lightly take a step that could drain substantial consumer
purchasing power from the economy.

But the price increase estimate assumes that the oil companies will pass along’
the full loss of the depletion loophole to consumers. But all of that loss can and
should be absorbed by the oil industry’s enormous profits. Not a penny need be
passed through to the American consumer, and oil profits would still be out of
sight. -

In addition, the calculation assumes a 48% effective tax rate on ofl profits. But,
as we have noted, the effective tax rate on America’s major oil companies is far
lower, only about 5% or 8%. Therefore, even if the cost of the repeal of depletion
is fully passed through to the consumer, the increase at the pump would be more
llkie 1/8 of a cent a gallon, hardly a significant factor at today’s 55-60¢ a gallon
prices.

Further, the price of oil in the U.S. today is set largely by the OPEC nations,
not by U.S. oll producers. Since repeal of the depletion allowance will not in-
crease the price of imported oil, the repeal will not affect the-price of U.S. oil.
Thus, percentage depletion does not produce lower prices for American con-
sumers. Its retention is simply a further tax windfall for oil producers.

In any event, the Administration is in no position-today to suggest that deple-
tion repeatl will increase prices to consumers. The Administration’s own energy
program calls for large ofl price increases to consumers—much larger than could
--bhe caused by any possible effect of the repeal of percentage depletion.

CONCLUSION

Mr. Chairman, whatever the merits of depletion when it was first enacted half
a century ago, there is no justification for the enormous tax windfall that it
confers today on some of the natfon’s wealthiest corporations.

No one likes to lose a tax loophole. In this limited sense, the arguments raised
on behalf of the percentage depletion allowance are understandable. But we find
them unacceptable. The senate can vote for repeal of depletion, with full confi-
dence that each independent and every other oil producer in the nation has all
the incentive he fairly needs to explore and drill for oll.

In America in 1975, oil is a very profitable business. The depletion allowance
is no longer wise or needed, and the Senate will be fully justified in voting to
repeal it.

Faor SHEET

PROPOSED DEPLETION REPEAL AMENDMENT

A. Repcal of Percentage Depletion Allowance for Large Producers (Current law
allows 229, depletion of gross income from oil or gas wells, with a ceiling
— on the deduction of 50% of net income from the property) ]

1. Repealed as of January 1, 1975 for most domestlc and all foreign production
of :l“ and natural gas. After January 1, 1975, depletion must be computed on a cost
basis,

2, Exemption for fixed price contracts for domestic natural gas as of February 1,
1975, it no price increase i8 permitted to reflect the repeal of depletion.

3. Exemption for “regulated” domestic natural gas (i.e. interstate natural gas
regulated by the FPC) produced and sold before July 1, 1976, if no price increase
is permitted after February 1, 1975 to reflect the repeal of depletion.
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4. No effect on status of geothermal steam—some courts give it 22 depletion
but the Treasury is contesting these decisions, gl % dep '

B. Exemption for Small Independent Producers—4-Ycar Phase Out of Per
centage Depletion Allowance

1. Percentage depletion is retaincd but gradually phased out for the first 3,000
barrels per day of domestic crude ofl production. The percentages are reduced
from 22% as follows :

Percent Percent
197576 e 16 1979 on. e 0
1977-18 e 8

2. For taxpayers whose average daily production exceeds 3,000 barrels, the
exemption is apportioned pro rata to each of the taxpayer's producing properties.

3. Limit of one 3,000 barrel a day exemption to members of the same family or
businesses under common control, .

4. No exemption for royalty owners,
‘ ';) No exemption for integrated producers (those involved in retailing or refin-
ng).
6. Estimated annual revenue effect—$250 million in 1975 and 1976; $125 million
in 1977 and 1978.

7 Of the approximately 10,000 U.S. petroleum producers, the exemption will be
avatilable to all but about 70 producers, and will cover approximately 35-409% of
current U.S. production.

C. Net Revenue Gain From Amendment
$2.5 billion in 1975 ; $3 billion in 1979.

TESTIMONY OF SENATOR EpWARD M, KENNEDY
TAX LEGISLATION

Mr. Chairman, it is a privilege for me to appear this morning before this
distinguished committee and to have the opportunity to present my views on
H.R. 2166, the anti-recession tax legislation passed by the House of Representa-
tives eleven days ago and now awaiting action by this committee.

My remarks this morning fall in two parts—in a separate statement with
Senator Ernest F. Hollings, we are submitting our joint views on repeal of the
percentage depletion allowance for oil or gas wells, a provision that we feel
should be an essential part of the tax bill that Congress sends to the President.

In this statement, I would like to give my suggestions as to a number of ways
in which I believe the tax cut provisions of the House passed bill can be improved
by the Senate to make the anti-recession fiscal stimulus even more effective.

AMENDMENTS TO THE HOUSE TAX CUT

One of the most important goals of our anti-recession economic policy Is to
provide the immediate tax stimulus that both consumers and the business
cloix(rllmunity need if we are to pull the economy out of its current worsening
slide,

From the beginning of the year, in spite of the friction over energy policy,
there has been a broad consensus between Congress and the Administration over
the need for a substantial tax reduction as the principal device for stimulating
the economy. The action by the House of Representatives has taken us a large
step in the right direction.

At the same time, however, I belleve there are a aumber of ways in which
the House bill can be improved by the Senate. Let me mention six specific areas
in which I would urge the committee to strengthen the bill.

First, in light of the worsening economic picture in recent weeks, there is
-increasing agreement about the need to boost the total amount of the tax
reduction—the 1974 rebate plus the 1975 tax cut—from its present level of $21
billion in the House bill to a higher level of about $30 billion.

In my view, the depth of the recession fully justifies such an increase. The
dismal figures prove that the economy is in much worse shape now than when
President Ford proposed his $16 billion tax cut in January, or when the Ways
and Means Committee planned its $21 billion tax cut shortly afterwards. Indus-
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trial production is still plummeting sharply. Unemployment has already soared
over 8% —indeed, we face the dangerous prospect of 109 unemployment or even
higher if we fail to take adequate action now.

As indicated by the recent report of the Joint Economic Committee, on which
I serve, there is no substantial danger that a large tax cut now—even a cut of
$35 billion—will exacerbate the problem. of inflation in the future. The deep
recession, the long lines of men and women out of work, the endless rows of idle
machines and plants—all mean that a tax cut of this magnitude could be ab-
sorbed now without any serious inflationary effect for the years ahead.

At comparable GNP levels, we would need a $39 billion tax cut today to match
the Kennedy-Johnson $18 billion tax cut in the mid-Sixties. As you know, Mr.
Chairman, that was the tax cut which pulled us out of the lingering effects of
the milder recession of 1958, and got the economy moving vigorously again with-
out infiation.

The greatest danger we face now is that we may do too little, not too much,

to stimulate the economy. The economy is walking the plank today. The imme-
diate downside risk is depression, and that is not a risk the nation can afford to
take.
Our long-run problem of inflation is manageable. Our fears about inflation in
the future cannot be allowed to cripple the recovery from today's recession. A
few billion dollars more today is & small price to pay now, in terms of the anti-
depression insurance we will be buying for the future.

And so, I urge the Committee to send to the Senate floor a $30-35 billion tax
cut bill, as the wisest and most reponsible measure capable of bringing the econ-
omy back to health.

Second, whatever the actual amount of tax stimulus, I would urge the Commit-
tee to preserve the balanced allocation that the House bill contains between the
1974 rebate and the 1975 tax cut for individuals.

The President's $12 billion tax cut for individuals was concentrated entirely
in the 1974 rebate, with two $6 billion installments payable in May and
September.

The Ways and Means Committee bill struck a 50-50 balance—an $8 billion tax
reduction in the 1974 rebate to be paid entirely in May; and another $8 billion
reduction in the 1975 tax cut, to be dispensed evenly throughout the remainder
of the year through lower withholding taxes.

I recognize that economists differ as to the effect of a fiscal stimulus achieved
through a rebate versus reduction in the withholding tax. The prevailing view
of the experts seems to be that more bang for the buck is achieved by the with-
holding cut, which consumers are relatively more likely to spend, then is achieved
by a rebate, which consumers are relatively more likely to save. Obviousty,
to stimulate the economy back fo health, we need spending, not saving, by
consumers.

However, there are disadvantages to placing too much emphasis on the with-
holding route. A dollar of stimulus spent in April 1975 is worth more in terms
of the fight against recession than a dollar spent in December.

As Arthur Okun testified two weeks ago, “The 1974 rebate will do us more
good in the next six months than any other stimulative measure.”

In addition, a greater concentration of stimulus now—a larger “front end
load”—means a greater likelihood that the rebate will be spent on the “big
ticket” items that Secretary Simon and the Administration are anxious to
achieve—so anxious, in fact, that they are urging the Committee to short-
change low and middle income taxpayers, in favor of larger rebates for the higher
income taxpayers who can afford to buy the biggest ticket items.

The goals of Congress and the Administration are not mutually exclusive.
As I indicate in the next sectlon, if a larger total amount of tax cut is pro-
vided, the extra dose of stimulus can be divided equitably among all income
groups. But in doing so, I would urge the committee to preserve the 50-50
balance between the 1974 rebate and the 1975 tax cut. Thus, if the total tax
reduction for individfuals is $30 billfon—$10 billion higher than the House
bill, T would urge the Committee to split the amount evenly—$15 billion for
the 1974 rebate and $15 billion for the 1975 tax cut.

The important thing now is the 1974 rebate. We need a substantial rebate,
and we need it immediately, to get the economy back on the road to heatth.

Third, T also beleve the committee can make the 1974 rebate for individuals
simpler and more equitable for low and middle income groups than the Houce
bill now provides. -
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The flaw in the rebate in the House bill is that it starts with the seriously
regressive principle of a percentage rebate proposed by the Administration.
But instead of abandoning the principle, the House tried to make a silk purse
out of a sow's ear by adopting a complex series of provisions, with maximums
and minimums, to mitigate the regressive impact of the percentage formula.

Instead of the Rube Goldberg rebate in the House bill, I have already pro-
posed a “refundable” per capita tax credit. Such a credit has many advantages:

It would be far less complex than the House formula for the rebate, since
it would specifify a flat sum—$§50, $60 or $75—for each of the taxpayer’s personal
exemptions.

The credit would be simple to caleulate. Every taxpayer would know the
amount to which he is entitled and could begin at once to plan the ways to
spend it. With a $75 credit, for example, a family with two children would be
entitled to a 1974 rebate of $300.

Although the ‘psychology” of recession is difficult to measure, economists
agree that a major factor in the rapidity of our economic recovery will be the
speed with which the average American regains his confidence that the worst
is over. One factor in the restoration of confidence may well be the degree to
which citizens understand, in terms of their own pocketbooks, the tax cuts
that are to be made available. Congress has the option of choosing a simple
and easily understandable version of a tax cut, or a complex version that the
taxpayer probably won’t understand until the mailman brings his rebate check.

In addition, a per capita tax credit would provide a more equitable dis-
tribution of the 1974 rebate to lower income groups. Under the House- rebate,
359% of the relief would go to taxpayers earning less than $10,000 a year, and
156% would go to taxpayers earning $20,000 a year or more. Under a $50, $60
or $75 rebate, 429 or more of the relief would go to taxpayers earning less than
$10,000, and only 139% would go to those earning over $20,000.

It would key the tax relief to the size of the taxpayer's family. Under. the
House bill, taxpayers at the same incgme level would get the same rebate,
whether they have no children, two children or five children. The more equi-
table approach of the per capita credit would tie the relief to the size of the
taxpayer's family. In fact, the House version of the rebate penalizes a tax-
payer for the size of his family—the larger the family, the more personal
exemptions he takes as a deduction, the lower his taxes become and the lower
the rebate he receives.

Finally, the refundable feature of the per capita credit could also give relief
to those so poor that they have no tax liability whatever—their needs are
greatest of all, and they deserve to share in the tax rebate, too. But the House
rebate denies them any benefit at all.

My preference for the amount of the per capita tax credit would be $75 which
would generate a tax stimulus of approximately $15 billion for the 1974 rebate,
it the credit is made refundable according to the definition in the House bill
for the ‘‘earned income credit”—i.e. the credit would be refundable only for
those with wage or salary or self-employment income.

A $50 per capita tax credit, refundable under the House definition, would pro-
duce a stimulus of approximately $10 billion. A $60 credit would produce a
stimulus of approximately $12 billion.

But whatever level of stimulus is chosen, I would urge the Committee to
substitute a per captia tax credit for the percentage rebate in the House bill.
The credit would be fairer, simpler, easier to understand, and would therefore
be more likely to achieve its desired healing effect on the economy.

Fourth. 1 also hope the Committee will improve the 1975 tax cut in the House
bill. As the AFI~CIO has pointed out, the House bill provides no relief at all
for many low and middle income taxpayers who itemize their deductions. Typi-
callyy these individuals are homeowners with substantial interest deductions.
from the payments on their mortgages. It is unfair to enact a tax cut that omits
these individuals from its benefits. To do so would turn the homeowners of
Ar;lerilga into second class citizens, and that is a step that Congress should
not take.

Apart from the homeowners who would get no relief at all in the House bill,
there are many other homeowners who will get less than their fair share of
rellef—those who itemize their deductions now, but who will shift to the standarad
deduction in order to take advantage of the increased standard deduction in the
House bill. But the advantage they receive will be less than the advantage the
bill provides to those who already use the standard deduction—the latter will
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get the full benefit of the increased standard deduction, whereas homeowners
must give up their interest deduction to qualify tor the standard deduction.

Three of the possible ways to remedy the disadvantage to homeowners are to
reduce the tax rates for the income brackets of those affected, to provide an offset
to Social Security payroll taxes or to adopt an optional tax credit of approxi-
mately $200 per person in lieu of the $750 personal exemption.

My own preference is for the optional credit, which Senator Mondale has
done so much to develop and which I believe is an important new principle to
establish in its own right in the tax laws,

Slowly, as tax reforin comes into sharper focus in national debate, people
are beginning to understand that tax credits are fairer than tax deductions,
since deductions are regressive in their impact. Each $750 personal exemption,
for example, is worth only $105 to the taxpayer in the lowest (14%) income
bracket, but it is worth $525 to a taxpayer in the highest (709 ) bracket. Under
the optional credit approach, this gross inequity disappears-—a $200 credit is
worth the same $200 to all taxpayers, rich and poor alike.

Realistically, however, since the net revenue loss from the optional credit is
substantial, and it will probably not be possible to enact this worthwhile reform
except as part of major tax cut legislation. We have such an opportunity now,
and I urge the Committee to use it.

Fifth, 1 helieve the Senate should also improve the tax cuts for business con-
tained in the House bill. I urge the Committee to consider an additional long-
run incentive to business investment in plant and equipment, above the 10% in-
vestment credit now contained in the House bill. )

Specifically, I suggest that the Committee adopt a 159, investment credit for
‘net new [nvestment'’—the amount of investment that exceeds a firm’s average
investment over the three preceding years. The cost of this provision would be
an additional $500 million, a modest price tag for an important long-run innova-
tion in the tax laws.

1n effect, this proposal would offer a “bonus” of an extra 6% on the investment
credit, in addition to the 10% credit already contained in the House bill.

The extra 5% credit will be both an anti-recession and an anti-inflation meas-
ure. It witl provide an immediate anti-recession stimulus to the economy by en-
couraging additional investment in plant and equipment, And it will also provide
an important anti-inflation incentive. It will encourage firms to develop the long-
run capacity the country needs to meet the inevitabily growing demand for goods
in the future, and thereby help prevent the shortages of supply that have fueled
inflation in the past.

To me, a major drawback of the flat 109, investment credit in the House bill is
that it is no incentive at all for many firms—it is simply a tax windfall that
rewards them for the investment they would be making anyway.

A “net new investment” tax credit has an important advantage over such a
“Aat”credit. It rewards only those firms that are growing. It encourage exist-
ing firms to engage in greater growth. It therefore operates at the leading edge of
anti-recession stimulus the country needs.

Under the proposal I favor, every firm will receive a 10% investment in new
plant and equipment. But those firms that exceed their prior three-year avérage
investment will qualify for a 5% honus, or a total credit of 159, on their incre-
mental new investment. My hope is that there will be broad support for such
a credit on the tax bill, as an important long-run growth incentive for the
economy.

Sizth, I would suggest that the Committee consider ways to expedite action
by the Treasury in malling ont the 1974 tax rebates and lowering the withholding
rate¥ to reflect the full 1975 tax cut.

As Arthur Okun has suggested, Congress might order the Internal Revenue
Service to gear up to pay the rebate checks on a 24-hour day, 7-day a week basis.
For weeks, Congress has been hlamed for delays as we consider the substance of
this legislation. Now it is our turn to prod the Administration.

I see no reason why the checks should not begin to go out within a few days
after the President signs the tax cent bill, Certainly the IRS can heat the Admin-
istration’s schednle for getting the checks out in May. By early April, the economy
can begin to feel the healing effect of the tax cut stimulus, and the nation can
be safely back on the road to full recovery. :

The CrratrMAN. Next we will hear from the Senator from Minne-
sota, an outstanding member of this bodv who manv of us were honored
to support for the President of the United States, Senator Humphrey.
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STATEMENT OF HON. HUBERT H. HUMPHREY, A U.S. SENATOR
FROM TEE STATE OF MINNESOTA ; ACCOMPANIED BY DR. ROBERT
HAMRIN AND JERRY JASINOWSKI, PROFESSIONAL STAFF, JOINT
ECONOMICS COMMITTEE

Senator HuapHREY. Mr. Chairman, may I first of all identify the
two gentlemen with me, Mr. Bob Hamrin and Mr. Jerry Jasinowski
of the Joint Economic Committee.

Mr. Chairman, I do welcome this opportunity to appear before you
and your distinguished colleagues on the Senate Finance Committee.
This committee is presently considering legislation that I consider of
paramount importance, tax legislation which is absolutely vital to
help revive this Nation’s economy and I applaud you, Mr. Chairman,
for your efforts to act on this matter as quickly as possible.

Today I want to focus my remarks on two areas. First, the reasons
why the tax cut stimulus must be quite large, and in particular, larger
than that proposed by both the adminstration and the very construc-
tive bill that has come here from the House Ways and Means Commit-
tee. My second purpose is to outline the provisions and what I believe
are the advantages of a proposal I presented known as the Tax Relief
Act of 1975.

I believe I can say with complete honesty that I am no Johnny-come-
lately to the tax reduction area. Last December on the floor of the
Senate I said: '

The time has come for Congress to reverse the administration’s efforts to

stop inflation by creating a major recession. The most important thing we can
do to achieve this is to cut taxes for consumers by $10 billion as soon as possible.

Exactly 1 month later my statement in the Record read :

We must get America back to work. To accomplish this objective, to reverse
this recessionary momentum in our economy, and to provide some relief to those
who are suffering in the present economic nightmare, I am today introducing
legislation to immediately cut taxes by $21 billion.

Now that, Mr. Chairman, was the result of considerable study with
a number of business advisers and economists over the Christmas
period and the early days of January. Today, not quite 2 months later,
I come before you to argue that this economy needs a bigger cut, a
$30 billion tax cut.

Now I am well aware that this represents a substantial escalation
and I can even now hear people say, “Well, he surely changed his
mind.” But it is not an escalation I come by lightly. First, I have
looked at the facts. Everyone knows that the economic figures released
in each of the last 3 months have shown the economy falling deeper
and deeperinto its worst recession since the 1930’s. In fact, the rate
of increase in-unemployment in the last 3 months has been the largest
in our history. The amount of stimulus must be geared to the econ-
omy’s condition, a topic that I will discnss in a few moments.

Second—and I wish to stress this—I have listened to the views, the
projections, the warnings, the studies, the econometric models of an
extremely qualified and diverse group of individuals who have testi-
fied before the Joint Economic Committee in the last 6 weeks. Like-
wise, like members of this committee, I read the reports of the major
banks, of the foundations that study our economy and I have been
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~ convinced that the stimulus that is needed must be substantially larger

than that which is proposed either by the President or by the House
Ways and Means Committee. These annual hearings of the Joint Eco-
nomic Committee on the President’s budget have been quite an eco-
nomics education for me, one which I wish all of my colleagues could
share. What I say today is in essence built upon this excellent testi-
mony from Government officials, economists, labor leaders, farmers,
businessmen who, may I add, were of both Republican and Demo-
cratic persuasions. _

From the outset I have maintained that a tax cut must be chosen
on the basis of four principles. It must be large enough to have a
stimulative impact on $114 trillion economy, and I emphasize that,
Mr. Chairman. To do less than is effective is in a sense really to waste
our money. It must target most of its benefits to low- and moderate-
income taxpayers. I say most of its benefits, not all. It must be simple
to implement so that it can be passed and take effect quickly. And it
must not erode the long-run revenue capacity of the tax system.

My testimony today will consider cach of these principles in the
order just stated.

As I said earlier, T believe firmly that a tax cut of the magnitude
of $30 billion for 1975 is urgently needed. This figure is not only the
largest before the Congress right now but I recognize the largest gross
proposed tax reduction in the Nation’s history. I understand the con-
cern of many of my colleagues when they see or hear such a figure. I
want them and the members of the committee to know that I advocate
this large amount only after a careful weighing of all the economic
evidence. And may I say most respectfully, I am not alone in this
advocacy. A number of the most prominent bankers and witnesses
from the academic and economic community that have appeared before
vour committec and other committees. the Budget Committee, the
Joint Economic Committee, have likewise recommended a tax reduc-
tion in the range of $25 to $30 billion.

The first simple fact is that we are dealing with a huge economy,
$114 trillion. As a result, a $30 billion tax cut only amounts to 2.1
percent of our total output of goods and services. Interestingly, the
tax cut Congress passed in 1964, when unemployment was only 5.2
instead of 8.2 percent, was almost about 2 percent of that year’s GNP.
So when you compare the tax cut of 1964 as compared with the pro-
posed tax cut of 1975 that I authored, it is about in the same range in
terms of the percentage of Gross National Product.

However, the unemployment rate in 1975 is a full 3 percentage
points higher. So relative to the size of the economy, I am not advocat-
ing a larger tax cut than the one which Congress legislated 11 years
ago.

Now I am going to skip some material. I ask to have it placed in the
rﬁgord for purpose of brevity here. The next paragraph I will just
skip.

Now the second reason we must have a large tax cut is that the
economy is sinking day by day into the worst economic slump in over
35 years. None of us takes comfort in this, but I think we have to face
these facts, the fact that the unemployment rate remained at 8.2 per-
cent in February. Quite to the contrary, the latest employment figures
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show a continually slumping economy. Total employment dropped
540,089 workers in February, bringing the drop since September to
2,400,000 workers, the largest 5-month decrease since World War II.

In addition, the labor force itself declined by 580,000. This drama-
tized a point that I have been trying to stress’over the last month,
namely that discouraged workers should be included as part of the
true unemployment figure. Surely, a large number of these dropouts
simply felt that a job was not available to them at this time. And this,
by the way, was underscored hy the testimony of Mr. Shiskin, the
Cpt'mmissioner of the Bureau of Labor Statistics. '

I also include in my total unemployment figure part-time workers
who desire full-time work. Adding these three together, 714 million
officially unemployed, 1.8 million part-time employed, and over a mil-
lion discouraged workers, we get a total unemployed-underemployed
total of 10.5 million people. -

In short, the rate most accurately reflecting the situation in the labor
market is about 11 percent. Mr. Chairman, 3 percentage points
higher than the official unemployment rate.

The fact that it was a statistical quirk that kept last month’s unem-
ployment rate the same and that we can expect higher future rates was
agreed to by Mr. Shiskin, the BLS Commissioner. He told the JEC
last Friday that the February employment figures provided no evi-
dence that the worst recession since the depression was coming to an
end. The White House was in agreement as their statement said that
the February figures “indicate continuing significant weakness in
labor markets.”

I will omit the next couple of paragraphs and just have them in-
cluded in the record.

I wish I could now brighten my countenance and, Mr. Chairman, I
guess you know that I am generally considered to be overly optimistic
most days and I want to continue to be. But I wish I could tell you
that these gloomy statistics are short-lived and that the economy will
soon be dramatically turned around. But if I am to stick by the facts, I
cannot do that. The simple fact is that it is going to take quite some
time to turn the economy around and get it operating at levels which
will restore economic growth and substantially reduce unemployment.

Therefore, the third reason we need a $30 bi{lion tax cut is to shorten
the duration of the recession and the accompanying period of out-
rageously high unemployment. As you recall, the administration itself
projects in its budget message unemployment averaging 8.1 percent in
1975, about 8 percent in 1976, and well above 7 percent in 1977.

Mr. Chairman, may I say that Mr. Greenspan, the Chairman of the
Council of Economic Advisors, in testimony before the Joint Eco-
nomic Committee has raised those figures. He feels that we might very
well have it up to about 8.5 percent in 1975, rather 8.1.

In view of the most recent unemployment statistics which show a
drop in employment, it is clear that the administration’s projections
as to tax cut and the relief that it will bring are unrealistic and under
their present policies the Nation faces an unemployment rate of
around 9 percent over the next few years.

I will submit the Nation cannot face such high rates of prolonged
- unemployment, that we must consider that rate totally unacceptable.
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Now allow me to quote from Henry Ford II when he told the Joint
Economic Committee about such prospects. He said: “In my judg-
ment, the American people will not and should not accept policies that
would lead to nearly 7 percent unemployment as late as 1978, as the
administration has projected.” Mr. Philip Klutznick, the Committee
for Economic Development, the chairman of the Research and Policy
Committee of the Committee for Economic Development, had similar
views, saying, “The scenario depicted by these figures,” looking back
to the budget figures, “is neither inevitable nor tolerable. It virtually
accepts stagnation as the basis for policy planning.”

The final blow comes in terms of the output lost under these cir-
cumstances, which is the fourth point supporting a larger tax cut. By
their own estimates, the administration states that the gross national
product, in 1974 dollars, will fall some $114 trillion below potential
between now and 1980. )

Let me just drive that point home. The administration’s own
projections state that we will lose in production under the terms of
their projections of unemployment, which they say will prevail be-
tween now and 1980, $114 trillion in lost income and product. And
I submit to this committee we cannot afford that kind of waste. That
is a waste of human resources, of productive capacity that is intolera-
ble. It is totally unacceptable. That is like saying we are willing to let
this year’s entire output of goods and services go down the tubes,
flushed out into the Potomac. I cannot even comprehend being able
to accept such a prospect, and yet, Mr. Chairman, I must say to you
that that is what the projections fully reveal. I submit to you that a
$30 billion tax cut pales in comparison with this tremendous loss to
our economy. There is a lot of talk about the Nation not being able
to afford a large tax cut and its resulting hard deficit, but I am sorry
to say that I do not hear enough talk on the fact, the clear fact, that
the Nation cannot afford such a loss of output. as the projections
reveal will take place.

Having mentioned the deficit, I wish to say a few words about it
since there is much confusion concerning its size and impact, and there
is a substantial budgetary deficit. That deficit is a testimonial. basic-
ally, not entirely but basically, to the recession. The mein point is
that the $53.5 billion deficit for fiscal 1975 is caused by the recession,
not by excessive Government spending. For example, if we maintained
the level of unemployment of 1974, about 514 percent unemployment,
the Federal Government would collect in this tax year $40 billion more
in tax revenues than we will actually collect. The deficit also will be
Tarper Beeause the Federal Government will spend over $20 billion
for income support for the unemployed. .

A recession does two things. It not only reduces your revenues but
it increases your expenditures for unemployment compensation and
the other income-supporting devices that we have in our governmental
structure, These two facts, the reduction in revenues and the outlays
for support for the unemployed, account for large deficits. which
means that very little of the current deficit is due to new Federal
spending unrelated to the recession.

Looked at another way, if we were operating at 4-percent unem-
ployment, which was considered to be an acceptable figure by some,

1 \
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we would not have to worry about a deficit at all. We would be enjoy-
ing a $17 billion surplus in fiscal year 1975 and a $12 billion surplus
in the Treasury in fiscal year 1976, according to the administration’s
own estimates.

What I am appealing to you, Mr. Chairman, and to the members of
this committee is to realize the potential that lies out here in this
economy unused, not called upon, untapped. I know that as Secretary
Simon said, he was horrified by the size of the deficit. None of us likes
that deficit. That deficit is something that causes all of us to gulp.

But I want to tell you that when you take a look at what is hap-
pening in terms of unemployment, the loss of income, the drop in the
gross national product, and the loss of revenues, Federal, State, and
local, that that is what should horrify this Congress, and there is no
one in this Congress that can bear to permit this to go on and consider
himself a responsible person. We cannot permit our economy to be
this weakened. -

Looking at the short-term loss of output that we are in the midst of
right now, this waste is going to cost this nation by not operating at a
1-percent unemployment over the 3 years—1974, 1975, and 1976—the
staggering sum of $600 billion of lost output. The size of the deficit
should always be compared to the amount of goods and services which
are lost to America forever.

Gardiner Ackley, the former Chairman of the Council of Economic
z\gli'isers, summed up the significance of the deficit’s size quite well. He
said:

The fact is that only once in the past quarter century, in 1967 and 1968, has
the size of Federal deficits been other than insignificant—except when, as now,
tax revenues were depressed by recession and high unemployment. And the only
legitimate complaint about the size of U.S. deficits in periods of recession is that
they have been too small. The deficit is too small right now. That is why we need
& large tax cut.

Now I know that runs counter to all of the conventional politics and
the so-called conventional economic wisdom, but I think this commit-
tec has to ask itself the question. How do we get out of this recession ¢
How do we shorten it? How do we get ourselves back on to the high
ground of employment and production? And I know of no better way
than to put money back into the hands of the American people and
let them make the choices as to how they wish to spend most of that
money. And that is what a tax cut permits, —

"I hope that T have now brought the deficit into some perspective rela-
tive to the size of the economy and the lost output due to recession. The
other area to examine, which also spreads a lot of fear, is what
does the impact of such a large deficit do to prices? In other words,
inflation.

Let me make the answer, I hope, short and clear. In the present situa-
tion of great excess capacity, idle resources and reduced private credit
demands, a large deficit will not be inflationary. I want to inject in
here what I just read yesterday after T had completed this testimony.
The National City Bank of New York, which is credited with having

-some of the best economists and making some of the more reliable fore-
casts, says that the rate of inflation, even with the refinancing that the
Government will have to do, looking even forward to a deficit of sub-
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stantially higher figures than what the Budget Bureau ﬁrojected, that
the rate of inflation could be down to 3 to 4 percent in the second half
of this year.

Walter Heller, a distinguished economist, has predicted between 4
and 5 percent. The studies whichr have been made by the staff of the
Joint Economic Committee under contract with Wharton School of
Finance and the Chase Econometrics, indicates about 5 to 6 percent.

So we have all been working on this. It is a fact that the deficit can
be financed without reigniting inflation, as the administration’s spokes-
men have indicated about it. It is a fact, at least it is the gudgment of
the best people that we can find, that this deficit can be financed and
still leave substantial amounts of credit available for the private
market and not have an increase in interest rates or to have inflationary
impact.

I would remind the committee that men of the quality of Paul
McCracken, former chairman of the Council of Economic Advisers,
has substantiated the comment that I just made here, and of course,
you have studied the evidence and may I say we would be glad to pre-
sent to this committee the analysis of the testimony that we have re-
ceived on this subject of deficit and tax cut.

I am not going to take the time to read the statement of Mr, Klutz-
nick from the Committee for Economic Development, or again, the
statement of Mr. Ford, but let me read what Mr. Albert Rees, the
Director of the Council of Wage and Price Stability, said. -

He said:

Even if appropriate monetary and fiscal policy combined with the natural
recuperative forces of the economy produces an upturn in economic activity in
the second half of 1975, I would expect the rate of inflation still be declining at
the end of the year. The slack and excess capacity that are checking the rise in
prices will not be immediately removed by an upturn—in the great majority of
industries slack will persist for some time into the recovery.

Now, I do not mean to say for a minute our task is not difficult. You
know and I know and members of this committee know that we have
an unusual and unique situation, the first time in our history where we
have had double digit inflation on the one hand and high unemploy-
nient on the other. That inflation, thank God, is going down, but much
of the reason for it is the cost that we are paying in recession and in
unemployment.

To sum up, if we truly want to combat inflation, economic growth,
not recession, is the answer. Such growth inevitably brings with it
productivity increases, which in turn will lower unit labor costs, costs
which have skyrocketed due to the unprecedented decreases in produc-
tivity over the last seven quarters. Recession does fuel inflation.-Fhus,
those committed to fighting inflation should sdlso lend their supnort to
stimulating the economy toward a healthy economic growth path.

Now, let me just speak now to some provisions of the bill which I
have before this committee. The rebates that individuals receive under
my bill, and I provide for a rebate on 1974 taxes, will be based on the
following structure: The rebate will be 12 percent of the 1974 income
tax liabilities, with $100 minimum and $250 maximum. The maximum
rebate is reduced by $1.50 for every $100 of adjusted gross income be-
tween $20,000 and $30,000. Thus, the rebate to those with income levels
over $30,000 will be $100. The ceiling and phasedown features allow
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one-third of the rebate to go to those with less than $10,000 of adjusted
ross income, while 85 percent of the rebate goes to those with less than
20,000 incomes.

To put it simply, my proposal of a $10 billion rebate provides that
persons with $20,000 mncome or less will get 85 percent of the total
package, and it does provide some rebate above $20,000.

The $1714 billion reduction in withholding taxes on 1975 incomes
occurs throth four provisions. The combination of provisions, which
were carefully drawn up to adhere to the four principles I cited earlier
are as follows:

My suggestions: First, reduce taxes for low-income taxpayers by $2.5
billion by increasing the low-income allowance from $1,300 to $2,000.
This would help the lowest income level taxpayer.

Second, reduce taxes $1.2 billion for those who do not itemize their
deductions, by increasing the standard deduction from the present 15
percent of adjusted gross income, with a maximum deduction of $2,000
to 17 percent and a maximum of $2,500. In addition to aiding low- and
middle-income taxpayers, this increase in the standard deduction
would also have the advantage of simplifying tax filing.

Third, reduce taxes $4.3 billion for individuals at all income levels
by increasing the present personal exemption from $750 to $850. This
change would focus benefits on the middle-income taxpayer who has
also been hard hit by inflation.

Those three provisions have much the same impact as the Ways
and Means bill before you now. One difference is that the increase
in the exemption provides somewhat more relief to middle- and upper-
middle-income groups. :

The major difference under my bill which makes it larger than the
Ways and Means bill is the following tax credit provision, and I con-
sider this the heart of it: Reduce taxes $10 billion for workers through
a refundable tax credit equal to 1.5 percent of wages up to $14,100
income. That is the figure on which the tax is paid under Social
- Security. This change will benefit all workers up to the maximum
level of payroll taxes and be financed from general revenues. It would
not alter the Social Security fund—in other words, you do not take
that out of the Social Security fund.

Senator Dore. Is that in the House bill ¢

Senator Humpnrey. That is not in the House bill. This is a provision
that we include.

The Cuarrman. Well, Senator, if I might just interrupt you—I
think the House bill has something like that.

. S]en?ator Humpnrey. They have a work bonus, T believe, is that not
right -

The Crarman. We called it that when we did it for twice that
figure, a 10 percent figure, and they did it for a 5 percent, but it is a
similar approach.

Senator HumpHREY. It is a similar approach. but it is of lesser
amount. -

The CrHaIrMAN. Theirs cuts off at $6,000.

Senator Humpnrey. Yes. I feel, Mr. Chairman, on this point, that
the Social Security tax is one of the heaviest taxes that a workingman
pays, and indeed, one of the heaviest taxes that an employer pays,
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and you tax up to $14,100. That is the cutoff under Social Security, and
it seems to me that if we are going to give some kind of a tax credit—
whatever amount it ought to be, whether it is 115 percent, 1 percent,
or 2 percent, whatever you decide to do, that it ought to be on that
income, on the $14.100 and below. _

Senator DoLe. The emgloyer would not get his share back, would he ¢

Senator Huspnrey. Noj this is on individual income tax.

A fifth provision in my bill is to expand business investment by
increasing the investment tax credit from 7 percent to 10 percent for
all businesses, including utilities. Utilities are p_respntly 4 percent.
Might I underscore the importance of this for utilities. .

The utility.industry with all of its problems has had very serious
financial difficulties in expanding its plant capacity. I do believe it is
absolutely necessary in tax law whatever we do now and in the days
ahead to look at capital formation. I think the time is at hand for
us to understand that it takes more money to create & job now than it
did in years gone by.

S;mator HanNseN. Is this true of the oil industry, would the Senator
say

Senator Humpirey. Yes; I think that is true of the oil industry.
It is true of all, and T know that the oil industry goes through very
sorilous problems of financing, but they also are eligible for the tax
credit.

Senator DoLe. Are those tax credits permanent?

Senator HumpPHREY. Yes.

Senator Dore. Not 1 year?

Senator HumpHReYy. The investment tax credit is two years. How-
ever, may I say that T would be prepared to include it for a longer
period of time. I think that it may very wéll need a longer period of

_time. I weighed this out at the time because most of the benefits of
my bill are in a 2-year period. and therefore I kept the investment
tax proposal in a 2-year level, but T am a proponent of investment tax
credit. I think it is necessary, particularly in these days of the high
cost of capital equipment.

Taken together, these provisions of the Tax Relief Act constitute a
$20 billion package which provides relief to all taxpayers. I feel that
it is not only equitable, but economically sound, in that the bulk of
the tax relief, 75 percent, goes to those making $20,000 or less.

However, I also feel that a strength of my bill is that it does provide
a modest rate of relief to higher income taxpayers as well, for they
too have been pulled into higher tax brackets by inflation and there-
fore deserve some adjustment in their taxes.

The exact way in which this package provides tax relief to various
income groups is shown in table 1 which is attached at the end of this
testimony. To be more specific, and to indicate exactly how much more
disposable income a family of four will have in 1975 under the with-
holding tax cuts in my bill, table 2 shows these additional disposable
income amounts for families at different income levels. Table 3 pro-
vides the final summary of what the average family, at different in-
come levels, can expect to receive in increased disposable income in
1975 if my bill is enacted.

A family of four with a $10,000 income, that is adjusted gross in-
come, which would have received $104 under the President’s program,
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will have at its disposal an additional $381 in 1975 under my bill, and
Mr. Chairman, this is where we started with the question of whether
you are a trickle-downer or a percolate-upper, and I am a percolator,
not a tricklelator. -

Senator Dore. That is an additional $381¢%

Senator HumpHrey. That is a $381 total.

Senator Hansen, Well, this says an additional $381.

Senator Humpurey. That is an addition to him. Excuse me, that
is got good sentence structure. I am very sorry. It is $381 as compared
to $104.

Senator DoLe. We did not want to percolate it too much there.

Senator HuapHRrey. This gives a rather substantial increase to the
folks. I am sure you will agree that these provisions are relatively
simple and could be implemented quickly since four of the five are
simply extending current provisions in the tax law. The only novel
provision—and that is not too novel—is a tax credit of 114 percent on
the first $14,100 of earned income, which, as the Chairman well
recognizes, is simply a modification of his work bonus proposal, hav-
ing a lower rate but higher base.

In effect, this returns to workers a part of their social security pay-
roll taxes. Without disturbing the social security system, since it is
financed by general revenues, it effectively reduces the burden of the
regressive payroll tax and concentrates the tax relief in the bottom
half of the income distribution.

Now, the final principle my bill meets is that it will not erode the
long-run revenue capacity of the tax system. This raises the whole
question of timing which is crucial to the tax bill Congress passes.
Virtually all of the Joint Economic Committee witnesses have argued
that the tax cut should include permanent provisions in addition to
the 1974 tax rebate. This advice came not only from well-known liberals
like Charles Schultze, Gardner Ackley, and George Perry, but also
from such very responsible conservatives as Paul McCracken and
Hendrik Houthakker.

I fully agree with the need for a permanent tax cut, both to sustain
the recovery once it begins and also to correct for the inflation-induced
tax increases of the last 2 years which have increased people’s money
income, pushed them into higher tax brackets while their deduction
and exemption amounts have been eroded. Nevertheless, in order to
protect against any possibility of eroding the revenue rasing capacity
of the tax system, my bill says that_.al% of the provisions will end
December 31, 1976. -

I do foresee, however, that tax reform measures which I expect to
occur in the next 2 years will allow for the increases in the low-in-
come allowance, standard deduction, and exemption levels to become
permanent. In other words, the two credit provisions will terminate
at the end of 1976 for sure, while I expect the other three provisions
to be permanent increases.

Thus, my overall tax relief-stimulus scenario goes as follows. In
1975, with the tax rebates and other tax reductions, $30 billion of
urgentlly needed tax stimulus will be provided, and Mr, Chairman, if
that is legislated; I predict that you will see this economy come alive.
What the country needs more than anything else is a statement of

48-493 0 - 15 - 12
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the economic ground rules by Government. No one knows what is
going to happen now, and once we have put it together, and the in-
vestment community knows what the ground rules are, and the con-
sumer knows that there is going to be something more than that pay-
check. that is the worker, I teﬁ you that this economy has within it
the vitality to come alive again, and we can have a recovery that could
be substantially more rapid than some people have predicted.

It is my judgment that what is needed is a sufficient injection of
cconomic stimulus to get things going. Now, as I said, this scenario
would provide in 1976 for $20 billion of tax relief which because of
the termination of the tax credits, will go to a level of $10 billion in
1977 and thereafter. This 30-20-10 combination seems to provide an
optimal combination of initial and sustaining stimulus, as well as pro-
viding appropriate adjustments in the deduction and exemption levels.

I have presented such a lengthy statement because I fell so strongly
that this country is in an economic crisis and that there are strong,
compelling ecconomic arguments which indicate the need for a large tax
cut, both this year and continuing into 1976. I want the Senate to
enact a measure that will stop Arthur Okun’s dire statement from
becoming a reality, and Mr. Okun, who is a respected man, says: “It
becomes ever more likely that the history books will record this epi-
sode as a depression rather than a recession.”

Now, this does not have to be the case, and I repeat that the ele-
ments for economic recovery are with us, if Government will make
up its mind what it is going to do, but Mr, Chairman, up until Decem-
ber, the President was talking about a tax increase, and we have had
phases and freezes and suggestions of tax increases and tax reduc-
tions. Congress has been at it; the President has been at it, and I am
of the opinion that whatever we do, we must come to some agreement
and give the signal to the country that we are ready to go to work.

In the next few weeks, if Congress takes appropriate action, we
can get this economy moving forward again. I am sure that the dis-
tinguished members of this committee will respond to this great chal-
lenge and responsibility and help make 1975 the turning point on the
road to sustained growth, prosperity, and full employment.

I ask that those portions of my testimony that I skipped be included
in the record, the whole statement.

The CramMax. Senator, you made a fine statement and in my
opinion you also made a very fine presentation on nationwide televi-
ston over the weekend. I got to seee most of it. I did not know you
were going to be on. I got in about one-third of the way through,
and it looked to be a very fine statement to the country of what your
thoughts are on this subject.

I am going to instruct the staff on this committee and the Joint
Tax Committee staff to summarize the testimony before vour Joint
Economic Committee and to bring us a summary of what each of
the witnesses testified to, so that we can review that in greater detail
if we want to- T hope that we can avoid having to hear these witnesses
say the same thing to vou that they said to us, but we certainly should
be appraised of all information insofar as your committee might want
to suggest to us that we particnlarly take note of what certain wit-
nesses testified. I for one would welcome that, and I would try to
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bring it to the attention of our members, because I assume that what
you are testifying to here does represent the consensus of the judgment
of the Joint Economic Committee.

Senator HumpHRey. Yes, Mr. Chairman, we will ask the staff of
the JEC to give you the names of and indeed the excerpts from the
testimony of certain key witnesses that cover a wide political
spectrum.

[The material referred to follows:]

EcoNoMIc PRorPoSALS BY ECONOMISTS APPEARING BEFORE THE JOINT EcONOMIC
CoMMITTEE ANNUAL HEARINGS ON THE EcoNoMY (UP 10 MaARcH 13)

Philip A, Klutznick, Chairman, Rescarch and Policy Comniittce, Committee for
Economic Development (February 28, 1975)

TAX REDUCTION

In a speech before CED's Research and Policy Committee which I delivered
on January 9, I called for net fiscal stimulus of about $25 billlon.

I called for a 3 percent tax credit against the first $15,000 of earnings. I also
had in mind a significant rise in the investment tax credit, involving a revenue
loss of $3 to $4 billion.

Dr. Ronald E. Muller, Professor, Department of Economics, American
University. (March §, 1975)

a. Effective FY 1976, I recommend a change in the tax treatment of major
U.S. Energy Conglomerates to bring their effective corporate income tax help up
to parity 1with the rest of American industry by :

(1) the complete removal of the domestic ol depletion allowance for Energy
Conglomerates only, and its continuation for nationally-operating Domestic
Producers. This proposal is aimed at generating needed tax revenues from those
who would be least hurt, while stimulating effective competition in the part of
the l:energy sector where that is still possible—i.e,, on-shore domestic supply
markets.

(ii) adoption of S. 651, placed before the current session of the Senate by
Senators Church, Haskell and Ribicoff, which deals with the removal of the
basic loopholes in U.S. taxation of foreign-earned income by all American-based
companies.

(iii) an addition to S. 651, to be applied only to major Energy Conglomerates,
which, in a two-year incremental process, would remove the use of the foreign
tax credit, and replace it with the straight deduction method.

b. The adoption of only proposals (i) and (ii) above should provide tax
revenues of some $6 Billion. -

¢. Effective FY _1976, I recommend a program of tax and other incentives
which effectively deal with energy conservation, recognizing expliclitly the sec-
toral interdependence of transportation and energy demand. The program I
recommend includes:

(i) To accelerate the restructuring of the tramsportation sector towards
energy conservation, I recommend a differential tax credit to transport producers
of two percentage points above the all-industry investment tax credit, but only
for investments in new vehicles and transportation systems which are both
energy-conserving and responsive to environmental constraints already estab-
lished by Congress.

(ii) Whereas the above proposal attacks the supply bottleneck in energy-
conserving transportation, demand side inducements should be provided for
through enactment of Title V of Bill S. 505, introduced by Senator Church in
the current session. It provides for a graduated sales tax on automobile pur-
chases as an Inverse function of fuel performance, and a graduated tax credit
on new cars with superior fuel performance. This provision, however, should
bhe modified to base the level of tax or credit upon a percentage of the selling
price. and not upon absolute dollar values, as it is now formulated.

(111) I also support a Federal Sales Tax of five cents per gallon of gasoline,
as a further revenue source for energy and transportation programs.
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Mr. Arthur M. Okun, Senior Fellow, Brookings Institution (February 28, 1975)

“The Congress . . . instead of a declaration of war against recession . . .
ought to separate the rebate_from all other tax issues and enact it immediately
at a level at lcast matching the $12 billion proposed by the President.”

It should be followed by a further tax cut working through the withholding
system that provides $10 billion during the second half of 1975 and another
$10 billion in 1976. The increase in the investment tax credit should also be
extended through 1976. All in all, I am urging a total tax reduction of $26
billion in 1975 and about half that amount in 1976.

Mr. Wildur J. Cohen, Formerly Secoretary of Health, Education, & Welfare
(March 18, 1975) .

TAX POLICY

I recommend that the temporary tax reduction be increased by about $10 bil-
lion and that the permanent tax reduction be reduced by about $5 billion, or
more, if feasible.

Mr, Michael K. Evans, Chase Econometric Associates, Inc.

My own personal plan is that a flat per capita credit be given to all individuals
with 1974 income of less than $25,000. The credit could be gradually reduced in
the $25-30,000 range, with no credit at all for those whose incomes exceeded the
$30,000 figure last year. In order to maximize the effect of such a refund, it
lshould occur as early in the year as possible and should be distributed in one
ump sum.

I am &lso in favor of the increases in the minimum standard deduction and
exemption which have been proposed for low-income people, and believe these
should be made permanent. However, I think more should be done to restore our
tax schedule to its previous function of acting as an automatic stabilizer in times
of recession. In order to do this, I suggest that the tax tables be denominated in
terms of real income rather than nominal income. Then an increase in income due
only to inflation would not result in a taxpayer moving to a higher tax bracket.

A temporary tax credit increase would have a very limited stimulative effect
8n the economy. I definitely favor an increase to the 109 level on a permanent

asis.

We will need stimulus and incentive to increase supply if we are to increase
demand through fiscal policy, and an expansion of the investment tax credit will
not prove sufficient. Thus I believe that the reduction in the corporate income
tax rate from 48% to 429% is both a necessary and powerful tool to accomplish
this increase in productive capacity. -

Mr. Charles L. Schultze, Brookings Institution (January 23, 1975)

First, an immediate tax rebate on 1974 personal income tax liabilities of $12
billion should be enacted. This is the same size as the President has proposed, but
it should be patd in one installment, as soon as possible.

A cutoff of $700 instead of $1,000 might be reasonable, with the funds thereby
released used to increase the size of reduction for the lower end of the scale.

“Second, a permanent cut of $10 billion in personal income taxes should be
enacted to be reflected in withholding rates as soon as possible . . . I would
urge a tax credit of 134 percent on the first $14,000 of earned income.”

An additional component of the permanent tax cut should be an increase in the
investment credit from 7 percent to 10 percent, including a provision allowing
public utilities to take full advantage of the 10 percent credit. This would cost
an additional $214 to $3 billion.

A third element of the fiscal stimulus should be a counter-cyclical revenue
sharing program, which provides additional funds to state and local govern-
lrlnex:iti l(tiurlng perlods in which unemployment is high and local revenues are

ard-hit. -

Just at a time when the economy calls for maintaining employment and
avolding tax increases, state and local governments are having to do just the
opposite. A $6 billion counter-cyclical revenue sharing program for calendsr
1076 should help arrest this trend. The total amount to be distributed should be
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tied to the unemployment rate, so that with economic recovery, and a resurgence
of state and local revenues, the grants would be automatically reduced, falling

to zero when the unemployment rate reached 414 percent.
It these proposals were enacted by April 1, they could put approximately $25
billion of stimulus Into the economy in the current calendar year. But only $18

billion of the cuts would be permanent.

Senator HumpHREY. The interesting thing here, in all that we have
heard, is there is so little disagreement about what needs to be done. It
is realiy amazing.

Outside of the administration witnesses—and I understand that
administration witnesses, once a policy decision is arrived at, those
witnesses are obligated to follow that policy decision. I have been
through that experience myself, but all of the other witnesses, Senator,
have been advocating tax cuts substantially higher than the Presi-
dent’s, and most all of them substantially higher than the House Ways
and Means. The $30 billion figure is, I would say, representing the
majority of the witnesses. They have been talking $25 billion to $35
billion. We come down in between, not because we are looking for an
in-between point, but because of the studies that we had made and the
econometric models that we used. We found that this type of tax
stimulus would have the most effective impact without inflationary
prospectsin it. _

The CHarMAN. Now, Senator, the next witness will be testifying
to the point that if we are going to sweeten up the investment tax
credit as an incentive for business to invest in new plant and equip-
ment, and to put more money into expansion, then at least part of that
investment tax credit ought to be put into a fund for employee stock
ownershi{).

In the last analysis this is money we are paying out of the Treasury
to help people buy new plant and equipment, and some of that ought
to find its way into employee stock ownership, so that the workers will
share in some of this and it should not all be just a handout to the 10
percent of people in this country who have the good fortune of either
owning some stock or inheriting some stock from their parents and
grandparents, "

I would hardly think that this would at all conflict with your
philosophy of life, We would like to think that in 25 or 50 years from
now the wealth of this great Nation, including all of the productive
facilities, are owned in substantial part by the people who by the sweat
of their brow and their diligence and hard work made it that way, not
Just so they inherited that from papa or grandpa, I see you nodding
agreement.

I think you would find some sympathy for a suggestion, particularly
for the large concerns, that part of that investment tax credit money
ought to go into employee stock ownership.

Senator HumpHREY. I want to say I generally am sympathetic to
that idea. I have heard about this. In fact, we are asking our staff on
the Joint Economic Committee to look into this now and get the initial
study of it to see whether we ought to explore it further, but obviously
here in the legislative committees is where this kind of constructive
idea belongs.

Might I make a suggestion ¢
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The Crarrman. Well, this committee approved this principle in
other situations, and I think we ought to be thinking about it. In
other words, if we are going to provide vast amounts of money, whether
it is in a tax credit, or whether it is loans out of the Treasury or what-
ever it may be, we ought to be trying to move this Nation along toward
the point where the investment facilities of the country are owned, at
]e;;‘lsli1 in part, by the people who work to manufacture and produce all
of that.

Senator HumpHrEY. I think it would have a very, very good, sta-
bilizing effect on our economy, this sense of ownership, a sense of
participation.

By the way, Mr. Chairman, there is a gentleman from Richmond,
Va., that I would like to call to your attention. He has been a member
of the district Federal Reserve Board in that area. He is the brother
of distinguished Associate Justice of the Supreme Court, Mr. Lewis
Powell. The man that I refer to is Mr. Angus Powell. T will send you
a copy of the statement that he presented to me. I had a long conversa-
tion with him where he provided me with a statement of his views on
matters very similar to what you are talking about now.

He is a businessman. He was the president of a substantial furniture
company, a family company of many years standing, and I tell you
I am of the opinion that men with that kind of background, that come
from the business world, have a great deal to offer us in talking about
investments, tax incentives, and the way that we can more fully
involve the general public in our corporate setup.

Without going into any detail, if you do not mind, I will send -you
personally a copy of the testimony. You may want to have your stafl
look it over, and you may even want to contact this gentleman because
he is a man of considerable substance and means.

The CHammaN. I would welcome that. I can assure you that you
gg‘le] going to have the opportunity to vote for that approach on this

ill. .

Senator HumpHrey. I will welcome it, Mr. Chairman.

The Craryax. I would like to get your views on one thing that
has occurred to some of us on this committee. I am not talking about
the amount that the tax cut should be at this point. We will work out
whatever appeals to the Senate by the time we are through. I think
that your figure of $30 billion. which is substantially above the House
figure, makes a great deal of sense, and I hope we will recommend
more than what the House recommended. I am not sure whether it
will be the whole $30 billion, but you will have a chance to seek to
make it that on the floor anyway if we recommend less than that.

I find a lot of appeal to the theory that we might consider providing
a tax credit for people who buy new homes.

Senator HuMPHREY. Yes. . .

The CraRMAN. Now, when a fellow buys a new home for himself
and for his family, if we could give him a tax credit for 5 or 10
percent of the purchase price, that would help to establish a little
equity over and above the down payment, and it would also help to
make people think that now is the time to buy a new home. I would
like to know what your attitude would be toward that type of program.

Senator Humenrry. Strong support, Mr. Chairman, absolutely.
Let me tell you, anything that this committee can do to get this hous-
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ing industry of ours back on the track again would be one of the finest
contributions that can be made to economic recovery. Plus the fact
that to own a home promotes more political stability in our country,
more sense of community, more sense of belonging than almost any-
thing that can be done, and I want to say from the social point of
view, the political point of view, and the economic point of view that
this country needs a national housing policy that permits a_ person
to buy a home at reasonable rates of interest, and to enjoy what you
are talking about here,n tax credit. Why not? If you are out here,
and you are going to buy a piece of equipment for your factory or
even your farm, you can get a tax credit, but what is more important
than having a home, and the rippling effect of that investment in a
home goes all the way through this economy. I would hope that you
would do it.

Let me give you another suggestion. I do not know whether or not
this committee can handle it or not, but you and I are familiar with
folks that fix up their own homes. You take where I live out there is
White County in Minnesota. We have got workers that work in town.
They have a little home out around one of the small communities,
Dellanar, or Howard Lake, or Waverly, or Kokato, and it is a small
little home. They take many ycars to guild it. Sometimes it actually
starts with just the basement house, as I have seen, and then they build.
and then finally they get their home, and then they decide, well, T
guess, I will put on a family room, and the fellow does it himself.

These are people that are relatively skilled craftsmen, and maybe a
son helps them or a neighbor, and they put up a family room, and
what happens is he has improved his house. And then what happens?
Immediately the tax assessor comes along and says, “Aha, you have
improved your house,” and he immediately assesses him more taxes.

Now, I have talked to the members of the Minnesota Legislature

about this, including my own son who has fortunately done something
about it, but to say that this will not be included, you know, you have
to have some limits on it, but up to certain limits, will not be included
for purposes of tax assessment, because what we need to do is promote
not only the purchase of new homes, but the rehabilitation of those
that exist.
We Americans have got a habit here of tearing down anything that
looks like it has got a scratch on it, and actually many of these homes
that were built some years back have basic structural design that is
better than some of the new ones, and if you can add on to those, and
if you can refinance them. and if you can rehabilitate them, I do not
think they ought to be socked with an additional tax. I think we ought
to encourage people to improve their neighborhoods, and the way you
improve your neighborhood is to improve vour part of it.

And anything that this committee can do—you have got some very
bright people here on the staff, plus the great ability and competerce
and wisdom of the Members, and T am sure that you can find ways and
means to get some incentive to individuals to own a home, to improve -
a home, and to improve a neighborhood. T think that is every bit as
important as improving a factory.

The Citatryax. I think we are going to do something about that. I
will try to do something about encouraging home ownership. and inso-

' \
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far as we overlook the points you have in mind, I hope you will bring
them up on the floor.

Senator Humpnrey. Well, you take a look at it. It may not be very
practical for the Congress. I do not know. But I know it is practical
business. It is just an outrage that people that go to work their heart
out—you know they talk a%out home windows and so forth. I have
seen folks out our way that went around and fixed up and put on alu-
minum, for example, siding, put on storm windows, these special kinds.

The next thing you know, in comes the assessor who slaps on an-
other tax. The guy is not sure whether we believe in the energy conser-
vation program or not, and I hope that we can do something about it.
_The Cuarman. I think that is a good suggestion, and I hope that
if we are able to do this that your friend Arthur Burns will not sop
up all the benefit of it by raising the interest rates on this poor soul
when he buys his home, or businessmen raise their price to get it back;
and I hope even our labor friends would be willing to agree to try
to limit any wage demands to productivity while we are trying to
get this economy going, because I think all of that will help to get
a housing boom going.

I think that is one of the things we are trying to do, spark a housing
boom, as a part of the movement to get this Nation out of the recession.

Senator HuspHrey. I have got a suggestion, Mr. Chairman. I think
that what needs to be done after we pass this tax legislation, and
hopefully the Proxmire bill and other like it—I am associated with
Senator Proxmire on his housing bill, and I am offering some addi-
tional provisions—-that once we have agreed on a housing program here
and a tax program that the President of the United States will
call in Dr. Burns, call in the building trades, call in the homebuilders,
call in the bankers and say, “Now look. let us have a little social con-
tract }’1’ere for a while and see if we cannot get this country moving
again.

The best way to get everything going is for everybody to get a piece
of the action, as they say, and not to try to gobble it up, and in some
way or another, this has got to happen. You paint a picture here that
could happen.

Now, we can give tax relief, or we can get a housing program going,
and along comes Dr. Burns and the very timid Federal Reserve Board.
The minute they see recovery, they get frightened, and they feel that
they have got, somehow or another, to pull back. I want the Federal
Reserve Board to get a cruising speed, not to get this business of the
stops and the gos. We have always talked about being present on the
takeoffs instead of the crash landings in foreign })olicy. I think the
Congress needs to be involved in the whole matter of economic recovery
on the takeofTs. -

Now. do not misunderstand me. I know the Federal Reserve Board
has a diffieult job. but that does not exeuse them from the mistakes
that they have made or the necessity of trying to maintain an eco-
nomic recovery. We can fool around here with the tax laws. )

T want to say this: We can reduce taxes and reduce taxes, but if
that money supply is not available and if the credit is not available
as reasonable rates of interest. we will have just been in an exercise
in futility because you have got to come along. -
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You heard what I said on the television show. This economy from a
governmental point of view is like a three-legged stool. There is the
budget policy, then there is the tax policy, and then there is the mone-
tary policy. Now, if you get the budget policy and the tax policy work-.
ing together so they are somewhat in balance, but that monetary policy
is a short leg, and you sit on that stool, you know where the economy
falls. Short-legged stools are not very staf))'le.

The CuarMAN. Well, you know, those fellows are supposed to be
working for us down there, Senator. Under the Constitution, the power
that they have is vested in the Congress, and that was farmed out to
them. One of these days we may find it necessary to try to regain
some of that power.

Senator HuMmpHREY. I suggest that we cut their terms in half, from
14 years to 7. I think that is good ; I think we should do it, and I think
we should lay down some guidelines for members of the present seven-
member board of the Federal Reserve. Four of them are associated
with the Federal Reserve system, two of them are nonbankers—Mr.
Wallich and Mr. Burns—and one of them is a banker.

I have yet to see a farmer on there. I have yet to see a fellow that
is & worker. T have yet to see a real small businessman for a while
on that Board, and I do not happen to think that a handful of people
from the Federal Reserve System have almightly knowledge about
how this economy ought to go.

The Cramman. If you do not watch out, Senator, they will put a
farmer on the Board who is nominated by the Manhattan banks, which
is the thing you have to be careful of when you put that farmer in.

Senator HuMrHREY. Well, Senator Dole and Senator Nelson, just to
mention two that are here, and I am sure Senator Hathaway and
yourself know the differénce between a farmer with that stuff on his
shoes and the one that has got that patent leather.

The CHAIRMAN, Senator Nelson ¢

Senator NELsoN. You might consider this a frivolous inquiry in the
field of semantics, but I am curious. You stated that sort of a broad
spectrum of economists supported your proposal, inclulling as you put
it, well-known liberals and responsible conservatives.

Senator HumpHreY. Well, there is a way of trying to be more precise
in my definition, Senator. :

Senator Dovrk. The liberals are not responsible, right ¢

Senator HumpHrey. They are very responsible. The assumption is
the responsibility of the liberals. I did not think it was necessary,
Senator Dole, to add to the wordage.

Senator NELsoN. You were here during part of the testimony of Sen-
ator Kennedy and Senator Hollings. You did not include in your pack-
age for immediate action repeal of the depletion allowance ?

Senator HumpHREY. No; I did not. I want to say that I feel that the
most important need of the Congress is prompt action on tax relief.
If that depletion allowance amendment comes up, I want to be very
candid with you as to what T am going to do. I gather it will come up.

I shall vote for it, but I felt that the most important thing right
now is to get the $30 billion tax cut. I think that is what is needed. I
am for tax reform. make no mistake about it. I started out on the de-
pletion allowance before anybody that is at this table except Senator
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7 Tong was in the Senate. We started fighting on this, not exactly on the
same side, 25 years ago, and I have not given up.

I think there are just two-kinds of people, losers and survivors, and I
intend to survive on the issue, and so we will be there when the roll is
counted. But I did feel—and I express my feeling in specific legislative
proposals. I introduced a tax reduction bill, and a separate bill on tax
reform, But Senator Long, I want you to know when the bill is called
up as it is for oil depletion, you would not expect your old friend
Hubert Humphery to run away. I will be there, and I am sorry I am -
going to vote for it. _

I am not sorry. I am just going to tell you I will vote for it, and I
do not suppose I could restrain myself from speaking for it. That
would be asking too much of me. ‘

~ [General laughter.]

Senator NELsoN. Do you share the viewpoint of the large number of
economists—some of which you have mentioned—across the whole
spectrum philosophically, and the administration, that an immediate
tax cut, the sooner the better, is vital to the economy ?

Senator HuarpHREY. I do.

Senator NeLsox. Well, this is the curiosity that we face, is it not? I
also favor repeal of the depletion allowance if, in fact, the economists

_are right, and as I said earlier to Senator Hollings, I do not have much

confidence in them. Very rarely do I admit publicly—and this is really
off the record—that I majored in economics, as a matter of fact, but
I think the economists’ record is great when everything is going well
and all of the businessmen and all of the economists can predict what
will happen next year based on what happened last year, but when
what happened last year does not happen this year, then they are
confused.

The opportuntiy to vote on the depletion allowance will occur at
least is easily two different ways before the year is out. One of them, on
the energy package which will come over from the House, will be a
very substantial package. I assume if it were not included in the bill by
the House Ways and Means Committee, it would be included in that—
bill by the full House because, by a very strong margin, they included
it on this one.

And even if we let it come through, there will be a tax bill which
can come through, even very minor, on which it can be fixed. My
query is: Is it important enough to table, lay aside, withhold action
on the depletion allowance in order to get quick passage of this bill,

—_~or is the politics such that we will go into a debate on it the last week,
and surely the bill cannot get before us. We will not finish hearings
until Wednesday of this week. You have got 2 days to mark up a com- —
plicated bill and then the committee report, and hopefully on the floor
o}f the Senate on Monday, it can be delayed at least 1 calendar day
there. e o

But even if it were not and there is controversy in it—that is, the
depletion allowance—there is no way that I know of that it can be
acted on. Then there are 3 weeks of the recess period, and then at
least another 10.days.or 2 weeks of debate on that issue, which says
tl? nll)eﬁhat it is going to be 7 or 8 weeks before you could finish getting
the bill out. :

——
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Now, the gut question is, are there enough people around who really
believe that the cut is necessary to vote to table the depletion allow-
ance, whether they are for it or not, and await the opportunity to vote
on it later on in the session, or is the politics of the situation such that
nobody wants to go back home-to defend voting against what he has
supported all the previous year?

Senator HuapHREY. Senator, I do not suppose there are any easy
answers to these types of questions. No matter what we do, there will be
people who will misunderstand us. I will vote for the depletion allow-
ance amendment; I will not vote to delay this bill unduly. I do not
think there ought to be a delay of a week. We know how we are going
to vote on depletions. There is not a person’s mind that is going to be
changed around here on depletion allowance. Everyone knows exactly
how he stands, and I want an up and down vote on it. If it passes, we
go to conference with the House on a bill. If it does not pass, I think
that it should be set aside and that we should not be haranguing and
carrying on. We can come back to it another day. -

The important thing is, you have to have priorities. The important
thinﬁ is, you have to get a tax bill that is substantial in size for a cut to
get this economy going. I do not think we can afford to fool around with
a country that has unemployment rates that I think are substantially
higher than 8.2 percent. I just do not think that we can afford to do
that. I think it would be irresponsible. If we believe that a tax cut is the
medicine—at least part of the medicine—we have got to come up. and
bite the bullet, as they say, orto take the bitter medicine and take'the
consequences. Therefore, they will call up the depletion allowance, we
will have a debate on it. I hope that our colleagues will understand
this; when the roll is called on that debate, I intend to vote for it; and
then, if it is not successful. I think it would be very proper to set it aside
and come back and catch it on another date. I do not think that we can
afford to be debating a tax bill up until the month of May. We ought to
have tax rebates out by May. We ought to be able to have tax legislation
on the President’s desk so that we can start to get this paycheck a little
bit bigger and back to these workers; get these people back to work.
Mark my words, it is going to take time anyway. Every week that we
delay I think it costs us money. —

Senator NeLson. Well, I would not pursue this question ordinarily,
nor would I bother to pursue this question with a good many Senators,
but since your prestige and leadership is of such great consequence in
the Senate, I do pursue it. Your answer is not really responsive. You
said you would vote it up or down if it did not_prevail; then we
move on, o .

That is not the issue. As the Senator knows who handled the civil
rights bill, which was the longest filibustered bill in the history of
this country—some 84 days—there are people who genuinely, honestly
believe that it would be a serious mistake from the standpoint of the -
interests of our country to repeal the depletion allowance.

Senator HuspHREY. I understand. i .

Senator NELsoN. And their arguments are substantive, not frivo-
lous; they are substantive. They believe it and they-believe it strong-
ly. Therefore, in my judgment, it is absolutely clear, there ain’t goin
to be any up or dowmvote by the end of Friday, March 21. So, the rea
question is, if it comes to that, and it is clear that an up and down vote
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cannot be achieved, you could not even do it with cloture, if you
moved it on Tuesday, and you could do it with cloture, if there were
enough people that got their 1 hour, it will not be done.

Now, my next query is, would you at that stage, if it were clear,
vote to table the measure with the assurances that you would have an
opportunity to vote on depletion allowance some time between now
and July first, either on the energy bill or on another bill?

Se;mtor HuspHREY. Are you asking for me after the first cloture
vote ! -

Senator NELsoN. I-am saying you know the rule as well as I do.
You would not even get a cloture vote if the bill does not come down
until Monday, which it will not; and there is a one day delay before
you pick it up. You are talking Tuesday.

Senator HumpHrEyY. That is right.

Senator NeLsox. Well, you get the cloture vote ; but with the cloture
vote and everybody having an hour, you do not finish it by Friday
anyway, do you?

Senator HuMpiirey. But if you got the cloture, Senator, I think
then it would be pretty clear that no matter what the opposition is, it
would be in the bill. After a first cloture vote, if it did not succeed,
1 would vote to table, to set it aside.

Senator NELsoN. You mean if you did not achieve cloture on the
first vote?

— Senator Huspurey. Yes, sir.
"~ Senator NeLson. Well, T think that is an important point because
I think that is where we are at.

Now, as I said, I am not sure it makes that much difference to me
from a philosophical standpoint because I do not have that much
confidence in what any of these measures will do. Maybe they will not
do anything. But if they will do what the economists and the Admin-
istration think they will do, then the bill ought to be disposed of and
not sit here for three weeks plus two or three weeks after we come back.

Senator HuypHREY. Well, Senator, since we are taking time to dis-
cuss this, let me say I realize the importance of vacations and I like
them and I surely have some plans for this Easter recess, but if neces-
sary I think that I could forgo a part of that recess, indeed all of it
if T had to in order to get a bill out. I think we ought to get a bill
out and get in onto the President’s desk so that this tax reduction can
be effective not later than the first of May.

I would suggest the following. We are going to have to vote on
depletion. I have told you and the committee that if the amendent is
called up, I shall support it.

Second, T believe that'there will be a cloture petition filed. If that
cloture petition is filed, and let us say that you get 58 votes ipstead of
60, I think it is fair to say that you might expect a second one. But
I am not going to sit around there as a Senator and permit a debate
to go on for weeks on a depletion allowance when I know.it can be
brought up again, and thereby having that delay jeopardize the ef-
fectiveness of a substantial tax cut. -

To put it directly to you, I will vote for cloture, I will vote for
depletion allowance. If there seems to be protracted delay, I will be
one of those who has the guts to say let us'vote to set it aside and let us
come back and vote another day. That is not exactly the scenario I
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would like, but most of the things I have had to face lately I have not
liked. I am prepared to take another one on. I have a record of 25
years for-being for the repeal of depletion, and if one vote on that on a
procedural matter in order to get, after having listened to witnesses
for weeks and weeks and weeks, a tax cut that I believe is absolutely
essential for the vitality and the health of this economy, I am not going
to stand, I am not going to be stubborn and bullheaded and sit there
and let it be delayed and delayed and delayed, if it seems like it is
impossible to get some action on depletion. )

But, I think I have a right to at least have a fair shake of the Qlce,
as they say, and that is at least a cloture vote; if it is close, possibly
a second one, and then we know what the facts of lifeare.

Let me just say that on this tax reduction bill, we sre losing about
$5 billion a week in-goods and services by this economy faltering the
way that it is. Might I say that I think that we cam pick up $3 billion
in this economy, which 1s what a depletion allowance amendment
would give you, in another way, other than just depletion. Again,
I am a strong antidepletion fellow. I want to make my fight, and 1
want to say to the chairman that if we do not make it on this bill
promptly, you will see me again, as you know, in the good old spirit
of Senate debate.

Senator DoLe. Mr. Chairman?

The CrairMAN. Senator Dole?

Senator DoLk. I just want to add one thing. Senator Humphrey,
I know your views on depletion. Does that apply across the board ?

Now I want to give you a little illustration. We are always talking
about the small farmer. )

Senator Humrirey. I know what you are coming up with. Go right
ahead, Senator.

Senator Dori. Well, we have over 10,000 wells in Kansas where the
average daily production is seven-tenths of 1 barrel, not even a full
barrel. And the overall Kansas average is only 4 barrels-per well.
Maybe we ought to redefine independence. These are tiny independ-
ents, less than a barrel a day, and they are in business, we think, in
large part because of the depletion allowance.

Now, I just wanted to pursue Senator Nelson'’s question, because
there may be a vote coming on some reasonable amendment. I am cer-
tain that the Senator from Minnesota, if it were a reasonable amend- -
ment, would be happy to support such a move. -

Senator Humprnrey, I am a reasonable man, Senator, and T am
getting more reasonable as I get to the age of reason,

Senator Dore. Well, you understand the special problem ?

Senator Humrnrey. I understand exactly what you are talking
about, and I am going to listen very attentively to those proposals, If
I thought, for example, that a reasonable, modest amendment that
would do something for a very small independent could be a part of a
depletion package that would get prompt action in the Senate, I think
I could go along with it. But I would want to take a look at it. By the
way, there have been amendments proposed in the past like this and
there may be some pending now. T believe there are some pending now.

Senator DorLe. Well, for example, 10 barrels or less was exempt
from price controls. Those are stripper wells. I will not go through all
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of the statistics because it is late. But, I just wanted to touch on one

other area of your statement. o
Senator Huxrurey. I hope you understand that I.am openminded

about that,

Senator DoLk. Oh, yes. I understand that. )

I think there are arcas where there might be justification for some
modification.

But, I think on page 9 you said you were not concerned about the
deficit.

Senator HoMrnrey. Did T say that ?

Senator Dore. Well, you were not horrified by it.

Senator Humprurey. Well, there have been so many things that have
horrified me in recent days, that this one did not quite hit the high
decible.

Senator Dork. But, apparently, the size was not any problem.
Maybe it is not.

From the Salomon Bros. February report, I want to read one
paragraph for the record. It is very brief. It says:

The consequences of the U.S. budget deficit is substantially greater than the
nearly $50 billion estimated by us for calendar 1975. It should be clearly recog-
nized such a deficit could be reasonably financed only if the economic contraction
this year is much greater than they expect; otherwise, the budget deficit would
either lead to a vicious struggle for funds between private borrowers and the
Government, and the Federal Reserve would have to supply funds without
regard to its long-range responsibilities. In any event a larger than expected
deficit would threaten the economic recovery despite the best intentions of the
Government, by crowding out the medium to lower rate business borrowers,
many of whom are already in peril, and mortgage borrowers as well, thus abort-
ing recovery in the housing activities.

Now, this is the part that concerns me. I am certain you are con-
cerned about the size of the deficit. Maybe there are some offsetting
areas where we could balance it out, but I think there is a concern.
It can be too large.

Senator Huypurey. Oh, yes, Senator. Like anything else, you can
;{ill yourself drinking water. I think we have to realize that there are

imits.

May I say, I want to take a look at that Salomon Bros. statement.!
Not here, but we would like to have it to analyze it; and I will get
a letter back to this committee.

[The letter referred to follows:] _

CoNGRESS OF THE UNITED STATES,
Joint EcoNoMic COMMITTEE,

- - Washington, D.C., March 12, 1975.
Hon. Russerr B. Long,
Chafrman, Senate Finance Committce, U.S. Senate,
Washington, D.C. -

DeAR RusseLL: In the questioning on Monday, March 10, Senator Dole men-
tioned that a recent Salomon Brothers report indicated some potential difficulty
in financing a deficit larger than $50 billion. This letter contains a brief analysis
of this deficit financing issue conduced by the Joint Economic Committee staff.

In analyezing the Salomon Brothers report, a crucial first step is to look at
what assumptions underlie the-final projection or warning. In this case, the
important economic assumptions concern the rate of economic growth and the --
rate of money supply increase. Their growth assumption, a two-three percent
decline in real economic activity in 1975, is quite reasonable.

1 This statement {s reproduced In these hearings as app. B.
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It is not clear that the money supply assumptions in the report are as sound.
First, money supply assumptions were never explicitly mentioned and the entire
discussion of monetary policy was both brief and vague. In telephone conversa-
tion, it was discovered that a six-seven percent money supply figure was in their
thinking. This is simply not enough in light of two facts: (1) over the last
six months the money supply increased at an annual rate of 1.9 percent, com-
pared to about & six percent annual rate during the previous six months; and
(2) stimulating the economy to halt the recession and begin real economic
growth requires a substantial increase in the money supply.

It is true that a money supply increase which did not adequately compensate
for the past months of little growth, and support the stimulus necessary to
revive the economy, could lead to a ‘“vicious struggle for funds.” This, however,
would not occur with an eight-ten percent rate of increase in the money supply.

Henry Kaufman, a partner in Salomon Brothers, supported this point in a
telephone call clarifying this particular issue. He said that an eight-ten percent
increase over a six-imonth period would better accommodate the deficit and
“wouldn’t bother me.” He continued, “I don't have any problems” with such a
growth rate. His main concern was with the impact of the deficit when domestic
private credit demands become strong again. This is a valid concern and argues
all the more for the need to get tax stimulus into the economy quickly, while
these demands are low in the waning stages of the recession.

This issue of shrunken private credit demand and expanded Treasury needs
was also analyzed in the Morgan Guarantee Survey for February. It concluded
that even if Treasury needs runs to $60 billion in calendar year 1975, “the
interplay of steep declinres in economiec activity and easing monetary policy
affords latitude for an orderly matching of the supply and demand for credit
during 1975. As this process unfolds, the near-hysterical whoops in some quarters
of an impending financial crunch should subside.”

Finally, the Joint Economic Committee staff tested the impact of a $30 billion
tax cut, coupled with an_eight-ten percent annual increase in the money supply
over the next six months. Quite contrary to the Salomor-Brothers contention
that “a larger than expected deficit would threaten economic recovery,” the
analysis showed that unemployment would be reduced by about one percentage
point and that the Gross National Product would be three percent greater, There
would be no significant increase in inflation,

In summary, whether a larger deficit can be accommodated without undue
strain in the financial markets and on prices depends on the Federal Reserve's
actions in increasing the money supply. Given the proper timing, an eight-ten
percent annular rate of increase over six months, followed by a slowing in the
growth rate, there is every reason to believe that vitally needed additional
economic stimulus can be provided without adverse financial consequences.

A substantially identical letter is being sent to Senator Dole.

Best wishes.

Sincerely,
HuBertr H. HUMPHREY,
Chairman.

I had yesterday in my hands—I do not have it with me; I left it in
my briefcase—a statement. from the Solomon Bros. on the financing
of the deficit. It may be similar to the ofie’that you have, I think there
are obvious limits, and we have to take a look at how deep the recession
it; also, what the Federal Reserve Board does in its open market opera-
tions, what its overall money policy will be. That is going to have a
great deal to do with whether or not we can handle ﬁoth the official
Government deficit and the private borrowing.

Senator Dorr. I think the thing about that report that is somewhat
frightening is that is based on the theory that we are going to get by
with a $50 billion deficit——

Senator-HuspHrey. We are not.

Senator Dore. We know that is not the case. We know it is going to
be $60 billion, $70 billion, or even $80 billion ?

Senator HumpHREY. I think it will be over $60 billion, Senator; no
way will it be less.
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Senator DoLz. On the Budget Committee, we have not agreed yet
to save any money. We have gone on record opposing a 5-percent lid
on Federal pay and social security, and so it seems to me that that $50
billion is a conservative figure. _ o

I asked Secretary Simon last week, and he said he would furnish 1t
for the record, when do you reach optimum cut? Should it be $20
billion? Or $16 billion? Or should it be $30 billion as you suggested ?
Presumably there is some way to figure all of this out. I do not know.

Senator Huapurey. Well, Senator ; there are these models that they
use. They are called econometric models. These are very sterile opera-
tions. They relate to certain assumptions and certain theories, They
are about the best that we have to work with. They have not always
been too accurate.

But let me just say that most of the economic judgments that we get
today, without ever calling themselves Keynesians, or whatever they
are; because you have a wide spectrum of economists and economic phi-
losophy today; most all of them recognize that a tax cut of some sig-
nificant size 1s required. Without exception-that I can recall, in all of
the witnesses that we have had who represent a variety of opinions,
they have all felt that the President’s proposal was inadequate, too
little. I think that, by the way, was based on statistical evidence which
has changed since then.

Senator DoLk. Yes, I think that is a fact. -

- Senator Hoxrugrey. Therefore I think the real question before this
committee is the House Ways and Means tax proposal before you, Is
" it adequate or does it need some further consideration, some further
upward adjustment? "

I think the only issue is whether it ought to go upward. I have some
in here to present the case that I think it ought to go upward. I recog-
nize as a legislator that you generally have a very (ﬁﬂ?cult time getting
your way. But I thought T-ought to present what I thought was neces-
sary based on the evidence that I have received as an individual and
as a chairman of a rather important committee, the Joint Economic
Committee. Actually the committee itself, there are members of the
committee who feel we ought to go further, I have had quite a struggle
among the majority members of the committee to keep the figure where
I thomght it ought to be, because this is only a part of the total package
of economic recovery. =

Senator Dore. Well, I think the chairman is right. I think that
could probably be resolved.

One final question. I raise it not beeause I favor it but because it
was brought up earlier.

The chairman talked about a tax credit for housing. Of course, the
obvious next question is what about the auto Industry. If it is going to
be a stimulant, maybe we ought to apply that same feature to automo-
glleg. That might get people back to work and it might stimulate

uying. v

Sena%e_p Humparey. Well, Senator, I would look at tax credit and
automobiles only as an energy-saving device. In other words, if you
can get somebody who buys a car that has a high fuel efficiency engine
that gets let us say, 20-25 miles to the.gallon or more, smaller cars,
compacts, or whatever kind of car it is, such as has been proposed-in
legislation by the distinguished Senator from Wisconsin, Rh‘. Nelson,
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then I would be willing to encourage it through the tax incentive;
f}lst like I think that if we want to buy luxury tanks, and most of us
ike them, we might have to pay a little extra tax for horsepower, and
for weight, and size, and so forth.

I think you can use, in the energy package, a tax incentive in the
form of some modest tax credit; but I believe we have to be very
careful here now. We have to direct our target; we have to pick out
our target and direct the program that we want to reach that target.

The most important thing that I see is an overall tax cut, including
a rebate. The second thing, and I do feel that the chairman has
advanced something that is very basic to our country, how do you
stimulate the housing program; if a tax credit would help do 1t—
because that is like a downpayment, Senator, a tax payment is like
a downpayment on a home=1I think that would be very helpful.

Senator Dore. The only reason I raised it is that an estimated
one-sixth of all of the work force is related to the auto industry; and
if we are going to really start stimulating everything and get people
back to work, maybe if a tax credit applies to a home, it ought to
-apply to automobiles, as well.

enator HuMpHrey. Well, the one-sixth would get the tax rebate
and would also get the tax reduction.

The Cuarraan. If I might make just one suggestion about that—
and I am not necessarily against a tax rebate for the auto industry—
but if you put a(il of the carpenters, and bricklayers, and plumbers,
and electricians back to work at union wages those people are going
to be buying automobiles. -

Senator HumpHREY. They are the ones that will buy them, Senator.
You bet you. They will have them coming out of that‘assembly line
and they will be driving them away.

The CHAIRMAN, Senator Hathaway {

Senator Haruaway. Thank you very much, Mr. Chairman, Thank
you very much Senator Humphre{l for your testimony.

Let me ask you a question with regard to the refunds and the tax
cut.

What difference does it make whether the general public spends the
$30 billion or the Federal Government spends that money ¢ Will it not
have the same economic stimulus if the Federal Government, for ex-
ample, spent the whole $30 billion on the housing industry It would
certainly have just as much of a stimulus, and probably a faster one,
than if we gave that money to the general public to spend anyway 1t
wants.

Senator Huapurey. Well, I think a mix, Senator, is what I am get-
ting at. I do not think it is an either/or. The tax cut, of course, gives
so many options to the individuals. As to where he wants to spend his
money, and obviously those tax cuts would be used for a host of things
that people need in their daily lives. But T think that it is fair to say
_ that if you get a mix, particularly certain selected items like the hous-
ing program and maybe the public service employment like we talked
about, certain types of public works, like the water and sewer projects
which are ready to go. Where you do not have big delays, that is what
is the best. Just a tax cut alone is not as effective as a mix. I grew u
and was trained as a pharmacist, and I learned that compounds are al-
ways better than just what we call the oxides. I prefer that we try to
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put together the compounds. It has a much more effective remedial ap-
plication or a much better effect.

Senator HatHAWAY. My problem is to find out just what the mix
should be. I mean, a dollar is a dollar, and I suppose if you gave every-
body in the country enough money to buy a new sweater and they all
bought a new sweater, that would have a chain reaction throughout the
country and it would stimulate the economy. In other words, nobody
is to say that they would be better off if they put that money for a
sweater into an automobile or a house because it would have a faster
stimulative effect. i

The problem I have is determining which industry we should pump
money into to get the quickest result. I agree with you that we have to
do something fairly soon, but I am not sure the proposal before us now,
that have come over from the House, is the best proposal.

I am inclined to go along with Senator Long, that we probably
should restructure the rebate or the tax cut so that an individual gets
certain credit, as you have agreed, for a down payment on a house—
you get a tax credit for that. Maybe we ought to structure the whole tax
cut and the whole rebate system so that it does go into areas where we
know it will have the quickest economic effect, because it seems to me
in the long run what is really going to stimulate the economy is the
extra $30 billion deficit that we are going to incur to make up for the
$30 billion that we give back to the taxpayers in order to meet the ex-
penditures that we now have in our budget.

Senator Humpurey. If 1 had the choice of adding a $30 billion
deficit to the Federal Government’s budget—or $30 billion to the Fed-
eral Government’s budget for a host of items that the Federal Govern-
ment might want to do—and the other alternative was simply the tax -
cut, I would take the tax cut because it is quicker and it is simpler, I
do not think that that is the choice we have, though.

Senator HaTHAWAY. It would not be quicker if the people put it all
into mutual savings accounts,

Senator HumpHREY. No; but they are not going to do that.

Senator Haraaway, Well, do we know that?

Senator HumpHreY. Well, I’ll tell you why. I think you know. I
think the rebate part, by the way, has less validity to it than the with-
holding part. We are talking about the exemptions, the standard de-
duction, the low income allowance, and so on. I think that the general
changes in the tax code that I have talked about that are in the House
Ways and Means bill are better, because that comes each week. And
when they come in each week and they have a little more money in that
paycheck, that generally is spent on the necessities of life. With the
rebate there is some possibility, and maybe a very big possibility, that
a large part of it Wﬂ? be used to pay bills, or will be put into savings.
But even that, by the way, if it 1s put into savings and you get your
interest rates down, you will start to get mortgage money out and start
the housing program. . .

I think the answer that you have posed by the nature of your ques-
tion is the right one—namely, that' you do not just have a one-shot tax
cut and say that is it. You also have to have a tax cut that possibly is
structured for certain objectives on the one hand, and second, the mix
that would come from what we call budgetary policy, such as the hous-
ing program, and possibly public service jobs, and few other things.
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Senator Hatraway. Well we could, you know, subsidize housing to
a greater extent than we do now, and it would be tantamount to giving
the individual the same credit, would it not ¢

Senator HuapHREY. Very definitely. .

By the way, may I suggest or may I request, Mr. Chairman, that the
1975 report of the Joint Economic Committee to the Committee on the
Budget be made a part of this record, because it relates directly to
what Senator Hathaway is asking, in terms of the mix, it may be de-
sirable for economic recovery.

Senator NeLsoN [presiding]. Is that the report ¢

Senator HusPHREY. Yes; that is the report. )

Senator Nerson. It will be placed in the record in the appropriate

lace.!
P Senator Harraway. On page 11 of your testimony, you indicate
that the tax rebate and the tax cut will stimulate production. But in
what way will it stimulate per-unit productivity. What guarantee do
we have that the individuals involved in production will be producing
more. We will have a greater overall production, of course.

Senator HumpHreY. Well, there are two or three ways.

First of all, the investment tax credit can be used for capital tools
and capital equipment which does increase productivity.

Senator HaTHawAY. Does that mean that the individual toolmake

becomes more productive?

Senator HumpHREY. The worker has better machines with which to

- work and thereby improves his productivity.

Second, as you increase the overall production output, the unit cost
goes down, and therefore, the so-called major productivity goes up.

All of the evidence that we have had in every recovery from a reces-
sion, without exception, is that worker productivity goes up, as the
economy gets up to, let us say, 90 percent of capacity of production.
Today we are at about 80 percent. So, we have two patterns which
we have put together on a chart which we should bring to this com-
mittee. No. 1, as the recession deepens, productivity gets lower. As you
come out of a recession such as we have in other periods, the prod-
uctivity per worker and per man-hour gets better, That is the only
evidence that we have. There is no guarantee, but that is the evidence.

Senator HaTHaway. Because of the better machinery$

Senator Humpnrey. Better machinery plus larger output and using
the machinery at a maximum capacity, - .

Senator Hatnaway. Let me ask you one last quick question with
regard to the question that Senator Nelson askeg you about the oil
depletion allowance. When you gave your answer, that if we failed on
the first cloture that you would vote to table it, did you consider that
this may be the only vehicle we have that will get by the White House$
If we postpone consideration of eliminating the oil depletion allow-
ance, we will, in effect have to get a two-thirds vote in order to pass
it. And even the House vote was not large enough to override a veto.
I am sure that the Senate vote—I feel reasonably sure that the Senate
vote—will not be two-thirds.

Senator Humpnrey. Well, that is one of the tough decisions. I
wanted to make it clear. I said to the Senator on reflection—Senator

1 The report is reprinted in these hearings as Appendix C.
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Nelson—that I thought if the first cloture vote was very close, I
thought at least we ought to go to a second one. I would hope, frankly,
that since the House has passed depletion, that we might do the same
here in the Scnate. That has been a life-long hope of mine, and an
effort. But, I do feel the urgency of the tax cut.

Now you have raised another possibility which we have to face.
The President has indicated that he was for phasing out the oil de-
pletion. I am not sure how long that phaseout is to take. That always -
disturbs me somewhat. But there will be other opportunities for us
to put a depletion allowance amendment on. But whether or not it can
sail as well as on this one is another matter.

Senator HaATHawAY. Right,

Will we not have just as much delay if we pass the bill through the
Senate without the depletion amendment on it? It will get to confer-
ence and a possible recommital in the House to a second conference.
We may have a delay here in the Senate debating it. If we do not have
that delay, we are going to have a delay at the other end with-the
House conferees, and with the further recommital to another confer-
ence, and another battle on the floor of the House. Probably the total
" number of days will not be much different.

Senator HuMPHREY. Senator, you may be right. I think that we
have to live with each day and take a look and see what it looks like.

The important thing, as I say, is to try to get the tax reduction bill
through. If I had my druthers, I'd rather have it with the depletion
allowance on it, Since the issue has been forced upon us by the House
action, I think that we have a responsibility to deal with it. My hope
would be that we would be able to add that depletion allowance here
in the Senate.

You have brought up something here which I shculd have thought
through more carefully, when I was being questioned as to whether or
not the House would dig its feet in, so to speak, dig in and reject a
conference report that did not have the depletion allowance in it. That
is entirely possible. If that were the case, then we would be right back
on first base again, having to start all over.

I think it is going to require some very good analysis on the part of
the leadership to see just how far we ought to go with it. But_fthink
we ought to give it a whirl now that it is here. B

Senator Hatraway., Thank you very much, Senator Humphrey.

Senator NELson, Well, one response to that is that the depletion
allowance is in conference no matter what we do.

Senator HuMpHREY. That is correct.

Senator NELsoN. So, if you pass a tax cut bill and gé to conference,
depletion allowance is before us. 4

enator Humpnrey. That is correct.

Senator NeLsoN. Let me ask another question.

The analysis of the Small Business Committee is that 42 percent of
all of the benefits of the investment tax credit go to 350 corporations,
and that over half of the benefit of the tax package of the administra-
tion goes to 350 corporations, It seems to me an unconscionable dis-
parate distribution of the benefits. As the Senator from Minnesota
well knows, havinf; long been an advocate of small business, over half
the employees in this country are employed by small business. What is
in your package or any of these packages of benefit to small business,
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save the one provision in the House bill that increases the surtax ex-
emption from $25,000 to $50,000. What do you have in your proposalf

Senator Huampurey. Well, Senator, maybe we need to take those
facts that you have outlined here into greater consideration. The in-
vestment tax credit obviously has helped big business, because big busi-
ness makes bigger investments, and greater use of the tax credit. When
the automobile industry, for example, has to change its machine tools,
it is a tremendous amount of investment. When they get a tax credit
on it, it adds up to a pretty big lump sum.

But Senator, anything that you can perfect in this committee that
will give a better shake in the tax laws, better consideration and better
treatment for our small business enterprises will have my most en-
thusiastic support. Thank goodness you are on this committee. I hope
that we can find that formula.

Now, the House bill does nrovide some relief, some tax assistance to
the smaller enterprise, raising that figure up from $25,000 to $50,000%

Senator NeLsoN. Yes. Of course the comparable, or roughly com-
garahle figure, I think is, since that surtax was set in 1938, you would

ave to go to $100,000 on that exemption at least to match the dollar
equivalent of 1938; and I think it is probably above that. So if the
House votes $50,000—— -

Senator HumpHReY. Well, is not this one of the structural reforms
that you might very well want to include in the Senate consideration
of this bill ¢

Senator NeLsox. Well, thank you very much.

Senator Hansen had some questions but he had to go to the Interior
Committee because the strip mining bill is before that committee.

[The prepared statement of Senator Humphrey follows:]

TEeESTIMONY oF HUBERT H, HUMPHREY, A SENATOR FROM THE STATE OF MINNESOTA

Mr. Chairman, I welcome this opportunity to appear before you and your
distinguished colleagues on the Senate Finance Committee. This Committee is
presently considering tax relief legislation which is absolutely vital to help
revive this Nation’s economy and I applaud you for your efforts to act on this
matter as quickly as possible.

Today I want to focus my remarks on two areas. First, the reasons why the
tax cut stimulus must be quite large, and in particular larger than that pro-
posed by both the Administration and the House Ways and Means Committee.
My second purpose is to outline the provisions and advantages of my Tax Rellet
Act of 1975. -

As many of you know, I am not a “Johnny-come-lately” to the tax cut area.
Last D-~~ember, on the floor of the Senate, I said: “The time has come for
Congress to reverse the Administration’s efforts to stop inflation by creating a
major recession. The most important thing we can do to achieve this is to cut
taxes for consumers by $10 billion as soon as possible.” Exactly one month later,
my statement in the Record read: “We must get America back to work., To
accomplish this objective, to reverse the recessionary momentum in our economy,
and to provide some relief to those who are suffering in the present economic
nightmare, I am today introducing legistation to immediately cut taxes by $21
billion.” And today, not quite two months later, I come before you to argue that
this-economy now needs a $30 billion tax cut.

Now I am well aware that this represents a substantial escalation., But it is-
not an escalation that I came by lightly. First, I looked at the facts. Everyone
knows that the economic figures released in each of the last three months have
Shown the economy falling deeper and deeper into its worst recession since the
1030’s. The amount of stimulus must be geared to the economy’s condition, a
topic I will discuss in some detail in a few moments.
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Second, and I wish to stress this, 1 have listened to the views, projections,
warnings, etc.,, of an extremely qualified and diverse group of individuals who
hiave testified before the Joint Economic Committee in the last six weeks. These
annual hearings on the President's budget have been quite an economics educa-
tior, one which I wish all my colleagues could share. What 1 say today is in
essence built upon this excellent testimony from government officials, econoinists,
labor leaders and businessmen who, may [ add, were of both Republican and
Democrat persuasions.

From the outset 1 have maintained that a tax cut must be chosen on the basis
of four principles :

It must be large enough to have a stimulative impact on a $1% trillion
economy,

1t must target most of its benefits to low and moderate income taxpayers,

It must be simple to implement so that it can be passed and take effect
quickly, and

It must not erode the long-run revenue capacity of the tax system.

My testimony today will consider each of these principles in the order just
stated.

As | said earlier, I firmly belleve that a tax cut of the magnitude of 830
billion for 1975 is urgently needed. This figure is not only the largest before the
Congress right now but the largest proposed tax reduction in this Nation's his-
tory. I understand the concern of many of my colleagues when they see or hear
such a figure. I want them, and the Members of the Committee, to know that I
advocate this large amount only after a careful weighing of all the economic
evidence.

The first simple fact is that we are dealing with a huge economy—a $114
trillion economy. As a result, a $30 billion tax cut only amounts to 2.1 percent
of our total output of goods and services. Interestingly, the tax cut Congress
passed in 1064, when unemployment was 5.2 percent, was also about two percent
of thet year's GNP. So relative to the size of the economy, I am not advocating
a larger tax cut than the one legistated 11 years ago.

sSince Federal taxes are the basic foundation for this Nation's government
operations, it is also instructive to view the tax cut in relation to the size of
government, as measured by its purchases of goods and services. Once again,
the percentages for both the 1964 tax cut and the proposed $30 billion tax cut
for 1975 are remarkably similar, with this year’s figure being smaller: 1964—
10.2 percent, 1975--0.7 percent. So the $30 billion tax cut proposal is proportion-
ately not much larger than the 1964 tax cut, and remember, the current reces-
sion is a great deal worse.

The second reason we must have a large tax cut is that the economy is sinking
day-by-day into the worst economic slump in over 35 years. I take no comfort in
the fact that the unemployment rate remained at 8.2 percent in February. Quite
to the contrary, the latest employment figures show a continually slumping econ-
omy. Total employment dropped 535,000 Lringing the drop since September to
2.4 million, the largest five-month decrease since World War I1.

In addition, the labor force declined by 580,000. This dramatized a point that
I have been trying to stress over the last month, namely that discouraged workers
should be included as part of a true unemployment figure. Surely, a large
n'u‘mber of these drop-outs simply felt that a job was not available to them at
this time.

I also include in my total unemployment figure part-time workers who
desire to work full time. Adding these three together, 7.5 million officially
unemployed, 1.8 miilion part-time employed, and over a million discouraged
workers, we get a total unemployed-underemployed total of about 10.5 million
people. In short, the rate most accurately reflecting the situation in our labor
market is over 11 percent, three percentage points higher than the official rate.

The fact that it was a statistical quirk that kept last month’s unemployment
rate the same and that we can expect higher future rates was agreed to by Mr.
Shiskin, the BLS Commissioner, He told the JEC last Friday that the Februatry
employment figures provided no evidence that the worst recession since the de-
pression was coming to an end. The White House was in agreement as their
statement said that the February figures “indicate continuing significant weak-
ness in labor markets.”

The recession’s impact can be viewed in yet another way. Over the course
of this year, well over 20 million Americans will experience some unemploy-
ment. When dependents are counted, the lives of some 45-50 million Americans,
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nearly one-fourth of our population, will experience the anxiety and deprivations
of this recession in a very direct manner.

Surely the cost of being nnemployed cannot be accurately portrayed in statis-
ties or in terms of some trade-off against price increases. It goes much deeper
than that. \When you're working, you're producing and you're self-sufficient.
When you're laid off, the cause of most of the recent increase in unmployment,
you don’t only lose a job and a sxecure income. As I suid before, you are being told
you are not needed. This violates the promise of America, a promise embedded
in a law of the land, the Employment Act of 1046. As Chairman of the Joint

Jconomic Committee, which was created by that Act to ensure “maximum em-
ploiyment." I pledge to do everything responsible to fulfill that promise for our
citizens.

I wish I could now brighten my countenance and tell you that these gloomy
statistics are short-lived and the economy will soon be dramatically turned
around. But if I'm to stick hy the facts, I can’t do that. The simple fact is that
it is going to take quite some time to turn the economy around and get it operat-
ing at levels which will restore ecorfomic growth and substantially reduce
unemployment.

Therefore, the third reason we need a $30 billion tax cut is to shorten the
duration of the recessxion and the accompanying period of outrageously high
unemployment. As you, recall, the Administration itself projects unemployment
averaging 8.1 percent in 1075, about R percent in 1976. and well above 7 percent
in 1977 In view of the most recent unemployment statistics which show a fall in
cmployment, it's clear that the Administration’s projections are totally unrealis-
tic and under their present policies the Nation faces unemployment rates of
around 9 percent over the next few years. I'he Nation cannot face such high
rates of prolonged unemployment.

Allow me to quote what Henry Ford II told the Joint Economic Committee
about such prospects, “In my judgment, the American people will not and should
not accept policies that would lead to nearly 7 percent unemployment as late as
1078, as the Administration hax projected.”” Philip Klutznick, the Chairman of the
Research and Policy Committee of the Committee for Economie Development, had
similar views, saying: . . . the scenario depicted by these figures is neither in-
evitable nor tolerable. It virtually accepts stagnation as the basis for policy
planning.”

The final blow comes in terms of the output lost under these circumstances,
which is the fourth point supporting a large tax cut. By their own estimates,
the Administration states that the GNP, in 1974 dollars, will fall some $114 tril-
lion below potential between now and 1980. That’s like saying we're willing to let
this year's entire output of goods and services go down the tubes. I can't even
comprehend being able to accept such a prospect,

My fellow colleagues, I submit to you that a 30 billion tax cut pales in com-
parison to this tremendous loss to our economy. There is a lot of talk about the
Nation not being able to “afford"” a large tax cut and its resulting higher deficit,
but I am sorry to say that I do not hear enough talk on the fact, the clear fact,
that the Nation cannot afford such a loss of output. We are all aware of the
need for many industries to expand in the coming years, particularly utllities
and those in the energy area. I can assure you that this Nation will be in a real
energy crisis and face severe shortages in the near future unless we restore
real economic growth this year and take measures to maintain it thereafter.

Having mentioned the deficit, I wish to say a few words about it since there
is much confusion concerning its size and impact. The main point is that the
£33.5 billlon deficit for fiscal 1973 is caused by the recession, not excc.sive govern-
ment spending. For example. if we maintained the level of unemployment of
1974, about 51% percent, the Federal Government would collect about £40 billion
more in tax revenues than we will actually collect. The defleit will also be larger
bhecause the Federal Government will spend over $20 hillion for income support
for the unemployed. These two facts account for the large deficits, which means
that very little of the current deficit is due to new Federal spending unrelated
to the recession.

Looked at another way, if we were operating at 4 percent unemployment, we
would not have to worry about a deficit at all but would enjoy a $17 billion
surplus in fiscal year 1975 and a $12 billion surplus in fiscal year 1976 according
to the Administration’s own estimates.

So. T just cannot buy, and I hope my Senate colleagues will not either, all
the talk about Leing horrified by the size of the deficit. Let us rather be horri-
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fled about, and take action on, the tremendous waste of human and capital
resources presently taking place. Looking at the short-term loss of output we
are in the midst of right now, this waste is going to cost this Nation, by nnt
vperating at 4 percent unemployment over the 3 years 1974, 1975, and 1976, the
stuggering sum of $600 billion. The size of the defleit should always be com-
pared to the amount of goods and services which are lost to America forever,

Gardiner Ackley, former Chairman of the Council of Economic Advisers,
sumied up the significance of the deficit’s size quite well :

“The fact is that only once in the past quarter century (in 1967 and 1968)
has the size of Federal deficits been other than insignificant—ercept when, as
now, tax revenues were depressed by recession and high unemployment. And
the only legitimate complaint about the size of U.S, deficits in periods of reces-
sion Is that they have been too small. The deficit is too small right now. That
is why we need a large tax cut.

1 hope that 1 have now brought the deficit into proper perspective relative
to the size of the economy and the lost output due to recession. The other area to
examine, which_also spreads a lot of fear, is what does the impact of such a
large deficit do toprices.

Iet me make the answer short and clear. In the present situation of great
excess eapacity, idle resources and reduced private credit demands, a large
deficit will not be at all inflationary. I will again let witnesses before the JEC
support the case for me. These three men are highly respected and from quite
different positions of responsibility :

Philip Klutznick

“It is difficult to agree with the Administration's apparent premise that the
preferred pattern of economic revival should be one of relatively slow growth
in real economic activity over the next two years (averaging around 5 per-
cent), with an accelerated rate of expansion later in the decade. It would make
much more sense to encourage a more rapid economic revival in the near-term
future—when the economy will still be far below capacity levels and inflation-
ary risks from rising demand will be relatively small—and then to aim for more
mederate expansion rates once the economy moves closer to high employment.”

Henry Ford 11

“As long as our economy has so much unemployment and so much unused
capacity, there is little risk that lower taxes and a bigger money supply will
lead to ~till higher prices rather than more real growth, Timing is crucial. The
way to get recovery without sowing the seeds of future inflation is not to take
weak action to stimnulate the economy, but to take vigorous action guickly, and
to end it just as quickly when the need has passed.”

Aldert Rcees

“Even if appropriate monetary and fiscal policy combined with the natural re-
cuperative forces of the economy produces an upturn in economic activity in the
second half of 1975, I would expect the rate of inflation still to be declining at
the end of the year. The slack and excess capacity that are checking the rise in
prices will not be immediately removed by an upturn—in the great majority of
industries slack will persist for some time into the recovery.”

To sum up, if we want to truly combat inflation, economnic growth, not reces-
sion, is the answer. Such growth inevitably brings with it productivity increases
which in turn will lower unit labor costs, costs which have skyrocketed due to
the unprecedented decreases in productivity over the last 7 quarters. Recession
does fuel inflation. Thus, those committed to fighting inflation should also lend
their support to stimulating the economy toward a healthy economic growth
path.

Up to this point, T have not even mentioned the specific provisions of my bill.
This is because I feel so strongly that the first priority must be to get a large
enough tax cut. After this point is agreed upon, then the specifics of the tax
package can be considered. Let me now briefly describe the provisions of my bill
and the distribution of its tax relief.

The rebates that individuals will receive under my bill will be based on the
following structure. The rebate will be 12 peicent of 1974 income tax liabilities,
with a £100 minimum and a $250 maximum. The maximum rebate is reduced by
£1.50 for every $100 of adjusted gross income between $20,000 and $30,000. Thus,
the rebate to those with income levels over 30,000 will be $100. The ceiling and
phase-down features allow one-third of the rebate to go to those with less than
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$10,000 of adjusted gross income, while 85 percent of the rebate goes to those
with less than $20,000 incomes.

The 17!, billion reduction in withholding taxes on 1975 incomes occurs
through four provisions. The combination of provisions, which were carefully
drawn up to adhere to the four principles I cited earlier are as follows:

First, reduce taxes for low-income taxpayers by 2.5 billion, by increasing the
low-income allowance from $1,300 to $2,000. This would help the lowest income
level taxpayer.

Second, reduce taxes $1.2 biltion for those who do not itemize their deductions,
by increasing the standard deduction from the present 15 percent of adjusted
gross income, with a maximum deduction of $2.000 to 17 percent and a maximum
of $2500. In addition to aiding low and middle income taxpayers, this change
would also have the advantage of simplifying tax filing.

Third, reduce taxes $4.3 billion for individuals at all income levels by increas-
ing the present personal exemption from 8750 to $850. This change would focus
benefits on the middle-income taxpayer who has also been hard hit by inflation.

Those three provisions have much the same impact as the Ways and Means
bill. The slight difference is that the increase in the exemption provides somewhat
more relief to middle and upper income groups. The major difference under my
bill. which makes it larger than the Ways and Means bill, is the following tax
credit provision.

Fourth, reduce taxes £10 billion for workers through a refundable tax credit
equal to 1.5 percent of wages up to £14,100 income. That is the figure on which
tax is patd under social security. This change would benefit all workers up to
the maximum level of payroll taxes and be financed from general revenues.

A fifth provision is to expand business investment sectors hy increasing the
invesitment tax credit from 7 percent to 10 percent for all businesses, including
uttlities.

Taken together, these provisions of The Tax Relief Act constitute a $20 billion
package which provides relief to all taxpayers. I feel that it is not only equitable,
but economically sound, in that the bulk of the tax relief, 75 percent, goes to those
making $20,000 or less. However, I also feel that a strength of my bill is that
it does provide a modest rate of relief to higher income taxpayers as well, for
they too have been pulled into higher tax brackets by inflation and, therefore,
deserve some adjustment in their taxes.

The exact way in which this package provides tax relief to various income
groups is shown in table 1 which is attached at the end of this testimony. To be
more specific, and to indicate exactly how much more disposable income a family
of four will have in 1975 under the withholding tax cuts in my bill, table 2 shows
lthese additional disposable income amounts for families at different income
evels.

For example, a family at the $10.000 level will have $277 more income in 1975,
a reduction of nearly one-third in their taxes. The table also shows the great
amount of relief provided to the average family at the £3.000 income level, which
will not only have no taxes to pay but actually receives some money through
the refundable tax credit.

Finally, table 3 provides the final summary of what the average family, at
different income levels, can expect to receive in increased disposable income in
1975 if mv bill is enacted.

A familv of four with a $10,000 income which would have received $104 under
the President's program, will have at its disposal an additional %381 in 1975
under my bill.

I am sure you will agree that ‘hese provisions are quite simple and could be
implemented quickly since four of the five are simply extending current provisions
in the tax law, The word “novel” provision is a tax credit of 1% percent on the
first $14,100 of earned income, which, as the Chairman well recognizes, is simply
a modification of his work-bonus proposal, having a lower rate but higher base. In
effect, this returns to workers a part of their social security payroll taxes. With-
out disturbing the social security system, since it is financed by general revenues,
it effectively reduces the burden of the regressive payroll tax and concentrates
the tax relief in the bottom half of the income distribution.

The final principle my bill meets is that it will not erode the long-run revenue
capacity of the tax system. This raises the whole question of timing which is
crucial to the tax bill Congress passes. Virtually all ‘of the JEC witnesses have
argued that the tax cut should include permanent provisions in addition to the
rebate. This advice came not only from well-known liberals like Charles Schultze,
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Gardiner Ackley and George Perry, but also from such very responsible conserv-
atives as Paul McCracken and Hendrik Houthakker.

I fully agree with the need for a permanent tax cut, both to sustain the recovery
once it begins and also to correct for the inflation-induced tax increases of the
last two years which have increased people’s money income, pushed them into
higher tax brackets while their deduction and exemption amounts have been
eroded. Nevertheless, in order to protect against any possibility of eroding the
revenue raising capacity of the tax system, my bill says that all of the provisions
will end December 31, 1976. I do foresee, however, that tax reform measures
which I expect to occur in the next two years will allow for the increases in the
low income allowance, standard deduction and exemption levels to become perma-
nent. In other words, the two credit provisions will terminate at the end of 1976
for sure, while I expect the other three provisions to be permanent increases.

Thus, my overall tax relief-stimulus scenario goes as follows. In 1975, §30
billion of urgently needed tax stimulus will be provided. This will be followed
in 1976 by $20 billion which, because of the termination of the tax credits, will
go to a level of $10 billion in 1977 and thereafter. This 30-20-10 combination
seems to provide an optimal combination of initial and sustaining stimulus, as
well as providing appropriate adjustments in the deduction and exemption levels.

1 have presented such & lengthy statement because 1 feel so strongly that this
country is in an economic crisis and that there are strong, compelling economic
arguments which indicate the need for a large tax cut, both this year and con-
tinuing into 1978. I want the Senate to enact a measure that will stop Art
Okun's dire statement from becoming a reality: “It becomes ever more likely
that the history books will record this episode as a depres<ion rather than a
recession.” This does not have to be the case if Congress, in the next few weeks,
takes the apnropriate action. And that final action start: «with this Committee.
I am sure that the distinguished members of this Committee will respond to
this great challenge and resnonsibflity and help make 1975 the turning point
on the road to sustained prosperity and full employment.

TABLE 1.—DISTRIBUTION OF WITHHOLDING TAX REDUCTIONS BY ADJUSTED GROSS INCOME CLASS

Amount of tax! Tax reduction
Percentage
Present Percent reduction
Adjusted gross income class law Revision Amount  distribution in tax
$1.7 $0.01 $1.6 9.2 96.0
12.0 7.9 4.1 23.1 34.2
21.2 17.2 39 22.2 18.6
23.8 2.3 3.6 2.0 14.9
20.8 18.7 2.1 11.8 10.1
U1 32.1 2.0 11.4 5.9
2.9 2.5 A 2.3 1.4
143.6 125.9 17.6 100.0 12.4
1 Dotlar amounts in billions.
Source: Brookings Institution.
TABLE 2.—DISTRIBUTION OF WITHHOLDING TAX SAVINGS FOR FAMILY OF 4
Tax
Tax under Total saving 38
Present Humphrey tax percent of
Adjusted gross income tax plan saving present tax
5,000, ... it 298 -$12 $170 173.5
000, e iieieeeanaan- 02 129 273 67.9
10,000, ... oo e 867 590 n 310
15,000, ... oo 1,698 1, 400 29 12.6
20,000, ... e eiieiiiieieieaeceaaaean 2,660 2,349 i 1.7

Source: Brookings lastitution.
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TABLE 3.—Total tax savings for family of 4

Total tax

Adjusted gross income: sovings
85,000 e mmemme e mmememeeae $270
87,000 e dmmmmmmmmmmmmm———— e 313
$10000 e cmmmmmm—e——— e 387
815,000 o eeeemmmmeme——m——————— e mn 503
$20,000 e memmmm——————mm— o 561

Senator NeLson. The chairman of the committee, Senator Long, has
suggested that we recess until 2:30, so the committee will stand in re-
cess until 2:30.

The first witness at 2:30 will be Charles L. Brown, executive vice
gresident and financial officer of the American Telephone & Telegraph

o.

[Whereupon, at 1:20 p.m., the committec recessed. to reconvene at
2:30 p.m., the same day.]

AFTERNOON SESSION

The Cuairman [presiding]. This hearing will come to order.

Mr. Brown, I will try to see to it that your views are well under-
stood by all members of the committee. As you know, the entire state-
ment will be printed and available to them.

STATEMENT OF CHARLES L. BROWN, EXECUTIVE VICE PRESIDENT
AND FINANCIAL OFFICER, AMERICAN TELEPHONE & TELEGRAPH
co.

Mr. BrowN. Thank you, Mr. Chairman. I appreciate the opportun-
ity to appear before your committee because I think this Tax Reduc-
tion Act is very significant. I am sure it is going to prove to be a
vitally important part of the overall Government program to accom-
plish the national aims.

I intend to keep my remarks here very brief because I know you
have a very full schedule. I have, as you know, a more detailed state-
ment which I have made available for the committee. My remarks will
be limited to the provisions of the house bill which provides for in-
creasing the investment tax credit to 10 percent, an increase of 3
percentage points for all unregulated business and 6 percentage points
for utilities generally.

Section 301(c). however, of the House bill contains a specific limita-
tion that no single utility company can receive more than $100 million
from the increased investment tax credit. We are vitally concerned
about this particular limitation in the House bill.

The record there clearly shows that the House intended the limita-
tion to apply in practical effect only to the Bell Telephone System. On
its face it seems to be unfair and patently discriminatory. The practi-
cal effect of this kind of a limitation is shocking. It means that the
Bell Telephone System has been singled out to receive the investment
tax incentive at a rate only one-half of that being given to all other
taxpayers in the country. The 4-percent credit allowed to the Bell
System under the present law plus the $100 million increased tax
credit produces an effective tax credit rate for the Bell System of about
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5 percent, compared with a 10-percent rate for all other taxpayers in
the country.

The apparent reasoning ‘n the House, in singling out the Bell Sys-
tem for this discriminatory treatment. is that dollar amounts are in-
ordinately large for a single taxpaver. But the Bell Telephone System
is a very large taxpayer and a large employer. This is a taxpayer
which is faced with hnge expenditures for the purpose of supplyving
most of the telecommunications services to the United States. The
practical effect of the 3100 million limitation is not really to penalize
a large corporation which some may think can atford it. The practical
effect. is to tax directly some 57 million telephone users. For the plant
to be purchased in 1975, for example. those ardinary tvlv}phono users,
and only Bell Nystem telephone users. will be feeling the effects of
some $417 million in their telephone bills over the life of that plant.

The third effect. aside from the vaw discrimination and the taxing
of telephone users. involves the large sums necessary to fulfill the
demand for telephone service in this country,

Our current estimates call for the Bell Svstem to spend about $£9.9
billion in 1975 and another $10.6 billion in 1976, over %20 billion of
new Bell Svstem capital requirements in the troublesome 197H-76
period. We cannot finance requirements in this magnitude from in-
ternally generated funds. We must go to the capital markets. The Bell
System will have to seck close to $8 billion of external capital during
this time period. The construction paid for by this capital will act to
provide jobs and increase productivity through modernization.

We surely have no monopoly in these capital markets. We compete
for investor funds with evervone else. including the massive needs of
the Federal Government. To do so with one hand tied behind our back
in the form of a penalty applied only to us scems not only unfair but
dangerous for the long term health of this business.

One of the factors which brings consideration of the investment tax
credit. changes to the country's attention at this time is the dire
problem of money raising in the electric utility industry. There have
been wholesole downgradings of credit ratings of power companies.
Some of them have not been able to sell stock or bonds to meet service
needs and others pay crippling rates and nearly all have cut back their
planned expenditures.

The Crairyx. Mr. Brown, if vou have no objection. would vou
mind too much if we just printed yvour statement in full in the record?
I would like to ask some questions based on vour statement. I have
read it.

Mr. Browx~. All rioht,

The Crairmax. The first thing T want to ask about is just a matter
of protocol. You are the executive vice president and chief financiul
officer. We have been spoiled up here. We are used to talking to people
like the Secretary of the Treasury of the United States. We have
sometimes postponed hearings until the Secretary thought he could
come down here, and we are accustomed to seeing people like Henry
Ford and Lynn Townsend and George Meany down here.

What are you doing with the chairman of your board—saving
him to talk with the President about this matter?

Mr. BrowN. No. sir. T hope the chairman of our company can talk
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with you on Friday. He has asked for an audience with you on Friday.
He is unable to come today.

The Crarryax. I am not talking about meeting with him personal-
ly. T just thought that it would be nice since this matter is really im-
portant to his company, if the committee had the pleasure of meeting
with the chairman of the board and the chief executive ofticer of that
company.

Now 1t may be that protacol in your company means he only does
business at the United Nations or over at the White House, but I do
not know of anybody else who takes quite that view. I admit you are
the largest company in America, but is there some reason why he could
not be here ?

IISIII Browx. No, sir. If you would like him to be here, I am sure he
Wiil,

The Cnamryax. Well, I would just like to meet the man. He has a
big plant in Louisiana. I would like to see who the chief executive
ofticer of the company is.

Mr. Browx. All right, sir. I am sure he would be glad to meet you
and T am sure he would be glad to appear before this committee.

The Cuatrmaxn. I say that with no affront: T hope it would be
accepted in the spirit it was intended. I would like to meet the chair-
man of your board. I would like to have a chance to ask him a question
sometime.

Mr. Brow~. All right, sir. I know he would like to meet you.

Senator Byrp. Mr. Chairman.

The CHAaIRMAN. Yes, sir.

Mr. Browx. I think Senator Byrd knows him.

Senator Byrp. May I say I know the chairman quite well. He is an
outstanding man. He is a Virginian. He is a graduate of Virginia
Military Institute. But I am hke you. I think it would be most ap-
propriate for him to testify before this committee.

But I want to say he is an outstanding man. I would like to see him
before this committee and 1 join the chairman in that regard.

The Chairyan. Well, you came here to complain about diserimina-
tion. I want to complain about discrimination. I am not irritated about
the fact that Harry Byrd knows the man very well. T would just
like to meet whoever the fellow is that is the chief executive officer
of this great company. I am sure he is a fine man and a man we would
all like to know. And T think you might be able to speak for the com-
pany better than he can, but I would like to find out whether it is
true or not.

Mr. Brownx. I certainly would not want that to get around, Senator.

The CuarrMaN. Now point No. 2 that occurs to me is this: It
scems to me that when we started out with this investment tax
credit, we really should have started with something that would en-
courage employee stock ownership, especially in view of the fact that
this investment tax credit is not like depreciation; it is not something
we are giving somebody to offset an expense that actually exists. This
is an incentive to help business buy new equipment and new plants,

Now I very much favor the concept that we ought to move toward
employee stock ownership insofar as we can. As I understand it, your
company has an employee stock ownership arrangement itself that
it is rather proud of, but I like the idea that we ought to have the
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type of employee stock ownership Mr. Kelso is going to advocate here
as the next witness, that all workers for a company—particularly if
they stay there long enough—should have a little stock in the company
if they do good work over a period of time. I am going to offer amend-
ments on this bill to try to see to it that some of this investment tax
credit finds its way into stock in the hands of the workers as well as
the shareholders. I just think that the people who work for a company
ought to own stock in it, as well as those who inherited it or who
bought it or who, by virtue of judgment of a trustee of a pension plan,
might have bought some, which is indirectly for their advantage.

If we go along with your company and increase this limit so that
your company gets more in terms of dollars than anybody else out
of the investment tax credit. can your company go along with an
arrangement whereby a condition of that tax credit would be that
some portion of this should find its way into employee stock owner-
ship? T mean under a plan where they do not have to contribute to it,
they get it the same way your shareholders get it. just as a gratuity.

Mr. Browx. Mr. Chairman, we, as you know, think very highly of
employee stock ownership. We have had employee stock plans all
through the late 1950’s and early 1960’s and about 85 percent of our
employees were buying stock under that plan.

“urrently. we have a different plan under which about 45 percent
of the people who are eligible are buying stock in the American
Telephone and Telegraph Co. So I think your sentiments are well
founded. You would find endorsement on our part of advanced em-
ployee ownership of stock. And I do not know exactly the terms under
which you are speaking here, but on a broad basis I would think we
would be very favorable to that.

The CramrrMAN. Here is the kind of suggestion T have been making.
I have been suggesting, that on any liberalization that we provide for
the investment tax credit, that 25 percent of that ought to find its
way into an employee stock ownership arrangement. 75 percent of it
for management and 25 percent into employvee stock ownership. Where
we find ourselves using some device that has a tax advantage to some-
one, especially a large company, we will try to see that about 25
percent of it finds its way into employee stock ownership.

The kind of plan T like is where all employees would get at least
some of it. It might not be but a share but they would at least have
some. And that, I think, has a tremendous potential for increasing
the amount of capital available because T believe that if this thought
catches on, it has great potential for finding a lot of additional capital
in business.

I know as far as your company is concerned, it would be just a lot
easier to sell the amendment you want if we can show that this rep-
resents a long, forward stride in the context of employee stock owner-
ship, if only on a trial basis to see how it works. If it is a @ood idea.
the chances are it will catch on. If it is not a very good idea, well, it
would be like a lot of others that did not prove to be very good. It
tended to drop by the wayside.

Mr. Brow~. Well, as you know, we have a very wide stockholder
body. I think we have more stockholders than any corporation in the
world. We certainly have a great many employees.
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The Cramyan. All T am trying to do is get you a few more. Would
you favor the idea of having more stockholders?

Mr. Browx. Yes, sir, T would.

The Cuairyax, Thank you very much, Senator Byrd.

Senator Byrn. No questions. )
_ The Cuamyax. Thank you very much for your presentation. and
in view of the last answer, you can be sure, as far as T am concerned,

it will be very carefully considered by the committee.
Thank you so much.

Mr. Brow~. Thank you, Mr. Chairman.
[The prepared statement of Mr. Brown follows:]

PREPARED STATEMENT OF CHARLES L. BRowN, EXECUTIVE VICE PRESIDENT AND
CHIEF FINANCIAL OFFICER, AMERICAN TELEPHONE AND TELEGrRAPH Co.

SUMMARY

It is respectfully urged that Section 801(¢) of IHH.R. 2166, The Tar Reduction
Act of 1975, be deleted before this legistation is enacted into laiw.

The proposed Tax Reduction Act of 1975 is important legislation, and the pro-
visions to increase the investment tar credit for all businesses to 109 should
prove to be a vitally important part of the overall governmental program for re-
newing strength in the economy.

However, Section 301(c) of the House Bill provides a specific limitation that no
single utility company can receive more than $100 million from the increased in-
)’Iostmegtil(iredlt rate. We arc vitally concerned about this gpecific limitation in the

ouse :

1. It i3 Patently Discriminatory

The record clearly shows that the House intended that the limitation would
apply in practical effect only to the Bell System. In practical effect, the Bell Sys-
tem has been singled out to receive the investment tax incentive at a rate only
onec-half that being given to all other taxpayers in the country.

2. It Imposes a Penalty on Telephone Consumers

The apparent reasoning in the House, in singling out the Bell System for this
discriminatory treatment, is that the dollar amounts are large, arguably too large
for a single taxpayer. But the Bell System is a very large taxpayer and a large
employer. It is faced with huge expenditures to supply most of the telecommunica-
tion services to the United States. The practical effect of the $100 million limita-
tion is to tax directly some 57 million telephone customers. For the plant to be
purchased in 1975, for example, those ordinary telephone customers—and only
Bell System telephone users—will be feeling the effects of $440 million in their
telephone bills over the life of that plant.

8. It will Seriously Hinder Bell System Efforts to’' Mcet National Demand

The communications needs of the country require coutinuing, and enormous,
infusions of new capital.

Current Bell System estimates call for construction programs totaling over $20
billlon in the troublesome time period lying immediately alead for the Nation—
this is through 1976. The Bell System cannot finance requirements in this magni-
tude wholly from internally generated funds. It must go to the capital markets.
The Bell System will have to seek close to $8 billion of external capital during
this time period. The construction paid for by this capital will act to provide jobs
and to increase productivity through modernization.

The Bell System has no monopoly in those capital markets. It competes for in-
vestor funds with everyvone else—including the Federal Governinent. To do so
with o penalty applied only to it, seems not only unfair but dangerous to the
long-term health of this business.

One of the factors which brings consideration of the investment tax credit
changes to the country's attention now is the dire problem of money raising in
the electric utility industry. The Bell System also is now beginning to run out of
financing options. And the demands of the telephone-using public force the Bell
System to go to the capital markets inexorably and for large amounts. If the
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discriminatory limitation is removed and the law gives it the opportunity to com-
pete in these markets on the same basis as anyone else, the Bell System can do
its job of providing telephone service where and when it is needed.

STATEMENT

This statement is respectfully submitted on behalt of the Bell System in-
cluding all of its Operating Telephone Companies. The names of Bell System
telephone companies are listed on Attachment A to this statement.

My comments are addressed to provisions of H.R. 2166. The T'ax Reduction Act
of 1845, as passed by the House on February 27, 185 and presently before this
Cogxon;ttee. relating to the proposed increase in the investment tax credit rate
to 0.

The Bell System believes that increasing the tax credit rate to 109 for all
industry, including utilities, will prove a very important measure for overcoming
the problems currently depressing the economy. I belleve it is now widely recog-
nized that the investment tax credit is an effective means to stimulate economic
growth, enhance productivity and assure full employment opportunities. This
has been recognized by the Congress on repeated occasions and it is certainly
endorsed by the Administration. We favor enactment of the general proposal to
raise the tax credit rate to 10%.

We are, however, vitally concerned about one specific provision in the House
bill; and that is with respect to Section 301(¢) of H.R. 2166 which would limit
to $100 million the additional investment tax credit available to public utilities.

Proposed Scction 801(c) Patently Discriminatory

The record clearly shows that the House intended that the $100 million limita-
tion provided for in Section 301(c) would apply in practical effect only to the
Bell System.

On its face, such a Hmitation is patently discriminatory. Indeed, the practical
effect of the special limitation is shocking, since it means that, as a practical
matter, the Bell System has been singled out to receive the investment tax in-
centive at a rate only onc-half that being given to all other taxpayers in the
country. This is the practical effect because the 4% credit rate allowed to the
Bell System under present law plus the $100 million increased tax credit pro-
duces an effective tax credit rate for the Bell System of about 5%, compared with
the 109 rate that would be allowed to all other taxpayers under the provisions of
the House bill.

The practical effect of the $100 million limitation is, however, more than simply
discriminatory. I submit that this limitation cannot be justified on any straight-
forward sound economic basis. To restrict the investment tax credit incentive in
the case of the Bell System will have two other obvious consequences.

Penalty on Telephone Consuners

The apparent reasoning in the House, in singling out the Bell System for this
discriminatory treatment, is that the dollar amounts are large, argually too large
for a single taxpayer. But the Bell System is a very large taxpayer and a large
employer, This is a taxpayer which is faced with huge expenditures for the
purpose of supplying most of the telecommunication services to the United
States,

The practical effect of the $100 million limitation is not really to penalize a
large corporation which some may think can afford it. The practical effect i8 to
tar directly some 57 million telephone customers. For the plant to be purchased
in 1975. for example, those ordinary telephone customers will be feeling the
effects of $440 million in thelr telephone bills over the life of that plant.

Removal of this limitation would inure to the benefit of consumers. These bene-
fits arise in three ways. First, the investment credit reduces telephone company
tax expense, and these tax savings are passed along to our customers over the’
life of the property. The limitation prevents our customers from having this
Lenefit. In short. the investment credit directly reduces the cost of telephone
service over the life of the plant: the $100 million limitation will deny Bell
System customers —and only Bell Syatem customers—the advantage of these
savings. Second. the avaitability of the tax credit mitigates the pressure of rais-
ing the substantial amounts needed to provide telephone service. Third, the
stimulation of modernization programs, enhanced by the investment credit, with
the resulting improvement in productivity, reduces costs to the telephone user.
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Proposed Section 801(c) Will Seriously Hinder Bell System Efforts to Meet
National Demand

The communications needs of the country require continuing and enormous,
infusions of new capital.

Our current estimates call for Bell System construction programs of $9.9
billion in 1975 and another $10.6 billion in 1976. This totals to over $20 billion
of new Bell System capital requirements in the troublesome time period lying
itnmedlately nhead for the Nation; that is through 1976. A related consideration
is that telephone company plant has te.be buflt well in advance of the needs of
othier segments of the economy, if it is to be ready for service when needed to
support activity in the bLusiness sector and otherwise meet all demands as re-
newed real growth begins to take place again in our Nation.

In the last six months or so, Bell System construction plans for 1975-76 have
heen sharply reduced, by over $1 billion, and indications are that additional sig-
nificant reductions may be made. More importantly, perhaps, our present con-
struction plans in “real” terms for this year and next are significantly below
laxt year's investment level.

Based on current economic forecasts we believe the Bell System’s investment
program ix adequate to meet 1975 demand, but for the period into 1976 it is much
tess clear. The $£10.6 billion program for 1976 falls in the middle of our forecasted
demand probability range, which we estimate could swing from a low of $9.0
billion to a probability high of $11.2 billion, depending on the strength of the
Nation's economic recovery. If demand were to approach this higher probability
level, Bell System investment requirements could be significantly higher than
presently estimated.

There is no doubt but that the fill 109, investment tax credit if available to
the Bell System, would directly serve to assure that vital communications plant
will be in place and ready for service as needed.

Moreover, the additional investment credit, beyond assuring that basic demand
can be met, will also help us in our modernization projects. This is the considera-
tion that provides long-term economic benefits.

Furthermore, looking out over the uncertain period abead into 1976, I think
it can be said with certainty that the removal of the $100 million limitation will
directly serve to supply job opportunities. While it is difficult to estimate with
certainty, in a business as large as ours, the numbers and types of such jobs
that I am talking about, our internal studies indicate that at least 10,000 job
opportunities could well be involved in the uncertain period ahead through 1976.
These job opportunities range from production jobs to supervisory and support
Jobs in Western Electric and in Operating Telephone Companies through the
Nation. Beyond this, additional jobs in unknown quantities would result from
\\\’ostern‘ Electric purchases from suppliers and contractors outside the Bell
System.

The primary point I want to emphasize is that we cannot feasibly finance re-
quirements in this magnitude wholly from internally generated Bell System
funds. We must go to the capital markets. The Bell System will have to seek close
to &8 billion of external capital during this time period.

We have no monopoly in those capital markets. We compete for investor funds
with everyone else—including the Federal Government. To do so with one hand
tied behind our back, in the form of a penalty applied only to us, seems not only
unfair but dangerous to the long-term health of this business, Government demand
on the capital markets to finance the large Federal budget deflcits, resulting in
part from fiscal policy measures to stimulate the economy, in itself will be a factor
that will make Bell System capital planning much more difficult,

The Bell System is a very significant factor in the total requirement of the
private sector. Bell System debt requirements constitute over 109 of the total
corporate sector aside from financial institutions. But the fact is that the Bell
System stands on the threshold of the loss of its good credit rating. This is true for
several Bell System companies and AT&T itself faces a similar fate absent imme-
diate new infusions of equity capital. The price of our stock remains under book
value despite three years of sustained earnings growth. It now appears that over
the near term our financing options will of necessity be limited to a choice of un-
desirable alternatives as we attempt to balance our credit rating against new
common equity brought in below book value. Under these circumstances it has
become essential that the Bell System limit the amount of finarcing undertaken
to the minimum.

48-403 O - 75 - 14
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It would be a serious mistake if the Congress did not fully appreciate the very
real problems the Bell System faces in planning these new capital investment
programs. The fact is that the Bell System, as a matter of basic policy, is exer-
cising stringent controt over all new construction plans, keeping them as tight as
reasonable forecasts of requirements allow. Financing limitations press upon us.
The critical situation we are now facing requires ever closer scrutiny, and it may
be that, absent improved earnings in the near term, we will simply be unable to
afford to do everything that needs to be done in the area of communications serv-
ice. This hurts the overall economy in the long run, and in the shorter run means
that we may require fewer construction workers and hence fewer jobs.

One of the factors which brings consideration of the investment tax credit
changes to the country's attention now is the dire problem of money raising in
the electric utility industry. There have been wholesale downgradings of credit
ratings of power compaunies. Some of them have not been able to sell stock or
bonds to meet service demand. Others pay crippling rates and nearly all have
cut back planned expenditures—part'y bLecause of the difficulty of ralsing the
money. The Bell System has been able to borrow money in these times because
of a past conservative financial structure. But the borrowing has not been without
serious effects. We are now at a debt ratio of nearly 509. Some of our Operating
Telephone Companies have already been downgraded in c¢redit rating. And there
is clear eviden-e that others, including AT&T itself, are in jeopardy of losing
their AAA credit ratings.

My point is, of course, that the Bell System is not now financially sick zs are
some power companies. But we are running out of financing options. And the
demands of the telephunc-using public force us to go to the capital markets
inexorably and for large amounts. If the discriminatory $100 million limitation is
removed, and the law gives us the opportunity to compete in these markets on
the same basis as anyone else, and if we are not forced to increase our draw
from these mairkets by virtue of this discriminatory investment tax credit
provision, we can do our job of providing telephcne service where and when it
is needed. The Bell System hopes that it will never be in the position where it
nmust make a rescue plea hecause of being forced to cut back on needed construc-
tion expenditures for new plant.

To conclude, the full 109, investment tax credit rate is very important to the
Be'l System.

We will use it meaningfully with every best effort to fulfill the purposes of the
Tax Reduction Act of 1975. The tull 109 credit, without arbitrary restriction,
will give the Be!l System the necessary flexibility to plan construction programs
in these difficult times that will assure ful' job opportunity in the telecommuni-
cations sector of the economy, that will assure that basic telecommunications
plant will be ready for use when needed, and that will tend to reduce consumer
costx in inflationary times.

Section 301 (c¢) of the House bill, should be deleted before H.R. 2168 is enacted
into law. In summary :

The $100 million limitation provision was designed to affect on'y one
company and is unfair and discriminatory;

The penalty would be applied directly against 57 million Bell System con-
suners, because all investment tax credit dollars are used to reduce the
amount of money we need to charge the ordinary telephone user.

The provicion would sericusly hinder us in the capital markets and is
typical of the problem which has financially crippled many power companies,

lere;pggégllly urge this Committee to delete Section 301(c¢) from the provisions
of H.R. .

ATTACHMENT A
BELL 8YSTEM COMPANIES

American Telephone and Telegraph Company

The Bell Telephone Company of Pennsylvania

Bell Telephone Laboratories, Incorporated

The Chesapealke and Potomac Telephone Companies
Cincinnati Bell, Inc. -

Illinois Bell Telephone Company

Indiana Bell Telephone Company, Incorporated
Michigan Bell Teleplione Company
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The Mountain States Telephone and Telegraph Company
New England Telephone and Telegraph Company
New Jersey Bell Telephone Company

New York Telephone Company

Northwestern Bell Telephone Company

The Ohio Bell T'elephone Company

Pacific Northwest Bell Telephone Company

The Pacific Telephone and Telegraph Company
South Central Bell Telephone Company

Routhern Bell Te'ephone and Telegraph Company
The Southern New England Telephone Company
Routhwestern Bell Telephone Company

Western Electric Company, Incorporated
Wisconsin Telephone Company

The CrarryaN. The next witness is Mr. Louis Kelso. chief ocononﬁst
and general counsel of Bangert & Co.. investment bankers of San
Francisco, accompanied by Mr. Norman Kurland.

STATEMENT OF LOUIS 0. KELSO, CHIEF ECONOMIST AND GENERAL
COUNSEL OF BANGERT & CO., INC., INVESTMENT BANKERS, SAN
FRANCISCO, ACCOMPANIED BY NORMAN G. KURLAND, WASH-
INGTON COUNSEL OF BANGERT & CO., INC, INVESTMENT
BANKERS

Mr. Kevso. Mr. Chairman. members of the committee, we are most
pleased to have the opportunity to be here and speak to you today.
We have prepared a packet of written testimony which, if you agree,
will just be included in the record. We will not take the time to read
it heve.
— The Cuamryan. We will do that. Your statement will be printed.

Mr, Kerso, T need not review before this most knowledgeable com-
mittee the evidence that our economy is not working. Certainly.
Senator ITumphrey this morning pointed to much of the evidence that
our economy is failing. Nor, as Leonard Silk, one of our most
distinguished economic writers and a member of the board of editors
of the New York Times, underscored in a recent New York Times
Sunday Magazine article, need 1 repeat that economists in general
do not seem to know why it is not working well.

Mr. Kurland and T expressly disassociate ourselves from this virtu-
ally unanimous body of economic confusion. We think we know what.
the chief source of our cconomic malaise is and we think that the mem-
bers of this committee will have little difficulty agreeing with us once
we have pointed to the problem,

We wish to focus our testimony today on two specific pieces of
legislation, namely the investment tax credit portions of H.R. 2166,
which is being considered by this committee. and on a related bill
that has not vet come before the committee, H.R. 462, the Accelerated
Capital Formation Act of 1975. H.R. 462 was introduced into the
House Ways and Means Committee on January 14, 1975,

I think we will be able to show in a few moments that these two
pieces of legislation are very closely related, For your convenience we
have included in the text of our written material the text of our pro-
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posed amendment to H.R. 2166, as appendix G, and the whole of H.R.
462, which is appendix D,

Let me first identify what seems to us to be the central defect in
the U.S. economy. The production of economic goods and services is a
physieal activity. The consumption and distribution of economic goods
and services is a physical activity. The U.S. economy possesses the
physical capability to produce an enormous amount of goods and
services. It possesses the physical capability of bringing into existence
an immeasurably greater amount of productive power, vastly in ex-
cess of our present productive power, sufficient in due time—we esti-
mate perhaps in 10 or 15 years—to produce a much higher_general
standard of living for all of its consumers.

So we have a physical problem involving our capacity to expand our
productive output and we have a desire to consume the physical re-
sult. Thus, whatever defect that keeps us from living good cconomic
lives is clearly not in the physical order at all. Rather, it is
institutional.

The logic—as well as the morality of our private property market
economy—is that productive input into the economy by cach consumer
unit is supposed to be the basis for productive outtake from the
economy, or personal income, Pay is the reward one receives for his
productive work, his human inputs to production. Conceptually, pay is
pav for productive input. Rent, dividends, rovalties, what we might
call the “wages of capital” is pay for the use of that capital, pay that
an owner receives for the productive input of that capital. The break-
down in our economy comes from the failure of our economic in-
stitutions to adjust to technological change. We have not made our
peace yet with the machine.

Increasingly, since the beginning of the industrial revolution about
200 years ago, the relative proportions of the two economic input
factors—that is, the human factor, or labor, and the nonhuman factor,
or land, structures, and machines, or capital, whichever you would
like to call it—has been changing as the result of technological change.
Today, by our estimate, in purely physical terms, capital provides
the overwhelming bulk of the productive input into the economy
and labor only a minor portion.

But, and this is the arresting fact. a tiny fraction of the consumer
units own all of the productive capital in the economy, no more, as
a matter of fact, than 5 percent of those consumer units. Excerpts
from some of the most recent studies on this concentration of capital
ownership are included in our written testimony. Appendix A is a
recent studv under the auspices of the U.S. Catholic Conference,
entitled, “Poverty in American Democracy: A Study of Social
Power”, and appendix H includes excerpts from the recent Wharton
School study which was published by the Department of Commerce
in its November issue of Survey of Current Business, entitled “Stock
Ownership in the United States: Characteristics and Trends.”

All of the qualitative studies of ownership of capital in the United
States since the TNEC reports back in the late 1930’s show exactly”
the same thing. so there is no dispute on the evidence of concentrated
capital ownership whatsoever.
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Thus, if our analysis is right, 5 percent of the people in the United
States produce most of the goods and services because they own most
of the productive capital. The rest live mostly by governmental re-
distribution of income, open or disguised, and by welfare. And some-
times welfare is also disguised as well as open.

The investment credit is one of the governmental devices, I am
sorry to say, that has led to the superproductiveness of the rich and
the nonproductiveness or underproductiveness of the 95 percent of
consumer units who own no capital. Yet, we must all be perfectly
frank—the strength of our economy depends upon bringing into
existence an enormous amount of newly formed capital, at a rate
probably treble that of the last decade.

My estimate of the capital formation requirements of the next 10
years lies somewhere between $5 trillion and $7 trillion,

I would like to call your attention to diagram 1 in our written
testimony, which follows page 4. As this diagram very readily shows,
the investment credit simply makes the rich richer. The additional
tools that are bought with this direct subsidy from all taxpayers
become owned by this same group of stockholders. New capital will
be created, and this is good, but, unfortunately, we will not create a
single new owner in the process by means of the investment credit.

Our rroposed amendment to H.R. 2166 would, to a very cautious
degree, reverse the wealth-concentrating tendency of the investment
credit by conditioning the Government’s granting of large invest-
ment credits on the recipient’s capitalizing a part, say 25 percent, of
the amount of the investment credit. That is, a major corporation
that wished to take advantage of the investment credit would be
required to issue stock in an amount equal to 25 percent of the invest-
ment credit and transfer that stock to its employees. It could be trans-
ferred to them directly in proportion to their relative incomes. But
far better, the corporation would establish and use an employee stock
ownership plan for spreading ownership among its employees. The
“ESOP” is a tax sheltered, qualified trust for workers which Con-
gress has already recognized several times and strengthened greatly
in several pieces of recent legislation. It is also & major financin
tool of enormous potency for raising new capital. Our proposal woul
induce union leadership and business leadership to study more seri-
ously and intensively the mutual advantages of ESOP financing,
especially in contrast to the structural problems inherent in conven-
tional techniques of corporate finance.

In other words, we make the modest plea that a small portion of
the governmental subsidy that would otherwise go to make the rich
still richer should go to make the poor and the middle-class workers
richer. The effect in financing new capital formation is exactly the
same either way. It is a question of who will own it, which would
otherwise be ignored, when that new capital is financed with tax-
payer dollars. This technique, the technique involved in our proposed
amendment, is represented by diagram 2 in our written testimony,
and this simply shows that under this proposal the resulting owner-
ship of the newly formed capital would lie ultimately partly in the
employees and the remainder, the larger part, would still flow to the
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existing stockholders. This provides an ineentive to all the affected
parties to exglore expanded use of ESOP financing.

We have described the employee stock ownershlg lan in detail
in other testimony before the Financial Markets ugcommittee of
this committee, so that I shall not take any time to refer to that here.
Suffice it to say that it is the most effective device ever conceived,
other than being born rich, to use the traditional logic of business—
that is, self-liquidating credit—to simultaneously finance economic
growth and build ownership into the workers without taking any-
thing from their pockets or paychecks. The ESOP simply puts the
individual workers of a company, all the workers, in the same shoes

———as present stockholders when that company finances its growth or
transfers in the ownership of its stock. Some 150 corporations have
begun to use this technique, mostly during the last 3 years.

The proposal that we make with respect to the investment tax
credit can also be combined with the continued use of the employee
stock ownership plan to finance business. This is reflected in our
diagram 3 in our written testimony.

I would now like to mention very briefly H.R. 462, the Accelerated
Capital Formation Act of 1975. This was a bill which was introduced
by Congressman Frenzel from Minnesota. I will not take any time
to explain that. A copy of.it from the Congressional Record is ap-
pended as exhibit D and Congressman Frenzel’s floor statement is an
excellent explanation of it.

Five of the members of the Ways and Means Committee plus 14 oth-
ers whose names are listed as exhibit E, are cosponsors on that bill at
this time. The purpose of that bill, very briefly, is to remove the pres-
ent statutory limitations on contributions to the ESOP, substituting a
limitation on corporate contributions based upon the debt servicing
requirements. The purpose of this is to accelerate the rate of new
capital information in the U.S. economy and build it into a broad
base of working Americans, enabling them to accumulate a reasonable
amount of capital ownership over their working lifetimes.

Second, the Eill would impose a limit on the lifetime accumulation.
Now we have arbitrarily suggested a limit of a half milion dollars. The_
obiect of this whole line of thinking is to build a reasonable dearee of
self-sufficiency. economic self-sufficiency. into every employee. It is not
to make a few rich and leave the rest poor, as the past system has,

So we think it is perfectly proper, at least for the present and fore-
seeable future, to have that limit.

Senator Byrn. Would the witness yield at that point?

You nropose a lifetime limitation of the investment credit ¢

‘Mr. Kr1s0. No, sir. T am speaking now of H.R. 462, the Accelerated
Capital Formation Act. which relates to emplove stock ownership
plans. and therefore is in a sense a comnanion to the amendment that
we are pronosing to the investment credit nrovisions of H.R. 2166,

Senator Byrp. Well, T do not understand what the $500,000 limit
wonld be.

Mr. KEvso. It is a limit on the amount which a particular employee
could accumulate in ownership through employee stock ownership
plans over a reasonahle working lifetime.

Senator Byrp. Oh, T understand. Thank you.
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Mr. Kewso. It is equivalent to the 160-acre limitation under the
‘Homestead Act, Senator.

The Crairmax. If T might just interupt to put it in my words, I
think, what he is talking about is, he is advocating that the law pro-
vide even more favorable tax treatmentt to stock that accumulates to
employees under employee stock ownership than it does now. But he
is saying that he thinks you ought to limit the amount of stock that
they can accumulate under those favorable provisions in the tax laws
to half a million dollars. Is that not what you are talking about %

Mr. Kknso. Yes, sir. Third, it would allow a deduction for divi-
dends paid into the employee trust, provided those dividends are
either applied on the payment on the stock, or, if the stock has been

aid for, are passed right through the trust into the employee’s pocket.

Ve want to get that second income into him as quickly as possible, so
that gradually, by building ownership into him, we will make him,
using his acquisitive instinct, temper his demands for more and more
pay in return for less and less work, which only adds fuel to the fires of
inflation and makes his company and the economy less competitive.

Fourth, we would like to see the ESOP given the same characteris-
tics as a charitable foundation. Frankly, I personally cannot imagine
an industrialist who has made a great fortune, like Henry Ford, at
the end of his life, when he finds out it really is true—you cannot take
it with you—transferring his wealth into a foundation which discon-
nects that productive capital from human beings—and, by the way,
takes it out of the tax base. This proposal would enable Henry Ford,
together with the Ford Motor Co., to set up an employee stock owner-
ship trust for the Ford Motor Co., and all the distributors, all the deal-
ers of Ford. Mr. Ford would then have an additional option which
could enable all of the employees of Ford Motor Co., over their work-
ing careers, to retire, in the practical sense of the word : rich.

The CuamrmaN. You are just saying that if Mr. Ford should elect
to leave his wealth to the employes of his company rather than leaving
it to the Ford Foundation, he ought to receive as favorable a tax treat-
ment as if the Ford Foundation got it ¢

Mr. Keiso. Exactly, Senator; and in addition to that, it would go
back into the tax base. The income would go into the personal income
tax base; the principal of it, when a worker retired and took it out,
gvould go into the property tax base, the gift tax base, the estate tax

ase.

The Cuairman. If it goes into the Ford Foundation, that is the last
dollar of tax you are going to get out of it.

Mr. Kerso. It is finished.

Fifth, the amendment would provide some minor limitations that
would permit, just before the distribution of the portfolio, at the time
an employee retires, the diversification of his ESOP assets into other
kinds of property. We think it is important that there be a property
relationship between the employee and the employer during the em-
ployee’s active lifetime. This is the only property whose valve can be
affected by his performance and that of his fellow workers.

_The poor man’s prudent man rule was given to us by Andrew Carne-
gie in his biography. He said, “If you want to get rich, it is very easy;
put all of your eggs in one basket and watch the basket very, very
closely.” But at the end of his working lifetime, once he has accumu-
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lated some wealth, it should be diversified. He is now rich, so he can
use the rich man’s prudent man rule, which involves diversification.
But the rich man’s prudent man’s rule when applied to the poor man,
handicaps his ability to accumulate wealth and thus keeps him poor.

Finally, we would like, in this amendment, to set up a so-called no
action procedure in the Internal Revenue Service, which would per-
mit the obtaining of a ruling on a proposed sale of stock by, let us say,
a close-holding stockholder who wants to sell his company to his em-
ployees under one of these trusts. The S.E.C. and F.T.C. already offer
similar *no action” procedures. Today, you cannot get a ruling from
the Treasury in advance, They play a game of ambush on the taxpayer.
He must make a decision as to what the stock is worth, and sell it; and
then, if, in the light of hindsight, it does not work out, the Treasury
lets him have it. Well, this makes it so hazardous that it is not as usable
as it should be.

That is the essence of our comments on those two proposals. We hope
that this committee, when H.R. 462 comes before it, will keep that in
mind; that it is terribly closely related to the amendment to the invest-
ment tax credit. Thank you very much.

The Cuairyan. Mr. Kelso, as I understand it, the people who pro-
duce the “60 Minutes” program have undertaken to do a presentation
about your proposal, and it has been made, and they are planning to
run it some time soon.

Mr. KeLso. Next Sunday night on the CBS network, Senator.

The CrairataN. Well, I will look at it, and look forward to it; and I
really think that what you are speaking to here today is more signifi-
cant than anything else we are going to discuss in these hearings; be-
cause I do not think that history is going to long record whether we
gass this tax cut bill, or whether we have a $20 billion tax cut, or a $30

illion tax cut, or whether we repeal the depletion allowance, or leave
it the way it is. I do think that it is going to make a great deal of dif-
ference from the point of history whether Congress moves in a direc-
tion that will result in large numbers of people owning the productive
plant of America, or whether we continue the trend to move in favor of
continued concentration of all of the wealth; that is, the productive fa-
cilities of America in the hands of a few. until the majority of people
in this country get pretty irritated about that result, and decide that
they would prefer to socialize or nationalize, or go for some other form
of government, on the theory that all of this private ownership is just
something where the rich get richer without them ever owning any of
it. Basically, the kind of thing you are fighting for and advocating is a
kind of concept on which this Nation was founded, when a fellow
could go ont on the frontier and stake off about 40 or 160 acres, and
clear it. and build his own little home on it, and hopefully accumulate
himeelf a mule and a plow. and somethine to work it with: and then
proceed to set up his own little capital plant, you might say—vwhich is
his farm and his farm machineries. And thereafter, this fellow is a
capitalist, in the sense that he owns the means of production, and the
small farmer still is. -

But the industrial worker is not a capitalist in that sense. and that
is what. yon are trying to make of him. You are trying to make him a
capitalist in his own right.
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Mr. Keuso. That is exactly it. That'is a perfect analogy, Senator.
This is an industrial Homestead Act; that is exactly what it is. But
it is open-ended. It does not end when you run out of land, because
there are no limits to the amount of industrial capital that we can
bring into existence.

The Crairamax. Well, T have come to understand it, and I was
discussing this with someone who came to discuss the investment tax
credit with me on behalf of a major corporation; a man whom I very
much respect. And I told him that if we expand on the investment
tax credit, I was going to offer an amendment that 25 percent of
whatever benefits they got out of that should be for the benefit of
employees. This man said he could not speak for the company, because
he was not the top executive; he was not even on the board. But his
thought is, if he was trying to debate against that on the Senate floor.
he would be in a very bad situation, because to argue against that is
sort of like arguing against motherhood—that the employees ought
to own some stock in the company other a period of time, especially
those who management thinks enough of to keep with the company
over a productive lifetime. And as I understand your suggestion, you
are not trying to say that this ought to be vested in employees that
do not work %ut a short time with the company, and then move on.
You are talking about those who dedicate their lives to working in
that particular type of industrial establishment.

Mr. KeLso. Absolutely correct, Mr. Chairman. They are designed
with vesting schedules that really encourage employment longevity.

The CuairMan. Well, if you have your way—and I am going to
try to help you get your way about this—when the employees who
work for the big corporations of America retire, in addition to their
social security—which would hopefully keep them out of poverty—
they would have a pension to go along with that, which would assure
them enough income so they would be middle-income retirees, rather
than poverty-level retirees. And they would also have some stock in
the company, which could be regarded as part of their estate, which
meant that when they die, they would have something to leave their
children.

Mr. Kerso. Exactly, Senator. We believe it would take an enormous
pressure off Government for all kinds-of additional welfare in the
future. We could plateau off our welfare programs and relieve much
of the pressure on our social security system if we could build eco-
nomic self-sufficiency into Americans. I might say that included in
our exhibit is a copy of a statement that I prepared for the President’s
economic summit on inflation. There is a diagram in there that shows
how this technique can be used to harness the “pure credit” power of
the Federal Reserve System. Pure credit is nothing but the power of
people to contract with each other. The Federal Reserve could pro-
vide unlimited financing for ESOP financing of U.S. corporate growth,
inasmuch as every step of it must be self-liquidating. That is the key;
unlimited financing for the public utilities, the corporations, the
farms, the things that make up the strength of our economy ; and we
believe that we could get the interest down to 214 or 8 percent. The
banks and the insurance companies would still make lots of money
even on that. And that would make a tremendous difference in the
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amount of new capital formation that could be brought into existence.

The Cuairmax. Thank you for your presentation. Because of your
efforts, the Senate has three times agreed with various aspects of your
proposal for employee stock ownership. And if I have enough influence,
we will agree to it again. Thank you very much.

Mr. Kerso. We are deeply grateful for the opportunity to be here,
Senator, and particularly for your interest.

The CirarrMaN. As you know, there are other members of this com-
mittee who have expressed an interest in your endeavors—Senator
Fannin, for example. and others—and I am sure that they will con-
tinue to.

Mr. Kerso. We will try and call on them, too, as you suggested
at the beginning of the meeting, Senator.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. Kelso with appendixes follows:] ?

PPREPARED STATEMENT oF Lotls O. KELso, CHIEF EcoNOMIST AND NORMAN G.
KuURLAND, WasHINGTON CoOUNSEL Bancertr & Co. INc.

LIVING BY THE GRACE OF A FEW OWNERS—AND GOVERNMENTAL
REDISTRIBUTION OF INCOME

“How are we going to live if a few people own our natural resources and a
few other people own our machines and machines do all the work or most of {t?”’

Thirty-five years have gone by since Byrl Whitney, Director of Education and
Research of the Brotherhood of Railroad Trainmen, posed that momentous
question in 1840 in the Congressional Hearings on Concentration of Economic
Power then being conducted by the Temporary National Economic Committee.

Today, as the Nation faces its most discouraging economic prospects since
the Great Depression, again the realization is growing that the U.S. economy is
distorted by a gross maldistribution of income and wealth. In “Poverty and
American Democracy: A Study of Social Power,” a profound and deeply dis-
turbing monograph just issued by the Campaign for Human Development of
the U.S. Catholic Conference, which is the education/action program of the
Catholic Church in the United States, the Conference presents compelling docu-
mentary evidence [some of which {s reproduced in Appendix A of this state-
ment} that productive wealth and control are becoming ever more tightly con-
centrated and centralized. Indeed, the study found that “the percentage dis-
tribution of wealth in the United States is virtually identical to that of India,
only the pie is bigger. That is the only difference.”

Citing the findings of such distinguished investigators as Robert J. Lampman,
Jean Crockett, and Irwin Friend, the study reported that desplte progressive
income taxes, transfer payments, minimum wage legislation, collective bargain-
ing and other policies intended to redistribute income, there has been virtually
no change in the share of family income received by the poorest 209, of
Americans since 1947. The top 209 of Americans receive 419 of all income, 8
times as much as the same number of persons at the bottom. In fact, the top
20% receives more income than the bottom 609, combined.

Even more unevenly distributed in the United States than income is ownership
of productive assets and land. In his study, The Share of Top Wealthholders in
National Wealth, 1922-56, Robert J. Lampman found no general change in the
pattern of concentrated ownership of capital between the 1920's and the 1950's.
He concluded that the 1.6% of the total adult population in 1953 who had
$60.000 or more each in total assets, owned 829 of all corporate stock, virtually
all state and local government bonds, and from 10 to 339, of each other type of
property in the personal sector. He further deduced that: “The association of
high income and large wealth-holding is also indicated by the concentration of
property income in the higher income groups,” and estimated that the top 1%
of the adult population received 40% of the national total of property income.

t Appendix A, entltled “Poverty in American Democracy: A Study of Soclal Power,"”
by Frederick J. Perella, Jr., assistant education coordinator Campaign for Human Devel-
opment, and a portion of Appendix H, an article entitled ‘“Stock Ownership in the
United States: Characteristics and Trends,” by Marshall E. Blume, Jean Crockett, and
Irwin Friend, were made a part of the officlal files of the committee.
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This gross concentration of the ownership of productive capital in the top 5%
of consumer units is confirmed by “Stock Ownership: Characteristics and
Trends”, by Marshall E, Blume, Jean Crockett and Irwin Friend of the Rodney
L. White Center for Financial Research at the Wharton School, University of
Pennsylvania, (Working Paper No., 12-74). Extracts from this study were pub-
lished by the U.S. Department of Commerce. A copy of these extracts is attached
hereto as Appendix H.

DEMOCRACY CANNOT ENDURE WHEN THE MAJORITY OF CITIZENS ARE PROPERTYLESS

It is an axiom of political economy, confirmed over and over in Western his-
tory, that concentrated ownership of wealth, and the vast inequality of income
distribution which inevitably results, are antithetical to, and must eventually
destroy, the institutions of political democracy, most importantly, individual
freedom. As columnist William Rusher notes [See Appendix B], “the basic
economic (and therefore political) cleavage in America today is . . . between
producers and non-producers.” He predicts that a collision is inevitable and long

overdue, and that it is going to give rise to some ‘spectacular political
realignments.”

THE OWNING PINNACLE CAN'T BUY THE PRODUCTS ITS CAPITAL PRODUCES

Conventional economists do not understand that concentrated ownership of
the things that produce income have triggered the boom-bust cycles that have
plagued-Western market economies since the beginning of the Industrial Revolu-
tion. Mass production requires mass consumption. Mass consumption requires
purchasing power in the pockets of those who want and need to buy goods and
services. Employment alone cannot distribute sufficient purchasing power to
buy everything that a private property economy produces when machines are
doing most of the producing and only a handful of families own the machines.
Nor can the combined forces of Congress, the labor unions and the industrial
cartels repeal the law of supply and demand.

We cannot solve the income distribution problem by paying workers and the
unemployed more in return for the constantly diminishing labor input that is
the natural result of technological change.

In a highly industrial economy, goods and services are produced mainly by
capital instruments—productive land, structures, tools, and machines. In the
U.8. economy, it cannot be repeated too often, no more than 5% of families own
virtually all of this highly_productive capital. The remaining 95% of families
own little or nothing, aside from their labor power, that produces income for
them. They are obliged to obhtain the income that sustains their livelihood from
jobs or welfare. Meanwhile, technological change is constantly and relentlessly
transferring the burden of production from human beings to things and proc-
esses. Technology has no function, no economic function whatsoever, except
to save labor, to maximize the production of goods and services and to minimize
labor input. Science, engineering, technology and corporate managenent are con-
certedly engaged in cutting costs, mainly labor costs. And every time they suc-
ceed, Income that once went to a working person or family is re-directed to a
capital owner, whose capital holdings are already producing vastly more income
for him than he can or wishes to spend.

Here we have the source of the production-consumption imbalance and the
vo-yo gyrations of the business eycle.

THE INVESTMENT CREDIT FURTHER ENRICHES THE ALREADY RICH

The investment credit which Congress first introduced in 1962 with the intent
of creating employment by encouraging new capital formation, widens rather
than narrows the production-consumption gap. How can you solve the purchasing
power insufficiency of 95% of American families—an insufficlency directly aris-
ing from their non-ownership of the capital instruments that are producing the
bulk of the economy’s goods and services—by giving more income-producing
capital to- the 3% of families who own virtually all the productive capital
already?

WHY DOES THE INVESTMENT CREDIT IN ITS8 CONVENTIONAL FORM, AND A8 MODIFIED
BY II.R. 2106, INTENSIFY THE CONCENTRATION OF OWNERSHIP OF PRODUCTIVE CAPITAL?



214

This effect can be readily seen from a glance at the dlagram on the following
page:

Diagram 1

The [nvestment Credit (does [lelp Stimulate New Capital Formation,
But Concentrates Ownership of That Newly Formed Capital
In Existing Stockholders.
It Is a Government Subsidy To Make The Rich Still Richer.

U.S. GOVERNMENT
and
ITS TAXPAYERS

8
L
e
O
fm
z
3]
p}
=
[72)
w
z
Z
v Cash Which Would
Otherwise Be Paid In
[~ Corporate Income g CAPITAL
CORPORATION Taxes GOI?IEBRS
e TOOLS SUPPLI

Existing Stockholders

NOTE: Not a single new stockholder is created by this process., Ownership
of the total newly-formed capital generated by the tax subsidy is
acquircd by the existing stockholders.

HOW COAN THE CAPITAL FORMATION STIMULATING EFFECTS OF THE INVESTMENT
CREDIT, A8 THEY WOULD BE INCREASED BY H.R. 2166, BE PRESERVED, WHILE
S8ETTING IN MOTION FORCES8 THAT WILL INITIATE THE BUILDING OF THE
OWNERSHIP OF PRODUCTIVE CAPITAL INTO PRESENT NONOWNERS?

The answer ties in including in H.R. 21686, or in any simtlar legislation designed
to preserve or increase the investment credit available to business, a provision
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which would condition the taking advantage of the investment credit upon the
capitalization (that is the issuance of new capital stock by the corporation in
an equivalent amount) of some specified proportion—we would recommend at
least 259% of the investment credit-—and the transfer of the stock thus ear-
marked, without further tax deduction (since that would amount to a credit
plus a deduction for the same expenditure) to employees in proportion to their
relative incomes from the corporation. While such transfer could be made
directly to employees year by year, we believe that it would be far more bene-
ficial to the employees, to the economy, and to the corporation, if such transfers
of stock were made to an Employee Stock Ownership Plan (**ESOP") organized
under the provisions of Section 401(a) of the Internal Revenue Code. Otherwise,
the employees would be taxed upon the receipt of the stock, and, in most cases,
would be unable to pay the tax without selling the stock. The object of the
ESOP is to enable the employee, over & reasonable working lifetime, without
deductions from his paychecks or investment of his savings (usually non-evistent)
to tgccumulate an income-producing capital estate to make him economically self-
sufficlent.

Diagram II on the following page illustrates the use of an ESOP to shift
ownership of a portion of the government-subsidized newly-formed capital to
employees : -
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Such trusts are also designed, where the corporation’s stock is dividend-yleld-
the corporation’s investment credit should continue on an annual basis,

ing, to provide employees with a current second source of spendable income prior

to their retirement.
We would recommend that this obligation be presently imposed only on cor-

porations taking large investment credits—perhaps of $500,000 or more, or even

those equalling $1,000,000 or more. Such transfers of stock representing a por-

tion of

u
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~

we suggest, at least until the corporation’'s investment credit for two consecutive
years drops below 509, of the amount that required initiation of the transfer to
employees.

It would be a distraction here to explain at length the technical character-
istics and operation of the ESOP, but this information is available to the Com-
mittee in the testimony of Kelso and Kurland before the Financial Markets
Subcommittee of this Committee, given on September 24, 1973. In addition, there
is attached hereto as Appendix C a brief explanation of two-factor economics
and of ESOP financing.

A proposed text for an amendment to accomplish this ownership-broadening
result by the amendment of H.R. 2168 {s attached to this testimony as Ap-
pendix G. :

A MODIFIED INVESTMENT CREDIT WHICH BROADENS CAPITAL OWNERSHIP BY REQUIR-
ING THE TRANSFER OF B8TOCK TO AN ESOP CAN BE COMBINED WITH THE CONVEN-
TIONAL USE OF AN ESOP TO SBIMULTANEOUS FINANCE ALL MANNER OF NORMAL
CORPORATE TRANSACTIONS, WHILE BUILDING CAPITAL OWNERSHIP INTO EMPLOYEES

The dlagram on the page following illustrates how the amendment of the
investment credit provisions of the law to build a portion of the ownership of
the resulting newly-formed capital into employees can be combined with the
traditional use of ESOP financing to finance corporate growth, mergers, acquisi-
tlons, refunding of debt, the buying out of close-holding owners in order to
transfer ownership to workers, etc.
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or even annual contributions

Where a corporation’s ESOP is both the recipient of capital stock transferred
to it in order to enable the corporation to take advantage of the investment credit,

and is used conyentionally to finance growth, etc., the corporation would receive
both the investment credit, and the normal deduction within the limits provided

by law for annual payments made into the ESOP,

of stock to the ESOP.

GREATLY INCREASE THE ATTRACTIVENESS OF ES8OP FINANCING, BOTH TO CORPORA-

H.B. 462, THE ““ACCELERATED CAPITAL FORMATION ACT OF 1975", I8 A BILL THAT WOULD
TIONS AND TO EMPLOYEES AND THEIR UNIONS
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Attached hereto as Appendix D is a copy of H.R. 462 and the explanatory Floor
Statement made by Congressman Willinm Frenzel who introduced it into the
House on January 14, 1975. No explanation of the functions of H.R. 462 that we
could provide can improve on the excellent Floor Statement made by Congress-
man Frenzel and included in Appendix D hereto.

H.R. 462 would facilitate the use of the ESOP concept and thus effectively link
daily employee work performance with the growth and operation of a business,
by modifying the Internal Revenue Code, as follows:

(1) Removing present statutory limitations on ESOP contributions (25% of
covered payroll) by an employer and substituting a limitation based upon debt-

servicing requirements.
(2) Allowing for the lifetime accumulation under an ESOP of up to $500,000

for any individual employee.

(3) Allowing tax deductions for corporate dividends which are distributed
through the ESOP Trust as second-incomes to employees or which are applied
to repay ESOP debt on the employee’s stock.

(4) Allowing tax deductions under estate, gift and income tax provisions for
contributions to an ESOP, similar to contributions to charitable foundations.

(5) Allowing for distributions from an ESOP of a diversified portfolio (in-
cluding employer stock) and eliminating taxation on the assets distributed to the
extent that the income-producing assets ace held by the recipient, or, if sold, the
proceeds are promptly reinvested in other income-producing investments.

(6) Providing a procedure for advance IRS opinion regarding ESOP financing
transactions—a “no action” procedure similar to that used by the SEC and the
Federal Trade Commission for decades. This would avoid the taxpayer ambush
that present procedures often cause. .

The salvation of the American economy as a free market, private-property econ-
omy depends upon raising the economic productive power of the masses of Ameri-
can citizens. This can only be done significantly by enabling them to take advan-
tage of the logic of business—the logic of investing in things that will pay for
themsclves—in order to acquire economic self-sufficlency over a reasonable work-
ing lifetime.

The flscal integrity of the United States depends upon building up the income
tax base of its citizens and residents by building second sources of income through
capital ownerskip into the 95% of consumer units who have no such income today.

The fiscal integrity of the states and cities of the United States depends upon
building the property tax base of the masses of people who own no income-pro-
ducing property ; the intensive use of ESOP financing to accelerate the acquisition
of capital ownership by the propertyless majority would enormously enhance that
property tax base.

Finally, as is more carefully explained in the statement prepared for the Presi-
dent’s Economic Summit Meeting on Inflation, September 27-28, 1974, by Louis O.
Kelso, a copy of which is attached hereto as Appendix F, the U.S. economy cannot
control inflation by any means other than the accelerated investment through two-
factor economic techniques (like ESOP financing) in self-liquidating new capital
formation owned in reasonable-sized holdings by the 95% of people who are capi-

tal-less today.
CONCLUSION

We respectfully urge the distinguished members.of the Senate Finance Com-
mittee to carefully consider, and to propose the amendment of H.R. 2166 in order
to signal to the American people the awareness of Congress that the broadening
of the capital ownership base of the U.S, economy is basic to restoring that
economy to health.

We similarly respectfully urge the Senate Finance Committee to act favorably
on H.R. 462 (or upon a counterpart Senate bill, if one should be introduced),
in order to sharpen the tools which can enable business to restore and to accel-
erate the growth of the American economy, to create in the private sector several
million new jobs in the course of expanding its output of goods and services, to
enable the economy to finance the $5 trillion or more of new capital formation
which must be put in place in the coming decade if America is to maintain its
economlic leadership, to achieve higher incomes for our poor and middle classes,
and to reverse inflation and achieve a gradual and continuous hardening of our

money.

48-493 0 - 75 - 15
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[San Francisco Chronlcle, Feb. 27, 1973]
APPENMX B
THE CONSERVATIVE: A NEw CrLAs88—THE NON-PRODUCERS

(By Willlam Rusher)

If you think the basic economic (and therefore political) cleavage in America
today is between business and labor, you are at least a quarter of a century out
of date. The relevant fracture-line is now between producers and non-producers,
and it runs roughly at right angles to the old split.

That is why the two major parties have been failing so spectacularly to reflect
the views of the voters, and why there is so much talk these days about a new
conservative party.

The great central fact that looms over the Amerlca of the mid-1970’s is the
growth, in the past 25 years. years, of a whole new economic class. This class is
often described as the “non-producers.”

The dominant members of the new class form a ‘“verbalist” elite who trafic
in words and (occasionally) ideas. They include the print and electronic media,
the major fundations and research institutlons, the educational establishment in
all its manifestations, and—last but hardly least—the huge federal and state
bureaucracies.

To keep this new elite happily occupied with the constant social changes which
are naturally its stock in trade, the assumptions of ideological liberalism have
been harnessed and put to work.

A new mass constituency, also nonproductive, has been called into being, It
includes not only the whole vast category of individuals who are, for all practical
purposes, permanently on welfare, but also the students in our schools and
coillegtlas[; and it is systematically enlarged by the addition of allegedly oppressed
minorities.

The producers of America—the businessmen, workers and farmers—have a
common economic interest in limiting the growth of this rapacious new non-
producing class.

Their first target, unquestionably, will be the permanent denizens of the
nation’s welfare rolls, and the bureaucracy that coddles them.

The second, very likely, will be the costly swarm of leftist teachers and semi-
permanent “students” in our educational institutions.

After that it will be the turn of the other non-producers who have recently
learned how to lve, as of right, off the generosity of working Americans.

A collision is inevitable—is in fact long overdue; and it is going to give rise
to some spectacular political realignments.

ArPENDIX C

WHAT I8 TWO-FACTOR ECONOMICS? WHAT I8 EMPLOYEE STOCK
OWNERSHIP PLAN FINANCING?

(By Louis O. Kelso and Patricla Hetter)?

The Production of Goods and Services in a Market Economy Is a Physical
Phenomena.

1. To understand {t, divide the methods of participating in production into
two: People (who own their labor power) ; things (which are owned directly or
through corporations by people),

2. The state of technology determines the method of production in each case:
How much input i{s made by people; how much input is made by things; as
technology advances, each unit of output contains less labor input and more
capital input.

3. But input i{s basis for personal income or economic outake: Pay 1is pay for
production ; Rent is pay for the use of something, etc.

4. Technology is totally embodied in capital. It does not affect the productive-
ness of labor, as such.

1 Copyright Louls O. Kelso and Patricia Hetter, 1975.
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5. All productive capital in the U.S. economy is owned by the top 5% of
wealth holders. In other economies, the concentration is more intense.

6. Finance is the process of organizing and bringing into existence newly-
formed capital—new capital instruments—improved land, new structures, new
machines, etc.

7. Conventional business finance has very significant characteristics:

(a) It is intended to bring into existence only newly-formed capital that
will pay for itself within a reasonable period of time; 3 to 6 years is normal
for recovery of equity investment. -

(b) Conventional finance assures that virtually all future newly-formed
capital will automatically be owned by the 5% of consumer units that own all
previously existing capital. -

8. Thus conventional finance asserts that regardless of a family’s consumer
desires and needs, once it can produce through its otoned capital suficient income
to satisfy those needs and wants, its capital ownership will continue to grow
indefinitely. Its power to produce income will expand without regard to the
fact that the family has no further desire or need for a higher standard of living.

Rich peoples’ consumption is controlled by their wishes—their virtue, not by
their incomes.

9. At the same time, conventional finance assures that the 95% of families
born without capital will never acquire it.

10. Conventional finance assures that we build productive power into people
who have no unsatisfled needs and wants, and that we will fail to increase the
productive power of the 95% of people in the poor and middle classes, who
cannot, with only the declining value of their labor to sell, adequately participate
in the gond economic life.

11. For the past 40 years our answers to this dilemma have been two-fold:
Avtdficially inflate the price of labor, which in turn inflates all other prices;
provide welfare, open and disguised, financed by deepening governmental debt,
and the redistribution by government of the wealth of the rich and middle
classes to the poor.

These answers have brought the U.S. and most of the world's economies to
the brink of economic disaster: spiraling inflation; arresting of economic
growth; vast and growing unemployment; declining economic quality of life,
. 12. Two-factor Economics, or the Economics of Reality, proposes a different

answer: use, but this time for the propertyless workers, the time-honored logic
of business—to invest in new capital formation on terms where it will first
pay for its own costs, and will then go on throwing off goods and services (or
their income equivalent) indefinitely, its productiveness preserved by business
depreclation procedures,

13. The financing technique is one that has been used more than 100 times
by significant businesses. It provides low cost capital for business; builds
capital ownership and second sources of income into workers without taking
anything out of their pockets or paychecks; is deflationary; can create two
or three decades of full employment during which most families will acquire
viable capital estates; can eliminate the need for vast segments of government
bureaucrats who today administer to the effects of poverty but do not attach
its cause—the absence of capital ownership by most families; and can get our
economic growth rate up to 109% per year or higher, without inflation, in an
all-out attack on poverty by attacking its causes.

APPENDIX D
[From the Congressional Record, Jan. 14, 1975]

House or REPRESENTATIVES, H.R. 462

INTRODUCTION OF THE ACCELERATED CAPITAL FORMATION ACT OF 1975

The SPEAKER pro tempore. Under a previous order of the House, the gentle-
man from Minnesota (Mr. FRENZEL) is recognized for 30 minutes.

Mr. FReNzEL. Mr. Speaker, I rise today to introduce the Accelerated Capital
Formation Act of 1975. This is a refined version of H.R. 85980 which I introduced
in the 83d Congress.
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During the last session a great deal of progress in advancing the financing
- method known as ESOP or the employee stock ownership plan was made. A pro-
vision for study of the ESOP plan in restructuring the Penn Central and other
Northeast and Midwest railroads was included as a vital section of the Railroad
Reorganization Act. In the Penston Reform Act, signed into law last Labor Day,
the ESOP was given special recognition as a form of employee benefit that could
also be used to attract outside financing to meet the capital requirements of an
expanding enterprise. In the Trade Reform Act companies utilizing ESOP
will be given special preferences in the $1 billion program of federally guaran-
teed loans to companies expanding or locating in areas adversely affected by
foreign competition. There were at least three other major pieces of legislation
being considered in the 93d Congress which, thought they did not reach the floor,
contained ESOP provisions; these were railroad improvement loans, energy de-
velopment and the Pan Am Assistance Act, -

Though a great deal of progress has been made in recent years many people

have questioned just what an ESOP does. Essentlally, under existing law, the
ESOP makes accessible to all corporate employees the techniques of corporate
finance. Without any actual cash outlay from corporate employees—as in con-
ventional employee stock purchase programs—and without any deduction in take-
home pay or fringe benefits an ESOP builds blocks of corporate shares into
employee ownership while providing moneys necessary for capital requirements.
It has been used to finance corporate expansion, acquire new assets, accomplish
divestitures or spinoff's and finance mergers, et cetera.
. A standard ESOP incorporates a deferred compensation trust—technically a
qualified stock bonus trust alone or coupled with a money purchase pension
trust—into the financing process itself. In one common technique the employees
trust borrows funds to invest in the employer corporation. This then allows the
affected employees, subject only to the trusts paying off the loan, to become bene-
ficial owners of the companies’ stock. -

The employer corporation obligates itself to make annual payments into the
trust in amounts sufficient to amortize the debt out of tax deductible dollars.

~———Phe tax deduction makes it possible for the corporation to build greater capi-
tal ownership into the employees than it could otherwise, and the costs of financ-
ing its growth is about the same as if it conveniently borrowed and repaid—as
to principal—in after-tax dollars. After the employers stock has been paid for in
this manner the trust can, if desired, be diversified by tax-free exchanges of
stock for other securities, or by a public offering out of trust.

This ESOP method, simply stated, allows greater benefits to the corporation
than common expansion and financing techniques and permits the employee to
gain a larger share of the organization he serves than conventional profit-shar-
ing methods.

The first known use of ESOP financing, pioneered by Louis Kelso, involved an
employce buy-out of a chain of California newspapers that was threatened with
takeover by a major chain in 1956. But only in the last few years has the busi-
ness world at large become aware of this innovation. A number of investment
banking firms are ploneering this approach and several major firms have begun
to recommend ESOP’s to their clients. Over 100 corporations have, largely in
the last year, adopted ESOP’s including two of our larger electronic manu-
facturers. Many smaller firms and several major unions have adopted ESOP's.

In order to facilitate the use of the ESOP technique, and thus effectively link

- daily employee performance with the growth and operation of a business, the
bill modifies the Internal Revenue Code as follows:

First, the bill removes the present statutory limitation of 25 percent of covered
compensation as the maximum amount an employer can contribute to a qualified
employee stock ownership plan when such payments are used to enable the plan
to repay stock acquisition debt incurred in connection with meeting the em-
ployer’s capital requirements. This places the sole limitation on financing con-
tributions on the enterprise's capacity to service the debt out of cash flow. This
reform -reduces the cost of capital growth and transfers in the ownership of cor-
porate assets, while accelerating the rate at which employees as individuals and
as a group can accumulate stock of their employer and other income-yielding
assets as a new and noninftationary form of employee benefit. Although treated
as a tax deduction, this change would have the same impact as an investment
tax credit in terms of encouraging capital spending; however, the investment tax
credit increases the concentration of corporate ownership while ESOP contribu-
tions correct this economic factor.
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This also rechaunels corporate profits that would otherwise have gone into
the corporate income tax base into productivity increases of the private sector,
thus generating lower prices for consumers, expanded private payrolls, and a
broadening base of taxable personal incomes and personal estates among produc-
tive workers.

Second, the bill provides a tax deduction to corporations for the amount of
dividends they distritute either directly as taxable second incomes on stock
held in an employee’s account or which are used to repay stock acquisition in-
debtedness of the employees’ trust. This provision also converts taxable corpo-
rate income into either taxable dividend incomes for employees to supplement
their paychecks or their retirement and soclal security incomes or a more rapid
rate of accumulation by employees of individual capital estates for their retire-
ment security. ;

Third, the bill provides that a qualified employee stock ownership plan and
trust shall have the tax characteristics of a charitable organization for purposes
of estate, gift, and income taxes. This would encourage affluent taxpayers to
make gifts to qualified trusts in order to reconnect the ownership of capital with
a broader base of private individuals, namely productive employees some of
whom have contributed to the building of the donor's wealth, Allocations to
participants of the trust would become an immediate source of taxable second
incomes—to the extent dividends are passed through the trusts—and a retirement
estate for the employee-beneficiaries and their heirs. On the other hand, Govern-
ment would lose no tax revenues since such contributions made to charitable
organizations are already exempt~from taxation, and profits from donated
income-producing property are frequently accumultaed tax-free within such
organizations.

Fourth, the bill establishes a cutoff on further contributions in behalf of any
employee when the value of the assets that employee has acquired during his
working lifetime through one or more ESOP’'s exceeds $500,000. Such a safeguard
on excessive accumulations acquired through tax deductions would be especially
important in highly capital-intensive industries and would help foster more
widespread and equitable sharing of ownership among Americans generally.

Fifth, the bill adds to the options of ESOP participants when distributions
are made when they retire, die, or are otherwise separated from service. Although
profit sharing plans are permitted to make distributions in many forms, the
Internal Revenue Service has ruled that distribution from an ESOP must be
made exclusively in company stock.

Although enabling employees to accumulate sizable holdings of employer stock
has obvious motivational value, when an employee leaves the company and can
no longer directly influence the yield on the company stock accumulated in his
ESOP account, it is desirable to provide the departing employee and the remain-
ing employees ; through their ESOP, to arrange an exchange for his accumulated
assets with other income-yielding assets or cash of an equivalent value. This
bill would provide ESOP’s the same flexibility in making distributions that is
now enjoyed by profit sharing plans.

Sixth, the bill permits a repurchase option for plans of enterprises that are
wholly owned by their employees, so that stock of departing employees can
remain exclusively held within the employee group.

Seventh, the bill exempts lump sum distributions of income-yielding estates
derived from an ESOP from any form of taxation, provided the assets are held
to produce a -taxable second income for the taxpayer or his beneficiaries. How-
ever, If the assets are converted into spendable income and not reinvested within
60 days, the uninvested proceeds will be taxed as ordinary income, instead of
partially at the lower capital gains rate permitted under present law.

Eighth, the bill enables affected parties to seek advance IRS opinions on
valuations on stock or other assets acquired by an ESOP where the partles to
a financing transaction which utilizes and ESOP would be subject to serious
risks or penalties if the IRS, upon subsequent audit, disagreed with the valua-
tions or other key features of the financing plan. This is similar to the “no
action” procedures already instituted by the FTC and SEC.

Ninth, the bill exempts payments to an ESOP made for financing purposes
from treatment as a conventional employee henefit for purposes of any wage,
salary deferred compensation, or other employee benefit controls or guidelines
that might be established under executive order, regulations, or future economic
stabilization laws at the Federal or State levels. Instead, it would be treated
as any other form of capital srending that would have a counterinflationary
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effect. In effect, it offers labor & *-+deoff for wa., - increases where wage cellings
are established.
I hope that the members of thix body will carefully consider the legislation. I
am hopeful that further progress can lie niade in this session.
A copy of the bill fol* ~v -,
H.R. —

Be it enacted by the Nenate and House of Rcpresentatives of the United States
of America in Congress 13sembled,

SectioN 1. TITLE.—This Act may be cited as the “Accelerated Capital Forma-
tion Act of 1975.”

SEc. 2. PURPOSE.—The purpose of this Act is to provide incentives for acceler-
ated financing of the formation of U.S. corporate capital and to encourage volun-
tary means for broadly diffusing equity ownership among employees of U.S.
enterprises both (a) with respect to existing capital by means consistent with the
protection of private property and (b) with respect to newly formed capital by
means which extend the logic of conventfonal business finance to corporate
employees.

SEC. 3. AMENDMENT OF INTERNAL REVENUE CODE.—The Internal Revenue Code
of 1954 is amended by adding the following new Section 416 at the end of Subpart
I3 of Part I of Subchapter D of Chapter1:

SEC. 416.—EMPLOYEE STOCK OWNERSHIP PLAN FINANCING.

(a) DEerinITIONS. (1) “Employee stock ownership plans” means a technique
of corporate finance described in Section 4975(e) (7) that utilizes stock bonus
plans, or stock bonus plans coupled with money purchase pension plans, which
satisfy the requirements of Section 401(a) and are designed—

(A) toinvest primarily in qualifying employer securities ;

(B) to meet general financing requirements of a corporation, including capi-
tal growth and transfers In the ownership of corporate stock ;

{C) to bulld into employees beneficial ownership of qualifying employer
securities;

(D) to receive loans or other extensions of credit to acquire qualifying em-
ployer securities, with such loans and credit secured primarily by a commitment
by the employer to make future payments to the plan in amounts sufficlent to
enable such loans and interest thereon to be repaid ; and

(E) to limit the liability of the plan for repayment of any such loan to pay-
ments received from the employer and to qualifying employer securities, and
dividends thereon, acquired with the proceeds of such loan, to the extent such
loan is not yet repaid.

(2) For purposes of this section, the term “employer securities” means securi-
ties issued by the employer corporation, or by an affiliate of such employer.

(3) For purposes of this section, the term ‘“qualifying employer securities”
means common stock, or securities convertible into common stock, issued by the
employer corporation, or by an affiliate of such employer.

(b) Special Deductions. (1) In addition to the deductions provided under
section 404 (a), there shall be allowed as a deduction to an employer the amount
of any dividend paid by such employer during the taxable year with respect to
employer securities, provided—

(A) such employer securities were held on the record date for such dividend
Ly an employee stock ownership plan; and

(B) the dividend received by such plan is distributed, not later than 60 days
after the close of the plan year in which it is recelved, to the employees participat-
ing in the plan, in accordance with the plan provisions: or

(C) the dividend received by such plan is applied, not later than 60 days after
the close of the taxable year, to the payment of acquisition indebtedness (incluad-
ing Interest) incurred by the plan for the purchase of qualifying employer
securities.

(2) Notwithstanding the limitations of section 404(a), there shall be allowed
as a deduction to an employer the amount of any contributions pald on account
of a taxable year (as described in section 404(a)(8)) to an employee stock
ownership plan. provided such contributions are applied to the payment of
acquisition indebtedness (inc'uding interest) incurred by the plan for the pur-
chase of qualifying employer securittes.
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(3) For purposes of sections 170(b) (1), 642(c), 2055(a), and 2522, a con-
tribution, bequest, or similar transfer of employer securities or other property
to an employee stock ownership plan shall be deemed a charitable contribution to
an organization described in section 170(b) (1) (A) (vi), provided—

(A) such contribution, bequest, or transfer is allocated, pursuant to the terms
of such plan, to the employees participating under the plan in a manner consistent
with section 401(a) (4) ;

{(B) no part of such contribution, bequest or transfer is allocated under the
plan for the benefit of the taxpayer (or decedent), or any person related to the
taxpayer (or decedent) under the provisions of Section 267(b), or any other
person who owns more than 25% in value of any class of outstanding employer
securities under the provisions of Section 318(a) ; and

(C) such contribution, bequest or transfer is made only with the express
approval of such employee stock ownership plan.

(¢) Treatment of Participants. (1) Qualifying employer securities acquired
by an employee stock ownership plan through acquisition indebtedness incurred
by the plan in connection with the financing of capital requirements of the
employer corporation or its affiliates must be allocated to the accounts of the
participating employees to the extent that contributions and dividends received
by the plan are applied to the payment of such acquisition indebtedness (includ-
ing interest) in accordance with the terms of the plan and in a manner consistent
with Section 401(a) (4).

(2) Upon retirement, death or other separation from service, an employee
participating under an employee stock ownership plan (or his beneficiary, in the
event of death) will be entitled to a distribution of his -nonforfeitable interest
under the plan in employer securities or other investments allocated to his ac-
count, in accordance with the provisions of such plan. If the plan so provides, the
employee (or beneflciary) may elect to receive all or a portion of the distribution
from the plan in— *

5 g) em;;lloyer securities, other than qualifying employer securities;

) cash;

(C) a diversified portfolio of securities;

{D) a non-transferable annuity contract; or

(E) any combination of the above.

(3) An employee stock ownership plan may provide for the required repur-
chase of qualifying employer securities from an individual receiving a distribu.-
tion thereof if all other of such outstanding employer securities, whether or not
acquired through the plan, are subject to repurchase from non-2mployee share-
holders under similar circumstances.

(4) Upon receipt of a lump sum distribution, as described in Section 402(e)
{(4) (A), from an employee stock ownership plan, an individual may exclude from
gross income that part of the distribution which consists of employer securities
or other assets, if income producing, held or reinvested within 60 days in income
producing assets of equivalent value, for the purpose of providing the individual
with dividends or other forms of realized income from such assets. Upon subse-
quent sale or disposition of any_employer securities or other assets distributed
by an employee stock ownership plan to the extent that proceeds realized from
such sale or disposition are not reinvested within 60 days in income producing
assets, the total amount of such proceeds (or the fair market value of any such
securities or assets that are transferred without adequate consideration) shall
be treated as ordinaryincome to the individual.

(5) An employee receiving a distribution under paragraph (b) (1) (B) of this
Section shall be subject to taxation under Section 402(a) (1), and the provisions
of Section 116 shall not apply to such distribution.

(8) A contribution by an employer which is deductible under paragraph (b) (2)
of this Section, or a contribution described in paragraph (b) (3) of this Section,
shall not be included in the meaning of annual addition under Section 415(c) (2).

(7) No contribution to an employee stock ownership plan may be allocated for
the benefit of any participant if the value of the total accumulation of employer
securities and other investments under the plan for the benefit of that participant
equals or exceeds $500,000, less the amount of any such accimulation for that
participant under any other employee stock ownership plans.

(d) Special Provisions. (1) The acquisition or holding of qualifying employer
securities and the incurring of acquisition indebtedness by an employee stock
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ownership plan shall be deemed to satisfy the requirements of Section 404(a) (1)
of the Employee Retirement Income Security Act of 1974 provided that—

(A) the requirements of Section 408(b)(3), and 408(e) of such Act are
satisfled ; and

(B) the same standards of prudence and flduciary responsibility that corporate
management must exercise with respect to its shareholders are satisfied.

(2) Upon application by an employee stock ownership plan, the Secretary of
the Treasury or his delegate shall issue an advance opinion as to whether a pro-
posed transaction involving that employee stock ownership plan will satisfy all
the requirements described in paragraph (1) of this subsection, and any such
opinion shall be binding upon the Secretary.

SEc. 4.—Effect of Economic Stabilization.—Payments by an employer to an
employee stock ownership plan as defined in Section 416(a) (1) of the Internal
Revenue Code of 1954, for the purpose of enabling such plan to pay acquisition
indebtedness incurred for the purchase of qualifying employer securities or other
contributions to such plan shall not be treated as compensation, fringe Lenefits
or deferred compensation payments for the purposes of any laws, executive orders
or regulations designed to control, establish guidelines or otherwise stabilize
employee compensation or benefits, but shall be treated as the equivalent of debt
service payments made in the nornial course of financing the capital requirements
of that employer.

APPENDIX B
NAMES OF PRESENT OO-SPONSORS OF H.R. 462

Ways and Means Committee -
Bill Frenzel, M.C.
Bill Archer, M.C.
John J. Duncan, M.C.
James Martin, M.C.
Guy Vander Jagt, M.C.

Additional Sponsors
Berkley Bedell, M.C.
James C. Cleveland, M.C.
Jamex M. Collins, M.C.
Ronald V. Dellums, M.C.
Don Edwards, M.C.
Margaret Heckler, M.C.
Marjorie Holt, M.C.
Jack Kemp, M.C.
I’aul N. McCloskey, Jr., M.C.
Stewart B. McKinney, M.C.
Charles A. Mosher, M.C.
Patricia Schroeder, M.C.
Alan Steelman, M.C.
Steven D. Symms, M.C.
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A NEW ECONOMIC POLICY TO MEET THE NEEDS OF THE
AMERICAN PEOPLE AND OF THE U.S. ECONOMY

Proposals to the President of the bulld ‘a hundred or more new.
United States towns and a hundred dor mor:
: : : rapid transit systems; and expan
At the Economic Summit Meeling the production of basic goods and
on Inflation services in general.
Convened in Washington, D. C. Create soveral million new Jobe
September 27-28, 1974 in the private sector in the course

of expanding its output of goods

By and services. Certainly noone can
Louis O. Kelso, Economist suggest that we should find make-
Bangert & Co. incorporated work employment in the public

sector if, in fact, the expanding pri-
vate sector requires more jobs.
As we meet to consider and recommend

solutions to inflation and related problems now — Protect the quality of our en-
besetting the American economy, it is clear that vironment as we grow, which will
fast and effective solutions are needed to: further increase the need for new

capital formation and for financ.

— Resume and accelerate
economic growth, The American
economy derives fls strength from
its ability to bring into existence
powerful capital instruments —
the real source of its productive
power and affluence — and to
match them with skilled and moli-
vated workers. We should never
forget that economic strength de-
pends on the ability to produce an
abundance of low-cost, high
quality goods and services, and to
bulld market power inlo con-
sumers in the process. Rapid
economic growth is essential if we
are to achieve sell-sufficiency in

energy within less than a decade;’

if we are to rehabilitate our
rallroad systems; if we are to
rehabilitate our cities; achieve
vastly expanded production of
food and fiber at much lower costs
in order to meet our share of the
export demand and to solve our
balance of payments problems;

ing it.

— Achleve higher incomes for our
poor and our middle classes, but
by means other than increases in
wages and salaries, in order to
avoid increasing the costs of goods
and services.

— Reverse inflation and achievp a
gradual and continuous hardm-
ing of our money.

WHAT CAN ACCOMPLISH THESE
OBJECTIVES WHEN SO MANY OTHER
PLLANS HAVE FAILED?

Modern inflation is of such nature thatit can only
be solved by radically increased investment in
self-liquidating new capital formation. It is
nothing short of a miraculous coincidence that
we are facing a decade in which capital formation
requirements exceed those of any past decade by
several magnitudes.
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Notonly is it true that we can and mustinvest our
way out of inflation, while solving the other
problems noted above, bul credit for doing so at
low interest rates is unlimited. Expenditures dur-
ing the coming decade of upwards of 4.5 trillion
on basic private-sector new capital formation, if
structured to radically broaden corporate equily
ownership and to minimize making the rich any
richer, will reverse inflation, build market power
into most consumers, create two or three genera-
tions of intense full employment, and shrink to a
fraction of their present size the various govern-
ment agencies devoted to attacking the effects of
poverty while leaving its causes untouched. This
program is an atlack on the cause of poverty,
namely, the low economic productiveness of the
{ndividual who does not own significant income-
producing capital, It will cause taxpayers' in-
comes o rise, the purchasing power of their
money to grow, and their taxes to fall well below
present levels.

WHAT ERROR IS RESPONSIBLE FOR OUR
UNEMPLOYMENT, INFLATION, STAGNATED
ECONOMIC GROWTH, AND INCOME
DISTRIBUTION MISMATCH?

Present U.S. economic polic 7 calls for solving the
income distribution problems for all consumers
through full employment, and to the extent that
is not achievable, throug! welfare. At the same
time, science, engineeriny, and management of
business, industry and agriculture, strive
ceaselessly to eliminate employment to minimize
costs. Inflation flows releatiessly and uneadingly
from attempts of the Federal government to re-
concile these unreconcilables, all of which take
the form — recognizable or not — of the
monetization of wellare. Money representing
wellare is inflation i1 its essence.

THE BLUEPRINT FOR THE NEW ECONOMIC
POLICY.

ANCING EQONOMIC GROWTH 8Y MONETRZING PRODUCTIVE CAMTAL WHILE
WILONG MMX!‘I‘ POW!I INTO CONSUMEAS THROUGH EMPLOYEE STOCK OWNERSHIP PLAN (“ESOP) FINANCING

Ouarantee to maks
— o DSURANCE ————
3::;'&"?;‘:.“ ¢ CAMTAL O PUSION
plivistrod oy ———PABMIUM——+]  CORPORATON
e TOOLS et * (o)
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— EXPLANATORY NOTES.

1. The Employee Stock Ownership Plan
"ESOP”') Trust is a tax exempt entity organized to
conform to Section 401{a) of the Internal Revenue
Code. Not only are payments into it by the cor-
poration deductible from corporate income tax
within specified limits (maximum 25% of covered
payroll), but the employees can accumulate
capital ownership in the Trust until their retire-
ment, [ree of annual income taxation.

2. In addition to banks, insurance companies,
and foreign investors, all of which are currently
eligible to make ESOP loans, consideration
should be given to enlarging the power of sav-
ings and loan institutions to make such loans.

3. The corporate guarantee to make sulficient
payments into the trust to enable the trust to meet
its loan amortization requirements is, in effect, a
pledge of the general obligation of the corpora-
tion payable in pre-tax dollars. In tax theory, this
is a contribution to a qualified employee trust. In
economic theory, it is merely a commitment on
the part of the corporation to make a high payout
of the wages (i.e., earnings) of the newly formed
capital.

4. The direct discounting of the ESOP note with
the Federal Reserve Bank should be strictly
limitéd to basic financing of high priority, self-
liquidaling new capital formation, such as
railroad rehabilitation, the building of new rapid
transit systems, the expansion of agriculture, etc.
It should never be used for consumer financing or
mere purchase of existing assets. The interest rate
should be limited to the administrative cost to the
Federal Reserve Bank and the administrative cost
to the lender, including a reasonable profit. We
estimate this rate should not exceed 3% per an.
num to the ESOP borrower. No consideration of
risk should be involved in the fixing of the in-
terest rate, since the risk is covered in another
way. (See Note § below.)

5. We recommend that Congress organize a
capital financing counterpart of the FHA
Insurance Fund designed for use primarily in the
consumer housing field. Its name, suggested here,
Is Capital Diffusion Insurance Corporation. (For
further discussion, see Kelso and Adler, The New
Capilalists, Random House (1961} Kelso and
Hetter Two Factor Theoty: The Economucs of
Reality, Random House Vintage Books (1967|;
Testimony of Louis O. Kelso and Norman G.
Kurland, Financial Markets Subcommittee of the
Senate Finance Committee, September 24, 1973.)

This basic financing design, omitting the Capital
Diffusion Insurance Corporation, and the ar-

rangement for discounting ESOP notes directly
with the Federal Reserve Bank (both of which we
recommend Congress provide for with the con-
trol conditions herein outlined) has been suc-
cessfully used by more than one hundred U.S.
corporations under existing law. The newly-
enacted Employee Relirement Income Security
Act of 1974 greatly strengthens and enlarges the
opportunities for the use of ESOP financing. (See
in particular Sections 404lall2i, 4071bl, 407(dI31 A},
4071dX6}, 408(bN3I, 408lel, 2003al, 4975(dX3),
4975(d1 131, 4975(el?1)

WHY WOULD THE PLAN BRING ABOUT A
CONTINUOUS HARDENING OF THE
PURCHASING POWER OF MONEY?

The classical definition of inflation is too many
dollars chasing too few goods. Since this plan is
based upon the radical expansion of feasible and
self-liquidating newly-formed capital, it involves
bringing into existence productive facilities that
will not only pay for themselves once within a
reasonable number of years (normally 3 to 5, but
these capital instruments, their productiveness
preserved by depreciation practices which in.
volve setling aside funds to restore and perpetu-
ate their productive power belore net income is
computed, continue almost indefinitely to push
goods and services into the markels without
further capital costs. Furthermore, since the typi-
cal ESOP Trust covers all of the employees of
each corporation employing it for financing pur-
poses, employees are gradually put in a position
where their increasing wage demands conflict
with their accumulating capital ownership, and
wage demands may be expected to flatten out.
Since the typical ESOP Trust is designed so that,
once stock is paid for, any dividends thereeiter
paid pass through the Trust into the employees’
pockets, it becomes possible to raise employee in-
comes without raising corporate costs. Further-
more, the ESOP, by building significant capital
ownership into employees over a working
lifetime, will gradually replace fixed-benefit pen.
sion trusts and profit sharing arrangements that
are invested only in secondhand equities. Since
these do not finance growth of the sponsoring
corporation, they are pure costs which can be
gradually eliminated.

~ Finally, the rapid acceleration of the real growth

of the U.S. economy, desperately needed and call.
ing for large increases in employment, will
render unnecessary the governmental costs of
crealing make-work jobs producing nothing of
market value. The rolls of the unemployed will
fall and in due course many goverament
employees will be attracted by the advantages of
working in industry under conditions providing



opportunities for capital ownership, second in-
comes and economic security.

Second incomes from capital, paid to empl-ryees
after their new capital holdings have paid for
themselves, will enhance the market power of
those with unsatisfied needs and wants. This “se-
cond income” is the wealth produced bv capital
— not mopetized welfare such as is used today to
close the purchasing power gap. The accelerated
growth of the economy will make the poor richer
without making the rich poorer, and will provide
alarger income and property tax base {or govern:
ment In the face of shrinking “"need” or welfare
demands, we can achieve every taxpayer's
dream of a shrinking tax bite accompanied by in.
creased purchasing power of the dollar.

CONVENTIONAL METHODS TO CLOSE THE
PURCHASING POWER GAP OF THE POOR AND
MIDDLE CLASS COMPARED TO THE PLAN
BASED UPON ESOP FINANCING.

Conventional
Economic Expedients

ESOP Financing Plan

Attacks the causes qf
poverty.

Attacks only the
elfects of poverty.

Increases dependence
of the individual on the
State.

Creates growing
autonomy, increasing
economic indepen-
dence of the consumers
who produce progres-
sively more of their in-
come through their pri-
vately-owned capital.

Progressively more in-
fNlationary.

Gradually deflationary
through the hardening
value ol money. Living
becomes easier be-
cause it is easier to pro-
duce goods and ser-
vices and easier to buy
and pay for them.
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Economy increasingly
depends on taxation.

Numerous financial
and institutional bar-
riers to economic
growth. "Where do we
get the money?”’

Defy man’'s nature
because they violate
Machiavelli's Law: a
man will forgive you
for killing his father
before he will forgive
you for taking his
patrimony.

Concentrates econom-
ic and political power
in the same hands and
is eventually
totalitarian.

Economy increasingly
depends on intelligent
use of credit and the
wise use of banking
facilities to expand the
private economy and
enable ali consumers to
participate in produc-
tion through capital
ownership.

Institutional barriers to
growth eliminated and
only physical limits to
growth remain.

The economy in which
capital ownership is
broadly owned con.
forms to the nature of
man because it helps
him to acquire a capital
estate, protects his
patrimony, and helps it
to grow.

Keeps the economic
power out of the hands
of the State and diffuses
ownership broadly
through all consumers.
The State remains in
the position of umpire
and guide. The free-
dom of the individual
can be protected by the
individual, while
political power from
election to election is
centralized in an ad.
ministration. While
governmenl has enor:
mous ability to make
low-cost credit availa.
ble for broadiy-owned
basic new capital for.
mation, and has

Demotivates economic
activity through high.
er and higher taxes,
redistribution and dis-
couragement of
craftsmanship.

Restrains economic
growth.

By linking the
worker's performance
of his job with the ac-
quisition of a viable
capital estate, provides
him the most powerful
and satisfying motivat.
ing force in history.

Promotes . accelerating
economic growth.

therefore enormous
leadership capability
within the society,
economic power re-
mains with the people.
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BANGERT & CO. 1 PINE STREET

INCORPORATED SAN FRANCISCO, CALIFORNIA 2411
INVESTMENT BANKERS A1s, 188-7454

October 1, 1974

Mr. Witliam Seidman, and

Professor Paul McCracken

Old Executine Office Building

Washington, D C 20500 -

Dear Bill and Paul

The Summit Conference on Inflation was a confidence-inspiring event for those involved and, I think, for
this country as a whole. The administration gained in credibility perceptibly.

The very public nature of the sessions, however, minimized the possibility of considering new ideas of a
. * . .
scope commensurate with the size and seriousness of the underlying economic problems.

A dozen or more speakers noted that they had heard “nothing new.” Among them was Dr. Gwen Bymers as
the mini-summit meeting of the Banking and Finance Community on September 20th — where the Bangent & Com.
pany proposal was presented. But the fact is that Bangert & Company's proposal is both new and critically relevant; it
involves taking direct steps that lie within the powers of a democratic society towards eliminating inflation, financing
greatly improved economic growth and bringing about two or more decades of full employment. I do not, of course,
criticize Professor Bymers for not grasping the significance of what she had heard in the limited time available. My
invitation came on such shon notice that 1 had no time to prepare an advance summary of my presentation ~ a copy
of which [ now enclose.

As you sift through the suggestions and begin to formulale a new economic pelicy however, [ urge you
carefully 10 consider making a recommendation to Congress for amending the Employment Act of 1946 to expand
the U.S. economic goal to include a policy favoring the broadening of the ownership of capital. While this would be a
new departure, (or at least one that 15 new since the Homestead Acts), it is one directed towards the solution of the
chief real problem It would proclaim a new goal while also giving the Administration and Congress time to consider
the means of implementation [f the implementation is timed carefully, any temporary revenue losses will be far less -
than the cost of make-work jobs and other welfare expedients required to shore up a stagnant economy.

1 am fully aware that conventional banking thought is quite oblivious to the power and importance of using
pure credit to finance new capital formation For example, Governor Heary C. Wallich of the Federal Reserve Board,
at the Conference for Corporation Executives on Wednesday, September 25, 1974, at the School of Advanced Inter.
national Studies in Washington, D C | stated

“"Conterproductive Proposals

"A variety of often ingenious suggestions were made during the pre-summit meetings that, upon
closer analysis, have one feature 1n common their application would require printing more money.
Proposals to combat inflation burdened with this side effect do not carry conviction. This applies,
for instance, to well meant suggestions to expand credit in order to expand produc-
tive investment in order to expand oulput More output indeed would t¢nd to restrain infla.
tion, but not if it has to be financed by an expansion of money and credit.” (Emphasis added)
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The prevalence of this non sequitur variety of thinking is part of the explanation as to how we got into our
present mess. Governor Wallich is centainly correct when he says, **More output indeed would tend to restrain infla-
tion,” and he is dead wrong when he asserts that such is not true if the expanded output “"has to be financed by an ex-
pansion of..credit.” Newly-formed capital in well-managed businesses (and the Federal Reserve Board can lay down
regulations concerning the quality of feasibility studies) pays for itself not just once, but repeatedly in cycles,
rarely of more than half dozen years each, its productiveness restored by depreciation practices that are universally
used Such Ex Cathedra and unsupportable statements should not shut off the only line of thinking that can fead us
out of the inflation woods Neither Governor Wallich, nor any one else could explain the financing of the in-
dustrialization of Japan over the last half century without acknow ledging that new capital formation can indeed be fi-
nanced out of pure credit without inflation Japan's inflation came long after Japan had risen to high-level industrial
status, and is due to essentially the sazie couses as that in the United States the attempt to solve the income distnbu-
tion problem through labor, when the great bulk of its wealth is in fact produced by capital Japan's further mistake
lay in failing to develop technvjues. such as we have developed. to radically broaden the equity ownership base.

You both have copies of Two-Factor Theory: The Economics of Realily, written by Patricia Hetter
and myself in 1967. In the appendix to that book is a draft of just such a revision of the Employment Act of 1946
which you could quickly adapt to suit your own views

The world is facing a crisis arising out of the ultimately hopeless attempt to distribute as pay for labor the in-
come derived from the overwhelming input of capital This economic policy is clearly not working, nor can it ever
work, for technology modifies the input mix into the economy in only one direction.

You have the opportunity to set us on the course to sound and necessary change in your formulation of the
Administration’s new economic policy recommendations to Congress.

Please give this suggestion your most careful consideration [ will be at your service, of course, should you
find that | can be of help.

With best regards,

Sincerely,

Louis O. Kelso

APPENDIX G

. PROPOSED AMENDMENTS TO H.B. 2166, THE TAX REDUCTION ACT OF 1975, TO PROVIDE
PARTIAL BENEFITS OF INVESTMENT TAX CREDIT INCREASES TO EMPLOYEES OF
CORPORATIONS UTILIZING NEWLY ADDED INVESTMENT ASSETS

Section 301 of H.R. 2166 is amended by adding the following new subsection
(e): :
‘)'(e) PARTIAL BENEFITS TO EMPLOYEES THROUGH EMPLOYEE
STOCK OWNERSHIP PLANS,

“To qualify for the investment credit allowed by section 38 and by subpara-
graph (A) of section 46(c) (3) of the Internal Revenue Code of 1954, any tax.
payer receiving an investment credit for qualified investments costing at least
ten milllon ($10,000,000) in the first year and further investment credits in any
amount for two consecutive years thereafter, shall :

“(1) assure that each corporation which utilizes such qualified investments
establishes and maintains an employee stock ownership plan;

“(2) make an issuance of qualifying employer securities at fair market value,
or cash for purchasing such securities, in an aggregate amount equivalent to 25
percent of the total investment credit the taxpayer receives for that taxable
year; and

%“(8) contribute such securities or cash to an employee stock ownership plan
covering employees of each such corporation. Such securities or cash shall be
allocated under the plan to the accounts of all employees participating in the



233

plan in proportion to their relative compensations during the year in which
such credit is received. Such contributions shall not be treated as a contribution
deductible under section 404(a) or a contribution subject to the limits on con-
tributions under section 415(c)(2)(A), but shall otherwise be treated as an
asset held by an employee stock ownership plan,

For purposes of this section, ‘employee stock ownership plan’ means a technique
of corporate finance described in section 4975(e) (7) that utilizes a stock plan,
or a stock bonus plan coupled with a money purchase pension plan, satisfying the
requirements of section 401(a) and designed—

(A) toinvest primarily in qualifying employer securities;

(B) to meet general financing requirements of a corporation, including capital
growth and transfers in the ownership of corporate stock;

(C) lto build into employees beneficial ownership of qualifying employer
securities;

(D) to receive loans or other extensions of credit to acquire qualifying em-
ployer securities, with such loans and credit secured primarily by a commitment
by the employer to make future payments to the plan in amounts sufficieat to
enable such loans and interest thereon to be repaid; and

(E) to limit the liability of the plan for repayment of any such loan to payments
received from the employer and to qualifying employer securities, and dividends
thereon, acquired with the proceeds of such loan, to the extent that such loan
is not yet repaid.

For purposes of this section, the term ‘qualifying employer securities’ means
common stock, or securities convertible into common stock, issued by the employer
corporation, or by an affiliate of such employer.”

ArPENDIX H
[From the San Francisco Chronicle, Dec. 17, 1974}

THY. B1oc OWNERS ON WALL STREET

WasHINGTON.—Despite a long-term trend toward ownership of corporate stock
by persons in all income classes, the richest two-tenths of one per cent of Ameri-
cans owned 30 per cent of all the stock as of mid-1971. The richest one per cent
owned just over half of it.

These were two of the findings of one of the most comprehensive studies ever
made of stock ownership, which was published last week in the November issue of
the Commerce Department’s survey of current business.

Thetstudy was based on information from an unusually large sample of 17,066
tax returns. ’

The authors said that the sharp drop in stock prices since 1971 obviously
affected the wealth of those who owned stock but would not have significantly
affected their findings concerning who owns what percentage of all the stock,
and other matters they studied.

Among the other major findings of the study, entitled “Stock Ownership in the
United States: Characteristics and Trends,” were these:

Diversification of stock portfolios, that is, how many different stocks the
investor owns, is higher among high-income individuals but rather slight at
all income levels. Those with incomes of under $5000 who own any stock at all
own an average of 3.2 different stocks. but even those in the $50,000 to $100,000
income bracket average owning fewer than ten different stocks.

Investors in all income groups tend to distribute their stock owmership in
much the same way among much the sume industries. with one exception. There
Is more ownership of utflity and telephone company stocks among those with in-
comes of $25,000 or less than among those who are wealthier.

The highest-income investors tend to own stock that pays smaller dividends,
proportional to its price, than lower-income investors d». The authors of the
study suggested that the reason was the greater tax advantages to high-income
investors of investing in companies that plow back their earnings and thereby
create potentially more capital gains.

The study affirmed the findings of many similar studlies that showed that
while there was a decided trend toward more equal distribution of income in
the United States from the 1920s through about 1945, the trend toward equality
has essentlally halted since then.
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The Cramryax, Next we will call on Mr, Herbert Cohn, vice chair-
man of American Electric Power Service Corp., on behalf of the
National Association of Electric Companies.

- STATEMENT OF HERBERT B. COHN, VICE CHAIRMAN, AMERICAN
ELECTRIC POWER SERVICE CORP., ON BEHALF OF THE EDISON
ELECTRIC INSTITUTE

Mr. Coun. Thank you, Mr. Chairman, Senator Dole. My name is
Herbert Cohn. This statement is submitted on behalf of the Edison
Electric Institute, which is the principal national association of the
Nation’s investor-owned electric utility companies. Its member com-
&);tmes serve approximately 78 percent of al! electric customers in the

nited-States.

We very much appreciate this opportunity. Mr. Chairman, to appear
before your commattee.

Now Senator Humphrey stated this morning, as I expect both of
you gentlemen know, the electric utility industry has encountered in-
creasingly diflicult problems in raising the capital necessary to finance
the powerplants and associated facilities required to supply the fu-
ture electric power needs of the Nation. These problems result from
skyrocketing costs, particularly the cost of capital and the cost of
fuel, and an inability to obtain prompt authorization for increased
rates which are adequate to cover such increased costs and to attract
new capital. For many companies this has led to inadequate coverage
of interest and dividends which, under indenture covenants, limits or
prevents the sale of senior securities; and to common stock market
prices well below book value so that the sale of additional common,
which increasingly dilutes the book value of existing common, be-
comes increasingly difficult to market. i

This limitation on the ability of many electric utility companies to
finance new facilities has been the principal reason for deferrals and
cancellations of some 230 million kilowatts of new capacity. These fa-
cilities involve expenditures of some $80 billion. It is estimated that the
projects deferred or canceled involve some 300,000 jobs.

Such deferrals and cancellations have an obvious and immediate re-
lationship to current unemployment and the current economy. But
even more important are the implications for the national economy,
some 3 or 4 years in the future, if there is then a significant shortage
of electric power—as we believe there will be if action is not taken
promptly to enable these projects to go forward.

While the principal solution to this problem is adequate and expedi-
tious authorization for rates which will cover increased costs and at-
tract new capital, changes in the Internal Revenue Code can help ma-
terially in preventing the problem from getting worse and in helping
to get these projects back on the track.

We recognize that H.R. 2166 is intended to be an emergency bill to
deal with urgent current problems. Accordingly, we have limited our
proposals at this time to suggested modifications of provisions which
are now in the bill and to two other urgent_matters which were con-
sidered by the Ways and Means Committee but which were not in--
cluded in H.R. 2168 in the form finally adopted by the House. Our
proposals relate to first, modifications of the investment credit provi-
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sions; second, an extension of the carryback and carryover provisions
for net operating losses, which we believe is necessary and desirable to
achieve tile intended objectives of various existing tax incentives; and
three, tax-free treatment of stock dividends issued by public utilities in
connection with qualified dividend reinvestment programs.

First, the investment credit provisions of H.R. 2166 should be modi-
fied in three respects to achieve their intended objectives.

We fully support the underlying principles and objectives of the
investment tax credit and we were particularly encouraged by the
parity of treatment in making the 10 percent credit available to elec-
tric utility companies along with all other industries. We urge three
modifications in the provisions for the investment credit.

First, the 10 percent investment credit should be made available for
more than 1 year. There is a general consensus that the effectiveness of
the investment credit is directly related to the degree of its perma-
nency and stability. The availability of the 10 percent credit for so
short a period presents obvious difticulties in planning and in utilizing
the incentive intended to be made available. We urge that the credit
be made available without any specified time limitation or at least that
any such time limitation be increased substantially. We further urge
that, if and when the 10 percent credit terminates, the percentage of
the investment credit thereafter available for nonutility industry be
cqually available for the electric utility industry.

Second, H.R. 2166 increases the investment credit for electric utility
companies by an additional 6 percentage points above the 4 percent
presently available. The objective of this increased credit is to increase
cash flow and to encourage and assist in financing new facilities. For
the regulated electric utility industry, we believe that these objectives
can best be carried out if the additional 6 percentage points are made
available on condition that the regulated utility 1s permitted to
retain the amount of tlie credit for such purposes—that is, that the
additional credit not be used in ratemaking to reduce rate base or
operating expense, but rather be available to assist in financing new
facilities.

This concept is not a new one. It was included in a tax bill approved
by the House Ways and Means Committee in November of last year.

Third, many electric companies—and particularly those with the
most difficult financing problems—have not. been able to use the in-
vestment within the existing carryback period of 3 years and carry-
forward period of 7 years. H.R. 2166 recognizes this, in part, by li{-
eralizing the existing 50 percent limitation for such companies.

This is, of course, helpful, and we fully support it. But, for those
electric utility companies which are in the greatest need of assistance
to enable them to finance essential new facilities, this would still not
fully resolve the problem. To make the credit meaningful and carry
out its objective for these companies, we urge that the investment
credit carryback and carryover periods of section 46(b) (1) be in-
creased to a carryback period of 7 years and a carryover period of 10
years.

We also suggest that the committee consider allowing the taxpayer
an election, within the limits of the total period of carryback and
carryover, to carry back further on condition that an equivalent carry-

48-493 0 - 75 <« 16
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forward period be given up. With these three modifications, we believe
the investment credit provisions could be of substantial assistance to
all electrie utilitics.

Our second proposai is that section 172 should be modified to extend
the periods for which a net operating loss can be carried back and
carried over by electric utilities.

Although there are existing exceptions in section 172, the net operat-
ing loss carryback and carryover periods for electric utilities at the
present time arc 3 and 5 years, respectively. )

Here again, it is important to point out that, for the reasons earlier
discussed, many electric utilities with the most difficult financing
problems do not now have taxable earnings. For many of these com-
panies, which, in general, have the greatest need for the help intended
to be provided, the existing incentives provided in the Internal
Revenue Code are of little or no meaning since they cannot be utilized
within the specified carryback and carryover periods. Such companies
have paid substantial income taxes in the past and, we hope and believe,
will be in a position to pay such taxes some time in the future.

Accordingly, these incentives could be made meaningful for these
companies which are most in need of assistance if the carryback and
carryover provisions of section 172 were extended.

The House Ways and Means Committee recognized this problem
and directed that a study be made of extension or revision of the net
operating loss carryback and carryover periods. Such a study was
carried out by the staff of the Joint Committee on Internal Revenue

~ Taxation. The relevant portion of this study is attached as appendix

A of this statement.

The study indicates that Congress in the past has recognized the
special needs of particular classes of taxpayers and provided several
modifications to the general rule. This 1s shown graphically in the
chart which represents the last page of the staff study and the last
pa%e of my statement.

he study indicates that for example, a 10-year carryback period
is provided—is now provided for financial institutions and a bank for
cooperatives, and a carryover period of 7 years is mow provided for
regulated transportation. A general extension of these periods was
considered by the Ways and Means Committee this year but failed on
a tie votec of 18 to 18.

We urge most strongly that the Senate Finance Committee include
an amendment of section 172 which would make meaningful, for those
who need-it most, the existing incentives in the Code by allowing a 10-
- year carryback and 7-year carryover of net operating losses for elec-
tric utility companies.

Our third and last proposal relates to section 305. We urge that it
be amended to authorize tax-free stock dividends by electric utilities
under qualified dividend reinvestment plans.

H.R. 2166 introduced by Chairman Ullman of the Ways and Means
Committee originally included a proposed amendment to section 305
to authorize the issuance of stock dividends by public utilities under

ualified -reinvestment plans with no current income tax payable by
the stockholder participating in such plan. This provision would have
permitted a stockholder of an electric utility to elect to receive stock
-issued under such a qualified reinvestment plan in lieu of a cash divi-
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dend, to which he would otherwise be entitled, without having to pay
a current income tax. :

This provision was deleted from the bill reported 1.y ihe Ways and
Means Committee, apparently to forestall any possihle controversy
with respect to it and to expedite passage of the bill. Tliere was, how-
ever, considerable support for the provision in the Ways and Means
Committee. .

Most nonutility companies can elect to follow a di.idend policy
which involves a low. payout in cash and the issuance of stock divi-
dends. Under existing law, such stock dividends are not taxable in-
come to the recipient. As a practical matter, utility companies cannot
follow this course. Historically, utility companies have had high pay-
outs of cash dividends and their common stocks have been purchased
purchased by many stockholders for income. Any sharp reduction in
cash dividends would materially and adversely affect the market price
of the utility’s common stock and its ability to finance through the
.‘l;):le c%f additional common stock. This is not a theory; we know it to

a fact.

The latest illustration of the market effects was the passage by Con-
solidated Edison Co. of New York of its common stock dividend.

The proposed amendment of section 305 would have the effect of
putting the stockholders of electric utility companies on a parity with
those of nonutility companies and permit such stockholders to receive
stock dividends without being required to pay a current income tax.
The income tax consequences of the proposed amendment can and
should be similar to those associated with the conventional stock divi-
dend; that is, to reduce the cost basis of the stock held by the stock-
holder who receives the dividend. On any subsequent sale of such
stock, this would operate to increase the capital gain or decrcase the
amount of any capital loss.

Such a provision could be of very considerable immediate assistance
to electric utilities in encouraging reinvestment of cash dividends in
their common stock and encouraging capital formation in the form
of increased internal cash generation and increased common stock
equity—both of which are of great importance in enabling the elec-
tric utilities to finance facilities which would provide significant em-
ployment in the present and which are essential to supply the electric
power required in the future, N

Thank you, Mr. Chairman.

The Cuairyan. Now, Mr. Cohn, how many changes in the tax law
are you asking for here in this quickie tax cut bill ¢

Mr. Coun. We are asking, Senator, for three modifications in the
investment credit provisions, all of which have. I think, been previ-
ously considered, none of which are particularly novel, and we are
asking for two other changes.

The CHarMAN. You are asking for five changes then.

Mr. CounN. Yes, sir, I think that would be correct.

The CHAIRMAN. Are you aware of the fact that we are talking here
of not a tax reform bill or a tax overhaul or a tax rewrite? We are
talking here about something that we hope to pass in a hurry, where
we would bypass most of the so-called tax reform ideas and leave
those for some later date and to try to pass a quickie tax cut bill to
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get some spending power back in the hands of the consumers. You
understand that this is what we are trying to do here?

Mr. Conn. That is right, Senator, and that is one reason why we
have not submitted a number of other suggestions that we have which
we would propose to submit in connection with the energy bill or
the energy tax bill. But, if I may say so, Senator, three of the pro-
posals that we have mado are intimately related with the investment
tax credit provisions and we believe they are necessary and desirable,
better to carry out the objectives of the investment credit. The other
two, we believe, are urgently needed to get. the electric utility invest-
ments in essential facilities back on the track.

The Cralryax. Now, my feeling about these carryback and carry-
forward provisions is that if I vote for them at all, they are going to
have to have an employce stock ownership feature to them. I am not
going to vote for any more of these proposals where we do something
for a company that needs some capital immediately to help with their
situation, if we are doing it for the shareholders and the workers do
not participate in that.

My view is that if we are going to do something like you are asking
us to do here with this carryforward and this carryback, that we ought
to say that a condition of that would be that the shareholders of the
company agree to an employee stock ownership plan for 25 percent
of this additional investment tax credit to go for the benefit of the em-
ployees. I discussed that with you when you and some of those who
agree with you and find themselves in a siinilar situation came to dis-
cuss that matter with me. I hope that your people can subscribe to
that and that you can live with it. If we put an amendment of that
sort on this bill, we will give you what you want. For some companies
that would mean as much as $100 million for their shareholders. I
would hope that your people would not feel themselves offended if we
said that 25 percent o} that would go for the benefit of employees of
those companies.

Mr. Conx. Senator, if T could respond to that. No. 1, we would cer-
tainly not feel offended if the provisions that we have urged were, in
fact, adopted subject to condition that we do something with respect
to employee stockholders.

No. 2, we are wholly in favor of the principle of making more and
more employees stockholders. T can tell you that in our own company
we have two plans, and have had them for many years, which are
designed to encourage increased ownership by our employees of our
stock. We are enthusiastic about that and want to do all we can to en-
courage that.

The CuairMax. What percentage of your employees are share-
holders in your company?

Mr. Cornn. Senator, I am afraid T do not know the answer to that.
I would guess that it might be as much as 15 to 20 percent. I really do
not know the answer, though. That would only be a guess. )

The Cuamryan, Well. T want you to have more shareholders, spe-
cifically your employees. You do not object to that obicctive. do yout

Mr. Conx. No, sir. not at all. We fully subscribe to it. We are all in
favor of. and, indeed, as I say. we have plans in which the company
does something in the way of participation to try to encourage em-
ployee stockownership. We think it is just fine.
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Now, the third thing I would like to say in response to your com-
ment, Senator, is this: We are not asking this committee to do any-
thing for the utilities, as such, or for their shareowners, as such. What
we are asking is that the committee take action which will help us
“to finance what we regard as essential new facilities, which are
essential, we believe, for the welfare of the Nation. i

I think you may recall that T stated in my opening that we have
had to defer, the industry has had to defer and cancel projects which
represent. 300,000 jobs. If we can get those projects back on the tract
and create 300,000 jobs which are not now there, we think this will
be a major contribution to the economy and to the workers.

The Crarrmax. Well, I am sympathetic to what you hope to do. and
I am pleased to sce that you are sympathetic to what I want to do. I
want the average working man to feel that he is a part of all of this,
that this great capitalistic system here is not his enemy with which
he is at war, but that he is a part of it; he is a shareholder in America
itself, not just in the Nation, but he is also a sharcholder in the com-
pany for which he works. And I am pleased to see that you have some

enthusiasm for that concept.
‘Mr. Coun. Senator, I could not agree more, We have seen the results

of the efforts we have made. In the company with which I am asso-
ciated, the employees who are stockholders, we believe, watch much
closely the kind of job that is being done. They are interested in earn-
ings per share because they are stockholders, and they are interested
in doing the job better. They are interested in the welfare of the

company.

The Cirairman. Thank you very much.

Senator Dole, do you care to ask any questions?

Senator Dork. I am just wondering, if this was adopted, what
would be the net effect as ;ar as the loss of revenue ¢

Mr. Conx. Senator, a far as the investment credit provisions are
concerned, if the 10 percent credit were extended beyond the year,
obviously that would involve a significant revenue loss, I do not have
any idea what that would be, sir.

he second point, or your second suggestion with respect to a modi-
fication could not possibly, I do not think, involve a revenue loss. It
might involve a revenue gain. Of course, it would condition the addi-
tional 6 percent on somethin happening.

Senator DoLe. Now, with respect to your summary sheet No, 2,
under paragraph 1—was that considered in the House ?

Mr. Conx~. The answer is “Yes,” that was considered and was part
of the House bill passed last November. It is not part of IL.R. 2166,
nor was it put into that bill this year, but it has been the subject of
consideration of the Ways and Means Committee.

Senator Dorr. Do you have any revenue loss estimates with respect
section 172 and section 305, as well as the third part in paragraph 1?

Mr. Connx. Two carry back and carry forward provisions were re-
quested. One is investment credit, and the other has to do with the net
operating losses. As to that, Senator, I guess the starting point has to
be in terms of what revenue losses were calculated to result from the
provisions which are now in the code or the investment credit provi-
sions which are proposed in the House bill. To the extent that they
contemplated that taxpayers generally would be able to take advantage
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of these provisions there would be no additional revenue loss, because
our point here is that many of the taxpayers will not be able to take
advantages of these provisions at all unless the carry back and carry
forward provisions are extended.

To the extent. if it were calculated in the original revenue loss that
the taxpayers would get such an advantage, I would say there is no
revenue loss. .

Now, to the extent that was not cranked into the estimate, then, of
course, there would be some additional loss. I have no idea what it
would be, sir.

Senator Dore. That is all.

The Cuiairyax. Thank you very much, Mr. Cohn.

Mr. Coux. Thank you, sir.

[The prepared statement of Mr. Cohn with an appendix follow:}

STATEMENT oF HERBERT B. CouN 0N BEHALF oF EpdIisoN ELECTRIO INSTITUTE

SUMMARY

I. The investment credit provisions of H.R. 2166 should be modified in three
respects to achieve their intended objectives.

(1) The 109 credit should be made available without any specified time
limitation or, if there is to be such a time limitation, it should be increased
substantially.

(2) The availability of the additional G percentage points for regulated
utilities should be made subject to the condition that the additional credit
be used to assist in financing required new facilities rather than to reduce
rate base or operating expenses.

(3) The carryback and carryover periods of Section 48(b) (1) should be
increased to seven and ten years, respectively.

I1. Section 172 should be modifled to extend the periods for which a net operat-
ing loss can be carried back and carried over by electric utilities.

III. Section 305 should be amended to authorize taxfree stock dividends by
electric utilities under qualified dividend reinvestment plans.

STATEMENT

My name is Herbert B. Cohn. I am Vice Chairman of the Board of American
Electric Power Company, which Is the parent company of tie American Electric
Power System. .

This statement is submitted on behalf of the Edison Electric Institute which
is the principal national trade association of the nation’s investor-owned electric
utility companies. Its member companies serve approximately 78 percent of all
electric customers in the United States.

The electric utility industry has encountered increasingly difficult problems in
raising the capital necessary to finance the power plants and associated facilities
required to supply the future electric power needs of the nation. These problem
result from skyrocketing costs (particularly the cost of capital and the cost of
fuel) and an inability to obtain prompt authorization for increased rates which
are adequate to cover such increased costs and to attract new capital. For many
companies this has led to inadequate “coverage” of interest and dividends, which
under indenture covenants, limits or prevents the sale of senlor securities; and
to common stock market prices well below book value so that the sale of addl-
tional common, which increasingly dilutes the book value of existing common,
becomes increasingly dificult to market. -

‘This limitation on the abllity of many electric utility companies to finance new
fucilities has been the principal reason for deferrals and cancellations of some
230 milllon kilowatts of new capacity. These facllities involve expenditures of
some $80 billion. It i estimated that the projects deferred or cancelled involve
some 800,000 jobs.

Such deferrals and cancellations have an obvious and immediate relationship
to current unemployment and the current economy. But even more important are
the implications for the national economy, some three or four years In the future,
it there 18 then a significant shortage of electric power—as we believe there will
be it actlon is not taken promptly to enable these projcets to go forward.
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While the principal solution to this problem is adequate and expeditious au-
thorization for rates which will cover increased costs and attract new capital,
changes in the Internal Revenue Code can help materially in preventing the
{)rob;em from getting worse and in helping to get these projects back on the
rack.

We recognize that H.R. 2166 is intended to be an emergency bill to deal with
urgent current problems. Accordingly, we have limited our proposals at this time
to suggested modifications of provisions which are now in the bill and to two
other urgent matters which were considered by the Ways and Means Commlittee
but which were not included in H.R. 2168 in the form adopted by the House.
Our proposals relate to (1) modifications of the investment credit provisions;
(2) an extension of the carryback and carryover provisions for net operating
losses, which we Lelieve is necessary and desirable to achieve the intended ob-
jectives of various existing tax incentives; and (3) tax-free treatment of stock

dividends issued by pubtic utilities in connection with qualified dividend reinvest-
ment programs,

I. The investment credit provisions of H.R. 2166 should bc modifled in three
respects to achicve their intended objectives.

We fully support the underlying principles and objectives of the investment
credit and the parity of treatment in making the 10% credit available to electric
utility companies along with all other industries. We urge three modifications in
the provisions for the investment credit which now appear in H.R. 2168:

1. The 109 Investment credit should be made available for more than one year.
There is & general consensus that the effectiveness of the investment credit is
directly related to the degree of its permanency and stability. The availability
of the 109 credit for so short a period presents obvious difficulties in planning
and in utilizing the incentive intended to be made available. We urge that the
credit be made available without any specified time limitation or at least that any
such time limitation be increased substantially. We further urge that, if and when
the 10% credit terminates, the percentage of the investment credit thereafter
;av:illlable for non-utility industry be equally available for the electric utility

ndustry. .

2. H.R. 2166 increases the investment credit for electric utility companies by an
additional six percentage points above the 4% presently available. The objective
of this increased credit is to increase cash flow and to encourage and assist in
financing new facilities, For the regulated electric utility indcstry, we believe
that these objectives can best be carried out If the additional six percentage points
are made available on condition that the regulated utility 1s permitted to retain
the amount of the credit for such purposes—that is, that the additional credit
not be used in rate-making to reduce rate base or operating expense. This con-
cept was included in Section 215(a) of H.R. 17488, the tax bill approved by the
House Ways and Means Committee in November 1874. i

3. Many electric utllity companies—and particularly those with the most diffi-
cult financing problems—have ' not been able to use the investment credit within
the existing carryback period of three years and carryforward period of seven
years. H.R. 2166 recognizes this, in part, by liberalizing the existing 50% limi-
tation for such companies. That is, of course, helpful and we fully support it. But,
for those electric utility companies which are in the greatest need of assistance
to enable them to finance essential new faciltiles, this would still not resolve the
problem. To make the credit meaningful and carry out its objective for these
companies, we urge that the investment credit carryback and carryover periods
of Section 46(b) (1) be increased to a carryback period of seven years and a car- -
ryover period of ten years. We also suggest that the Committee consider altow-
ing the taxpayer an election, within the limits of the total period of carryback

and carryover, to carry back further on condition that an equivalent carryfor-
warad period be given up.

I1. Section 172 should be modifled to extend the periods for which a net oper-
ating loss can de carried back and carried over by electric utilitics.

Although there are existing exceptions in Sectlon 172, the net operating loss
carryback and carryover periods for electric utilities are three and five years,
respectively. -

Here agaln, it is important to point out that, for the reasons earlier discussed,
many electric utilities with the most difficult financing problems do not now
have taxable earnings. For many of these companles, which, in general, have
the greatest need for the help intended to be provided, the existing incentives
provided in the Internal Revenue Code are of little or no meaning since they
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cannot be utilized within the specified carryback and carryover periods. Such
compantes have paid substantial income taxes in the past and, we hope, will be
in a position to pay such taxes some time in the future. Accordingly, these in-
centives could be made meaningful for these companies which are most in need
of assistance if the carrrback and carryover provisions of Section 172 were
extended.

The House Ways and Means Committee recognized this problem and directed
that a study be made of extension or revision of the net operating loss carry-
back and carryover periods. Such a study was carried out by the Staff of the
Joint Committee on Internal Revenue Taxation. The relevant portion of this
study is attached as Appendix A of this Statement. The study indicates that
Congress in the past has recognized the special needs of particular classes of
taxpayers and provided several modifications to the general rule. For example,
a 10-year carryback period is provided for “Financial Institutions” and the
“Bank for Cooperatives” and a carryover period of 7 years is provided for “Regu-
lated Transportation”. A general extension of these periods was considered by the
Ways and Means Comniittee but failed on a tie vote of 18 to 18. )

We urge most strongly that the Senate Finance Committee include an amend-
ment of Section 172 which would make meaningful, for those who need it most,
the existing incentives in the Code by allowing a 10-year carrybhack and 7-year
carryover of net operating losses for electric utility companies.

Here again, we also suggest consideration of allowing utilization of the total
period provided by permitting the taxpayer to elect an increase in the carryback
period to the extent that he is willing to give up an equivalent carryover period.

I11. Section 305 gshould dbe amended to authorize taxfree stock dividends by
clectrio utilities under qualified dividend reinvestment plans.

- H.R. 2166 introduced by Chairman Ullman of the Ways and Means Committee
included a proposed amendment to Section 805 to authorize the issuance of stock
dividends by public utilities under qualified reinvestment plans with no current
income tax payable by the stockholder participating in such plan. This provi-
sion would have permitted a stockholder of an electric utility to elect to receive
stock issued under such a qualified reinvestment plan in lieu of & cash dividend
without having to pay a current income tax. This provision was deleted from
the bill reported by the Ways and Means Committee, apparently to forestall any
possible controversy with respect to it and to expedite passage of the bill. There
was, however, considerable support for the provision in the Ways and Means
Committee.

Most non-utility companies can elect to follow a dividend polley which in-
volves a low pay-out in cash and the issuance of stock dividends. Under existing
law, such stock dividends are not taxable income to the reciplent. As a practical
matter, utflity companies cannot follow this course. Historically, utility com-
panies have had high pay-outs of cash dividends and their common stocks have
been purchased by many stockholders for income. Any sharp reduction in cash
dividends would materially and adversely affect the market price of the utility’s
“tm"l:lon stock and its ability to finance through the sale of additional common
stock.

The proposed amendment of Section 305 would have the effect of putting the
stockholders of electric utility companies on a parity with those of non-utility
companies and permit sitch stockholders to receive stock dividends without being
required to pay a current income tax. The income tax consequences of the pro-
posed amendment can and should be similar to those associated with the con-
ventional stock dividend—that is, to reduce the cost basis of the stock held by
the stockholder who receives the dividend. On any susbequent sale of such stocks,
this would operate to increase the capital gain or decrease the amount of any
capital loss.

Such a provision could be of very considerable immediate assistance to electric
utilitles In encouraging reinvestment of cash dividends in their common stock
and encouraging capital formation in the form of fncreased internal cash genera-
tion and increased common stock equity—both of which are of great importance
in enabling the electric utilities to finance facilities which would provide slgnifi-
cant employment in the present and which are essential to supply the electric
power required in the future.

This proposal was also the subject of study by the Staff of the Joint Com-
mittee; and the Staff analysis of the proposal is also set forth in the material
attached as Appendix A of this Statement.
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APPENDIX A

Extract from Analysis Prepared for Committee on Ways and
Means by Staff of Joint Committee on Internal Revenue Taxation

(Jan. 30, 1975)
VII. ALTERNATIVE WAYS TO REDUCE CORPORATE TAXES

A. Increase In Investment Tax Credit .

Present lato.—Present law provides a 7-percent investment tax credit (4 per-
cent with respect to certain public utility property). The investment tax credit
is available with respect to: (1) tangible personal property ; (2) other tangible
property (not including a building and structural components) which is an
integal part of manufacturing, production, etc., or which constitutes a research
or storage facility ; and (3) elevators and escalators. Generally, the credit is not
available with respect to property used outside the United States.

To be eligible for the credit, the property must be depreciable property with
a useful life of at least 3 years. Property with a useful life of 3 or 4 years qualifies
for the credit to the extent of one-third of its cost; property with a useful life
of 5 or 8 years quaiifies with respect to two-thirds of its cost; and property with
a useful life of 7 years or more qualifies for the credit to the full extent of the
property's cost. (However, in the case of used property, not more than $50,000
of cost may be taken into account by a taxpayer as qualified investment for pur-
poses of the credit for a taxable year.) Property becomes eligible for the credit
when it is placed in service.

The amount of the credit that a taxpayer may take in any one year cannot
exceed the first $25,000 of tax lability (as otherwise computed) plus 50 percent
of the tax liability in excess of $25,000. Investment credits which because of
this limitation cannot be used in the current year may be carried back 3 taxable
years and then carried forward 7 taxable years and used in those years to the
extent permissible within the limitations applicable in those years.

Present law provides for a recapture of the investment credit to the extent
property is disposed of before the end of the perlod (that is, 3-5, 5-7, or 7 or
more years) which was used in determining the amount of the credit originally
allowed, Thus, if property is disposed of, or otherwise ceases to be qualified, the
tax for the current year is increased (or unused credit carryovers are reduced)
by the reductions in investment credits which would have resulted if the credit
were computed on the basis of the actual useful life of the property rather
than its estimated useful life.

Public utility property.—The definition of public utility property, to which
the 4-percent investment tax credit applies, is property used predominantly in
the trade or business of furnishing or selling (1) electrical energy, water, or
sewage disposal services, (2) gas through a local distribution system, or (3)
telephone service, telegraph service through domestic telegraph operations, or
other couamunications services (other than international telegraph services).
In general, the reduced credit applies only if the rates for these services or
:)tgdnlls are established or approved by certain types of governmental regulatory

es,

With respect to the treatment of the investment credit of regulated companies
for ratemaking purposes, special limitations are imposed on the allowance of
the credit to prevent the tax benefits of the credit from automatically being
passed on the consumers. These limitations are applicable to property used pre-
dominantly in the trade or business of furnishing or selling (1) the products
or services described in the preceding paragraph and (2) steam through a local
distribution system or the transportation of gas or steam by pipeline if the rates
for those businesses are subject to government regulation.

The special limitations generally provide that the investment credit is not
to be available to a company with respect to any of its public utility property if
any part of the credit to which it would otherwise be entitled is flowed through
to income (i.e., increases the utility’s income for ratemaking purposes); how-
ever, in this case the tax benefits derived from the credits may (if the regula-
tory commission so requires) be used to reduce the rate base, if this reduction
is restored over the useful life of the property.

It within 90 days after enactment of the Revenue Act of 1071 the taxpayer
is elected, then the investment credit is to be available to a company with respect
to any of its public utility property if the credit to which it would otherwise
be entitled is flowed through to income ratably over the useful life of the
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property ; however, in this case there must not be any adjustment to reduce the
rate base.

However, immediate flow-through would be permitted with respect to property
which is flow-through property under the accelerated depreciation rules enacted
as part of the Tax Reform Act of 1989 if the taxpayer elected this treatment
within 90 days after enactment of the Revenue Act of 1971. Further, a special
election is provided with respect to local steam distribution systems and gas or
steam pipelines where the r-gulatory body involved determined that the natural
domestic supply of gas or steam was insufficient to meet the present and future
requirements of the domestic economy. In this case, if the taxpayer elected
(within 90 days after enactment of the Revenue Act of 1971) the investment
credit is not be available unless (1) no part of the credit is flowed through to
income and also (2) no part of the credit is used to reduce the rate base.

Administration proposal.—The administration has proposed that the invest-
ment tax credit be increased for one year to 12 percent for all taxpayers, in-
cluding public utilities. The temporary higher credit is to apply to property placed
in service in 1975 and to property ordered during 1975, it placed in service
before the end of 1976. In addition, the credit would also be available to the
extent of construction, reconstruction or erection of eligible property by or for
a taxpayer during 1975, without regard to the date when the completed property
is placed in service.

In the case of utilities the 12 percent credit would continue to apply for two
additional years after 1975 with respect to qualified investment in electrical
poswer plants other than oil- or gas-fired facilities.

Also, with respect to utilities, the 50 percent limitation on the amount of
credit which may be claimed in a year above the first $25,000 of a taxpayer's
income tax liability would be temporarily increased. Utilities would be per-
mitted to use the credit against up to 75 percent of their tax liability above the
first $25,000 of liability for 1975. Thereafter, the limitation would decrease
by five percentage points for each year after 1975 (that is, 70 percent in 1976,
85 percent in 1977, 60 percent in 1978 55 percent in 1979) until the limitation
is decreased to the 50 percent limitation, generally applicable to other tax-

payers, in 1980 and later years.
The temporary increase in the credit would be effective retroactively to Jan-

uary 1, 1975. -

Revenue effect.—The administration estimates that tax liabilities will be
reduced by $4 billion annually as a result of the increases in the investment tax
credit. This is an estimate of the direct effect and does not include an estimate
of secondary effects that could result from the initial impact.

Staff Analysis.—As indicated in the section on individual tax reductlons
above, the (conomic situation is bad and likely to get worse without significant
fiscal stmulation. A balanced program which encourages both consumption and
investment may well be a more effective method of stimulating the economy
than attempting to focus all the tax stimulus on consumption. In addition to
providing short-run stimulation to the economy, an increase in the amount of
investment is desirable for other reasons.

First, additional investment which increases productivity is itself anti-infla.
tionary in that it increases the amount of output available to meet consumer
demands in the future (although this obviously is not a problem at the present
time). Second, increased productivity results in lower production costs which
means that money wage increases will not have the same degree of upward
pressure on product prices that they would in the absence of growing productivity.
This also has implications for our balance of payments and the exchange rate
of the dollar.
~ Third, it appears that unless in the future the stock of capital is increased

significantly there will be serlous problems in providing enough jobs for those
entering the labor force. Over the past few years, the rate of investment has
not been sufficient to provide the necessary increase in productivity or to pro-
vide the capital necessary to employ the labor force. The long-term outlook for
the ability of our economy to provide the necessary level of investment to create
needed capital is analvzed in a paper, “Capital Needs in the Seventies”, by
Barry Bosworth and James Duesenberry (one of the panelists who appeared
hefore the committee). Their conclusion was that it would be possible for us
to meet our capital needs, but “just barely,” And to have any chance of meet-
ine these requirements it is necessary to both increase saving and to return the
economy to full employment growth. The investment credit should be useful i
meeting hoth of these ohfectives. It provides an investment stimulus to mcve
the country toward full employment. In addition, it should help to increase total
saving in the economy because a dollar of fnvestment financed through the i1 vest-
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ment credit represents corporate saving wbich is not matched by a comparable
decrease in saving elsewhere in the economy.

The short-terin lack of investment is indicated by the fact that the amount
of investment for new plant and equipment in fact is expected to increase by
only §3 billion from 1974 to 1975, an increase from $112 billion to an expected
$£117 biltion. Given the expected increase in prices for plant and equipment, this
{s not keeping up with the higher price of plant and equipment and represents
a decline in the real level of investment. For manufacturing the decline in the
rate of growth is even more pronounced. As shown in Table 34, investment for
manufacturing increased 20.5 percent from 1973 to 1974 but is expected to in-
crease only 9 percent between 1974 and 1975. Part of the shortfall in investment
is because of the tight financial position in which many corporations find them-
selves. This is a result not only of declining sales but of tight monetary policy
and the impact of inflation on corporate profits and cash flow. Corporate profits,
in many instances, include significant amount of inventory profit which results
from the Increase in prices of goods corporations held in inventory. But these
profits are generally not available for the purpose of additional plant and equip-
ment expenditures because, in many cases, they are required to purchase new
inventory at the currently prevailing higher prices.

TABLE 34.—EXPENDITURES FOR NEW PLANT AND EQUIPMENT BY U.S. BUSINESS,! 1973-75
{Dollar amounts in billions}

Percent change
1973 19742 19753 1973-14 194-15

Allindustries...................ill $99.74 $111.92 $117.09 2.2 4.6
Manufacturing.__...... .ee 38.01 45.80 49.92 0.5 9.0
Durable goods .- 19.25 22.67 23.08 1.7 1.8
Primarymetals ¢ . ... .. ............ 3.43 4.80 5. 50 40.4 14.4
8last furnace, steel works............ 1.38 .03 2.5% 46.6 25.8
NORfeITOUS. ..o v eeneeinannns 1.67 .89 2.41 3.2 5.3
Electrical machinery............. .. ... 2.84 .06 2.88 1.1 ~6.0
Machinery, except electrical. 3.4 4.26 4.62 4.8 8.4
Trans, tion equipment 6., kN Y 3183 3.51 2.8 -8.3
otot vehicles......... 2.28 2.81 2.57 3.1 -8.5

Aireral. ... X N .69 3.4 -10.3

Stone, clay, andglass.................... 1.49 48 1.36 -3 -3.1
Otherdurables...................... 4.9 .23 5.22 5.5 -3
Nondurable goods......... 18.76 23.13 26.83 23.3 16.0
o0od including beverag n .2 3.20 31 -.3
Textile............... n .85 .70 10.8 _ -1

P; 1.86 2.55 2.9 3.0 14.1
4.45 5.36 .16 26.3 1.2

5.45 1.8 10.07 4.3 28.0

1.56 1.8 .38 -5.4 -6.6

1.5 1.55 43 -4 -8.2

61.23 66.12 62.17 11 1.6

2L 3.10 3. 67 13.2 18.6

1. 96 2.48 .17 26.5 2.7

Ait transportation. ... ... ..o 2.41 1.97 18 -18.2 -9.6
Other transportation. .- 1.66 2.03 & 2.5 1.9
Pubdlic ulilities.... 18N 20.60 21.46 10.1 4.2
Electric...... 15.94 12.65 17.87 10.7 1.2
Gasandother. ... .. ... ........... 2.76 2.95 . 60 6.6 1.9
Communication, commercial and othet b ... .. 34.26 35.94 u1s 49 -3.3

1 Data exclude expenditures of agricultural business; real estate operators; medical, legal, educational, and cuitural
se;v’i,uf; and nonprofit organizations.
reliminary.
3 Estimatosrayu based on expected capital expenditures reported by business in late November and December 1974. The
estimates for 1975 have been adjusted when necessary for systematic biases in expeclations data.
¢ includes data not shown separately. .
1 Includes trade, service, construction, finance, and insurance.

Note: Details may not add to totals because of rounding.
Source: U.S. Department of Commerce, Bureau of Economic Analysis.

Public Utilities.—In addition to the problems affecting industry generally,
public utilities are adversely affected for a number of reasons that are pecullar
to the industry. These reasons led the committee to provide an increase in the
investment credit for public utilities in both the comprehensive tax reform bill
the committee considered last year and the Energy Tax and Individual Relief
Act of 1974 (H.R. 17488) which the committee reported out last November.

The lower investment credit was given for public utilities because regulatory
agencies presumably consider requirements when deciding on changes in rate
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levels. Moreover, it was believed that the volume of investments made by regu-
lated public utilities would be determined in large part by the growth of other
industries, rather than their own. In addition, much of the benefit to regulated
utilities was viewed as likely to be passed on in lower rates to consumers, thus
offsetting much of the stimulus to investment.

In the past several years, a number of changes in the economic environment
have in combination seriously reduced the ability of regulated public utilities to
obtain capital funds. Some utility regulatory commissions have been slow to
increase rates to cover increased fuel costs and inflation induced increases in
other operating costs. These factors taken together have reduced the internal
cash flow available to utilities to self-finance expansion in productive capacity.

External financing also has been restricted recently. The aggregate book value
of public utility common stock presently exceeds by a substantial margin its
aggregate market value because of the severely depressed level of stock market
prices. Debt financing is a limited alternative because many utilities have reached
as high a debt-equity ratio as is practicable in view of the level of fixed obliga-
tions reached. In addition, long-term interest rates applicable to public utility
bonds are so high that few public utilities dare to commit themselves to elevated
fixed debt charges for long periods of time.

In considering this issue previously, the committee was concerned that the
economic growth of other industries would be restricted in several years because
more and more public utility companies now are announcing deferrals of capital
construction plans. Timely growth by other industries requires that utilities have
available sufficient capacity to meet additional demand. As a result, the reasons
for providing only a partial investment tax credit no longer are viable,

In addition, many public utilties currently have below normal net taxable earn-
ings and, thus, do not receive the full benefit of the investment credits because
of the applicable limitations. As a result, the administration has recommended an
increase in the 50-percent net income limitation (which applies to tax lability
in excess of $25,000) for a temporary period to allow these utilities to use more
of their investment tax credit against taxes during this period.

The estimated revenue going to public utilities under the administration pro-
posal i{s about $1 billion out of the $4 billion total cost of increasing the credit to

12 percent on a temporary basis.

TABLE 35.—INVESTMENT CREDIT CLAIMED IN 1972: BY SELECTED INDUSTRIES ON CORPORATION RETURNS AND
TOTAL ON INDIVIDUAL RETURNS

{Amounts in millions of dollars]

Investment credit claimed

As percent of
sl corporate
- nvestment
Amount credit
Corporate:
Total, all Industries. ..o oo it ciiaeiraeiareeaaeaaas $2, 95 100.0
riculture, forestry and fisheries. .. ... .. .. .. iiiiiiiiiiiiiieiiiiieiiaaaaas 22 .7
Iklgming, R MineralS . iiiiiiiiiiiiiicieeticniairaeeiaeaneanan u .8
Crude petroleum, natural gas and petroleum refining. ....... .. ... 151 S,
Contrac CONSLIUCHION. ...\ e i e e ceeiiii et i eniaenananeseeenaennas n 2
Manufacturing other than petroleum refining:
Food and kindred products..... ... ... ... ... 115 3.
Chemicals and allied products. ... ... . .. .. .iiiiiiiiciiiiiiiiinn. m S.
Primary metal industries. .. ... .. ... iiiiiiiiiiiiiieiieiaaaa.s 90 3.0
Machinery except electrieal. ... ...ooio i aaaeaans 9% 3
Electricsl equipment and supplies e 116 3
Motor vehicles and equipment.. 125 4
All other manufacturing..... ... ceen 481 16,
TS PO tION. .. oottt it i ieeeiean e e eieeaaaaanannanen 1M 1.
L L YT Y L N 12,
n 12,6
258 8.
m 5.8
103 3.5
Individual:
Total, individual . ... . .. iiiicaieieeiaeae—a. 700 o.iieeiens
3,65 ....ooiaeeene

Grand total, corporate andindividual. . ... . ... L. iiiiiiiiiieinenaas

Source: Preliminary Statistics of Income, 1972: Corpotation Income Tax Returns; and tndividual income Tax Return
Department of the Treasury, Internal Revenue Service.
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The expected use of the higher investment credit by various industries is sug-
gested by the amount of investment credit actually claimed in the past. Table 35
shows the investment credit claimed in 1972, the lastest year available. Obviously
the expected results would differ somewhat from the credits claimed in 1972. For
example, motor vehicles would probably get less and petroleum and gas more,
but the general pattern would remain much the same.

Alternative Proposals.—The Administration has proposed a temporary increase
to 12 percent in the investment credit in order to provide immediate stimulus
to additional investment. There are several aspects of this that the committee
may wish to consider. In evaluating the Administration’s recommendation in the
1971 Act, the committee rejected a slmilar proposal to increase the investment
credit to 10 percent on a temporary basis. This was done on the grounds that a
temporary increase in the credit might be disruptive in that it would move addi-
tional investment into the year of the higher credit but at the cost of having a
sharp dropoff in investment of the subsequent year, and this would be excessively
destubilizing. On the other hand, the Administration might well repeat its recom-
mendation for a permanent increase in the investment credit to 10 percent later
this year when the committee again considers tax reform.

The committee might, as an alternative, wish to consider increasing the invest-
ment credit to 10 percent on a permanent basis at this time.

The Administration also proposed a January 1 effective date for its investment
credit increase. The committee has agreed that the effective date is to be Janu-
ary 22, 1975 (or possibly an earlier date). That is, property placed in service after
this date is to be eligible for the new rules.

An increase in the investment credit to 10 percent would result in a revenue loss
of $2.7 billion annually assuming a January 22 effective date,

A modification of the administration's proposal for utilities, which the com-
mittee might consider in conjunction with a 10-percent investment credit, would
focus on the profit squeeze of utilities by increasing the 50 percent of tax limit
to 100 percent rather than to 75 percent as proposed by the administration. This
would increase the revenue cost of a 10-percent credit by $50 million, to a total
of approximately $2.8 Lillion, of whiech utilities would receive about $900 miilion.

Another aspect of the administration’s proposal the committee may wish to
consider is the proposed availability of the credit for construction, reconstruction
or crection of eligible property during 1975 regardless of when the property is
placed in service. This is & significant change from present law which provides
the credit only when property is placed in service. This change would make the
credit more like “progress payments” on contracts. Such a change in the credit
would remove one of the objections to & “two-tier” credit, namely, that it dis-
criminates against long lead time items which would not be completed during
the period the higher credit_was in eftect. Greater production of these items
would, therefore, not be encouraged by a temporary increase in the credit un-
less some provision of the type proposed by the administration were adopted.
However, if the committce does not agree to a two-tier credit (as by providing
& permanent increase to 10 percent), then this *“progress payments” approach is
less significant in terms of stimulus effect.

B. Corporate Tax Rate Reductions

Present law.—Under present law, corporate income is subject to a normal tax
at a rate of 22 percent and a surtax at a rate of 26 percent (for a total tax rate
of 48 percent). However, the first $25,000 of corporate income i{s exempt from
the surtax. In effect, then, the first §25,000 of corperate income is taxed at the
rate of 22 percent and the income in excess of 325,000 is taxed at a 4R percent
rate.

Administration proposal.—The administration in connection with its energy
package (but not its temporary anti-recession package has proposed to reduce
the corporate tax rate from 48 pereent to 42 percent effective for 1975 and there-
after. It would accomplish this by reducing the surtax rate from 26 percent to
20 percent. Under the proposal, the first $25,000 of corporate income would con-
tinue to be taxed at the rate of 22 percent, but the income in cxcess of $25,000
would be taxed at the reduced rate of 2 percent.

Revenue effect
The administration estimates that this rate reduction represents an annual
revenue loss of $6 billion.
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Staff analysis -

It has been argued that business needs a permanent form of tax relief to offset
the rising cost of energy and to increase the amount of capital available to busi-
ness for reinvestment. Such investment, in turn, may increase productivity and
reduce unemployment. It has also been argued that real corporate profits have
been declining in recent years, and that the inflated value of inventories on
corporate books and the use of historical cost depreciation have produced paper
profits which are taxed to corporations without increasing the actual profits
which are available for investment or distribution to shareholders. On the other
hand, the fact that corporations are net debtors means that the real value, and
hence the real burden, of their outstanding debt decreases during a period of
inflation. This reduction of the real burden of corporate debt for corporations
substantially offsets the ‘‘overstatement” of corporate profits resulting from
historical cost depreciation and the taxation of inventory profits.

If funds are available to reduce corporate taxes, it might well be that a better
use of these funds would be to begin the integration of the individual and cor-
porate rate structures. This could be done by allowing a deduction for dividends
paid, or by giving the shareholder a credit for the tax paid on the dividend
he receives by the corporation (increasing the amount treated as a dividend for
this purpose by the amount of this tax), or by extending the use of the partner-
ship method which presently is available in the case of subchapter 8 corporations
with 10 or fewer shareholders to corporations more widely held. Any of these
techniques could be implemented to a limited degree depending upon the revenue
available for this purpose. European countries have developed integration plans
along this line to reduce the impact of the tax at the corporate level and have
used them much more extensively than has the United States. Such changes,
however, probably would require considerably more time for consideration by
the committee than is available for this biil. :

Another problem with the administration proposal is that much of the valu
of the tax reduction, which will cost an estimated $6 billion annually, will be
concentrated in the hands of large corporations. For example, the administra-
tion proposal in this area would afford no relief at all to small businesses,
especially those which have taxable income of $25,000 or less. Moreover, under
the administration proposal, the corporations which have the largest profits
would receive the most relief. Many would argue that the need of small business
for tax relief is even more critical, since small businesses have little control over
the marketplace and are hit even harder by such factors as inflation and a re-
duction in consumer confidence than are large businesses.

Alternate proposals.—One method of reducing corporate tax lability, while
concentrating much of the relief in the area of small business, would be to in-
crease the surtax exemption. For example, the present $25,000 exemption might
be increased to $35,000, which would mean that the first $35,000 of corporate
taxable income would be taxed at a rate of 22 percent, while any additional cor-
porate income would he taxed at a 48 percent rate, as under present law. This
would result in an annual tax savings of $2,600 for a corporation having $35,000
or more of taxable income. Under present law the tax on $35,000. of taxable in-
come is $10,300 (22 percent of the first $25,000 of income, plus 48 percent of
the remaining $10.000) ; under this alternative proposal the tax would be $7,700
(22 percent of $35,000).

On the other hand, a corporation with $35,000 of taxable income would re-
ceive only $600 of tax relief under the administration proposal (due to the de-
crease of 6 percent in the surtax). Of course, a large corporation which had sub-
stantial profits would receive far more rellef under the administration proposal,
than under the alternative proposal, because the 8 percent rate reduction would
apply to a very large base of corporate income. -

It e estimated that the revenue effect of increasing the surtax exemption by
2£10.000 would be an annual revenue loss of $600 million, Of this anproximately
$100 millon, or abont two-thirds of the revenue, would 2o to small businesses.!
In contrast. of the $6 billinn revenue less from the reduction in the corporate rate
to 42 percent proposed by the administration, § percent would go to small
businesses.

It the surtax evemntions were Incrensed tn $50.000, this would result in a
revenue loss of £1.2 billion, of which $730 million, or about 60 percent, would
go to small business.

. 1 Small businesses are defined for this purpose as businesses having $100,000 or leas of
ncome.
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It should be recognized that an increase In the surtax exemption level from
$25,000 to $35,000 would not afford any relief to very small businesses (those
with incomes of $25,000 or less). However, these small businesses are already
taxed at the lower normal tax rate of 22 percent. The above proposal extends the
22-percent rate to a higher level of income. If the committee is interested in pro-
viding some relief for those small businesses with incomes of $25,000 or less,
one method would be to reduce the normal tax rate, that is, the 22-percent rate.
It is estimated, for example, that to reduce the normal tax rate by one percentage
point would result in an annual revenue loss of about $900 million; a reduction
in the normal tax rate of 2 percentage points would approximately double this
loss to $1.8 billion. If the committee were interested in this approach, the loss
could be offset to a large extent by a corresponding increase in the surtax rate.

C. PIVIDEND REINVESTMENT PLANS OF PUBLIC UTILITIES

Present law.—Generally under present law a distribution of a stock dividend
is a mere readjustment of the stockholders’ interest in the corporation and is not
inconme to the stockholder. No corporate assets are paild out, and the distribu-
tion merely gives each stockholder more pleces of paper to represent the same in-
terest in the corporation, On the other hand, if a corporation declares a dividend
payable at the election of each stockholder, either in additional common stock or
in cash, the stockholder who receives a stock dividend is in the same position as
it he reccived a taxable cash dividend and purchased additional stock with the
proceeds and thus is taxed currently on the value of the stock received.

Administration proposal.—None.

Alternative proposal.—Public utility stock is quite commonly held by stock-
holders who are looking for a relatively safe and large return on investment.
Utilities generally have been able t6 pay annual dividends due to the return on
investment which is generally permitted by the State or Federal rate-making
agency. At the present time, however, utilities have been faced with the dilemma
of obtaining capital for modernization and yet paying the cash dividends which
many of its stockholders have come to expect. One way for a utility to obtain
new capital is to issue new stock. Many potential investors, however, will not
subseribe to such an issue because of new doubts concerning utilities’ ability to
pay dividends. A second way to obtain capital is to encourage those existing
invéstors who do not need cash dividends to take additional shares of stock in
lieu of cash by means of a stock reinvestment plan. However, the current taxa-
tion of those shareholders who elect to take stock rather than cash tends to
discourage shareholders from exercising their election to take stock in lieu of
cash. .

One means of facilitating stock reinvestment plans for public utilities is to
provide that a distribution of stock of a regulated public utility pursuant to a
dividend reinvestment plan is not to be subject to tax until the stock is disposed
of. Under a qualified relnvestment plan, the stockholders of the public utility
who 50 elect would receive a distribution of stock of the public utility specifically
designated as stock issued under a qualified reinvestment plan. This distribu-
tion of stock would not be taxed to the stockholder until the time that the stock
is disposed of. At that time the stockholder would have dividend income equal
to the amount which was deferred (l.e., the fair market value of the stock at the
time it was received). Any proceeds from the disposition in excess of that amount
would be capital gain.

D. NET OPERATING LOSS CARRYBACUKS AND CARRYOVERS

Present law.—Present law, In general, provides that a taxpayer Is allowed to
carry a net operating loss back as a deduction against income for the 3 years
preceding the year in which the loss occurred and to carry any remaining unused
losses over to the & years following the loss year. This general rule enables tax-
payers to balance out income and loss years over & moving 9 year cycle, to the
extent of taxable income {n the 8 years preceding and the 5 years following any
loss year.

lgrgsent law also provides exceptions to the general three year carryback-five
year carryover rule in the case of certain industries or categories of taxpayers,
as indicated in chart 1. One exception allows certaln regulated transportation
corporations to carry back and deduct net operating losses for the usual 3
years and to carry over such losses for 7 years. Another exception prohibits the
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carryback of a net operating loss to the extent the net operating loss was
attributable to a foreign expropriation loss. However, a 10-year carryover period
is allowed for the foreign expropriation loss (15 years in the case of a Cuban
expropriation loss). A third exception, applicable to financial institutions for
taxable years beginning after December 31, 1975, will lengthen the carryback
period for net operating losses to 10 years and allow the usual 5-year carryover
period. Similarly, a bank for cooperatives is presently allowed to carry net oper-
ating losses back for 10 years and forward for 5 years. A fourth exception is
provided for taxpayers which have incurred net operating losses resulting from
increased imports of competing products under trade concessions made pur-
suant to the Trade Expansion Act of 1962, Where a taxpayer has elected to
obtain certification as provided by this Act, it is allowed a 5-vear carryback
period and the usual 5-year carryover period. Finally, present law also contains
a provision designed for American Motors Corporation permitting a 5-yvear
carryback period and a carryover period of 3 years for losses incurred for tax-
able years ending after December 31, 1866, and prior to January 1, 1969.

Administration proposal.—None.

Alternative proposals—In addition to providing exceptions to the general rule
concerning the carryback and carryover of net operating losses, the Congress has
from time to time altered the general rule itself to reflect circumstances which
apply to all taxpayers. The current economic situation raises the possibility that a
considerable number of taxpayers subject to the general rule will have net operat-
ing losses so large as to exceed not only total income from the 3 years preceding the
loss year but also income anticipated for the 5 years following the ltoss. These
taxpayers, unlike others which have had more success in resisting the effects of
the present economic downturn, are placed in the disadvantageous position of
being unable to obtain the full benefit of their current losses by application
against income earned during other years in the 9-year cycle. A lengthening of —
the general carryback period will provide many of these taxpayers with needed
near-term funds through income tax refunds generated by the carryback of cur-
rent losses. Even in the case of those taxpayers who can anticipate profit years
in the near future, a lengthening of the general carryback would generate near-
term funds through such refunds, which may be oxpected to be of greater value
than the prospect of funds generated by deductions of carryovers to future years
In such cases, a current revenue loss may be expected to be offset by increased
future revenues, because the net operating losses deducted as current carrybacks
would not be available for deductions as carryovers in the future years.

Two proposals are outlined which would allow taxpayers to use lengthened
carryback or carryover perfods:

(1) One proposal would permit each taxpayer to elect a 10-year carryback
period instead of the present general rule of 3 years carryback and § yvears carry-
over. In the case of a taxpayer which has been in business for less than 10 years,
this proposa! would provide for a moving 11-year cyele during the taxpayer’s first
10 years so that during the first year of operations, the taxpayer would be entitled
to carry its loss forward for 10 years: in its second year, it would have a one-year
carryback and 9-year carryover; and so forth untt], after it has concluded its
tenth year of operations, the taxpayer would have a 1U-year loss carryback and
Nno CArryover.

The taxpayer would be permitted to elect the 10-year carryback, but could
return to the general rule (3 years back and § years forward) only upon com-
pliance with appropriate requirements of the Internal Revenue Service to prevent
abuse and to facilitate administration of the provisfon. If this approach {s to be
made generally available, then it may be necessary to strengthen existing pro-
visions of law which are intended to prevent traficking in net operating losses.
Assuming that 1974 is the first year losses from which are affected by this pro-
vision, the increase in refunds by the Treasury in 1975 is estimated at 500 million
or more. If losses incurred since 1970 are affected by the provision, the increase
in refunds by the Treasury during 1975 is estimated at $1 billion or more.

(2) Another possible means of using the net operating loss carryback and
carryover provisions to address the current economic difficulties is to provide
additional exceptions to the general rule to aid specific classes or groups of tax-
payers for which current economic hardships are particularly severe. (See chart
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1, which presents various rules already in the code for certain types of tax-
payers.) Several statutory remedies have been suggested in this area:

(a) One proposal ix to provide for a 10-year loss carryback with no earryfor-
ward for losses incurred in years beginning after December 31, 1969, and ending
before January 1, 1972, This proposed amendment would apply only to domestic
corporations which are regulated air transportation companies engaged in provid-
ing both domestic and international air transportation and which meet certain
other criterin. The estimated revenue effect of this proposal is a loss of $40
willlion.

(b) One taxpayer has proposed that it be allowed a special 10-year carryback
of the net operating loss it incurred in 1973. This proposal would lengthen the
carryback period solely for this one loss year and would not affect future years.
The revenue cost of this proposal is $65 million.

-(¢) Another suggested exception to the general rule would provide for a 10-
vear carryback only for those taxpayers which are in extreme present financial
distress, It would be necessary in this situation to formulate some type of objec-
tive standards so that the qualification of a taxpayer for this exception could be
readily ascertained. :

CHART 1.—NET OPERATING LOSS CARRYBACK AND CARRYOVER PERIODS FOR DIFFERENT CATEGORIES
v OF TAXPAYERS
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The Cuairman. Now, the next witness will be George A. Strichman,
chairman of the ad hoc committee for an Effective Investment Tax
Credit, accompanied by David C. Garfield, vice chairman, Ingersoll-
Rand, New York City.

STATEMENT OF GEORGE A. STRICEMAN, CHAIRMAN, AD HOC
COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT,
ACCOMPANIED BY DAVID C. GARFIELD, VICE CHAIRMAN, INGER-
SOLL-RAND CO.

Mr. StricriMaN. Mr. Chairman, thank you for having us here today.

I am George Strichman, chairman of the board of Colt Industries,
and T am here today in my capacity as chairman of the ad hoc com-
mittee for an Effective Investment Tax Credit. With me is David
Garfield on my left, vice chairman of Ingersoll-Rand and vice chair-
man of the ad hoc committee.
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The ad hoc committee is a voluntary committce of over 170 business
and industrial firms, and we have been joined for purposes of this
testimony with 31 business associations. A hst of the member companies
and supporting associations is attached to our prepared statement.

Mr. (% hairman, there is not time, nor is there a need to try to impress
upon you and members of this committee the seriousness of our eco-
nomic dilemma and of current trends in capital goods orders.

You have read it; you have been hearing about it all day, and, like
the rest of us, you are living with it every day. Suffice it to say that
the most recent figures are absolutely shocking. Manufacturers’ net new
orders declined over the 3 months from Qctober 1974 to January 1975
at an annualized rate of 55.7 percent. The question we must resolve
is not if something needs to be done, but rather what needs to be done.

We would quicﬁly agree with Senator Humphrey's testimony this
morning that unemployment is becoming worse much faster than had
been stated or expected and that more severe action is necessary to
stem it and to turn the economy, and that we cannot accept a 3-year
stagnation plan for the Nation.

ou are considering a number of tax actions to aid the economy. We
are addressing you today only on one, the investment tax credit. The
central issue here is that the House-passed bill will not do the job. A
lifetime of experience in the basic industries and an overwhelming
body of economic evidence tells us that a temporary increase in the
investment tax credit, even to 12 percent, would be a mere palliative.
It might make us feel better because we had done something, but it is
got going to do the job of creating jobs when and where it needs to be

one.

My company could not take advantage of it, in terms of your desire
for a net increase in capital investment and employment, and few of the
major job-producing industries could.

Let me explain why the rhetoric of capital goods expansion does not
always measure up to the real world situation.

f a company were to consider tomorrow whether to install a new
furnace line in a steel mill, or if a public utility were to consider
tomorrow whether to build a new generating plant, as was just men-
tioned, or if a manufacturer considered whether to replace high cost,
obsolete machinery with more modern, more productive equipment,
it is not likely that the bill pending before you would make a nickel’s
worth of difference in their decision because they would never realize
a benefit from it.

Senator Dok, Why?

Mr. Striciyan. Well, some businesses ean realize productivity
gains by buying off-the-shelf or short lead time items which would
qualify under the bill, but let me take it from there. It turns out this
way.

The way it is written now, the cquipment must be ordered before
January 1, 1976, That is less than 10 months from today. By the time
the bill is passed, it might be less than 8 months. assuming that there
are other problems that come up such as those we heard about today.

Our company, for example, has already ordered, 3 years ago, 2
years ago, and 1 year ago, all of the equipment that it is planning to
install this year. It has spent all of the money-it can prudently spend.
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Now, if an incentive weve added to allow more money to be spent} we
would have to plan it: we would have to plan the financing, what we
were going to do and where, and by the time we ordered the equipment
it would be the end of this vear.

Well, the rest of that bill says it must be installed next year in 1976.
In our case, we would not even receive it in 1976. So where would any
benefit be, because after 1976 the bill says the 10-percent investment
credit is over.

Those industries that are now suffering from disruptions in capital
markets, declining orders, and increasing worker lay-offs require much
too long a lead time. Today’s go decision can be translated into all of
the things we just talked about, in planning, design, construction, lead
times, and ordering equipment, and all the things we were talkin
about. So they would be no better off under the complex formula o
the House bill than they are today without it.

In addition, we are now at a time when if you order things to do
something the question is, will you get orders to use them, The extent
of the credit must be enough to compensate for the risk of the invest-
ment in this period of recession and depression, and, in effect, the
change in this bill is 3 percent on investment tax credit. This is.a small
reduction in the price of what you buy.

Now, against the small reduction in the price of what you buy,
what risks are undertaken? If it is the purpose of this committee’s
deliberations to favorably influence those investment decisions that
will cause investment and create jobs, then you will increase the in-
vestment tax credit to at least 12 percent. Tﬁe higher the better, but
that is the percentage recommended by labor, management and the
administration. Most important any increase in the credit should not
include an expiration date.

I will skip over part of the material you have because I have already
said it in a different way, and go on to state that added to those prob-
lems we have already discussed, aur whole system of capital recovery
is in need of overhaul. Inflation has so increased replacement costs
that capital allowances represent only a small portion of those costs.
Taking into account inflation, there has been a dramatic decline in real
corporate profits, from $37 billion in 1965 to $20.6 billion in 1974.
These are Treasury figures. The reduction in real corporate profit has
hindered capital expansion through retained earnings.

High interest rates and tight capital markets have closed off the
principal alternative to internal capital generation.

The enormous demands of non-productive, environmental improve-
ment costs are siphoning away a large percentage of earnings and bor-
rowings. In my own company’s case, 1t is 20 percent of wtimt we in-
vest a year.

Higher energy costs, which you were discussing today, and the
higher costs of developing energy sources add to the woes.

n top of all of that, we have to compete in world markets with
producees who benefit from capital recovery provisions in their own
tax laws that are much more realistic than ours. In this regard, there is
substantial data in our prepared statement on the subject of cost re-
covery provisions throughout the world. I hope you will have an op-
portunity to review it.
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When we talk about foreign trade, and capturing foreign markets,
we must understand that we run a poor 12th to 13th in capital re-
covery provisions compared with other industrial nations. On top of
all of this, we are looking to 11 million more people joining the private
labor force by the year 1980.

Is it any wonder that the President’s Labor Management Commit-
tee émd the AFL~CIO have urged a permanent 12-percent investment
credit.

Secretary Simon has made some optimistic statements about em-
&l’oyment effects of a short-term increase in the credit. I wish I could

lieve him, but I find no basis in experience to warrant such opti-
mism. Unless we are %oing to repeal al‘ the natural laws of economics
that apply to a complex industrial society, then I am afraid that we
can expect only a minimal effect on employment for 1 year, from, as
I have explained, perhaps, only a 9-month increase in the credit. The
full effect is not felt until about the third year of sustained implemen-
tation of investments incentives, and this is just telling you the exact
things that have happened and are on the record from having put an
investment tax credit on three times and taken it off twice. It took
3 years, each time is was reinstated for it to become fully effective.

In our prepared statement, we have documented the past perform-
ance of the investment credit in serving the Nation's economic inter-
est. It is a remarkable record; and except for the checkered history
of suspension-Ninstntement-l'ol)onl and reenactment in the last half of
the 1960’s, the depth of today's economic situation might have been
considerably relieved.

In our analysis, we have also included projections, prepared by our
economic consultants, of the several bene cia{ effects of implementing
the entire cost recovery program supported by the ad hoe committee.

This program includes not only the permanent increase in the in-
vestment credit to 12 percent, but it also would provide for an exten-
sion of the asset depreciation range to 40 percent, and for faster
amortization of pollution control equipment. While our data is based
on the combined effects of all three, the permanent increase in the in-
vestment credit represents a substantial component.

Over a 3-year period. 1975-77, the projections show that capital in-
vestment would be increased by $50 billion over what is otherwise
anticipated.

Direct new employment. benefits would be npproximatelf' 800,000
jobs in the capital goods industries alone, with the multiplier effect
bringing over 1 million jobs to the economy as a whole, and this, again,
is repetition of things that have happened before.

Net revenue gain to the treasury would be in the range of $5 billion.
So we are not talking about a revenue loser here. The record of the
investment credit as a stimulus for increased corporate tax payments
is abundantly clear.

In every respect, Mr. Chairman. you will find a remarkable parallel
between the investment tax credit and recovery from economic de-
cline. An honest appraisal of these circumstances will give due recog-
nition to-investors’ anticipation of permanency of the credit over the
full investment cycle required for expansion in basic industries.

Therefore, we strongly urge you to increase the credit to 12 per-
cent: even more fervently, we urge you not to make this task an im-
possible one by including an expiration date in the law.

—

-
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We have every confidence that, just as you can exercise the proper
judgments today with respect to today’s problems, you will also be
able to do so in the future with respect to future problems. If there
indeed needs to be a future change, judge it then. but in the meantime
let an improved tax credit help do the job which so desperately needs
to be done now.

Thank you.

The Cratryax. Well, I hope that you will educate your people on
the employee stock ownership approach that we have been discussing
here today, because I really t lillﬁ that if we are going to expand upon
the investment tax credit, that we ought to have an employee stock
ownership feature as a part, at least, of the increased funds that busi-
ness would have. I hope that you will study this and familiarize your-
self with it, because I think that more and more you are going to find
that employee stock ownership is on the march, especially where these
compantes that are listed on the New York Stock Exchange, the mature
companies of America, are concerned. I think that they approve of it.
They may not approve of doing it the way I am trying to bring it
about, but I think they approve of the concept, and I think that in the
long run, what your people own in terms-of investments will be just a
lot more secure 1f a lot more people own a piece of the action than it is
when only 10 percent of the.people own the corporate stock.

My, StriciyaN. May I comment upon that?

The CuairMaN. Yes, sir.

My, StricyaN. Senator, I will speak now for Cold Industries be-
cause we have not considered this in the full committee, and I am not
in any position to speak for them. But we do have an employee stock
program. It is indeed far more significant than what you suggested,
and we o believe our employees should own stock.

The Cuairman. What percentage of employees own stock in your
company ?

Mr. Stricuyan. Well, we have not had the program too long. We
started it during the last 6 years, but at this time I would say between
7 and 8 percent own stock, starting from almost nothing. The program
you just mentioned, if it were put into our company, would, for exarmn-
ple, give each employee maybe $20 or $25 worth of stock in a year.

Mr. Garfield did a quick computation on his own company and came
up with about the same number, about $20 a year. Our program, I
miﬁht- say, totally different and totally separate in Cold Industries,
will allow an employce to get up to $600 in company-furnished stock.
However, it is a very complex program, and the point I want to finish
making is this. Offhand, because I have not heard of this concept be-
fore coming here today, it scems to me that while employee stock own-
ership is extremely good, we want it, that it is a separate item from
capital formation and investment should be considered as such.

I'hat does not mean it is not a good program, merely that it should
bo done in some other way, and the two should be separated because
they are two distinct separate problems.

The Ciaryax. It is going to be difficult to move something through
to give you people a bigger investment tax credit unless we start
putting something in for the employees. From the point of view of
this Senator, I find that the more I see of it. the more I find it would
have been just a great thing to start with this back at the time that
we started with the Reconstruction Finance Corporation. I was just a
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boy at that time, but when the Government went to the aid of all of
these companies, if they had had a stock ownership provision in there
for about 25 percent of what they loaned—which was in large measure
nonrecourse loans, if you look to what they were really doing. going
to the benefit of companies that were on the ropes—we would have a
lot more than $20 per shareholder that those people would own in those
companies today. And we would have a lot of people in this country,
a lot more than any 10 percent, with 3 percent owning about 80 per-
cent of all corporate stock, that would be in the hands of rank and
file people who worked a lifetime for those companies, and by the time
they were through with their life of hard work and the good Lord
called them home, did not have one share of equity, other than what
they had in their home, to show for it.

Now, I hope you do familiarize yourself more with that, because I
do not think the system whereby 100 million people toil to build this
productive plant and 3 percent of them own it to all intents and pur-
poses, is going to be all that popular until we do get it to where the
average workingman sees a prospect that he is a part of what yon
are trying to achieve.

Bob Kerr used to sit on this committee and say he was against any
combine that he was not in on. Over a period of time I think that the
American laboring man is going to feel the same way about it. espe-
cially when he has the two options on voting for people who are
running for office. One is to vote for the fellow who is going to see to
it that when he dies, by the time he has worked his life out and dies,
he has an estate to leave his family, and the other who will take the
ap{»roach of by the time he cashes in he is not going to have anything.

fy father used to tell a story about a fellow who worked his life-
time for the man that owned all of the land around that area and had
a general store, which was not unusual in our part of the country in
his day. He went to the owner and he said, now, Mr. Jones, I have
worked all of my life for you out there. sharecropping these acres, and
I cannot work anymore, and my back hurts me to the point where it
is all I can do to find my way home this evening. And do you not think
after I put my whole hfe in for you, and do not have anything at all
I can call my own, and you are very rich, do you not think you owe
me something?

And the owner said, you know, I think maybe you are right. Honey,
go back and get that man a bottle of Sloan’s Liniment to rub on that
aching back of his.

Now, that type of concept does not have too much appeal to the rank
and file in this country. I do not think it is going to {))e sold when the
alternative is an apl)roach which would cause the average skilled
worker to be a man that is going to have a middle-income retirement,
not a poverty level retirement when he retires, and also going to have
something in addition to his home to leave to his children.

Between the two, I think you will find the latter concept will have
n lot more appeal. and I am happy to say that that aproach had a lot
of supfport. on the Republican side of the aisle as well as the Democratic
side of the aisle.

So T would say that you should familiarize yourself with it.

Mr. StricHmaN. Senator, I do not think there is any problem with
the question of employee stock ownership in the corporation. Many
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companies are going that way and have been for some time just as ours
did recently. Whether or not it should be tied into the investment tax
credit T think is something that should be given some deep considera-
tion.

I would like the opportunity. if it is all right with you, to really
look at it, and give you our statement.

The Cuamryan. Well, I would be glad if you would look at it be-
cause as I say I think that this idea is that the working people of this
country would have a piece of the action—I am not-saying run the
businesses, I am not asking for that. But when we in this Government
in effect make a payment to encourage the accumulations of capital to
invest in plant and facility, some of that should find its way into the
hands of the employees. They should be the owner of the productive
plants of America, not as a majority, but as people who have more than
the $20 vou said it amounted to in your company.

Mr. StriciyaN. I was merely extending our employees times 25
percent of the tax credit.

The Cuamryan. Well, if they do not have but $20, at least that is
enough so papa can take mama out and have a nice meal somewhere
some evening, which is just that much more than zero. Even that I
think might be a forward movement, but it is something I would like
to see us experiment with. )

Senator Dole?

Senator DoLE. Just very briefly because it is late—what advantage
is there to an investment tax credit? The Wall Street Journal sug-
gested last week, and I think I requested its inclusion in the record,
that perhaps the quickest and most effective way to stimulate business
would be to lower the corporate tax rate, in lieu of any investment
tax credit.

You are talking about leadtimes of 2 and 3 years, and of course
by the title of your group I can understand why you have an inter-
est, since you represent the Ad Hoc Committee for Effective Invest-
ment Tax Credit. I assume you have some bias, maybe a proper bias,
But do you think that a tax cut might be more helpful?

Mr. Stricnaan. Well, Senator, I do not feel the group is biased.
We have different expressions of opinion that come from our different
members as different things come up, and some of them have felt very
strongly that just what you said istrue.

As a matter of practical tax policy, however, in the case of the
investment tax credit. you only get the credit if you have done some-
thing specific that is desired by Congress to be accomplished, and that
is investment.

On the other hand, if a reduction in the tax rate were to come
through. we could easily accomplish the same thing, but it would not
rf'e?]uire any specific actions. The investment would not necessarily
follow.

: %epéitor Dore. It would probably work out to be something of a
1ybri

Mr. StricHAN. Tet me give you an example of where it has worked
because sometimes the. answers are around us and we do not look at
them. There is a little country across the sea called Sweden. If you
walk through one of Sweden’s plants and look at what you have in
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that plant, you will see one of the best plants in the whole world.
Why is that ?

They only have 8 million people. They have a limited market, and
vet they keep having a bigger ecconomy all of the time. Tt is because
although they have high taxes, they have credits for those things they
want accomplished by their economy. They have had a 10-percent in-
vestment tax credit never taken off since 1937, sir. and in addition to
that, lately they have increased it to 15 percent of revenues before
taxes to be deducted and put into a reserve from which investments
will be made.

The point that T am making is certain kinds of tax actions have
certain kinds of consequences 1n investment, and other kinds may or
may not. We do not know what the result will be if you let the same
amount of money go to a company, and I would be happy to have it
that way with no strings attached to it, but with an investment tax
credit. you have the string of actually spending money on investment.

Senator Dore. Well, what are the differences in the House bill and
the administration bill? Where do you come down more nearly in
agreement ?

Mr. StricuyaxN, Well, as far as I am concerned. neither bill-will do
the job. The difference is merely one of rate—10 percent or 12 percent.
Twelve percent would be better, but again, when you have to commit
the equipment between now and the end of this year, and must have it
installed before the end of next year, either one of them must be put
without an end date to make it truly effective for helping the economy,
and establishing more employment, and in that case the 12 percent
would be better.

Senator Dore. .And I think you have indicated that you will furnish
}’or th?e record an analysis of the proposal of the chairman. Senator

ong -

Mr. StricuyaN. We would like to do that, yes. sir.

[The material referred to follows:]

Ap Hoc COMMITTEE FOR AN EFFECTIVE
INVESTMENT Tax CREDIT.
Washington, D.C.. March 12. 1975.

Hon. RusseLL B. Loxg,
Chairman, Committee on Finance.
Washington, D.C.

DeAR SexaToR Loxg : During my testimony on behalf of the Ad Hoc Committee
for an Effective luvestment Tax Credit before the Committee on Finance on
March 10, 1975, you asked me for my views of Employee Stock Ownership Plans.
First, let me say that I am enthusiastic about the objective of wider employee
participation in the free enterprise system, and believe that wider employee owner-
ship of shares of U.S. corporations serves that objective. Colt Industries and a
number of other members of the Ad Hoe Committee presently have such plans.

I understand that your specific question is whether or not companies should be
required to place 25 percent of the amount received from the investment tax
credit into an Employee Stock Ownership Plan. In my opinion. this would
weaken the job-creating investment that the credit was designed to provide.
Accordingly, I do not feel that this type of measure should be included as a part
of the Tax Reduction Act which is designed to encourage investment and employ-
ment in order to meet the needs of our present economy.

However, a provision encouraging the formation of such plans would be a
worthwhile topic for consideration as part of the general tax reform hearings,
which I understand you are going to hold later this year. At that time, detailed
consideration could be given to varjous types of incentives for the formation of
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employee stock ownership plans. One point that should be considered is w.hether
the approach requiring 23 percent of the investment tax credit to be the principal
source of funding of such plans could actually reduce the amount available over
what some corporations are now putting into the~e plans. I have seen other areas
where government standards become a reason for some companies giving less
generous benefits than they otherwise would have given. As I mentioned to you
during the hearings, the average contribution now to our Employee Stock Owner-
ship Plan is considerably in excess of the approximately $20 amount per em-
ployee which I estimate would be provided under this proposal. It should be
noted also that, inasmuch as the investment credit may not be available to
loss corporations, the proposal might discriminate against employees of such

corporations.

In addition, consideration could be given during general tax reform hearings
to whether other plans transferring stock ownership to employees, such as
bonus, incentive, and discount plans, could be included in the proposal. Moreover,
there are numerous other technical and sdministrative points which should be
considered at that time, such as the effect of carry-over, carry-back, and recapture

rules on contributions to the plan.
These points are made not to suggest that Employee Stock Ownership Plans

should not be considered as a part of the Internal Revenue Code in the way that
it has been suggested, but rather that the pressures of enacting the immediate
tax reduction bill do not seem to permit the type of consideration appropriate

to such a matter.
If I can be of further assistance, please let me know, or, if you decide to defer

this matter until the Finance Committee undertakes broader tax reform later
in the year, we would be pleased to provide a more detailed analysis at that time.

Sincerely,
GEORGE A. STRICHMAN,

Chairman.

Senator DoLe. Mr. Chairman, I assume the full statement is going
to be made a part of the record?

The CHaRMAN. Which oneis that?

Mr. StricuaaN. We have a full statement that was given to your
committee last Friday. as well as the oral statement just made.

The Crarryax. By all means, if you would like to have it there, we
will definitely put it in,

Senator DoLe. I think at least it should indicate the companies
comprising the ad hoc committee and also the associations supporting
the ad hoe committee.

Mr. StriciyaN. That is in the full statement.

The Cuarryax. It has a lot of useful information. I think we could
use it very well for the record, so I order it printed in the record.

Senator DoLE. I can understand that a permanent investment tax
credit would be good for industry and might promote jobs, and all of
these things. Now, am I to conclude that is why it is good for the
country?

Mr. Stricirman. Well, we are talking about trying to get jobs back
again at a time when unemployment is surging. and that is why it is
good because it will do that. It has had that history three times before
and increasing it will have the same effect again, as we stated before,

Our economic analysis of it says that within 3 years it will add 1
million jobs to the economy.

Senator DoLe. So despite the cost or loss of revenue, you think a
permanent tax credit would be a plus in the long run ¢

Mr. StricuyaN. Yes, sir, but with no loss of revenue. Let me repeat.
the experience of the last three times indicates that, due to the in-
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creased volume of business that you get from increasing the credit, yon
end up with a net revenue gain. Each time it was put on before, there
was a revenue gain, not loss, and the same thing will happen this time.
There is no reason to believe that it will be any different this time than
it was before. -

Seﬁatgr DotLk. Is that going to help the unemployment problem very
quickly

Mr. StricHyAN, Well. I do not know what you mean by quickly. I
think that past experience shows the full effect occurs over 3 years. and
the major part of it occurs during the second year. There is no miracle
that even if this bill were passed exactly as we asked today. that would
make everybody go out and do a lot of ordering tomorrow, because it
takes time in planning. which includes technical planning. financial
planning, and everything else.

Senator Dotk. It is, as far as you are concerned. going to decrease
in 1975 and continue in 19767 I mean everyone has a projection on
what the unemployment rate is going to be. Maybe you have one for
a year from now.

Mr. Striciyan. Well. it will decrease less. but it will not make a
substantial impact, we do not believe. until the second year. Then it
will make a very substantial impact that otherwise would not happen.
and that impact will continue into the third year. at which time the
full effect is felt.

Senator DoLg. That is all I have. Mr. Chairman.

The CrarryMaN. Mr. Strichman, you may be right about the invest-
ment tax credit. I have been on both sides of the issue. I have advocated
putting it on one time and taking it off another time. I have voted to
put it back on again. and T guess I have been with it when it was going
on and against it when it was coming off.

It has been my experience that the investment tax credit has the
potential of actually overheating the economy. and I do not know
whether we would be in this recession that we have right now if Mr.
Arthur Burns and his people down there had not kept this money
supply so tight that they just put us into a recession with it.

Now. of course. psychology means a great deal in this country. You
and T know that once you get people all scared to death that they are
going to lose their money and go broke. they will not invest it in any-
thine. and we do not know just what will happen when the money
supply is adequately free or expanded to provide the needs of business,
but T am aware that 6 months ago we were reading articles iimthe press
that what this Nation needed was a recession. that inflation was getting
ou{tl of (li'»ounds. and that a good recession would be just what the doctor
ordered. '

In fact. it was even being sugaested that we up here ought to repea
the Full Emnloyment Act of 1946, so that we could have this much-
needed recession. and some neoble in good faith were actually advocat-
ing that on television for the Nation. that the economy needs a reces-
sion. Tf that is what they had in mind. they sure succeeded in doing
that. They got us into a recession. but I am not sure that we would have
the recession if it had not been for the tight money policies followed
down there by the Federal Reserve Board.

Can vou say with any certainty that we would have had it without
that? In other words, minus the tight money policies that the Federal
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"Reserve Board has been pursuing for the last couple of years, could you
say with any confidence that we would be in the recession that we are
in right now?

Mr. StricHMAN. I think that the tight mone Folicy has absolutely
had an effect upon the economy. As a matter og act, In mi judfment
and in Fast experience, it takes about 18 months of real tight policy to
cause all kinds of hell to break loose, and it does. It takes about as long.
however, for it to get back the other way. I think there are a lot of
things that affect recession and heating up the economy and tight
money policy is indeed one of them. The investment tax credit is also
one,

Remember I said at the beginning of the statement, there are a lot
of things, and you are addressing them all. We are talking to you only
about one because that is the one 1n which we can effectively participate.

The CuarMAN. Yes, sir. Now, I frankly think that from hindsight
one would have great difficulty in defending a program which I regret
to say has been the deliberate policy of this Government from the
White House to the Federal Reserve and both buildings are situated
pretty close to one another, that we ought to have a tight fiscal and
monetary program and that the fight on inflation had to come first and
foremost. even though the casualty might be the displacement of a lot
of jobs and a much smaller gross national product.

Now, it does cause me to wonder whether we really would have ever
needed to expand the investment tax credit had it not been for other
policies which got us into this recession, and that is why I find myself
wondering whether we ought to have_10 or 12 percent investment tax
credit as a permanent matter.

Now, I tgink that we can agree that there ought to be an investment
tax credit. The question is whether you ought to have it at a 12 percent
investment tax credit as a permanent policy. -

Mr. StricHytaN. I think. Senator, that using the word “permanent”
is the wrong word. There has not been a permanent tax credit since it
started. You know, it ison; it isoff ; it is changed.

I think that the thing is that the credit will not be effective if it is
put into effect with a termination date. I think that you gentlemen at a
later date, if necessary, can rejudge what must be done, but to start it
now with a termination date and to say, Colt Industries, Ingersoll
Rand, utility companies, whatever, you have got to get your orders
out by December 31 would be a mistake.

That just does not work because we are not that good.-

The Cramyax. Well, I can understand how you fellows in business
feel, but I think you can also understand the problems we fellows
have on this end, tf‘lyat we really need some countercyclical devices; we
need some thini;s in this structure of ours other than unemployment
insurance, which certainly helps. That is a countercyeclical device, but
we need some other countercyclical devices that will stimulate the
economy when~we fall off into recession, and that will terminate when
the economy is in full, forward movement, and certainly it will not be
there when the economy is overheating.

Now, the Federal Reserve Board has some of that available to them,
with their control over the money supply, but we need some others.

Mr. STricHMAN. Senator, may I make a comment on that ¢

-
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I am not going to sit here and pretend to be an econ.omist. I am not.
I find it hard enough to live with things as they are from day to day,
and then when someone tells me what it is going to be 2 years from
now, who knows? But the investment tax credit should not be a coun-
tracyclical device because it is not. It can, however, be prevented from
heating up the economy, or helping a sick economy, and let me again
give you a suggestion.

There are other things that have been done, and again all we have
to do is look and see what other people are doing. Remember I said
Sweden had it since 1937. They never took-it off, and if we were to do
the same thing, we would have the chance—with adequate capital re-
covery—to have the best plant and equipment in the world too. We are
running a poor 2d, 3d, 4th, 5th, and 10th in some cases, but what they
did, as you said, in that problem area is they never took it off. They
put it into a reserve, and in some years they said you cannot spend it
because things are heated up too much.

That left them in a position where they could instantly reverse it
if they wanted because it was already there, so there are other devices
for doing that. T do not think that basically the on-again, off-again on
investment tax credit is good countracyclical policy.

If you will recall, the times that we have taken it off twice were
just when we should not have. We said, oh, it is getting too hot, take it
off, and we took it off just as the economy broke downhill, and we
accentuated its downhilll slope by having it taken off simultaneously.
It is pretty tough to be able to judge that. I am glad I am not the one
who has to do it.

The Crrarraran. You have got a good point.

Thank you very much, gentlemen.

Mr. StriciamaN. Thank you for the opportunity to testify.

[The prepared statement of Mr. Strichman follows:]

PREPARED STATEMENT OF (GEORGE A, STRICHMAN ON BENALF oF Ap Hoc COMMITTEE
FOR AN EFFECTIVE INVESTMENT TAX CREDIT

SUMMARY

Our economy is fast reaching near depression levels. The composite index of
leading economic indicators dropped by 1.3 percent in January, for a record 12.6
percent decline in the last six months. Orders for durable goods dropped by 26
percent in the last six months, the steepest sustained decline on record. For the
first time on record, in 1974, United States productivity declined, by 2.2 percent
in absolute terms. Unemployment rose by a full percent in January to 8.2 percent.
Government reports indicate that the United States’ economic situation is ltkely
to deteriorate even further in the months ahead.

The urgent need to immediately stimulate new investment in productive fa-
cilities is beyond question. The severity of the business decline requires a perma-
nent 12 percent investment credit. A lesser credit will not evoke the necessary
response required to sustain real economic growth in the future. A permanent 12
percent credit was recommended last fall by such groups as the President’s Labor
Management Committee and the AFL-CIO. :

The investment tax credit has proven in the past to be an effective means of
increasing employment and productivity thus combating both inflation and re-
cession, Economic analysis indicates that a permanent 12 percent credit when
coupled with the Ad Hoec Comniittee’s proposal of a 20 percent increase in the
ADR parameters would, within three years, create over a million new jobs and
cver $50 billion of new investment in producers capital goods.

Our capital recovery system is in bad need of an overhaul. Rapid inflation
has made our current capital recovery system inadequate. High interest rates
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and tight capital markets have inhibited outside financing, while real corporate
profits have fallen from $37 bLillion in 1965 to $20.6 billion in 1974. Environ-
unental requirements and the energy crisis have further reduced the availability
of funds for capital investment. Finally, under our present capital recovery
system, the United States is at a competitive disadvantage with its foreign trad-
ing partners. These problems have developed over years and solutions to them
will not be found in a few months. The credit will not achieve maximum effective-
ness for at least two years and our capital needs require a substantial stimulus
for a far longer period.

It is essential that the increased credit be permanent in order that business-
men will have sufficient confidence to make the investment necessary to sustain
economic growth. The investment credit is not a workable contracyclical device
for fine tuning. This is due to the impossibility of accurately predicting the
business cycle and the long lead time between the placing of orders and the
placing of production facilities into operation. The need for a permanent high
rate of investment is demonstrated by the fact that the labor force will expand
by 11 million individuals between 1978 and 1980. -

Finally, it should be noted-that in the past each enactment or re-enactment of
the credit has Leen followed by increased, not decreased, Federal revenues be-
cause of its beneficlal effect on employment productivity and output. And, again,
now economic analysis indicates that business expansion due to a permanent 12
percent credit would result in increased, not decreased, Federal revenues.

STATEMENT

Mr. Chairman, I am George Strichman, Chairman of the Board of Colt In-
dustries Inc. I am here today in my capacity as Chairman of the Ad Hoc Com-
mittee for an Effective Investment Tax Credit, With me is Mr, David C. Garfield,
Yice Chairman of the Board of Ingersoll-Rand Company, and Vice Chairman of
the Ad Hoe Committee.

The Ad Hoc Committee is a voluntary comiittee of over 170 business and
industrial firms, and we are affiliated, for purposes of this testimony, with the
objectives of 31 business associations. A list of member companies and supporting
assocliations is attached to our prepared statement.

Mr. Chairman, there is not time, nor is there a need to try to impress upon
members of this Committee the seriousness of our economic dilemma and of
current trends in capital goods orders. You've read it . . . you've heard it . . .
and, like the rest of us, you are living with it every day. Suffice it to say that
the niost recent figures are absolutely shocking. Manufacturers’ net new orders
. declined over the three months from October 1974 to January 1975 at an an-
nualized rate of 55.7 percent. The question we must resolve is not if something
needs to be done, but rather what needs to be done.

The central issue here is that the House passed bill won't do the job. I'm not
saying this because I like to say it, but because g lifetime of experience in the
basic industries and an overwhelming body of economic evidence tells-me that
a temporary increase in the investment tax credit to 12 percent would be a mere
paltiative. It might make some of us feel better because we had done something,
but it’s not going to do the job when and where it needs to be done.

My company could not take advantage of it, in terms of your desire for a net
increase in capital investment; and few of the major job-producing industries
could.

Let me explain why the rhetoric of capital goods expansion doesn't always
measure up to the real world situation. "'

If a company were to consider tomorrow whether to install a new furnace line
in a steel mill, or if a public utility were to consider tomorrow whether to build
a new generating plant, or if a manufacturer considered whether to replace high
cost, obsolete machinery with more modern, more productive equipment . . . it is
not likely that the bill pending before you would make a nickel’s worth of differ-
ence in their decision because they would never realize a benefit from it.

Some businesses can realize productivity gains by buying off-the-shelf items
which would qualify under the bill. But those industries that are now suffering
the most from disruptions in capital markets, declining orders and increasing
worker lay-offs require much too long a lead time. Today’s “go” decision can be
translated into many months of final planning and design, more months of getting
construction or manufacture underway, a year or more of actual construction {n —
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some cases. So they would be no better off under the complex formula of the
House bill than they are today without it.

If the purpose of your Committee’s deliberation is to favorably influence those
investment decisions, then you will increase the investment tax credit to at least
12 percent without an ezpiration date.

- There are two reasons why this should be done.

First, the problem is too severe and too long in expected duration for ‘“‘quick
shot’’ solutions.

Secondly, investors need confidence that government policies to stimulate
capital investment are for the long haul. If we think we have problems today
in stimulating sufiicient capital investment, let's face it . . . we've only seen the
tip of the iceberg!

Quite frankly, our entire system of capltal recovery is in real need of overhaul.

Inflation has so increased replacement costs that capital allowances represent
only a-small portion of those costs.

A dramatic decline in real corporate profits—from $37 billion in 1965 to only
$20.6 billion in 1974—has hindered capital expansion through retained earnings.

-‘High interest rates and tight capital markets have closed off the principal
alternative to internal capital generation.

The enormous demands of non-productive, environmental improvement costs
are siphoning away a large percentage of earnings and borrowings.

Higher energy costs—and the higher costs of developing energy sources—add
to the woes.

And, on top of all that, we have to compete in world markets with producers
who benefit from capital recovery provisions in their own tax laws that are much
more reglistic than ours. (In this regard, there is substantial data in our prepared
statement on the subject of cost recovery provisions throughout the world. I
hope you will have an opportunity to review it,)

On top of_all that, gentlemen, we are looking to 11 million more people join-
ing the private labor force by the year 1980.

Is it any wonder that the President’s Labor Management Committee and the
AFL-CIO have urged a permanent 12 percent investment credit?

Secretary Simon has made some optimistic statements gbout employment ef-
fects of a short-term increase in the credit. I wish I could believe him, but I
find no basis in experience to warant such optimism. Unless we are going to re-
peal all the natural laws of economics that apply to a complex industrial society,
then I'm afraid that we can expect only a minimal effect on employment from
a one year increase in the credit. The full effect is not felt until about the third
year of sustained implementation of investment incentives.

In our prepared statement, we have documented the past performance of the

investment credit in serving the nation's economic interest. It's a remarkable
record ; and except for the checkered history of suspension-reinstatement-repeal
and reenactment in the last half of the 1960's, the depth of today's economic
situation might have been considerably relieved.
" In our analysis, we have also included projections, prepared by our economic
consultants, of the several beneficial effects of implementing the entire cost re-
covery program supported by the Ad Hoc Committee. This program includes the
permanent increase in the investment credit to 12 percent. It also would provide
for an extension of the Asset Depreciation Range to 40 percent, and for faster
amortization of pollution control equipment. While our data is based on the com-
bined effects of all three, the permanent increase in the investment credit repre-
sents a substantial component.

Over a three year period, 1975-1977, the projections show that capital invest-
ment would Le increased by $50 billion over what is otherwise anticipated.

Direct new employment benefits would be 790,000 jobs—with the multiplier
effect bringing even greater job benefits.

Net revenue gain to the Treasury would be in the range of $5 billion—so we
are not talking about a revenue loser here. The record of the investment credit
as a stimulus for increased corporate tax payments is abundantly clear.

Yo every respect, Mr. Chairman, you will find a remarkable parallel between
the investment tax credit and recovery from economic decline. An honest ap-
praisal of these circumstances will give due recognition to investors' anticipation
of permanency of the credit over the full investment cycle required for expansion
in basic industries.
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Therefore, we strongly urge you to increase the credit to 12 percent, and just
as fervently, we urge you not to make its task an impossible one by including
an expiratiomrdate in the law.

We have every confidence that, just as you can exercise the proper judgments
today with respect to today’'s problems, you will also be able to do so in the
future with respect to future problemns. If there needs to be a change next year
or the year after, judge ft then, but in the meantime let an improved tax credit
do the job that so desperately needs to be done.

Thank you.
STATEMENT

This statement is in response to the Press Release dated February 28, 1975,
in which Senator Long, Chairman of the Committee on Finance, stated that the
Finance Committee would accept testimony and written statements on H.R. 2168,
the Tax Reducv... . - ~€ 1975,

The Ad Hoc Committee for an Effective-Investment Tax Credit (the “Com-
mittee™) is a voluntary group of over 170 business firms, which share the belief
that an effective system of capital recovery allowances and credits is a necessary
part of the Internal Revenue Code. There are also 31 business associations sup-
porting the Ad Hoc Committee’s proposal that the investment credit be increased
to 12 percent on a permanent basis, A list of the member compantes and support-
ing associations is attached hereto.

The primary goals of the Ad Hoc Committee are to improve the capital recovery
system by seeking:

(1) A permanent 12 percent investment credit applicable to all taxpayers.

(2) An Increase in the permissible range under the ADR system for
depreciating capital assets from 20 to 40 percent. -

(3) A two. year amortization period for pollution control facilities.

In addition to the major objectives listed above, the Ad Hoc Committee sup-
ports a number of structural amendments which would improve the capital
recovery system. However, the major issues before the Finance Committee are
the rate of credit and the period over which this rate will be applied. Accord-
ingly, this statement will be limited to these issues.

The Ad Hoc Committee submitted a written statement to the Committee on
Ways and Means urging that Committee to adopt a permanent 12 percent invest-
ment tax credit, {.c., without a termination date in the legislation, However,
H.R. 2166, as passed by the House of Representatives on February 27, 1975, only
raises the investment credit to 10 percent and the increase is generally lmited

-to 1975 investments.

Since the actton in the House of Representatives the economic decline in the
United States has become even more alarming. Our economy is fast reaching
near depression levels. The composite index of leading economic indicators
dropped by 1.8 percent in January, for a record 12.8 percent decline in the last
six months. Orders for durable goods dropped by 26 percent in the last six
months, the steepest sustained decline on record. For the first time on record, in
1974, United States productivity declined, by 2.2 percent. Unemployment rose by
a full percentage point in January to 8.2 percent. Government reports indicate
that the United States economic situation is likely to deteriorate even further
in the months ahead. In summary, the United States is suffering its worst reces-
sion since the 1930's.

The urgent need to stimulate new investment is beyond question. The severity
of the business decline requires at least a permanent 12 percent investment
credit. A lesser or temporary credit will not evoke the necessary response, This
is why many groups, such as the President’s Labor Management Committee and
the AFL-CIO, have proposed a permanent 12 percent credit.

Liberalization of our capital recovery system through the investment tax credit
and liberalized depreciation have proven in the past to be an effective means of
increasing employment and productivity, thus combating both inflation and re-
cession, Our capital recovery system is presently in bad need of an overhaul.
Rapid inflation has made our capital recovery system inadequate. High interest
rates and tight capital markets have inhibited outside financing, while real eco-
nomic corporate profits have fallen from $37 billion in 1985 to $20.8 billion in
1974. Environmental requirements have further reduced the availability of funds
for capital investment. Finally, under our present capital recovery system, the
United States is at a competitive disadvantage with its foreign trading partners,
most of whom have more liberal capital recovery allowances,
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It is essentlal that the increased credit be permanent and at a rate high enough
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S8 € e long lead time between the placin

of ‘{)r(t)ductlon tacilgiios into operation. ! g of orders and the placing

emporary credit due to the two year lead time between increasin
credit and its full effectiveness would not achieve the economic objectivgs trl:;i
which it is designed. In addition, vur need for increased investment is not
temporary. For example, it has been estimated that the private labor force will
expand by 11 million individuals between 1973 and 1980. In order for these
people to be employed, substantial additional capital investment will be required
over the remainder of this decade.

Finally, in the past, each enactment or re-enactment of the investment credit
has been followed by increased, not decreased, Federal revenues because of its
beneficial effect on employment, praductivity and output. Present economic
analysis indicates that business expansion due to a permanent 12 percent credit
would result in increased Federal revenues.

The economic rationale for a permanent 12 percent credit is set forth helow in
terms of capital investment in production facilities, employment and Federal
revenues. Before proceeding to the economic justification, a brief history of the
tax law and its development with respect to capital is required.

Legislative Background of the Investment Tar Credit

The investment tax credit was proposed by President Kennedy in 1861. The
g’x;elesldent's tax message stated the rationale for investment incentives as
ollows : .

“Indeed, the investment incentive itself [the investment credit] can contrib-
ute materially to achieving the prosperous economy under which this incentive
will make its maximum contribution to economic growth. Rather than delaying
its adoption until all excess capacity has disappeared and unemployment is low,
we should take this step now to strengthen our anti-recession program, stimu-
late employment and increase our export markets.

«Additional expenditures on plant and equipment will immediately create
more jobs in the construction, lumber, steel, cement, machinery and other
related capital goods industries. The staffing of these new plants—and filling the
orders for new export markets—will require additional employees. The addi-
tional wages of these workers will help create still more jobs in-consumer goods
and service industries. The increase in jobs resulting from a full year's opera-
tion of such an incentive is estimated at about half a million. -

“Specifically, therefore, 1 recommend enactment of an investment tax incentive
in the form of a tax credit of—

“Rifteen percent of all new plant and equipment investment expenditures
in excess of current depreciation allowances;
“Six percent of such expenditures below this level but in excess of 50 per-
cent of depreciation allowances; with B "
“Ten percent on the first §5,000 of new investment as a minimum credit.
[Hearings before the House Committee on Ways and Means on the tax recom-
mendation of the President, 87th Cong.. Vol. 1, pp. 4-H (1961).] .

The investment credit was enacted on January 1, 1962, as a 7 percent credit
(3 percent in the case of public utility property) on investments In tangible
personal property. The 7 percent figure was the result of varlous compromises
reached during the progress of the leglstation, It does not represent a magic
figure and in fact a number of percentages were considered during the course
of the legislation in addition to the 15 percent rate proposed by the President and
the 7 percent rate finally adopted.

The investment credit as initially adopted included a provision reducing the
basis of the underlying property by the amount of the credit. However, the basis
reduction provision was repealed by the Revenue Act of 1963. The reasons for
repealing this provision discussed in the House and Senate committee reports
were its complexity, record keeping and administrative difficuities, and the
severe restriction on the incentive effect of the credit, [See, H. Rept. 749, 88th
Cong., 34 (1963) and S. Rept. 830, 88th Cong., 40 (1964).]

In 1066, Congress suspended the investment credit as a part of an overall pro-
gram designed to moderate inflation The suspension was for the period from
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October 9, 18668, through December 31, 1967. However, in 19687 Congress short-
ened the suspension perfod from December 31 to March 9, 1887. The 1967 com-
mittee reports state that the inflationary pressure had abated and that early
restoration of the credit was needed to ‘‘encourage a resumption of balanced
economic growth with high levels of employment and stable prices.” [Sec. H.
Rept. 1381, 90th Cong. (1067) and S. Rept 79, 90th Cong. (1967).]

The Tax Reform Act of 1969 repealed the investment credit as of April 18,
1969. The repeal, like the suspension of the credit, was intended as a measure to
curb inflation. The economy took a down turn after the repeal of the invest-
ment credit and in 1971, Congress reinstated it. The committee reports state the
following reasons for reinstating the credit :

“The new credit {s expected to bolster the economy and create additional jobs
by encouraging expenditures on machinery and equipment which have been sag-
ging badly. In this connection, attention is called to the following chart which
shows the close correlation between machinery orders and availability of the
investment credit.” [See, p. 20 for-updated version of chart.]

“Moreover, over the long run, the job development credit will be of material
assistance in combating inflation. An increased flow of goods into the market is
the best long-run assurance we can have of keeping prices down.

“Finally, by making—-our productive facilities more efficient the new credit

—\will help our exporters to compete for foreign markets and improve our balance
of payments.” [H. Rept. 92-533, 92nd Cong., pp. 5-6 (1961) and S. Rept. 92-437,
92nd Cong., pp. 8-9 (1971).)

House Report 94-19 (February 25, 1975) contains the tollowlng summary of
the lie2asons for increasing the investment credit as a part of H.R. 2166 on pp. 11
and 12:

“In view of the low and decreasing level of economic activity and the poor
expected level of investment, your committee concluded that a balanced program
which encourages both consumption and investment will be a more effective
method of stimulating the economy than attempting to focus all of the tax
stimulus on consumption. In addition to providing the short-run stimulus to the
economy, an increase in the amount of investment is desirable for other reasons.
The investment not only creates jobs both directly and through the multiplier
effect in the short run, but it also increases productivity. This is anti-inflationary
because it increases the amount of output available to meet future consumer
demands and because it results in lower production costs which means that money
wage Increases will not exert the same degree of upward pressure on product
prices that they would in the absence of growing productivity. Increased produc-
tivity also has favorable implications for our balance of payments and the
exchange rate of the dollar. Finally, unless in the future the stock of capital is
increased significantly, there will be serfous problems in providing enough jobs
for those entering the labor force. In view of these conslderations, your com-
mittee concluded that it would be appropriate to increase the investment credit
rate to 10 percent from the 7 percent rate currently available.”

Economic Justification

The above discussion illustrates the checkered history of the investment credit.
The economfc necessity for a realistic cost recovery system is stated over and
over again in terms of increased employment, increased productivity, economic
prosperity, reduced inflation and meeting foreign competition.

Unfortunately, even with a 7 percent credit, this country is still faced with
many of the economic problems which led to the initiation of the credit and
liberalized depreciation. The economy in general and employent are rapidly
declining. We are faced with a combination of both recession and inflation. Com-
petition from abroad remains vigorous and the fuel shortage has hampered our
economy. Environmental requirements have caused a major drain on capital
funds which would otherwise have been used for production facilities. For
example, the Fifth Annual Report of the Council on Efivironmental Quality
states on page 221 that estimated expenditures for pollution control were $8.2
billion for operating and maintenance and $6.9 billion for capital expenditures
in 1973. By 1082, these costs are estimated to increase to $26.7 bhiltion for operat-
ing and maintenance ayd $19.7 billion for capital expenditures. Rapid inflation
has made current depreciation allowances for capital assets inadequate to cover
replacement costs, This is true because depreciation is based on original cost.

An increase in the investment credit is justified in terms of foreign competition.”
The Comparison of Cost Recovery Allowances, attached as Exhibit A, demon-

48-493 O -~ 75 - 18
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strates that with a 7 percent credit the capital recovery system in the United
States is roughly tied for last among industrial nations.

In addition, many foreign industrial nations have recently taken steps to or are
in the process of further liberalizing their capital recovery systems. For example :

England which already allows 100 percent capital recovery in the year of
investment for most capital investments is liberalizing its initial allowance on
industrial bulldings to 50 percent and on thermal insulation to 100 percent.

West Germany has adopted a program providing cash grants equal to 7.5 per-
cent of certain capital goods purchased.

Italy has increased additional depreclation allowances for industrial invest-
ments.

Sweden will continue its investment reserve program under which 15 percent
of pre-tax profits are placed in a reserve fund and deducted from taxable income.
Investment expenditures are charged against the reserve fund.

Canada’s Federal Budget of November 18, 1974, contains provisions for a two-
year write-off of the cost of new manufacturing and processing equipment and
pollution control assets, Finance Minister Turner referred to the manufacturing
and processing write-off as “a major contribution to strong investment perform-
ance which is improving productivity, enhancing supply, creating new jobs and
helping to sustain the Canadian economy at a time when the economies of many
other nations are faltering".

Australic has announced its intention to allow manufacturing and primary
pr(:duetlon industries to depreciate new plant and equipment at double current
rates.

Netherlands announced proposals to increase investment allowances and per-
missible accelerated depreciation on certain buildings,

Our present position in comparison with foreign industrial natlons is illus-
trated in the following chart.

The imbalance between the United States and our foreign competitors can
also be demonstrated by comparing productivity. Measuring productivity by com-
paring real GNP to employment, the United States' rate of growth is below
other industrial nations as is clearly demonstrated by the following chart.

CHART I
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Real GNP per Employed Civilian, 1950-72
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Chart II clearly illustrates the need for permanent changes in our capital
recovery system. The United States is no longer in a position where it can permit
other industrial nations to continually improve their productivity at a higher
rate than the United States. In fact, United States productivity actually declined
by 2.2 percent in 1974. This 18 the first decline in productivity on record.

One final point discussed in the legislative committee reports with respect
to the investment credit is significant. From the standpoint of Federal revenues,
the best way to increase revenues is through a vigorous and expanding economy.
Thus, any revenue loss from an Increase in the investment credit is to a large
extent offset by increased revenues from an expanding economy. This point was
recognized when the investment credit was initlally enacted and stated in the
committee reports as follows:

", . . the Treasury Department expects the stimulative effect of the invest-
ment credit to substantially reduce the net revenue loss of this provision, with
the result that the revenue impact of the bill, over the long run, will be sub-
stantially in balance.” [H. Rept. 1447, 87th Cong., 4 (1062).]

The remainder of this statement is addressed to the effect a permanent 12
percent credit would have on capital investment in production facilities, employ-
ment and Federal revenue, This material was prepared a month ago and in-
cludes the effect of a permanent increase in the investment credit to 12 percent
and a 20 percent increase in the ADR range for depreciation. There has not
been time to segregate the investment credit change, but it would clearly account
for a substantial portion of the estimated changes in employment and invest-
ment. The source for the materials and charts discussed below (unless otherwise
designated) 18 Norman B. True, Inc., Economie Consultants, Washington, D.C.

Kfyeots on Investmenis in Capital Faollitics

Ralsing the present Job Development Credit to a uniform rate of 12 percent
and expanding the ADR range to 40 percent would increase business outlays for
capital facilities by $50 billion above the amounts that would otherwise be
spent over three years time: by $5.3 billion in 1975, $17.4 billlon in 1976, and
$27.3 billion in 1077,
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TABLE 1.—ESTIMATED INCREASE IN CAPITAL OUTLAYS WITH 12 PERCENT INVESTMENT CREDIT AND 40 PERCENT

ADR 1975-17
Additional capital outlays
) {millions of 1974 dollars)
Year Annual Cumulative
£ 2 S 5, 300 5, 300
|} (P, e 17, 400 22,200
1L R 27, 300 50, 000

These estimates are based on the assumption that if these tax changes are not
made, capital outlays in 1975 (measured in constant 1974 dollars) will be 10
percent less than in 1974, a very sharp decline by historical standards. It is
further assumed that, without the tax changes, capital outlays would increase
by 111 percent annually in 1976 and 1977.

TABLE 2.—ESTIMATED CAPITAL OUTLAYS WITH AND WITHOUT INCREASE IN INVESTMENT CREDIT AND ADR,

1975-171

Capital outlays (millions of 1974 dollars)
———————— B Additional
Without With capital
Year increase increase outlays
152,400 ... ... ... ...

137, 200 142, 500 $. 3

152, 500 169, 900 17,400

169, 600 196, 900 2,

U This is not an explicit forecast of actual capital outlays in 1975-77. It is intended only to iltustrate the elfect of raising
the credit in offsetting a decline in capital formation.

This table shows that raising the credit to 12 percent and increasing ADR
to 40 percent would materially cushion the decrease in outlays for eligible fa-
cilities in 1975. Instead of falling by close to $15.2 billion in 1975 from an esti-
mated $152.4 billion in 1074 (measured in 1974 dollars), these outlays would
only decline by about $9.9 billion with the increase in the credit and -ADR. In
1976, outlays would be $169.9 billion with the tax changes, compared to $152.5
billion without them. And in 1977, investment would be $196.9 billion if the credit
and ADR are increased and $169.8 billion if they are not.

The urgent need for action to encourage new investment in capital goods Is
fllustrated by the figures recently released by the Commerce Department which
show that durable goods orders fell from over $44 billion to $38.3 billion in
December. This is the steepest drop in 20 years.

Effccts on Employment

The proposed tax changes would also cushion the increase in unemployment.
The resulting increase in capital goods orders and production would increase
employment in capital goods manufacturing in 1975 by 80,000 compared with the
number of jobs in the capital goods industries without these tax changes. On
the assumption that capital outlays would fall 10 percent in 1975 if the credit
and ADR are not increased, employment in capital goods manufacturing indus-
tries would fall by about 390,000 jobs. Increasing the credit and ADR as pro-
posed would limit this loss of jobs to about 310,000.

Raising the credit and increasing ADR would also expand employment gains
in capital goods manufacturing by about 240,000 and 470,000 jobs a vear in 1976
and 1977 respectively. Over the three years 1975-77, there would be about 790,000
more jobs in these industries than if the credit and ADR are nct increased,

The above estimates are with respect to the capital goods sector. Even more
substantial employment benefits could be anticipated throughout the economy as
a whole both as a result of the multiplier effect and the increased confidence of
business generally, Further, additional employment could be anticipated as a re-
sult of the structural changes. -
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TABLE 3.—CHANGES IX EMPLOYMENT IN CAPITAL GOODS MARUFACTURING, WITH AND WITHOUT INCREASE IN
: INVESTMENT CREDIT AND ADR

- Change in employment (thousands)

Without . With

increase increase
in credit in credit Additional
Year and ADR and ADR employment
|8 24 S -3% ~310 80
1976 . il e eeeeeeicteeseemeiceeneeeannen 3% 630 240
13 2 S PN 40 910 470
L 40 1,230 790

Effccts of Changes in Capital Recovery Provisions on Investment in Capital
Facilities, 1962-1975

The estimates with respect to the future effects of changes in the credit and
ADR are in line with historleal experience. Following enactment of the original
investment credit and adoption of the reduced guldeline lives for depreciation in
1062, new orders for machine tools increased rapidly by 251 percent, frem $144
million in the !ast quarter of 1961 to £514 million in the first quarter of 1966,
slipping to $458 million by the third quarter of 1966. New orders for producers
capital goods increased by 82 percent from $8.9 billion in the fourth quarter of
1961 to §16.2 billion in the third quarter of 19606,

The suspension of the investment credit in the third quarter of 1966 was
followed in the next two quarters by a sharp drop in new orders for machine
tools and producers capital goods—=$130 million and $2.5 billion, respectively.

Restoration of the credit in the second quarter of 1967 led to a rapid build up
in orders; producers capital goods increased 36 perceut from $13.8 billion in the
first quarter of 1967 to $18.8 billlon in the second quarter of 1969. Machine tool
orders in the saue periud increased 70 percent from $328 million to $558 million,

‘The repeal of the credit in 1969 resuited in a drop of §2.7 billion in new orders
for producers capital goods through the second quarter of 1970. Machine tool
orders were off §417 million, almost 75 percent, from the second quarter of 1969
through the end of 1970.

Following enactment of the new investment credit and the Asset Depreciation
Range (ADR) system in 1971, orders for producers capital goods increased by
$4.5 billion from the secvond quarter of 1971 through the third quarter of 1972.
Machine tool orders rose by $103 million—almost 60 percent—in the same period,
frem $182 midllion to $285 indlifon.
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Chart 1. PRODUCER'S CAPITAL GOODS: NET NEW ORDERS
- {Quarte:ly in Billions of Dollars)
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Chart 2, MACHINE TOOLS: DOMESTIC NEW ORDERS
{Quatterly in Millions of Dollars)
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Employment Effects, 1962-12 '

Employment in capital goods and machine tool manufacturing industries in
1962-1972 also reflect changes in capital recovery tax provisions. Following en-
-actment of the investment credit and adoption of the shorter guideline lives for
depreciation in 1962, the number of employees in producers durable goods indus-
tries increased rapidly, by 28 percent from 6.1 million in 1962 to 7.5 million in
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1966. Suspension of the credit in the third quarter of 1968 slowed employment
increases to only 224 percent in 1987. Following restoration of the credit in the.
second quarter of 1987, employment increased to about 8 mnilllon in 1869.

With the repeal of the credit in 1969, employment dropped by about 500,000
jobs—roughly 1114 percent—to 1971, After enactment of the new credit and
the ADR in 1971, employment increased from 7.1 million to 7.8 million—about
10 percent—in 1973.

The number of employees in machine tool manufacturing rose by 41 percent
or 34,000 from 1962 through 1967. Output and employment in this industry was
adversely affected by the cutback in the space program in 1968: between 1967
and 1969, employment dropped by 5 percent or 5,800 jobs. Repeal of the invest-
ment credit in 1969 resulted in a much steeper drop in jobs, from 110,600 in 1969
to 78,400 in 1971, a decline of 29 percent. After enactment of the new credit and
the ADR in 1971, machine tool employment increased by 3,700 jobs or by 4.7
percent in 1972, -

The above discussion covers the capital goods sector only. The beneficlal effect
of the credit on employment in the capital goods sector was also experienced in
employment generally through the multiplier effect.

Revenue Effects of Changes Capital Recovery Allowances, 1962-72

The investment tax credit and the shortening of tax lives have added an esti-
mated £2.6 billion to Federal tax collections from all sources since 1962, In every
vear that the investment tax credit was in effect, Federal revenues were above the
level they would otherwise have been, amounting to approximately $1 billion in
1972 alone.

Conversely, tax receipts fell each time the credit was removed. Suspension of
the credit in 1966-87 and its repeal from 1969 until 1971 resulted in a $760
million decrease in Federal tax revenues below what would otherwise have been
collected had the credit remained in effect. S

These estimates follow from a calculation of the amount by which tax changes,
altered the cost of capital outlays resulting from enactment of the credit and
issuance of the guideline lives in 1962, removal of the basis adjustment in 1964,
suspension of the tax credit for two quarters in 1966 and 1967, its restoration in
1967, repeal in 1969 and reinstatement and approval of the Asset Depreciation
Range in 1971. Each favorable change raised output, wages and profits, thereby
expanding the Federal tax base. Conversely, each tax law change which increased
the cost of capital outlays resulted in a lower level of output, wages and profits
than would otherwise have occurred.

TABLE 4. —ESTIMATED CHANGE IN FEDERAL REVENUES RESULTING FROM TAX CREDIT AND SHORTER TAX LIVES
1962-72 (CALENDAR YEARS)

Revenue
change
Year (millions

Total:
[T T TR 2,620
-760

e T
ROt ORANge oo e el O e, 1,870

I Net change differs from sum of individual changes shown due to rounding.
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Chart 3 CORPORATION INCOME TAXES: FISCAL YEARS 19611973
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Effects on i;.ederat Taxr Rcccipts From Raising Invcstment Taxr Credit to 12 .
“Percent and ADR to 40 Percent, 1975-77

Increasing the credit and Asset Depreciation Range would have immediate
and continuing favorable impacts on Federal revenues. Considering the pro-
posals to raise the credit to 12 pefcent and to expand _ADR to 40 percent, the
cumulative increase in revenues over the period 1973 to 1977 would be £3.0 hil-
lion in 1974 dollars, compared to revenues absent the changex. This estimate is
based on the historical experience of the last decade and assumes that the addi-
tional after-tax return would stimulate capital outlays, increasing output, em-
ployment, wages, profits and therefore Federal receipts.

TABLE 5.—Estimates increase in Federal revenues with 12 percent investment

credit and 40 pcrcent ADR, 1975-7%
~ Revenue increase

Year: - (billions of 1974 dollars)
1075 e e e e e mm 0.3
D R 1 (- 1.6
D L IS 3.1
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“Initial Impact” Revenue Effcct of 12 percent Investment Credit and 40 percent
ADR

Revenue estimates prepared by the Treasury Department usually consider only
the initial impact of a tax law change, that is, the change in revenue which would
result if taxes changed but all other economic¢ variables remained the same. In
the case of an increase in ADR, only the revenue loss from faster depreciation
would be measured. The stimulus that faster write-offs provide to investment,
and hence to production, wages, profits and tax revenues, would be ignored.

The initial impact method gives a very biased and incomplete picture of the
ultimate effect of a tax change. The distortion increases with time, as people
and firms adjust to the tax change. With regard to the proposal for a 12 percent
investment credit applicable to all Section 1245 property and a 40 percent ADR,
the initial impact method projects a $4.4 billion revenue loss in 1975. The full
impact is likely to be a $300 million gain, a difference of $4.7 billion (in 1974
dollars). By 1977, the initial impact method indicates the revenue loss would
grow to $7.6 billion. whereas the net impact will be a gain of $3.1 billion, a gap
of $10.7 billion (in 1974 dollars).

The difference arises because the initial impact method.ignores the revenue
that would acerue from an additional $50 billion in investment (in 1974 dollars)
that would occur with the tax changes but not otherwise.

TABLE 6.—ESTIMATED REVENUE EFFECT OF 12 PERCENT INVESTMENT CREDIT AND 40 PERCENT ADR, 1975-77

Billions of 1974 dollars

Year A Initial impact Net impact Difference

1975 e e e e nm—nnannaanann —4.4 +0.3 4.7

1976, e e ee et e eee e eeeaie e eecemcmeacecanaanaaan —6.1 +1.6 1.7

) L 7 N -1.6 +3.1 10.7
ExHIBIT A

COMPARISON OF Co8T RECOVERY ALLOWANCES

The following table summarizes a comparison of cost recovery allowances for
industrial machinery and equipment in leading industrial countries with similar
allowances in the United States. The capital cost recoveries for each of the
foreign countries have been computed on the assumption that the investment
qualifies for any special allowances, investment credits, grants or deductions
generally permitted. The deductions in the United States have been determined
under the double declining balance method without regard to the limited first year
allowances for small businesses.

Aggregate cost recovery allowances

Roprosenta- percentage of costs of assets) !
. tive cost

recovery 1st 1st3 Ist7
__ periods taxable taxable taxable
(years) yeu gears years
Umted Kindgom. . . iiiiiiaiiiiae 1 100.0 100.0 100.0
ANAE. - .o eeiceeeeeiceeeiameaa————- 12 50.0 100.0 100.0
Nelhcrlands ........................................ 1345 14.0 58.0 108.0
............................................ 55 $60.0 95.7 130.0
............................................... 16 719.6 -- 8679 100.0
Swnmrhnd ........................................ 8 12.5 50.8 84.4
910 634 15.0 58.4 90.0
Frameo. i iiiieiieeeiaaeeas nug 31.3 61.5 13949
ug 25.0 5.8 86.7
West Germany. . ... ... iiiiiiiiiaaes "9 1616.7 49.6 1788 8
Belgium e %10 €18 20,0 48.8 1189.0
~Luxembourg ' 10 20280 60.4 9.4
171 1 S nql 17345 56.9 8l1.4
ull 31.1 63.9 8.1

Ses footnotes at end of table.
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Aggregate cost recovery allowances
Representa- gerunmo of costs of assels) !
tive cost
recovery 1st Ist3 Ist?
periods {axable taxable taxable
(years) year years years
United States:

AW M cieeeaaaan . . 3
1962 law ¥ 13 8217 47.9 80.1
1969 faw ¥ L iieicae- '13 1.7 31.9 66. 1
1874 B P N 17 1034 23,5 54.7 88,5

11t is common praclice in many countries, prior to investment in fixed assets therein, for inveslors to agree with the tax
authorities as 1o a rate of depreciation and other benefits available. Such agreemerts would, in many cases, have the effect
of substantially increasing the cost recovery allowances presented in the table above. .

1 Effective May 9, 1972 through Dec. 31, 1974 machinery and equipment acquired for manufacturing and processing of
goods in Canada could be written off over 2 yr (50 percent per year). A permanent extension of this provision is subject to
spproval by Parliament.

1 Straight line method. - . i

3 Depreciation periods are fixed afuement with multiple shift operations, a S-yr life is normal.

¢ Additional 4 percent investment allowance permitted in 1st and 2d years.

§ Modified declining balance method—30 percent rate plus additional 30 percent allowance in first taxable year (such”
additional allowance docs not reduce recoverable cost); sccumulated cost recovery may not be less than 20 percent of
cost for each year asset is in service.

§ Full year allowance in 1st taxable year.

1 Includes additional foreshortened aliowance of 15 percent.

' lnctliudlcs additional foreshortered allowances of 15 percent, 15 percent and 15 percentin 1st, 2d, and 3d taxable years
respectively. :

? Double declining balance method. .

i Normat life of 8 yrs reduced to 63§ t‘ozus to reflect multiple shift operations.

11250 percent decliring balance method. . R . .

"dbtlilhough not considered, effect is given to multiple shift operations by reducing service life of assets used under shift
conditions.

13 Method changed to straight line In 6th taxable year. .

3¢ Machinery and equipment purchased between June 30, 1974 and July 1, 1975 limiled to 200 percent declining balance
method applicable to an asset with an 8 yr life. o

16 The average cost recovery perlod for machinery and equipment in West Germany is 8 to 10 yrs to which additional
aliowance are permitted for multirlo shift operations: 25 percent of aliowance for 2 shift operations and 50 percent of
allowance for 3 shift operations. Allowances may be further increased when plant is located in certain areas such as Berlin
and areas botdering on iron curtain countries. The above table sets forth cost rec allowances based on an average
cost recovery period of 9 yrs. The double declining balance method is used. A 25 percent additional allowance for-2shittopera-
tions is taken into account beginning with the Sthyr when the method is changed to straighttine. The corporate depreciation
rate thus computed is slightly over the maximum 20 percent rate permitied on a declining balance method to refiect that:
A. The straight line method produces more depreciation than does the double declining balance method for certain short-
lived assets; and B. Items of machinery and equipment costing under U.S. $320 can be expenses.

" Fgl: y% %Illo'mm in 1st taxable year for assets acquired in 1st haif of such year; half year sllowance for assets ac-

uired in alf. -
g 17 Method changed to straight line in Sth taxable year. See 20 above.

13 Although not considered, installation costs allowed as current deduction which reduces recoverabls base cost.

b;’ Method changed to straight line in 5th taxable year. Straight tine rate applied to original cost for Sth, 6th and 7th tax-
able years.

 (ncludes 18 percent allowance equivalent of 9 percent investment credit at effective 50 percent income tax rate;
credit does not reduce recoverable base cost. .

31 Modified double declining balance method; 18.9 percent per Japanese Government rate table, salvage buiit into rate.

. ﬂ{'ncludes special 15t year allowance of 25 percent; allowance reduces recoverable base cost In second and succeeding
axable years,

8 De ¥oemion in addition to ordinary depraciation in 13 above is allowed to give effect to multiple shift operations.
Depir mgn multiplied by factor of 1.28 gives effect to 8 hours of daily average excess usage of an item of machinery and
equipmen

% ith investment credit but without ADR.

# Without either investment credit or ADR.

% With both investment credit and ADR.

2 13yr recovery period reduced by 20 percent and rounded to nearest one-half year. Double declining balance method.

1t Includes 14 percent allowance equivalent to 7 percent investment credit at effective 50 percent jncome tax
rate. Credit does not reduce recoverable base cost.

MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT—
MARCH 1976

AMP Incorporated

A-T-O Inc.

Air Products and Chemicals Inc.

Akzona, Inc. -

Albany International Corporation

Alberto-Culver Company

Allis-Chalmers Corporation

Amax, Inc. :
Amerace Corporation

Arvin Industries, Inc. _
Ashland Oil, Inc.

Avnet, Inc. —.
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MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT—
MARCH 1975—continued

Beatrice Foods Company
Belden Corporation

Bemis Company, Inc.
Booth Newspapers, Inc.
Brown Group, Inc.
Brunswick Corporation
Budd Company, The
Bunker Ramo Corporation
Burlington Industries, Inc.
Burroughs Corporation

CBS Inc.
CCI Corporation
CF Tndustries, Inc.
Carborundum Company, The
Carlisle Corporation
. Carpenter Technology Corporation
Carrier Corporation
Castle & Cooke, Inc.
Ceco Corporation
Cessna Aircraft Company
Champion International Corporation
Chesapeake Corporation of Virginia, The
Chesapeake and Ohio Railway Company, The
Chicago Bridge & Iron Company
Citizens and Southern National Bank, The
Clow Corporation
Colt Industries Inc.
Commercial Shearing, Inc. s
Consolidated Foods Corporation
Consumers Power Company
-Continental Telephone Corporation
Cooper Tire & Rubber Company
Crouse-Hinds Company
Cyclops Corporation

Dana Corporation
Dean Foods Company
Deere & Company
De Laval Turbine Inc.
Detroit Bank & Trust Company, The
Diamond Shamrock Corporation
R. R. Donnelley & Sons Company

ESB Incorporated -
Eaton Corporation

Echlin Mfg. Co., The - -
FEconomics Laboratory, Inc.

Electronics Memories & Magnetics Corporation
Emerson Electric Company

Emery Industries, Inc.

Esmark, Inec.

Evans Products Company

Ex-Cell-O Corporation

Federal Mogul

Federal Paper Board Company, Inc. ___
Federatéed Department Stores, Inc.

First National Bank of Chicago

Flying Tiger Corporation, The

Fruehauf Corporation

Fulton Industries, Inc.

Fuqua Industries, Inc.

Gannett Co., Inc.

Gardner-Denver Company

General Cinema Corporation
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MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT—
. MARCH 1875—continued —

General Dynamics Corporation

General Telephone & Electronics Corporation
General Tire & Rubber Company, The

Giddings & Lewis, Inc.

Globe-Union,-Inc.

Gould, Inc.

Greyhound Leasing and Financial Corporation
Harris Corporation

Harsco Corporation -

Hewlett-Packard Company .
Hoover Ball & Bearing Company b
Houdaille Industries, Inc.

Household Finance Corporation

Howmet Corporation

Ideal Basic Industries, Inc.
Ingersoll-Rand Company
International Paper Company

Jewel Companies, Inc.
Josten’s Inc.
Joy Manufacturing Company

Kansas Beef Industries, Inc.

Katy Industries, Inc.

Kennecott Copper Corporation

Kraftco Corporation

LTV Corporation, The -
Lance, Inc.

JTeaseway Transportation Corporation

Libbey-Owens-Ford Company

Longview Fibre Company

ILucky Stores, Inc.

Macmillan, Inc.

Manufacturers National Bank of Detroit

Masonite Corporation

‘Michigan National Corporation

Midland-Ross Corporation

Milton Bradley Company

Mobil 0Oil Corporation

Modine Manufacturing Company

Monsanto Company

NL Industries

NVF Company

National Gypsum Company

Natfonal Presto Industries, Inc.

Newmont Mining Corporation
-—Norris Industries, Inc.

0lin Corporation

Otis Elevator Company
Outboard Marine Corporation
Oxford Industries, Inc.

Parker-Hannifin Corporation

Phelps Dodge Corporation

Philip Mortis Incorporated

Pittsburgh-Des Moines Steel Company
Portec, Inc. -

Potlatch Corporation . Pt
Prulease Incorporated

Public Service Electric and Gas Company
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MEMBERSHIP OF AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT—
MARCH 1975—continued

Raytheon Company

Reed Tool Company

Reliance Electric Company
Rockwell International Corporation
Rohm and Haas Company

Rohr Industries, Inc.

Roper Corporation

Rubbermaid, Inc.

SCM Corporation

St. Joe Minerals Corporation

St. Regis Paper Company
Sangamo Electric-Company
Signal Companies, Inc., The
Southwest Forest Industries, Inc.
Square D Company

Stanadyne, Inc.

Standard International Corporation
Sterling Drug Inc.

Sundstrand Corporation

TRW, Inc.

Tecumseh Products Company
Texas Industries, Inc.

Texas Instruments, Inc.
Todd Shipyards Corporation

Union Trust Company of the District of Columbia
U. 8. National Bank of Oregon
Universal Leaf Tobacco Company -

VSI Corporation

Valley National Bank of Arizona
VYan Dorn Company

YVulcan Materials Company

Wallace Murray Corporation
Warner & Swasey Company, The
Wean United, Inc.

Western Electrlc Company, Inc.
Wheelabrator-Frye Inc,
Whirlpool Corporation

Williams Companies, The
Winn-Dixie Stores, Inc.

Zayre Corporation
Total Membership, 171 Companies.

ASSOCIATIONS SUPPORTING THE AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT
TAX CREDIT

American Boiler Manufacturers Association
Awefrican Consulting Engineers Council

American Dental Association

American Feed Manufacturers Association
American Land Development Association
American Machine Tool Distributors Association
American Meat Institute

American Textile Machinery Assoclation

Dairy and Food Industries Supply Assoclation
Edison Electric Institute

Imported Hardwood Products Association, Inc.
International Quorum of Motion Picture Producers
Meat Machinery Manufacturers Institute
Mechanical Contractors Association of America, Inc.
National Association of Building Manufacturers
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ASSOCIATIONS SBUPPORTING THE &D HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT
TAX CREDIT—continued

National Association of Business and Educational Radio, Inc.
Natlonal Association of Coin Laundry Equipment Operators
National Association of Manufacturers
National Canners Association
National Concrete Masonry Association
National Industrial Distributors Assoclation
National Ocean Industries Association
National Ready Mix Concrete Association
National Tank Truck Carriers, Inc.
Natlonal Wool Growers Association
Northeastern Lumber Manufacturers Association, Inc.
Portland Cement Assoclation
Shipbuilders Council of America
United Fresh Fruit and Vegetable Associatfon
Woodworking Machinery Distributors Assoclation
Woodworking Machinery Manufacturers of America
The CrairMAN. Next we will call Mr. Milton Stewart, President of
the National Small Business Association.

STATEMENT OF MILTON D. STEWART, PRESIDENT, NATIONAL
SMALL BUSINESS ASSOCIATION

Mr. Stewart. Mr. Chairman, Senators, my name is Milton Stewart
and I am chairman of the board of a construction and real estate de-
velopment company called Terra California. I am also president of
- National Small Business Association.

I have given you a brief statement which I ask to be included in .
the record. I used to work here in this august chamber, I am ready
to stipulate that the members know how to read, and I am willing to
just make some comments if I may.

First and foremost, I cannot pass up the opportunity to go on record
as agreeing with the chairman, presumptuous as that is. We think the
Federal Reserve Board is extremely good at its job when it tries to do
its diob for small business. We do not think it is so good when it tries
to do it for larger companies, so that for example, tight money policies
have constricted capital and credit for small companies for 30 months
now.The over-the-counter market died a long time ago, and similarly
we have views in our statement that while they were trying to bring
the big business juggernaut to a halt by slamming on the -wornout
brakes, the small companies went through the windshield, and we have
suggested that maybe the kind of tax treatment that would make sense
now would be the combination of remedies, our concern is with small
companies, of course, which should we think help every small company
to contribute to a national economic revival. We have suggested since
the first concern of all us should be the number of people who are
out of work and are likely to continue to be out of work with that
measure which will most directly put people back to work.

We.knaw a little about small business, not much about big business,
and so we have suggested after talking to several hundred small busi-
nessmen, that if you gave them a 50-percent tax credit for a job—and
everything we suggest is temporary. We have got plenty of feelings
about the permanent tax code, but that is not what we are here for
today. We are here to help the country come out of a recession and te
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contribute to its going out. So we have suggested a 50-percent tax

credit for the creation of up to two jobs in any one company, no more—

maximum benefit $20,000—maximum cost of the two jobs, because

. there are plenty of middle-income people who are out of work who are
not going to get back to work in less than 6 to 18 months, and we do not
think that is very good for the country.

We have made five other suggestions which taken together would
probably add—and I have to qualify these estimates all the ways we
can. We cannot afford the kind of economists who are so good at these
forecasts—but we think we would probably add $214 to $314 billion
in benefit to small business to the House bill, only one provision of
which, the increase of the $25,000 surtax notch to $50,000—we are
very grateful for it.

The House Committee reports that 60 percent of it, or $750 million,
will go to small companies, and that is great, but in our view no
emergency tax cut is fair which does not give 50 percent of the business
benefit to small business. We provide half the jobs of this country
still, and each time you propose the kind of measure that comes out of
the House, what you ave doing is subsidizing the expansion of large
business at the expense of small.

They have provided $5 billion in business tax reduction of which our
best judgment is $4 billion will go to large companies. We have no
objection. Qur own guess is big business does need about $5 billion
from the overall national economic standpoint, but we are sure for
not giving it to them unless you give $5 billion to small companies too.

That is our second major point. The final point, if you-are going to
do anything for small companies in this country, you cannot do just
one thing because they are so numerous and so difterent. 'The six spe-
cifics we have proposed will provide some relief and some incentive
and some reduction for every kind of small company we know about,
and we think we know about them all.

The cut which the House made will help approximately 150,000
companies. It does not go far enough. We think that the surtax should
be raised to $100,000. In terms of below the $25.000 level, many millions

~of businesses, mom and pop companies in this country, do not make
$25,000. We suggest that you cut the rate of tax at that level from

22 to 10 percent.

We have suggested that many millions of small companies will not
make money this year or next year or the year after. We have sug-
gested that you give them a hand with a 10-year loss carryforward
and carryback, and give them some cash-flow relief.

We have suggested that anybody who has got the gizzard to go out
and start a business in this man’s economy today ought to have some
help from his Government. We have suggested that you at least make
his round with the IRS easier by providing him with a $25,000 credit
for each of the first 3 years he is in business.

- All of these things together, we think, will add least materially and
will be easiest to recover in terms of expenditure. They are safest;
they will produce revenue back as rapidly as anything we know. They
will not add to concentration in the economy, and they will above all
do what we have not done enough of, meet the fact of the resilience
of the independent sector of the economy, when all of these big com-
panies start laying people off.
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When I was younger there used to be a lot of jobs for them in small
companies during transitional periods. It is harder to find them now.
It is harder for small companies to generate, )

We think this kind of tax relief at this time will help to reestablish
the cushioning significance of the independent sector of the economy,
and I think that is all T have to say, Mr. Chairman:

‘The CatryaN. Thank you very much. . .

Senator DoLe. I have just one question. Would that job credit
mean about $314 billion for small business?~ )

Mr. Stewart. No, sir. I think it de[:ends on how much use is made
of it. It could be astronomical if everybody did it. What we anticipate,
our best judgment—it is not very good—is that it might produce as
many as 500,000 jobs. . .

The best figures we know—the- Small Business Administration
within the last month has said it is costing about $6,400 to produce
jobs for service kinds of companies, small companies, hardware com-
panies, all of them, on average. At that rate 500,000 jobs would take
about $320 million in tax loss. If more jobs were created, it would cost
more,

Senator DorLe. Well, I am just trying to make some kind of compari-
son with the $2 billion more we are going to spend on public service
employment.

Mr. StEwarT. Senator, I have no hesitation in saying, sir, if I were
a member of the U.S. Senate, I would be in favor of public service
jobs, but for every job I created in the public sector, I would create
one in-the independent sector because, forgive me, 14 years ago one out
of every four Americans worked either for some level of government
or for the 500 largest companies in the country.

It is now one out of every three, and I thinz our national tax policies
have a good deal to do with this. We have stimulated growth in two
pieces of the economy, the government itself and big business. Our
suggestions here are, let us try to have this the first recession that small
bﬁlSll\eSS does not come out of worse than it went in, in terms of relative
shares.

Senator DoLE. Thank you. -

The Cnarryan. Senator Talmadge sponsored an amendment for
which I voted that would provide a 20 percent tax credit for 1 year
to someone wlio hired a person off of welfare, but the employer would
have to keep that person for 2 years. Now, that is not much of an in-
centive. You have got to hire the guy, keep him on, and then you have
got some regulations to contend with.

It seems to me that during this recession it might be worthwhile just
to take off the 2 year requirement for the 20 percent tax credit for
hiring somebody off welfare. I think we could vote that through with-
out much difficulty. You could also provide a 20 percent tax credit
just for hiring one additional person on the theory that we need to put
more people to work. Of course you can deduct labor expenses, but if
you gave a 20 percent tax credit for putting more people to work, that
might help quite a bit to put more people into work for small
businesses. ) ‘

Mr. Stewart. Mr. Chairman, I am sure we will make do with and
do the best we can with anything like that that you can do. We did not
know about Senator Talmadge’s bill and your enactment until we got

48-493 0-775 - 19



284

into this, and then we found out about it, and what we have said a
little inelegantly is that you are not going to get very far if you try
to trade a %iscuit of tax incentive for a barrel of flour or jobs, and we
have checked to try to find out how it has worked. )

And the response we get—first of all, very few ]people know about it,
very few business people, and that is a major problem.

gecond, ou mention the regulations. I took a look at them, and I
happen to {)e a lawyer. I am not sure I would let a client try to take
advantage of them, given the amount of trouble it is. _

And third, if you take a look at the Y{aperwork, 20 percent would just
about cover the cost of your paperwork, i1f you do not mind a horseback
guess, and it is not being greedy, but one of my colleagues out in
Arizona—he has been keeping check’of Government forms he fills out.
He is up to 284 in the space of a year, and he has not quit yet. _

So that I do think—again, we try to meet this expressly and said
what we are talking about will work if the Government does not bury
it in a blizzard of paperwork and procedure. You could do this very
simply with people’s W-2 forms attached to the business’ tax return,
no precertification, simple as possible. '

ou will get some chiseling, but our tax and compliance record is

just tremendous, and I really think business people would comply with
this. ‘

The CuamrmaN. Thank you very much, sir.

Mr. Stewart. Thank you, sir.

[The prepared statement of Mr. Milton D. Stewart follows:]

PREPARED STATEMENT OF MILTON D. STEWART, PRESIDENT NATIONAL SMALL
BUSINESS ABSOCIATION

Mr. Chairman and members of the committee, my name is Milton D. Stewart.
I am a small businessman and a lawyer. I serve as Chairman of the Board of a
construction and real estate development company called Terra California. I have
been engaged in the venture capital business for 15 years, and I am a former Pres!-
dent of the National Assoclation of Small Business Investment Companies. I am
appearing today as President of the National Small Business Association, which
represents firms doing business in more than five hundred industry categories.

SUMMARY

1. FIRST THINGS FIRST

The Senate’s highest priority in dealing with emergeney tax reduction should
be to make this bill a brighter beacon of hope to 7% million unemployed Ameri-
cans than it is now. ' _

The best way to do this is to add to it a specific provision for a “job creation
credit” which will lead to the swift hiring of up to two new employees by as many
of the Nation’s small businesses as can manage it. )

If the credit is properly designed we are confident that a substantial number
of new jobs will be created quickly. We think it would be reasonable to expect
anywhere from 100,000 to 1,000,000 Americans to get back to work this way—
and to get back to work quickly angd in the private sector.

The principal provisions of the pending emergency tax act, all of them, must
trickle up, down or sideways before they pay off in jobs. We would like to see a
‘firm, fair incentive tax credit of up to 50 percent of the cost for one year of up to
two new jobs for every one business, to a maximum of $20,000 in any one company.

We are certain this will work if the government does not try to trade a biscuit
of tax incentive for a barrel of flour of employment. We believe this will work
if the government does not bury the effort in a blizzard of paperwork and
procedures.
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When we began to consider this type of approach, we did not know that
Senators Long and Talmadge two years ago had advanced a similar concept as a
way of helping to move people off welfare. We have not had time to check how
well, if at all, that effort has worked. We woud be surprised to find it working
well, given the limited incentive, the complex regulations and the state of the
economy. Above all we doubt that one small businessman in 100,000 has even
heard of it.

But the principle was and is sound.

Let the President and the leaders of Congress make a nationally significant
effort to ask small business to deliver jobs for a fair incentive tax reduction. We
have no cost estimate. We have not worked out the detailed formula for incen-
tive. We are not sure whether the credit :hould be given for two years or for
three years. This Committee can casily get that kind of advice from its staff,
and that of the Joint Committee on Internal Revenue Taxation, and the Treasury.

An exiremely important aspect of this job concept is the fact that it will pro-
vide useful jobs in the private sector which can easily become permanent jobs
as the economy improves. It will also enable many thousands to learn useful
jobs in business, rather than to put in time on temporary government “mak:
work"” assignments.

Both the President and leading members of Congress are proposing large pub-
lic sector employment programs. We have seen them before and we all know
what is wrong with theni. We do not deny they are necessary for people for whom
there is simply no present place in the private sector with any reasonable incen-
tive. But the ranks of the unemployed are today filled with eminently employ-
able people. What is wrong is not their motivation, their skills, their educatton,
their experience. What is wrong is our shrunken mismanaged economy. More
government jobs is the answer of last resort. If we must provide them again, let
us at least try something different at the same time. We shall do our best to
persuade the Committee on Education and Labor to provide direct funding for
100,000 jobs in small companies. Between that and what this Committee can
provide in the form of an incentive credit keyed to small business, we may just
possibly surprise all those funeral economists who-have been burying small busi-
ness for the last forty years.

The loss of confidence in the future of the economy is one of our major national
problems. We believe the people want to see Congress trying some new things.
Their enthusiasm for the leaders of big business, big labor and big government

" bureaucracy is at an all-time low, and with the best of reasons. Four disasters

in three years—inflation, recession, Watergate and the energy crisis—it is not
an impressive record, and it doesn't help for these major institutional spokes-
men to stand in a cirele pointing to one another as the right people to blame.

We believe the kind of action we are proposing is the kind of action the people
want from this Congress.

2, A PROPERLY BALANCED TAX REDUCTION PACKAGE

Since at least 50 percent of the jobs in this country are in small enterprises,
ns measure which does not give that sector of the economy 50 percent of the
relief will be effective or equitable.

We believe the economy can safely take a level of stimulation from the tax
incentive side of some $10 billion for business, provided that full 50 percent of it
is clearly and firmly earmarked for small business.

We do not think there has yet been a clear enough understanding in or out of
Congress of the extent to which economic concentration with resultant admin-
istered pricing and wage rigidity Is going to-make this the toughest recesston
to deal with. Let us not keep making it worse and worse in the long run by just
pumping one stream of dollars into big business, while another stream is pumped
into big government. We need balance here as never before or we will keep losing
the resilience which the independent sector has provided in the past.

3. RELIEF FOR SIX KINDS OF SMALL BUSINESS

The Nation's ten million independent enterprises vary widely enough to re-
quire different approaches:

(a) For 150,000 companies which are currently profitable and earn more than
$25,000 a year—raise the surtax starting point from $25,000 to $100,000.

.
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(b) For several million companies which earn less than $25,000—cut the tax
rate for the first tax step from 22 percent to 10 percent.

(e) For several million companies which were profitable, probably will be
again, but will suffer losses during this recession—GIVE a 10-year loss carry-
back and carryforward for SBA-defined small business as against the present
five years Loss of revenue to Treasury: infinitesimal.

(d} For several hundred thousand small manufacturing or “hardware” using
companies—provide a 20 percent investment credit for companies that are small
by SBA-definition, holding the 10 percent for larger ones.

(e) For many million small companies to whom the investment credit means
nothing because they do not use “hardware’ significantly—offer the job crea-

_ tion credit which is also to be generally available to all existing small business
as defined by SBA.

() For several thousand new companies that will be organized to begin doing
business in a very difficult economy—grant the unquestioned ability to write
oft up to $25,000 a year for each of their first three years as startup costs, re-
gardless of how incurred, so long as spent in the business.

It should be recalled that the 1963-1964 Kennedy stimulative tax cut was about
$12 billion: In constant dollars the Gross National Product is now over $800
billion as against $550 billion then. It will take considerably more dollars to
lever up the economy now. It also apears prudent to conclude that this reces-
sionary problem will be more stubborn than that of ten years ago. We are
getting at it later after a more difficult inflation. Already estimates of under-
utilized capacity run to $200 billion. In each of the past four months, the ex-
pectations of the experts have become gloomier as new data have been reported.

We have no new nor unique statistical data for you as to how much trouble
small business is in, and frankly you should need none. We have all lived
through the pattern of recession before, and we know that the most dangerous
of temptations, where small business is concerned, is to wait for those absolute
definitions, horrible, steep, downward curves for sales and profits, and those
equally horrendous results in bankruptcies. By the time the data collectors
catch up with small business reality it is far, far too late for Federal counter-
cycelical action. )

On the money and credit side, small business has been on the shortest of rations
for many months now. The new issues market evaporated long ago; private
ventare capital and SBIC financing have been hard to get for months. Bank
credit and SBA lending are both down for 1874. The new “ripple”, “rolling adjust-
ments”, and ‘‘side effects” of big business entrenchment have only begun to shake

- small business. By the time a $25 billion restorative tax rebate is enacted and
applied, it will, in our judgment, not look like a bit too much too soon.

The great need for special supportive action for small business grows'in part
from the fact that infiation control has worked only too well on small business and
not well enough on big business.

With monotonous regularity we have seen the Fed. Reserve Board restrictions
work only too well on small business, while big business and big labor go on
merrily fueling inflation. As the Fed kept slamming harder and harder on its
wornout brakes, trying to hold the big business juggernaut, as usual it did not
seem to notice that its small business passenger was ha'fway through the

windshield.
Therefore, it is now time for the Congress to enact “seat-belt” legislation for._

small business.

Federal fiscal policy has been as hostile to small business as Federal monetary
policy. Both Representative Vanik of Ohio and Representative Anderson of
California have recently provided Congress with data showing the repressiveness
of Federal business taxes (see Congressional Record, December 18, 1974, page
H12297, and January 20, 1975, page E88), and that small business consistently
pays a higher rate of taxes than big husiness.

It must be borne in mind the small business sector does not create either infla-
tion or recession; decision-making in the concentrated non-market sector of the
economy and the Federal Government does that. But small business does pay
heavily for both inflation and recession. And small business can help cushion the
shock of both if it is given a chance.

Tax stimulus to small business is safest since it is least likely to be inflationary.
Tax stimulus to small business is fastest and most effective since it does not need
te be “trickled down” through the economy. It goes immediately into every street,
neighborhood, cross-roads, shopping center and farm area. .
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Our six-part small business tax package is designed to provide help to every
single small company in the country regardless of its industry, its age, its current
profitability, or its size within the small business community. We are seeking the
fairest, widest-ranging direct stimulus throughout the small business sector, We
are seeking a measure which will help, not just the owners and managers of
small business but their employees and the whole nation.

The Cuairyan. Next we will hear from Mr. Charles W. Stewart,
president of the Machinery and Allied Products Institute.

STATEMENT OF CHARLES W. STEWART, PRESIDENT,-MACHINERY
AND ALLIED PRODUCTS INSTITUTE, ACCOMPANIED BY FRANCIS
HOLMAN, STAFF COUNSEL, MAPI

Mr. Cuarces W, Stewarr. Thank you. Mr. Chairman,

Do you mind if I say a word about oil?

The Cuairmax. Suit yourself, sir.

Mr. Ciiarees W. Stewarr. I listened to the discussion on depletion
this morning with interest. The only personal oil experience I have
had has not been a pleasant one. I am a stockholder in a small oil
company. I recently read their annual report. They are doing much
better now. The statement was made that in 1975 the company, and this
is a company with an annual sales volume of $48 million, intended to
S}mpd $33 million in 1975 exploring for new oil and in improving
thieir capability of taking old oil cut of wells that they already have,
provided there is no punitive legislation enacted by the Congress.

I really want to point out that I do not believe that this oil problem,
as I have read about it, in terms of the depletion allowance and capital
requirements. is so open and shut as Senator Kennedy suid.

In one sense, discussion of removing the depletion allowance is
timely from a strategic standpoint in the Congress, because its op-
ponents have a handle that they think they can use the bill before
this committee. :

But, from the standpoint of our economy. from the standpoint of
our international oil problem, it would be the worst time to cut back
on funds available to the oil and natural gas industry te explore for
new oil, particularly in the United States.

I was fascinated by an article in the Sunday New York Times of
March 9 on page 47 which really makes two points to me. In the first
place, the Alaska oil field is the largest known oil deposit in North
America, and there is absolutely no doubt that oil is there. They have
to go down 2 miles, through a substance that has been accumulating
for thousands of years. This requires tremendous capital. The pipe
that is going to have to be used for the Eipe]ine is terribly costly, and-
all of this is being done with the benefit of the depletion and other
favorable allowances, or will be done when the oil begins to flow.

I just wonder when we talk about depletion repeal, if we are consid-
ering the situation in the United States with respect to its energy
problem. This is the worst possible time to contemplate a complete
removal of the depletion provisions. ‘ —_

Now, this article mentioncd something else that interested me and
that applies to the tax bill before this committee, not in terms of oil,

‘but in terms of how high you go up the income scale with-a tax re=——
duction. It talks about a man who is working in temperatures that are
so cold that his skin will freeze in a matter of seconds if it is not cov-

-
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ered, and he makes $35,000 a year. He is one of the constructors work-
ing in Alaska on rigs. Now, if anybody is entitled to a tax reduction,
ceven though he is making $35,000, he is. He either has to be a patriot
or a nut to be working under these conditions.

Incidentally, the unions are beginning to realize. as indicated in the
minority reports on the House bill, tEnt the middle class is being
“ripped off " under our tax system. We should not worry so much about
the rich. They do not provide much of the total tax revenue that the
United States takes in. It comes from the middle brackets principally.
They are being clobbered by inflation; they are being c{obbered by
social security taxes; they are being clobbered by State real estate
taxes; and somewhere along the line, in reference to the point the
chairman was making with regard to people becoming unhappy, this
is the group of peopige that constitute the largest working taxpayers.
Yet the bill that is before you does not address itself to any substantial
extent to the problems of these people under the tax system. :

Social security is something that we just seem to put aside. We had
a tax increase at the time we were in the middle of a recession, or some
people call it a depression. That tax increase was in social security,
as of January 1. A young man in my oftice came to me and said I am
going to lose $100 per month as a result of the raising of the social
security tax base, until I get paid over the first few months. So, let
us not overlook the fact that we have what is becoming almost an
intolerable social security tax burden, We have had a tax increase, and
we badly need, in my opinion, in this country tax reductions, at least
during the current period. They should not stop at the so-called poor
or lower-income brackets ; they should move up into at least the middle-
income brackets. R

Senator DoLE. As you understand, I think first we have to find oil in

Massachusetts.

The CuarmMaN. And South Carolina.

Senator Dork. I think Secretary Simon when he testified addressed
himself to this very thing. I notice they had a rally this weekend where

~_they were booing and otherwise characterizing Mr. Simon as heart-

less, because he does not have political appeal. So we all recognize, as
a matter of practicality, it is going to be done. But I think you are
correct that we should at least address ourselves to the middle incomes
who have been thrown into higher tax brackets. because of inflation
and all of the things which you are about to say.

I may have to leave before you are finished.

Mr. Crnarces W. Stewart. I am going to be brief. I hope you can
stay for just a few moments, -

Mr. Strichman, either because ‘of the particular position that his
company is in at this time, I think may have left you with—and I am
not being critical of him-—a misunderstanding. In my opinion the
investment tax credit. if moved from 7 percent to 10 percent. or hope-
fully 12 percent, would have more of a short-range-effect than I be-
lieve he implied to you.

Now, I am very familiar with the capital goods industries, because
those are the industries we represent. The lead times may be relatively

~ .__long for some products. But, in the context of our present economic

environment, if there is one thing this country needs now more than
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any other thing, it is a display of confidence on the part of the people,
that they have confidence in the Government. I do not say that criti-
cally of any one particular person or individual. )

At this juncture the enactment of an enlarged investment tax credit
would have a major psychological advantage to American business,
and, let me add, to the farmer, the retail merchant who buys equip-
ment. The investment tax credit is one of the most misunderstood
things we have in our tax code. Some people think it is just for big
business. For a small tool shop that makes small parts and wants to
buy a $100,000 numerical control machine, enlarging the investment
tax credit may be the difference between survival or nonsurvival.

The farmer who is having to put tremendous amounts of cash into
new ec1uipment, in order to stay even with the various vagaries of our
agricultural system benefits from the credit. This is not just an invest-
ment tax credit that benefits big business. It is badly needed through-
out the economy. -

Now I do not hesitate to use the word permanent. I think we should
have this kind of provision in our statute books indefinitely. It ought
to be a permanent part of our system. I do not apologize for it. We
have to Eeep hammering away at productivity. We have to keep ham-
mering away at improving our agility to compete internationally. I
was very pleased to find for the first time I can recall in two decades,
that top labor and top management signed out that advisory report
to the President of the United States which recommended a 12-percent
ifivestment tax credit across the board, and also recommended that
the Congress give consideration to other means of capital formation.

We also have a meeting of the minds between labor and, I believe,
business people on this question of helping the middle income brack-
ets, because the data in those House Minority Committee reports indi-
cate that labor is concerned about the low cut-off with respect to these
tax reductions. —

Now. a comment or two about tax-reductions, and then I will merely
identify two or three technical points which are developed in detail
in our statement which, Mr. Chairman, I trust you will put in the
record in its full text.

There is a suggestion of a two-way crack at tax reduction; a rebate
for 1974, and a change in various provisions in 1975. My own personal
view is that the House bill which goes up to $200 maximum on the re-
bate will not produce enough bang that is worth the $8 billion or $9
billion that it 1s going to cost the revenue system. You have to go higher
than that. You have to increase that. T ask myself, is it desirable to
have this combination of a rebate in one case, and a tax reduction in
the other. What could be considered that would be a much larger tax
reduction covering more brackets beginning almost immediately and
with withholding reduced greatly in the early part of the year. Hope-
fully the Congress could pass the legislation and the President sign it
to take effect in 1975;and it could even be made retroactive to Jan-
uary 1 and be of larger proportions. I do not really feel strongly about
whether you have a split or not, but I am satisfied as to one thing. That
is, that the provisions of the House bill on the tax reductions are badly
distributed. They discriminate against middle-income brackets and
will not produce the kind of recovery that you want.
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Now. I referred briefly to the fact that T thought that Mr. Strich-
man’s indication of how his company would be affected is not neces-
sarily an across the board situation. I think psychology is much more
important now than it has been at any time in my memory, with regard
to economic forces. Also, the way the bill is written on the House
side, if you have placed an order in 1974, as I read the bill, and the
equipment is placed in service in 1975, after the effective date the pur-
chaser gets the credit. So, it is conceivable, that Mr. Strichman’s com-
pany is better off than he realizes; but certainly even if his equipment
would not be put in place. or placed in service is the technical term, in
1975, that is not true of many companies. There are certain tvpes of
productive equipment, for example, small lathes and so on. that are
built for stock. They do not have 2 or 3 vear lags like a paper mill or
a rolling mill. The order could be placed and the delivery could be
ﬁﬁ'ec%od during the calendar 1975, and there could be significant

enefit,

So, do not. please, Mr. Chairman and members of the committee,
write off the investment tax credit as something that is not going
to do much good until 1976. T believe the contrary.

Now. we suggested a number of technical changes as to the credit.
First of all, we urged a 12-percent eredit. One of the reasons we urged
n 12-percent credit is because the law that is on the statute books call-
ing for special amortization for pollution abatement equipment does
not do the joh. Very few companies ean use it. In the case of pollution
abatement equipment, particularly certain industries, a very sub-
stantial amount of funds are being siphoned off from productive
equipment. T want to leave no implication that T am opposed to the
pollution abatement program. T am merely saying that in terms of
boosting productive capital expenditures we have a problem there.

Inflation has, of course. damaged depreciation aceruals. Tt has
hurt profits. We are overstating profits in inventories, except those
companies that have gone to LIF(Q. We badly need, in my judgment.
the 12-percent credit. We favor it on a permanent basis.

I call your attention to an aberration that will happen when the
credit is repealed. and it also happens if the credit is notched down.
You will get a flood of orders before the effective date of repeal or
reduction: then vou will get a dry season when people have placed
their orders and no longer have it available. So. that aberration
which Arthur Okun referred to happens if vou notch down from
a 10- to a T-percent credit. or from a 12- to a T-percent credit, at the
time of cut-out. as we call it.

My, Okun. by the way, who was quoted complimentarily this morn-
ing. and I respect him, said in a recent statement to the Joint Economic
Committee that what we need in this country now is_new incentives
for the development of energy resources. and perhaps a few disincen-
tives if the companics do not perform. As T understand him, he is
not asking for repeal of the oil depletion allowance. e is saying we
have to provide new or different incentives.

Now. technically speaking. on the investment tax credit, and Mr.
Chairman, yon have been very patient to wait for me all day. T will
iust point out a couple of changes that T think could be looked at.
T have communicated with your superb staff director in connection
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with these technical changes which T am sure he will look at. One of
them is: Is there any magic to the January 21 date? The only reason
the January 21 date is in the bill, or January 22, however it reads, is
because the chairman of the Ways and Means Committee was wor-
ried that people were going to hold up orders because they wanted to
make sure that something was moving in the bill. So, he issued a
press release that said that the bill, when enacted and if enacted—
being very cautions—would not take effect at any date later than
January 22. That is the only reason that date is in the bill.

Now, when the President came forward with his tax recommenda-
tions, they were referred to as effective January 1. T suggest that the
commiittee consider whether the date January 21, or 22, has any magic,
and T would recommend that you go back to January 1.

There is a novel, and I think, constructive section in the investment
tax credit bill called Qualified Progress Expenditures. We think it is
a good idea, but we think it needs some perfection on technical
grounds. Our statement offers suggestions on the matter.

We urge, above all, that whether yvou go for 10 percent or 12 percent,
assuming you approve an increase in the credit, do not cancel it out for
all practical purposes by having a reduction in depreciation basis.

One final word about our economy. In terms of the cfficiency and
modern character of our plant, it is true that the capital recovery
allowances which we employ in our system and are employed else-
where in the world. in some cases more generously. are the most direct
source of funds for capital investment. Obviously those allowances are
conditional upon actually making an investment,

But corporations also have to rely upon other sources of funds to
finance their capital expenditure plans. So, when you are working in
the tax reform area which will come along shortly I am sure. do not
assume that one can separate capital formation and capital investment
from other provisions of the code which cut back corporations on their
total source of funds. That would apply in terms of foreign earnings.
It would apply to the treatment of R. & . Tt would apply to any num-
ber of the changes that undoubtedly will be considered by the
Congress,

In a nutshell. we think there could be no better time in terms of
the cconomic configuration of this country to adopt a very substantial
increase, and we suggest 12 percent, in the investment tax credit. We
believe it should be permanent. We believe that it will have some im-
mediate effects as well as longer range benefits that are favorable to
the economy. Remember, the credit benefits not only the user, but it
benefits the seller as well. It benefits the farmer: it benefits the
;'otn]il man: and so on. We believe it should be permanent at a high
evel.

To repeat on the tax reduction side. T would trust that the middle-
income brackets would get much more generous treatment than they
are receiving in the current bill. And again I call your attention.to the
technical changes that we have offered with respect to the investment
tax credit, whether it is increased by three points or by five.

We do not urge a reduction in the corporate income tax at the pres-
ent time for the simple reason that vou only have a certain amount of
tax dollars to play with, and we believe that we ought to be respon-
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sible. We trust that all tax reform will be kept out of this bill, and it
will be moved very rapidly. I congratulate you, Mr. Chairman, al-
though it meant. quite a bit of work for me in a short space of time,
when you moved these hearings up. I congratulate you for giving this
bill some real motion ; because the most important t{)ing we need right
now is a quick emergency tax bill enacted and sent to the White House.
You are not going to get it if we deal with some of the extraneous pro-
visions that have been dealt with today, including an attempt to repeal
the oil depletion allowance.

If the discussion this morning proved one thing, it proved that you
cannot have that discussion on depletion in connection with this bill
without unacceptable delay.

Mr. Chairman, I thank you.

The CuarMaN. You saw it demonstrated just this morning, We had
two witnesses up here to share the table together, just as one would
have done, a panel of two witnesses discuss the oil depletion allowance.
Now they took the entire morning. All right. Half of today’s hearings
has been taken by those who would suggest that, and it would have
taken all day long if those of us who disagreed with what they had to
say had responded to what we thought was in error about what those
Senators said.

I predict that unless we can find some sort of a compromise or some
sort of accommodation that everybody would be willing to buy, or
that the overwhelming majority would be willing to buy, if this is to be
debated as the ordinary depletion allowance debate goes, this one item
will take twice as much time as everything else in the bill put together.
That is how those things tend to work on the floor. We get some bill
out there that involves about $20 billion, and about one item involving
$500 million. in this case it would be involving $2 billion, but one item
that was not what the bill was supposed to be about at all, just the one
thing which is very controversial that somebody proceeds to add on
after the initial bill was introduced. That proceeds to delay the whole
thing and we wind up taking a month’s debate with both sides dug in
and fightine to the bitter end on the two sides of it, where all the rest
of it just absolutely escapes notice.

Mr. Carees W, STewart. And in that discussion this morning you
did not get an answer to the most important question you asked. You
asked the two distinguished Senators, how much capital is this coun-
try going to need to get us over the hump with regard to our energy
problem. The corollary of the question is to what degree is the de-
pletion allowance important as a part of that total barrel of capital,
if vou will. that is needed in order to get our supply situation in better
shape. You got no answer. Before anything is done, in my judgment.
to the depletion allowance. that question onght to be answered.

Incidentally, with regard to that suggestion about getting employ-
ces into the stream of ownership. my observation respectfully would
be this. T am enthusiastic about the idea in general, There are many
companies in the United States that have gone to profit sharing, which
is another wav of getting the employee brought into the ownership
picture. There are a sufficient number of those plans that there is an
organization formed by companies that engage in profit sharing. There
are other types of such plans. of stock purchase plans, and T think for
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the same reason that you and I have been agreeing on the oil situation
in terms of putting it aside until this bill is enacted. I would recom-
mend that that particular concept which I agree needs study not be
forced onto this bill. There is an equity reason for not doing it. The
investment tax credit is available only to those who buy eligible
equipment. _

There are in our economy a category of companies which are capi-
tal intensive, and some which are not. Those companies which use
manufacturing facilities to a substantial extent obviously will be bene-
fited by the investment tax credit. Those companies, like the grocery
store, even though they can qualify their freezers and material-
handling equipment for the investment tax credit, use much less
sroductive equipment. So if this kind of a concept is tacked onto an
investment credit provision. it would create inequities as between em-
ployecs in different companies. I recommend that that idea along with
others, many of which business has been experimenting in for the
objective that you so properly state, be put aside for study. but not in
connection with the passage of this legislation.

The Citamryan. If what you have suggested is going to greatly pro-
long consideration of the bill, I would probably drop it. But I believe
that you heard the witness from AT, & T. testify that if we wanted
to do business that way with regard to what he is asking about, it does
not bother him. You also heard the witness from the American Power
Service Corp. on behalf of the National Association of Electric Com-
panies, say 1f we want to suggest that, it is all right with them.

Those who are asking for a carry forward and carryback in addition
to what the others have been suggesting, lost by a vote of 18 to 18 over
there in the House Ways and Means Committee. If it had this fea-
ture in it, they would have won. I think you had better let these fellows
decide for themselves whether they want to go along with that type
l(:'fl lsuggostion, because I have no intention of needlessly delaying this

ill.

But I do think that we are going to vote on a lot of suggestions. All
I want for my suggestion is the same amount of time that the other
fellows are going to have on theirs. I guess I will have to contend with
at least 100 amendments, and those are not the ones that are going to
hold this thing up over a period of time.

I know how controversial the oil depletion allowance is, But unless
somebody can find some way of compromising or accommodating one
another on that issue, that is one that T know from hard experience is
going to mean a knockdown, drag-out fight. I have been in that fight
for 26 vears, so I am familiar with it.

Mr. CrarLes W. Stewarr, I am aware of that.

The point I am making is that business is affirmative about your
objective. But there are a number of ways in which the employee can
attain stock ownership in his own company. I do not think that it is
desirable to impose that particular plan on employces or workers in
the United States without examining all of the alternatives that are
available.

The Cuarman. If you are talking about examining all of the alter-
natives, I know that would take time.
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Mr. Ciarees WL Stewarr. I am saying in order to evaluate this sug-
gestion, you would have to examine the alternatives. _

One final point. Based on my observation of you. one of the things
you have always held high is freedom of choice on the part of an indi-
vidual. Lecking this proposed plan into an investment credit situation
would put the individual mnp*n_voo in a position of having a right to
take stock in a company with which he is currently working, but not
providing him funds to buy stock anywhere else. He may prefer a
higger compensation package, and then make his own judgments as
to where he wants to put his money. I am just suggesting these, not as
conclusive criticisms, but as points that I believe have to be looked at
in terms of considering what obviously has been given a great deal of
thought by the gentlemen who testified this morning.

The Cuamyax. That is what we are here for, to consider sug-
gestions. We will consider everything somebody wants to suggest. time
permitting, including your very well reasoned statement, Mr. Stewart.

Mr. Crarces W, Stewart. May I have the record show that T was
accompanied by Frank Holman of our staff, who is staff counsel.

It is always a pleasure to appear before you.

The Cramryax. Thank you, sir.

[The prepared statement with attachment, of Mr. Charles W.

Stewart. follows:]

PREPARED STATEMENT OF THE MACHINFRY AND ALLIED PRODUCTS INSTITUTE,
PRESENTED BY CHARLES W. STEWART, MAPI DPRESIDENT

MAPI, which is the national representative and spokesman for the capital
goods and allied product industries, greatly appreciates this opportunity to
present our views on the state of the economy, the proposed Tax Reduction Act
of 1975, and the recommendations of President Ford as amplified by testimony
of Secretary of the Treasury Simon on Wednesday, March 5. In the prepara-
tion of this statement, we were working under some disadvantage because of
the stepped up schedule of the Cominittee on the subject, but we have worked
with this problem with complete sympathy because we share the Chairman's
concern for speedy action.

This Committee, the Ways and Means Committee of the House, and the Joint
Economie Committee have heard extensive and largely consistent testimony
on the seriousness of the recession and its very worrisome configuration. Hence.
it would be redundant for me to spend time in any detail on the basic economic
problems which confront the U.S.

SOME RASIC PREMISES

Although there is no complete consensus on the criteria or the premises which
should govern the content of emergency tax legislation. there appear to bhe some
basic points on which members of the Congress, the Administration, and publie
experts can agree. In addition, there are certain points on which we feel strongly
whether or not there is complete agreement among others. Without attempting to
separate the two categories of premises, it would seem appropriate to list them
as a foundation for what we will have to say {n more detail, These criteria or
premisex are as follows:

1. As already indicated, this country is in a serious recession and the problem
{s compounded by the fact that the recession is worldwlide: Inflation is at a high
level although, hopefully, abhating somewhat: and we have an unprecedented
energy crisis. The economic textbooks and the experience of the most expert
economists have not been tested previously by such a confluence of problems.
To make the situation worse, like the patient who has two medical problems,
medicine for one may aggravate the other. This analogy bears on the difficulty
of dealing with the recession without fanning the flames of inflation or at least
laying the foundation for a serious inflationary surge some time ahead.
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2. Very prompt action is required by the Congress. Despite this existence of
a combination of problems, it ig our conviction that emergency tax action is
necesaary. Further, in order to accelerate action, the tax changes which are
appropriate now should be considered separately, so that tax reform, energy
proposals, the question of credit allocation, ete., should be put aside until the
emergency tax relief legislation is enacted.

3. Any part of the tax bill to be enacted by the Congress should be tested
against this overriding objective : Will the particular proposal have a significant
impact on curing the recession?

4. In applying the criterion No. (3) just stated, any tax reduction or rebate
provisions should be shaped in a manner which will have a signiticant fmpact
on making maximum dollars available for spending and, to some extent, savings.
There is seme confusion on the question of whether a tax rebate which is not
spent but is, for example, placed in a savings and loan association, actually will
help solve our economie problem. Obviously, we want to stimulate spending,
particularly for big ticket items where we have a concentration of what is more
than a recession and bhorders on depression, referring, for example, to automobiles
textiles, and large applinnces. On the other hand, dollars placed in the saving
stream may buttress financial resources which will help the depressed housing
industry. 8o we should not make so much of the point that has been repeated
frequently that dollars saved will make no contribution to the correction of or
moderation of the recession.

5. Income redistribution or what ix tantamount to a welfare program are not
legitimate objectives in the legislation now being considered by the Congress.
They should be dealt with scparately at the proper time.

6. Thne oil and gas depletion allowances are complicated, controversial, and
do not meet certain of the tests already stated in this cataloging of premises.
These provisions should be excised from the pending legisiation and considered
with great care including treatment in public hearings before the Congress acts
on depletion. We can't aftord a delay in the enactment of emergency tax
legislation,

7. In one set of minority views in the report of the Ways and Means Com-
mittee on HL.R. 2166, the criterion of fairness is cited. It is pointed out that the
middle income American should receive fair consideration in any legislation
finally enacted an this subject matter, This, of course, ties back to criterion
No. 3 above, which indicated that any tax action related to individual income
taxes should be addressed strongly to the middle income brackets which provide
the lion's share of federal tax income from individuals,

8. Particularty with reference to the finalization of the investment tax credit's
provisions in the legislation, the Congress should be very conscious of the low
quality of buriness profits and the need for a high level of capital funds.

BUSINESS PROFITS

There are many myths and illusions about business profits. As pointed out in
the January 20 issue of the Wall Street Journal, corporate profits have fallen
sharply in the 70s as a share of national income. Moreover, the impact of in-
flation oi. profits has been severe, a point which MAPI has documented thoroughly
in a study by George Terborgh entitled Inflation and Profits, a copy of which is
attached. Sccretary of the Treasury Simon in his testimony before the Ways and
Means Committee on January 22 and in his statement to this Committee on
March § eloquently discussed the overstatement of operating profits.!

RECOMMENDATIONS OF THE PRESIDENT'S LABOR-MANAGEMENT COMMITTEE

At this juncture, we should like to refer to, and as a general proposition
endorse, the unanimous recommendations of the Labor-Management Committee
appointed by President Ford; these recommendations were released by the White
House on January 10, 1975. We refer primarily to the section of the report
entitled “Economic Initiatives,” as distinguished from national energy policy.

The Economic Initiatives section of the Labor-Management Committee report
is so brief that for convenient reference, we reproduce it helow :

DEcEMBER 30, 1074,

! Also see Senator Willlam I'roxmire's statement {n the Senate on Jan. 21, 1975 (Con-
gresaional Kecord, p. S.608).
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EconoMIC INITIATIVES

The President’s Labor-Manageinent Committee unanimously agreed to recom-
mend to the President that it is essential promptly to increase the purchasing
power of low and middle income people in order to increase consumption and at
the same time to stimulate business to invest and create more jobs.

To achieve these two purposes the Committee unanimously recommends: (1)
a reduction in individual income taxes effective January 1, 1975 to create in-
creased purchasing power estimated to be approximately $15 billion a year
through a $70 tax credit per exemption and a 5 percent reduction in tax after
the exemption credit with a maximum total tax reduction of 375 per return
and (2) an increase in the investment tax credit rate to 12 percent across the
board on domestic investment aggregating approximately §5 billion a year.

This tax package should be enacted immediately and independently of tax
reform which should be studied and implemented at a later date within the next
session of Congress.

This recommended action is essential in the Committee's view to restore con-
sumer and business confidence and to turn the direction of the economy around.

The President's Labor-Management Committee recognized that additional
measures would be needed to foster the growth of capital formation and invest-
ment and the growth of purchasing power to produce nore jobs over the longer
term.

The Committee makes this unanimous recommendation in the recognition of a
special need for a sense of cominunity and working together in the natlonal
interest at this time.

Before commenting and amplifying on these recommendations and then going
somewhat beyond the scope of the Committee's recommended “Economic Initia-
tives,” I want to emphasize our feeling that this set of recommendations represents
an extraordinary milestone in labor-management relations. Not only were the
recommendations unanimously approved by the senior labor and management
representatives, but the issues to which they addressed themselves are of over-
whelming significance to the economy and to the future of the United States.

INCREASES IN THE INVESTMENT TAX CREDIT-—QENERAL COMMENTS

As shown above, the Labor-Management Committee recommended *‘an increase
in the tnvestment tax credit rate to 12 percent across the hoard on domestic
investinent aggregating approximately $5 billion a year.” This was accompanied
by a general statement that the President’s Labor-Management Committee recog-
nized that “additional measures would be needed to foster the growth of capital
formation and investment and the growth of purchasing power to produce more
Jobs over the longer term.” The current recognition by the labor movement of the
need for capital formation and investment is a major step forward in labor policy
thinking. Labor leadership is to be commended for endorsing this proposition
and doing so in n joint statement with management representatives. Further,
quite significantly the Labor-Management Committee urged that the tax package
“should be enncted immediately and independently of tax reform which should
be studied and implemented at a later date within the next session of Congress."”

In connection with the most welcome broadened understanding by the labor
movement of economic issues—in thls instance tax policy and eapital formation—
two sets of minority views in the Ways and Means Committee Report (94-19)
on H.R. 2168 cite studies by the AFL-CIO which coneclude that under Title IT of
the House bill, almost half (46.2 percent) of taxpayers in the broad middle
($10,000-$2,000 income range) would receive no relief, Further, even among
the middle income taxpayers who do receive a reductlion, the average reduction
is less than $100 per taxpayer in the $10,000-$15,000 income group and less than
$135 In the $15,000-$20,000 group. Similar conclusions were drawn by the staff
of the Joint Committee on Internal Revenue Taxation.

We turn now to a few comments in amplification of our views on the investment
tax credit beyond our general concurrence with the recommendations of the
prestigious Labor-Management Commlittee.

DETAILED RECOMMENDATIONS ON THE INVESTMENT TAX CREDIT

MAPI stands on its basic recommendations presented to the House Ways and
Means Committee. Those recommendations will be discussed here in the light of
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the bill as passed by the House of Representatives and against the background
of such testimony before this Committee that is available to the Institute at the
time of preparation of these remarks. It is our view that a significant increase
in the Investment tax credit is called for on a permanent basis: the characteristic
of permanency is critical. As MAPI has repeatedly pointed out in the past, the
investment tax credit should not be employed on an “off-again, on-again’ basis.
This almost totally destroys its intended incentive effect because business manage-
ment must plan capital expenditures with a substantial degree of certainty and
continuity. Moreover, business has now become more sophisticated in their overall
planning, including capitat expenditure programs, and that sophistication hope-
fully provides an increased capability to use capital funds effectively. The on-and-
off approach regarding the investment tax credit, even if on and off involves a
scealing down rather than repeal of the credit, has perverse effects on business
planning and operations.

An investment tax credit at a high level is, of course, designed to stimulate
capital investment to assure the proper rate of economic growth, to keep our plant
in the United States modern in order to foster competition domestically and to
maintain our international competitive position, and to provide jobs. The job
aspect should never be overlooked. Further, it should be emphasized that the
benefits of the investment tax credit are widespread, including farmers, retail
merchants, ete,, in addition to manufacturers.

There is another aspect of the credit which frequently is not fully understood.
The investment tax credit benefits both the manufacturer/seller and his cus-
tomer. The most direct benefit of the credit goes to the purchaser of the equip-
ment, but we should not overlook the fact that the improvement in his ability to
buy places orders on the order book of the manufacturer. And at the risk of
repetition, the process creates jobs at both ends of the deal. A further aspect
of the investment tax credit also should be recognized. Industry is not now op-
erating at or near the optimum level of utilization of manufacturing capacity.
Considerable capacity in the United States, however, is either obsolete or, at the
minimum, needs modernization. Thus, the role of the investment tax credit is
a many faceted thing.

We wish to offer one other strong recommendation with respect to enactment
of an increased investment tax credit, namely, that the credit should not be
encumbered by a provislon for reduction in depreciation basis. Our studies on
this subject indicate that if such a reduction in basis provision were included
for assets with medium and relatively long uséful lives, an increase in the in-
vestment tax credit to 10 percent with a reduction in basis would produce ap-
proximately the same result as a 7 percent credit with no reduction in basis.
Although we have not quantified the fmpact of a reduction in basis provision on
a 12 percent credit, it would certainly be substantially negative.

Let me be more specific about the degree of increase in the investment tax
credit which the Institute favors, We strongly endorse a move to the 12 percent
level. The House bill provides for an increase to 10 percent, and the Administra-
tion's recommendations as restated by Secretary Simon follow the view of the
Labor-Management Committee that the increase should be from 7 percent to 12
percent. We do not recommend a one-year or two-year increase in this form of
capital recovery allowance as contrasted with & permanent increase. As pre-
viously indicated, the up and down characteristic of a temporary increase is
just as bad in its conception and impact as an on-and-off approach in respect to
the utilization of the investment credit as a part of our national tax policy. The
phase-down or phase-out creates perverse effects in the capital goods producing
industries and also among buyers of equipment. Almost invariably as the phase-
down or the phase-out deadline approaches, a flood of orders is stimulated, to
be followed by a drought.

With respect to the need for 12 percent versus 10 percent, we have already
referred to the effect of inflation on profits and that adverse effect, of course,
also applies to inventory values and depreciation. LIFO accounting helps take
care of the problem with respect to inventories, but we are left with a severe
deterioration in the real value of deprectation aceruals caused by inflation,

It also should be horne in mind that capital expenditures by corporations in
most manufacturing industries now include a very significant amount for pollu-
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tion control and safety and health. McGraw-Hill figures for May 1974 show the
following :

Pollution control (billions) :

Planned spending for 1074 e e $7. 40

Actual spending for 1978 e ccccmem—a- $5. 69
As a percent of capital spending :

Planned for 1074 . e ceccccmcmm————— 6.2

Actual for 1978 e 5.7
Safety and health (billions) : _

Planned spending for 1974 et $3.03

Actual spending for 1978 oo ecmcmcmcman $2, 57
As a percent of capital spending:

Planned for 3974 . e 2.5

Actual for 1978 e 2.6

1t is obvious from these data that, without implying any criticism of federal
and state requirements for pollution abatement and safety and health improve-
ment, capital expenditures in these areas have cut into the amount of funds
available for modernization, expansion, and increases in productivity. At this
point, it should be acknowledged that the Congress has extended for one year
without change the special amortization provisions applicable to potlution abate-
ment equipment. We have studied this statute and examined the extent of its
utilization. This leads to the clear conclusion that as the law is written and as the
regulations are drafted, special amortization is of little or no use to most com-
panies which are committing substantinl funds for these socioeconomic purposes.

Alxo, industrial real estate, which has suffered repeated diseriminatory treat-
ment under capital recovery allowances in the U.8, tax system, should be accorded
more liberal eligibility rules.

For the reasons set out above, we urge a high—specifieally, 12 percent—rather
than a medium level increase in the investment tax credit rate.

Credit cligibility—\With respect to the phase-in of the increased investment
tax credit, generally spenking we feel that the most liberal rules possible and
Justitiable should be adopted in order to avold gross inequities. The House bill
provides that the 10 percent credit would be available for property acquired and
placed in service after January 21, 1975 and before January 1, 1976, presutnably
regardless of the date of the order.

Our first observation s that there is nothing magie about the January 21 date
although the Chairman of the Ways and Means Committee, for quite understand-
able reasons, issued a press release indicating that the credit entrance date test
would be no later than January 22. We recommend that the date January 1 be
used which, incidentally, was the date contained in the so-called White House
Fact Sheet on the President’s economic and tax program.

On & more technical point, consideration should be given to deleting the acquisi-
tion test and using only the “placed in service” test with respect to this provision
as to credit eligibility. For example, it seems to make no sense to disqualify a
machine which has been “acquired” before January 21 but “placed in service"”
after January 21, 1975 and before January 1, 19706.

The bill also provides that the increased tax credit would be available for
property placed in service in 19768 if the taxpayer could clearly establish that the
property was acquired pursuant to an order placed hefore 1976.

As for property constructed. reconstructed, or erected by the taxpayer, the 10
percent credit also would be available to property completed by the taxpayer after
January 21, 1975. However, the 10 percent credit would be available only for that
part of the basis of the property properly attributable to construction, ete., by the
taxpayer after January 21, 1975 and before January 1, 1976. Taking into con-
sideration effect on tax revenues, we recommend that study be given to a more
generous treatment of stch construction projects. For example, is it fair to dis-
aqualify all of that portion of the construction which took place before January 21.
1075 or before January 1, 1975, the new date which we recommend be used?

Qualified progress erpendituicea.—The progress payments provisions, generally
speaking, would allow an investment tax credit for progress payments on long-
term contracts. We commend this structural modifieation in the investment tax
credit. This kind of relief for payments on long-term contracts is long overdue.

To make it effective, however, some changes are needed.
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“Normal construction pcriod’”.—The property on which qualified progress pay-
ments are made would be required to have a normal construction period of at
least two years. The normal construction period generally begins when physical
work on the property commences and ends when the property is avatlable to be
placed in service by the taxpayer. However, no normal construction period would
include a period before January 22, 1975 and, where progress payment treatment
is elected for years beginning after that date, no normal construction period would
begin before the first day of the taxable year for which the election was in effect.
(As an aside, we again recommend general use of the January 1 date.)

The normal construction period {s the main technical problem with this struc-
tural change in the investment tax credit. It will be noted that the period must
be at least two years, and that period commences when physical work on the
property begins. Also note that design work, blueprints, etc., do not count in the
two-year period. Further, the two-year period.is not intended to be the lead time
between placement of an order and. final availability of the property to be placed
in service. This is significant because the two years {s restricted to the actual
perlod of manufacture. Accordingly, as we see it, the progress payment provision
is likely to be available to taxpayers on an extreniely narrow basis.

To make the provision really meaningful, we favor a normal construction
period of one year. Long-term contracts, as they are discussed in various other
regulatory settings, generally are considered as those having a time to comple-
tion of one year-—or even less. For example, income tax regulation 1.451-3 de-
fines *‘long-term contracts” as building, installation, or construction contracts
covering a period fn excess of one year from the date of execution of the contract .
to the date on which the contract is finally completed and accepted. The courts
have even held that income or loss from a contract of lcss than one year can be
reportable on the completed contract method, which is restricted to long-term
contracts (as defined). SEC also has a definition of long-term contracts for pur-
poses of new disclosures in the area of accounts receivable and inventories. Rule
5-02.6(d) of Regulation S-X has been amended to indicate that long-term con-
tracts or programs include those for which accounting is on a percentage-of-
completion or completed contract basis where, in either case, the contracts have
material amounts of inventories or unbilled receivables and where such contracts
have been or are expected to be performed over a period of more than 12 months.

Another point to which we draw the Committee’s attention is the cut-in of
progress payment treatment (mentioned above). It would appear that a calen-
dar year taxpayer would not be able to begin using the progress payment pro-
vision before 1976, in which case he would be electing use of the provision on
his tax return for 1976 filed in September 1977. Also, for such a taxpayer, no
normal construction period could begin to run before January 1, 1976.

If our reading of the provision is correct, we favor a change to permit normal
construction period to begin running at some earlier date, say, January 1, 1975.
Also, perhaps there would be a way for progress payments paid after January 1,
1973 to be eligible for the credit. It is not clear to us why government has not
thought it appropriate to permit the election to be made for the tax return filed
for 1975. If it is important to have tax stimulation right away, including stimula-
tion in terms of capital expenditures on longterm contracts, there should be
some way to speed up the cut-in of this provision.

Treatment of utilitics.—\We commend the President’s recommendation and the
provisions of H.R. 2166 which grant utilities the investment credit increase. The
need is obLvious. However, the bill places an upper limit of $100 million on the
extent to which any single company can benefit from the increased ITC rate, but
the limitation applies only to public utilities. This provision appears to be almed
at one company, American Telephone & Telegraph Corporation. AT&T otherwise
reportedly would be entitled to an increase in its investment credit amounting to
some $435 million.

This is a clear discrimination by Congress against one company because of its
size, and it is an unfortunate precedent, if enacted. If AT&T does not receive
the ITC on the same basis as other utilities, it will have to make up for its capl-
tal shortages through the types of sizable rate increases now being requested or
create further burden on the capital markets.

Another provision of the bilt modifies the 50 percent of tax limitation provision
in the case of most public utility property. The limitation would be increased in
1975 and 1976 to 100 percent of the tax liability, computed without regard to
the ITC. In each of the next succeeding taxable years, the percentage limitation
would be reduced by 10 percentage points until, beginning in 1981 and thereafter,

48-493 O - 75 - 20
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the 50 percent limitation would once again apply. This change has been ration-
alized by the Administration and the Ways and Means Committee on the grounds
that utilities are short of capital and many have such low income that they
cannot utilize the amounts of I'TC which they earn. ’

The utilities have done an effective job of communicating to government that
they are short of capital. It also happens that many fndustrial companies are
short of capital and are low on income as well, particularly if we look at “real
income.” We suggest that this liberalization of the limitation be considered for
all companies, not just utilities. Again, tax equity is relevant, The utilities are
going to be given a 10 percent ITC rate like other companies for the first time.
Other companies should be accorded the same temporary liberalization In the 50
percent of tax limitation as has been proposed for the utilities.

CORPORATE S8URTAX EXEMPTION

One provision of H.R. 2186 is primarily designed to help small business by in-
creasing the corporate surtax exemption, to which the 22 percent normal tax
rate applies, from $25,000 to $50,000 for one year.

The change to $50,000 for the corporate tax exemption is long overdue, con-
sidering inflation. If the intent of Congress is to assist small business taxpayers,
although the provision applies to all business, this provision should be made
permanent now. This type of change would not be in the nature of a tax reform,
but instead would provide an inflation adjustinent.

INDIVIDUAL TAX CUTS

The individual tax cuts in the bill include the $0-$200 1974 tax rebate; the
“temporary” boost in the low-income allowance; the “temporary” boost in the
percentage standard deduction; and the earned-income tax credit (also tempo-
rary). These provisions are heavily weighted toward low income taxpayers,
with limited spillover of benefit into the middle income area. They are not at all
intended to provide across-the-board tax cuts, but rather are tax reforms aimed
at income redistribution., Once again, middle income taxpayers are the goats.
Also, it should be noted that the changes In the low income allowance, standard
deduction, and earned-income credit are billed as being “temporary” but, as a
practical matter, would be politically irreversible, if enacted. Secretary Simon
has made this point. The fact that they would expire after 1973 would assure
that another tax bill will be taken up in earnest this year to extend them and
accomplish other tax reforms—perhaps adverse to capital, foreign source income,
and savings generally,

Referring back to the preliminary comments in this presentation, as most
minority-view Ways and Means Committee mmembers noted in House Reoprt No.
94-19, all new income redistribution proposals should be put off for consideration
later when the Committee gets around to tax reforms. Income redistribution is
tax reform of the most basic sort, and has no proper place being in an emergency
tax cut bill. It is essential that tax cuts now he provided on a hasis which does
not alter relative tax burdens of income groups but instead lightens the load for
everyone. Morcover, the primary objectives of the bill will be far better served.

The approach of the Ford proposal for tax cuts were well-designed for the pur-
pose, to provide temporary and proportional tax relief. Along those lines, the
Ford recommendations do not deny rellef to middle- and upper-income taxpayers.
According to some figurex, some 37 percent of the cuts would go to persons with
income of $£20,000 per year or more. At these levels, it is contended that there
is less inhibition about spending during periods of economic uncertainty, and
that a considerable amount of that spending would go for automobtles, house-
hold appliances, and other big ticket items. To the extent that the tax rebates
would be banked. the amounts would quite quickly find their way into needed
home, business, and consumer financing.

Although the total revenue loss from the individual tax cuts recommended by
President Ford is substantial, we have some reservations as to whether these
tax reductions are large enough in individual cases to give the economy the
major lift that it needs. As the prominent economist Charles L. Schultze has
said, our economy is now about a trillion and a half in size and to move such a
“big elephant” requires major medicine. On the other hand, we are not prepared
to recommend an entirely new set of proposals for reduction in individual taxes
designed primarily to help the economy. The Committee has before it a number
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of sets of proposals including President Ford's, those contained in the House
bill, the recommendations of the Labor-Management Comnmittee report to which
we have referred previously, and others. The tax dollars involved can be split be-
tween a rebnte and an income tax reduction or the income tax reduction can
be beefed up in size without a rebate, provided the withholding tables are ad-
Justed as soon as possible 80 as to reflect the tax decrease and to provide the
additional funds for the individual consumer. We have no strong feeling as to
whether a combination of the two or the enlarged reduction prospectively, to be
retlected promptly tn withholding, is preferable.

We do feel strongly, as previously indicated, that the income tax reduction
or rellef must reach middle Income taxpayers in order to accomplish its objective
and for reasons of equity and fairness. President Ford made this point very
effectively in his address before The Conference Board on January 22:

What I am saying, or trying to say, is this—and 1 want to say it so there
will be no misunderstanding—we need fair tax relief. The tax relief that will
help not only the poor but also the middle class, the skilled workers, farmers,
teachers, reporters, editors, secreturies, sales people, truck drivers, policemen,
firemen and other hardworking middle income Americans who have seen their
earnings and future eroded by inflation and recession,

So, in short, let us not strip incentives from these upward bound millions
who are struggling to improve their lives and their children's lives by serving
notice thut America no tonger regards those who make it from low to middle
fncome status and beyond.

We urge an extension of this concept so that some relief is offered in the upper
income brackets These upper bracket taxpayers, in terms of total revenue to the
government, do not contribute anywhere near the revenue derived from taxes on
the middle income groups. They do, however, have inclination and capacity to buy
and invest, sometimes in very large projects where investment action needs to be
encouraged, particularly in our current economic environment, and such large
projects will have an effect in terms of jobs and improvement in our general eco-
nomic situation. The degree to which relief in these brackets can be included may
turn on budgetary and revenue considerations, but the point which we have made
should not he overlooked in structuring the income tax reduction.

HOUSE BILL'S PROVISION REPEALING PERCENTAGE DEPLETION FOR OIL AND NATURAL GAS

In this presentation we have urged several times that the emergency tax
reductton bilt should not be encumnbered with tax reform provisions, and this {s
especially applicable to percentage depletion for oil and gas wells. This is an
important, complex, and controversial issue, and some individuals and organiza-
tions approach it in a very stmplistic manner without a real understanding of
all of the aspects of the issue. Whether the proponents of this repealer adhere
to their flat repeual commitment or engage in a compromise with pro-depletion
supporters, dealing with the matter will slow down the enactment of the legisla-
tion this country needs so badly. As Secretary Simon satd in the latter part of
his statement before thix Committee on March 5:

The effect of the repeal or continuntion of percentage depletion is a complex
issue involving thousands of peoples’ businessex and it would not be surprising
it it took considerable time to develop a sensible, coordinated view between the
House and Senate. We do not have the timge to do that now. I urge you not to
risk delay of this most important legislation by considering the repeal of per-
centage depletion or any matters other than stimulating our economy in this
legislation.

GENERAL COMMENTS ON TAX REFORM IN THE CONTEXT OF IL.R. 2166

As stated earlier, it is our judgment and the view of many others that the
C‘ongress should put aside tax reform at this juncture and enact immediately the
emergency tax actions. Since this is our basie recommendation and in the inter-
est of brevity, we will not deal in this statement with the views of the Institute
on various tax reform measures which have been advanced, including those con-
tained in the bill reported out by the House Ways and Means Committee in the
last Congress. Our views on central tax reform issues, particularly the contro-
versinl ones, have been stated as recently as June 6, 1974 in hearings by the
Senate Finance Committee. We will be prepared to restate and perhaps extend
our views on tax reform proposals when the Congress takes them up in separate
deliberations.
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We do, however, feel obliged to make n few general remarks about tax reform,
particularly as it relates to corporate capital funds. 1T'ax reform, of course,
means differeut things to different people. Certain subjects in the tax reform dis-
cussions which have taken place and in certain proposed legislation which has
been considered would have a very adverse effect on the caiptal resources of
corporations. In considering capital formation and cspital investment, it s
natural and proper that capital recovery allowances which are designed to stim-
ulate domestic capital investment for the many worthwhile purposes already
referred to are given principal attention.

On the other hand, the ability of a corporation to expand its capital investment
with the generally accepted benefivial results, including the ability to employ more
people, is dependent not only on capital recovery allowances but on other sources
of funds. Also involved is the ability to utilize those funds for capital investment
purposes without their being siphoned off by taxation to an unacceptable extent.
Foreign source income, to take one example, provides funds for capital invest-
ment, for research and development, and for employment. The same is true of
retained earnings after tax. Further, the adverse tax treatment of capital gains
by corporations reduces the financial resources of a corporation for investment.
Some of the actions which have been taken or have been contemplated by the
Treasury Department in administering present law also would restrict ability
to engage in capital investment or, to put it another way, offset some of the pro-
investment actions now heing considered by the Congress, including an increase
in the investment tax credit. An illustration in point is the proposed Section X6t
regulation on alloeation of deductions. And so it goes. Our purpose here is merely
to underline the proposition that as far as capital resources for capital invest-
ment are concerned, there s little point {n giving a dollar by one hand of a gov-
ernmental action and taking a dollar away by another hand. The total effect of
all taxes, both statutory and regulatory, must be taken into consideration.

It should be added that tax reform does not necessarily imply a negative result.
Tax reform can and should include certain relaxations or liberalizations in ad-
dition to tightening where justified. Since we are not commenting on the restric-
tive side of tax reform except for some very general observations, it is only fair
to do the same with respect to tax reforms of a liberalizing nature. In this con-
nection, we wish to refer to one item that seems to have been lost in tax reform
discussions, although P'resident Ford referred to it in his October package of
recommendations. In our view, the Congress should examine closely a change in
the status of preferred dividends so that they would not be taxable to the cor-
poration. This would be a first step toward considering simllar treatment for
common stock dividends., Naturally, the objective of such moves would be to pro-
vide greater financial resources to the corporation and to recognize that dividends,
whether preferred or common, are taxable to the recipient.

In this connection, we noted the discussion by Secretary Simon in his state-
ment on March 5 under the title “Anti-Investment Bias: The two-Tier Corporate
Tax Systen.” The following quotation goes to the heart of the matter:

Our two-tiered system of corporate taxation in which income is taxed once at
the corporate level and again at the shareholder level discriminates against cor-
porate investors generally and small equity investors particularly. An individual
in the 20 percent tax bracket in effect pays 48 percent at the corporate level and
then an additional 20 percent on what is left for a total tax burden of 58.4 per-
cent, or nearly three times his individual rate. If the individual is in the 70
percent bracket, he pays 48 percent at the corporate level and then an additional
70 percent on what is left. His total tax burden ts 84.4 percent. If the same busi-
ness could be conductedin & non-corporate form the investors would pay only 20
percent and 70 nercent respectively.

Our tax system puts a great penalty on companies that must incorporate.
Companies that do incorporate are those that have large capital needs that must
be raised from many persons. We should keep in mind that our system of taxa-
tion bears more heavily on corporations than do the tax systems of almost every
other major industrial nation. In the last few years our major trading partners
have largely ellminated the classical two-tlered system of corporate taxation.
Through a variety of mechanisms they have adopted systems of “integrating” the
personal and individual income taxes so that the double taxation element is

radically lessened.
CONCLUSION

In this relatively brief context, one cannot spell out in detail all of the ramifi-
cations of the recommendations made and points underlined. It is desirable,
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however, to emphasize the importance of prompt action and prompt implementa-
tion of an emergency tax program, putting aside for the time being the more
complex tax {ssues such as reforim.

There is a critical element in the picture which is not unrelated to those
already mentioned. We refer to a state of concern, to put it mildly, a feeling
of lack of confidence,' an attitude which is moving in the direction of desperation
on the part of the average citizen or consumer. Government and the private
sector working together must mnke every effort to restore this confidence which
is so badly needed in troubled times. In our judgment, nothing could start the
process of restoration with more certainty, with greater benefit, and with eariler
results than prompt passage by the Congress of an emergency tax bill containing
provisions urged in this statement and in many others offered by various organi-
zations and individuals.

It is a privilege for the Institute to have nnother opportunity to make a pre-
sentation to the Nenate Finance Committee, We feel that the subject matter before
the Committee is of paramount importance and if we can be of further service
in any way, please let us know.

INFLATION AND PROFITS

(By George Terborgh, MAPI Economic Consultant)

The effect of rising price levels on the accounting of profits {s not a new sub-
Joet. During the sharp postwar inflation of 1946—8 it generated a lively discus-
sion in accounting and management circles. This was revived, on a lesser
scale, by the price run-ups of 193-51 and 1936-57. But under the relatively
stable price level of 103864 interest waned. It was widely believed that infla-
tion was a thing of the past, that the after-effects of earlier inflation would grad-
ually wear off, and that no corrective action was needed. This proved to be
an illusion. By 1965 inflation was under way once more, aud it has continued at
a distressing pace ever since. It is now high time to take another look at the
problem.

THE PRINCIPLE

The overstatement of profits during and after a period of inflation arises from
the practice of charging only the historical cost of physical asset consumption
(fixed assets and inventory ). When the purchasing power of the dollar is shrink-
ing, the charging of historieal costs—retlecting carller, and hence lower, price
levels—is insufticlent for the restoration of real assets used up in product;ou. A
proper reckoning requires the restatement of previously incurrgd costs in the
dollars of realization, that is to say, in the revenue (lollprs agninst which they
are charged. Only when costs and revenue are measured in the ganme doliars can
the difference between them (profit) be correctly determined. )

It follows that when the real cost of physical asset consttmption is under-
charged the shortfall is accounted as profit. It follows also that this much of
the reported profit is fictitious, representing simply the understatement of costs.

THE PROJECT

T'he foregoing statement of principle refers to the conversion of historical costs
into their :.:quigalents in current dollars. This implies the use of an index of the
general purchasing power of the dollar, Unfortunately from our standpoint, the
official conversions are based on a multiplicity of specific price indexes purporting
tu reflect the current replacement costs of the individual items or classes of items
processed. We refer to the Department of Commerce converstons, which are z:p-
plied to both fixed-asset corsumption (in the depreclation adjustment) and x]\
ventory consumption (in the inventory valuation adjustment) by means of such
replacement-cost indexes. While we prefer the use of a single comprehensive
index of prices, the overall results obtained from a multiplicity of speciﬂ(f?
indexes are not far different. In any case, we are constrained by the nature o
the avallable data to use the latter, which represents a conversion of histoﬂmll
costs into current-cost equivalents, rather than into current-dollar e-qulvale'nts.t

In the project in hand, we propose to compare current-cost with historica'l-cos
depreciation and current-cost with historical-cost inventory consumption. We can

1 See statement of Leonard Woodcock before the Ways and Means Committee on Jan.
28, 19735.
81 Fgr a dlscussion of this ssue, see Realistic Depreciation Policy, MAPI 1954, Chapter 12.
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then see what difference the conversfon makes in the profit figures. The study is
limited to the corporate system because profit as such is not available for the
unincorporated sector, and more specifically to nonfinancial corporations, the
category principally concerned with physical asset consumption, It is limited
&lso to the inflation of 1085-74.}

I. FIXED ASSETS

The Department computes annually current-cost depreciation on the fixed
assets of nonfinancial corporations, using two writeoff methods (straight-line and
double-declining-balance) and a variety of service-life assumptions.® It is non-
committal on the choice of depreciation methods, but does have a preference on
service-life assumptions (85 percent of Bulletin F lives). We shall use that as-
sumption in conjunction with the double-declining-balance writeoff.

A word on the cholce of writeoff, Notwithstanding the Department’s neutrality
on the issue, we entertain no doubt that the straight-line writeoff is in most
applications a grievously retarded measure of capital consumption, and that the
double-declining-balance method is in general more realistic. This is not the place
to argue the issue, which we have done at length elsewhere.® Suffice it to say that
this writeoff conforms quite well to both theoretical and emplrical evidence on
the typical course of capital consumption, especially for capital equipment (as
distinguished from structures), which accounts for around five-sixths of
corporate depreciation.

The following table compares the Department’'s computation of current-cost
double-declining-balance depreciation with its estimate of the depreciation al-
lowed for income tax purposes.

COMPARISON OF THE CURRENT-COST DOUBLE-DECLINING-BALANCE DEPRECIATION OF NONFINANCIAL
CORPORATIONS WITH THE DEPRECIATION ALLOWED THEM FOR INCOME TAX PURPOSES

{Billions of dollars]

Current cost Income tax Excess of (1)

opB¢ depreciation over (2)?

) @) Q)

1965 . . e $35.8 $35. 4 $0.4
L+ T 39.7 38.4 1.4
1967 o e TN} 4.7 2.7
1988 e e 9.0 45.4 3.6
E969. .. i 54.7 50.1 4.6
(1 2{ T S 60.6 54.0 6.6
1971, 65.7 58.2 1.5
1972... 70.6 63.6 1.0
1973... . 7.4 68.1 9.3
1974 (3d quarter) 1815 72.3 11.2

ll‘!;n Department’s '‘current-cost 2. This employs a more conservative index of construction costs than '‘current-
“ "

2 Diffarences may not check exactly because of rounding.
3 Our estimate.

‘ hllgtﬁ The excess of current-cost DD B over tax depreciation has grown from a negligibie amount in 1965 to $11,000,000.000
n .

II. INVENTORY

As indicated earller, the conversion of inventory consumption charges from
historical cost to their current-cost equivalent §x computed by the Department of
Commerce as the “Inventory Valuation Adjustment” (IVA). The calculation
allows for inventory consumption presently charged for income tax purposes by
LIFO and similar current-costing procedures, and converts only the balance
under historical-costing systems. The results follow.

! The atability of this margin In 1871-72 reflects the introduction in 1971 of the Aeset
Depreciation Range syatem for tax depreciation.
? All figures for 1974 are for the first three quarters only, at seasonally adjusted annual

raten.

$ Both writeoffs are extended over estimated full service lives. The double-declining-
balance method is applied with a straight-line awitch.

¢ Realistic Depreciation Poltey, MAPI 1954, Chaptera 3, 4. and 5.
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TABLE 2.—INVENTORY VALUATION ADJUSTMENT FOR NONFINANCIAL CORPORATIONS

Bitlions Billions

of dollars of doliars

1965, . ... ....... ... . 1.7 4.8
196h . . i i 1.8 4.9
1967 ... ........ ... 1.1 1.0
1968, ... ... .. ... . . ... 3.3 1.6
1969. . ... ... . .. 5.1 37.6

Here again we have a gradual rise In the excess of current-cost over historlcal-
cost charges, culminating in this case in a sudden surge to nearly $38 billion in

1974.
I11. ADJUSTMENT OF PPROFITS

We are now ready to put the pieces together and adjust profits as reported for
Income tax purposes.

TABLE 3.—ADJUSTMENT OF REPORTED PROFITS OF NONFINANCIAL CORPORATIONS
{Bullions of dollars}

Profits Profits Profits

Profits after before after

before tax as Under- tax as tax as

tax a8 Income tax reported statement adjusted adjusted ?

reported hability -@) of costs ! 1)-@ 3)~(4)

65.8 22.6 38.2 2.1 63.7 3.1

1.2 30.1 41.2 3.2 68.0 8.0

66.2 28.4 3.8 3.8 62.4 o

72.4 un9 38.3 6.9 65.5 3.4

68.0 337 4.3 9.7 58.3 4.6

55.1 21.6 28.2 11.4 4.3 16.8

63.2 29.8 3.4 12.4 50.8 21.0

76.3 33.4 43.0 14.0 62.3 29.0

1973, ... 95.8 40.7 55.0 26.9 68.9 28.1
1974 (3d quarter). ...... 114.0 4.1 66.9 4.8 65.2 18.1

1 The sum of the excesses of current costs over historical costs shownintablesland2. .

1Since this is a retrospective recomputation of profits, it takes as given the corporate income taxes actuaily paid. if
tax liabilities had been figured on the adjusted pretax emﬁts. the aftertax effect of the adjustment would, of course, have
bean reduced by the tax saving resulting thecefrom. Bul since they were actually figured on the reported rroﬁts throughout
lhovﬁ.umn nosuch tax savings. Adjusted aftertax profits are simply adjusted pretax profts minus actual taxes on uportoJ
profits.

Here is a startling picture. Adjusted after-tax profits started out in 1965 not
far below the reported figure. They wound up in 1974 less than a third as large as
reported. They were, moreover, only one-half of the 19685 figure in absolute
amount.!

RESTATEMI'NT OF RETAINED EARNINGS

An even wmore startling picture emerges when we subtract dividend payments
from adjusted after-tax profits to derive adjusted retained earnings.

1Jt should be acknowledged that there 18 a slight du{?ll(‘atlon in combining the deprecia-
tion and inventory adjustments. Practice differs widely with regard to the treatment of
depreciation, some companies charging it into cost of sales, others treating It as an expense.
Overall figures on the relative prevalence of the two procedures are not available. To the
extent that depreciation 1s included In the cost of sales, there i8 of course some duplica-
tion of the separate adjustment for depreciation, It §», however, relatively insignificant.
Even if all depreciation were so charged, it would make up 5 or 6 percent of the total
inventory-consumption charges, and the maximum duplication would therefore be this
percent of IVA. Nince the latter amounted to £37.6 billlon in 1874, the depreciation com-
ponent would be around $2 billlon, versus $11.2 billion for the separate depreciation
adjustment. Since onlﬁ part of depreciatlon I8 costed in this fashlon, the duplication is
necessarily much less than $2 billion. .
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TABLE &.—ADJUSTED RETAINED EARNINGS OF NONFINANCIAL CORPORATIONS
{Billions of dollars]

Adjusted . Adjusted
after-Tax Dividend retained
profits payments earnings
(¢)] @ [&) %

36.1 16.9 19.2
38.0 18.2 19.8
34.0 18.9 15.1
3.4 20.9 10.5
4.6 20.1 3.9
16.8 20.0 -3.2
21.0 20.2 0.8
29.0 22.2 6.8
28.1 23.7 4.4
18.1 26.0 -1.9

Over the past six years adjusted retained earnings have been negligible (in
two cases negative). Nonfinancial corporations have been distributing practically
all of their adjusted earnings, their reported savings representing little more than
;ge amount required to cover the understatement of costs. In 1974 the deficit was
&8 billion.

ADJUSTED PROFITS AND RETAINED FARNINGS IN CONSTANT DOLLARS

To make the horror story even worse, the dollar has been shrinking over the
interval and it is necessary to adjust for this by stating the results in constant
dollars. We use for this purpose the private GNP deflator (1965=100).

TABLE 5.—ADJUSTEO PROFITS AND RETAINED EARNINGS OF NONFINANCIAL
CORPORATIONS IN 1965 DOLLARS

{Billions of dollars!

Adjusted Adjusted
after-tax retained
profits earnings

) )

- st e

RORs=ERRER

NN 00 O TP OO o=t Cad thum
1}

PWPONWO ~ 00

WRDDNEDN PN

D N s gt PO N oD Cad

In constant dollars, the adjusted earnings of 1974 were roughly a third of 1985,
As for retained earnings, the figure was, as already noted, negative.

IV. EfFECTIVE INCOME Tax RATES ON ADJUSTED PROFITS

Since the income tax liabllity (federal and state) is computed on overstated
historical-cost profits it is obvious that the_effective rate on profits adjusted
for the overstatement is higher than the rate reported. The following table shows
the difference.
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TABLE 6.—EFFECTIVE TAX RATES ON THE PRETAX PROFITS OF NONFINANCIAL CORPORATIONS AS REPORTED
AND AS ADJUSTED!

{In percent]

On profits On profits
as reported as adfusted
4)] @

41.9 43.3
42.3 44.3
42.9 45,5
47,1 55.3
49.4 51.7
49.6 62.3
41.2 58.7
43.8 53.6
42.5 5%.1
41.3 72.2

1 Col. (2) of table 3 as percentage of cols. (1) and (5), respectively.

It is obvious at a glance that effective tax rates on real profits have moved
away from those on reported profits. Over the past five years they have aver-
aged 61 percent against 45 percent. In 1974 the rate reached 72 percent.

V. WHAT DoEs It MEAN?

It is clear that American business has not yet learned how to protect itself
against inflation. Overall, it has been unable to maintain normal margins even
in the overstated profits of conventional accounting. In terms of real profits, the
shrinkage has been drastic.

It is extremely ditiicult to protect even nominal profit margins in the face of in-
flation, owing to the tendency of unit costs to move up faster than realized prices.
Under prevailing practice prices are often fixed for substantial periods ahead.
Catalogs may be issued only annually or semiannually; seasonal merchandise
may be priced months in advance of delivery; long-cycle production may be
quoted before work is started ; etc. But even where prices are more quickly adjust-
able there is a general tendency to lag behind the march of costs.

It it is difficult to protect nominal profit margins it is still more so to protect
real margins. Since the latter are more adversely affected by inflation their
muaintenance requires even bolder and more aggressive action, not to mention
thelr restoration after they have been allowed to decline,

The core of (his action is of course pricing policy. Management must learn how
to price its products in an inflationary economy. This means first of all anticipa-
tory pricing—pricing in anticipation of cost increases prior to sale. It menas sec-
ondly a proper accounting of costs themselves, especially the cost of physical
usset consumption.

It must be acknowledged of course that such a-pricing policy may be impracti-
cable for an individual company in a market where the competition is pricing
on understated costs. The real remedy lies in the reform of policy across the
board. If all competitors are targeting their prices on fully stated costs, there is
a better chance that they can make them stick.

Obviously these exhortations assume the absence of price controls. Given such
controls, the efforts of management to maintain real profit margins are likely
to be frustrated by bureaucratic action. Since the authorities deal with nominal
margins only, and conceive it their mission to squeeze even these, real margins
suffer an amplified crunch. There can be no doubt that the controls inaugurated
in August 1971 contributed to the subsequent erosion of these margius, but it is
easy to exaggerate their impact. It is clear that the erosion was going on before
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controls entered the picture, and that the basic problemn is much deeper. It is
still with us now that they are gone.

Let us add in closing that the present situation is bad not only for business,
but for the nation as a whole. Despite the suspicion and disfavor that a'ttach
to protits in the eyes of many politicians and of a considerable part of the public,
it is vital that they be large enough not only to motivate the expanston of produc-
tive investment, but to finance a substantial part of it. It is frightening from the
public-policy standpoint that the reinvestment of corporate earnings, realistically
measured, has become negative. If this continues it will cost the country dearly.

Let us add further that the Alice-in-Wonderland accounting of costs and
profits that now passes for orthodoxy is a problem not only for business man-
ugement, but for the accounting profession, the regulatory agencies of the govern-
ment, and, not least, for the tax authorities. It is high time for concerted action
by all concerned.? -

It is gratifying in this connection that the accounting profession appears at
last to be grappling with the problem. In Britain, the Institute of Chartered
Accountants is studying a full-scale restructuring of aecounts to reflect inflation.
In this country, the Financlal Accounting Standards Board held hearings on the
subject last April. Another straw in the wind Is a statement of the Securities
and Exchange Commission urging its reporting companies to disclose to stock-
holders the amount of thelr earnings representing “inventory profits” (but not,
unfortunately, the amount reflecting underdepreciation).

These are hesitant first steps, to be sure, but we may hope that others will
follow. We may hope also, and even more fervently, that the tax authorities will
not be far behind. For the evils of undercosting are compounded by the present
practice of taxing capital consumption as income. No reform of costing proce-
dures can be more than partlally successful so long as this practice continues.

[Whereupon, at 5 p.m., the committee recessed to reconvene at 10
a.m, Tuesday, March 11,1975.]

1 A complete adjustment of profits for the effect of inflation would have to take account
of all elements of cost and benefit, not simply the cost of physical asset consumption. That
however, I8 a difficult undertaking and the accounting profession has by no means agree
on how it should be conducted. It seems likely that a comprehensive adjustment would
come out somewhat smaller than the $48.8 bflllon derived for 1974 (Table 3). On the
other hand, our adjustment for the cost of operations s itself inadequate since the
IVA covers only inventorled costs, less than three-quarters of the total. If the uncovered
portion were blown up in proportion to IVA, this would add another $10 billion to our
1074 figure, thus countering all, or more than all, of the shrinkage in that figure that
might come from a comprehensive adjustment.



ANTIRECESSION TAX CUT

TUESDAY, MARCH 11, 1975

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

The committee met, pursuant to notice, at 10:05 a.m., in room 2221,
Dirksen Scenate Office huilding, Senator Russell B, Long (chairman
of the committee) presiding,.

Present: Senators Long, Ribicoff. Byrd, Jr., of Virginia, Nelson,
Mondale, Gravel, Bentsen, Hathaway, Haskell, Curtis, Fannin, Han-
sen, Dole, Packwood. Roth, and Brock,

The Cuzairyax. This committee will come to order.

In order to move the hearings along, I am going to ask that each
witness summarize his statement in 10 minutes. We will use the proce-
dure that we have used so frequently when we are trying to move hear-
inigs along. We will use our egg timer to let the witness know when
his time has expired, and we allow 5 minutes for each Senator to ask
his questions, If he wants to ask some thercafter, he can come back in
for a second turn.

We are happy to have with us the Honorable Dale Bumpers, U.S.
Senator from Arkansus and former Governor of that State. Senator,
wo are very pleased to have you here today.

STATEMENT OF HON. DALE BUMPERS, A U.S, SENATOR FROM THE
STATE OF ARKANSAS

Senator Buypers. Mr. Chairman and members of the committee, I
have come here this morning in support of a proposed amendment,
which I have offered in this committee, an amendment to H.R. 2166.
The effect of the amendment is simply to remove from the bill title I
which provides for a rebate of 1974 taxes in the amount of $8.1 billion.

I recognize that this rebate, together with certain other portions of
the tax reduction bill, has an exce%lent chance of passage. I expect that
it is almost certain to pass, but I would like to explain briefly the
reasons that have led me to the conclusion that the rebate method of
tax reduction is not in the public interest at this time.

To begin with, a rebate of taxes already paid is not the kind of pay-
ment that any taxpayer has counted on. No one, at the time that he
paid his taxes, anticipated or planned for this extra refund. To strike
out the rebate would, therefore, not interfere with any taxpayer’s rea-
sonable expectations. It would, on the other hand, reduce by $8.1 bil-
lion sums that the Federal Government had reasonably anticipated

(309)
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would be available for expenditure. The deficit projections mean the
Treasury will certainly have to resort to borrowing an additional $8.1
billion, and of course that also means an interest payment at current
rates of about $48 million from now on.

There are situations, such as the present economy, in which budget
deficits are necessary, and I do not quarrel with the proposition that
deficit financing has a stimulative effect, particularly when the econ-
omy is in a recession, as at the present time. Nor do I quarrel with
some of the sizes of the deficits which have been mentioned.

But I urge very selective spending programs, those that are cal-
culated to reduce unemployment most and not cause additional infla-
tion. Over the past 40 years, and éspecially it seems the last 5 years, the
Government has used deficits as almost a drug, and we have come to
rely on them as a matter of habit. Striking out the $8.1 billion rebate
would at least be a small signal to the American people that the Gov-
ernment recognizes that deficit financing cannot continue indefinitely
without serious long-term economic consequences.

I personally have enough confidence in the American people to
believe that they would welcome this small evidence of fiscal responsi-
bility on our part. The budget deficits that are being talked of now,
by both the executive and the legislative branches, far exceed anything
that we have previously experienced in peace time, and some small
eff((l)rt to keep them within manageable bounds, I feel would be in
order.

Finally, I believe that other means of stimulating the economy are
far superior to a rebate of 1974 taxes. For example, this $8.1 billion,
instead of being returned to taxpayers in amounts that may be too
small to stimulate real demand, could be used to finance a program
of construction of waste treatment facilities or other needed facilities,
or perha%q to finance a public service employment program. In this
way the U.S. Treasury, which would be $8.1 billion poorer, would at
least have something concrete to show for its money, and there would
be a greater assurance that the $8 billion would actually go into the
stream of commerce as an increase in demand for goods and services.
It might be used to stimulate housing starts, the most depressed seg-
ment of our economy and the most labor intensive.

I am advised that the proposed rebate is calculated to reduce un-
employment by less than two-tenths of 1 percent.

In addition, it scems to me that a permanent tax reduction would be
a much greater and more reliable stimulus to the economy than a one-
time rebate,-or cven a 1-year tax reduction as proposed in title IT of
H.R. 2166. What the American people lack is confidence. Only when
confidence in this country, its economic and political future, is fully
restored, will the economy begin to rebound.

Consumers and businessmen alike need to feel that 1 year from now
$1 will be worth something to close to what $1 is worth now, allowing
for a reasonable rate of growth in the money supply to promote full
employment. Only when consumers and businessmen begin to feel
that kind of confidence, only when they can anticipate some reasonable
economic stability in the foresecable future, will demand be rekindled
in a way on which ecconomic planners can rely.

Striking out the $8.1 billion rebate might be temporarily unpopular,
but T personally believe that the American people would rise to the
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aceasion and would support such an amendiment as a statesman-like act
on the part of the Congress. '

Mr. Chairman, I appreciate the attention of the chairman of the
committee to these remarks.

The Crrairman. Thank you very much, Senator Bumpers.

I am going to call on Senators in the order in which they showed up
in the committee room. Since I was here first, I will give myself the
first opportunity.

One thought that occurs to me would be that if there was some re-
laxation in what T believe are the overly-rigid environmental require-
ments on highways, we could get just a lot more done. I know in my
State, we would like to move along on highway construction. I am not
talking about waiving any substantial environmental regulations, I
am just talking about when yon want to build something, you have to
show more than just the fact that a tree would have to come down.
And you are going to have to relocate some birds’ nests. They want to
know how many birds’ nests and what kinds of birds are in those
nests.

Then you have to argue about the air pollution, when in the last
analysis if the car is not driving over the new highway it will be
driving over the old highway and it would still have exhaust coming
out the end of the tailpipe. In either event, it seems to me that we have
gotten by without all that for a long time and we got some roads built.
If we could just get some relaxation of that, just to put it on the basis
where somebody interested in building roads would consider the en-
vironmental aspect and go ahead if there did not appear to be any
great damage to it, rather than having some environmental extremist
pass judgment on that, we might be able to just move a great deal of
public works in areas where in the last analysis we are going to con-
struct the hiFhways anyway, even if the environmentalists give us a
long, long delay before we ever get started.

What 18 your thought on that ?

Senator Buspers. Mr. Chairman, of course I have objected to this
expenditure, not because of any less desire on my part to stimulate
the economy as quickly as possible, but simply because I think that
this rebate is not calculated to reduce unemployment as quickly as
other programs might be that have a clear, more tangible benefit to
communities, to the States, and to the Nation.

As a Governor, I always felt that the Economic Development
Administration provided more jobs for the dollar than any single
Federal dollar that came to my State, other than public service jobs.
Governors, incidentally, are traditionally apprehensive about public
service employment, because we are invariably had. These people that
you hire for these jobs invariably lock themselves into some sort of an
indispensable position and when the Federal funds quit, they convince
the Governors and the legislatures that everything is going to fold if
vou let them be terminated. And the State is left to pick up the tab, and
I know that has been the situation in my State and other States.

But what I am saying is, for exampi}e. I think that the proposed
interest subsidy in the housing industry is a very good concept, one
calculated to get the housing industry going in this country. And as
I said, the housing industry is very labor intensive and there is no
segment of our economy more depressed right now than the con-
struction industry.
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So I am simply saying that this rebate is a misplaced priority. Quite
frankly, I cannot help but think that it has strong political overtones
to offer everybody $100 to $200 back that he is really not anticipating.
1 made a speech downtown yesterday, and I guess 1t sounds political,
but I will repeat it.

Not long ago, Newsweek magazine was quoting a cross section of
people, and one automobile mechanic—it was a comment that caught
my attention—an automobile mechanic in California displayed sub-
stantial cynicism. He said, you know, labor is organized, blacks are
organized, teache:s are organized, women are organized, everybody is
organized, but who the hell represents me? And I think he expressed
the same kind of cynicism that is pretty pervasive in the country. and
I think a lot of that is the result of decisions such as giving $100 to
$200 back that even, I expect, that gentleman is not looking forward
to. He would much rather see something tangible going on in his
community if he would have an opportunity to make a decent living
in doing it.

The Crzatryan. Thank you very much, Senator.

Senator Haskell?

Senator HaskerL. T have no questions, Mr. Chairman.

The CHAIRMAN. Senator Fannin ¢

Senator Fax~ix. Mr. Chairman, T did not have the privilege of
hearing the Senator’s testimony, but I will say amen to what T heard,
and certainly agree that every effort we make should be in providing
jobs for the people of our country, rather than in giving them the idea
that they are benefiting so greatly by having rebated to them $100
from their taxes. I think it is far more beneficial, if T understand the
Senator, to place this money into productive endeavors, and I hope
that we can make some changes as far as legislation is concerned.

The CrratrMaxN, Senator Hansen ?

Senator HANseN. Mr. Chairman, let me say that I, too, regret not
getting to hear our colleague. the distingnished Senator from Arkan-
sas, present his statement to the committee. T heard just the last few
words. and his observation that there may be political overtones con-
tained in some.of these bills, strikes a bell with me. And T might ob-
serve parenthetically that we left the Interior Committee. where the
glare of television lights is rather intense, in order that we could——

Senator Bumpers. T am going to hurry up there, Senator Hansen. I
did not realize that. [General laughter.]

Senator HanseN. T will be very much interested in reading your
statement.

Senator Bumrrrs. Mr, Chairman, I might add—and T do not say
this by wav of being a defeatist—but T hear the train coming. I do
not think there is anv question but that Congress is going to adopt this
tax rebate. but I feel verv strongly about the principle of it and about
the priority of it. and T simply wanted the committee to know my
feelings. And T would have felt remiss if T had not brought them to -
you. and T appreciate the opportunity. o

The CratrMAN. Don’t give up this soon, Senator. You have struck
a responsive chord with some of us.

Senator BuMmrers. Thank you very much.

The CuarmaN. Thank you.
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Senator Risicorr. You had better ask, Senator, in a responsive
chord, will they support you with their votes on the floor when you
present the amendment?

Senator Busrpers. I have been here long enough to learn that.

The CiairaaN. Next, we are going to have a panel cons_istin;i of Mr.
Joseph Pechman, director of economic studies at Brookings Institu-
tion; Mr. Herbert Stein of the University of Virginia, former Chair-
man of the Council of Economic Advisers; Mr. Murray L. Weiden-
baum, Washington University at St. Louis, former Assistant Secre-
tary of the Treasury for Economic Policy; and Mr. Charles Schultze,
gro]okings Institution and former Director of the Bureau of the

udget.

: G(;nt]emon, we are very happy to have you here. Is Mr. Schultze
1ere

Mr, Prcuyax. Charles Schultze is delayed. He will be here shortly.

The Cuairmax, All right, fine,

I would urge that each of you confine yourselves to 10 minutes,
and then we will ask whatever questions the committee wants to ask
when all of you have finished.

STATEMENT OF JOSEPH A. PECHMAN, DIRECTOR OF ECONOMIC
STUDIES, THE BROOKINGS INSTITUTION

Mr. Pecumaxn. Thank you, Mr. Chairman. I will not read my pre-
pared statement; and if you will, I would appreciate it if the state-
ment were put into the record. I would like to confine my remarks to
a set of tables—that I have appended to the statement—that were
run off on the computer late last week and over the weekend. I hope
the tables will be helpful to the committee in evaluating the House
bill which is under consideration, and several modifications which
might be made in it.

Basically, my major point in the statement is that the economy
is in trouble and needs a very, very substantial stimulus to get out of
it. The House bill reduces taxes in 1975 by $21 billion. My judgment
is, that while this goes a long way, it does not go far enough, and
I would urge the committee to increase the stimulus in 1975 to about
$30 billion.

The methods by which this stimulus can be increased, of course,
~are numerous, and I have specific proposals in my statement.

Senator Risicorr. Could you please refer us to the place in your
testimony where you show how you break down the $30 billion?
Do you have that in your statement ?

Mr. PEcuyaN. Yes;: I have that in my statement.

Senator Rinicorr. Would you tell us where you have it ?

Mr. Pecuyax. The alternative T am suggesting is on table 4, the last
table, which compares the individual income tax cuts in the House bill
and in the alternative that I recommend. This table omits the increase
in the investment credit and the increase in the surtax exemption under
the corporation income tax from $25,000 to $50,000, which together
amount to more than $5 billion, so that the totals of my alternative
would be $23.5 billion plus the $5 billion of the investment credit and
the surtax exemption increase. In addition, as you will see in a foot-
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note, refunds to people who do not file returns would amount to about
$1 billion. which makes a total of £30 billion. ]

Now let me just go through the tables to show how I arrived at the
proposed alternative. I am not wedded to this particular alternative.
but T think the principles are worth dwelling on.

Intable 1, I show a vompm'ison of the minimum t axable levels undm‘
present law with the official poverty levels as estimated by the Joint
Internal Revenue Committee staff. As you know. Congress in 1969
and again in 1971, adopted the sensible policy that the minimum tax-
able level under the individual income tax should not go below the
official poverty line. The last change that was niade of the exemption
level was in 1972, Since then, of course, the exemptions and the mini-
mum standard deduction have been eroded by inflation. One provision
of the House bill is designed to take care of this erosion: in other
words. to eliminate once again. those people who are below the poverty
line from the income tax rolls.

In the column in table 1 for the House bill. T show the minimum
taxable levels that would be generated by the inerease in the low
income allowance. or minimum standard doduction. from £1,300 to
$1.900 for single persons and $2.500 for married couples.

You will see that while the House bill does not quite duplicate the
estimated poverty levels in 1975, it does reduce the gap between the
poverty level and the minimum taxable level very substantially, and in
some cases, goes bevond.

My major suggestion to the committee is that it should seck a way
of increasing the tax cut resulting from the low income allowance
increase by raising the exemptions. The exemptions have been eroded,
not only for the low income people, but also for the middle and higher
income people. 1 show three methods of doing this.

One method would be to increase the per capita exemption clear
across the board to $900, and in order to hit the poverty lines more
closely. I recommend that a $£2,000 income allowance be coupled with
the increase in exemption. Now the virtue of this proposal i1s that an
increase in exemption reduces tax liabilities, not only for people who
use the standard deduction, but also for the people who itemize their
deductions. s you know there has been some eriticism that péople who
itemize deductions in the middle income classes get nothing out of the
House bill. I do think there is something to be said for paying atten-
tion to this deficiency.

My suggestion is that you do it in what I regard as one of the most
progressive ways; namely, an increase in the per capita exemption.

Now an alternative is to use the tax credit device which. of course.
is associated with the name of Senator Mondale. Senator Mondale has
recommended that you leave the exemption the same, but in order to
confine the tax benefits to the low and middle income classes, he pro-
poses that the taxpayer be given the option of taking a tax credit—a
substantial tax credit. In his case it is $200. and in table 1 I show the
effect of a %220 credit on the minimum taxable levels.

The difference between the two approaches is not very great. One
difference is, of course. that an increase in exemptions goes clear up
the income scale. Another difference is that the optional tax credit
gives a larger tax reduction to large families. I would slightly prefer
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an increase in exemptions to the optional tax credit, but I certainly
do not think that the ditference between the two is very large.

In table 2, I show the distributional effects by income classes of
these various devices of increases in the minimum taxable level, and as
you can see from the bank of figures called percentage distribution of
revenue change, all of the suggestions in table 1, are highly progres-
sive in the sense that a major share of the tax cut is concentrated in
the low and middle income classes. This holds true for the House bill,
it holds true for an exemption increase, and it holds true also for the
optional tax credit proposed by Senator Mondale.

In table 3, I go to the rate cuts that might be incorporated in the
bill. As you know, the House bill has two kinds of rate cuts which are
shown in the first two columns, One is a 10-percent rebate of 1974 taxes,
hedged by minima and maxima. The maximum is $200, which phases
down to $100 bet ween $20,000 and $30,000. The minimum is the amount
of tax paid in 1974, or $100 whichever is lower. As you can see from
that first column, that also is a very progressive tax measure,

In other words, a major share of the benefits go to low income classes,
and a substantial portion of the tax reduction is concentrated in these
classes, In addition to that, the House bill has what I regard as a ver
novel and important new feature, and I hope that the committee will
endorse this principal.

This feature is one that Senator Long has, for a long time, recom-
mended. I think he has béen supported in this endeavor by, many
cconomists who believe that the social security tax is excessively bur-
densome to lower income classes. Instead of touching the Social Secur-
ity Trust Fund, Senator Long has recommended that we simply give
a 10 percent rebate up to some amount, say $4,000 of earnings, from
the general revenues so that the curse of the regressivity of the social
secilrit,y tax would be removed, at least at the bottom of the income
scale, .

The House bill goes half-way, and I recommend that the committee
seriously consider going all the way toward the Long plan, In other.
words, doubling the 5 percent to 10 percent, but limiting the credit
to earnings up to $4,000 with a phaseout. That would Increase the
tax in the House bill by $2.5 billion. I think it would be $2.5 billion
ve:I-y well spent indeed.

n the last two columns, I show two other types of tax cuts. One is
a tax cut that the President proposed, and the other is a 2 percent
cut across the board. Those are not now being considered seriously,
but both of them, I think, should be given consideration whenever
tax cuts are suggested.

And finally, 1n table 4, T show what the revenue and distributional
effects of the proposals I make would be if the House bill were amended
“in the respects I mentioned, Namely, that the rebate—oh, I failed
to mention that I also propose that the rebate be increased to some-
thing like $10 billion from the present $8 billion, and that the com-
plicated rebate that is now in the bill, which is a vestige of the proposal
that the President recommended, ought to be replaced by a very sim-
ple per capita credit of $50, which would mean that a family of four
would get $200 as a rebate whether or not it paid taxes Iast year.
My view is that last year’s tax cuts should not be the basis upon which

48-493 0 - 75 - 21
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the Government hands out revenues in order to stimulate the economy
this year. . '

So that these three proposals, the increase in the rebate, the increase
in the personal exemptions, and the movement toward the full Long
plan oF 2 10-percent refundable tax credit for earnings up to $4,000
with a phase-out. between $4,000 and $6,000, would increase the n}dx-
vidual-income tax cuts, as you see, from $15.7 billion to $23.5 billion,
plus some additional credits that are included in the footnotes for
people who do not file returns. .

In addition to increasing the stimulus in the House bill, the pro-
posed alternative retains the principal in the House bill that the
tax cut should be progressive and concentrated in the lower and
middle income classes. B

Thank you very much, Mr. Chairman.

The CHaIrMAN. Thank you.

I would suggest that we hear from Mr. Stein next.

STATEMENT OF HERBERT STEIN, A WILLIS ROBERTSON PRO-
FESSOR OF ECONOMICS, UNIVERSITY OF VIRGINIA

Mr, SterN, Thank you, Mr. Chairman. I will not use my 10 minutes.
I think that we urgently need a tax cut and I do not want to be respon-
sible for delaying it any longer by the length of my statement.

The economy has fallen a long way, further than almost anyone
expected. It will undoubtedly fall more. The inflationary record of the
past 10 years and the inflationary danger of the future are a warning
that we must be cautious in pumping up the economy. They do not,
however, require us to accept the further decline and sluggish recover
that would be risked if the Government did not act to support the
economy. -

Tax reduction is an appropriate way to stimulate the economy to-
day. It is superior to expenditure increases. That is not because tax
- reduction is more stimulative, It may or may not be. It is because infla-
tion has substantially raised the real tax burden and because we have
had a large increase in nondefense spending by Government, rolative
to the GNP, over the past 20 years. I believe that the American peo-
ple would prefer to have more of their income left in their own hands
to spend, rather than being taxed away and spent by the Government.
I think we should take this occasion to move in that direction,

The $21 billion tax cut provided in the House bill seems a reasonable
amount to me, When I testified before the House Ways and Means
Committee on January 27, I said that I thought that the administra-
tion’s $16 billion tax-cut proposal was too weak. A copy of that testi-
mony is attached.

The House bill is somewhat stronger, and I welcome that. I do not
think anyone can tell within a range of, say, plus or minus $5 billion
what is the best size of the tax cut. However, I think that the House
bill is in the right ball park and I hope that its size will be acceptable
to everyone, After all, what is $5 billion between cooperating branches
of Government?

. It seems to me urgent that the tax cut should be enacted and put
into effect promptly. One reason for that would be that every week
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we delay seems to increase the size of the tax cut by about $5 billion,
and I think that is too large. Now this requires that each of us should
restrain himself about insisting that the tax cut take precisely the
form that he prefers. Therefore, while I shall indicate some points
of difference with the form of the tax bill, I would not want a fight
over these issues to delay the effectiveness of the tax cut.

I do not like the denial of income tax relief, under the part of the
tax cut that may be permanent, to upper bracket taxpayers. I can see
no basis for this discrimination other than petty demmagoguery. I do
not accept the notion that the more progressive the tax system, the
better, and I would hate to have it accepted as standard American
doctrine. Inflation has increased the real tax burden on taxpayers in
all brackets, although not equally. Taxpayers in all brackets should
get some relief, although not e lmﬁy.

I am concerned about the distinction made in the House bill be-
tween earned and unearned income, This will unnecessarily complicate
millions of tax returns. I recognize that this distinction is now effective
for taxpayers paying rates in excess of 50 percent. I do not like that
either; but in any case it affects relatively few taxpayers.

We would be better off to begin the process of reducing the tax on
corporate groﬁts than to make another jiggle in the investment credit.
We should recognize that the present system of taxing corporate
profits is unfair, as well as economically inefficient, and we should try
to correct that, rather than concentrating on giving the business sector
a succession of uppers and downers.

Most important, I hope that the provision for removing percentage
depletion allowances in the taxation of the oil industry wiB be elimi-
nated from the present bill, I say that as one who believes that per-
centage depletion should be eliminated. However, I fear that debate
over percentage depletion will delay enactment of the tax cut.

Also, I believe that percentage depletion should be removed as part
of a package that includes removal of price control on oil. While I
want to get rid of discriminatory tax preferences for the oil industry,
I do not think that public ({)olicy in total should treat the oil industry
as a pariah, even if we did not have the present energy problem and
still less because we do.

Thank you.

The CrarryMan. Thank you very much, Mr. Stein.

Mr. Murray Weidenbaum.

STATEMENT OF MURRAY L. WEIDENBAUM, WASHINGTON
UNIVERSITY, ST. LOVIS, MO.

Mr. WemeNBauM. Thank you, Mr. Chairman and members of the
committee.

It is a pleasure to be back here. I hope you find my statement
constructive.

(‘onfgressional action on the pending tax bill will be an important
test of the legislative branch's ability to move decisively in a period
of zltrgency. That will require setting aside popular but postponable
matters. -

I would make several points.
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Point one. the overriding need of economic policy is for prompt
congressional action on a reasonable amount of fiscal stimulus now.
The American economy is clearly in the midst of a severe recession.
The longer you wait, the more likely you will feel growing pressures
for voting for an excessive amount of stimulus, pressures for pushing
that proverbial panic button, with the unfortunate result of doing
too much too late. _

Point two, tax reform proposals, however desirable and attractive,
should not be permitted to delay the enactment of the tax cut; the
bill should be kept as uncomplicated as possible. Some of the reform
proposals remind me of the patient with an extremely painful tooth-
ache and a very bad set of buck teeth. Tt would be a most unusual
dentist who would set out to straighten the full set of teeth before he
rulled out the diseased one. Slowing down the pending bill by attempt-
ing simultaneously to close your favorite loophole, however you define
that pejorative term, may be satisfying to the psyche, but it will set
back the effort to promote economic recovery.

I urge the committee not to try to solve all the Nation’s problems at
once. As Voltaire said, “The best is the enemy of the good.”

Point three, “excessive oil profits” are not the major problem facing
the United States in 1975. Reading some of the current congressional
tax debates, it would seem that, after decades of living with depletion
allowances, that their elimination is suddenly the most urgent issue
facing the Congress. Frankly, I am not an enthusiastic advocate of
percentage depletion. If they were not already in the tax code, I would
not now urge putting them in. But I believe that we must deal with
the world as it is. I am not young and handsome, and depletion allow-
ances are in the tax code,

Candor also requires me to report that the capital needs of the
domestic petroleum industry jn the years ahead cannot be met from
retained earnings, even if profits grow even more substantially than
their current levels. The oil companies will be raising substantial
amounts of funds in the Nation’s capital markets. The lower their
profits, the larger will be their borrowings, and that will be at the
expense of housing,. utilities, and other users of capital.

In any event, since the Congress has not seen fit to change the oil
de[()iletion allowance since 1969, this seems to be an inopportune moment
to do so.

Point four, for maximum effectiveness, the tax cuts should be
designed to achieve just one objective, restoring economic prosperity
by stimulating production and employment in 1975. To convert this
into a social welfare bill would be most unfortunate. It would be far
better to have a temporarily uneven prosperity than a completely equal
distribution of prolonged recession. If the overriding problem is creat-
ing production and employment—and I understand that now is our
No. 1 priority—then it does not make sense to limit the tax rebates
to such small amounts that they will not suffice as downpayments
on homes, cars, appliances, and other big ticket items with a large
economic impact. As we have learned in the past, only a prosperous
and expanding economy generates the resources to reduce poverty
and achieve other social objectives.

Point five, for maximum speed and public understanding, keep the
tax cut proposal simple. On the consumer side, a straight 12-percent
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rebate on the 1974 personal income tax, perhaps to a limit of $750,
would surely be a psychological as well as financial boost to consumers.
This should be coupled with an immediate reduction in withholdin
on the 1975 tax of about 10 percent; the latter action will positively
affect the consumer's view of expected future income and make more
likely the rapid expenditure of the one-shot rebate. Similarly, a
simple investment tax credit, such as 10 percent or 12 percent for all
businesses, would be a needed spur to the sagging caﬁltal equipment
and construction sectors. et us remember that the task at hand is not
to protect people from last year’s inflation or the last decade’s injus-
tices, but to generate quickly the effective demand that will turn
around this economy which now is in a substantial recession.

Point six, avoid sowing the seeds of another round of double digit
inflation. Let us try to learn from experience. We need to avoid fight-
ing the recession in a way that will get us back in this hole a year or
two from now. It is most important to make the antirecession expendi-
ture increases temporary and any permanent tax cuts smaller than
the temporary tax reductions. New long-term commitments on the
budget will lead to more inflation and then to another round of defla-
tionary policy. The Nation would soon be back to where we are now,
but probably at even higher levels of inflation.

Finally point seven, the longer you wait, the more stimulus will be
required. The economic policy problem in early 1975 is like rescuing
a man who is sliding down a mountain; the longer you wait to throw
him a rope, the bigger that rope is going to have to be. That is not
just poetry. I am today urging more fiscal stimulus than I did when
I testified before the Ways and Means Committee in January and far
more than when I testified before the Senate Budget Committee in
early December. As I said at the out