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THE REVENUE ACT OF 1971

THURSDAY, OCTOBER 7, 1971
U.S. SENATE,

CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10 o’clock a.m., in room
2221, New Senate Office Building, Senator Russell B. Long (Chair-
man) presiding.

Present : Senators Long (presiding), Anderson, Talmadge, Hartke,
Fulbright, Ribicoff, Harris, Byrd, Jr. of Va., Nelson, Bennett, Curtis,
Jordan, Fannin, Hansen and Griffin. .

The CrarRMAN. Today the Committee on Finance begins an analysis
of the President’s program for economic recovery. The heart of the
economic plan, as embodied in H.R. 10947, is the restoration of the
investment tax credit, a benefit to business associated with purchases
of new plants and equipment. .

As we proceed through these hearings and on into executive sessions
to mark up the bill, it would be well for us to consider how this legis-
lation will fit into the so-called phase II program of economic controls.

T hope we can learn the extent to which wages and prices will con-
tinue to be controlled after November 15, when the current freeze
ends. Only if we have a clear picture of phase IT can we be sure that
the goals sought by this bill will not be thwarted by administrative
actions beyond the control of Congress.

H.R. 10947 has been heralded as a measure providing tax cuts of
more than $15 billion over the next 8 years. Of this, individuals are
reported to receive “a substantial share.”

My own analysis shows a rather different situation. In large meas-
ure, the personal income tax reductions under this bill are illusory—
illusory in the sense that they involve nothing more substantial than
a speed up of the tax cuts already enacted by Congress. The increase
in the low-income allowance, which was not recommended by the
President, is the lone exception. It provides new tax cuts in 1973 of
$1.1 billion for our poorest taxpayers.

The business community on the other hand would receive permanent.
new income tax reductions by the bill, totaling $6.5 billion in 1973.

As I see it, the bill is that simple—$7.6 billion of new tax cuts, only
one-seventh of which go to individuals. In my judgment, that can
hardly be characterized as a “substantial share.”” It certainly cannot be
characterized as a fair share.

(1)
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[ should think the Senate would want to redress such an imbalance
in the bill and provide a tax cut for every taxpaying American in this
country. Kconomic recovery, however it is achieved, 1s going to require
the cooperation of all Americans, and this bill should be a bill for all
Americans. In its present form, the bill appears to be too much of a
“trickle down” operation, with too little of it ever getting down.

We can make it a better bill and still be fiscally responsible in the
Senate, if we scale down the business tax benefits contained in the
depreciation speed-ups and the investment tax credit.

The revenue thus st ed could be used to provide across-the-board
personal tax cuts, possible by increasing the personal exemption or
by reducing tax rates.

Such a restructuring of the bill, in my opinion, would make it more
responsive to what I perceive to be the mood of the Senate.

The principal feature of this bill is the restoration of the 7 percent
investment tax credit. I recall, for the record, that Congress has twice
terminated this business tax credit for its role in overheating a pros-
perous economy and contributing to money crises and high interest
rates.

No doubt its restoration now will encourage business investments in
new labor-saving machines and equipment. History attests to that.
But we should be cautious lest restoration of this business tax subsidy
start another round of undesirable interest rate hikes.

Interest rates remain free of the President’s wage-price freeze. For
the life of me, I cannot understand why bankers should be so favored
when everyone else is asked to make a sacrifice in the name of economic
recovery.

At this point, I think Congress and the American people are en-
titled to some assurance that the tax-credit is not going to drive up
interest rates and prevent hard-working Americans from finding the
credit they need to buy houses, automobiles, and other costly items.

In the last analysis, it is axiomatic that if people can’t buy, business
can’t sell—and economic recovery, which we all want so badly, will
continue to elude us.

I would hope the Secretary would help us to find a way to provide
this assurance.

If prices ave to be stabilized then the public is entitled to more than
a freeze on interest rates. There should be a major rollback.

We will include in the record at this point the committee’s press
release announcing these hearings and a copy of the bill as it passed
the House and was referred to the Committee on Finance.

(The material referred to follows. Hearing continues on p. 5.)



PRESS RELEASE

FOR IMMEDIATE RELEASE COMMITTEE ON FINANCE
Monday, October 4, 1971 ’ UNITED STATES SENATE
2227 New Senate Office Bldg.

REVENUE ACT OF 1971 HEARINGS
COMMITTEE ON FINANCE

The House of Representatives is expected to pass the Revenue Act of 1971
tomorrow, This bill deals with the legislative proposals of the President's recent
economic message,

The principal features of this measure involve the reinstitution of the
investment tax credit, the repeal of the Federal excise tax on automobiles, the
acceleration of certain individual income tax reductions, and the enlargement of
the low income allowance,

In keeping with previous announcements that the Committee would expe-
dite action on this legislation when it reaches the Senate, the Honorable Russell B,
Long, (D., La,), Chairman of the Committee on Finance, announced today that on
Thursday, October 7, 1971, the Committee would begin public hearings on H. R,
10947, the Revenue Act of 1971, The hearing will begin at 10:00 a. m,, on Thurs-
day, Ociober 7, in Room 2221, New Senate Office Building.

Administration Witness . ~- The Chairman stated that the lead-off witness
would be the Honorable John B, Connally, Secretary of the Treasury, who would
testify on Thursday, October 7,

Public Witnesses . -~ The Chairman stated that public witnesses testi-
fying on the proposed Revenue Act of 1971 would be scheduled beginning on Tuesday,
October 12, Following the conclusion of the public hearinga, the Committee will
begin closed door mark-up sessions on the bill,

Senator Long noted that because of the broad interest in the legislative
proposals of the President's recent economic message, and the need to expedite
action on the bill, it will be necessary that oral presentationa not exceed ten
minutes,

Requests to Testify . ~- Senator Long advised that witnesses desiring to
testify during this hearing must make their request to testify to Tom Vail, Chief
Counsel, Committee on Finance, 2227 New Senate Office Building, Vashington,
D. C., not later than Friday, Cctober 8, 1971, Witnesses will be notified as soon
as possible after this cutoff date as to when they are scheduled to appear. Cnce
the witness has been advised of his date of appearance, it will not be possible for
this date to be changed. If for some reason the witness is unable to appear on the
date scheduled, he may file a written statement for the record of the hearing in
lieu of a personal appearance,




Consolidated Testimony . ~- The Chairman also stated that the Comn-~
mittee urges all witnesses who have a common position or with the same general
interest to consolidate their testimony and designate a single spokesman to
present their common viewpoint orally to the Committee. This procedure will
enable the Committee to receive a wider expression of views on the total bill than
it might otherwise obtain, The Chairman praised witnesses who in the past have
combined their statements in order to conserve the time of the Committee. And
he urged very strongly that all witnesses exert a maximum effort, taking into
account the limited advance notice, to consolidate and coordinate their
statements.,

Legislative Reorpanization Act , -~ In this respect, the Chairman
observed that che Legislative ®eorganization Act of 1946, as amended, requires
all witnesses appearing before the Committees of Congress ~~

"to file in advance written statements of their proposed
testimony, and to limit their oral presentations to brief
summaries of their argument, "

The statute also directs the staff of each Committee to prepare digests of all
testimony for the use of Committee members,

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

(1) All statements must be filed with the Committee at least one
day in advance of the day on which the witness is to appear. Ifa
witness is scheduled to testify on a Monday or a Tuesday, he must
file his written statement with the Committee by the Friday pre-
ceding his appearance.

(2) A1l witnesses must include with their written statement a
summary of the principal points included in the statement.

(3) The written statements must be typed on letter~size paper
(not legal size) and at least 100 copies must be submitted to
the Committee.

(4) Witnesses are not to read their written statements to the
Committee, but arc to confine their ten minute oral presenta-
tions to a summary of the points included in the statement,

Witnesses who fail to comply with these rules will forfeit their privilege to
testify,

PR #17
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The Cuairyan. Senator Bennett.

Senator Bexxerr. Thank you, Mr, Chairman. Just this one thing.
Since the President is going to announce phase II of the program
tonight, I imagine the Secretary has a very busy day ahead of him
so I appreciate the fact that you will give him the advantage of the
time that might have been used to read your prepared statement and
I will not make any further comment at this time.

The Cramrman. Then if there is no further comment I recognize
the Secretary of the Treasury.

STATEMENT O¥ HON. JOHN B. CONNALLY, SECRETARY OF THE
TREASURY, ACCOMPANIED BY JOHN PETTY, ASSISTANT SEC-
RETARY FOR INTERNATIONAL AFFAIRS; AND JOHN §. NOLAN,
DEPUTY ASSISTANT SECRETARY FOR TAX POLICY

Secretary ConNarnry. Mr. Chairman, and distinguished members
of the committee: I am very grateful for the opportunity to appear
here this morning, and 1 want to apologize at the outset for the length
of my statement. It is frankly much longer than I would like to make
but I feel in fairness to the many issues involved that this length is
required.

I will try to get through it as quickly as I possibly can but before
1 do I would like to introduce again to the committee the two gentle-
men accompanying me. On my rvight is Mr. John Petty, Assistant
Secretary of the Treasury for International Affairs, and on my left,
Mzr. John Nolan, Deputy Assistant Secretary for Tax Policy.

If I may now proceed with reading my statement: I appear before
you today to urge the earliest possible enactment of H.R. 10947 (the
Revenue Act of 1971). These tax proposals are an integral part
of the comprehensive economic program announced by President
Nixon on August 15,

The success of the new economic policy is gratifying, and I expect
this success to continue. Domestically, confidence is rising, inflationary
expectations are diminishing, and the outlook for strong growth in
employment progress in our efforts to improve our foreign trade and
financial position. Steps are being made to create a viable and effective
international monetary system.

Briefly stated, Mr. Chairman, H.R. 10947 would :

Establish a 7-percent job development credit;

thRoduce individual income taxes for 1971 and the years there-
after;

Repeal the 7-percent excise tax on passenger automobiles, and
the 10-percent tax on small trucks;

Permit deferral of taxes for export income of Domestic Inter-
national Sales Corp. (DISC’s) ;

Provide for creation of a new depreciation system containin
elements of the asset depreciation range (ADR) system adopte
by the Treasury Department in June, 1971, except the special first
year convention (which resulted in a major part of the revenue
loss) ; and
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Make a number of structural improvements in the tax law, in-
cluding some which are clarifications of existing law.

Mpyr. Chairman, with two exceptions the administration is prepared
to accept HL.R. 10947 as passed by the House. First, we object to the
action of the House in applying the DISC proposal on an incremental
basis.

We earnestly believe that all qualitied export income should be eligi-
ble for the deferral. I shall discuss our reasons for this view later.

We also object to the rejection by the House of the President’s re-
quest for a two-stage investment credit. In order to stimulate equip-
ment purchasing and employment in the months ahead, President
Nixon asked for a credit of 10 percent until \ugust 15, 1972, and 5
percent thereafter. In authorizing a flat 7-percent credit, the House
has eliminated some portion of the short-run stimulative effects of the
President’s program. Businessmen faced with the opportunity to ob-
tain a 10-percent credit rather than a lower amount for increasing
their level of activity in the short run would take advantage of it.
Employment would be increased much more quickly.

Mr. Chairman, an objective analysis of the comments made in the
House Ways and Means public hearings and the discussions in the
executive sessions must conclude that this Nation needs a job develop-
ment credit at a permanent rate of at least 7 percent in the years
ahead. .

Experience with ecarlier investment credits demonstrates that the
domestic benefits will be great. Such a credit will provide jobs and
income for workers and will foster the greater productivity that pro-
motes price stability and rising living standards for all Americans.

However, the really clinching argument for a long-run credit of at
least 7 percent, coupled with the depreciation changes approved by
the House, stems from the well-recognized need for the United States
to enhance its competitive position in world trade. All of us are
familiar with the remarkable progress made by Japan and the indus-
trial nations of Western Europe—with, I might add, considerable help
from us—in rebuilding their war-torn economies.

But what is not generally recognized is that many of these nations
tailor their tax systems to encourage capital investment. After the
war, these countries had to encourage savings and investment in their
economies. Their economic survival was at stake. Qur own country
has never previously been so challenged. As a result, our tax system
is to a considerable extent biased in the opposite direction.

For example, other industrial nations are relying increasingly on
the value-added tax as a major source of revenue, As generally applied
abroad, purchases of new capital equipment are exempt from the tax.
To the extent these countries rely on the valuc-added tax instead of
income taxes, the effect is the same as if the cost of capital equipment
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were allowed to be deducted in full in the year purchased, rather than
being depreciated over a period of years as we require under our
income tax system. Further, a value-added tax affects only spending,
in contrast with an income tax, which hits the saver just as hard as the
spender.

There are several ways in which tax structures in industrial nations
can be analyzed to estimate their impact on new productive invest-
ment. The most informative analysis is the comparison of capital costs
of manufacturing machinery and equipment, from country to coun-
try, when adjustment is made for income tax provisions.

These tax provisions include the level of the corporate tax, deprecia-
tion allowances, and investment allowances and credits. Stated simply,
we must ask how the total tax systems affect the cost of acquiring
and using new manufacturing equipment in the various countries.

In this respect, the American tax system compared poorly with
those of our major competitors. In table I the cost of acquiring and
using machinery and equipment in the United States in 1970 is equated
to an index of one full dollar. As illustrated, businesses abroad enjoy
tax provisions that lower their costs to:

79 cents in the United Kingdom;
81 cents in Japan;

82 cents in Italy; and

83 cents in Western Germany.

Will the 7 percent Job Development Credit and the new depreciation
system put U.S. business on an equal footing with its competitors
abroad?

The answer is no. Iiven taken together they will lower cost only to
87 cents in the United States. It would take a long-term credit of at
least 10 percent—plus the depreciation changes—to bring us into
their range of capital costs.

Clearly, Mr. Chairman, if our producers are to be able in the years
ahead to compete more effectively in an increasingly competitive world
protecting the American working man’s job and income, we must enact
an cffective Job Development Credit and retain the features of the
depreciation system approved by the House.

Indeed, the case for both the short-run stimulation of a two-stage
credit and the benefit to our competitive capacity of a permanent 7
percent credit is so strong that we urge the committee to adopt an
amendment that would effectively serve both goals—the establishment
of a 10 percent Job Development Credit until August 15, 1972, falling
to only 7 percent thereafter.



(A table follows:)

Table I.—Comparative capital costs of manufacturing machincry and equipment
as influenced by income tax policies: Corporation income tax rates, depreciation
allowances, and investment allowances and credits; major industrial countries,
1971

[United States, 1970=100]

Comparative
Country : cost of capital
United Kingdom._.___ . 79.1
JaDAN e 81.1
Tty e 81.9
West Germany . ... 82. 8
Sweden e e 83.0
Belgium e 84. 7
Franee .o e e 89.7
The Netherlands- . e 94.1
Canada e 97. 2
United States (1970) . e 100.0
United States with ADR._ . e 95. 6
plus 5 percent investment credit® . _______ 88.9
plus 7 percent investment credit . ______________________ 86. 2
plus 10 percent investment eredit - . . ______._ 82.1
United States with ADR, less modified 1st-year convention_______ 96. 6
plus § percent investment credit- . _______________ 89.8
plus 7 percent investment credit- - 87.1
plus 10 percent investment eredit- - _____________ 83.0

United States without ADR
but with § percent investment credit. . ____ 93.2
but with 7 percent inyestment credit_ . ___________ 90. 5
but with 10 percent investment credit_ .. ______ 86. 4

Office of the Secretary of the Treasury : Oflice of Tax Analysis.
1 Effective credit assumed to be unaffected by income limitation for purposes of

international comparisons.

Secretary Connarry. Mr. Chairman, H.R. 10947 has been criticized
as favoring business over individuals. In this respect, I think any fair-
minded person would agree that neither the House bill nor the resi-
dent’s proposals on which it is based should be judged alone. All of
the recent and prospective changes in the income tax laws should be
considered. As you know, the Tax Reform Act of 1969 granted a mas-
sive tax cut for individuals, spread over a 4-year period, while it
sharply raised taxes on corporations. In fairness, therefore, any judg-
ment about the relative tax impact between corporations and indi-
viduals should cover the 5-year period beginning in 1969. It should
also include the impact of the new depreciation system as well as the
other provisions in the House bill.

When this tally is made, as set forth in table II, you will find that
tax payments in this 5-year period by individuals (mainly in the low-
and middle-income brackets) will have been reduced by $36.4 billion.
Tax payments of corporations in the same period will have actually
increased by $3.2 billion.

(Table IT referred to follows:)
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TABLE 11.—ESTIMATED EFFECT OF 1969 TAX REFORM ACT, ADR AND WAYS AND M

CORPORATIONS

{In billions of dollars]

EANS COMMITTEE ACTION ON CALENDAR YEAR LIABILITIES DIVIDED BETWEEN INDIVIDUALS AND

Individual Corporations
1969 act Committee action 1969 act Committee action Tottial
Indi-
Termina- Eliminate Termina- Eliminate viduals
tion of ADR  1income New tion of ADR New and
Reform invest- 34 year tax Excise invest- Reform invest- 34 year invest- Excise cor-
Calendar and ment conven- reduc- tax ment and ment conven- ment tax pora-
year relief credit ADR tion tion relief t credit Total relief credit ADR tion credit DISC relief 1 Total tion
1969 .. .. ... H0.4 e +0.4 ... 0.5 +0.5 +0.9
1970 -1.4 L 2 — +1.0 B 1 +2.9 +2.1
1971 —-5.2 +.6 ~0.6 +0.4 +1.4 —0.8 -0.3 -7.3 +1.1 +2.5 —-2.2 +1.7 -1.2 +1.8 —-5.5
1972__ —-8.1 +.6 -7 -.3 -3.2 2.3 -7 1Al +1.2 +2.7 -2.7 +1.4 -2.9 —-.7 —14.8
1973 -10.8 +.6 —0.8 +.3 =11 -2.0 —.8 -—l46 +1.3 +2.9 2.2 +1.2 -3.1 -1.4 -16.0
Total.___. —-25.5 +2.8 =21 +1.1 -5.7 -5.1 -1.8 -36.4 +4.6  +10.5 -8.1 +4.2 -7.2 +3.2 -33.2

1Split as per committee report.

Source: Office of the Secretary of the Treasury, Office of Tax Analysis.
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Secretary Connarry. These figures indicate that rather than pro-
viding a “bonanza for business”, we have if anything gone too far in
cutting individual income taxes at the cost of productivity, growth
and international competitiveness.

But the fact is, Mr. Chairman, that constructive discussion of tax
policies in this country has been hampered for years by the old dogma
which })its individuals against business. A corporation is not an
entity that stands separate and apart from individuals. A corporation
is simply a type of arrangement that every free nation has found
exceedingly useful in serving the ends of any economic system—the
creation of jobs and a rising standard of living.

Morcover, the task of “allocating” income tax cuts or increases to
individuals versus corporations is greatly complicated by the fact
that, by and large, an income tax levied on an mdividual cannot be
passed on ; he must bear the brunt of it.

However, taxes borne by corporations inevitably affect individuals.
If a tax cut is passed on in the form of lower prices, consumers bene-
fit. If passed on in the form of dividends, stockholders benefit. And if
reinvested in new and better equipment, jobs will increase in the in-
dustries that supply the equipment, future pressure on prices will
be reduced, as productivity rises, and our trade position should im-
prove as a result of increased competitiveness in world markets.

However, my purpose today is not to explain the fundamental
aspects of our f);'ee enterprise system, but rather to illustrate the need
for a little realism in dealing with tax policy.

Before turning to the specific provisions of H.R. 10947, T should like
to emphasize the need for maintaining the fiscal balance in President
Nixon’s New Economic Policy. Although a small deficit in the full
employment budget may be unavoidable in the fiscal year ending
June 30, 1972, we shall run grave risks if we unduly enlarge that deficit.

Tt is, therefore, gratifying to note that H.R. 10947, together with the
administration’s planned outlay reductions, will actually reduce the
full employment, deficit for fiscal year 1972. T would hope that your
committee and the Senate as a whole would guard carefully against
increasing that deficit. This means that additional tax relief to indi-
viduals which is already huge in the 5 years since 1969 could not be
granted nnless offset with appropriate revenue increases from other
sources. With the pressing need for cutting business taxes to stimulate
i{westment, I know of no source from which such revenues could be
drawn.

Let me now turn to the specific provisions of H.R. 10947, beginning
with the job development credit.

A, JOB DEVELOPMENT CREDIT

The President recommended enactment of a job development credit,
similar in many respeets to the old investment credit, except that it
would initially be at the rate of 10 percent and would later drop to 5
percent as the permanent rate. The two-level credit was designed to
achieve an immediate response in order to reduce unemployment and
improve productivity quickly.
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The reward of a higher credit for immediate purchases of capital
goods, and the prospect of a much lower credit if capital spending
plans were not accelerated, would have had the effect of inducing a
quick response.

After public hearings, the House Ways and Means Committee con-
cluded that there were serious difticultics in a two-level credit. The
committee expressed concern over the transitional problems in drop-
ping from one level to another, the inequities to producers of some
long leadtime equipment, and the danger of accelerating too much
of the normal capital spending that would occur in 1973 and 1974
into 1971 and 1972. This led the House to adopt a flat 7-percent credit.

Nevertheless, we remain convinced that a two-stage credit is prefer-
able. As noted earlier, however, the case for a 7-percent figure on a
continuing basis is very strong. Consequently we urge the committee
to adopt a 10-percent credit for property acquired in the period August
16, 1971, through August 15, 1972, or property ordered by August 15,
1972, and acquired by February 15, 1973. The credit should be at the
permanent rate of 7 percent thereafter.

The other major difference of the job development credit from
the old investment credit is the exclusion of foreign-produced property
from the benefits of the credit for as long as the temporary import
surcharge remains in effect. The House inproved upon our original
recommendation by giving the President authority to allow the credit
during this period for any article or class of articles if he determines
that the disallowance of the credit is not in the public interest.

This will permit the credit to be allowed, for example, in cases where
there are no U.S. producers of the equipment, or where there is only
one T17.S. producer and allowance of the credit for that producer’s
equipment and no others would tend to create a monopoly. We recom-
mend that the provision excluding foreign-produced property during
the period of the temporary import. surcharge, subject to this Presi-
dential authority, be adopted by the Senate.

We also accept other actions by the House in revising the applica-
tion of the credit

in increasing the credit for property of regulated public utili-
ties from 3 to 4 percent;

in allowing the credit in part (one-third) for property with
a life of 3 or 4 years, in greater part (two-thirds) 5 or 6 years,
and in full for property with a life of 7 years or more, rather
than the longer lives required under the 1962 credit;

in extending the credit to livestock so that farmers will benefit
to a greater extent;

in limiting the credit for used property by offsetting against
the new $65,000 limit the cost of new property acquired by the
taxpayer so as to limit this allowance to small business for whom
it was intended; and

in making other structural improvements in the credit.

We strongly endorse the action of the House in approving a new
depreciation system which incorporates the major administrative ad-
vantages and simplifications of the ADR System adopted by the
Treasury Department in June 1971. The House bill provides that the
Treasury Department has authority to permit depreciation lives to
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be taken from a range which varies up to 20 percent from the antici-
pated industrywide levels for the particular classes of assets. The
House bill rejects the so-called three-quarter-year convention, which
was an element of the ADR System resulting in a major revenue loss
($2.1 billion of a total revenue eifect of the ADR System of $2.8 billion
in 1971 and somewhat lesser amounts in subsequent years.) This
special first-year convention was designed, within the limits of the
administrative authority of the Treasury Department, to provide
more uniform benefits to long- and short-lived equipment. In general,
the shortening of lives benefits long-life equipment more than short-
life equipment, and the three-quarter-year convention served to re-
store much of the balance.

The aunthority to prescribe a range of lives which varies up to 20
percent from anticipated industrywide levels is essential, in conjunc-
tion with the Job Development Credit, as I have previously shown, to
provide allowances in any way comparable to those granted by other
major industrialized countries. We must provide comparable allow-
ances if we expect our companies to continue producing in the United
States for foreign markets rather than building factories abroad.
The 20-percent variance is also essential to make all the major admin-
istrative reforms in the new depreciation system work effectively; to
do equity between competing taxpayers, some of whom could establish
their individual right to shorter lives within this range in any event;
and to recognize the substantial degree of obsolescence which has oc-
curred since 1962—when the industrywide guideline lives were
adopted—as a result of technological change, increasingly severe en-
vironmental control requirements, licrease competition from new
highly eflicient foreign plants, and other factors.

As was recognized by Congress in 1962 in enacting the investment
credit in conjunction with a shortening of depreciation lives by ad-
ministrative action at that time, the two provisions work hand in hand
to encourage modernization of plant and equipment. The combination
of the Job Development ('redit and the new depreciation system in the
limited form adopted by the House will be a highly effective incentive
for investment in new productive facilities, enabling us to expand our
productive capacity and our output of goods and services. The bene-
fits will be shared by workers, consumers and investors. Thus:

Workers will benefit because the number of jobs will thereby be in-
creased, reducing unemployment. Permanent benefits from increased
productivity as a result of giving workers the most modern machinery
and equipment available will provide the basis for wage increases
which are not eroded by higher prices.

Consumers will benefit because greater efficiency and productivity
will help stabilize prices, and greater output will encourage develop-
ment of new products and services. U.S. industry will become more
competitive with foreign producers, with obvious resulting benefits to
constimers.

Investors will benefit because the changes will help restore a reason-
able level of corporate profits, providing adequate incentive to sustain
investment for a continuing high level of economic activity and future
growth in the United States.

This growth is essential if we are to achieve the goals we seek as a
nation today. We seck a higher standard of living—higher wages with-
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out higher prices. We seek as a society to deal more effectively with
poverty, inadequate health and educational facilities, undesirable liv-
ing and working conditions in our congested cities, the deteriorating
quality of our environment, and other pressing human problems. To
achieve these objectives, we must increase productivity and thereb
growth in our real output. The resulting increase in national wealth
will provide revenues for wage increascs, an adequate return on in-
vestment, and increased taxes in the long run to enable government to
provide for the needs of all our citizens.

B. TAX REDUCTIONS FOR INDIVIDUALS

The House bill follows the President’s recommendation to accelerate
the individual income tax reductions scheduled for January 1, 1973, to
January 1, 1972. As a result, the personal exemption will be increased
to $750 and the standard deduction will be increased to 15 percent with
a $2,000 maximum effective that date, resulting in additional tax relief
for individuals in 1972 of $2.2 billion.

The House bill grants much greater tax relief for individuals by also
increasing the personal exemption for 1971 from $650 to $700 effective
July 1, 1971, resulting in additional relief of $900 million ; by eliminat-
ing the “phase-out” of the low income allowance for 1971, thus provid-
ing an additional $400 million in benefits in 1971 to low and middle
income taxpayers; and by increasing the low income allowance for
1972 and subsequent years from $1,000 to $1,300, resulting in tax re-
ductions of $1.0 billion per year. The latter change will insure that no
person or family with an income at or below 1972 poverty levels will
be required to pay any tax or file a return; it will also provide sub-
stantial tax relief for persons and families with incomes above the
poverty levels.

These changes would be implemented in part by changes in with-
holding taxes to take effect November 15, 1971, underscoring the great
importance of early action on this bill by the Senate. The withholding
tax changes on November 15, 1971, and on January 1, 1973, will also
vesolve in large part the problem of underwithholding which have
occurred as a result of the mcrease in the low-income allowance in the
1969 act, and which would be accentuated by the increases in that
allowance in the House bill.

The additional tax relief for individuals without important revenue
loss in the bill was made possible by the reduction in the benefits of the
liberalized depreciation system by the House. We consider these
changes to be reasonable. The combination of these changes and the
benefits acceruing to individuals from repeal of the automobile and
small truck excise taxes will mean reductions in taxes of individuals
of $2.1 billion in 1971, $5.9 billion in 1972, and $3.6 billion in 1973. If
the reductions already scheduled for 1972 and 1973 under the Tax
Reform Act of 1969 are also taken into account, the additional tax
reduction for individuals from preexisting 1971 levels will be $8.6
billion per year.

The resulting increase in consumer purchasing power at the rate of
$8.6 billion per year beginning January 1, 1971, will provide a power-
ful stimulus to business activity. It will operate hand-in-hand with the
job development credit and the depreciation changes to increase the
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number of jobs, the level of output of %‘oods and services, and hence
the level of Government revenues in the future. They will thereby
help finance a better society for all our people.

C. REPEAL OF THE AUTOMOBILE EXCISE TAX

The House adopted the President’s recommendation for repeal of
the 7 -lpercent automobile excise tax effective August 16, 1971, and also
repealed the 10 percent excise tax on small trucks, effective Septem-
ber 23, 1971. These trucks, primarily pickup trucks, are extensively
used for pleasure and recreational purposes or are used by farmers
and small businessmen and to a very large extent they are sold in direct
competition with private automobiles. While the truck tax goes to
the highway trust fund, the truck tax on these small trucks generates
more tax than is appropriate in light of their cost responsibility for the
highway system. We endorse this additional action in the House bill.,

The repeal will result in refunds to persons who purchased cars or
small trucks on or after these effective dates and prior to this bill
becoming law. Purchasers after the date of actual repeal will pay re-
duced prices for their automobiles or small trucks. The average reduc-
tion per automobile buyer is $200 per car, and the four major U.S.
automobile manufacturers have given assurance that the entire bene-
fit of the repeal will be passed on to the consumers. The distribution
of automobile purchases is roughly a constant proportion of income,
so this reduction amounts to a fairly uniform benefit among all income
groups. While a higher proportion of used cars are purchased by lower-
income groups, the repeal of the tax on new automobiles will result
in a reduction in the price of used cars, so the lower-income groups will
obtain proportional benefits.

Lower prices will mean a substantial increase in the demand for
automobiles and small trucks. When coupled with the temporary im-
port surcharge and the denial of the job development credit during
this sume temporary period for foreign-produced items, there will
be an even larger growth in the sales of domestic cars and small trucks.

D. DISC

Our fourth recommendation was for adoption of our prior pro-
gosa,l for tax deferral for export income of Domestic International
Sales Corporations (DISC) if such income is used in export-related
activities. Our original DISC proposal was favorably reported by the
House Ways and Means Committee and adopted by the House in
1970. We recommend adoption of that same proposal now except that
it should be fully effective on January 1, 1972, rather than being
“phased in” gradually over several years as the 1970 House bill
provided.

In the current bill, the House has substantially crippled the effec-
tiveness of the DISC proposal in serving its main objective of keep-
ing jobs in the United States by applying the DISC proposal largely
only to increased or incremental export sales. We strongly urge the
Senate at this time to restore DISC to the form in which we recom-
mended it so that it will be fully eflective in encouraging our com-
panies to produce in the United States for export sale in foreign
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markets, rather than to move their factories abroad to take advantage
of more favorable tax treatment for manufacturing abroad.

Under existing law U.S. companies may obtain deferral of U.S.
tax by manufacturing abroad through forei§n subsidiaries for sale
in foreign markets. The DISC proposal would provide the same tax
treatment for income up to 50 percent of profits attributable to the
manufacture and sale of goods for export if the manufacturing oceurs
in the United States. The other 50 percent of the profits would be
deemed to be the manufacturing portion of the total profits attribu-
table to the manufacturing activity in the United States rather than
the portion attributable to sale outside the United States, and such
50 percent would be taxable currently by the United States.

The income from export sales which receives the deferral treatment
must be used either to increase the export sales activities of the DISC
or it may be lent to a U.S. producer, usually the parent company, to
finance increases in inventories, machinery, and equipment and other
fixed assets, or research and development expenditures. The amount
of such loans could not exceed the portion of the total expenditures
for these purposes which the borrower’s export sales bear to its total
sales. Thus, t}m deferral of tax on DISC income is available only so
long as the income is, in effect, used for export-related activities, When
the amounts are paid as dividends to the DISC shareholders, or when
the DISC ceases to qualify as such for any reason, the income is fully
taxed as ordinary income to the U.S. shareholders.

The DISC proposal is obviously designed to induce companies to
continue manufacturing in the United States for sale abroad, thus
keeping jobs at home, rather than exporting their manufacturing
activities and know-how to foreign countries,

This purpose will be largely frustrated by the incremental concept.
More than one-third of our top 100 exporters showed a declining
or level export trend for the period 196467, and it is fair to assume
that this downward trend has worsened since 1967 as foreign competi-
tion has grown stronger. These companies will have no incentive to
continue manufacturing in the United States for foreign markets. In
the case of other companies, the incremental DISC concept at best pro-
vides only partial deferral treatment, so the effectiveness of the DISC
in keeping jobs at home will be greatly reduced.

The original form of the DISC, as adopted by the House of Repre-
sentatives in 1970, would be extremely effective in inducing U.S. com-
panies to continue manufacturing in this country. Detailed presenta-
tions of the effect of the full DISC concept on their planning submitted
biy Union Carbide, Hewlett-Packard, and other companies made this
clear.

Furthermore, the “incremental” limitation misconceives the im-
portance the DISC would play in helping to resolve our balance of
payments difficultics. A DISC on an incremental basis will not pro-
vide an incentive to help arrest the decline in export sales of so many
of our companies. From a balance-of-payments standpoint, it is as
important to maintain a dollar of existing export sales against loss as
it is to increase export sales by $1.

The incremental approach gives rise to very serious inequities. It
penalizes those corporations who made substantial efforts to main-
tain or boost their exports in the base period years, while favoring those
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who did not do so, thus creating disparities between companies directly
competing with one another, some of which will get the benefits of tax
deferral and some of which will not. Unless very complex adjustments
are made, the approach takes no account of unusual business conditions
which may have resulted in either abnormally high or low exports
during the base period. Moreover, it favors new entities, who have
borne no risks in developing new markets abroad, and discriminates
against the exporters who have herctofore made the greatest effort.
In a very real sense it betrays those businesses which acted responsibly
by participating in the Commerce Department’s voluntary export ex-
pansion programs. These companies are prejudiced in direct pro-
portion to the extent they increased their export sales in the 1968-70
period at the Government’s request.

Finally, the incremental concept poses extraordinary technical prob-
lems. This complexity greatly reduces the utility of the concept to
smaller businesses.

The House Ways and Means Committee in 1961 considered in detail
the possibility of adopting the investment credit on an incremental
basis in an effort to respond to similar allegations of windfall benefits
for investments in capital goods that would have been made anyway
even without the credit. That committee finally abandoned the idea
as inherently inequitable and unworkable. The Senate should reject
the incremental DISC concept as equally unworkable, inequitable, and
gamaging to the basic purpose of DISC to retain jobs in the United

tates.

In addition to serving the interests of labor by creating more jobs in
the United States, the DISC proposal serves the interests of business
and consumers as well. The interests of business are served because our
present tax laws and those of other countries tend to favor overscas
groductions; many U.S. businessmen would prefer to continue pro-

ucing in the United States for foreign markets if the tax treatment for
U.S. production could be equalized. The interests of consumers are
served because a higher level of exports is needed to support continued
expansion in imports.

The DISC proposal, when fully effective, even without the incremen-
tal concept, would result in a revenue deferral of only approximately
$600 million annually before allowing for the effect of increased reve-
nues from the feedback benefits to the economy. This amount might be
only $300 million in the first full year of its operation while exporters
arrange to take full advantage of its provisions. We estimate that with-
out the incremental limitation, it will result in an increase in annual
export sales of $1.5 billion or more, which will mean more gross na-
tional product—more tax base in the United States and more tax
revenues.

Mr. Chairman, thank you very much.

The Crtairyman. Thank you, Mr. Secretary.

In order to accord all members an opportunity to ask those questions
that come to them first and participate in this morning’s session, the
Chair will impose a 10-minute rule, if there is no objection to it, on all
Senators, on the first round of interrogation. On this occasion I believe
it would be appropriate to let the junior members begin the interroga-

" tion. T will first call on the Senator from Wisconsin, Mr. Nelson.

Senator NerLson. Thank you, Mr. Chairman.
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Mr. Secretary, I would like to pursue the question of the DISC a
little more. Last Iriday I read some excerpts, you may recall, from a
strong criticism made of DISC by Prof. Stanley Surrey. At that time
your response was:

I think much of the difference of philosophy between Mr. Surrey and Mr. Cohen
and Mr. Nolan and I would certainly include myself on the side of Mr. Cohen and
Mr. Nolan.

On September 30, several days ago, the Wall Street Journal wrote a
strong editorial criticism of DISC and they came out on the philosophi-
cal side of Stanley Surrey.

They state:

Professor Surrey's objections are persuasive and can be augmented. The use of
special tax incentives to further public policy is a doubtful technique in principle
to begin with. It soon gets the entire tax structure out of kilter creating loopholes
for some taxpayers and transferring to others the burdens that had been lifted
from the fortunate. The result is a sense of unfairness and ill will among tax-
payers which is the first step toward wide scale efforts at evasion.

I would like to ask you about that part of your statement, Mr. Secre-
tary, in which you say:

The income from export sales which receives the deferral treatment must be
used either to increase the export sales activities of the DISC or it may be lent to
the U.S. producer, usually the parent company, to finance increases in inventories,
machinery and equipment and the other fixed assets or research and development
expenditures.

On that point, Professor Surrey states:

The Treasury stresves that the profits of a DISC, freed from taxes, will be
used to promote export activities. But the tax experts who study the technical
details know that these tax-free funds can be used for activities that have
nothing to do with exports. Thus the funds can be used by large manufacturing
companies, who are presently exporters, for purely domestic activities where
the favored companies are able to compete with tax-free DISC money against
companies not so favored.

They can be used even to build manufacturing plants abroad and thus reduce
the export trade of the United States. The DISC money is simply made avail-
able to the companies and the Treasury will ask no questions on how it is used.

Would you like to comment on that, Mr. Secretary?

Secretary CoNnNALLY. Senator, if you will permit it, I would prefer
that Mr. Nolan comment on it for a number of reasons.

First, becauge I think he is, perhaps more knowledgeable about it
and, secondly, I did allude to him the other day in placing myself on
his side in regard to the philosophical ditferences we have with Mr.
Surrey, I think he might actually provide a better answer to you than
I counld.

Mr. Norax. Senator, the thrust of Professor Surrey’s comments is
that if we are to have the DISC proposal we should have a rule which
traces the use of the tax benefits that ave available to the DISC into
some particular form of investment,

We have been generally unsuccessful, however, over a long period
of vears in applying rules which try to trace dollars to specific kinds
of investments. What we have tried to do in the DISC proposal there-
fore is to set up a carefully limited system so that the DISC tax bene-
fits can only be effectively used for certain purposes which we think
basically confine them to export-related functions without actually
tracing dollars.

68-838—T71—pt. 1—3
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In the first place, the moneys retained by the DISC can only be used
by it in one of two ways; first, by the DISC to increase its own export
activities because if it accumulates dollars itself for other purposes
then it loses its qualification as a DISC.

The second way is to use moneys to make loans to domestic producers
of export property. If the money is loaned back under the producer
loan rules for example, to a DISC's parent compauy those loans will
qualify only if the parent increases its investment in the year in which
the loan is made in fixed assets, R. & D. expenses, or inventories and
we have limited the extent to which these parent company loans can
be made to that proportion of the parent company’s investment in
those categories of assets which its export sales bear to its total sales—
in other words, that portion of the producer’s total assets which may
reasonably be deemed to be related to its export productions.

Now, it is true that we do not attempt to trace the dollars into par-
ticular export-related investments, we have, however, imposed the lim-
itation which I just described.

Any U.s. manufacturer has funds coming in to it from a variety
of sources—from itz current income, from its borrowings, from all
sorts of sources—and it is simply not practical to say that this dollar
went into this particular investment or that one went into another.

The important thing is to limit the extent to which the DISC profits
can be used by the parent company, and we have limited the loans to
producers to the proportion of the total investment in these kinds of
manufacturing assets which the producer’s export sales bear to its total
sales, and we have required that there be an investment by the borrower
in its U.S. assets in the amount of the borrowed funds n the year the
loan is made.

We think thir is a reasonable and fair limitation. We further provide
that the loans can be made for only a 5-year period so that this testing
for any loan has to be redone every 5 vears. We think this will insure
that the company is maintaining or increasing its level of export sales
or increasing its U.S. investment in order to continue to enjoy these
benefits.

I can only say that overall we think that we have achieved a reason-
able and workable limitation without getting into the difficulty of trac-
ing dollars.

Senator NrrLgson. But it seems to me that you are creating the follow-
ing situation, the parent company can create a DISC company and
then can borrow from DISC profits on which no taxes are paid. to in-
vest in inventory. machinery, equipment. fixed assets,

It seems to me that this is a device for giving a domestie company a
cheap loan. It thus puts itself in a much better competitive situation
vis-a-vis any company that does not establish a DISC.

Mr. Noran. I understand the argument. but any viable American
company is also going to have funds flowing into the company from its
current. profits on its transactions, from its borrowings, from a variety
of sources, and it is impossible to say which dollars are being used for
which purposes. We feel that if we limit the total amount of these
borrowings which are permissible to that nortion of the assets of the
company which are really devoted to export activities and if we require
that this testing be redone every 5 vears, we have achieved a reasonable
limitation on the use of these profits. To the extent a company ties up
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its productive capacity for export activities financed out of DISC
loans it is not competing with a company selling solely in the domestic
market. We would certainly hope, however, that the proposal would
encourage competitors to compete in the world market as well.

Senator Nrrson. Maybe you can explain something to me. The
Secretary listed among the purposes for which the loan may be spent,
research and development expenditures. But any big corporation is
doing all kinds of R. & D. Anything they do they elaim as being related
to export activities.

That is just wholesale evasion it seems to me.

Mzr. Noran. The amount of loans that the DISC can make to the com-
pany to finance research and development expenditures is limited to
the portion of its total research and development expenditures which
its export sales bear to its total sales so that we are simply adopting a
straight propurtion and if the company is doing a substantial amount
of research and development and is also engaged in export sales, we will
view a portion of its rescarch and dev(ﬁopment as being done for
export related purposes in the same ratio that its export sales bear to its
total sales,

That seems to us to be a reasonable limitation on the amoui of
loans that the DISC can make back to the parent company for this
purpose.

Senator Nersox. I see my 10 minutesare up.

The Miratrarax. Senator Griflin,

Senator Grirrin. Mr. Chairman, T thank you for according the
nest junior memners an opporiunity to begin the questioning.

Mr. Secretary, I think you presented an excellent statement, one
which T am going to insert in the Congressional Record because T
want tobe sure it is widely available in its entirety.

George Meany and others, needless to say, have criticized the Presi-
dent’s package, particularly the investment tax credit, characterizing
it as a bonanza for big business.

Your answer, as T understand it, is that the benefits will he =hared
by workers, consumers and investors, and your answer, it seems to me,
ought to be entitled to as much prominence and attention as Mr.
Meany’s charge.

One of the things that disturbed me a little bit as I was sitting here
listening to your testimony was that when you were saying workers
will benefit because the number of new jobs will thereby be increased,
reducing unemployment, and I quote:

“Permanent benefits from increased productivity as a result of giv-
ing workers the most modern machinery and equipment available
will provide the basis for wage increases which are not eroded by
higher prices,” there was dead silence from the TV cameras behind
me.

When you were saying, “Consumers will benefit because greater effi-
ciency and productivity will help stabilize prices, and greater output
will encourage the development of new products and services; U.S.
industry will become more competitive, with obvious resulting benefit
to consumers,” there was not a sound back here.

But when you said, “Investors will benefit because the changes will
help restore a reasonable level of corporate profits,” the cameras were
humming.
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They got that on film. And I suspect that we probably will hear
that tonight when we turn our TV sets on. Instead of your full
answer to George Meany, only that part of it which tends to sub-
stantiate his charge will be played as the news. )

I hope that I am wrong, and that this does not represent a typical
report of your testimony. )

Secretary ConNarry. Thank you, sir.

The CrrarvMan. Scnator Byrd.

Scnator Byrp. Thank you, Mr. Chairman. Mr. Secretary, I would
like to take the 10 minutes allotted to me to try to understand some
of the figures.

Now, 1f the Ilouse bill is approved by the Senate and by the Con-
gress as a whole what will be the total revenue reduction for fiscal
197217

Secretary Connarny. The net effect will be that there will be a re-
duction in the deficit by $2 billion. The revenue effect in 1972 as a
result of the House approved version will be a revenue loss of $5
billion but because of the decreases in the expenditures as a result of
the President's Iixecutive actions, plus the estimated revenue to be
derived from the temporary import surcharge of $2 billion, that will
total &7 billion reduced expenditures and increased revenues

Senator Byrp, With your permission what I would like to do is first
get an understanding of what the revenue reduction would be.

Now, the House version would bring about a reduction in revenues
of $5 billion ; is that correct?

Secretary Cox ~NaLLy. That is correct.

Senator Byrp. Now what about fiscal 19737

Secretary Connarry. Let me get the table on it, Senator. I want to
say at that time that is not net reductions. The IHouse bill does reduce
revenues by $5 billion but as a result of executive action and the House
bill, there will be a deferral or reduction in expenditures or $5 billion
plus an estimated $2 billion of additional revenue in the import sur-
charge which total $7 billion of either increased revenues or decreased
expenditures to offset the $5 billion loss of revenue from the Honse bill.

The 1973 figure which you asked for is a loss of $6.1 billion.

Senator Byrp. What I would like—~

Secretary Connarry. As opposed to $5 billion in 1972.

Senator Byrp. I would like to deal with either apples or oranges but
not both. I would like to try to get an understanding of what will be
the net reduction in revenue leaving out whatever might be expendi-
tures, that is a separate case. What will be the reduction in revenues
resulting in the changes in the tax code that has been recommended ?

Secretary ConNarLrLy. $5 billion in fiscal year 1972, $6.1 billion in
fiscal year 1973.

Senator Byrp. And do you have it for 19747

Secretary ConNaLLyY. $6 billion in fiscal 1974, Senator.

Senator Byro. $6 billion in——

Secretary ConNarLy. $600,010 million.

Senator Byrp. Now, if we could go to the elimination of the excise
taxes on automobiles. The elimination of that tax will reduce the reve-
nues by how much in fiscal 1972 and by how much in fiscal 19732
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Secretary ConvarLy. $2.5 billion in 1972 and $2.4 billion in 1973 and
$2.2 billion again in 1974.

Senator Byrp. Well, nov, $2.2 billion in 1974 ¢

Secretary ConnaLLy. Yes, sir; we are rounding these figures. Ac-
tually it would be——

Senator Byrp. That is all right.

Secretary ConNarLy. $2.160 billion in 1974.

Senator Byrp. Then you will have a reduction in revenues as a result
of changes in the tax code of around $6 billion per year.

I refer to page 6 of your statement in which you say you will find
that tax payments in this 5-year period by individuals will have been
reduced by $36.4 billion ?

Secretary CoONNALLY. Yes, sir.

Senator Byrp. Tax payvments of corporations in the same period
will have actually increased by $3.2 billion, which as T under-
stand it, would give you a net reduction in revenues during that period
of time of $33.2 billion. Am I interpreting the figures correctly ?

Secretary Connarvy. That isright.

Senator Byrp. Roughly a little over $6 billion per year that we will
be reducing the revenues?

Secretary Convarry. That is right.

Senator Byrp. Thank you, Mr. §ecretary.

Thank you, Mr. Chairman.

The Criamaan. Senator Hansen ?

Senator Hansen. Thank you very much, Mr. Chairman.

Mr. Seeretary, I want to compliment you on your extremely lucid
and clear explanation of what is intended by the President and by the
Treasury Department in making the proposals which are now before
the Finance Committee.

I, too, share Senator Griffin’s dismay that sometimes not everyone
is equally objective in trying to present the facts to the American

cople.
P There has been a lot of criticism of the investment tax credit. I think
ou said in your statement that the proposal first became a fact back
in 1962, is that correct ?

Secretary Coxnarry. That is correct, sir.

Senator HanseN. Do you recall who was President of the United
States at that time?

Seccretary ConnaLLY, Yes, sir; I do.

Senator Hansen. I think I do, too.

Secretary Connarny. May I add that the depreciation liberalization
changes in the tax code were made at that same time.

Senator Hansen. In 1969, with the Tax Reform Act, is it not a fact
that the tax reform bill did accomplish some rather massive tax cuts
for individuals in this country ¢

Secretary ConnaLLy. No question about it.

Senator Hansen. And is it not also true that corporations generally,
across the board, were subjected to far heavier tax treatment than had
formerly been the case?

Secretary Connarry. That is true.
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Senator Hansen. Do you not then find some equity in the present
thrust of this proposal to recognize, as you point out in your testi-
mony, that not only in America but throughout the rest of the world
as well, civilized people have found it to their great advantage to
organize corporations. What they really amount to, as we know so
well in this country, is an increase in jobs, to permit people to live
better, and to act in concert one with another so as to expand opportu-
nities for everyone.

While you are looking, Mr. Secretary, I just might observe that I
think anyone who is interested, and I suspect that includes most Amer-
icans, can’t help but observe that there has been a steady erosion of
jobs in this country because of a number of factors to which vou have
forcefully and effectively, I think, addressed yourself in recent days.

It occurs to me that the thrust of the initiative taken by this ad-
ministration is to attain several objectives; one, to control inflation,
which we know strikes those least able to bear it. Inflation falls most
heavily upon older people, people on social security, people who must
depend on welfare or people who are trying to live on what may have
been laid aside by them during their productive years.

Also, and I think equally as important perhaps if not more so is
the fact that we are concerned about jobs in this country, we are con-
cerned about returning veterans, we are concerned about an unemploy-
ment figures that has edged up to an amount that most Americans
find unacceptable.

Don’t you believe that these steps which you have recommended will
get twin handles on inflation: No. 1, and No. 2, will certainly he
moving in the direction of assuring that there will be jobs for re-
turning veterans, that there will be jobs for those persons now unem-
ploved who want to go to work, that there will be opportunities for
‘business in this country from which jobs will come thereby assuring
more people than are now working an opportunity to work at good
jobs so as to protect the high standard of living of which we are all
so very proud ?

Secretary Connarny. Senator, T do indeed agree with that. That is
the thrust of the entire manner in which we have tried to present
this fax bill to the Congress—to do precisely the things that you
outline.

If T may, T would like to respond to part of what you were com-
menting on by simply saying in 1970. for every dollar of goods and
services produced by the corporate sector, 10 cents were allocated to
depreciation on the plant and equipment required to produce the out-
put. another 10 cents went to interest payments to property and other
indirect taxes, and 68 cents went to wages and salaries and other
employee benefits.

This left only 13 cents for corporate before tax profits. Of this latter
figure, about one-half was taken as corporate income taxes. That is
the share the Federal and State and local governments got.

Senator Hansen., Would that be about 6 and a half percent?

Seeretary Connvarry. That is right. Tt runs about 6 and a half per-
cent. Six and a half percent is what is left.

Senator Hansen. May I ask if you would be kind enough to put the
whole thing in the record?

Secretary Connarry. All right.
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Senator Hansen. I don’t know how much time I have taken, but I
suspect I have used my time. Thank you.
(The document referred to follows:)

ALLOCATION OF THE GROSS CORPORATE PRODUCT, 1970

Billions of
dollars Percent
Gross corporate product.__._ ... ... . ..... e 541, 6 100.0
Capital consumption allowances._...._. ... _ ... ... 6.2 10.4
Indirect business taxes plus transfer payments less subsidies. .. ... .. ... .. ... 52.2 9.6
Netinterest. .. ... 1.1 .2
Compensation of employees. 366. 0 67.6
Corporate profits and inventory valuation adiustment 66.0 12.2
Corporate profits beforetax_........._._.. ... 70.6 13.0
Profits tax liability_ . _....__.._. 34.1 6.3
Profits after tax 36.4 6.7

Source: Survey of Current Business, July 1971,

The Crramraran. Senator Iarris.

Senator ITarrrs. Thank you, Mr. Chairman.

Mzr. Secretary, the late Rube Goldberg was a genius, dreaming up
almost infinitely indirect and rather absurdly complex ways of ac-
complishing a given goal.

I understand that the investment of job development credit which
you propose is designed to encourage business to spend for machines
so that more people will be hired to make the mac‘lines so that these
people with new jobs will spend more money on business products so
that business profits can go up.

That appears to me to be kind of a Rube Goldberg way to go about
creating new jobs.

Wy not take the %6 billion or so subsidy for business, that is the
accelerated depreciation and the investment credit—together it would
be even more than that—and substitute a $6 billion tax cut for people
carning less than $13,000 a year.

Wouldn’t their spending create new jobs directly, rather than indi-
rectly, by increasing the demand for business products?

Secrctary Connarnny. Well, Senator, obviously consumer spending
does indeed increase demand for products and stimulates the economy.

The $36.4 billion in individual tax cuts over the 5-year period be-
ginning in 1969 was designed to do precisely that and part of the $36.4
billion 18 contained in the bill that we are talking about.

But we don’t think that is wise to expect that all of the stimulation
should come by means of consumer spending from tax cuts for in-
dividuals.

We think that it should be a balanced program along the lines that
we have suggested.

Senator Harris. Well, our chairman pointed out, I think correctly,
Mr. Sceretary, that the new tax cuts are primarily business oriented
here and T believe that under your proposals and under this bill, in-
dividuals would receive $9.7 billion in tax relief over 8 years but cor-
porations and other business would get more than $16 billion during
the same period, caleulating in the accelerated depreciation.

Now T think, first of all, that is unfair. If you can remember those
Democratic speeches many of us used to make, we did use to talk about
the trickle down. Remember the trickle down Hoover speech that
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was a rather standard Democratic speech some of us used to make?

It seems to me that it would be a lot better to put some money directly
in the hands of the consumer. That would not only be fair but it is
best economics because you have 28 percent idle plant capacity now.

It is not idle plant capacity that has caused this recession, it is too
little money in the hands of the average consumer.

Wouldn’t you agree with that ?

Secretary Connarry, Obviously, as I said a moment ago, when you
put money in the hands of the consumer and they spend it, this is ob-
viously going to have an effect of stimulating the economy.

In connection with that, let me read a statement that I think
clarifies it very well.

“Additional expenditures,” (and I am quoting) “Additional expen-
ditures 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.
Additional wages of these working will help ereate more j()]bs. The
increase in jobs resulting from a full year’s operation of such an in-
centive is estimated at half a million dollars.” Those are the words
of President Kennedy when he proposed the investment credit to
tho Congress.

Senator Harris. I think that we were wise to repeal the investment
credit before and unwise to put it into effect when we did. How do
you answer, Mr. Secretary, the fact that there is alrcady 28 percent
idle plant capacity ?

Do you agree that that is an accurate figure, and if so, how do you
think we would create so many more jobs by adding to plant capacity ?

Secretary Connarry. T wouldn't argue about the 28 percent.

Senator Harris. May I say that 28 percent did not exist, that figure
was about half that, I believe, when President Kennedy proposed the
investment credit.

Secretary ConNarLy. In terms of the GNP the productive capacity
was about what it is today. Unemployment was about the same. The
conditicns were 1emarkably similar in 1962 to what they are today.

I wouldn’t arguc about the 28 percent. T think that about 25 percent
is the figure we commonly use in terms of excess plant eapacity.

Buc I am not sure that anyvone knows precisely what this excess
plant capacity is. Unquestionably a large part of it is plant that is
obsolete.

It is a question of obsolescence and of having a high percentage of
uneconomical facilities that are available for productive use only in
a boom period. In anything like normal times you don’t use these
uneconornical and obsolete facilities so you theoretically have an ex-
cess capacity in the manufacturing plant.

It is very clear if vou go back and study the average age of the
plant and equipment in the United States, that in times of cconomic
expansion-—in so called good times—that in times when the invest-
ment tax credit was in effect, the credit had a very marked effect upon
plant and equipment purchases thus on and the average life, of plant
and equipment in this country.

In the middle 1930, the middle of the Depression, producer’s dur-
able equipment in the United States had an average age of approxi-
mately 10 years.
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During the war, as a result of the war and the activity attendant
to it, the average plant age in the United States on the average went
down to around 6 years as I recall.

It built back up in the late 1950’s and at about the time the invest-
ment tax credit originally went into effect it was building up again.
When the investment credit went into effect, new plant, new facilities,
new equipment was bought, and average life went down again. So
the fluctuations are very clear.

In 1961-63 it was up, a mean average of 7 years—and that was the
highest it had been in many, many years. So there is a direct correla-
tion. There is no question in my mind about it.

Senator Harris. Well, my assistant just handed me the percentages
and my recollection was roughly correct, whereas idle plant capacity
today 1s 27 or 28 percent, in 1962 it was 15 percent, roughly one-half
what it is now.

And so I think your case on the economic grounds, that the way to
get jobs and get the economy moving and get millions of people hack
to work in the private sector of the economy is by stimulating invest-
ment, is simply unproved.

I also think it is unfair to the average taxpayer to burden him more
by additional tax breaks for corporations, but let me take off on an-
other point you have just made about the average age and obsolescence
of a lot of machinery and equipment in the country.

I think that is because 35 percent of the industries in this country
are not competitive with each other, they are dominated by shared
monopolies. There was a Murray Weidenbaum who was Assistant
Secretary of the Treasury for ISconomic Policy under this adminis-
tration, maybe it is because of saying things like this he is now gone,
but in December of 1970 he said this: “The Nation could not soon
reach the twin goals of full employment and less inflation without
reducing the concentration of private economic power.”

Do you think, Mr. Secretary, that we can have a modern steel in-
dustry and so forth really compete, bringing down our artificially
high prices which are exporting these jobs to other countries—can we
have a good economy without permanent wage and price controls so
long as we allow these shared monopolies to dominate so much of our
industrv? How can you have a freeze now, how can you have state-
meuts like that by Mr. Weidenbaum abont the private economic power
being concentrated and yet during this freeze have the Attornev Gen-
eral under this administration approve a merger of National-Granite
City Steel Co., the fourth and 11th largest in the country, so that now
that company becomes the third largest ?

Aren't you going to have to do something about these concentrations
of economic power, to make this economy work?

Secretary Coxzarnny. Well, Senator, may I first comment on the
opening sentence that yvou used when you said, “Now, let me take off
on another matter.”

I shuddered when you said that, because T know what happens when
vou take off on something. You are a very articulate and persuasive
advocate.

Senator Harris. Do vou agree with Mr. Weidenbaum ¢

Secretary Connarry. Not always; no. I want to comment on that,
however. Murray Weidenbaum got a distinguished professorship at
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Washington University in St. Louis and reluctantly left the Treasury:
I assuce you it was not because of any disagreement with respect to
hilosophy or recommendations which we have made to the Congress.
e is indeed a very able man, and I am sorry he left. T wish we had
him back.

But you touch on a number of things, Senator. First, none of us are
here advoeating monopoly. Far from it. We are here advocating re-
vitalization of our economy and creation of jobs for American
workers.

Now, when you get into things like National and Granite City Stecl
mergers, this, as you know, is a very complex subject. I am not an
authority on it, but I think it is fair to say that there has been no
diminution of effort on the part of the Department of Justice. Mr.
Richard McLaren is about as aggressive an antitrust buster as there
is in the country, or that has been in the country in the last several
years.

As you know, sometimes a merger of two smaller companies can
indeed result in greater competition and less monopoly, and I think
that we should perhaps view the Granite City-National merger in this
context.

But to answer your question in another way, no, I don’t think we
have to break up everyqbig business in this country in order to have
prosperity.

Senator Iarris. I beiieve you restated the question a little; I didn’t
say break up every big business in America. I said break up these
shared monopolies.

Secretary Conwarny. I have difficulty responding to that because
I don’t believe we have monopolies to that extent.

Senator Harris. Do you believe the statement by Mr. Weidenbaum :
“The Nation could not soon reach the goals of full employment. and
lessened inflation without reducing the concentration of private eco-
nomic power”? ‘

Secretary Connarny. I am not sure in what context he made the
statement. But on the bare reading of it, I don’t agree with it.

Senator Harris. T agree with Mr. Weidenbaum.

The CraAtrMAN. Senator Fannin.

Senator Fannin. Thank you, Mr. Chairman,

Mr. Secretary, I commend you for an excellent statement and one
that I think means a great deal to this Nation. T assume from what
you have said todav, that the goal vou have is to increase emplovment
in this country, and to make our Nation, to the greatest extent possible,
competitive with the other countries of the world.

T think that you have pointed out the way this would be done.

Of course, that depends on whether they are buying American-
made products or foreign products, as to what that really means as
far as increasing jobs in America. Isn’t that true?

Secretary Connarry. Yes. I must constantly, I think, remind the
committee that we don’t here have a choice. We are not advocating
one against the other.

What we are saying is that we are asking for a balanced program
that if you take the 5-year period, great reductions in taxes have gone
to individuals—$36.4 billion—and corporate taxes have been increased
by more than $3 billion,
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So we are then not talking about either giving something to corpora-
tions or giving it to individuals. That 1sn’t ﬁle point. Even i you
analyze only this limited area about which we are now talking, that
isn’t true; it is a very balanced program.

Senator Fanw~in. I agree with you and certainly agree with the 7-
percent investment tax credit and the DISC proposition, too, if it is
handled properly.

I want to comment on what it means to the country when we talk
about consumer spending and jobs, and the consumer must have a job
if he is going to have anything to spend, unless we have a welfare
program passing it out to everybody.

But, as I say, for a 1-percent increase in the automobile imgorts,
it takes about 22,000 jobs, as I understand it; is that the figure?

Secretary Connarry. That is right.

Senator Fannin. Auto imports are increasing so rapidly—-in fact,
here we have on the Pacific coast since the first of the year, somewhere
in the neighborhood of 30 to 35, maybe 40, percent of the new car sales
have been foreign cars.

So what we have to look at is how can we help our manufacturers to
be c;)mpetitive so we will have more jobs in America. Isn’t that
true?

Secretary ConNarLy. Yes, sir.

Senator Faxnin. And this is going to pass right on down through
the ranks if there are jobs, and I feel that we must look at it on that
basis, and this committee has heard testimony pointing out the many
advantages foreign trading partners have over domestic producers.

We are not just talking about whether or not they are producing
for the world market in w%ich we compete ; we are talking about their
competing in the American market.

We have been very lenient in letting these countries, foreign coun-
tries, into our markets. Adoption by your Department of the new de-
preciation system was a step in the right direction.

However, the action by the other body in narrowing the first-year
convention was puzzling to me, what they have done from the stand-
point of the depreciation schedules.

The President’s Task Force on Business Taxation reported that
U.S. rules permitted a cost recovery allowance of 7.7 percent in the
first year against a first-year writeoff of 6.5 for Germany, West Ger-
many ; 20 percent for Italy; 21.5 for France; 34.5 for Japan; 57.8 for
United Kingdom ; so you are really not asking in your overall program
for :; base that would compete with those foreign countries. Isn’t that
true?

Secretary ConnarLy. That is true. We are trying to get a little closer
to them, but we don’t get even.

Senator FanNin. Well, this certainly undermines our attempt to put
our companies on a competitive basis. I commend you for what you are
doing to try to change the picture, because it must be if we are going
to be able to maintain the jobs we are all talking about and to pass that
money back down through to the people that are so much in need in
this country. ‘

Mzr. Secretary, opponents of the DISC have stated the proposal will
reward large corporations engaged in exporting without increasing
our exports.



28

Isn’t this a two-way street? We have a great problem today in even
maintaining our exports. So isn’t your program also pointed in that
direction as well as for increasing exports?

Secretary ConnanLy. Yes; and you have to look at it in terms of the
alternative, Senator.

In my statement, I tried to point out that by advocating DISC, we
are basically trying to say that we will give an American company the
same tax breaks at home that we give it if it goes overseas and builds
a plant and operates overseas. This is what happens today. It is not a
new and different concept in the method of operation. What we are
trying to do is devise a plan and a system that will provide an incen-
tive for American companies to keep their plant facilities at home.

Senator Faxnin. I certainly agree with that, and I think that you
are headed in the right direction. One of the great problems we have
is to get our own people to realize when we talk about management and
labor, your goal is to get cooperation of one as the other.

You are asking both to make sacrifices in trying to bring about
a revival of our whole economic program, isn’t that true?

Secretary Connarry. That is right.

Senator Fax~iw. I think George Meany has been very narrow from
a standpoint of benefits. The benefits will acerue to the worker more
than to anyone else, and so I am really disappointed with the atti-
tude he has taken in biting the hand that feeds him, is the way I look
at it.

Isthat what you think in this respect ?

Sccretary Connarny. Senator, I just have to helieve he does not
fully understand the real implications of the DISC proposal. Obvi-
ously you can take a view and you can make an argument if you look
at just one side of the proposal or one side of an action, and make it
sound as if indeed there is an attempt to give something away. But
I don’t think that that is a fair objective evaluation of the problem.

I think if he understood the entire problem that his attitude unques-
tionably would be different.

Senator Fax~in. I agree with you, Mr. Secretary, and I think we
can refer to our records when Mr. George Meany was here and was
being questioned and I asked him whether he would support this
DISC and his answer to me was “What do you want us to do, com-
pete with slave labor?” it was an answer so foreign to the question
I couldn’t understand it. So T agree with you, he at that time did not
know what was intended by the DISC program and I hope that he
knows by now or at least is giving some thought to it.

Thank you. Mr. Chairman.

The Crratryran. Senator Ribicoff.

Senator Risrcorr. Thank you, Mr. Chairman. Mr. Secretary, you
keep mentioning that your basic objective is a balanced program.

And to get as many jobs as we possibly can. Personally, I think a
lot of the liberal criticism of the Investment Credit and DISC is
based on fuzzy thinking. I disagree and I go along with many of these
administration proposals but there is one part that has been ne-
glected here, if we are thinking of being balanced.

TIs the President still committed to welfare reform in this country?

Secretary ConxaLLy. Yes, sir.

Senator Risicorr. How hard does he want to fight for it?
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Secretary Coxnarny. Well, I think certainly the welfare reform
rogram is a matter of very high priority in this administration,
enator Ribicoft.

Senator Risrcorr. Is it high priovity with you, too, Mr. Secretary ?

Secretary Con~arny. Yes, sir; although it is not. as you know, my
primary responsibility and I am not as knowledgeable about this
certainly as many other people including yourself. It is a matter that
Secretary Richardson handles in the Department of HEW.,

But it certainly is a matter of very high priority in the Adminis-
tration and we are going to fight for it.

Senator Riercorr. Now, on September 15, Secretary Richardson
sent this telegram to each of the 50 Governors.

The President has asked me to communicate personally to each Governor his
undiminished commitment to prompt passage of welfare reform legislation.

The administration is exerting every possible effort to achieve pas-
sage of T1.RR. 1 before Congress goes home this fall.

Now the President’s program for welfare reform would place $514
billion a vyear in the lowest cconomic strata of our Nation.
It is aimed to climinate poverty and the people who would get
this $514 billion would really be consumers who would be spending
every dime of it. They have not enough money to keep body and soul
together, they are going to have to spend it, isn't that correct 2

Secretary Connarny. That is correct.

Senator Risicorr. So, therefore, if we are talking about giving
something to business and the President. is interested in welfare reform
climinating poverty, how do you react to putting this %514 billion into
the hands of the neediest of our people?

Secretary Coxvarny. Well, Senator, my attitude about it is that
welfare reform is badly needed in this country. Secondly that the
President’s proposal on welfare reform is indeed a matter of highest
priority in this administration and nothing that I can say should be
interpreted to diminish that in any respect.

Senator Risicorr. If that is the case

Secretary Connanny. I would not want to take dollars out of this
program though if you ure indeed suggesting we put it in this particu-
lar tax bill.

I think the welfare program shonld be considered as an entity, as
a package, as an entire measure within itself.

Senator Rizrcorr. Now, we have a very practical problem. The Pres-
ident and you and Secretary Richardson say we should have it this
fall. My hunch is that that bill is the last train upon which we can pos-
sibly have a major piece of legislation before Congress goes home this
fall.

My guess is, as I survey the committee here, that there is not too
much sympathy for welfare reform in the finance committee. So if the
President is committed to welfare reform and the country needs it
and $51% billion will help our economy, what would your reaction be
if T put the welfare reform package on as an amendment to this tax
bill ?

Secretary Conyarry. Probably my first reaction would be conster-
nation. [Laughter.]
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Let me answer it more seriously this way: I .start without really
‘knowing all that I should know perhaps about the welfare reform
spackage. In don’t know what it contains, all of the aspects of it.

But I know that it is the administration position that it should be
considered as a whole. I know that it is a matter of high priority with
:this administration but so far as I am concerned this tax bill is a mat-
er of the very highest priority.

I can’t answer the question which you asked, really. T wouldn’t
presume to judge the temper of this committee nor the time that would
have to be required by this committee to fully consider all of the
ramifications of the welfare reform bill.

If indeed they could do it in'a very short period of time then T would
certainly have no objection to the course which you propose. On the
other hand, if it would be a time consuming undertaking and if it
would delay the prompt consideration of these tax proposals, tlien
sfrankly I would hope it would not occur. _

But whether or not it would do that I don’t know, that is a judg-
ment for the committee itself rather than for me to make and that 1s
the only answer I can give you. o

Senator Risrcorr. The committee spent months considering it, it
was debated on the floor, the Iouse has passed it. I think I would
be willing to have a limitation of time, just a few hours, to let the
Senate vote up and down the problem of welfare reform.

My time is up and I am sorry that I don’t have a chance to pursue
this further with you.

The CuairaraN. Did you care to comment on that, Mr. Seceretary?

‘Secretary ConnaLLy. No.

The Cratraran. Senator Jordan?

Senator Joroan. Thank you, Mr. Secretary. I want to talk a little
bit with you about the T-percent job development credit. When the
President talked to the country on August 15, I believe at that time
he recommended 10 percent. the first year and 5 percent thereafter.

Isn’t that the original?

Secretary CoNNALLY. Yes, sir.

Senator Jorpan. My understanding is that the Iouse passed bill
allows a flat 7 percent. Is that correct?

Secretary CoNnNaLLy. Yes, sir.

Senator Jorpan. From listening to your presentation this morning
you have gone back to the President’s original 10 percent for the first
wear but you have raised him 2 percent for the remainder. Is that
what T understand?

Secretary ConnarLy. I said in effect that if the committee felt
that the 7 percent was the right figure, which the House did, that
we would accept the 7-percent level but that we would like to come
back and have this committee very seriously consider the 10-percent
figure for the first year. )

Senator Jorvan. For the first year. Then you presented a very inter-
esting table, table I, where you say in order to be competitive in the
world market we ought to be reasonably on the same basis of cost
for the use of machinery and equipment as our competing neighbors
abroad.

And you presented a very interesting table here showing that when
you take all things into account, and when you equate the acquiring
and using.of machinery and equipment in the United States, in 1970,
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ﬁo an index of one dollar you have in comparison 79 cents in the United
Cingdom, 81 cents in Japan, 82 cents in Italy, 83 cents in Western
Germany.

Then you ask a question and I would like you to expand on it a
little bit.

Will the 7-percent job development credit and new depreciation
system put U.é. business on equal footing with its competitors abroad?
The answer is “No.” Jiven taken together they will lower the cost only 7
cents in the United States.

And here is the thing I want you to talk about. It would take a
long term credit of at least 10 percent plus the depreciation changes
to bring us into their range of capital costs. The President says 10
and 5, the House says straight 7 percent, you are talking about this
morning 10 percent the first years than 7, but you say that isn’t
enough, we need a 10 percent indefinitely tc put us on a competitive
hasis,

If that is true, why don’t you go for the 1( percent straight down
the line ?

Secretary ConNarny. Well, frankly these matters always result in
the question of judgment of what reas..i.ably can be expected both
from the Congress and from the country in terms of understanding
the need for it.

Now, I have this table in here, not to say that we are nct doing
enough, T think under all of the circumstances we probably are doing
enough at this moment. At this time we don’t have any investment tax
credit and we are recommending 10 percent for 1 year and 7 percent
thereafter, and that is a pretty big step, but T am trying to malke
the point that even if we get this 10 and 7, we still are not going to
De on a comparable basis with other countries,

Now, if your comments or criticisms, whatever they might be termed,
are asking why don’t you really equalize us, maybe we are timid.

I guess that would be the only answer I can give you.

Senator Jorpan. This leads me up to another question. If we went to
10 percent across the board what would be the response of our com-
petitors abroad ? Would it not be likely that this would develop into a
kind of race to see who could give their industrial people the best break
in the world market ¢

Secretary ConNarry. The raceis on and it has been on for quite some
time. We just haven’t been in it. We didn’t start it. We wouldn’t be
starting anything new. We are just now joining the pack.

Senator Jorpax. It is your recommendation that we need 10 per-
cent the first year and the 7 percent which the House took thereafter?

Seceretary CoNNaLLY. Yes, sir.

Senator Jorpan. You made a very——

Secretary ConNarny. Let me point out, Senator Jordan, that the
ITouse took some actions with respect to the standard deduction and
personal exemption that will become a part of the permanent structure
of the tax laws of the country and produce significant tax losses, so at
this point in time, I would not recommend that 10 percent across the
board, for instance, because we at some point—and Senator Byrd will
be delighted to hear this—we are indeed concerned about, the loss of
revenue,
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Senator Jornan. Yes; getting to another matter in the brief minute
or two I have left, T think it needs to be emphasized again and again.
I have not been very high on this DISC proposal, but I am beginning
to get your idea. It came out when Senator Fannin was interrogating
you and on page 14 of your statement where vou say :

We strongly urge the Senate at this time to restore DISC to the form in which
we recommended it so that it will be fully effective and encourage our companies
to produce in the United States for export sale in foreign markets, rather than
move their factories abroad to take advantage of more favorable tax treatment
for manufacturing abroad.

Isn’t that the thing that we are trying to do here?

Secretary ConNarny. Yes, sir.

Senator Jorpan. That is the thing we want to do ?

Sceretary ConNarny. Yes, sir.

Senator Jorpan. You think it takes the full implementation of the:
DISC program to achieve that rather than the watered-down version
the House passed ?

Secretary ConNarny. I don’t think there is any question about it.
I think if we are going to do it all, we should have the full implementa-
tion of it.

Senator Jornaw. It makes sense to me.

Secretary Coxnarry. Furthermore, T would like to furnish if 1
may, a little memo to the committee that outlines basically how other
countries work in this regard.

Other countries will say, we don’t like this DISC proposal, it does
this or it violates GATT, or it. does somethin else, but the truth of the
matter is in all of our conversations and our negotiations with a great
many of these countries at the Treasury Department and in connec-
tion with international tax treaties they do at least this and more, ad-
ministratively. No country in the world puts their tax programs and
their policies out on top of the table like the United States does. None of”
them.

Now they do more in one day administratively than we can do in
6 months trying to get statutory authority to do something. And I
would like to give you a memorandum that T think will shed a little
light on the conversations that we have with individuals of various
nations around the world.

Senator Jorpaw. I wish you would.

Secretary ConNaLLy. Because it has a direct bearing on whether or
not we are going to indeed look at our business and look at the tax
structure relating to our businesses in order to try to make them com-
petitive in the world markets.

Senator JorpaN. Whether we are going to export the jobs or put the
manufacturing plants in this country ?

Secretary ConnarnLy. That is right.

Senator Jorpan. And employ our domestic labor and export the
merchandise ?

Secretary Conwarry. That is right.

And, Senator, this is getting to be a very big problem for this coun-
try. In my judgment, this country is going to have to recognize that we
can’t go back to the old ways in which we have done things. We are
going to have to accommodate ourselves, we are going to have to ad-
just in our way of doing business around the world.
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Now Senator Harris—I am sorry he isn't here—a moment, ago
alluded to the concentration of power and in some industrics in the
United States there is no question there is a concentration of power.

This is true when you talk about four companies making all of the
automobiles in the United States. There are a limited number of steel
companies. But compare it to what exists elsewhere in the world and
in many, many areas of the world, steel production is very tightly
controled by governments, if not owne«l by governments.

Genera]lv spoakmg the first thing a natmn wants to do to achicve
independence and economic viability is to own a national airline and
to own a steel mill and they build one if they don’t have one.

Now so that we are going to have to take a look at how we structure

the tax laws and I frankly think that we are going to have to provide
the type of incentive, the type of on('ourfmement that DISC attempts
to provide.

It is going to be subject to criticism and as Nenator Nelson com-
mented 4 moment, ago, there were some eriticisms. Ie can ask how do
you know you are going to produce a billion and a half of new exports?

We don't know, we can’t prove it, and we can’t tell you precisely
what the reduction in revenue will be. We think it will be about $300
million. But we can’t be absolutely sure. If we waited until we were
absolutely sure of everything we would do nothing, and every day that
passes we would be in worse shape.

Senator Joroan, Will you provide for the record such memoranda
as you think supports the case you are making for DISC here today ?

Seeretary ConNarry. Yes, sir.

(The documents referred to follow. Hearing continues on p. 47.)

UMMARY EXPLANAT ¥ A REIGY NTRY PRACTICES
S ExrPLANATION OF DISC AND FOREIGN COUNTRY PRACTICES

The DISC proposal provides for tax deferral only on the income deemed allo-
cable to the selling of U.S. products abroad. The amount deemed allocable to the
foreign selling activity may be an amount up to 509 of the combined income from
the manufacture of the product in the U.S. and the sale abroad. Thus, 509 of
such combined income is deemed allocable to the U.S. manufacturing activity
and would be currently taxed in full in the United States.

The DISC is proposed in the form of a domestic corporation, incorporated
under the laws of the United States. As will be explained, the same tax deferral
benefit may bhe obtained in many cases under present law by using a foreign
subsidiary. If such benefits are to be available, there is no good reason to require
that they be obtained by using a foreign corporation rather than a domestic
corporation, with all the attendant added legal and accounting costs. However,
the availabilitv of the benefit through use of a domestic corporation is not es-
sential to the proposal.

An understanding of the background of the DISC proposal requires some his-
torical perspective. In 1961, the United States, alone among developed countries
of the world, enacted legislation seeking to tax foreign sales companies currently
on their income. No developed country has adopted comparable taxing provisions
within the 10 years that have passed since that legislation., Ironically, even the
United States law provided escape mechanisms for (1) ceriain United States ex-
ports sold through foreign based companies under severe limitations, and (2)
a major escape mechanism known as “minimum distributions” which has the
effect of permitting deferral in foreign sales subsidiaries where the United Staios
corporate investor has substantial manufacturing activities outside of the
United States.

For some years a policy has been advocated that the United States should be
a model for other countries by fully taxing its export income. This position be-
comes increasingly more difficult to maintain when its effect is the erosion of
production in the United States and the transfer of jobs to foreign manufactur-
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ing in those cases in which tax factors influence decisions on the source of pro-
duction. After a decade the United States as a model of leadership has no fo}-
lowers. Developments within the last two years are instructive. During this
period foreign sales company legislation was proposed in the Canadian White
Paper on tax reform and in “tax haven” legislation proposed by the German
Government.

1. Canadian proposal

The White Paper proposed that sharcholders of controlled foreign subsidiaries
avo'd be subjeet to tax on the holding company investment income of the sub-

sidiary and on income from the strans-shipment” of products in sales trans-

actions. This appeared to include base company sales income. The final Canadian
Government proposal eliminated the “trans-shipment” income from the income

subject to tax.
2, (erman legislation

The German legislation as orviginally proposed in 1970, included passive
investment income and base company sales income. The rule had an objective
test hased upon the amount of sales company income. The revised proposal is-
sued in the spring of 1971 substantially eliminates the tax haven sales company
income provision. It provides that the income is taxable to the shareholders
only if it is not earned in a commercial activity of the sales company. The Ger-
man reasoning has been as follows: they are imposing, for the first time, a strict
inter-company pricing rule on sales income. It is possible that some income would
always he attributable to the wholesale function, even if the base company had
no substance. Therefore, they have included in their tax haven rule a rule of
substance reguiring that the base company must perform a normal commercial
activity. Clearly, this permits the continued use of intermediary subsidiaries in
low {ax countries where there is a significant sales function actually being ren-
dered, In addition, the German rule has no application to sales by base companies
o1, behalf of manufacturing companies controlled by Germans but producing in
countries other than Germany.

In the world today, there is no effective limitation on sales by domestic manu-
facturers through low tax countries in Australia, Belgium, Canada, France,
Germany, Japan, Italy, the Netherlands, Switzerland, Sweden. or any other
feveloped country. If the DISC were a foreign sales subsidiary, it would corre-
spond to foreign sales subsidiaries owned by shareholders in any of those
conntries.

In administrative practice, no other country exercises the surveillance on
allocation of income between a manufacturing company and a related selling
affiliate to the extent this surveillance is exercised by the United States. No
other country has had the tendency to restrict exports by complicated inter-
company pricing rules. Because or lack of manpower and/or conscious decisionsg
to promote export activities, general rules of thumb permit allocations of income
comparable to the DISC rules for allocating income between a mantifacturer
and its related subsidiary. For example:

“Incentive Exception For Exports. The exemption from the French corpora-
tion income tax of the income of a foreign branch, when earned and when
remitted (11/2.5¢), and of the income of a foreign subsidiary until remitted
(11/2.5d), may put a great strain on the definition of foreign income, especially
in the case of export sales. It may be to the fiscal advantage of a French exporter
to make sales to a foreign branch or subsidiary at low prices in order to divert
income abroad, but this diversion may run afoul of Code article 57.

The French government has had to weigh its interest in the proper allocation
of income against its growing desire to increase exports (10/9.83). The interest
in exports has won out. In 1959, the tax administration announced that ‘“too
striet” an application of Code article 57 might interfere with the establishment
and operation of foreign sales branches or subsidiaries that might develop
French exports ‘“‘to the maximum.” As a result, the administration announced
that it would take into consideration all commercial conditions surrounding the
operation of such overseas enterprises before it decided to apply the realloca-
tion-of-income rules: especially in the case of a French firm whose volume of
exports (ualified it for an “exporter’s card” (7/3.3e, 10/9.3c), the administra-
tion would not apply the reallocation rules if the French firm could demonstrate
that it had made export sales to an afliliated foreign enterprise at “prices close
to cost” out of commercial necessity rather than out of a desire to transfer
profits beyond the r .ch of the French tax system.” Source: Taxation—France,
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"Harvard Law School Intérnational Tax Program, Commete¢ Clearing House,
Inc., p. 787 (1966).

Other illustrative cases abound, such as a reported instance in which the sub-
-sidiary of a U.S. corporation in a developed country sold to its foreign affiliates
-at such low inter-company prices that it impaired the capital of the sub-
sidiary, without being subject to questioning by the local tax authorities.
It is possible that mutli-lateral agreement on prineciples of taxation applicable

to foreign sales affilintes could permit uniform treatment of such income. Such
agreement should also cover situations where tax holidays are granted by coun-
tries to induce the location of foreign manufacturers who will export from the
country granting the tax holiday or other financial and tax inducements to locate
in the country. Such inducements may include reduced tariffs on the import of
‘aw hiaterials, government loans on favorable terms, development of industrial
‘zones, ete. When faced with a critical problem of exporting from the United
States, it is not possible to act as if the rest of the developed countries do not
-create a stimulus for their exports and in many cases for the implantation of
:production in their countries by American companies.

PRESENT IMBALANCE FAVORING TIE USE OF FOREIGN SUBSIDIARIES

The DISC proposal has been criticized as an incentive provision distorting
-economie activity. On the contrary, this proposal is intended to overcome a dis-
advantage for production in the United States and the export of United States
produets. The present tax structure favors international activity by our largest
corporations, but even in this case depends upon foreign manufacturing and
sales subsidiaries. Thix fact emerges from a complex web of taxing rules that are
literally manipulated by large corporations with foreign subsidiaries and sophis-
‘ticated tax computer planning. A summary of our rules throws considerable
light on what in fact is happening,

U.S, TAXATION OF INCOME FROM DIRECT EXPORTS FROM THE UNITED STATES

A corporation incorporated under the laws of the United States, other than a
Western Hemisphere Trade Corporation, and corporation subject to section 931
-0of the Internal Revenue Code, is subject to full current U.S. corporate income
taxes on all of its income from the manufacture and sale or purchase and sale of
property produced in the United States and sold by such corporation abroad.

U.S. TAXATION OF INCOME FROM FOREIGN OPERATIONS

A. United States corporation is not subject to current U.8. income tax on in-
come realized in the following circumstances:

1. Foreign manufacturing—If the U.S. corporation creates a foreign manu-
facturing subsidiary, the income realized by that subsidiary on its sales, wherever
they are made, is ordinarily not subject to current U.S. income tax on its non-
U1.8. source income, either directly or on the basis of a deemed distribution. See
IRC sections 881, 882, and 951 ff. Only when such income is distributed as a
dividend by the subsidiary to the U.S, corporation does the U.S. corporation have
taxable income, At the time of distribution, a foreign tax credit is given by the
United States (up to the full amount of the U.S. income tax on the dividend)
for any foreign income taxes imposed on the income of the subsidiary out of
which the dividend is paid and for the foreign withholding taxes imposed on the
dividend itself.

2. Foreign sales intermediary.—If the United States corporation creates a
foreign subsidiary, which handles the sales of products or commaodities that
were manufactured or produced by a related company in the United States
or in a foreign country, the sales income received by such subsidiary on such
products is not taxed currently by the United States if any of the following
rules apply:

A. the sales are made in the country of incorporation of the subsidiary
(IRC Section 954(d)) :

B. the manufacturing or production occurred in the country of incor-
poration of the sales subsidiary (IRC Section 954(d)) ;

C. the saleg of such products are made out of the country of incorpora-
tion of the subsidiary and the gross income from such sales (and other
foreign base company income) is less than 30 percent of the subsidiary’s
gross income (IRC Section 954(h) (3Y (A) ) ;
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D. the subsidiary qualifies as a foreign Export Trade Corporation with
75 percent or more of its gross income from the sale of property grown,
extracted, produced or manufactured in the United States, and the de-
ferred income does not exceed the lesser of 114 times the export promotion
expenses of the export trade corporation, or 10 percent of its gross receipts
for the year, to the extent the income is invested in “export trade assets”
(IRC Section 970).

3. Minimum distributions—combining forcign manufacturing and a forcign
sales intermediary.—If a U.S. corporation establishes a manufacturing subsidiary
or subsidiaries in one or more countries with relatively high foreign tax rates,
the products of such corporations and those of the U.S. parent corporation,
may be sold through a foreign sales intermediary based in a jurisdiction with
minimal local income taxexz. If the rate of foreign taxes on the combined manu-
facturing and sales operations approximates 90 percent of the U.S. tax rate,
U.S8. corporate tax on the sales company income is deferred until its ultimate
distribution. IRC Section 963. The considerable utility of this provision was:
summarized by corporate tax counsel in a professional tax publication as
follows :

“0).8. companies that at present do not have foreign subsidiaries operating
in low-tax-rate countries can now consider creating such companies, certain in
the knowledge that they will be shielded from current U.S, tax, even if these
companieg earn substantial Subpart ¥ income, so long as the requirements of
thig section are met. U.S. companies which presently have foreign companies of
this nature can now consider creating additional companies of this type.” “How
to Determine Eligibility and Claim Exemption for Minimum Distributions,” in
Practical Problems of Taxation of Forcign Incomme, published by the Journa? of
Taxation Inc. p. 120 (1963).

4. Inter-company pricing—Regulations under section 482 of the Internal
Revenue Code apply a strict standard for arm’s length inter-company pricing on
sales by United States exporters to foreign affiliates, thus limiting the advantages:
of a foreign sales intermediary used for the distribution of U.S. exports. In com-
parison, inter-company sales between foreign manufacturing affiliates and re-
lated foreign sales companies are subject to foreign inter-company pricing rules
which are often less strict than the U.S. section 482 regulations. The compara-
tively lenient foreign rules, in combination with the rules discussed above, and
the possibility of organizing a sales company in a low tax country, provide an
additional impetus for foreign manufacture by U.S. ecompanies.

Summary—Ejffect of DISC

The DISC proposal is simply an effort to cut through all this maze of com-
plexity and provide, in forthright fashion, the opportunity for tax deferral by
use of a domestic corporation, rather than a foreign subsidiary. A firm inter-
company transfer pricing rule is provided comparable to that applied in other
countries (the prices may be established so that DISC earnings may amount to
a maximum of 49 of its export sales or 50% of the combined inecome from manu-
facture and sale of the products (as previously explained), whichever is higher,
plus 10% of its export promotion expenses). This is entirely reasonable, straight-
forward tax deferral treatment for export income, not unlike tax deferral bene-
fits for export income granted by other countries.

Proposals to impose higher taxes on U.S. affiliates abroad, or to deny foreign
tax eredits for foreign taxes imposed on such affiliates, do not affect the prohlem
of U.8. producers competing in foreign markets with producers controlled by
foreign owners and who are able to take advantage of policies of their countries
favoring export activity. Higher current U.S. taxation would have the practical
effect of foreign countries obtaining the revenues, either by increasing their
taxes to match the U.S. rate, or through withholding taxes, since U.S. companies
would tend to distribute the income to obtain tax credits and reinvest it by way
of capital contributions. Moreover, indiscriminate, punitive tax measures, such
as denying tax credits and creating double taxation, could result in U.S. com-
panies abandoning foreign markets altogether.

Tax factors are by no means the sole reason for foreign investment, There is
a wide range of factors affecting a decision to invest abroad. In some cases local
trade barriers may effectively prevent exporting to the country; in other cases
shipping costs are a bharrier to exporting. To eliminate foreign investment by
indiseriminatory tax measures is too blunt an instrument of policy. The DISC
proposal is merely intended to eliminate preferential tax treatment of produc-
tion abroad relative to production in the U.,S.



Practices in other countrics
The following material describes certain provisions in foreign tax systems
that affect export transactions in various countries of the world:

ProvisioNs IN JOREIGN DIRECT TaxXATION LAWS AIFECTING IEXPORT ACTIVITIES

On May 12, 1970, during the Treasury Department’s presentation of its pro-
posal for the Domestic International Sales Corporation to the House Ways and
Means Committee, the Treasury Department was requested to submit informa-
tion regarding the income tax laws and practices of other nations which operate
{to the advantage of export activitics. The following description of foreign
income tax law and practices is confined largely to other industrialized coun-
tries. It should be noted that in many foreign countries tax treatment favorable
to export activities is frequently accorded on an informal, administrative basis
and may, therefore, be difficult to identify.

This memorandum is intended to suggest some of the income tax provisions
and administrative practices that can affect the export of products from
~arious foreign countries. Some of the most significant provisions that wonld
affect tax planning for export sales were not intended as export incentives when
adopted but evolved from traditional theories of tax jurisdiction and taxation
-of foreign source income.

Devices having the effect of export incentives range well beyond income tax
measures, including, among others, direct grants, government credit facilities,
interest subsidies, insurance, guarantees, internal shipping subsidies, exchange
control privileges, and tax measures other than those affecting income taxes.
Some forms of government uassistance may be available ostensibly for domestic
as well as export activities, making it difficult to classify them solely as export
incentives.

Rebates of valuc-added and other turnover taxes provide an export induce-
ment to exporters in countries having such sales tax systems.

The following summary is not exhaustive nor has it been verified by counsel
in each of the countries. It is nevertheless believed to be accurate and, except
where specifically indicated, current. The summary consists of a list of seven
specific types of provisions. Attached to the list are individnal country sum-
maries for 17 countries. It should be recognized that numerous U.S. corporations
have established foreign subsidiaries which have benefited from the favorable
treatment discussed in many of these countries.

The various laws and practices are as follows:

1. Tazation of Foreign Source Income, Unlike the United States, many in-
tustrialized countries impose income taxes on a territorial baxis, which means
that foreign source income is often wholly or partially tax exempt. Such exemp-
tion may apply not only to income from direct investments abroad, but also to
foreign sales of domestically-produced products either through a foreign sub-
sidiary or through a branch or dependent or independent agent.

In the case of most developed countries, exports can be made through con-
trolled sales companies organized in low tax jurisdictions with a consequent tax
shelter for the sales profits. For example, a manufacturing corporation, A. in
country X, which may or may not be a subsidiary of a U.S. corporation may
make its export sales through a related sales corporation, B3, located in country
Y where corporate taxes are minimal. To the extent Corporation B makes part
-of the profit that Corporation A would have made in direct sales, the tax burden
is reduced.

While most countries have protective provisions in their tax laws that permit
the local tax authorities to reatlocate income between related entities, different
countries have different rules as to such allocations, and considerable flexibility
is often found in intercompany pricing. In at least some cases (as indicated
below) it is understood that no reallocation would result from the prices charged
by Corporation A to B as long as Corporation A earncd at least one-half of the
combined profits.

In some cases foreign sales corporations can establish purchasing and coordi-
nating branches in the manufacturer's home country without affecting the in-
come tax exemption of the foreign sales corporation, while facilitating exports
through the sales corporation.

2. Specific Export Income Exemptions. Some countries, such as Ireland, have
income tax exemptions for export sales. Such exemptions are sometimes limited
to products produced in free-trade zones or depressed areas. As indicated below
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some countries extend income tax exemptions or other benefits to companies-
locating in depressed areas, but in practice the benefits are offered largely to
companies with a high export or import substitution potential.

3. .lecelerated Depreciation. Several countries (e.g., Japan, FFrance) permit
or have permitted accelerated depreciation allowances for assets used in export
production.

4. Special Reserves (Market Development, Bad Dcbt). Several countries,
(e.g., Australia, France, Japan, Spain) have permitted special deductions for
export market development or special bad debt reserves in connection with ex-
port credits.

6. Special Deductions, Rate Reductions or Credils Related to Baports, Aus--
tralia reduces payroll taxes by an amount related to export increases. New
Zealand permits a deduction from income taxes of 15 percent of increased export
receipts. I'rance permits deductions for the expenses of establishing foreign sales-
offices although income from such offices may subsequently be exempt.

6. Favorable Inter-company Pricing Rulcs. Bither express rules or adminis--
trative practices frequently provide an additional incentive for export trans-
actions through related foreign subsidiaries. In some countrics, administrative:
practice permits considerable flexibility in inter-company pricing rules. In some
Jjurisdictions, rule-of-thumb allocations permit 50-50 divisions of taxable income,
even in cases when the foreign subsidiaries perform minimal functions.

7. Discriminatory Allocation of Benefits Based on Eaxport Production. In
addition to provisions related formally or informally to exports, there are often.
benefit (tax holidays, capital grants, investment allowances, interest subsidies,
etc.) designed to attract new investments which are not always tied to exports-
in the legislative enactments, but potential exports are an important factor in the
granting of such benefits. In some cases, the import substitution effect is also of
importance in granting such benefits.

Not only are each of the devices listed above employed by one or more foreign
countries, but the cumulative effect of these devices used by certain individual
countries should not be overlooked. Thus, for example, Japan uses the following
in combination :

1. Accelerated depreciation based upon export performance;

2. A deductible reserve for the development of overseas markets;

3. Special deductions for a variety of activitics producing foreign ex-
change;

4. Liberal entertainment expenses to promote export sales.

AUSTRALIA
Foreign source income

Income derived by a resident Australian company from foreign sources is
exempt from Australian income tax provided that it is not exempt from tax in
the country of origin. The income earned by a foreign sales subsidiary of an
Australian company is not subject to Australian income tax until distribution to
Australian shareholders.

Export market development rebate

Australian law provides a tax rebate (credit) of 42.5 percent of an expenditure
incurred for export market development and also permits the full deduction of
the expenditure incurred. The combined effect, as computed under the tax laws.
permits a total tax saving of 87.5 cents for each dollar of expenditure. Qualified
expenditures includc among others: market research, overseas advertising
certain travel expenses, labels and packaging for export, protection of property
rights, the preparation of tenders or quotations, and the supplying of technical
data,

Payroll tax
A refund of payroll taxes is made in the event of an increase in export sales

over a base period.
BELGTUA

Forcign establishments and subsidiarics

Income from a foreign establishment of a Belgian company is taxed at a
reduced income tax rate equal to one-fourth of the ordinary rate; provided
the income was generated and taxed abroad.

The income of a foreign sales subsidiary is not taxed until dividends are
distributed. Upon distribution, the net dividends received (after deduction of
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foreign tax) are subject to a 109 tax withheld by the paying agent in Belgium.
The amount remaining after the foreign tax and 109, Belgium tax is entitled to
a 95 percent exemption in determining the Belgian company tax, The company
income tax therefore applies to an amount equal to 5% of the net foreign source
dividends.

Development subsidies

The Belgian government provides incentives for investment fn certain areas
of Belgium. The eurrent provisions have a termination date of June 30, 1970.
However, a new law to extend the provisions has been proposed. The incentives
currently offered consist of interest subsidies, loan guarantees, capital, allow-
ances (with tax exemption for such alowances), and exemption from the regis-
tration tax. It is understood that export projections are included in the criteria
for determining the granting of such incentives.

CANADA

Foreign subsidiaries

Canada does not presently tax currently the undistributed earnings of foreign
sales subsidiaries. Dividends from a nonresident foreign corporation acting as a
foriegn sales subsidiary are exempt from Canadian income tax if more than
25 percent of the share capital is owned by the Canadian corporation receiving
such dividends. A tentatively proposed Canadian tax reform would limit such
exemption to foreign corporations in countries with which Canada has entered
into the tax treaties.
Grants

Canada offers grants to companics, domestic or foreign, to locate in slow
growth areas. These incentives are not expressly tied to export sales or impert
substitution. Most of the provinces also offer grants and loans to achieve the
same desired objectives. The Province of Quebec has, however, an incentive
program which is designed to aid companies who use “advanced technology” and
‘“‘who are in position to supply world markets.” Grants are also available to
Canadian companies to encourage scientific research and development in Canada.
To qualify for such assistance, recent amendments have required Canadiam
companies to be prepared to exploit the results of such research in Canada’s
export markets as well as in Canada. The grants are not available to companies:
excluded from selling to major export markets.

DENMARK

Foreign Permanent Fstablishment ; Sales Subsidiaries

Where a resident Danish company has income from a foreign establishment,
the proportion of total Danish tax payable with respect to such income is reduced.
The reduction amounts to 50 percent of the Danish income tax applicable to the
before tax net income of the foreign branch or other establishment.

A foreign sales subsidiary is not taxed currently on its sales profits. Dividends
paid to a Danish corporation owning 25 percent or more of the shares of the
subsidiary are taxed at a reduced rate of application for a refund with the
reduction being computed in a manner comparable to the reduction for foreign
branch income above.

FRANCE
Eaport Sales

Profits on sales of goods which are manufactured in France and shipped
abroad by a French company are taxed only to the extent that they are realized
through the allocable operations in France (“‘enterprise exploitée en France").
Profits are treated as foreign source income and not subject to current French
income tax where they are:

derived from establishments abroad (Conseil ’Etat, March 9, 1960) ;

derived from operations abroad of dependent agents (Conseil d’Etat,
June 5, 1937);

derived from operations abroad which constitute a complete commercial
cycle (‘“‘cycle commercial complet”) (Conseil d’'Etat, February 14, 1944).

The territorial exemption applies to the foreign source profits when earned
and when remitted to the French company.
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- Foreign Salcs Subsidiary

Profits earned by a foreign sales subsidiary of a French company are not
taxed currently in France. Upon distribution of a dividend from a foreign sub-
sidiary to a French company, there is a 95% inter-company dividends received
deduction. To obtain such deduction the parent must hold a minimum of 10%
in the equity capital of the subsidiary or the cost acquisition of the participa-
tion must have been at least 10 ‘million francs.

The 5 percent taxable portion of the dividends represents a lump sum deduc-
tion to cover business expenses attributable to the exempt dividends.

Distribution of Foreign Source Income to French Shareholders

The tax exempt foreign source income of a I'rench corporation, including
income exempt under the territorial rules or under the 935 percent inter-company
dividends received deduction is not taxed until a distribution to shareholders.
Upon distribution a French company must make a supplementary tax payment
(précompte) equal to one-half of the dividend to the French Treasury with
respect to profits that did not bear the normal 50 perceunt French corporate
tax rate.

At the shareholder level, the shareholder is entitled to a credit equal to one-
half the dividend, which is applied against his personal tax on the dividend
grossed up by the credit.

Inter-company Pricing

Article 57 of the Code General des I'mpots provides that profits indirectly
transferred to controlled enterprises outside of France through inter-company
pricing are to be reallocated and that such adjustments may be based on com-
parison with the operations of similar enterprises operating normally., However,
it is understood that, under administrative intecpretation, Arvticle 57 is not
employed where exporting enterprises can establish that sales made by a parent
French corporation to foreign subsidiaries at prices approximating cost do not
have as their objective the shifting of income but are due to “commercial
requirements.”’

Specific Export Incentive Provisions

1. A 1957 ministerial decision, amendeqd in 1939, provided that depreciable
assets (other than immovables) purchased or manufactured between January
1960 and January 1965, were entitled to special accelerated depreciation in the
case of “exporting enterprises.” The accelerated depreciation is equal to the
straight-line depreciation multiplied by 150 percent of a fraction, the numerator
of which is the export production and the denominator of which is total produc-
fion. (Article 39A Code General des Impots).

2, French enterprises are allowed a special deductible reserve for middle
term (2-5 years) loans extended to foreign customers (Article 39-1-5 Code
General des Impots). The reserve allowance is more generous than normal bad
debt reserves.

3. FExpenses for establishing and operating foreign sales offices during their
first three years of operation may he deducted against domestie income, even
though future profits may he tax exempt. (See Article 39 Code General des
Impots; Article 34 of the Law of July 12, 1965).

GERMANY

A resident German corporation is taxed on its worldwide income.

When business profits are derived through a foreign “business establishment”
they are deemed to be from a foreign source. This rule is applied to any fixed
installation or facility which serves the husiness activity of the German enter-
prigse. A permanent representative (whether dependent or independent) is in-
cluded in this concept whether physical facilities are present or not. Broadly
speakineg, a foreign business connection is generally sufficient to create foreign
source income! Some German commentators have stated that domestic source
income is limited to profits derived from deliveries of goods to foreign countries
by German cnterprises which have no business connection whatsoever in the
foreign country concerned.

1 Where there is no foreign connection, full German tax rates (without foreign tax
credits) apply.
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Foreign Taw Credit or Reduced Rate

Where 2 German company has foreign source income under the above rule,
a tax credit is available for foreign income taxes imposed upon such income.
As an alternative, German law authorizes the tax authorities to grant reduc-
tions of the German corporate tax with respect to foreign source income. A
decree promulgated in 1959 provides for a flat rate of 25 percent on qualifying
foreign source income. (Decree of July 9, 1959; BStB1 1959 11 132.) Sales
profits derived through a foreign establishment qualify as foreign source income
under this rule. This relief measure is applicable on request of the taxpayer and
may be elected for specific foreign countries.

Exemption

Under its tax treaties, Germany ordinarily exempts the foreign source income
allocable to a foreign permanent establishment as defined in the applicable
treaty. Presumably such establishments have borne local corporate taxes. Recent
amendments of the regulations permit foreign losses to be deductible from tax-
able income despite the potential exemption of future profits.
Forcign Subsidiarics

A German corporation may establish a foreign sales subsidiary and may not
be subject to current taxation on the income of the foreign sales subsidiary,
whether incorporated in a high or low tax jurisdiction. Dividends received from
the foreign subsidiary are includable in the taxable profits of the German parent
corporation. The parent may elect to have the dividends taxed at a flat 25
percent rate. Under certain circumstances, losses in foreign subsidiaries may be
deducted by the German parent corporation.

Where a tax treaty is applicable, Germany ordinarily exempts the dividend
income received by the German parent corporation from German tax. A 25 per-
cent stock ownership is ordinarily required for such exemption.

IRELAND
Erport Exception

A corporation, whether or not incorporated in or managed in Ireland, having
a manufacturing operation in Ireland can obtain a 15-year exemption from
Irish corporate taxes on all export <ales, plus a reduced rate of tax for a further
5 years. Dividend distributions ont of such profits are themselves exempt from
all Trish income taxes. Cash grants of up to 509 of capital costs of plant and
machinery are also available.

There is a separate scheme for the Shannon Airport area, including tax
exemptions for the importing, handling, and reexporting of goods.

ITALY
Forcign Branches and Subsidiarics

Foreign source income of an Italian company is exempt where allocable to
a foreign branch having separate management and accounting.

A foreign sales subsidiary of an Italian company is not subject to current
income taxation in Italy. A ranch of such a corporation may be maintained in

taly if it does not sell in Ttaly. The non-Ttalian source profits of such a branch
would not be subject to Italian income taxation.

JAPAN

Direct income tax incentives relating to exports fall under four general
categories:
1. Accelerated depreciation
2. Reserve for development of overseas market
3. Export allowances, and
4. Entertainment expenses.

Accclerated depreciation in case of export sales

A. A corporation is allowed a tax deduction for accelerated depreclation based
on export sales made in the immediately preceding year. The amount of addi-
tional depreciation is computed by applying the ratio of export sales over total
sales to maximum ordinary depreciation available. In other words, if export
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sales are 30% of total sales, ordinary depreciation is increased by 309%. Ordinary
depreciation is at generous rates in the first place.

B. The aforementioned increase in ordinary depreciation is further increased
by 809 if the company is recognized as a type “A” export contributing cor-
poration or 309 if a corporation is recognized as a type “B” export contributing
corporation.

If a corporation satisfies both of the following two conditions, such a cor-
poration will be recognized as an “A” export contributing corporation if con-
dition (1) is satisfied, but (2) is not, the corporation will be recognized as a
“B” export contributing corporation :

(1) The first condition is that export sales for the immediately preceding
year increased 19 or more over export sales for the year immediately
prior to that year.

(2) The second condition is that the ratio of export sales to total revenue
for the immediately preceding year exceeds such ratio for the year im-
mediately prior to that year, or the increase in exports as a percentage
exceeds 24 of the nation’s increase in exports, also stated as a percentage.

In other words, the factor used to establish whether or not a company is
entitled to the extra depreciation over and above that provided by merely hav-
ing exports includes consideration for both the amount of the increase in
exports and the ratio of exports to total sales.

For example: Assuming a percentage of export sales against total revenue
of the preceding year of 80%.

Rank of corporation

(A) (B) Other

Maximum ordinary depreciation.. ... ... 100, 000 100, 000 100, 000
Rate of accelerated depreciation (percent).. .. ... .. .. ... . ... .. . 10 80
Accelerated depreciation. .. ... ... . ... ..ooio.o.... 1122, 000 2 104, 000 80, 000
Total. o o 228, 000 204, 000 180, 000

1 160 percent multiplied by 80 percent.
2 130 percent multiplied by 80 percent,

The “special depreciation reserve” must be restored to taxable income in each
of the next succeeding ten years at a minimum rate of 109 of the amount
credit to the reserve. Thus, the relief is a deferral of taxes and increased cash flow.

Reserve for development of overseas markets

A. A corporation is allowd a tax deduction for a reserve for development of
overseas markets to the extent of 1.59% (in case export of goods purchased from
other, 1.19 if capital is more than ¥100 million) of export sales in the immedi-
ate preceding year., The rates are increased from 1.59% to 2.49, for a type “A”
export contributing corporation. and to 1.959%, for a type “B". The same condi-
tions as those mentioned previously govern the type “A” or “B” classification.

There is a decrease in these rates if the export is of goods purchased from
others and an increase if the corporation is capitalized at less than ¥100 million.

B. The reserve is required to be restored to income, for tax purposes, at the
rate of 209 of the amount originally provided, in each of the next succeeding
five yvears. Thus. this provision represents a tax deferral mechanism. This reserve
is not deductible for enterprise tax purposes.

Eaport allowance

A corporation may take an income deduetion to the extent of the amount
computed by applying various percentages to certain consideration earned in
foreign currency during each qualified current accounting period. In most cases,
the maximum deduction is 509 of taxable income for the period.

A. 209, of the consideration for rendering services regarding survey, and/or
research, planning, advice, drawings, supervision or inspection for construction
of manufacturing facilities, etc., which require scientific technical knowledge.

B. 309 of the consideration for transfer of motion picture films, copyrights
and 30% of motion picture distribution revenue earned abroad.

C. 709 of the consideration for transfer and/or supplying of industrial tech-
nology, know-how, ete., created by a corporation.

-
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. 39 of the consideration for freight revenue on certain overseas export
ship operations and repairing, processing or construction services.

Although deduction is not allowed for enterprise tax purposes, this item
represents a permanent tax savings.

Ezxport Related Entertainment Haepenscs

There is a generally severe limitation on the deductibility of entertainment
expenses for tax purposes in Japan. Ordinarily a deduction is limited to about
$11,000 per corporation plus 14 of 19, of capital. The deduction for entertain-
ment expenses in excess of this is limited to 409, of the expenditure. However, a
reasonable amount of overseas and/or domestic travel and hotel expenses in
Japan paid for non-resident visitors and entertainment expenses incurred abroad
in connection with export transactions are not treated as entertainment expenses
for purposes of determining the deductible amount of entertainment expenses,
and are fully deductible for corporate income tax purposes.

TIIE NETHERLANDS

Forcign Establishments and Subsidiarics

Tax relief is granted to Dutch companies for certain foreign source income,
including income derived through foreign branches and dependent agents and
subject to foreign tiaxes. No minimum functions or payroll is required for the
foreign establishment and the rate of foreign tax on such income is immaterial.

The undistributed income of a foreign sales subsidiary is not subject to Dutch
tax currently. Dividenas reccived from such subsidiaries are exempt in the
Netherlands where the Dutch company owns at least 25 percent of the paid-in.
capital of the foreign subsidiary.

NEW ZEALAND
Special Export Deductions
Certain expenditures incurred in promoting the export of goods and services,
rights in patents, trademarks and copyrights, in addition to being an ordinary
business deduction, qualify in certain circumstances for a further deduction of
50 percent additional to the actual cost.
In addition, 15 percent of the increase in a firm’s exports of manufactured
goods over a previous base period can be deducted from gross revenue for cor-

porate tax purposes.
NORWAY

Forcign Branches and Subsidiaries

Income from operation of a permanent establishment abroad is reduced by 50
percent for purposes of Norway’s income tax. The income of a foreign sales sub-
sidiary is not taxed until distributed to Norwegian shareholders. A special elec-
tion provision permits Norwegian shareholders to be taxed currently on 50 per-
cent of the earnings of a foreign subsidiary with the dividends from such sub-
sidiary being exempt from Norwegian tax.

Ezxport Market Development Reserve

A tax-free reserve of up to 20 percent of taxable income each year may be
established for purposes of future market development abroad to assist Nor-
wegian exports. No similar reserve is allowable for domestic market development.
The taxpayer must show evidence to the authorities that the allocated amount has
been used for approved measures within 5 years from the date of allocation.

SOUTH AFRICA
Foreign Source Income
Foreign Source income from a foreign permanent establishment or foreign
subsidiary is exempt when received by a South Africa corporation.

Eaxporters Allowance

An extra deduetion from income of a percentage of market development ex-
penditures is permitted for exporters. The percentage varies from 50 percent to
75 percent. Qualifying expenditures include market research, advertising, solicita-
tion of orders, providing samples and technical information, preparing tenders
and quotations and to certain sales commissions and fees. The foregoing ex-
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penditures are entitled to deduction as ordinary expenses and the additional per-
centage is also permitted as a deduction whether or not there were any exports;
if the current year’s exports exceed those of the preceding year, the percentage
is increased.

EXPORTERS’ ALLOWANCE PERCENTAGES

[In peicent]

If current year's export turnover
exceeds preceding year's turnover—-

By more than 10

If no increase but not more than By more than:

Tax year in turnover 25 percent 25 percent
25 3714 50

37 50 6215.
50 62y 75
50 6214 75

SPAIN
Eaxport reserve

Spain permits the creation of an export reserve to which between 30 percent
and 50 percent of the profits derived from exports may be transferred. Income
taxes on such reserve are deferred as long as the amount is invested in mach-
inery and equipment and other assets and activities related to exports,

SWITZERLAND

Foreign subsidiaries and establishments

The earnings of foreign subsidiaries of Swiss companies are not subject to
current income taxation and dividend distributions are exempt from Swiss
Federal income tax and from most cantonal and local income taxes.

A foreign branch of a Swiss company is also exempt from Swiss Federal in-
come taxation on income allocable to such branch, although the rate of tax is
determined on the basis of the total profits of the company including its foreign
branches.

Cantonal arrangements

Certain cantons offer export incentives under their cantonal tax laws and
certain cantons offer export trading companies reduced tax rates on a nego-
tiated basis. Intercompany pricing arrangements are also subject to agreement
on a basis favorable to exporters. As a result, Switzerland has become a leading
center for export sales companies which are subject to nominal taxes on export
income.

UNITED KINGDOM
Forcign sales subsidiaries

The income of foreign sales subsidiaries of U.K. companies is not taxed until

distribution to a resident U.K. shareholder.

Investment grants

Under the Industrial Development Act of 1966 cash grants are made in
respect of captal expenditure on new plant or machinery for use in Great Bri-
tain in the manufacturing, extractive and construction industries. The rate of
grant is 20 percent. If the investment is in a “development area” the rate be-
comes 40 percent. The investment grant scheme is administered by the Board
of Trade, which may accord additional incentives for industry in the designated
“development areas.” Tax exempt grants have been received by U.K. manufac-
turing affiliates of U.S. companies presumably manufacturing for sale not only
in the U.K. but in the EFTA trade area and elsewhere.

Overseas trade corporation (1958-1966)

In 1958, the U.K. adopted an Overseas Trade Corporation provision in its
tax laws which exempted qualifying corporations, incorporated in and managed
from the U.K. from tax on their retained “trading profits,” as distinguished
from investment profits. Essentially, this provision was intended to defer the
tax on earnings arising principally from export sales. Upon distribution to
British shareholders, the profits were taxed in the same manner as other div-
idend profits. This legislation was repeated in 1966 as part of a general tax
reform.
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VENEZUELA
Exemption of foreign source and export income

Foreign source income of a Venezuelan corporation is ordinarily exempt from
income tax in Venezuela. Export sales of Venezuelan manufactured products
may be exempted by agreement for a period of 10 years. To obtain such agree-
ment, the exporter may be required to reinvest profits on such exports in
Venezuela.

Rate reduction in exports of cetractive industries

A special provision provides for a reduction of .25 percent of taxable income
for each one-percent increase in gross income from the exportation of minerals
or hydrocarbons and related products over the average of the preceding two
vears, This reduction is limited to a maximum of two percent of taxable income
in any year, with a three-year carry forward.

QUESTIONS REGARDING THE DISC I’ROPOSAL

1. Does DISC involve a permanent tax deferral?

While deferral may be for a substantial period of time, it cannot be permanent.
The proposal is in fact a form of deferral with ultimate taxation on dividend
distributions just as in the case of the income of foreign subsidiaries. The DISC
proposal merely provides that the corporation that has the deferred income may
be a domestic corporation rather than a foreign corporation. The DISC is
distinguishable, however, since it limits the use of the DISC funds to export.
related investments, while foreign subsidiaries ave free to invest in anything.

The primary objective of the proposal is to put the export trade of U.S. cor-
porationus on a more competitive footing with manufacturing through overseas
subsidiaries, thereby helping to keep jobs at home and strengthen our trade
position.

2, How, when and by what amount will DISC stimplate U.S. exports?

In somme of our major markets, and for some broad categories of products, price
elasticities for U.S. exports are estimated to be quite high. A reduction in U.S.
prices in such markets and for such products could be expected to raise export
proceeds substantially more than the revenue cost of DISC.?

For many products, however, U.S. companies could be expected to use other
means for expanding their exports under the inducement of DISC. Such meas-
ures might include—

Increased promotional effort;
Technological improvement ;
More attractive financial terms;
Delivery schedules;

Servicing facilities;

Quality control; and

Product tailoring.

One company, after an analysis of its major export lines and markets, con-
cluded that 559 of its total exports could be increased through DISC benefits.
It suggested the expansion could be achieved through—

Price reduction in the case of 139, of its exports;

Increased promotion effort in the case of 109 of its exports;

Combinations of price reduction and increased promotion effort, depending
on the market, in the case of 23% of its exports; and

Capacity expansion in the case of 99, of its exports.

There is little quantitative information about the effect of non-price meas-
ures, such as those mentioned above, in expanding exports. But the fact that
many U.S. business firms continue to use such measures energetically in an effort
to expand or defend their domestic market suggests their belief in the effective-
ness of these measures. Unfortunately, many U.S. firms do not seem to have
pursued them with the same vigor in creating or expanding export markets as
in expanding their domestic market.

2 Houthakker-Magee estimates of a ~1.5 price elasticity of foreign demand for U.8,
exports have been cited. Subsequent to the Houthakker-Magee study, Magee did a revised
study (October, 1970) which resulted In a foreign average price elasticity for all U.S.
exports of —2.0 as compared with the —1.5 of the earlier study, He also estimated price
clasticities of certain of the major customers for U.S. exports. These range from —1.0 to
—4.0. In the case of Japan, the elastleity wax —3.0.
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This failure is due, in part, to greater uncertainties connected with selling
in a foreign country where language, laws, regulations, consumer tastes, ete.,
may differ considerably from those in the U.S. These uncertainties may make
business firms hesitate to undertake extensive promotional measures (or make
price reductions) to achieve a potential, but unecertain, expansion of export sales
and profits. DISC will encourage the firm in this direction. Even if a firm should
not immediately seck increased profits by making additional exports, as a result
of DISC benetits, the increase in profitability of its current export business will
induce a shift in the firm’s allocation of resources as between production for the
domestic market, production for export, and—if the firmn has a foreign manufac-
turing affiliate—production abroad. More new firms will also be attracted into
the export business.

Letters from several firms suggest that an expansion of exports may be rather
prompt when DISC becomes effective. One firm figures that its exports affected
by DISC will grow in the first year by 10.5% as compared with a normal growth
rate of 7.5%. Another figures its annual export growth rate over a five-year period
will jump from 159% to almost 229 as a result of DISC.

These projections do not seem unrealistic if DISC inspires a vigorous export
drive. For example, one electronics firm which engaged in such a drive reached
in average annual export level in the first two years 809, above its average level
in the three preceding years.

On the basis of such exambples, expericnce under the 1962 investment tax
credit, experience in trade fairs and the reaction of tliec bhusiness community we
estimate that the growth of U.S. exports, as a result of DISC, will be close to
one percent higher on the average over the next few years than it otherwise
would be, resulting by 1974, and thereafter in at least $1.5 billion of additional
exports per year—two and a half times the revenue cost (excluding any allowance
for additional revenues from DISC-generated income).

3. What is the expected employment effect of DISC?

The DISC-induced stimulus to U.8. production, besides generating additional
revenues, will maintain and inerease employment in our export industrics by a
substantial amount, With the $1.5 billion of incremental exports estimated for the
third year of DISC, the employment effect on the basis of output per worker
ratios will be in the neighborhood of 80,000 jobs. The respending of the income
generated by DISC in the export industries will contribute further to U.S
employment

4, Shouldn’t DISC benefits be limited to incremental exports?

The Treasury after very careful consideration of tax deferral only for in-
cremental exports found serious difficulties in this approach.

In an incremental system there is no way to identify firms that are struggling
to maintain even their existing export level in the face of increased foreign com-
petition Yet, continuation of existing export levels by these firms are quan-
titatively important, as indicated by the fact that over 209, of US exports showed
declining or level trends in the period 1965-69. In recent vears, one-third of our
hundred largest exporters have had a declining or indefinite export trend
Preserving a dollar of proceeds from existing exports is as important from a
balance of payments viewpoint as achieving an additional dollar’s worth of
export proceeds.

A major purpose of DISC is to overcome the disincentive under existing law
to devote resources to exporting as compared with manufacturing investment
abroad. We want to remove that disincentive for all exporters, or potential ex-
porters, even though some of them may not be able to show actual inereases in
exports—at least for a time. But if the latter are induced to do more to prevent
further erosion of our existing export base, a real benefit for the balance of
payments will result. Hence, considerations of both equity and effectiveness favor
the Treasury approach.

Apart from these considerations are the administrative difficulties inherent
in an incremental approach. Examples are the selection of an appropriate base
from which to measure incremental performance, and the treatment of increases
in exports of particular firms due to reorganizations. mergers, or changes in ex-
port channrels. The incremental aspect was eliminated from the initial investment
tax credit proposal in 1961 on the basis of its complexity, as well as its unfair-
ness to struggling industries.

5. Are DISC benefits likely to be confined to large companies?

No. Many large companies are already shielding export earnings from U.S.
tax because the breadth of their foreign operations enables them to use excess
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foreign tax credits to achieve this result. While all companies will have greater
incentive to manufacture here and sell abroad, the principal beneficiaries are
likely to be companies in a middle range which have not concentrated on
export sales because of greater uncertainties and complexities in selling abroad.

But the proposal should also encourage smaller companies to enter the export
market. The first act of business of the newly created National Export Erpan-
sion Council Commmittee on Small Business was to adopt on September 17, 1970,
a resolution urging enactment of the DISC “as a matter of pressing importance
and urgency.”

6. Can DISC provide parent corporations with tax-free money for domestic
use—or foreign investment—-having nothing to do with exports?

A DISC may loan its tax deferred income, within a prescribed limit, for up
to 5 years to domestic producers, including its parent firm, which are engaged
in exporting, provided the borrower makes at least an equivalent addition to
his plant and equipment plus research expenditures. The ceiling on loans from
a DISC to a U.S, producer cquals the value of the producer’s U.S. plant, equip-
ment and inventory, plus rescarch and development expenditures, times the
percentage that its exports are of total sales. Once the borrowing limit of a
producer is reached, there can be no additional loans from a DISC unless the
borrower either expands his percent of export sales or inercases his U.S. plant,
equipment and inventory, or his resecarch and development expenditures. To the
extent that the borrower neglects export expansion or invests abroad rather
than at home, he limits his borrowing capacity from a DISC and this, in turn,
reduces the possibility of continued use of DISC income in ways which qualify
for tax deferral. When this possibility is exhausted the DISC is forced to dis-
tribute fully taxable dividends to its parent. This is a much simpler self-
regulating systeimn than the illusory attempt to determine whether or not specific
funds have been utilized in a desired manner.

Proposatl is inconsistent with our other tar rules and does not find any parallel
in the tax rules of other countries

1. Foreign manufacturing subsidiaries tend to pay foreign taxes at a rate
significantly below the marginal rate at which U.S. exports are taxed. In addi-
tion, a substantial number of countries offer tax holidays or other incentives
for local production and export. The DISC may clearly be more favorable than
operations under the laws of certain other foreign countries. We have announced
our willingness to agree upon general rules for the treatment of exports under
domestic tax laws. We believe that the United States should not be the only
country purxuing a tax policy that places its exporters in a disadvantageous
position.

2. No other foreign country taxes the undistributed income of foreign sales
subsidiaries., Most developed countries do not tax the foreign branch earnings
of sales subsidiaries. This is true regardless of the tax rate in the country of
the foreign subsidiary or branch. The DISC provides comparable treatment, with
the additional feature that the DISC will be established as a domestic corpora-
tion to assure greater facility and use, to make it available to smaller companies,
and to permit the inspection of books and records in this country.

3. The inter-company pricing rule between DISC’'s and related manufacturing
companies is more comparable to administrative practices in other countries
than are our present regulations.

The Cuamrman. Senator Fulbright. )

Senator Furericirr. Thank you, Mr. Chairman. I am sorry I did
not get to hear your statement ; I have read part of it, but I had to con-
duct another committee meeting. .

I have just a question or two. Mr. Secretary, you start out by saying
you are very gratified with the success of the new economic policy.
Have you already cited some specific examples supporting this op-
timism about the new policies? L

Secretary Connarry. No, I have not, but I think it is fair to say
that the thing that is most encouraging of all to me is the state of
mind, Senator Fulbright, of the American people. )

I think the American people accepted the wage and price freeze at
all levels and in all sectors with amazing understanding——
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Senator Fuisricirr. I was thinking of specific economic matters, not
the psychology, not the psychological aspects.

Secrctary Connarny. The wholesale price index released this morn-
ing for all commodities is down 0.3, not scasonally adjusted. Sea-
sonally adjusted it is down 0.4. And industrial commodities—this is
the first time in several years that the industrial commodities have
been down—and not scasonally adjusted, the industrial commodities,
which are part of this wholesale price index, are down 0.1.

1 think that is the first time in 314 years. Let me confirm that.

About 314 years is correct, Senator. Another matter of great sig-
nificance that we can point to at this point is the decrease in interest
rates which are down in every single category; 3-month Treasury
bills—6 months, 12 months; Treasury coupons—1, 3, 7, and 10 vears;
Federal funds; Federal agency securities—1 year and 3 years, Every
one of them is down.

Senator Fursriciit. Down from a pretty high level?

Secretary Connarry. Well, they are, nevertheless, down and they
are down 1n very substantial amounts. Corporate bonds are down. I
agree that they are down from a high level.

Municipal bonds are down from 6.03 to 5.24, that is down 79 basis
points. That is a tremendous drop.

Double A corporate bonds are down 25 basis points. Three-year
Federal agency financing is down from 7.32 to 6.23. That is 109 basis
points.

One-year Treasury coupons from 6.09 down to 5.13, down 96 basis
points and so forth. So I think there is every reason to believe that
the program has worked and worked extremely well.

Senator Fousriciir. There is another matter that bothers me very
much not only in this connection but in dealing with the foreign aid
legislation in the Foreign Relations Committee and elsewhere.

The usual criterion against which the Government measures our
economic position is the gross national product. Do you consider that
the gross national product is the best measure of our fundamental
strength and economic health ¢

Secretary ConnarLLy. Senator, I would not want to say that it is
the best. It obviously is one of the factors.

Senator Furerieirr. It is the one usually used.

Secretary Conxarry. That is correct.

Senator FurerieurT. It is more commonly used than anything else?

Secretary Connarny. Yes, sir.

Senator Forsricrr. If I suggest that we are not as rich as we ought
to be in order to sustain either the excessive expenditures for either
the Military Istablishment or foreign aid, I am always met with,
“Look at our gross national product, a country with a thousand
billion dollars, it is just in the greatest shape possible.” It has occurred
to me there is something wrong with this as a measure of the state of
our economic health.

I wonder if you would be willing to have your staff supply for the
committee, especially for my purpose, and I think it is useful in other
connections, a detailed breakdown by categories of the components of
the gross national products.

I have inquiried elsewhere and had some difficulty obtaining this
information and I thought with your very competent, experienced staff
that you would be able to do this with greater alacrity and ease than



g
i
{

49

anyone else. T would be very interested to know how much of the gross
national product is attributable to such categories as education, how
much to public welfare, how much to the tobacco industry, to steel
production, how much to soft drinks and alcoholic beverages, road
construction, to cosmetics, to advertising, to garbage and sewage
disposal. :

T am under the impression that one of the very great contributions
to our gross national product is the cost of disposing of our sewage
and our garbage and it never occurs to me this is a sign of great strength
of an economy.

I think it would be a great public service if your responsible staff
would give the detailed analysis of just how significant the gross
national product is as a measurement of the economic health of the
country.

Would you do that?

Secretary Connarvy. Senator, your flattery undoubtedly will get
you some figures from my staff.

Senator Furericuit. I would appreciate that.

(Material furnished by the Department follows:)

Tone GNP As A MeAsuriNgG Rop

Conceptually, gross national product (or expenditures) has as its objective a
measure of the value of newly produced final goods and services over a specified
interval of time. As such, the GNF should not be regarded necessarily as a meas-
ure or index of general welfare or “economic health”, but simply as the total of
dollars spent by consumers, business, and government. Accordingly, the GNP
represents a measure of the preferences of consumers and businesses as expressed
in market prices, while in the government sector, expenditures measure the out-
come of decisions made in the political process. (Tables 1 and 2 show broad cate-
gories of expenditures made by these sectors. Table 3 shows some special cate-
gories which relate to so-called “welfare” aspects of measurements.)

On the basis of this official definition, the transactions (aside from some impu-
tations) which are generated in the production and exchange of newly produced
goods and services are summed in value terms, that is to say by prices. These
provide the weights by which all the physical units are summed for a specified
time period. Indeed, prices represent the only means by which the physical units
of a nation’s output can be valued and totaled in order to obtain a measure of
GNP.

These prices reflect the demand and supply influences in the market place, the
degree of competition, and the adaptability of the economy to respond to consumer
or business preferences—all these are involved in caleulating the value of GNP,
Accordingly, prices represent a means by which consumer and business prefer-
ences are expressed and they explain why more or less of a particular good or
service is produced. (The concept of “real” gross natiomal product. i.e., gross
national product deflated for price changes, also uses prices as weights.)

GNP AS A MEASURE OF SOCIAL WELFARE

Gross naticnal product may not be ideal as a measure of social welfare. Along
with economic growth, there may be-increased air and water pollution and other
environmental hazards, increasing generation of garbage and other such items,
congestion in the cities, depletion of natural resources, and similar apparently
detrimental factors affecting individuals and social welfare.

POSSIBLE DEDUCTIONS FROM THE GNP TOTAL

Accordingly, it has been urged by some that such costs be deducted from the
gross national product to obtain an improved measure of economic growth, as
adjusted for social welfare loss. The criterion would be that they represent
“costs” rather than adding to the health and welfare of a country. However, if
that position were taken, it would bring a host of uncertainties to the computa-
tion of the GNP. Among the items which would also fall into this category of

68-333—T71—pt. 1-——35
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costs to be deducted from GNP might be: physicians’ services and other medical
care; much of governmental activities, including police and fire protection, as
well as sanitation; perhaps legal services and all repair services. In a certain
sense, it has been pointed out that even food might be considered a regrettable
necessity. In short, it would be most difficult to draw a line between what are
allowable deductions frcm the GNP as against those expenditures which surely
provide satisfaction and add to social welfare.

POSSIBLE ADDITIONS TO THE GNP TOTAL

On the other hand, if social welfare is the criterion, it is clear that much would
need to be added to the calculation of the GNP dollar total. As progress in eco-
nomic growth is made, more has been produced with fewer people, thereby creat-
ing for most people increased leisure, as compared with former years. The valu-
ation of such leisure as a benefit of economic growth would be very difficult and,
indeed, that is one reason why they do not show up in the national accounts. Its
quantification would present a most difficult problem, because it does not bear a
price tag upon which such a valuation could be made.

Another example of benefits which are not measured by the GNP are those
provided in the development of public parks and other recreational areas, which
surely adds more to social satisfaction than their costs of production. But, there
is no easy way to measure this. Again, a greater selection of products which be-
come available to consumers through increased economic growth surely is of
great social benefit, but equally unmeasurable,

SOME ALTERNATIVES

The gross national product is not a very good measure of social welfare, but it
is difficult to determine how an alternative and comprehensive aggregate in-
tended for this purpose could be developed. Perhaps an index could be constructed
of some specifications such as expenditures for environmental protection, em-
ployee protection, and the like. This would be useful in the interpretation of the
growth of the GNP aggregates and productivity, as well as in its own right in
knowing the trend in these expenditures.

TABLE 1.—MAJOR CATEGORIES OF GROSS NATIONAL PRODUCT

Amount, 1970 Parcent

(billions) of GNP

Total GNP et e ceice et reaeana $974.1 100.0
Personal consumption expenditures. ... .. i iiiiiceiiaeanan 615, 8 63.2
Durable goods._-. 88.6 9.1
Nondurable goods. 264.7 27.2
Services 262.5 26.9
Gross private domestic investment. . ... ... s 135.3 13.9
Fixed investment ... ciiecaiiimcreean 132.5 13.6
Nonresidential . . .. e ieieaeans 102.1 10.5
Structures 36.8 3.8

Producers’ durable equipment. .. ... ... mieaon 65.4 6.7

Residential structures_ . ... e iiiiiiiieaaaan 30.4 3.1

[ L L1211 PRI 2.7 3.(‘)

Change in business inventories. 2.8 .3
Nonfarm 5 .3

FaIM . et tccmeecaee e ae e e .3 (U}

Net exports of goods and services 3.6 4
b {111] ¢ { RPN 62.9 6.5
MPOMS. .o 59.3 6.1
Government purchases of goods and services 219.4 22.5
Federal 97.2 10.0
75.4 1.7

21.9 2.2

122.2 12.5

Less than 0.1 percent.
Source: Calculated from data of the U.S. Department of Commerce, Office of Business Economics.
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TABLE 2.—-MAJOR CATEGORIES OF CONSUMER EXPENDITURES

Amount
1970 Percent
(millions) of GNP
Personal consumption: Expenditures_____ ... . ... . . ............ . . $615, 840 63.2
131.757 13.5
Tobacco products. 11,188 1.1
Clothing, avcessories, and jewel 62,278 6.4
Personal care 10, 101 1.0
Housing........ . .. ... . . 91,224 9.4
Household eperation___.._. - .. ... 85,618 8.8
Medical care expenses. ... ... ... ...l e ao. 47,268 4.9
Personal business. . . ... . 35,497 3.6
Transportation . 77,871 8.0
Recreation. __.__.__..._ _____ 39,049 4.0
Religious and welfare activities_ , 826 .9
Foreign travel and other, net_ . _ 1(4), g%g v ?

Private education

Source: Calculated from data of the U,S, Department of Commerce, Office of Business Economics.

TABLE 3,—SELECTED CATEGORIES OF EXPENDITURES IN THE GNP

1970 (millions) Percent of GNP

Consumer expenditures:
Alcohalic beverages_ . ... .. ... ... ... e 17,714 1.8
Tobacco .- 11,188 1.1
Toitet articles and preparations 6, 059 .6
Education:
Public 54,131 5.6
3 10, 353 1.1
2,696 .3
2,362 .2
Highways._ F .- - 16,418 1.7
Government expenditures on welfare and social security:
Public assistance and relief._____________ . . ...... 16, 646 1.7
Unemployment benefits. . ... .. ___ ... _ 3,930 .4
0ld age and retirement benefits 41,235 4.2
LT 4, .4

Source: Calcutated from data of the U, S, Department of Commerce, Office of Business Economics,

Secretary ConNaLLy. In the meantime I don’t want to defend the
GNP as a barometer of anything, in light of your comments.

Senator FoLericHT. I am not sure my picture is correct. This is what
I suspect and I have tried to get it. I have written to several places,
but it occurs to me that the Treasury is the best place of all to get this
sort of thing, because it is used constantly by the President in his
speeches and by all kinds of people. It is especially used against me as
an argument that we can afford to do just anything we want to do.

We can give an unlimited amount to any country, X, Y, Z, because
we have this great gross national product, and as I say 1 suspect it is
a very flimsy criteria of our health and our capacity to do the things
that we are expected to do.

I think it is & very poor measure by which to judge whether or not
we cali sustain 300,000 troops in Germany indefinitely. This is one
example.

When we make the argument in the Senate that this is beyond our
reasonable expectations we are confronted with this enormous gross
national product and I don’t think it is a good argument. I think it is
quite relevant to what we are talking about here and I am very much
in favor of doing something to increase what I consider the funda-
mental productivity of this country.



i paatoe

52

The column in the morning paper by Novak and Evans was very
revealing. It concerned the steel strike in Japan. T don’t know whether
you had a chance to read it.

Secretary ConnaLry. No, sir; I did not.

Senator Foursrient. But it is very discouraging, as to the competi-
tiveness of their industry vis-a-vis ours and I know that is what you
-are trying to correct here.

Secretary Connarny. That is right.

Senator Fursrieirr. In order to get our ideas a little more in line
with what we were able to do in other lines I think this gross national
product ought to be explored. If it is sound well and good. T don’t
think it is and I think we ought to have a better measurement of how
well we are doing than the GNP,

That is the real point. I think it would be a real service to every-
body if you would do it in a really expert manner.

Secretary CoNnarLy. All right.

Senator Forsriart. Thank you.

Senator Hansgn. Could T interrupt for a moment to be sure I heard
the distinguished Senator from Arkansas?

T am not sure that I did. There was a little noise.

Was the thrust of your question that the cost of sewage disposal
would indicate that our economy is going down the drain, Senator?
{Laughter].

Senator IFurericur. We don't understand how well off we are or
how badly off we might be. We should be taking that into considera-
tion in making our decisions on these other matters which I have men-
tioned such as the expenditures for arms and military affairs, or for
foreign aid. I have been arguing in my committee trying to bring what
I consider a little more restraint upon the enthusiasm of some of the
members to give a much larger foreign aid program than I think our
economy justifies.

This is the immediate question before me and it does not occur to
me that this kind of program is a good index of just how well off we
are to service this kind of a program.

You are quite right. In a way you are right about that.

The Criarraran. Senator Hartke. ’

Senator Harrxe. Mr. Secretary, before I ask you a question I might
make a comment. You know there was some conversations here today
concerning the amount of time that was being given in this committee
to a certain media over on our left. T am always glad the media is
on my left. But I wonder would you make a recommendation to the
media tonight that Mr. Meany be given equal time to respond to the
three-network coverage that Mr. Nixon is going to receive?

Secretary Conxarny. When he is President of the United States, I
think he will be entitled to it, yes, sir.

Senator Harrke. Yes, I think that is fair. No question about that.
But let me ask you, what surprises does he have in store for us tonight ?

Secretary ConnNarvy. I really wouldn’t characterize his anticipated
appearance as an attempt on his part to surprise anyone.

Senator Harrxe. He is going to surprise me because he hasn’t con-
sulted me about it or even asked me my advice and I am not anticipat-
ing he ever will.
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Senator ConnaLLy. I am sure that is his loss, Senator. [Laughter.]

But I know that you, as a politician, Senator, know full well that he
can’t talk to everybody. You and I both have been through this. As
you know, he has talked to the leadership of the Congress, the biparti-
san_leadership of the Congress about this program. He is asking for
their suggestions, and from your position on this committee you are
going to be in a position in not too many years when you are going to
be in that group.

Senator Harrxe. Not with the President’s help I am not.

Let me say are we going to have a long-term extension of wage and
price controls? Is that what he is going to recommend ?

Secretary ConnarnLy. I would be presumptuous indeed in all serious-
ness if T tried to anticipate what he is going to say.

Senator Harrkr. He has not consulted you ¢

Secretary ConnarLy. I think it is fair to say that I have had some
input in what he is going to say. I am not saying I am without knowl-
edge or without any inkling of what he is going to say. I would say
I would be presumptuous to reveal it.

Senator Hartre. What about controls, some type of ceiling on in-
terest payments? Will we have that? Would you be in favor of that?

Secretary Connarvy. I have indicated all along, Senator, that I
have no hesistancy whatever with respect to having both the power
and using the power to control interest rates as well as other

Senator Harrke. In other words, if we put in a ceiling on interest
rates in this bill you would agree to that, is that right?

Secretary ConNarnLy. It depends on what it is.

Senator Flarrke. T mean some type of freeze similar to that which
has been slapped on the workingman.

Secretary Connarry. If you get into that and write a controlled
bill here, I am not sure that I would not want to enter some objections
because I think if you get to that point you’re going to be in a long
discussion of it and delay the actions on this bill.

Let me point out, I responded to Senator Fulbright a moment ago
by pointing out interest rates have gone down during the freeze; inter-
est 1sthe only thing I know of that has.

Wages have not gone down.

Senator Harrke. Aluminum and copper prices have gone down ?

Secretary Connvarry. I don’t recall.

Senator Harrke. But I can say they have. Would you be willing to
have a ceiling on excess profits control ?

Secretary Connarry. Depending on what the base period is.

Senator Harrke. If we come to an acceptable base period would you
be willing to agree then to some type of interest ceiling and some type
of profits?

ecretary CoNnNALLY. I think whatever program we have must apply
equally to all segments of the economy and must be administered in a
very fair and objective manner.

Senator Harrke. I am not assuming we are going to be unfair. You
know I am in favor of the investment tax credit, I have been for a long
time, and it is not a new policy. I have been for it since 1962. But in
good conscience T don't believe we can go for ADR and tax eredit
at the same time, do you ?

Secretary ConNarLLy. Yes, sir; I sure do and I sure hope you will.




54

Senator ITarTke. I won’t.

Secretary Connarry. I think it makes a great deal of sense. The
House knocked out the first year convention.

Senator Harrke. I understand what they did. I am not interested in
going into that at the moment, I am interested in asking you since
July 22, can you tell me how many jobs ADR has provided, make
that June 227

Secretary Conxnarry. No; T can’t give you a categorical answer.

Senator Harrxe. Can you tell me how many jobs would be created
by the 10-percent investment credit which 1 advocate?

Secretary ConnaLLy. No. I wouldn’t want to quantify that.

Senator Harrie. Here you are telling the American people it is
going to create jobs and you have no idea how many jobs it 1s going
to create?

Secretary Connvarny. I think beyond any question it will, I think——

Senator Harrie. But you have no estimates whatsoever ¢

Secretary Connarry. Oh, sure, we can and we will be delighted to
give you all of the testimony you want dating back to 1962, Senator
Hartke, when it was passed.

Senator Harrxe. I am not asking about 1962, T am asking about
this proposal. T am asking for your judgment, I am not

Secretary ConNarry. You have my judgment. My judgment is——

Senator Harrke. It will create some jobs?

Secretary ConnarrLy. A great many jobs.

Senator Harrke. Many jobs? How many ? Ten thousand ?

Secretary Conwarry. We estimate that the program which we are
recommending to the Congress will—Dr, McCracken testified before
the Joint Economic Committee tha' it would increase GNP by ap-
proximately $15 billion next year and depending upon the makeup and
reaction in the industrial sector of the economy that it would produce
between 500,000 and 1 million new jobs.

Senator Harrxe. How much of that is attributable to the investment
tax credit?

Secretary Connarrny. I don’t have a breakdown.

Senator Harixe. Don’t you think you should have?

Secretary Coxnarrny. Well, this gets back, Senator Hartke, to what
we said a moment ago, that a great many of these things are not sub-
ject to quantitative proof, you just must rely on past experience.

Senator Harrke. Let’s see whether it is or not. Wage and price
controls went into effect on August 15, right ?

Secretary ConNarLy. Right.

Senator Harrke. What is the shortfall revenue estimate of taxes
that are going to have to be refunded as a result of that since August.
15?7 What is the estimate? Mr. Nolan I have high regard for; he
ought to be able to give you that answer.,

Secretary ConnarLy. Mr, Nolan informs me he has no figures on it
and neither do T.

. iq]e?natm' Harrxe. Don’t you estimate it will be a substantial short-
all?

Secretary ConnaLLy. There will be

Senator ITarrxe. For refunds since August 152

Secretary Conwarry. There will be some because during the 90-
day freeze——

Senator Harrge. Isit going to be in the neighborhood of $5 billion ?
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Secretary Connarry. I wouldn’t think so.

Senator HarTke. I think Mr. Nolan would think so.

Secretary ConnarLy. I cannot give you a quantitative answer on
that, Senator. We have to study it and supply some figures for the
record but I doubt that it

Senator Flarrre. Would you do that for me?

Secretary CoNNALLY. Yes, sir.

(Material furnished by the Department follows:)

REVENUE IMPACT OF THE WAGE-PRICE FREEZE

The revenue loss resulting from the 90-day wage-price freeze is estimated to be
$800 to $900 million. This estimate should be regarded as an upper limit since
garetzgf the loss will be offset by the increased economic activity generated by the

re .

S Ltor Hagrse. In other words, what I am saying to you since
A.gust 15 has there been a shortfall in revenue due to decrease in
export taxes?

éecremry ConNALLY. Yes,sir.

Senator Harrxe. That indicates quite conclusively that the opti-
mistic statement you made has no justification in fact ¢

Secretary Connarry. What optimistic statement ¢

Senator HArTkE. The observation that this system is working, the
so-called NEP.

I refer to NEP as Nixon economic propaganda and I expect we will
have more of it tonight and I don’t think 1t is going to work and I
think this is conerete evidence that it is not working.

Now, you go ahead.

Secretary Conwvarny. Senator, if you judge the entire success or
failure of the President’s program on the basis of whether or not
there is going to be a shortfall in revenues during the 90-day freeze

eriod, which yvou apparently have just done, then there is no question
1t will be a failure, because evervone knows that the export profits will
be less; revenues from export profits will be less and taxes from in-
dividuals will be less berause the freeze that applies to wages and
salaries will have. in the short run, an adverse impact on revenues.

No question about that. But T don’t think that indicates that the
program is a failure. This is only one small element.

Senater Hartre. What about jobs? How many new jobs have been

-created since August 15?

Secretary Conxarny. Well, Senator, I could not quantify the num-
ber of jobs created in the short time period. I do know that again we
have approximately 79 million people fully employed in this country
at the highest wages in the history of the United States and at a very
high personal savings rate—at a rate of 8.2 percent.

Personal savings is running at the rate of $60 billion a year on an
annualized basis. T do know a great many things are happening in the
cconomy that gives us reason to believe that the President’s program
will work and is working, and obviously you can’t expect an economy
of this size, and you know this, Senator, to react and turn around in
a matter of 90 days or a matter of 6 months.

Senator ITarrxre. I could have expeected it to turn around in 214
years.
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Secretary Connarny. Now if you were to judge it all on the basis
of how much revenue we are going to get, what we would want is
inflation ; the more inflation we get the more revenue the Treasury gets.

If you are going to base it on that. we are indeed going in the wrong
direction because we are trying to stop inflation and this means in the
short run we will have a shortfall of revenues.

Senator Harrxe. I understand that and I understand you have the
biggest. deficit facing you in our history. Even w.it]} the ful} em_p]oy-
ment budget you are going to have an $8 to $10 billion deficit with an
estimated $30 billion deficit for this fiscal year, isn’t that true, com-
pounded on top of the $25, $2314 billion deficit, which would have
been $3014 billion if you had not taken $7 billion from the social se-
curity fund and treated it as revenue which you have to pay back,
isn’t that true?

Secretary ConnNarLy. I would say the——

Senator Harrke. Isn't that true? Didn’t you take $7 billion from
the social security——

Secretary CoNnNaLLY. You want me to answer or not? You asked
me if it is true. I would say, sir, noj; it is not true.

Senator Hartre. Would you be in favor of a $1,000 deduction for
each individual ?

Secretary Connarry. No.

The Crtatrman. Senator Curtis.

Senator Curris. Mr. Secretary, your statement had clarity and force
and I commend you for it. I will try to be brief. Referring to your
statement, on page 14, the last sentence there, I have a question. T want
to make sure I understand it. It is in reference to DISC.

In the last sentence on that page when the amounts are paid, and
I am assuming this is the part that has been deferred——

Secretary ConnarLy. That is right.

Senator Curris. When the amounts are paid as dividends to DISC
shareholders or when the DISC ceases to qualify as such for any rea-
son, the income is fully taxed as ordinary income to the U1.S. share-
hoiders. Is there a tax consequence on the export entity at that point?

Mr. Norax. No, Senator; the tax is applied to the sharcholder. Now
frequently the shareholder of the DISC will be the parent company
and so the tax will be paid by the parent company as the shareholder.
The DISC will not have any tax liability. ‘

Senator Curris. The parent company ?

Mr. Noran. The parent company will pay full ordinary income
tax on the DISC earnings when they are paid out as dividends.

Senator Curris. That clears it up. T wasn’t sure about that. That
answers my question,

Mr. Noran. Well, Iet me make this clear: The DISC itself will ordi-
narily be a subsidiary of a 10.S. parent company which is doing the
manufacturing. When the DISC earnings are paid out from the DISC
subsidiary to the U.S. parent corporation. the U.S. parent company
will pay full U.S. tax on that income.

Senator Currrs. Yes.

Mr. Norax. There is no intercorporate dividend deduction. The tax
is paid in full at that time.

Senator Curtts. T got the impression there that perhaps the expres-
;iollz1 might have meant just that it was the ultimate individual share-

olders.
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Secretary Connarry. We used the term “sharcholder” and to that
extent it might be confusing, but we use that term realizing that most
often the parent will be the sole owner of the DISC. o

Senator Corris. Now, not too long ago, the Federal Communications
Commission ruled that a building for instance, whether it be a hotel
and/or an industrial building or what not, could install its own com-
munications system, such as a telephone system, and the telephone com-
pany would have to connect them up.

Now as this relates to the job-producing credit, under the House bill
if a nonregulated utility, such as a hotel corporation or industrial
plant, would buy and install its own telephone equipment, what rate
of credit would 1t receive?

Mr. Noran. Assuming that they used that equipment only for their
own purposes, for supplying their own telephone service they would
get the full 7-percent credit.

Senator Curris. Now, if a regulated utility bought the same iden-
tical equipment and stacked and installed it in the same hotel, indus-
trial plant or what-have-you, at what rate of credit would they pay?

Mr. Norawn. Under the House bill they would get 4 percent.

Senator Curris. I am not pressing for a solution at this point but I
want to make sure that our record is clear on that.

Secretary ConnarLry. That is right.

Senator Curris. Mr. Chairman, I will not take any more time.
Thank you very much.

Senator ANpERsoN (presiding). Senator Bennett.?

Senator Bex~erT. Thank you, Mr. Chairman, and as you know, Mr.
Secretary, I am in support of the program, the President’s program,
so I have no questions to ask which might generate activity on the
part of the television cameras on my left.

1 have a little housekeeping question to ask for the record. The tax
bill before us contains provisions to encourage employers to initiate
on-the-job training and build child-care centers for their employees.

We have before us alveady a bill which is going to deal on a
broader scale with this problem. This bill deals only with the question
of depression areas. Would the administration be badly upset if we
should leave that out and put it in H.R. 17

Secretary Connarny. No, sir: we would not. This was a measure
that was added in the House to which we acceded. It was not part of
the original proposal which we made to the Congress and it might
more properly be considered as a part of FLR. 1.

Scnator Bennerr. And T am going to tell you a story and use it
as a background for an observation and a question.

When the depression began. my father. who was the head of a small
family-owned business, and T made a basic policy decision that we
would not lay anvbody off but as our income was reduced we would
expect the employees to accept reduced compensation.

We reduced our own compensation to start with far below any-
thing we expected to happen to them. We had a half dozen union
members among our group of 70 or 75 employees and the morning
after we had that meeting the union manager was in our office and
he made a statement to me which T have never forgotten and which
I think is involved in the discussion we have had here about the so-
called trickle down theory.
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He said to us, “We don’t care what happens to the men, if you
haven’t any work lay them off, but don’t cut the rate.”

Now, here we have a situation where the President is saying to
labor we want to increase the number of jobs, and the only way we
can do it is by making it possible for industry through rew equip-
ment and through a better opportunity to penetrate the foreign ex-
port market, and yet there are those and we have heard it suggested
this morning, don’t give industry an opportunity to increase the num-
léer ofljobs through tax adjustments, give the money to the employee

irectly.

Do you recognize that there is & similarity between those two, these
two points of view ?

Secretary Conwarry. Well, Senator, again I try to respond when
this point was made earlier this morning by simply saying that we
felt that the President had recommended a very balanced program.
If you view the actions of the Congress over the 5-year period since
1969, because many of the actions that were taken in 1969 have not yet
gone into effect, they had a delayed beginning, if you take that then
probably the results are unbalanced in favor of individuals as op-
posed to companies and businesses in the country which basically
have to provide the jobs in this free enterprise system. This was part
of the thrust of my statement this morning, as you well know. Renator
Bennett, to try to get out on top of the table a lot, of this discussion
where people for one reason or another or for one purpose or another
attempt to divide the peoples’ minds in terms of their thoughts re-
lating to individuals and to corporations.

The &orporation is nothing except an entity through which individ-
uals transact commerce and %usiness. That is all. The only conceivable
beneficiaries of any corporation are individuals, if there are benefits.

If there are detriments only, those who are done damage are in-
dividuals. A corporation is a legal entity on paper. The entity itself
could not care less whether it makes a profit or loss.

The workers ought to be concerned and I just would point out
again that 68 cents of every dollar goes to wages and salaries.

Senator Ben~err. Which is 10 times as much as goes to dividends.

Secretary ConnavLy. To the investor.

He gets about 6 percent if he is lucky.

Senator Bexxerr. That is right.

Secretary Connvarry. So I think the worst thing that can happen
to the country is for us to be divisive in the tvpe of comments that we
make with respect to the entities through which we do business.

You can’t separate them that way. We ought not to separate them
that way. What we ought to be locking at 1s the overall prosperity,
the overall well-being of this country and its economic strength and
its economic viability because that is what we are up against.

Senator Ben~err. Mr. Chairman, my time—I have 15 seconds left
and T am going to use it to read a couple of sentences from the Evans
and Novak column in the Post this morning.

It is a chilling experience to hear a top government economist, he is talking
about Japan, say with a broad smile, “I am sorry to tell you this, but I think
the United States is beginning its economic decline just as Great Britain began
theirs twenty years ago,” the delinquency is irreversible.

I think it is reversible and I think the President’s program is an
important step in reversing it.
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My time is gone, Mr. Chairman.

The Cramman. Senator Anderson.

Senator Anperson. Thank you, Mr. Chairman. Mr. Sccretary, there
was mention of a memoranduin that you were going to submit for the
record. I look forward to reading it, and I might say you made a good
statement this morning.

Secretary ConwarLy. Thank you. We are going to produce some
additional data and a memorandum on our conversations with vari-
ous representatives of other nations with respect to their treatment,
the administrative treatment of tax policies. We told Senator Ful-
bright we would try to get him a breakdown on what goes into the
GNP and I believe Senator Jordan asked us to bring some additional
information to the committee,

We are also extremely grateful, Senator, for the kindness which this
committee has extended to the Treasury Department and for the dis-
patch with which this committee works.

Senator Anperson. This bill has several interesting phases of it,
There was an article sa,ying tax cuts are

Secretary CoNNALLY. Senator, the bill provides that there will be
a change in the withholding tax on November 15th of this year, 1971,
so there will be an immediate impact of the bill if the committee can
act and if the Senate itself can act on it with promptness.

Senator Anperson. Thank you.

The Criamaan. Mr. Secretary, I am for what you are trying to
achieve with this program and what you are trying to achieve in the
foreign trade area. I believe the same thing is true of every member of
this committee. I believe that we are unanimous in being for what you
are trying to do to oftset our unfavorable balance of trade and to stop
inflation.

I am very much at loggerheads with you, however, when we come
to one particular phase of this program and that has to do with
interest rates.

Now, if we are going to have 6-percent inflation as we had last year
and were in prospect of having for this year, the moneylenders of this
country might be entitled to have an additional 6 points on the interest
rate they charge.

On the other hand, if we are not going to have inflation, if we are
going to have level prices for a year, then high interest works out to
a tremendous windfall for the moneylenders. Quick ealeulations in-
dicate that a person would not be charging too much at 12 percent on a
housing loan if half of that were to be caten up by a 6-percent inflation
factor. But, if you are going to have level prices then 12 percent. would
be extortion.

Now, the mere difference of 4 points in interest rates, and T think we
are entitled to expect that much on the average loan, against a public
and private debt of $1,800 billion, would work out to $72 billion gross
windfall for somebody.

So far it looks like the administration wants to pretend that is not
happening or that is something where nature should take its course.

You say interest rates have gone down by almost 1 percent. They
ought to be down by 4 percent if we are going to have stable prices.
Now, this committee can do something about it—we can tax those large
items of interest income if we cannot find a better way to handle it.
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Frankly, if I were George Meany I would be screaming to high
heaven about this matter—my workers are being called upon to do
without the pay raises that their contract requires while bankers are
being permitted to have this big windfall and while the insurance
companies are getting a big windfall and every loan shark in America
is geiting rich out of this thing.

Why can’t we have an cffective rolback on interest rates? I am not
talking about a freeze, I am talking about a rollback to take into
account the fact that the moneylenders are not going to have toe
sustain a further 6-percent erosion in their principal this year—the
money will be worth as much next year as it is now.

Secretary Connarry. Mr. Chairman, we have indeed had a rollback,
not a mandatory rollback, but the net effect has certainly been a roll-
back in the last few months or last few weeks for that matter.

And I would like to insert into the record a tabulation on the major
interest rate swings in 1969 through 1971 which very clearly points
out what has happened in the last month and a half.

The Cuamrman. Will you give us a comparison, Mr. Secretary, in
those same categories of what those interest rates were the last time we
had controls? When Truman was President and Roosevelt was Presi-
dent we had a President who was fighting for the little fellow, as far
as interest rates were concerned. He certainly was and he saw to it that
the moneylenders had to make their share of the sacrifice. Now, that
would show interest rates are far below the level you are talking about.

Would you mind providing that for the record ?

Secretary Connarvry. In that connection I would like to also in the
same table show what the wages are that were being paid during the
Truman administration and Roosevelt administration and other com-
parable costs of the Consumer Price Index.

(Material furnished by the Department follows:)

INTEREST RATES, WAGES, AND PRICES DURING WAGE-PRICE CONTROL PERIODS, ROOSEVELT AND TRUMAN
ADMINISTRATIONS

Beginnin
of control 2 months 6 months
period later later
Roosevelt administration (general controls between Apr. 28, 1942, to
Nov. 10, 1946):
Interest rates (percent):
Taxable Treasury bonds. .. . oo 2.44 2.43 2.45
High grade corporates_ ... ... ... ... ..... 277 2.75 2.76
Wages of production and nonsupervisory workers in manufacturing
industries:
. $34. 89 $36.04 $38. 81
Y $0. 817 $0.84 $0. 888
Consumer price index (1967 =100). _ . 48,2 48.8 49.9
Wholesale price index (1967=100)._.___.._.... e - 59.9 59.9 51.6
Truman administration (general controls began Jan. 26, 1951. Wage
controls eliminated Feb. 6, 1953, and the last of price controls elimi-
nated Mar. 17, 1953):
Interest rates (percent):
Taxable Treasury bonds. .. .. ... ...l 2.39 2.47 2.63
High grade corporates_ .. __ ... ... ... ... ... ... _.. 2.64 2.78 2.93
Wages of production and nonsupervisory workers in manufacturing
industries:
WeRKIY .. e $62. 58 $63. 14 $63. 11
Houely. ... .. .. ... .. .. $1.53 $1.54 $1. 57
Consumer price index (1967 =100). .. .- 76.1 77.3 7.7
Wholesale price index (1967=100). ... ... .. ... ... . ... 91.2 92.5 90.7

Source: Office of the Secretary of the Treasury, Office of Debt Analysis.



MAJOR INTEREST RATE SWINGS IN 1969 THROUGH 1871

1969 yield range 1970 yield range 1971 yield range Recent rates
High Low High Low High Low
Aug.13, Oct. 6,
Date  Yield Date  Yield Date  Yield Date  Yield Date  Yield Date  Yield 1971 1971 Change

Treasury bills:

Jemonth. ..o 8.08 Apr. 30 587 Jan. 6 7.93 Dec. 17 474 July 19 553 Mar. 11 3.22 515 454 —0.61

6-month__ 8.0% ._do.__. 596 Jan. § 7.99 __.do..._ 4.78 July 27 584 . .do.... 3.35 551 472 -.79

........................................... 7.86 Jan. 16 5.8 Jan. 30 7.62 Dec. 31 4.74 July 28 6.01 ._.do.... 3.45 58 502 —.8

8.40 Jan. 20 6,61 Jan. 2 828 Dec. 18 4.8 Aug.10 6.28 __.do.... 3.48 609 513 —.9

8.51 __do._.. 6.02 Jan. 7 842 Dec. 4 560 July 28 6.81 Mar.22 427 660 574 —.8

7.77 Jan. 16 6.09 May 26 812 ...do.... 6.10 Aug. 10 711 Mar.23 515 6.8 6.09 —.77

8.05 Jan. 20 5.95 ...do.... 822 ...do.... 6.21 July 28 6.5 ...do.... 538 668 598 ~—.70

Federal fundst .. __ ... ... ... Aug. 8 10.50 Dec. 31  5.00 Jan. 5 9.75 Dec. 31 3.00 ... _.. 5.75 Feb. 24 2,28 5% 514 -3

8.76 Jan. 20 6.33 Jan. 2 875 Dec. 24 553 . do.... 6.56 Mar. 16 3.93 6.52 567 —.85

8.55 Jan. 28 6.53 __.do.... 854 Dec. 2l 6.16 Aug. 12 7.33 Mar.24 4.70 7.32 6.23 -—1.09

New Aa Corporation bonds: (Teasury series)2.__.___....._._Dec. 5 9.29 Jan. 24 7.27 June 19  9.90 Dec. 31 8.02 May 21 8.42 Feb. 11 7.32  8.22 7.97 -.25

New Muricipal bonds: (bond buyerseries).__...__...._._... Dec. 18 6.90 Jan. 23 4.82 May 28 7.12 Dec. 10 5.33 June 24 6.23 Mar. 18 5.00 6.03 5.24 —.79

New home conventional (FHA series)_. ... ____ ... _______ Dec. 8.36 Jan. 7.53 July 8.61 Dec. 8.28 Jan. 7.96 Apr. 7.55 37.82 47.83 +.01

1 Effective daily rate. 4 August.

2Series based on issues with no call protection, for 5 year call protected issues deduct (at present 5 Preliminary

nTﬁ)u?y?pmx'mmly 15 basis points. Source: Office of the Secretary of the Treasury—Office of Debt Analysis,

19
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The CirarrMan. I am in favor of having it aJl in the record Mr.
Secretary. But, back in the days when you used to work up on the
Hill, you had a point of view that was about the same as mine—
while asking everybody else to make a sacrifice, you shouldn’t do
business in such a way that money lending doesn’t have to, and T don’t
think we can count on the Federal Reserve Board to do that for a
moment.

In 23 years I have concluded that the large banks ought to pay the
salary of the Federal Reserve Board because it looks like that is who
they are working for. If someone is going to get the little people of this
country their share out of what they expect out of the stabilization
program, interest rates must come down by a lot more than 1 point.

Aren’t you aware of the fact, this investment tax credit goes into
effect, every major corporation in America will be lined up at those
banks and those insurance companies offices to get their shares of this
money for capital expansion programs and that has overhcated the
economy on two occasions so much so that President Johnson had
to recommend that Investment Tax Credit be repealed? And so did
President Nixon.

Now these large concerns, and I am not against them making a big
profit, I want them to do well, but they have their people on those
boards of directors, and telephone and telegraph companies seeking
to borrow money. They have a director on the bank board to get them
a good share of the credit and again the same thing is true of General
Motors and General Ilectric. But a fellow trying to build a home does
not have anybody in there representing him on that bank board, to
guarantee he gets his share of the credit. It seems to me that we might
not even need the Investment Tax Credit if we could drop interest
rates to where they ought to be with stable prices and then have the
controls that you are asking for. T am one of the fellows going to the
Senate floor later today to give the President the right to freeze that
pay raise for my own employees.

Some of us strictly among southern Democrats—are needed to up-
hold your hand on that or you probably would lose that vote today.
1 think we have a right, to call on you to do what I am not reluctant.
to do, and that is call on the money lenders to make their sacrifice,
Why can’t we get a program that puts the interest rates where they
ought to be with a stable price level 2

Secretary Coxwarny. I think I might have mislead you a moment
ago when T wag talking about this basic point. I did not intend to
convey the idea that interest rates had gone down only 1 percent, and
I misled you I am sure.

T think in that connection I was talking about the effect of various
Federal agencies 3-year securities. They dropped from August 13 when
they were running at the rate of 7.32 percent.

They dropped to 6.23 percent or a change of 1.09 in absolute terms.
But that is not percentage. It drO%ped from 7.32 to 6.23, about 15

ercent. So we have had a very substantial decline in interest rates

ut I grant your point and please let me associate myself with your
basic view.

I assure you my views have not changed very much since I worked
up here on the Hill many years ago. I don’t want any misinterpreta-
tions of what my views are now. Obviously the rate that was in
existence prior to the freeze was a high rate.
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I think it was too high. I have said so. Now, part of it was attributa-
ble to the expectation of inflation that oxisted in the country. And
this is one of the reasons why the President did what he did.

Now, I grant you that if we can break this back of inflation, if we
can halt the inflation psychology, that has just permeated every aspect
of American society, ftﬁink you will begin to see interest rates coming
down and I think 1f you are going to control prices, if you are going
to control wages and salaries and rent, then I certainly am not going
to argue against some control of interest rates.

I do think then in fairness that we ought to point out that there has
been a substantial drop in all of these categories, ranging from 10
to 15 percent in about 45 days.

The Criararan. Well, that is all fine, Mr. Secretary, but I must
say the first time I raised this point down at the White House I gained
the impression that the people were about ready to ask around the
room, “Who let this fellow in here, to ask such a question about the
interest rates.”

This is a very big item and it is something that the average Ameri-
can, all these people who have done without this pay raise, are entitled
to expect. I am for controls, provided that it is a fair program, and
it applies across-the-board to everyone, but I don’t think it is right
for us to come in here and ask labor to go without a pay raise that
was in a contract and then proceed to pretend that that loan shark
does not exist over there and that we would know nothing about the
tremendous windfall he is getting on all of this.

So much as I like to get along with the banks, goodness knows I
am as vulnerable to what they can do as anybody in the room, at the
same time I feel it 1s my duty to raise this issue.

The program I think should be across the board. I would be willing
to negotiate with your administration on this basis: let’s get a bunch
of economists in here who don’t belong to the banks and don’t belong to
labor, who claim to be independent and can show some credentials
along that line. Let them suggest what a proper level of interest rates
ought to be and try to bring this about as a part of the overall program
and if we can I think I will be enthused. But without that it won't
seem to me to be an equitable program. T am encouraged at least you
are willing to indicate, you are willing to consider it.

Secretary ConnarLLy. No question about it, and I think the only
response 1 have to your comments is that money like many other
things is a commodity in the open market, and tlhie value of it is
determined by the use to which it is put and the need for it.

Again, it is affected probably more directly and more instantly by
this inflation situation than anything you can think of.

Take your example of a moment ago. If a banker or insurance
company or whoever the lender is, if he thinks we are going to have
G-percent inflation, then he is going to ask 12 percent for his money
because he thinks he has to get a 6-percent return.

And he is going to do it, unless you can coutrol him. He is going
to do it because he just believes in ﬁis heart that he is going to loan
this money for a year or 5 years or in many cases, such as with
the insurance companies for 20 years, and if he thinks we are on a
treadmill of inflation, then it is really almost impossible for him to
ask enough to make up for what he thinks inflation might do to him
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in the next 20 years. If you can indeed stabilize, if you can get into
people’s minds that we have some future other than a runaway infla-
tion in this economy, then perhaps the lender will get down to a realistic
6-percent figure w?\ich you used in your illustration and I could not
agree with you more.

The Cuamaman. Of course what I object to thus far about the
})mgrmn is that it proceeds upon the theory apparently that it is per-
feetly alright to let nature take its course where the money lenders
are concerned, but where everybody else is concerned it is not alright
to let nature take its course, we are going to freeze their wages, freeze
their price.

In one case we have some people in my State who because of the way
the thing works out, would appear to be stuck with a 1-year roll-
back where all of their costs have gone up and the way it works out
they are being expected to roll their prices back for a year which they
cannot afford to do.

So while we are looking at the details of all of this, I would think
we ought to put those who are well able as anybody to make their
share of the sacrifice—and I have in my mind the money lenders—
they ought to be part of the package and we can agree what is fair
for them. I think that will make labor feel more concerned and more
kindly about the overall package, perhaps more likely to cooperate
which T would like to see.

Now, you are aware of the fact I personally feel that these tax
cuts so far are structured to where they do go too far, all together
too far, in favoring business as compared to individuals.

Most of these tax reductions you have involving individuals are
merely a mater of moving forward tax reductions that would go into
effect anyway.

While on the other hand the reductions in taxes for business are new
reductions that were not scheduled to go into effect. My analysis in-
dictates that out of $7.6 billion in new tax cuts only one-seventh would
go to individuals.

One-seventh. It wonld seem to me that is not a substantial share for
the individuals and I might suggest to you that we ought to amend this
bill in a fashion that individuals would get a larger share of this tax
reduction.

Secretary Connarny. Well, again, Mr. Chairman, I think it is fair to
say that many of the provisions of the 1969 act have not yet taken
effect. Admittedly part of what the President recommended was mov-
ing from January 1973 to January 1, 1972, the increase in the personal
exemption, but that is still money which is moved forward a year. 1
think it is fair to say that the figures which I have given you, the $36
billion, the $36.4 billion that you provided in 1969, and since then,
for individuals, is a correct figure and what you have increased cor-
poration’s taxes by $3.2 billion.

You say the relief for individuals is only one-seventh. Obviously
you are leaving out, these actions, and you are also leaving out the
repeal of the auto and truck excise tax.

The Caamman. That was scheduled to be phased out.

Secretary ConnaLry. But over a long period of time. For 1981, I
believe, was the last year—in other words over the next 12 years. What
we are doing is doing it immediately so this action means $200 on the
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average to everybody that buys a car in the United States. There will
beé 10 million of them bought next year, and that is not people, that is
automobiles, so you are affecting probably 35 million people.

And if you look at the incomes of those who buy automobiles,
strangely enough it fits the pattern. You are going to have a reduction,
like that which you have had over the past several years, to the lower-
income groups, to the middle-income groups, they are the ones that are
going to get the benefit of the $200 decrease in the price of the auto-
mobile. It works out that way.

The CrarMAN. You are assuming all of the benefits are going to be
passed on.

Secretary ConNaLLy. Yes, sir, we have commitments.

The CraRMAN. Commitments ¢

Secretary ConNarry. We have commitments from the companies
that the reduction absolutely will be passed on to the consumers.

The Cuairman. That will be fine if it works out that way, but some-
times it works out contrarily and then over a period of time they phase
into a new price structure.

But you have suggested also. Mr. Seeretary, that we on this com-
mittee should not further increase the deficit by putting in additional
tax cuts of our own. On the other hand, I notice that you have recom-
mended here this morning that we provide a 10-percent investment tax
eredit compared to 7 percent with regard to what the bill provides,
and also to apply the DISC rules to all export income. How much
would those items increase the deficit ?

Secretary Connarry. The first year, I think a very liberal estimate
of the cost of the DISC program would be $300 million.

This is already in the budget; for budgetary purposes it would be
no increase. The difference between the 7 and the 10 percent would be
an additional $500 million in 1971.

The Cramrman. Of course, you know with the IHouse, they took
some things out and they put other things in so the bill contained sub-
stantially the same balance, if we are going to put the item back in that
would increase the deficit over the things they put into it.

Secretary CoNnNaLLY. Yes, sir.

There is a reduction in the deficit by $2 billion as a result of the
House action, the way the bill stands at the present moment.

The Cizamrman. Again let me say that while I very much differ with
you on some items, I heartily applaud the objective in what you are
trying to do on the whole. I think you are doing a great job for us in
the national interest.

I think in fairness I should say that we applaud your efforts to get
this country moving and restore at least some balance to what is a very
unsatisfactory situation with regard to our international payments and
international trade.

Any other Senators want to ask additional questions at this time?

Senator Nersown. I had a couple.

I wonder, Mr. Seccretary, concerning the DISC program, why
wouldn’t it be a better approach to simply tax the U.S. corporations’
subsidiaries overseas in the same way we tax the domestic corpora-
tions, here, that is to say, tax them as they make their profits, currently,
rather than after they are repatriated? Is there any special reason why
that wouldn’t work ?

68-333—71—pt. 1—GC
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Secretary ConnaLny. Let me answer simply that this indeed would
involve a major change in the tax policies of this country but I would
like for Mr. Nolan to respond to it in more specific fashion.

My, Nowan. The Congress considered this at some length in 1962 and
decided to tax American companies on the operations of their foreign
subsidiaries only in so-called tax haven operations and decided not to
go further than that.

Essentially, in the case of foreign subsidiaries, we are talking about
income that is basically foreign source income, income which the for-
cign countries in which the operations are located have the primary
right to tax.

We have always been concerned that if the United States extended
its tax to income of that nature—to income that is essentially foreign
source income—that the foreign countries would simply increase their
rates of tax and soak up the additional U.S. tax and so that all we
would have accomplished is to increase the taxes collected by for-
eign governments from our own companies.

‘We have not felt that that was a desirable way to proceed. Instead
we feel that we must recognize as I say that the essential nature of
this income is foreign source income, that the foreign countries, by
and large, provide benefits to attract American companies into their
countries and that under these circumstances the only real practical
alternative from our standpoint is to provide in the case of export
operations which we want to encourage—that is keeping the manu-
facturing here for sale abroad, rather than having the manufacturing
activities go abroad—the only real practical alternative is to recog-
nize as we have in the DISC proposal, that tax deferral should be
granted as long as that income which is paid in is used in connection
with the export activity.

Senator Nersox. I understand from reading the report prepared last
year by the staff of the Joint Committee on Internal Revenue Taxa-
tion, that the loss of revenue under the DISC proposal would be about
$600 million, when the exports got to a billion or a billion and a half.

Secretary Con~arny. I think their figures were higher than that.
The $600 million figure was our figure of what the revenue loss was.

Senator Nrrsox. I thought that was ther figure. In any event,
doesn’t this mean that for every dollar increase of exports there is a
revenue loss of 45 to 60 cents?

Isn’t that an unduly expensive way to increase exports?

Secretary CoxnarnLy. Senator, those figures do not take into ac-
count the feedback benefits to the economy. That is the increased tax
revenues that we will get from increased business activity, we do
not attempt to estimate tglose feedback benefits because they are specu-
lative and it is difficult to fix a number. .

So we have not estimated that. But we really feel that the in-
crease in exports from the DISC proposal will be at least a billion
and a half dollars a year, maybe considerably more than that. But a
billion and a half is our firm estimate, and we feel, taking into account
the fact there that there will be a. feedback benefit to the economy that
it is a good trade off, it is a worth while thing to do. And it has to be
considered to be a deferral, not a loss, it is a deferral and not a loss.

Senator NeLson. Thank you.
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Senator Byrp, Mr. Secretary, I am inclined to the administration’s
position and I want i support the administration’s position on this
matter. '

I have not yet been able to convinee myself that it is logical or wise
to reduce taxes at a time when we are at a $30 billion general, Federal
fund deficit last year, and $30 billion Federal fund deficit in the cur-
rent fiscal year, but I want to try to understand the figures a little bit
better than T do.

It was part of my question this morning as to the reduction in taxes
that will take place if this bill is enacted as it was enacted by the
IHouse. You replied that therewould be a reduction over $6 billion in
taxes.

Secretary Connvarrny. Yes, sir.

Senator Bvrp. As I, and I am not sure that I am correctly reading
the table on page 7 of your statement, but it appears to me that the
reduction would be substantially larger than that, I take it from the
figures I got the amount would be reduced under the 1969 act, but I
assume all of the other figures should be included in the pluses and
minuses, after you leave out the figures pertaining to the 1969 Tax
Reform Act; is my understanding correct in that regard ?

Secretary ConnNarLy, This is a 5-year table, Senator, that I was
using.

Senator Byno. If we would take the year 1972 just for example, if I
could get clear as to how read that table, would not the reduction,
total reduction that would take place during 1972 be the addition of
all of the figures plus or minus with the exception of the four figures
1969 act under “for individuals,” and the 1969 act, “for corporations?”

Leaving those figures out, I assume you would add the rest of the
figures, and add and subtract the rest of the figures to get the total
reduction ; would you not ?

Secretary CoxnNarny. I think that is correct and I think the table
we are now talking about, table IT (see page 9) includes the 1969 Tax
Reform Act, the ADR and the Ways and Means Committee action in
total, as opposed to the table on page 11 of the House committee report
that deals only with the estimated effect of the Revenue Act of 1971
on calendar tax liability for 1971, 1972, 1973, and 1974.

And, the $6 billion that I alluded to in my remarks this morning,
was the effect it was going to have in fiscal year 1973. As I recall you
asked me about fiscal year 1973 and fiscal year 1974, this morning, and
the effect of the 1971 Revenue Act as passed by the House is a loss of
revenue of about $6 billion in cach of those years.

Now when you go back it will be more than that, when you go back
to 1969 and take the 5-year average.

Senator Byrp. But you actually refer only to the line marked 19722

Mr. Noran. In the line marked “1972,” there is also the effect of the
depreciation system that was adopted by the administration in June of
1971 and against those figures you have to net out the elimination of
part of this depreciation system in the House bill, so that you have
there figures representing revenue losses from the administration
iet)gltlion which have been partially reversed by the actions in the House

ill.
Senator Byrp. That would not amount to a great deal.
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Secretary Conwarry. The first-year convention amounts to $2.1
billion this year.

Senator Byrp. Does the total that T get for a reduction for the 197¢
is $11.2 billion, as compared to $6 billion which you gave before, but
even if you take out the $2.1 billion you still subst‘mtlally are above
the $6 billion figure.

T am merely trying to understand these figures on table 2.

Mr. Noran. Also these are calendar year figures which vary some-
what from the fiscal year figures we were giving you earlier. The loss
from the bill, from the House bill on a calendar basis for calendar 1972
is $7.8 bllhon

The figure of $6 billion that we gave you is the effect in fiscal years
1973 and 1974.

Senator Byrp. Anyway, you are convinced yourself that $6 billion
figure is the actual reduction in taxes that would occur under this
pr oposal ?

Secretary CoNnNaLLY. Yes, sir. Specifically, in 1972 on a calendar
basis, it will be $7.8 billion ; in calendar 1973, it will be $5.9 billion, or
roughly $6 billion. On a fiscal year basis in 1972 it will be $4.9 billion,
about $5 billion; in fisecal year 1973, it will be $6 billion; and in 1974
it will be $6 billion.

Senator Byrp. What, then, I assume we should do is discard this

table 11, is it out of dafe?

becretfu Yy ConnarLy. No, the point is, you can't 1econcﬂe the totals
in table IT in my statement with the table on page 1 is of the House
committee report, because table IT has too many other items in it,
including the effect of the 1969 act over a 5-year period, and that is
not reflected in table

Senator Byrp. Now, neither is it reflected in the figures T have been
adding and subtracting, you get $11.2 billion but I don’t want to take
the committee’s time or your time.

Secretary ConnarLy. We will be glad to sit down with you and
reconcile these figures.

Senator Byrp. If someone would reconcile the figures for me and
send it to the office I would appreciate it.

Secretary ConnaLLy. We would be delighted.
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(The following letter was subsequently received for the record:)

THE DEPARTMENT OF TIE TREASURY,
Washington, D.C., October 13, 1971.
Hon. Harry F. Byrp, Jr.,
U.8. Senate,
Washington, D.C.

Dear Senaror Byrp: At the public hearing of the Senate Finance Committee
on October 7, 1971, I was unable to reconcile the revenue loss from H.R, 10947
shown on page 11 of the House Ways and Means Committee Report (net revenue
loss for the fiscal year ending June 30, 1973, of $6.1 billion) with the amounts
shown in Table II of the Secretary’s statement to the Finance Committee
(calendar 1972 revenue effect of §-14.8 billion, and calendar 1973 $-16.0 billion).
As I noted at that time, Table II of the Secretary’s statement includes the effects
of 1969 Tax Reform Act provisions and the ADR System as well as the effects
of H.R. 10947. Further, one set of amounts is on a fiscal year basis and one is on a
calendar year basis.

The amounts are reconcilable as follows:

Calendar year

1972 1973

1969 Reform Act:
Individuals. . il —~3$7.5 —$10.2
COTPOTatIONS. o . o i iaeiiiiiaon. +3.9 +4.0
Net effect, 1969 act. .. ... . —3.6 —6.2
ADR regulations (before change by H.R. 10947): . T -
Individuals. .. il —.7 —-.8
CorporationS. ..o s —2.7 -3.2
Net effect, ADR_._._.._...._.__.. et e —-3.4 ~4.0
H.R. 10947 o
Individuals. . il -5.9 -3.6
Corporations. ... . iiiiiii ieiiiaii el -1.9 ~2.3
Net effect, H.R. 10947 e —7.8 -~5.9
TO0L — o« oo 148 ~16.0

The calendar year effects of H.R. 10947 (revenue loss of $7.8 billion in 1972
and $5.9 billion in 1973 as set forth above) differ from the fiscal year effects
(revenue loss of $5.0 in fiscal 1972 and $6.1 in fiscal year 1973) because some of
the provisions of the bill correct the effect of other provisions after the close
of the taxable year. Thus, increasing the minimum standard deduction increases
the degree of underwithholding for calendar year 1972 which is corrected by
April 15, 1973; accordingly, the revenue loss on a calendar year basis is over-
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stated for 1972, and is correctly reflected only Ly reference to fiscal year 1973
amounts. (The underwithholding problem is cured for the most part on a long-
term basis by other provisions of the bill taking effect on January 1, 1973.)

The ADR amounts in the Table above are somewhat misleading. H.R. 10947
reverses part of the revenue loss from ADR to the extent of $1.7 billion in 1972
and $1.5 billion in 1973, so that the net loss from the new depreciation system
is now only $1.7 billion in 1972 and $2.5 billion in 1973.

A more detailed reconciliation table is attached. If you have any further
questions about this matter, please let me know,

Sincerely yours, 5 S N
0oHN S. NoLAN,

Deputy Assistant Secretary.
Enclosure.

ESTIMATED EFFECT OF 1969 TAX REFORM ACT, ADR AND H.R. 10947 AS PASSED BY THE HOUSE ON CALENDAR
YEAR LIABILITIES DIVIDED BETWEEN INDIVIDUALS AND CORPORATIONS

[In billions of dollars]

Calendar Year

Total
1969 1970 1971 1972 1973 1969-73

Individual:

1969 act:
Reform and relief. .. ___ .. ... . ... ... - —5.2 —8.1 ~10.8 —~25.5
Termination of investment credit..........  +0.4 +.6 +.6 +.6 +.6 +2.8
6 ~7.5 ~10.2 —22.7
6 -.7 —-.8 -2.1
House bill: -
Eliminate ADR $4-year convention. . +.5 +.3 +.3 +1.1
Income tax reduction —~1.4 ~3.2 -1.1 -5.7
Excise tax relief1_.__ -~.8 -2.3 -2.0 ~5.1
New investment credi e -.3 -7 —.8 -1.8
Subtotal. e +2.1 -5.9 -3.6 ~-11.6
Total individual. ..........._.......... T 44 -8 -3 —141 -—146  —36.4
Corporations: T
1969 act:
Reformand relief ... ... .. . . ... ...... . +1.0 +1.1 +1.2 +1.3 +4.6
LA +1.9 +2.5 +2.7 +2.9 +10.5
9 . 6 +3.9 +4.2 +15.
.2 —-2.7 -~3.2 ~8.1
House bill: S
Eliminate ADR 34-year convention.... .. ... ... .. ... ... ...... +1.7 1.4 +1.2 +4.2
New investment credit -1.2 -2, 51! -3 ; -1.2
3 .
.9

Total corporation_.._........_......_.. - 9 T B 1
. T )

Total individual and corporztion

t Split as per Committee report.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis.
Note: Figures are rounded and may not add to totals,

Senator Harrxe. Mrv. Secretary, when I ran out of time awhile ago
I Jeft an unanswered aguestion. In the last fiscal year we had a deficit
which was reported as $235 billion; is that correct?

Secretary Connarny. I believe that is correct; $23.2 as I recall.

Senator Harrke. $23.2 billien. In that of course and I am not say-
ing that there anything was done illegally or wrong, that if you had
used the over accounting system, not used the combined budget, isn’t
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it true there was $7 billion borrowed from the social security trust
fund which in fact was treated as revenue and in fact must be repaid
with interest ?

Secretary Connarry. There was a $6.9 billion surplus for the trust
funds in total.

Senator Harrke. I apologize for the $100,000 mistake.

Secretary ConNaLLY. Caﬁ it $7 billion counted as trust fund surplus.

Senator Harrke. And treated as revenue ?

Secretary ConnvaLLy. Yes, sir.

Senator Harrre. With interest ?

Secretary ConNaLLy. Yes, sir; I am sure it will. Yes, I don’t know
at what rate, but it will have to be paid back with interest.

Senator Harrxe. What we did we took the money which had been
accumulating for the benefit of old people to pay off the other ex-
penses of Government, isn’t that true?

Secretary ConnarLry. No.

Senator Harrke. I am not saying that the trust fund had been in-
vaded in the normal sense but it has been invaded to the extent that
$37 billion surplus which we have accumulated was reduced by $6.9
billion, roughly $7 billion in order to reduce the actual amount of the
companion budget deficit from total of over $30 billion to a little over
$28 billion.

Isn’t that true?

Secretary ConnsrLy. Well, Senator, there was no invasion of the

trust fund, obviously we have had to borrow more money. We bor-
rowed from the trust fund as we do all the time and we pay interest
because we don’t want the trust fund money to sit there not bearing
interest. Social security trust fund assets were $44 billion at the end
of fiscal year 1971.

Senator Harrxke. But it was treated as revenue.

Secretary ConnavLLy. That is right, in the unified budget.

Senator Harrke. That is a proper legal procedure but I think all
people who are complaining to Social Security about the inadequacy
of their payments today, ought to know that there is a $44 billion
surplus in that fund at the present tim~, that $7 billion of this that
was utilized by the Treasury, in a fashion in which they were able
to reduce the actual stated amount of the budget deficit from $30 bil-
lion deficit down to $23 billion.

Isn’t that true?

Secretary CoNNALLY. Yes, sir.

Senator HArTKE. Now, another question which when you were here
testifying on the trade bill we went into very short colloquy and very
short question and answer statement about the effect of investing in
the United States and investing overseas, in which vou ended up with
the conclusion that under the present tax laws there was the tax ad-
vantage investing overseas which was not in the same fashion avail-
able to domestic corporations investing here at home.

I gave you the specific example that under the situation that if
you, at the present time, invest overseas you're entitled to a tax credit
for foreign taxes paid and if you invest in Ttaly and pay foreign taxes
to Italy you would be entitled to those credits; if you invest in India.
you would not be entitled to a tax credit for the taxes paid but would
be only entitled to tax deduction for tax paid as a result of the state
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tax levied which made it more advantageous to invest in Italy than it
did in India; is that a fair summary of our little colloquy, when we
had the hearings on the trade bill?

Secretary Connarny. I would certainly say that was my memory of
it: yes.

Senator Harrke. Then why wouldn’t you be in favor of adopting
the policies in the trade bill which I introduced here in the Trade and
Investment Act of 1971, which would really perform the functions
which you claim are partially accomplished by DISC, by repealing
all tax credit for foreign taxes paid?

Secretary CoNNaLLy. Noj; sir.

Senator Harrke. Why not ?

Secretary Conxarnny. Again we get into a question I think Mr.
Nolan responded to a moment ago. If we repeal all foreign tax credits,
we endanger our best interests overseas and subject them undoubtedly
to different tax treatment by foreign governments and it would wind
up merely with a result of punishing American investors overseas and
really help us not at all in terms of our revenue.

Senator Harrse. Would it even damage the American investor to
put his money back here, would it not ¢

Secretary ConNarLy. Not necessarily.

Senator Harrxe. If you take away the advantage of investing over-
seas you create an incentive to invest at home, do you not?

Secretary Coxnarry. Well, you do if you can successfully do it,
Senator Hartke.

Senator Harrge. Why wouldn't you also end tax-free treatment
which is presently given which provides for no tax on the export of
license and patents which is an exportation of our technology: why
would you eliminate that tax bonanza for those people?

Secretary ConyarLy. I did not know, I would have to study that.

Senator Harrke. Mr. Nolan, would you care to comment ?

Mr. Noran. We do have limitations in the tax system on the extent
to which patents and other taxable assets can be transferred abroad
without recognizing gain. We have a provision in the tax law that I
think you are aware of, section 367, which permits some transfers
of assets to foreign corporations without recognizing gain, but we
have generally not permitted transfers of patents and trademarks
except where they go abroad connected with manufactuving activities
of tho company abroad.

I point out to you that for many U.S. companies, factors quite apart
from taxes make it necessary to produce abroad if they are going to
compete in the world markets.

They simply cannot compete with foreign producers in many cases
with the differences in wage rates unless they have factories abroad
and if we were going to deny the foreign tax credit, we would be
effectively abandoning the foreign markets to foreign competitors.

Senator Harrxe. How does DISC help in this regard ?

Mr. Norax. The DISC proposal favors U.S. production over foreign
production under our tax laws; it reverses the present tax inducement
to go abroad without handicapping foreign investment that is gov-
erned by factors other than tax factors. It will help in a large number
of marginal cases where taxes make the difference, not in all of the
cases but in a substantial number of cases; DISC will affect the mar-
ginal cases and make it worthwhile for the colapany to manufacture
here for sale abroad where tax factors are the dividing line.
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Senator Harrke. That is debatable but I want to come to one other
point, where, why didn’t you repeal the special benefit to a person
who lives overseas and is employed by a domestic corporation, if he
lives overseas 17 out of 18 months, giving him that special break;
why don’t you take those three proposals in the tax credit for the
foreign. corporation in the special treatment in regard to patents and
royalties in the special treatment for personnel who live overseas,
wouldn’t that really be effective deterrent to accomplish the end result
which you have advocated in DISC?

Mr. Noran. I think it would be more than an effective deterrent.
I think it would force most U.S. companies out of many world markets
and I donot think that is advisable.

Senator Harrre. It would encourage them to come to the United
States to do their business, would it not ?

Mr. Novan. Eliminating all U.S. controlled production abroad
would have no effect on the difficulty of U.S. companies ex-
porting in competition with foreign-owned companies which would
continue to benefit from the tax policies of other countries that favor
their exporters. It would force U.S. companies to give up their foreign
operations in many cases. They would just simply lose the opportunity
to continue selling in those markets.

Secretary ConnarLy. In the long run that has to be adverse to the
interests of the United States.

Senator Harrke. Well, T mean it is hard to square that with your
stated purpose on DISC but let me say to you I am not willing to
pursue that at the moment.

Mr. Secretary, now, I am for the tax credit; when you go into ADR
on top of tax credit, you are adding an average of $2.7 billion a year
additional in. What is the ADR cost 2*

Mr. Noran. Over an average basis over 10 years, after the action
of the House in cutting out the first vear convention the net cost
would be something like an average of $2.7 to $2.8 billion a year.

Senator Harrke. That means in 10 years about over $20, $25 billion
cut expense?

Mr. NoraN. I have a hard time calling it a cut. In many cases——

Senator Harrxe. Let me

Mr. Noran. The ADR recognizes in many cases that lives are indeed
shorter than we have been allowing and companies are entitled to an
allowance that will be allowed to everybody, not just some of the
companies.

Senator Harrkr. But a total loss of revenue of $2.8 billion, right?
T think you ought to make a choice. You ought to make an election,
which case you want to pursue.

Now the advantage of a tax credit is simply that it does require
an actual new investment whereas ADR does not, isn’t that true?

Mr. Noran. No. You only get the benefit of the increased deduc-
tions of depreciation with respect to new assets you buy, ADR does not
apply to old assets.

Senator Harrre. The foreing of the action in this case is more
effective on the tax credit than it is on the ADR, you do not agree
with that?

*The ADR system is discussed more fully in a letter from the Secretary of the 'Treasury
to the chairman, pp. 755.
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Mr. Novaw. We do rot. We think both of the items operate to re-
duce the cost of capital. They do it in different ways but they do have
the same effect, they make it more profitable to buy the asset.

Senator HarTkr. What is the estimated cost of the tax credit on
the 7 percent across the board ?

Mr. Noran. On an annual basis it is something between $314 or
$4 billion a year.

Senator HarTkE. In other words, if it is $314 that is in excess of
close to $614 billion revenue ?

Mr. Noraxn. Yes, sir.

Senator Harrkre. On an annual basis?

Mr. Noran. Yes, sir.

Senator Harrie. Now, why wouldn’t you on a tax credit, inasmuch
as you want to go back 'to August 15—I do not believe anyone has
really taken this. Congress that it necessarily is going to put that tax
credit into effectwwhy wouldn’t you make it pros ective as you al-
ways advocate in our tax laws instead of making it retroactive and
make it prospective from the date that the actual bill becomes law?

Secretary Conxanny. I think part of the problem stems from state-
ments that the chairman of this committee made, and the chairman
of the Ways and Means Committee made. and statements that I made
back carlier in the year if indeed there was a request the investment
tax credit be passed and if the Congress passed it, that it would be
retroactive to April 1.

Senator Harrke. Do you think people really made investirents on
the basis of the commitments of yours, and inasmuch as T recommend
that and Senator Long and Congressman Mills?

Seeretary Coxxarnny., We had not originally recommended it.

Senator Harrke. But T knew that vou 1"*commonded not vou. when
you were Secretary. Secretary I\onnedy came in here and told me
about the great ovil of the investment tax credit. T can tell you he
said it was absolutely no good, did not cncourage 1nvoqtment had
nothing to do with investment and T asume that it is so much talk
and it is gone.

Secretary Conxarnry. It means we can all be wrong at times. What
T am referring to is that we had not this year recommended that we
go back to Apm] 1. The administration recommended that beginning
date of August 15,

The TTouse Ways and Means Committee moved the date back. made
it retroactive.

Thg Criatrarax. If T might get into the act because I would like
the record to reflect. the situation as I understand it. You wanted to
make a speech to some people, Mr. Secretary. urging them to go
ahead and invest their money and not hold up waiting for the in-
vestment tax credit. You wanted to sav to them that if it goes into
effect orders placed after April 1 ought to get the investment tax
credit and vou informed the chairman of the tax writing committees
that ven wanted to make that statement.

qom'otarv Coxvarrny. That is right.

The Crramaran. You were not 1'ocommendmg it at that time but it
went into effect. They ought to get the henefit of it because they
knew vou didn’t want them to de]av making contracts that they
wanted to make. while waiting for something to happen that might
never happen. We went along w vith vou.
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When you made your recommmendation you had an August date
but the August date was based on deliveries rather than on orders.

Secrctary Conyarny. That is right.

The Cnamryan. Chairman Mills and I both felt that all three of
us should stand on just exactly what you said and what we agreed
to go along with you on saying, that 1f we reinstated the credit, it
ought to be effective with regard to orders made in April.

So it is a matter of one 1s date of order and the other is date of
delivery, but in any event, everyone agreed we shouldn’t encourage
businessmen to hold up making investments, waiting for something
to happen that might never happen.

Secretary ConnNaLLy. You are absolutely correct.

The CrarmaN. Pardon me, I wanted to get it straight for the
record.

Senator HarTke. I endorse your policy on interest rates so much
I could not be upset by anything vou said at this moment. I don’t think
this policy is going to work. And it reminds me too much of March
1931, when President Hoover made the same type of miscalculation
as to how to put this country on its feet.

He did advocate the Reconstruction Finance Corp. and I would
imagine that is what we are going to be doing again now, we are
going to become some type of corporate structure that is to bail out
failing businesses which I anticipate is going to continue in the future.

I wish that you had a policy which really would address itself to
general consumption in the manner in which the chairman of this
committee had indicated, and that is frankly you have to bring the
interest rates down, you have to expand that pie, bigger than you have
calculated and you can’t do it merely by dealing with just the business
side of the community.

That won’t do the job. T would hope that you would come forward
with substantial increases in Social Security, as a matter of fact, as
much as 20 percent immediately would not be out of line; I think you
ought to come with at least a thousand dollar deduction for individunals
who are concerned, even on top of what you have. There is no question
you were going to talk about cost, this country is in rough shape and
vou can talk all about the great economic condition that exists and
number of people employed at higher wages but President Nixon did
not. make this statement to the Nation because he thought the country
was heading in the right direction; he said “we are faced with a great
erisis. and it is high time we recognize and deal with the crisis’ pro-
portions and not just with partial steps.”

And T would hope that welfare reform as Mr. Ribicoff indicated
he is interested in doing would come forward. But T don’t know what
vou are going to do for an encore hecause after yon burned yourself
once there is not much living left and T am afraid there are not manyv
more television stations going to be able to convince the American
neople, going to repeat what happened, T know you are not going to
like this. T don’t ask you. I know the President is not going to like it,
but after his August 15th speech I talked to a young lady at a hotel at
the desk, T said what did you think of the President’s speech? She
said, “T didn’t hear it and T hadn’t read about it in the paper, but T
know it is good for him and bad for me and I think this way; I think
the Ameriean people feel and you are going to have to correet. that with
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something meaningful for these people, if you conld have a thouwsand
dollar deduchon in 1939, for people with famlhe% they would under-
stand what you ave h]l\mg about.

But if you give 20-percent increase in social security, they would
understand what you are talking about: but since T endorse the tax
credit, thev don't understand why that means jobs to them, and T think
thev are right.

Senator Bexxerr. T am tomptod to ask for one more bit of informa-
tion based on the Senator’s last statement. By how much would you
increase the deficit. if you raised the deduction immediately to a thou

sand dollars and increased social security by 20 percent, assuming
that you are not. prepared to ask for addifional taxes to cover the 20-
pereent increase in soeial security ?

Secretary Connarry. That would be an interesting figure if we can
et that.

Senator BenNerr. T realize that you could not be expected to have
it at the tip of your tongue, but I would like to have it in the record.

Secretary CoNNALLY. We think the personal exemption increase to
$1.000 alone would run in the range of $814 to $9 bll]mn, over the pro-
posed $750 figure,

Senator I‘IARTKI‘,. T think closer to $10. That would be over $700 for
1972 under present law.

Seeretary Convarry. Ten? Thank vou, Senator.

Senator Bennerr. And the other figure would be interesting for the
record. That is all T have.

(The Department subsequently informed the committee that a 20-percent
increase in social security benefit payments would increase expenditures by
approximately $9 billion.)

Senator Harrke. Let me say to vou. I can give you those answers
if they don’t have it: it is 10, closer to $10 billion if you go to a
fhonc‘md dollars.

That is if you operate from the present base. No question about
that. T am not. denving that. On the cocial security, let. me say to you,
if vou take the m'osont tax 1‘eoommondat1onq‘ \\hl(‘h Mr. Burns has
recommended in the Flouse. you can give a 20-percent increase without
invading the fund W]mtcom er, and vou can give almost immediately
Detween 9- and 10- percent increase without taking an additional penny
out of the wage earner's pocket, due to the present overc charge be-
canze of the system we have been following. so long as that is why we

conld give the 15-percent increase which ‘the chairman put onto the

bill if vou recall, without ta]\mg an additional penny out. and reduneed
the anticipated ':urp]m rom %50 billion to $37 billion. and that is
nothing wrong with that.

T ask Mr. Nolan to verify that, or Mr. Woodward. that there was
not a penny taken out, and there wmﬂd have been a $50 billion surplus
in the social security fund otherwise.

The Criamyrax. We will get the figures on that for those who want
it. T would like to just touch brieflv on another matter. because that
has heen raiged. but T don’t think :1doquat9]\ covered.

Tast year, we passed this social security. public welfare bill that
had something for all of the aged. disabled, and the blind. Tt had a
lot to do with modl(‘ale and med]("nd. as well as a big social security
increase. After we passed it 83 to 0. the House wouldn’t go to con-
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ference with us because they were trying to use that social security
increase as a leverage to try to get the family assistance plan on the
statute books. Now, we finally got the 10-percent social security bill
through this spring, but it took almost to August for the House to get
that so-called welfare reform package to us. There would be no prob-
lem in passing something to provide more money for the aged, the dis-
abled, and the blind. I don’t think we would have much dif%culty pass-
ing something in short order to provide more money for the States in
providing benefits for family categories.

But T am frank to tell you, Mr. Sccretary, that some of us plan to
ive you the fight of your life if you try to add an amendment to this
ill to put another 7 or 9 million more people on welfare, paying

them to do nothing.

We are willing te pay $5 billion for people to do something, but
to do zero, we are not for it. And we expect to fight on that. We will
offer a simple alternative where we pay people to work, but we are
tired of paying money for more and more people to not work, and we
are tired of people making money on welfare. We are going to give
you a real fight on that, and I think we will win.

I regret to say that the administration has been trying to force us
to take their views for 2 years on that, and they have not succeeded.
If you want the family assistance plan put on as an amendment to
the bill, you ought to be anticipating that we will be fighting on that
measure while you’re up to your nose in snow climbing Capitol Hill
to get your bill. We might be on it in the spring. When we get down
to the question of whether we are going to pay for people not to work,
and double up the welfare rolls, or whether we are going to pay the
money for people to work, that is going to be one knock-down, drag-out
fight, the way it lines up this moment. And I don't think that you can
count on getting your bill through in time to do what you hope to
achieve if you are going to wait until we get through fighting about the
family assistance plan.

The administration says that even if they get their way about that,
it will take 18 months to mail out the first check under the family
assistance plan. I hope for your sake it does not take you 18 months to
get your program into eflect.

Senator Bexnerr. I applaud your statement. It is the right state-
ment but the wrong Secretary.

Secretary ConnarLy. Let me make it abundantly clear, I did not
bring this subject up, as I remember. As I recall, a member of the
committee brought it up, and I merely responded by saying the welfare
reform was a matter of high priority. I would hope they would not
attempt to tack it to this particular tax measure, if indeed the com-
mittee was going to get into a hassle about it, and T gather you have
answered that question.

The Criaraan. Mr. Secretary, in Senator RibicofP’s statement, if
you want to put that family assistance plan on the bill, T hope he will
give me time to go home and put my fighting clothes on; I came down
m my best suit today.

Thank you very much, Mr. Secretary.

(Whereupon, at 1: 10 p.m., the committee adjourned, subject to cal)
of the Chair.)
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THE REVENUE ACT OF 1971

TUESDAY, OCTOBER 12, 1971
U.S. SENATE,

CoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 10 a.m., in room 2221,
New Senate Office Building, Senator Wallace F. Bennett, presiding.

Present: Senators Long, Anderson, Talmadge, Hartke, Ribicoff,
Nelson, Bennett, Curtis, Miller, Jordan of Idaho, Hansen, and Griffin.

Senator Bennerr. Ladies and gentlemen, the chairman will be a
minute or two late but we have such a long list that he has asked me
to begin the hearings.

I will open the hearings by reading the statement that was prepared
for the chairman.

This morning the committee begins hearing public witnesses on the
President’s proposals to spur the economy. On each day this week and
continuing through Monday of next week, the committee will hear 12
to 15 witnesses a day on various aspects of H.R. 10947. All witnesses
have been advised to restrict their presentations to not more than 10
minutes. Those who can finish their statements in less time are urged
to do so, and those whose statements go beyond the 10 minutes will be
politely reminded and requested to put the balance of their statement
1n the record without using time to read it.

For the benefit of persons choosing to submit a written statement to
the committee in lieu of a personal appearance, let me suggest that five
copies of the written statement be delivered to the committee office not
later than noon, Monday, October 18, :

Our first witness today will be Senator Magnuson, so we will be very
happy to hear you.

STATEMENT OF HON. WARREN G MAGNUSON, A U.S. SENATOR
FROM THE STATE OF WASHINGTON

Senator MagnusoN. Thank you, Mr. Chairman. I took note of your
warning about 10 minutes. I have two amendments so I will take 20,
but one I will dispose of very quickly.

Senator Jackson and I, and some other Senators, have suggested an
amendment to this committee which deals with the electric utility in-
dustry. It will retain the currently proposed 4-percent investment
credit on eligible public utility property, but at the same time would
impose a research and development fee upon the utility companies.

(79)
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Most. of these companies have been expanding regardless—they
have to—and this would merely suggest that those who are eligible
to take the tax credit would use it for R. & D. programs. These
States ware listed as eligible for the Emergency Extended Unemploy-
ment Compensation Act. I will submit my statement for the record on
that particular amendment.

Senator Bennerr. Without objection, it will be received.*

Senator MaeNusoN. Now, of great importance to not only me but
many Members of the Congress and others is the serious question of
unemployment, not necessarily nationwide but certain pockets of un-
employment that are so serious that we cannot afford tc wait for an
upturn of the general economic condition before acting.

I happen to come from a State that has over—well, on the western
side, my last figures last week were 16.5 percent. That is serious, That
comes close to the 22 percent in the 1930’s, This is not true all over
Washington State. The statewide unemployment is 13 percent but
that is not good—it is bad enough as it is, but it is 16 and 17 percent
in certain areas, pockets, where higher unemployment exists.

There are other States in the country that are also involved, and so
we proposed an amendment that we think needs to be enacted as an
emergency unemployment act, I know that this committee has got to
act quickly on TLR. 10947, on the House bill, the Revenue Act of 1971,
because of the enormous significance to the entire Nation,

The committee’s hearings on the Revenue Act may present the only
opportunity this year for the Finance Committee to consider the need
for an Emergency Unemployment Compensation Act.

Your distinguished chairman has asked me to come here this morn-
ing to present my case to the committee so that you can consider this
matter before reporting the act to the floor.

Chairman Long realizes the significance of the measure to not only
the State of Washington but also to other places in the Nation that
are well above the 7.5 percent unemployment figure.

As the committee knows, we introduced this %illl, S. 2311, on July
21 of this year. The bill was introduced because of the critical situation
which faces us now, and I got these figures last week—1,784,332 work-
ing Americans exhausted all unemployment benefits during fiscal year
1971. Several hundred thousand more workers have exhausted all their
benefits since July 1, 1971, which brings the total over 2 million in the
last 16 months.

This number compares with 951,000 workers who exhausted all bene-
fits during fiscal 1970. ‘

Mr. Chairman, this represents an increase of almost 90 percent and
comes at a time when the rate of unemployment nationwide runs
around 6 percent and when the prospect for unemployed workers find-
ing new jobs is very, very bleak.

In my own State, now experiencing the Nation’s highest rate of
unemployment at 13 percent, except for Alaska, 99,564 workers ex-
hausted ali benefits during fiscal 1971 as compared with 16,000 during
fiscal 1970. This is over a 500-percent increase in 1 year.

On QOctober 2 of this year the State of Washington’s emergency
extended benefits program ended because the expiration date set in the

*See letter, p. 84,
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original act had been reached; and another 10,000 workers were cut
off benefits on that one day alone.

Washington State will exhaust its entire unemployment compensa-
tion trust fund next March unless something is done by the Federal
Government. This fund totaled $322 million only 2 years ago and it
will be all gone by March 1; I have talked with responsible officials
in Washington State and they all agree that a Federal Emergency
Extended Unemployment Act like I have offered presents the best

So I want to take this opportunity to briefly outline the major pro-
shortrun solution.
visions: (1) All States that have enacted an extended compensation
law pursuant to the Federal-State Extended Unemployment Compen-
sation Act are eligible for this emergency measure. Individuals are
eligible who have exhausted under State law both their regular and
all extended Federal and State unemployment compensation benefits.

An unemployment rate of, say, 7.5 percent, insured unemployment,
plus total exhaustions, would trigger the emergency benefits in partici-
pating States.

Now, 7.5 is not necessarily a figure that I think is—I just don’t know
whether 7.5 is the right figure or whether we should make it, because
of the cost involved, over 10 percent unemployment. The Federal
Government would pay 100 percent of the emergency compensation
paid by the State prior to July 1, 1972, and 80 percent of the compen-
sation after June 30, 1973. This allows the States a period of time to
enact a matching requirement of the 20 percent in order to maintain
their eligibility.

A tax increase of 0.05 percent from employers will be levied to
finance the act, an increase from 3.2 to 3.25 per centum.

Mr. Chairman, I must emphasize to the committee that Washington
State is suffering a regional depression. The churches in Seattle will
feed 8,000 hungry people a week. They all got together and have check-
points where food is handed out ; that is how bad it is getting. Twelve
thousand hungry citizens have been turned away because there is
simply not enough donated food available; and yet the Department
of Agriculture—and I have discussed this with the distingnished Sen-
ator from Georgia—will not allow surplus commodities to be dis-
tributed to these people because \Vashinéton State has an existing
food stamp program. They say that is sufficient.

Senator TarLMapge. Mr. Chairman, will the distinguished Senator
yield at this point ?

Senator MaaNUSON. Yes.

Senator Taryapge. The law, as the distingiushed Senator knows,
authorizes the food stamp program and a commodity program to
operate in the same State simultaneously under extreme hardship
conditions subject to the approval of the Secretary of Agriculture.

It would seem to me that figures cited by the distinguished senior
Senator from Washington would warrant a dual operation in such
program; and I am at a loss to understand why the Secretary of
Agriculture won’t permit it.

Senator Maenuson. Well, all T want to do is to have him work it
out. But the Department of Agriculture contends that the food stamp
program is sufficient. Now, this is not correct and no one will testify
to that effect, because you take a person on social security

68-333 0—T71—pt. 1——T7
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Senator TaLmapce. The food stamp program, if the Senator will
yield again, would probably be sufficient for a family that had some
minimum income but unfortunately the stamps require a minimum
investment.

Senator MaeNuson. That’s right.

Senator Taryapce. And for a family that has no minimum income,
they cannot make a minimum investment.

Senator MaeNuson. That’s right.

Senator TaLaapar. That wasthe reason for the commodity program.

Senator MaeNuson. Well, I point this out to point out the problem
that we have, and even though this Senate agreed and the House
agreed and the President signed a bill for $20 million in emergency
funds to be nsed in the hardest hit areas, the Office of Management and
Budget callously states they will not do it. ‘

Anyway, I point this out, and I appreciate what the Senator from
Georgia said because I do hope something will be done. Twelve thou-
sand people are turned away each week and this is only in the King
County geographical area. There is no problem of distribution; the
churches and the Goodwill and the Community Chest people—all
;:hese people—will distribute the food; and there is food in the ware-
10uses.

The Senator from South Carolina and I went out there about 6
weeks ago, out to the Navy installation at Sand Point where they have
huge warehouses and they are just stacked full with food, and three
blocks away people were standing in line because of the bureaucratic
problems. And T think the Department of Agriculture has been very
callous about this.

I point this out to show what the problem is. This policy regarding
commodity distribution certainly will not help those in need who have
exhausted all unemployment compensation benefits and are employ-
%ble. These people do not qualify for welfare benefits in Washington

tate.

Now, let’s say you get a person who exhausts all of his benefits; he
can’t find a job. I suppose the State legislature is going to allow him
to go on welfare. That is the only place he can go.

I handled the big appropriation for HEW and I will submit the
figures to this committee; I am having them worked on this morning.

You take a person off unemployment compensation and put him on
welfare—it is not only the loss of dignity that he suffers, the humilia-

- tion within his neighborhood, but it costs you almost twice as much

to keep him on welfare. And I will submit those figures and the funds
come right out of the Treasury. 'So, when you talk about the cost of
extended unemployment compensation benefits you are saving the
Treasury money.

I will use a round figure; it is between $3,000 and $3,500 per year
per family for people on welfare considering the whole thing, par-
ticularly if they have two or three children. So it seems to me that in
the long run we are going to save a great deal of money with this.

So I urge the Finance Committee to consider adding an Emergency
Extended Unemployment Compensation Act to the bill presently being
considered. I know of no other way to do it. If the committee in its
wisdom figures they cannot add it to this bill, T am going to have to
put an amendment on the floor; and I cannot guarantee what would
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happen to it on the floor, but I think it would pass. 1 think it would
pass but I would rather have it be done the right way, the regular way.

So I submit this and I hope the committee will take a look at 1t.
Somthing has to be done because we just cannot wait for the upturn
of this economy; and I don’t know what these people are going to do.

I hate to see—I have a neighbor who is a pretty good engineer, not a
professional, not a college graduate, but he has worked his way up in
his field. He has been unemployed for a year; he will exhaust his
benefits next month and he is a fine person. I don’t want to see him on.
welfare. I think it will break his spirit; but he figures that he is
justified in talking unemployment com})mmatiou when he is looking
for a job every day he can, because he helped pay for it since it is a
fringe benefit and therefore he is justified, but he doesn’t feel in this
country he should be on welfare.

So I don’t see any reason—nay I put in the record certain docu-
ments, State by State statistics on this matter, Mr. Chairman?

The Cuamaan (now presiding). By all means.*

Senator MasNusoNn. I have listened to critics over the ({mst few days
and the past few weeks since the tax bill was submitted that it leans
heavily toward business. All of you have heard that and it does; and
that is what it will do if you are going to have this investmert credit.
But I think you are justified in doing something for these people,
too, who are unemployed, and are trying to find jobs in arcas where
the unemployment rates are highest.

You get unemployed workers on welfare and you will break their
S})il‘it and they get used to it and some don’t go back, do they ? I know
that. T know the cost. We have got a $29 billion bill on HEW right
now-—this last onc—and supplementals that are going to run around
$1.5 billion. It scems to me you could save some money from tho
Treasury until these people can find jobs rather than push them off
into a welfare program with all its bureaucratic red tape.

I thank you.

The Crrairman. Thank you very much, Senator Magnuson,

Senator MaanusoN. T will put these in the record. It shows, State
by State what is happening. I want to add, before I leave, if you do
consider this, T used the figure of 7.5.

Now, that would cost a great deal of money originally but you
would also spend it on welfare; you would have to take it out of the
Treasury ; I will tell you that.

A billion dollars down there is nothing on welfare; it comes up in
overy supplemental we have and maybe you might want to use the
figure where the thing is so serious, like 10 percent. That would help
these pockets of high unemployment.

The Senator from Connecticut has a couple of pockets up in his
State—pockets of unemployment—where they are exhausting their
benefits.

Senator Risrcorr. May T ask one question ?

Don’t you find in the State of Washington that many self-respect-
ing people who have worked hard all their lives and never thought
they would ever see the day that they would go on welfare now just
to keep body and soul together, are on welfare in the State of
Washington ?

Senator MaeNuson. Sure. As I said, I happen to have a neighbor
who is a good, hard worker, you know; he is—he isn’t a graduate

*Seo p. 102.
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engineer but he is an engineer; and it is almost heartbreaking to see
people who want to work and help build America and have some
talent who have to be relegated to welfare. I just think some of them—
it is going to break their spirit and their faith in this country.

I thank the committee.

Senator MirLer. Mr. Chairman, may I ask a question?

Senator MaaNusoN. Yes.

Senator Miurer. I believe you made the comment that this situa-
tion out in your State was tantamount to a regional disaster, and T am
wondering if the wost coast dock strike hasn’t seriously aggravated
this.

Senator MaaNusoN. Would you repeat that ?

Senator MrLLer. You made a comment that this situation in your
State amounted to a regional disaster, and T can understand that. Now,
my question is, has not the west coast dock strike seriously aggravated
that condition?

Senator Maagnuson. Oh, it added to it.

Senator Minrer. All right; T am just going to pass this on to you.

I think all of us are sympathetic with the problem such as you have.
I have introduced and testified on a bill ll)efm'e Senator Villiams®
committee which would extend the authority of the President under
the Taft-ITartley lnw to cover regional emergencies as well as national
emergencies; and I believe that if you would speak to Senator Wil-
liams it would be helpful in this connection beeause T was thinking
precisely of situations such as vou have.

Senator Maanuson. Such as the west coast strike?

Senator Mirrer. In connection with that.

One further question: You made the comment that this neighbor
of yours had paid into the unemployment compensation trust fund.
Was that under State law that he did this? Do you know? Generally
it is my understanding that the employer is the one who does this
rather than the employce. -

Senator Maanuson. You're correct; the emplmie tax but
it certainly is considered as a “fringe benefit” and is something the
workers believes he has earned.

Senator Minrer. Thank you very much.

The Crairman. Thank you.

Senator Maanuson. We are faced with a situation and T just want
to repeat. I don’t think anyone knows any better than Senator Cotton
and how much it costs to keep a person on welfare, The funds come
right out of the Treasury. I thank you very much.

The Cuarman. Thank you, Senator.

(Senator Magnuson’s prepared statement and enclosures follow.
Hearing continues on p. 103.)

U.S. SENATE,
Washington, D.C., October 8, 1971.

Hon. RusseLL B. LoNg,
U.S. Senate,
Washington, D.C.

DEar SENATOR LoNG: Section 108 of the Revenue Act of 1971, as passed by the
House, would extend a 4 percent investment credit to eligible public utility prop-
erty. As we understand it, this credit is designed to create additional jobs by
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cncouraging expenditures for equipment and to assist utilities in raising the
necessary capital for system expansion. We would invite you to consider an
amendment to these provisions that is intended to better achieve important
national goals in the electric utility industry and to improve the quality of the
environment,

The amenment would keep electric utilities eligible for the investment credit
as now contemplated under the Revenue Bill. But it would, at the same time,
impose a research and development fce upon electric utilities in an amount equal
to 90 percent of the investment credits received on public utility property used in
clectric operations. The purpose is to raise revenue for an innovative research
and development program directed toward increasing efliciencies of existing
equipment, encouraging basic examination into new means of producing reliable
energy and discovering methods of reducing environmental impacts of present
and future energy generation and transmission systems., Another possible option,
if additional stimulation of the electric utility is desired, is to increase the in-
vestment credit avallable on electric utility property up to 7 percent while re-
taining the research and development fee at 4 percent.

The fund would be administered by a flve member Federal Power Research
and Development Board appointed by the President to staggered five year terms
with the advice and consent of the Senate. After ten years the Board would
cease to exist unless Congress rencews its mandate.

The Board is to develop an overall program after annual hearings. It is antici-
pated that this process will enable the Board to benefit from the counsel and
advice of environmentalists, consumers, public interest advocates, members of
the scientific and technical community and the affected industrles. Also required
is a detalled annual report which is to include a description and appraisal of
rescarch and development activities funded during the preceding year, an evalu-
ation of future funding needs, and an assessment of the impact of emerging
technologies on the demand for electricity, the economy and the environment. A
newsletter is to be published at least twice a month to provide basic and con-
tinuing information on the Board’s activities to the scientific community, Con-
gress, industry and the general publie. The funds collected, while limited to use
by the Board, will be suvject to the appropriation process so that Congress will
be able to assure that funds allocated to the Board serve the objectives of the
net. All of these provisions are designed to make the Board highly viable and
guarantee that its activitics are in the public interest.

We are recommending this approach for several reasons: The electric untility
industry has not been suffering from a sluggish investment program as has
plagued much of American industry. 1o the contrary, to meet rising demands for
power, utilities have had to construct new facilities at record rates. The problem
in the electric industry is not merely one of inereasing investment, but it is one
of making plants more compatible with a quality environment and acceptable to
the people.

The industry alone cannot undertake the broad scale R&D progrim necessary
to meet these needs. Adequate research efforts are prevented by unsympathetic
utility commissions that have not encouraged R&D expenditures, by the non-
existence of a profit motive because a regulated industry must pass any savings
on to customers, and by the fact that many promising devicopments require
expenditures far beyond the resources of a single company or group of companies,

Voluntary industry-wide efforts are doomed to failure hecause non-contribu-
tors will benefit equally with those who finance industry activities. Thus a man-
datory government program is required.

But the benefits of this proposal are not confined to the utility industry. In-
creased R&D expenditures will not only stimulate general employment but it will
also provide jobs for highly skilled scientific and teehnieal personnel. Tt could lead
to the creation of a whole new industry concerned with promoting eflicient use of
existing energy resources and improving pollution control.

The mechanism of an investment credit combined with a fee of an equal
amount presents a unique opportunity for Congress to increase energy R&D activi-
ties without increasing electricity rates for the consumer or increasing costs to
the industry. It would substitute randoms uncoordinated investment activities
of individual utility companies with a comprehensive R&D program under pub-
lic control that would operate to assist the industry, increase employment and
improve the quality of life.
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Because of the special requirements of the electric utility industry, we hope
that you will favorably consider this amendment.
Sincerely yours,
WARREN G. MAGNUSON, U.S.8.
HeNkY M. JAckson, U.S.S.

AMENDMENT Intended to be proposed by Mr. Magnuson to H.R. 10947, an Act to
provide a job development investment credft, to reduce individual income taxes, to
reduce certain cxcise taxes, and for other purposes, viz: At the end of the bill, add
the following new section :

Sec. 18. The Federal Power Act is amended by adding at the end thereof the
following new title:

“T1TLE IV—FEDERAL POWER RESEARCH AND DEVELOPMENT BOARD ESTABLISHED

“Seo. 401. (a) There is hereby established the Federal Power Research and
Development Board (hereinafter referred to as the ‘Board’). The Board shall
consist of flve members oppointed by the President, by and with the advice
and consent of the Senate, one of whom shall be so appointed as Chairman of
the Board. The members first appointed under this section, as amended, shall
continue in office for terms of one, two, three, four, and five years, respectively,
from the date this scction, as amended, takes effect, the term of each to be
designated by the President at the time of nomination. Their successors shall
be appointed each for a term of five years from the date of the expiration of the
term for which his predecessor was appointed and until his successor is appointed
and has qualified, except that he shall not so continue to serve beyond the
expiration of the next session of Congress subsequent to the expiration of said
fixed term of office, und except that any person appointed to flll a vacancy
occurring prior to the expiration of the term for which his predecessor was
appointed shall be appointed only for the unexpired term. Not more than three
of the members shall be appointed from the same political party. No person in
the employ of or holding any official relation to any licensee or to any person,
firm, association, or corporation engaged in the generation, transmission, distri-
bution, or sale of power, or owning stock or bonds thereof, or who is in any
manner pecuniarily interested therein, shall enter upon the duties of or hold
the office of member. Said member sholl not engage in any other business, voca-
tion, or employment. No vacancy in the Board shall impair the right of the
remaining members to exercise all the powers of the Board. Three members
of the Board shall constitute a quorum for the transaction of business, and the
Board shall have an official seal of which judicial notice shall be taken. The
Board shall annually elect a Viece Chairman to act in case of the absence or
disability of the Chairman or in case of a vacancy in the office of Chairman.
The members shall be appointed from among those persons with experience and
competence in the following areas: the environment and its protection; electric
power reliability ; and scientific and technical research and development. The
Chairman shall be compensated at the rate provided for by level IIT of the
Executive Salary Schedule under section 5316 of title 5, United States Code.
The remainiug members shall be compensated at the rate provided for GS-18
under section 5332 of such title.

7t’p) The authority under this title shall terminate ten years from the date
of enactment of this Act.

“FEE ABSESSED

“SEc. 402. The Federal Power Commission shall assess and collect a fee from
every person generating electric energy in an amount equal to 90 percent of all
Job Development Investment Credits on public utility property received by that
person in electric generation, transmission and distribution operations under
the Revenue Act of 1971.

“TPRUST FUND ESTABLISHED

“SEc. 403. Revenues collected by the Commission from such fees and interest
on such revenues shall be deposited in a trust fund, to be known as the Federal
Power Research and Development Trust Fund (hereinafter referred to as the
‘fund’) which is in the Treasury of the United States to be available through
the appropriation process only to the Board for use in carrying out all the
provisions including administrative expenses of section 404 and other provisions
of this title. Separate appropriations requests shall be submitted by the Board
to the President for transmittal to Congress.
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“RESEARCH PROGRAM AUTHORIZED

“Sec. 404. (a) The Board is authorized to conduct either directly or by way
of contract, grant, or other arrangement, a program of research and development
for the improved means of production, transmission, distribution, and con-
sumption of electric energy with minimum impact on the environment. Payments
under this section shall not exceed the amount of the fees collected pursuant to
this Act. Such program shall be coordinated with and shall supplement research
and development programs conducted or assisted by other Kederal agencies,
universities, electric power companies or other companies or individuals. Funds
appropriated pursuant to this Act shall be allocated on the basis of their con-
tribution to the attainment of the following goals—

“(1) increasing the efliclencles of energy generation, transmission, distri-
bution, and consumption processes ;

“(2) decreasing the adverse environmental impact of present and future
energy generation, transmission, and distribution processes;

“(3) achieving basic innovations for new means of relinbly generating
energy while protecting the environment ;

“(4) making increased efficiencles and improved technology directly
available to all eleetrie utilities, regardless of size or nature of ownership;

“(3) other areas which the Board deems to be within the broad objec-
tives of this title; and

“(6) In allocating the sums of the Fund under this title, the Board shall
reserve not less than 5 per centum of such sums for projects which make
u deliberate effort to senrch for adverse socinl, environmental, or cconomic
effects of proposed present technologles. Reports on such projects by
the principal investigators shall be compiled and furnished to the Congress
and the public annually.

YADMINISTRATIVE PROVISIONS

“Src. 405. (a) In carrying out its functions under this title, the Board is
authorized to—

“(1) preseribe such regulations as it deems necessary governing the
manner in which such functions shall be earried out;

“(2) appoint such officers and employees as may be necessary, and super-
vige and direct thelr activities;

“(3) utilize from time to time, as appropriate, experts and consultants,
including panels of experts, who may be employed as authorized by section
3109 of title V of the United States Code;

“(4) accept and utilize the services of voluntary and uncompensated
personnel and reimburse them for travel expenses, including per diem, as
authorized by law for persons in the Government service employed without
compensation;

“(H) rent office space; and

“(6) make other necessary expenditures.,

“(b) If, In carrying out its funections under this section, the Board from time
to time should require the services of persounel engaged in the generation,
transmission, and distribution of electric energy, it should seek such personnel
from all segments of the clectrie power industry including investor owned,
State and local public agencles, cooperatives, and Federal agencies.

“REPORT

“Sec. 406. The Board shall prepare and submit (o the President for trans-
mittal to the Congress not more than six months after the passage of this Act
and on the same day annually after that, a comprehensive report on the
administration of this title for the preceding calendar year. Whenever possible,
judgments contained in the report shall include a clear statement of the assump-
tions and data used. Such report shall include—

‘(1) a thorough analysis and evaluation of research and development
activities funded under this title;

“(2) a comprehensive evaluation of the areas most in need of research
and development funding in the future;

“(3) an analysis of the possible and probable impact of emerging tech-
nologies on the present and future aspects of the following:
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“(A) both the supply of and the demand for electrical energy ;
‘“(B) the economy ; and
“(0) the environment.
“(4) the extent of cooperation with other Federal agencies and public
and private Institutions, indicating the difficulties and the Boarvd’s plans
for improvement, including proposals for legislation if needed.

“NEWSLETTER

“SEec. 407. (a) Not less than twice each month, the Board shall publish a
newsletter (hereinafter referred to as the ‘Newsletter'), which shall be made
available to all interested persons and include-—

“(1) abstracts of all approved grants, including a statement on the gen-
eral nature of the work;

“(2) announcements of hearings;

“(3) summarles of promising developments; and

“(4) the informatlon required elsewhere in this title,

‘“(b) The Board shall give notice by publication in the IFederal Reglster and
In the Newsletier at least ninety days before approval of any grant of $35,000,000
or more and shall provide an opportunity for any interested party to comment
on any such grant prior to approval. No grants may be approved until thirty
days after completion of the time allowed for the comment of interested persons,

“PROCEDURE

“SEc. 408. At least once each year the Board shall conduct a hearing on its
proposed budget for the following fiscal year, Notice shall be given by publication
in the Federal Register and in the Newsletter at least sixty days prior to its
occurrence, the scheduled date, time, and place of sald hearing. In addition, at
least forty-five days before the hearing date, the Board shall publish in the
Newsletter a complete statement of proposed programs in the next fiseal year,
All interested parties should be granted an opportunity to testify. The Board
can deny the request to testify only on the basis of good cause publishing the
reasons therefor. A record shall be made of all hearings, and safd record
shall be available for public inspection. All reasonable and germane inauirvies
made nt the hearing of the Board, or of the principal investigators where possible,
must be fairly responded to on the record. The Board shall wait at least thirty
days after the completion of the hearings to allow for the comment of interested
parties before submitting its budget to the President.

“PATENTS

“SEc. 409. Iach contract, grant, or other arrangement for any research or
development activity supported by this title shall contain provisions effective
to insure that all information, uses, processes, patents, and other developments
resulting from that activity will be made freely and fully available to the
general publie. Nothing herein shall be construed to deprive the owner of any
background patent of any right which he may have thereunder.

“OIVIL PENALTY

“SEc. 410. Any person who violates any regulation established pursuant to this
title shall be subject to a c¢ivil penalty of not more than $10,000 for each violation
or for each day of a continuing violation. The penalty sxhall be recoverable in
a civil suit brought by the Attorney General on bhehalf of the United States in
the United States district court for the distriet in which the defendant is located
or for the District of Columbia.”

PREPARED STATEMENT OF HoN, WARREN G, MAGNUSON, A U.S. SENATOR FROM THE
STATE oF WASHINGTON

Mr. Chairman, I appreciate the opportunity to testify before the Senate
Finance Committee on the need for enactment of an Emergency Unemployment
Compensation Act. T realize that the Committee must act quickly on H.R. 10947,
the Revenue Act of 1971, because of its enormous economic significance to the
entire Nation. I will comment briefly on a further amendment to the Revenue
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Act, suggested by Senator Jackson and me dealing with regulated companies that
generate or supply electricity. First, let me discuss the question of unemployment
compensation.

Mr. Chairman, I am concerned because of the Committee's schedule that the
hearings on the Revenue Act may present the only opportunity this year for the
Finance Committee to consider the need for an Emergency Unemployment Com-
pensation Act. Your distinguished Chairman has asked me this morning to present
my case to the Committee so that you can consider this matter before reporting
the Revenue Act to the Senate floor. Chairman Long realizes the significance of
this measure to the State of Washington and knows how strongly I feel about the
need for such an emergency measure.

As the Committee knows, Senator Jackson and I Introduced 8. 2321, the
Emergeney Unemployment Compensation Act of 1971, on July 21, 1971, This bill
was introduced because of the critical situation fucing 1,784,332 working Amerl-
cans who exhanusted all unemployment benefits during I0 Y. 1071, Several hundred
thousand more workers have exhausted all their beneflts since July 1, 1971, the
end of VY., 71, 'This number compares with 954191 workers who exhausted all
benefits during F.Y, 1070. Mr. Chairman, this represents an increase of almost
ninety percent and comes at a time when the rate of unemployment, six percent,
makes the prospect very bleak for unemployed workers to find new jobs.

In the State of Washington, now experiencing the Nation’s highest rate of
unemployment (except for Alaska) at 13 percent, 99,564 workers exhausted all
benefits during F.Y, 71 as compared with 16,413 during F.Y. 70. That is over a 500
percent increase in one year. On October 2nd, 1971, the State of Washington’s
emergency extended beneflits program ended because the expiration date set in
the original act had been reached; another 10,000 workers were cut-off from
benefits on that date.

Mr. Chairman, Washington State will exhaust its entire Unemployment Com-
pensation Trust Fund next March unless something §s done by the Federal
Government.; this fund totaled 322 million dollars only two years ago. I have
talked with the responsible officials in Washington State and they agree that a
T'ederal Emergency Extended Unemployment Act Hke 1 have offered presents the
hest short-run solution.

Let me take this opportunity to briefly outline the major provisions of 8, 2321,

Al states that have enacted an extended compensation law pursuant to the
Federal-State Iixtended Unemployment Compensation agreement arve eligible for
this emergency measure. Individuals are eligible who have exhausted, under
State law, both their regular and all extended federal and state unemployment.
compensation benefits ;

An unemployment rate of 7.5 percent (insured unemployed plus total exhaus-
tions) would trigger the emergency benefits in participating states;

The Federal Government shall pay 100 per centum of the emergency compensa-
tion paid by the State prior to July 1, 1973 and R0 per centum of the compensation
after June 30, 1973, This allows the States a period of time to ennet o matehing
requirement of 20 per centum in order to maintain their eligibility.

A tax fnerease of .05 percent from employers will be levied to finance the
“Lmergency Uncmployment Compensation Act of 1071”; an increase from 3.2
per cent to 3.20 per cent,

Mr, Chairman, T must emphasize to the Committee that Washington State is
suffering a regional depression. The churches in Seattle feed 8,000 hungry peo-
ple a week, 12,000 hungry citizens are turned away beenuse there simply is not
ennugh donated food available, The Department of Agriculture will not allow sur-
plus commaodities to be distributed to these people because Washington State
has an existing food stamp program, Agriculture officinls callously state that
these hungry people have an “income maintenance” problem that cannot be solved
by giving them free food.

This policy certainly will not help those in need who have exhausted all un-
employment compensation benefits and are employable; these people do not
qualify for welfare benefits in Washington State.

Mr. Chairman, T urge the Senate Finance Committee to consider adding an
Emergency Extended Compensation Act to the bill presently being considered.
I believe that it will provide a relief measure to those hardest hit by recent
economie policies, Some economists have eriticized the proposed economic in-
centives as belng too heavily weighted in favor of business. Adding an
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Emergency Extended Compensation Amendment would certainly help to bal-
ance these incentives and at the same time provide additional purchasing power
to several hundred thousand workers. Mr. Chairman, I urge the Committee to
adopt this measure which would bring immediate assistance to workers who
have already exhausted all unemployment benefits, live in states with the high-
est rate of unemployment and face the bleakest prospects for finding a job.

On a second matter, Senator Jackson and I would also like to propose a fur-
ther amendment to the Revenue Act dealing with regulated companies that gen-
erate or supply electricity, This amendment would retain the electric utilities’
eligibility for a 4 percent investment credit as contemplated under Section 106
of the Revenue Bill, But it would, at the same time, impose a research and devel-
opment fee upon electric utilities In an amount equal to 00 percent of the invest-
ment credits received on public utility property used in electric operations, If
additional stimulation of the electric utility industry is desired, another possible
option would be to grant up to a 7 percent Investment credit to electric utilities
that are subject to the research and development. fee.

The R & D fee would go Into a fund to be administered by a 5 member Federal
Power Research and Development Board, appointed by the President with the
advice and consent of the Senate. Many provisions, such as public hearings, a
bi-weekly newsletter, and congressional appropriation of funds are all designed
to make the Board highly visible and guarantee that its activities are in the
public interest.

The Board is to conduct an innovative research and development program
directed toward increasing eficiencles of existing equipment, encouraging basic
examination into new means of producing reliable energy and discovering methods
of reducing adverse environmental impacts of present and futurc energy genera-
tion and transmission systems,

I am recommending this approach for several reasons: The electric utility in-
dustry has not been suffering from a sluggish investment program as has plagued
much of American industry, To the contrary, to meet rising demands for power,
utilitics have had to construct new facilities at record rates. The problem in
the electrie industry is not merely one of increasing investment, but it is one of
making plants more compatible with a quality environment and acceptable to
the people.

The industry alone cannot undertake the broad scale R & D program necessary
to meet these needs. Adequate rescarch efforts are prevented by unsympathetic
utility commissions that have not encouraged R & D expenditures, by the non-
existence of proflt motive beeause a regulated industry must pass any savings on
to customers, and by the fact that many promising developments require expendi-
tures far beyond the resources of a single company or group of companies.

Voluntary industry-wide efforts are doomed to failure because non-contributors
will benefit equally with those who finance industry activities. ’hus a mandatory
government program is required.

But the benefits of this proposal are not confined to the utility industry. In-
creased R & D expenditures will not only stimulate employment and the ecconomy
but it will also provide jobs for highly skilled scientific and technical personnel.
It could lead to the creation of a whole new industry concerned with promoting
efficient use of existing energy resources and improving pollut:on control.

The mechanism of an investment eredit combined with a fee presents a unique
opportunity for Congress to increase energy R & D activities without increasing
electricity rates for the consumer or increasing costs to the industry. It would
substitute random, uncoordinated investment activities of individual utility
companies with a comprehensive R & D program under publie control that would
ﬁx;emte to assist the industry, increase employment and improve the quality of

e,

It ig for this reason, Mr. Chairman, that I welcome the opportunity to propose
this second amendment.

In closing, I want to again thank the Chairman for giviug me this opportunity
to discuss these two amendments.

Mr. Chairman, 1 ask permission to insert several documents for the record at
this point.

StATES BriaisLe UNDER MAGNUSON DPROPOSAL—ALASKA, CALIFORNIA, CONNEOCTI-
cuT, MAINE, MASSACHUSETTS, MICHIGAN, NEw JERSEY, OREGON, PUERTO RICO,
Ruope IsLAND, WABHINGTON
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EMPLOYMENT SECURITY DEPARTMENT
STATE OF WASHINGTON

HIGHLIGHTS

Total employment changed lttle between dune and
July in Washington State, Farm employment rose 24,400
due to the ruspberry and struwberry harvests; but this
raln wag mostly offset by a loss {n state and local govern-
ment employment, attributed to normal summer layoffs
by public schools, and an tncrease in the number of
workers {nvolved in labor-management disputes. Mid-
July payrolls totaled 1,285,800, representing a gain of
8,400 from June but a loss of 40,500 from July 1970,

The number of indlviduals involved in labor disputes
increased frorn 4,800 at mid-June to 11,100 at mid-July.
Longshoremen went on strike on July 1 with 3,600 in-
volved in Washington State. A continuation of the dis-
pute threatens to curtail logging employment since log
shipments to Japan have buen stopped, Involvement of
construction workers tn work stoppages increased from
1,600 at mid-June to 4,500 at mid-July. Other major dis-
putes under way at mid-July included Woyerhacuser
pulp and paper workers and employees of the Amerlean
Smelting and Refining Company in Tacoma.

Unemployment Falls to 170,400
The number of unemployed workers in the state de-
creased from 181,600 and 12.4 percent of the labor force
in June to 170,400 and 11.8 percent n July. The decline

" THE WASHINGTON
. LABOR MARKET

AUGUST

1971

was mainly attributed to the temporary employment of
thousands of youth in the western Washington berry
harvests and the withdrawal of other youth from the
labor force after unsuccessful attempts to find employ-
ment. The sudden drop in the scasonnlly adjusted unems-
ployment rate form 126 to 11.8 pereent between May
and June proved only temporary as it increased to 12,4
percent in July.

Farm Employment High

The raspherry and strawberry harvests boosted farm
employment to its annual peak in July. Gains in western
Washington associated with the berry harvests more
than oftset a drop in scasonal farm activity in eastern
Washington, which resulted from the completion of the
asparagus harvest Over 36,000 workers were cmployed
in the berry havrvests alone; most were school-aged youth
sud housewlves. Seasonal farm activity cast of the Cas-
cades In July included the aprieot, cherry, carly peach,
and green pea harvests; sugar bect weeding; and apple
and pear thinning.

Agricultural employment can be expected to fall in
August because of the completion of the strawberry
harvest and the near completion of the raspberry har-
vest but farm work will still be in high gear. Major ac-
tivitles In castern Washington will include the peach,
sweet corn, carly potato, and Bartlett pear harvests. In
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western Washington major activity will center around
the completion of the raspberry harvest and the blue-
berry, cucumber, and pole bean harvests. Blackberry
picking will start in late August and run into September,
Nonfarm Employment 'frends

In contrast to the trend in total employment, non-
agricultural wage and salary employment fell 22,100
between June and July, State and local government fell
19 900 as normal summer terminations of noncertificated
rersonne, by public schools outweighed galns associated
with the hiring of disadvantaged youth in speclal sum-
mer work programs. Construction emiployment dipped
wgaun in July due to Increascd involvement in labor "o
putes, To assess the complete effeet of the disputes on the
industiy it ls oecessary to take fnto account not only
those who were involved but to estimate the number of
addltional jobs which would have developed had there
not been a dispute, A rough estimate is available from
comparing the year-to year difference in construction
employment before the disputes began nnd the year-to-
year difference in July. In April 1971, the last normal

month {n the building trades, construction employment
was 3,700 lower than one-year earlier. By July the year-
to-year deficit was 10,900, Thus, the disputes have lowered
July employment approximately 7,200—-4,500 by direct
involvement and 2,700 jobs by forcegone expansion.

In other nonmanufacturing industries, a luss of 3,000
oceurred In transportation, communtcations, and utilitics.
All of the loss resulted from the longshoremen's strike,
The industry total was still affected by the Western
Union dispute but not affected by the rafl strike; both of
these disputes have since been settled, Trade employ-
ment advanced 1,200 between June and July on the
strength of seasonal gaing at wholesale flrms packing
fruft and vegetables, The number of retall trade workers
involved in labor disputes deelined from 1,100 in June to
200 in July but cutbacks associated with the usual sum-
mer stowdown In consumer buylng cut the overall gain
in retail trade to 100,

Employment in the service and miscellancous group
was little changed over the month but wide sensonal
changes were noted in the industry. Hotel and motel
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payrolls rose sharply in response to tourist business as
did employment in health services, but the expansions
were more than offset by typical scasonal cutbacks by
private colleges and schools.

Manufacturing Employment Low

Manufacturing payrolls remained relatively stable be-
tween June and July, adding 300 to total 212,000 in the
Iatter month, The total for basie industry was 2,600 lower
than it would have been exceept for labor disputes, but
even so, it was an extremely low level for July. After
adjustment for the labor disputes, it was the lowest July
total for munufacturing since 1955—16 ycars ago. In
July 1968, manufacturing employment totaled 202,000,

Food and kindred products added 500 workers in July
for the largest gain in the primuary industries. The in
crease was basically due to the processing of western
Washington berry crops nlthough slight gains were also
reported by beverage firms, meat packing houses, dairy
product plants, and in other food manufacturing estab-
Hshments, Lumber and wood products continued its re-
cavery, adding 400 in July. At midmonth the industry
total was 1,200 higher than one year ngo. A few closures
were reported by logging flrms for the duration of the
longshoremen's strike duc to the stoppage of log exports
to Japan, Additional shutdowns can be cexpected if the
dispute continues. Fire hazard closures occurred in carly
August. Other than these two factors, the outlook for the
lumber industry remains bright, Prices of nearby con-
tracts (September delivery) for both plywood and lum-
ber on the nation’s commodity markets arce higher than
most more distant contracts (November and January);
this inverse relationship occurs only when current de-
mand excecds supply.

Pulp and paper employment was also on the up slde
In July, adding 400 workers, although the industry total

continued to he affected by the dispute at Weyerhacuser
mills. A gain of 200 was noted at apparel firms and sev-
cral industries reported gaing of 100 each.

Nonferrous metals and acrospace were the only manu-
facturing industries to show significant losses between
June and July. Nonferrous metals dropped 200 because
of a labor dispute while acrospace fell 600, The July loss
in acrospace was relatively small compared with most
carlier months of this year, but the July level for the
industry was 68,100 below that of July 1968~ -the record
high for acrospuce.

Weekly Earnings Average $169.09

Average weekly earnings of manufacturing produc-
tion workers in Washington State rose $2.35 from May
to average $169.09 in June., The average workweek was
39.6 hours in the latter month and the hourly rate of pay
averaged  $4.27  Several  industries  posted  substantial
ins in weekly pay between May and June in spite of
the small gain for manufacturing as a whole,

Weekly carnlngs in chemieals and allied products
dropped over $10, but hours and carnings averages were
high in May beeause of an exceptionnl amount of over-
time work., Weekly hours averaged 42.1 in May compared
with 40.1 In June. Farnings in canning and preserving
fell $9.36 over the month because of the approaching
end of processing activity for the asparagus crop in
castern Washingten, Work at potato plants also slowed
scasonally.

The most promising development in June occurred
in the lumber and wood products industry which employs
aver one-fourth of the production workers in the state,
Weekly hours in all segments of the industry averaged
over 40 hours with the average for the industry as a
whole increasing ftom 39.8 to 40.7 hours. Since June

EATIMATED AVERAGE HOURS AND EARNINGS OF PRODUCTION WORKERS IN MANUFACTURING AND OF
NON!UI'I’RV RORY Wo’(l(l-‘lll IN N()N‘\!ANU"A(TUIHVG A(‘TI\’l‘l‘lh& STATE OF \\'ASIIIN(-'I‘()V
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1970, working hours in the lumber industry expanded
2.2 hours because of the resurgence of the homebuilding
industry which Is the major user of lumber products.
Earnings of lumber workers rosc $0.53 weckly from May
to average $179.08 in June.

Unenployment Benefits Tolal $304 Million

Nearly one-quarter of a milllon workers recelved one
or more unemployment benefit checks during the fiscal
year which ended June 30, 1971, Paymoents under Wash-
ington State programs totaling $275.9 million were patd
to 203,415 workers while federal benefits of $28.2 million
were pald to 5,230 former federal employees and 15,752
ex-gervicemen. The fiscal 1071 outlay for unemployment
compensation was more than three times as great as
during fiscal 1970 when payments totaled $07.4 million,
Legislation raising maximum benents and the addition
of extended benefit programs as well as a higher incidence
of unemployment were responsible for the increase,

A comparison of beneits pald by Industry under state
programs Indicates workers from the aerospace, trade,
and construction fndustries recelved the bhulk of the pay-
ments. Former acrospace workers received $67.5 million
to nccount for over 24 percent of the total. Workers last
cmployed by wholesale and retail trade outlets were
pald $54.7 milllon, or 16.8 percent of all state benefits;
while construction workers recelved state unemployment
cheeks amounting to $35.8 million, or 12.9 percent of the
total.

The importance of unemployment henefits in main-
talning purchasing power during the present economic
crisis §s pointed up by a comparison between benefits
and wages carned In covered employment. The $304 mil-
Hon in state and federal benefits cqualed § percent of
total covered earnings reported in calendar 1970, (Data
on covered carnings in fiscal 1971 are not yet avatlable.)
Morcover, fiscal 1971 statewide benefits exceeded calen-
dar 1970 wages for covered employment in any of the

state's 39 counties except King, Snohomish, Pierce, and
Spokane. And aside from King County, the $304 million
in bheneflts rivaled calendar 1970 earnings in Spokane
County ($425 million), Snohomish County ($479 million),
and Pierce County ($318 million), Fiscal 1971 benefits
algo excecded 1070 covered earnings in several major
industries such as pulp and paper, primary metals, ma~
chinery, or shipbuilding. In comparison with larger in-
dustrics, benefits pald equaled 78 percent of the 1970
payroll in lumber and wood produets or 85 percent of
wages pald in contract construction.

UNEMPLOYMENT BENEFITS PAID BY LOCAL OFFICE AREA;
ALL PROGRAMS, ALL ENTITLEMENTS
FISCAL 1971

Local Office Aren

Henefits Paid

TOTAL L8023,

Ttellingham 5,651,119
Maoint Verno 4,185,184
Anacorten . 1,984,760
Port Angeles ., 2,655,493
Bremerton 1,061,470
Heattie 19,469, 11%
Renton .. 29,724,931
Auburn 21,847,008
Fverett 81,673,728
Tacomn 28,368,481
Olympin 5,158,728
Centialia 8,434,388
Aberdeen 4,999,348
Ravmond 1,078,487
Vancouver 9,218,739
Tonkview | 6,604,018
Wenalchee 4,232,401
1".;.!wnhh

Yakima .

Ellenshurg

Okanogan

Kpokane

Conville .

Walla Wall
Paxeo 0
Evhrata .

Moges Tinke .. . .
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{From the Congressional Record, July 21, 1971]

By Mr. MAGNUSON (for himself and Mr. JACKSON) :

S. 2321, A bill to assist States having an unemployment rate of 7.5 percent
or more to provide up to 26 weeks of emergency compensation to unemployed
workers who have exhausted their entitlement to both regular unemployment
compensation and extended unemployment compensation. Referred to the Com-
mittee on Finance.

EMERGENCY UNEMPLOYMENT COMPENBATION ACT OF 1071

Mr. MAGNUSON. Mr, President, I am Introducing today, along with my
distinguished colleague from Washington (Mr. JAackson), the Emergency Un-
employment Compensation Act of 1971. 'I'his bill {8 offered because of the critical
gituation facing hundreds of thousands of A .erican working people. This bill
creates a program of emergency compensation to assist States having an unem-
ployment rate of 7.5 percent or higher, The emergency perfod will begin after an
individual has exhausted his regular and extended beneflts and will last for
26 weeks, The program will be 100 percent federally flnanced until June 30,
1973. By that date, the States will have to enact legislation proving a 20-percent
matching fund in order to maintain its eligibility after July 1, 1978.

Mr. President, there iy no greater tragedy than an American workingman
or workingwoman who has lost a job, who wants to find new employment, and
discovers, after weeks of pounding the pavement and answering ads, that n new
Job simply does not exist, The individual caught in this dilemma first must
consider providing for his family and must therefore apply for unemployment
compensation. After a period of time, if the same individual has not found new
employment, those unemployment benefits will be exhausted. If this worker's
State hay enacted an extended unemployment compensation program, he will be
oligible for another short period of unemployment compensation benefits while
continuing to look for a new job,

Mr. President, after the worker has exhausted both the regular and the ex-
tended unemployment compensation benefits, no other option exists except to
apply for welfare.

This i a tragic situation and is usually one that the individual has little
control over. This Nation has a greater responsibility to {ts working people and
I belleve that the responsibility includes providing “emergency unemployment
compensation benefits” in those areas of the country where the rate of unem-
ployment is the highest and the potential for finding new employment is the
lowest.

Secretary John Connally recently stated that 4 percent unemployment is a
goal which this Natlon’s economy cannot meet except when engaged in a war.
Mr. President, if this is the case, then it is our duty to provide aid to those
unable to find work.

The Congress has enacted S. 31, the Emergency Employment Act, which will
create approximately 200,000 public service employment opportunities. This is
certainly an important step but it will not help the other 5,200,000 workers who
are still unemployed.

Incidentally, in the early part of this week, the Office of Management and
Budget sent to my Committee on Labor, HEW Appropriations’ a request for a
billion dollars to implement the Emergency Employment Act. The committee
will act promptly on this budget amendment, probably within the next week.

Mr, President, I would also like to inform Members of the Senate about the
situation which exists in Washington State. This problem is not necessarily
typical, but does apply to other areas.

Since January 1, 1971, over 25,000 citizens in Washington State have ex-
hausted their extended unemployment compensation benefits. In the month of
March, 34,000 workers across the Nation exhausted their extended benefits : 7,700
of those workers reside in Washington Sta‘te. About 40 percent of these workers
will qualify for welfare. the rest have no further source of income, except, in
most cases, a few personal assets,

In 1970, 59,600 workers in Washington exhausted their regular benefits—
13,400 in the first 4 months. In the first 4 months of 1971, 39.300 workers have
exhausted ‘their regular benefits, and as mentioned above, nearly 25,000 workers
have already exhausted their extended benefits, which extends the benefits to 12
weeks. Thig 18 a very serious situation evidenced by the fact that Washington
State officials have now found real pockets of serious hunger and malnutrition
existing throughout the State among a citizenry that has never before faced
this problem,
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Nationally, 495,200 workers have exhausted regular unemployment benefits
in the first 4 months of 1971 as compared with 253,300 during the same period in
1970. This illustrates the seriousness of the national problem and the need for
this emergency measure.

Recently, Senator Jackson and I introduced the “Iconomic Disaster Relief
Act of 1971” (8. 1832). I am very hopeful that this measure will be enacted in
the very near future. I also believe that it is imperative that Congress enacts
this “KEmergency Unemployment Compensation Act of 1971"” as a relief measure
for those areas hardest hit by current economie conditions.

Mr. Dresident, I introduce, for appropriate reference, for myself and Mr,
Juckson, “The Emergency Unemployment. Compensation Act of 1971" and ask
unanimous consent that. the bill be printed in full in the Record, together with
n statement of purpose of the bill,

Mr. President, 1 also ask unanimous consent to insert in the Record two fact
sheets regarding the current unemployment situntion in Washington State and
an article from the Seattle 'PMimes.

There being no objection, the bill and material were ordered to be printed in

the Recoraq, as follows:
"S. 2321 -~

“A bill to assist States having an unemployment rate of 7.5 per centum or more to
provide up to 26 weeks of emergeney compensation to unemployed workers who
have exhausted their entitlement to both regular unemployment compensation
and extended unemployment compensation

“Be it enacted by the Senate and House of Represontatives of the United States
of America in Congress assembled,

“SHORT TITLE

“SEetIoN 1. This Act may be cited as the ‘Emergency Unemployment Compen-

sation Act of 1971,
“FEDERAL-STATE AGREEMENTS

“Sro. 2. () Any State which desires to do so may enter into an agreement
with the Secretary of Labor (hereinafter referred to as the “‘Secretary’”) under
this Act, if the State Inw of sueh State contains (s of the date such agreement
fs entered into) a requirement that extended compensation be payable there-
under as provided by the Federal State Extended Unemployment Compensation
Act of 1970.

“(b) Any such agreement shall provide that the State Agency of the State
will make paynents of emergency compensation—

“(1) to individuals who—

“(A) have exhausted all rights to compensation (including both regular com-
pensation and extended compensation) under the State law;

“(B) have no rights to compensation (including both regular compensation
and extended compensation) with respect to a week under such law or any other
State unemployment compensation law or to compensation under any other
Federal law; and

“(C) are not receiving compensation with respect to such week under the
unemployment compensation law of the Virgin Islands or Canada ;

“(2) for uny week of unemployment which beging in—

“(A) an emergency extended benefit period (as defined in subsection (¢) (8) ¢
and

“(B) the individual's period of eligibility (as deflned in section 5(b)).

“(e) (1) For purposes of subsection (b) (1) (A), an individual shall be deemed
to have exhausted his rights to regular compensation under a State law when—

“(A) no payments of regular compensation can be made under such law be-
cause such individual has received all regular compensation available to him
based on employment or wages during his base period ; or

“(B) his rights to such compensation have been terminated by reason of the
expiration of the benefit year with respeet to which such rights existed.

“(2) For purposes of subsection (b) (1) (B). an individual shall be deemed
to have exhausted his rights to extended compensation under a State law when
no payments of extended compensation under a State law can be made under
such law because such individual has received all the extended compensation
available to him from his extended compensation account (as establishea under
State law in accordance with section 202(b) (1) of the Federal-State Ilxtended
Unemployment Compensation Act of 1970).
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“(3) (A) For purposes of subsection (b) (2) (A), in the case of any State, an
emergency extended benefit period.

“(i) shall begin with the third week after a week for which there is a State
“on” indicator ; and

“(ii) shall end with the third week after the first week for which there is a
State “off”’ indicator.

“(B) (i) For purposes of subparagraph (A), there is a State “on” indicator
for a week if the rate of unemployment (including both insured and uninsured
unemployment) in the State (as determined by data published monthly by the
Bureau of Labor Statistics of the Department of Labor) for the period consist-
ing of such week and the immediately preceding 12 weeks equaled or exceeded
7.5 per centum, and if there is a State or National “on” indicator for such week
(as determined under subsections (d) and (e) of section 203 of the KFederal-
State Extended Unemployment Compensation Act of 1970).

“(ii) For purposes of subparagraph (A), there is a State “off” indicator for
a week if, for the period consisting of such week and the immediately preceding
12 weeks, the rate of unemployment (including both insured and uninsured
unemployment) in the State (as determined by data published monthly by the
Bureau of Labor Statistics of the Department of Labor) is less than 7.5 per
centuin.

“(d) For purposes of any agreement under this Art—

“(1) the amount of the emergency compensation which shall be payable to
any individual for any week of total unemployment shall be equal to the amount
of the regular compensation (including dependents’ allowances) which would
have been payable to him under the State law if he had not exhausted his rights
to regular compensation under such law ; and

“(2) the terms and conditions of the State law which apply to claims for
regular compensation and to the payment thereof shall (except where inconsis-
tent with the provisions of this Act or regulations of the Secretary promulgated
to carry out this Act) apply to claims for emergency compensation and the
payment thereof.

“(e) Payments of emergency compensation under an agreement entered into
under this Act may not be paid to any individual for more than 26 weeks.

“(f) No emergency compensation shall be payable to any individual under
an agreement entered into under this Act for any week prior to the week after
the week such agreement is entered into, or if later, the week after the week in
whic¢h such agreement becomes effective.

“PAYMENTS TO STATES HAVING AGREEMENTS UNDER THIS ACT

“Sec. 3. (a) (1) There shall be paid to each State which has entered into
an agreement under this Act an amount equal to—

“{A) 100 per centum of the emergency compensation paid prior to July 1,
1978, to individuals by the State pursuant to such agreement; and

“(B) 80 per centum of the emergency compensation paid after June 30, 1973,
to individuals by the State pursuaut to such agreement.

“(b) No payment shall be made to any State under this section in respect
of compensation for which the State is entitled to reimbursement under the
provisions of any Federal law other than this Act.

‘“(e) Sums payable to any State by reason of such State having an agreement
under this Act shall be payable, cither in advance or by way of reimbursement
(as may be determined by the Secretary), in such amounts as the Secretary
estimates the State will be entitled to receive under this Act for each calendar
month, reduced or increased, as the case may be, by any amount by which the
Secretary finds that his estimates for any prior calendar month were greater
or less than the amounts which should have been paid to the State. Such esti-
mates may be made on the basis of such statistical, sampling, or other method
as may be agreed upon by the Secretary and the State agency of the State
involved.

“FINANCING PROVISIONS

“Sgc. 4. (a) Funds in the extended unemployment compensation account (as
established by section 905 of the Social Security Act) of the Unemployment
Trust Fund shall be used by the Secretary for the making of payments to
Stateg having agreements entered into under this Act.

“(b) Section 3301 of the Internal Revenue Code of 1954 is amended—

“(1) by inserting ‘(except as otherwise provided in the succeeding sentence)’
immediately after ‘equal’; and

68-333 0—71—pt. 1——S8
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“(2) by adding at the end thereof the following new sentence: ‘In applying
the preceding sentence for the calendar year 1972 and the calendar year 1973,
the rate of tax shall, in lieu of 3.2 percent, be 3.25 percent.’

“(c) The first sentence of section 905(b) (1) of the Social Security Act is
amended by striking out ‘and in the case of any month after March 1972, to
one-tenth,” and inserting in lieu thereof ‘in the case of any month after March
1972 and before April 1974, to three-twentieths, and in the case of any month
after March 1974, to one-tenth,’.

“DEFINITIONS

“SE0C. 5. FOR PURPOSES OF THI8 ACT—

‘“(a) The terms ‘compensation’, ‘regular compensation’, ‘extended compensa-
tion’, ‘base period’, ‘benefit year’, ‘State’, ‘State agency’, ‘State law’, and ‘week’
shall have the meanings assigned to them under section 205 of the Federal-
State Extended Unemployment Compensation Act of 1970;

“(b) the term ‘period of eligibility’ means, in the case of any individual,
the weeks in his benefit year which begin in an extended hbenefit period or an
emergency extended benefit period and, if his benefit year ends within such
extended benefit period, any weeks thereafter which begin in such extended
benefit period or in such emergency extended benefit period; and

“(ec) the term ‘extended benefit period’ shall have the meaning assigned to
snch term under section 203 of the Federal-State Extended Unemployment Com-
peusation Act of 1970.

“PURPOSE

“This bill assists States having an unemployment rate of 7.5 per centum or
more to provide up to 26 weeks of emergency compensation to unemployed
workers who have exhausted their entitlement to both regular unemployment
compensation and extended unemployment compensation.

“SECTION-BY-SECTION ANALYSIS

“Section 1. Short title.

“Section 2. Federal-State Agreements.

“All states that have enacted an extended compensation law pursuant to the
Federal-State Extended Unemployment Compensation are eligible for this emer-
gency measure. Individuals are eligible who have exhausted, under State law,
both regular and extended unemployment compensation benefits. The emergency
extended benefit period shall begin with the third week after a week for which
there is a State “on” indicator (an unemployment rate of 7.5 per centum or
above) ; and shall end with the third week after the first week for which there
is a State “off” indicator (an unemployment rate of below 7.5 per centum),

“The amount of the emergency compensation shall be the same if the individual
has not exhausted his rights to regular compensation under State law. Such
benefits shall not be paid to any individual for more than 26 weeks.

“Section 3. Payments to States Having Agreements Under This Act:

“The Federal Government shall pay 100 per centum of the emergency compen-
sation paid by the State prior to July 1, 1978 and 80 per centum of the compensa-
tion after June 30, 1973, This allows the States a period of time to enact a match-
ing fund of 20 per centum in order to maintain eligibility for this program after
June 30, 1973.

“Section 4. Financing Provisions :

“A tax increase of .05 per cent from employers will be levied to finance the
“Emergency Unemployment Compensation Act of 1971,

“The existing tax, Section 3301 of the Internal Revenue Code of 1954, is
inereased from 3.2 per cent to 8.25 per cent.

“Section 5. Definitions.

STATE'S UNEMPLOYMENT HEADED FOR RED
(By Richard W. Larsen)

“The flow of payments to the jobless is shriveling the state’s once-ample un-
employment-compensation reserve fund. The fund is heading into a deficit next
year.

“The fund, paid for by employers, contained about $318 million in early 1970.
It was down to about $122 million at the end of last month.



et o TR T s

99

“Carl G. Westine, assistant commissioner of employment security, said the pro-
jected payout of jobless benefits will take the fund into the red sometime next
year,

“But Westine explained the fund's deficit will noi affect continued payment
of unemployment checks. Federal loans, interest free, are available when the
state fund runs out.

“Westine noted that as employers begin paying a new, higher tax next year
the fund is expected to begin rebuilding.

“Now employers in covered industries pay a 1.8 per cent tax on the first $4,200
earned by a worker in the year. That will increase to 8 per cent on the first
$4.800 next year and climb to 3 per cent on the first $5,400 in 1973.

“Meanwhile, political sparring continued over one segment of the unemploy-
ment-pay program which expires Qctober 2.

“That is the cutoff date for an emergency extended-benefit program approved
by the Legislature earlier this year. It provides an added maximum of 13 weeks
of unemployment paychecks for most recipients, boosting the total maximum
eligibility for any one recipient to 52 weeks.

“The maximum weekly unemployment paycheck now is $75.

“Joe Davis, chief of the United Labor Lobby, and other labor leaders favor a
special session of the Legislature to extend that October 2 cutoff date.

“They estimate 20,000 to 25,000 people now receiving unemployment compen-
sation could lose all or part of that up-to-13-weeks benefit because of the October
2 cutoff.

“The State Labor Council convention in Spokane next month is expected to
formally announce support for an immediate special session of the Legislature.

“Gov. Dan Evans sald a special session was not the answer. He cited the
sagging state fund and said any further unemployment-pay assistance program
should come from the federal government.

Representative Sid Morrison, Zillah Republican, said today the October 2 cut-
off date was considered “a realistic cutoff point.”

“Morrison said there was consideration of removing that deadline from the
law, but he added. ‘The fund in no way could stand a continuing state emergency.’

“‘The state has a beautiful program, perhaps the best in the nation.’ Morrison
said. But he said it operates on an insurance principle, calculating payments
against probable claims. ‘We had no way of knowing we were going to face this
sort of thing.’ he said.

“The state’s most recent report indicated that, including persons filing for
extended benefits, the number of unemployment-compensation claimants was
102,400.

“The Legislature in January expanded the program.

“But the sagging fund is expected to provide an argument against further
expansion.

“Carl Swenson, a businessman member of the Employment Security Advisory
Board. said the board has been studying the problem. But he added that people
who have been out of a job for a year probably cease to be a responsibility of
the employer fund. Other programs with a broader publie-fund base are more
appropriate to help those people, Swenson said.”

Mr. MAeNUsoN. Mr. President, I am also extremely pleased that the distin-
guished chairman of the Senate Finance Committee, Mr. Long, has taken time
out of his busy schedule to be here on the Senate floor to express his interest in
this measure. Senator Long is chairman of the committee to which this measure
will be sent. T am pleased that he could be here to participate in this colloquy. 1
know that he cannot determine in advance the fate of any measure, but I am
confident that the able chairman will see to it that this measure is given very
thorough consideration by the Finance Committee.

As chairman of both the Senate Commerere Committee and the Labor, Health,
Education, and Welfare, OIO, and Related Agencies Appropriation Subcom-
mittee. T am well aware of the busy schedule that every congressional commitiee
faces. No committee has more significant matters pending before it today than
does the Senate Finance Committee. So it is with that in mind that I wish to
express my deep appreciation to the Senator from Louisiana.

Mr. Jackson. Mr. President, my statement is in support of the Emergency
Unemployment Compensation Act which my distinguished colleague, Senator
Magnuson. and T introduced today.

This bill is both simple and essential. T urge my colleagues to support it and
pass it promptly, for it holds out a lifeline to thousands of men and women who
have no job, and no hope.
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It is hard to find words and statistics that fully describe the human tragedy
now prevailing in many parts of this Nation, and my own State of Washington.

The tragedy can perhaps best be measured this way : The director of Seattle’s
manpower programs has given up trying to find jobs for people who apply. In-
stead, he and his staff spend their time Jocating food, housing, clothing, and
waivers from utility charges and mortgages for the jobless.

In Seattle, as elsewhere in the country, citizens and their officials have been
relegated to a search for basic necessities.

For the real tragedy is that some 60 percent of the people whose unemployment
compensation has expired do not qualify for any other form of relief. They are
not eligible for welfare; food stamp programs are sharply restricted; savings,
friends, relatives—these resources are quickly exhausted.

This situation leads to social despair, family disintegration, mental illness, acts
of desperation. It cripples an individual’s spirit, and a community’s livelihood.
It should not be tolerated in America—the richest country in the world.

Tho Emergency Unemployment Compensation Act is a good bill. It is a mean-
ingful bill. It would provide help immediately to several hundred thousand per-
sons across the country, and to at least 25,000 persons in Washington State, who
have already exhausted their regular and extended benefits. It is the most effec-
tive way to inject some money, some basic necessities of life, and some sense of
confidence into these families and their communities.

Unemployment compensation is a tried and proven form of Federal aid. Un-
fortunately, in this recession, it is becoming a way of life for some rather than a
temporary adjustinent between jobs.

Unemployment compensation is already too big a business. In Washington State
it became the biggest “employer” in the State somehow last year. Tens of thou-
sands of people in my own State and elsewhere have used their basic 39 weeks
of relief, plus an additional 12 weeks. In the first 4 months of 1971 nearly half
a million Americans exhausted their regular benefits. Some have been on un-
employment compensation assistance for a solid year. Now, in growing numbers,
their eligibility is expiring. They are losing even this form of help and minimum
income,

In my judgment, the Emergency Unemployment Asgistance Act is a vital exten-
sion of a successful Federal program-—that is desperately needed by thousands of
American citizens, It is an interim measure. It is no solution—but is a lifeline
to those in need.

Congress should pass promptly, and the President should sign quickly, this
extension. With it enacted, we should then move to enact an economic disaster
relief bill which Senator Magnuson and I have introduced, S. 1779.

We must continue, beyond the emergency unemployment compensation bill, to
help the administration understand the true nature of unemployment and eco-
nomic recession in this country. I fear the administration lacks not only the
knowledge to lead, but also the will to take effective action.

This emergency unermployment compensation bill would not be necessary if
the administration had learned the lessons of postwar economics. The admin-
istration’s success at throttling the American economy will only be measured
in the despair of thousands of jobless men and women.

The Emergency Unemployment Assistance Act is a key form of assistance
to Americans without jobs or income.

Mr. MaexusoN. Mr. President, will my distinguished colleague yield to me?

Mr. Jackson. I am happy to yield.

Mr., MaceNusox, The real tragedy here is that when existing unemployment
benefits are exhausted, there is only one place to go and that is on welfare, which
is the most degrading thing that can happen to an individual who has skills and
wants to work.

The distinguished occupant of the chair, the Senator from California (Mr.
(C‘ranston), knows that that applies in his State as well.

Actually, it costs more to keep a person on welfare—and no one knows ‘hat
better than I do, after chairing the welfare portion of the fiscal year 1972 budget
hearings. It is much less expensive to extend the unemployment compensation
where the individual has the dignity of being under unemployment compensa-
tion—at least the individual is not on welfare he has helped pay for unemploy-
ment compensation benefits himself.

It costs 50 percent more to put a person on welfare than it does to keep that
individual worker on unemployment compensation, with all the tragedy, the
degradation and humiliation that goes with being on welfare.

That is why this bill should be passed promptly.
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Mr. JAcksoN. My colleague has made a very important point. The humiliation
that goes with welfare is something that we in America should not countenance
for those people who have the ability to make an important contribution at this
point in our history. I am referring not just to the unskilled workers. I am re-
ferring to the tens of thousands of people with advanced degrees, Ph. D.’s and
masters degrees, as well as special degrees in a particular discipline—these
workers, together with the blue collar workers, who are highly skilled, whetherx
that work be of a machinist, a toolmaker or a diemaker.

I mention this because we always have a certain percentage of unskilled work-
ers out of work. But the real tragedy goes beyond the unskilled worker because it
brings home this new factor of what I like to call, or best describe, as qualita-
tive unemployment.

Never in the history of the country have we had so many people, as a percent-
age of the total labor force, with such outstanding skills who are unemployed.
'That is unique in our society, I believe,

It is of special concern in the Northwest, as it is in southern California, as it
is in Boston, Mass.—the Route 28, MIT complex area, and as it is in the Cape
Kennedy area in Florida. We could go on down the line and list the areas which
are in truth, and in fact, not suffering from a recession but are suffering from
regional depressions. We have a recession throughout the country, but within
that context, we do have regional depressions.

That is what my senior colleague had in mind when he spoke about the deep
concern which we have for the people who have no place to go because this
recession, that was supposed to come to an end, has not come to an end. It is
being extended.

It ig about time that we extended the unemployment compensation benefits to
cover that period of hardship which these people now suffer.

Mr. MacNuUsoN. Mr. President, when we first passed the Unemployed Compen-
sation Act, we used the figure of 39 weeks. Then we extended it. There is no
magic in the number of weeks, for no one even thought, then, that it would
take over a year for people who wanted to work and had skills to find jobs.

This, tragically, has not been the case and the economic outlook is still very
bleak.

There is no reason why we should not extend emergency benefits. When we
considered this measure before we did not believe that it would take over a
year for a person who had a skill and wanted to work to find employment.

That is not true today. It does not look as though it will be true in the future.

Mr. MagNuUsoN. Mr. President, I yield back the remainder of my time.

Mr. Jackson. Mr. President, I yield the floor.

Mr. T.oxa. Mr. President, I want to compliment the Senators from Washing-
ton (Messrs. Magnuson and Jackson), on their diligence in searching for a solu-
tion to the very difficult problem of chronic high unemployment, which they, of
course, are not responsible for creating. It is unfortunate that, through no fault
of theirs, the State of Washington enjoys the very unenviable distinction of
having the highest rate of insured unemployment in any State in the Union. May
I say that if the majority of the Senators had voted as the Senator from Lou-
isiana and the two Senators from Washington had voted, this deplorable situa-
tion might not have existed.

Last year, the Committee on Finance and the Senate thoroughly reviewed the
unemployment insurance system and concluded that it was desirable to set up
a program of an additional 3 months of benefits for unemployed persons in
times of national or statewide economic recession. The extended benefit program
that became law had been recommended by the Johnson administration and the
Nixon administration, by business and labor.

As the Senators know, the extended bhenefit provisions of the 1970 law will
not become effective nationally until next January. It seems to me that legis-
lating now to add an additional period of henefits, before last year’s provisions
become effective nationally, will require the most careful consideration by the
Congress and by the executive branch. I want to assure my colleagues that as
soon as thig proposal is referred to the Committee on Finance, we will seek the
views: of the appropriate executive agencies on the merits of the bill.

I want to compliment the sponsors of this measure for the fiscal responsi-
bility they have incorporated in it. They have included financing provisions to
raise the revenues needed to pay for the additional benefits. I mention this
beeause Senators will reeall that earlier this year an amendment was offered
on the Senate floor proposing additional Federal expenditures for unemployment
insurance while omitting any provision for raising the money to pay these addi-
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tional costs. Fortunately, that amendment was defeated. So let me again com-
pliment the sponsors of this bill for offering it as a serious legislative pro-
posal, one that is fixcally responsible. '

Mr. MaeNUsoN. Mr. President, I want publicly to thank the Senator from
Louisiana (Mr. Long) for giving us the encouragement that the Finance Com-
mittee will take this matter up just as <oon as is possible.

ES-213 REPORT CLAIMS AND PAYMENTS ACTIVITIES, STATE UNEMPLOYMENT INSURANCE, NUMBER OF
FINAL PAYMENTS FOR ALL UNEMPLOYMENT

{Period ending June 1971}

Cumulative to date 12-month cumulative
Calendar year Fiscal year
Percent Percent
Year ag]o, change Year ago, change
Current, 1971 1970 year ago Current, 1971 1970 year ago
Alabama_... 12, 599 8,110 55.4 23, 421 14,283 64.0
Alaska.... 2, 595 1,457 78.1 4,063 2,2 79.9
Arizona. .. 3,55 2,304 100.0 9, 351 3,975 100.0
Arkansas.. A 6,067 40.5 14,73 9,467 55.6
California. 195,103 105, 715 84.6 326,773 173,794 88.0
Colorado. . ............. 2,762 1,802 53.3 4,805 2,7 72.7
Connecticut. . 22,639 10, 750 100.0 139, 622 18,614 100.0
Delaware........_...... 2,409 1,383 74,2 3,918 k 70.9
District of Columbia_. ... 2,801 1,663 68.4 5,061 2,991 69.2
Florida...._...___..._.. 18,774 10, 107 85.8 38,670 22,925 68.7
Georgia............._.. 15,123 8,668 74.5 27,619 14,972 84,5
Hawaii._.. ............ 3,671 1,496 100.0 6,056 2,688 100.0
Idaho. 3,564 3,193 11.6 5,575 4,457 25.1
Iinois. 49, 898 26,167 90.7 84,762 42,921 97.5
Indian. 29,523 17,327 70.4 48, 055 25,469 88.7
lowa. . 10,933 6,573 66.3 17,613 9,819 79.4
Kansas. . .. 11,093 4,974 100.0 20, 367 8,162 100.0
Kentucky. . _........... 9,576 7,723 24.0 16, 705 12,411 34.6
Louisiana.............. 16, 635 13,853 20.1 32,059 24,284 32.0
aine. . _.............. 8,763 713 85.9 13,479 X 82.3
Maryland____ .. ... . 11,311 5, 550 100.0 19,599 2,414 100.0
Massachusetts. .. .._..._ 45,781 18, 852 100.0 76,173 35,094 100.0
Michigan.._.._.... ... 64, 303 35,272 52.3 105, 046 52, 343 100.0
Minnesota_............. 23,7177 11,221 100 0 35,836 15,092 100.0
Mississippi....... 4, 856 3,539 37.2 , 50 5,790 47.0
Missouri. __ 20,013 11,317 76.8 33,580 17,501 91.9
Montana. X 2,530 20.8 5,015 3,755 33.5
Nebraska 4,418 2,435 81.4 6,991 3,617 93.3
Nevada.. 1 2,378 74.0 6,935 3,808 82.1
New Hampshire. .. 1,162 25 100.0 1,665 100.0
New Jersey_....._...... 23,129 32,377 —28.6 153, 346 57,834 -71.8
New Mexico............ 2,807 1,628 72.4 5,295 2,772 91.0
New York_._..._....... 96, 334 43, 857 100.0 163, 805 80, 852 100.0
North Carolina....._.... 12,186 7,923 53.8 21,422 12,709 68.6
North Dakota_......_._. 1,191 785 49.8 1,608 1,075 49,6
| 33,248 11,788 100.0 563,231 18, 094 100. 0
Oklahoma.__..._.._.._.. 10, 626 X 100.0 18,173 8 100. 0
Oregon_ . ........_..... 12, 167 7.114 71.0 21, 866 10,703 100. 0
Pennsylvania. .. 38,135 16, 426 100.0 64,316 29, 449 100. 0
Rhode Island. 10, 099 , 100.0 16, 921 8,457 100.0
South Carolina 10, 486 6, 659 51.5 17,736 11,616 52.7
South Dakota. 1,189 32.0 . 52.0
Tennessee. _ . 20, 232 12,318 64.2 35,320 21,173 66. 8
Texas........ 30, 641 14,931 100.0 51, 540 24,346 100.0
Utah._..... s 3, 23. 7,024 X 29.3
Vermont. ... ........ 2,217 100.0 3,384 1,096 100. 0
Virginia_............._. 6,700 4,567 46.7 11, 184 7,034 59. 0
Washington.._.._....... 54,294 14, 359 100.0 , 564 16,413 100. 0
Waest Virginia. . ... e 3,516 2,862 22.9 1,035 5,208 35.1
Wisconsin....._.. . 16, 638 9,008 84.7 25, 444 12, 876 97.6
Wyoming....... e 648 460 40.9 916 686 33.3
Puerto Rico. 20, 616 21,528 —~4.2 38,272 39, 849 —4.0
Do.... , 862 5, 5.2 22,979 23, 868 -3.7
26,478 27,098 —-2.3 61, 251 63,717 ~3.9
. 0 0 0 0 0
US.total2. ... ..... 1,026,724 560, 690 83.1 11,761,353 930, 323 89.3
US.total2. ... 1,032, 586 566, 260 82.4 11,784,332 954, 191 87.0

t Excl. Apr.-June Conb. May-June N.J,
2 The 1st PU under regular State program excluding data for sugar cane workers; 2d totals sugar cane workers only.

Note: Preliminary total 1,797,061,
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The Cuarman. Rather than call on Senators in their turn, in view
of the fact that we are trying to hear 15 prominent witnesses today, I
would urge Senators to withhold questions if they can, and, if it is not
possible, to submit their questions for the record if they can do it that
way. I am not going to call on Senators in turn but if they want to ask
a question let me know and I will recognize you.

y The next witness is Hon. Alan Cranston, U.S. Senator from Cali-
ornia.

We are very happy to have you today.

STATEMENT OF HON. ALAN CRANSTON, A U.S. SENATOR ¥ROM
THE STATE OF CALIFORNIA

Senator CranstoN. Thank you, Mr. Chairman and members of the
committee. I appreciate the chance to be with you. I will be quite brief.

I would first very strongly endorse the suggestions Senator Magnu-
son just made for extending emergency unemployment compensation
to States where they have a 7.5 employment rate. I think it is very
important to do that.

I would like to suggest one modification that the aid be extended to
standard metropolitan statistical areas with the 7.5 rate of unemploy-
ment. Much of the worst unemployment exists in cities with a high
unemployment rate which will be lost in the State’s statistics. These
cities, therefore, cannot get the help they need. I think this would be
a very helpful revision.

I would like to call your attention also to a proposal for an employ-
ment tax credit which was developed by two economists at the Univer-
sity of California. I placed the text of their proposal in the Congres-
sional Record on Qctober 5, 1971, page S15829.

Without making any statement on the merits of their proposal, I
think it deserves the attention of the committee to take a look at it.

The point I wanted to make today is in regard to an amendment that
I will introduce today to the Revenue Act of 1971 that would suspend
the automobile excise tax for 1 year instead of repealing it outright as
proposed by President Nixon. At the same time I will introduce a sec-
ond piece of legislation that would create a Federal trust fund for
mass transportation similar to the one that has been used to finance the
Nation’s highway system.

The primary revenue source for the rapid transit fund would be the
T-percent excise tax on new cars which the President wants lifted to
stimulate late 1972 model sales. The excise tax produced $2.2 billion
in revenues in 1970. This trust fund, which would take effect on Janu-
ary 1, 1973, would more than double the amount of Federal money
available for urban mass transit in fiscal 1974 and 1975. It would also
require substantially less local matching funds than the present pro-
gram. If instituted, the trust would create upward of 140,000 new jobs.

The President’s proposed repeal of the excise tax is a deplorable
step that will worsen traffic congestion and air pollution in our cities.
At a time when our cities are pleading for Federal help, the administra-
tion is proposing a multibillion-dollar Federal tax loss that will make
things tougher for people living and working in our metropolitan
areas.
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Income from the excise tax should go instead into a form of rele-
vant revenue sharing that will help our cities meet their high priority
mass transit needs. Under normal circumstance, I would not advocate
even a 1-year suspension of the tax. But the President has, in effect,
boxed us 1. Some 8 million people may well think that he guaranteed
them that they will get $200 off their 1972 cars retroactive to August 15.
Many families are counting on that guarantee ; the automobile industry
has based sales campaigns on it. Congress cannot reverse history at this
late date, I fear. All we can do is to try to set things aright for the
future.

The President declared in a nationwide radio and television speech
on August 15 in which he announced his new economic program :

I will propose to repeal the 7 percent excise tax on automobiles, effective today.
This will mean a reduction in price of about $200 per car. I shall insist that the
American auto industry pass this tax reduction on to the nearly 8 million cus-
tomers who are buying automobiles this year.

Two other bills have been introduced in the Serate calling for crea-
tion of a general trust fund for all forms of transportation, one by
IS)enator Edward M. Kennedy and another by Senator Charles H.

ercy.

Re}}r)resentative Edward Koch has introduced a similar proposal in
the House. The excise tax is proposed as a source of revenue in each of
these bills. The Senate Commerce Committee already has begun hear-
ings on the Kennedy and Percy bills. Precipitous White House action
should not be permitted to cut short congressional consideration of
these proposals.

The mass transit trust fund proposal T am introducing today was
originally introduced by Representative Koch in 1969.

Only $2.31 billion at the very most will be available for mass transit
the next 3 fiscal years—1973-75—under the administration’s plan of
financing through general appropriations. In contrast, reinstituting
the excise tax and carmarking the income for mass transit, could mean
$4.4 billion for fiscal 1974 and 1975 at the present level of revenue.

The automobile is the Nation’s No. 1 polluter. Even if new cars are
less polluting than old ones, the increase in numbers will more than
offset the difference. While the Federal Government pours $5 billion
a year into highways, our cities are being starved for mass transit funds.

Although the President recognized that even a minimal mass tran-
sit program would require a Federal commitment of at least $10 billion
over a 12-year period, the President asked for and Congress approved
a total authorization of only $3.1 billion, spread over 5 years begin-
ning in fiscal 1971.

The inadequacy of this merger funding is underlined by the fact
that the Urban Mass Transit Administration of the Department of
Transportation itself estimates that mass transit plans already on
the drawing boards will call for the Federal expenditure of 10 times
that amount—$32.8 billion, in 1969 dollars, over the next 10 years.
Clearly, neither property taxes, the most unfair tax of all, I think, nor
fares can meet the monumental cost of modern rapid transit.

The administration estimates that with the stimulus of a tax cut,
Detroit could increase its projected sales of 1972 cars by 600,000, for
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total annual sales of 8.6 million new automobiles. Since American
motorists junk about 6.5 million old cars annually, the result will be
a net increase of more than 2 million cars on the road.

More than 101 million new and used cars already are clogging up
America’s highways, 12.4 million of them in California alone. Cali-
fornia normally accounts for 12 percent of all new cars sales. What
are we going to do with 2 million more ?

One-fourth of the Nation’s population, which includes many elderly,
young, handicapped, and poor people, do not drive cars and must de-
pend entirely on the availability of buses, trains, and subways. But
they aren’t the only ones who need better mass transit systems. Inex-
pensive and convenient rapid transit service is essential if innercity
residents are to get jobs, especially now that more and more companies
are moving to tglgle suburbs. By the same token, suburbanites also are
looking for more sensible alternatives to fighting traffic jams twice
a day, 5 days a week, to get to their jobs in the city.

Those who keep on driving to work for one reason or the other
would benefit from the excise tax for mass transportation for it would
surely lead to less congestion in the rush hours.

Only the financial stability of regular revenue income which a trust
fund provides will enable our cities to conduct the long-range planning
and construction that mass transit systems necessitate. A trust fund
assured this Nation it would have the ability to build the highways
the people wanted; we have no similar assurance that we can now
build the mass transit system the people need.

More than 41,000 miles of Federal highways have been constructed
since the trust fund was created in 1956. Some $5 billion is deposited
into the fund annually, mainly through the 4 cents a gallon Federal
tax on motor fuel.

The revenue from the automobile excise tax should go into the mass
transit trust fund, but the fund should not be limited to that single
source. Congress would appropriate additional money to the fund
to meet rising city needs. The mass transit matching formula would
be the same as for highway funds: 90 percent Federal to 10 percent
local. The present administrative ratio for mass transit grants is 67
percent Federal to 33 percent local money.

I thank you, Mr. Chairman.

The Cuairman. Thank you very much.

Senator Hansen. Mr. Chairman, I do have a couple of questions if
the Senator would be kind enough.

Senator Cranston, were you in here when the senior Senator from
Washington, Mr. Magnuson, testified ?

Senator CranstoN. Yes, during the latter part of his testimony.

Senator Hansen. Do you support. his proposal?

Senator Cranston. I support his proposal for the extension of un-
employment compensation for jobless workers in the seven-State area,
plus, I suggest we extend unemployment compensation to cities with a
7.5 ratio—because some of those cities that need help would be lost in
the State averages and not get help.

Senator Haxsen. Did the unemployment in Washington result, in
your opinion, primarily from the depression in the aireraft industry?

Senator Cranston. That would be one of the major factors.
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Of course, we have had a recession generally that has caused un-

employment everywhere.
enator HanseN. T happen to be one who voted against the SST.
I was wondering how

Senator CransToN. I voted against it also.

Senator HanseN. Thank you, Mr. Chairman.

I do believe you made a powerful case for assistance to mass transit.
I must tell you I have a reservation about using the automobile excise
tax as a means of financing it. My understanding is that by taking
the excise tax off, it would amount to roughly $200 per automobile,
and that one very major effect of this would be to enable our own
domestic producers to better meet the competition from imported
automobiles; and I understand your State has an awful lot of them.

Senator Cransron. Yes, we have,

Senator Hansen. Flave you thought about that competitive situa-
tion which this should greatly improve?

Senator CranstoN. I have thought about that, but I think that we
have an incredibly great need to develop rapid transit. We need to
relieve congestion on our highways for those who drive and provide
decent transportation for those who don’t drive. I think that point
puts the balance in favor of what I am suggesting here.

Senator Hansen. Well, if you can get this money out of the gen-
eral fund of the Treasury, wouldn’t that be better than to

Senator CranstoN. I beg your pardon?

Senator Hansen. If you could get this moucy out of the general
fund of the Treasury, wouldn’t that be a better approach than to
diminish the competitive position of our own domestic manufacturers?

Senator Craxston. Actually, I question whether we get that ad-
vantage against foreign competitors becanse I believe the excise tax
applies to imported cars also.

Senator Haxsen. My understanding is it doesn’t.

Senator Cranston. Well, I guess that would depend on how this
committee writes it. My understanding was that the proposal would
apply to all new cars regardless of where they are produced. T don’t
think we are going to get the money for rapid transit unless we come
up with an assured formula such as the one I am suggesting, and 1
think the car drivers would benefit by the lesser congestion that will
come if we do have an assured form of revenue that will guarantee we
start producing rapid transit.

Senator Hawnsen. T take it you would not want to detract from our
competitive position from imported automobiles?

Senator Craxston. No, I do not wish to do that. T am not at all
convinced that price is the entire reason for the very stiff competition.
T think there are other factors at work.

Senator Hawnsewn. Thank you.

The Ciramaan. Thank you very much, Senator.

Senator Cransron. Thank you very much.

The Criaraan. The next witness is Mr. Melvin C, TToln, chairman
of the National Association of Manufacturers. He will be accompanied
by Edward A. Sprague, vice president-Government Ifinance.
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STATEMENT OF MELVIN C. HOLM, DIRECTOR, BOARD OF DIREC-
TORS, NATIONAL ASSOCIATION OF MANUFACTURERS; ACCOM-
PANIED BY EDWARD A. SPRAGUE, VICE PRESIDENT-—GOVERN-
MENT FINANCE, NAM

Mr. Horat. Thank you, Mr. Chairman. T apparently have been given
an undeserved promotion. I am not chairman of the National As-
sociation of Manufacturers, although it so indicates on the list.

The Cramraan. Would you mind getting me straight. That memo
says you are chairman.

Mr. Hora. I am chairman of the board of Carrier Corp., and a di-
rector of the National Association of Manufacturers. Mr. Dwyer, who
is chairman, might be upset if I usurped his position this morning. I
do appear here on behalf of the National Association of Manufac-
turers as a members of its board of directors and chairman of its
taxation committee.

I am accompanied Ly Mr. Edward A. Sprague, vice president, Gov-
ernment Finance, of the NAM.

The association is a voluntary association of industrial business
firms, large and small, with members located in every state and repre-
senting the major part of the manufacturing output of this country.

Because of our common interest, a number of organizations which
are listed in myv full statement—incidentally, my remarks will be brief
as we have filed a full statement—a number of our organizations which
are listed in my full statement has asked to be associated with it.

We sunport most of the major provisions of H.R. 10947, including
the job development investment credit legislation of major elements
of the ADR system, the repeal of the 7-percent auto excise tax and
individual income tax deductions.

As to the modification of the DISC proposals, I will have more to
sav about that later.

We have detailed comments on some of these provisions in our state-
ment for the record. But T would like to cover two aspects of the
investment situation which we feel were not developed sufficiently in
previous hearings and public consideration of the tax program.

They are: (1) The need for a longer term focus and (2) the in-
terdependency of the investment credit and the Asset Depreciation
Range or ADR system.

First, with respect to the longer term focus, in evaluating both the
proposed job development credit and ADR, we feel that too much
attention has been paid to strictly short-term implications. Detailed
comparisons have been made with the mid-1962 period as to how
many months it took for the effect of the original 7-percent credit to
show up in machinery and equipment orders, as to the curve of the
monthly unemployment rate, the wiggles of the capacity utilization
rate, at cetera. In our view, this concentration on the short term need-
lessly complicates policy formulation.

In part, of course, these complications stem directly from the
administration’s own proposal to split the rate of the investment credit,
10-percent short-term and 5-percent permanent. The provision in FL.R.
10947 for a flat. T-percent rate now facilitates a better perspective over
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the longer term. In view of both the investment credit’s past history
and capital formation requirements over the future, this is exactly
what is needed, in our opinion.

Now, I would like to turn to investment credit and ADR.

We do not believe that the ADR system should be considered as a
tradeoff for the investment credit, that if one is adopted the other
should be dropped or drastically curtailed. This would be completely
counterproductive of the intent to reduce the tax bias against capital
formation. As over a period of years the tax relief value of the ADR
system, as adopted by final regulations last June, is approximately
the same as the 7-percent credit, it makes no sense to take away with
one move what is provided by another one.

H.R. 10947, in fact, would eliminate a significant portion of the
ADR system which is the liberalization of the first-year convention.

Fortunately, the House bill has preserved what we consider the most
important elements of ADR : the 20-percent range within the new class
life system and repeal of the reserve ratio test. In addition to the
stimulative effect on investment, this will help avoid many time-con-
suming audit problems and disputes between taxpayers and the
Internal Revenue Service. In addition, congressional action on the
issue will serve to dispel uncertainties as to the legal status of ADR
and business’ ability to utilize the system.

We respectfully and strongly urge your committee to restore the
liberalization of the first year convention to the ADR system so that
the economy may obtain the full benefits of a modernized cost-recovery
system, But in any even the proposed new credit should be considered
a natural complement to, and definitely not a substitute for, the ADR
system.

Our industrialized foreign competitors now employ very modern
and productive plant and equipment facilities, encouraged by generous
tax treatment, far more generous than ours in some cases. This was
well documented in the “Report of the President’s Task Force on
Business Taxation” as well as in other independent studies.

Although this is one of the dominant factors in our international
trade position today, it has been virtually ignored in the formulation
of tax policy until this year. It is noteworthy from the ADR system,
as now in effect, and a permanent 7-percent investment credit, with
the two of them together, our cost recovery position would be just about
even with the average of 11 leading industrialized foreign competi-
tors. Without the first-year convention liberalization, it would be
somewhat less favorable.

Now, I would like to turn to DISC, if I may.

The NAM and other business associations have supported the DISC
tax regime proposal since it was unveiled in early 1970. As our trade
balance has completely deteriorated since then, there is all the more
reason for implementing it as a means to encourage U.S. exports and
combat the tax advantages our foreign competitors now enjoy.

Previously, on behalf of the NAM, we have submitted material on
DISC to your Subcommittee on International Trade. We take note
of some criticism of the DISC proposal and estimates of revenue losses
from it as high as $1 billion annually. We feel the Treasury Depart-
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ment has presented ample material to refute this claim and we strong-
ly concur with its judgment that there would be a substantial increase
in exports due to DISC of $1.5 to $2.5 billion per year.

Unfortunately, by restricting the tax deferral benefits of DISC to
export income increments on the 1968-1970 base, the House has, in
effect, gutted the measure. The incremental provision raises questions
of equity of tax treatment with respect to those firms who have been
making substantial export efforts over the years and certainly would
greatly diminish the effectiveness of the proposal.. We recognize there
would be some marginal benefit in export stimulation, particularly
for firms developing export markets or engaging in export business for
the first time, under the House bill, but strongly urge elimination of
the incremental limitation and restoration of the original provisions.
Mr. Chairman, that is the end of my remarks. I will be glad to answer
any questionsif I can, sir.

The Criamrman. Thank you very much, Mr. Holm.

Senator Risicorr. I am just curious, sir. Do you have plants over-
seas?

Mr. Houm. Yes, we do. Yes, Mr. Senator. You are talking about the
company with which T am associated ?

Senator Risicorr. Yes; and many of your manufacturers who are
members of the association are part of a multinational complex with
factories in various countries?

Mr. Hor.m. That is correct.

Senator Risicorr. DISC, of course, would help local manufacturers,
American manufacturers who export ; is that correct ¢

Mzr. HoLm. That is correct.

Senator Ripicorr. What do you do about the American manufac-
turer who has a plant in the United States, plants in different places
in the world ? Who moves the production of his American plant to one
of his European or Asian plants and then sends the merchandise that
he manufacturers back to the United States? How do we stop that?

Mr. Hory. Well, first, because you started off by asking a question
with respect to my company, we do not practice that procedure.

Senator Risicorr. T know. I am talking generally. First, I want to
get the background whether you have plants abroad?

Mr. Hor. Yes.

Well, T think how do we stop bringing products back to this
country

Senator Risicorr. How do we discourage it ? Do we tax those manu-
facturers as their income is earned abroad before it is repatriated and
b}rought back here? How do we discourage a manufacturer from doing
that?

Mr. Horm. I really cannot answer your question, Senator. T would
think that most, if not all American manufacturers have as their first
objective and their first desire—that is the case on our part, certainly—
are exports from this country; and we need every tool and aid we can
to promote and increase exports from this country, to provide jobs in
this country. There are some companies obviously, in order to be able
to compete in this country either with other American manufacturers
or with foreign manufacturers, who have to make parts and bring
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them back and assemble the products here. I don’t know how you
“discourage that practice.”

Senator Risicorr. I am just curious. Personally, I am going to sup-
port most of the proposals that you suggest, but I would like a proposal
from the manufacturers’ association that you represent as to how we
should treat the American manufacturer who moves his plant to a
foreign country and then places many Americans out of work and
then exports the same goods back to the United States. You must
have—your organization must have some ideas on it.

Mr. Hory. Do you want to comment, Ed ¢

Mr. Srracue. Senator, I might just mention the extent to which
this is a common practice. There is some question. I notice there has
been some comment that it is widespread ; but just the figures we see
from the Commerce Department as to sales of U.S. affiliates that are
directed back to this country have been fairly small.

Now, the figures, most recent figures, I think, are 1968, so there was
some lapse.

Senator Ripicorr. You see, it may be small in the country at large
but it may be a fantastic blow to the community that is on the receiving
end of the situation.

Mr. Spracur. That is possible.

Senator Risrcorr. I have a question like that in Hartford, Conn.,
where a 65-year-old manufacturing company called the Royal Type-
writer Co. was taken over by Litton Industries and now they are talk-
ing about taking that plant and moving it to Hull, England, and plac-
ix}g 1_,%00 blue-collar workers and some 800 white-collar workers out
of a job.

S Now, I know Royal intended to sell their typewriters in the United
tates.

How do we discourage Litton Industries from moving the Royal
Typewriter Co. to England and sending those typewriters back to the
United States?

Mr. Houm. Perhaps another way to put your question, Senator, is,
how do we encourage them not to do it ?

Senator Risicorr. No, I am willing to do that; but I want the stick
as well as the carrot.

Mr. HoLm. Yes.

Senator Risrcorr. I think what you are driving at here and what
the President proposes is sound and it will have my support; but
how about the opposite? T think during the hearings questions like
this have been raised by the Senator from Arizona, the Senator from
Wyoming. They have raised that question, and I think it is becoming
a major concern.

Mr. Hornm. Well, T am sorry, Senator; I am not able to give you a
more specific answer.

Senator Risrcorr. Mr. Chairman, I would like to have some sug-
gestions on that from the Manufacturers Association.

Mr. Hor.m. Thank you.

The CramrMaN. Thank you very much, sir.

Mr. Hor.m. And thank you very much.

(Mr. Holm’s prepared statement and a further response to Senator

Ribicoff follows:)
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PREPARTD STATEMENT OF MELVIN C. HoLM REPRESENTING THE NATIONAL ASSOCIA-
TION OF MANUFACTURERS—ASSOCIATION OF COMMERCE AND INDUSTRY OF NEW
MEexi1co, CONNECTICUT BUSINESS AND INDUSTRY ASSOCIATION, ILLINOIS MANU-
FACTURERS' ASSOCIATION, MANUFACTURERS ASSN. oF BERKS COUNTY, PA., MANU-
FACTURERS ASSN, OF THE CITY OF BRIDGEPORT, CONN., THE NATIONAL ASSOCIATION
OF HOSIERY MANUFACTURERS, NATIONAL ELECTRICAT. MANUFACTURERS ASSOCIA-
TION, NATIONAL KNITWEAR MANUFACTURERS ASSOCIATION, NAUGATUCK VALLEY
INDUSTRIAL COUNCIL, AND STEEL PLATE FABRICATORS ASSOCIATION

SUMMARY

1. The business community strongly supports H.R. 10947. The major provi-
sions of thisg bill will act to revitalize the economy by reducing the adverse cf-
feet of both past inflation and the bias in the tax structure against capital for-
mation and productive investment,

2. The proper focus for considering and evaluating the likely effect of the job
development tax credit on investment and employment is not the next two
or three quarters, but the next five years. Comparisons of experience with the
previous 7 percent credit should be draswn for the 1962-1968 period as a whole.

3. Greatly intensified foreign competition is the dominant factor in necessitat-
ing better domestic productivity performance. To modernize our cost recovery
system for productive investment both the investment credit and the ADR sys-
tem are required. The Senate Finance Committee is urged to restore the liberali-
zation of the first year convention to the ADR system.

4. Stiffening and very expensive standards for air and water pollution con-
trol, which divert funds from other investments providing a financial return,
heighten the need for a modernized cost recovery system. The Senate Finance
Committee should provide that both the 7 percent investment credit and the
five-year amortization under the 1969 Act should be allowed on qualified pol-
lution control facilities.

5. The DISO proposal, gutted in the House bill, should be made whole to pro-
vide an effective stimulus for U.S. exports.

Mr. Chairman and members of the Senate Finance Committee: My name is
Melvin C. Holm, and [ am Chairman of the Board of Carrier Corporation of
Syracuse, New York.

I appear here on behalf of the National Association of Manufacturers as a
member of its Board of Directors and Chairman of its Taxation Committee. I
am accompanied by Edward A. Sprague, Vice President—Government Finance
of the NAM. The Association is a voluntary organziation of industrial and busi-
ness firms, large and small, with members located in every state and represent-
ing the major part of the manufacturing output in the country.

Because of our common interest, the following organizations, all affiliated with
the National Industrial Council, have asked to be associated with the statement
I am presenting: Association of Commerce and Industry of New Mexico; Con-
necticut Business and Industry Assoclation; Illinois Manufacturers’ Association;
Manufacturers Association of Berks County, Pennsylvania ; Manufacturers Asso-
ciation of the City of Bridgeport, Connecticut; The National Association of
Hosiery Manufacturers; National Electrical Manufacturers Association; Na-
tional Knitwear Manufacturers Association ; Naugatuck Valley Industrial Coun-
cil; and the Steel Plate Fabricators Association.

We support H.R. 10947, the Revenue Act of 1971, which we believe will help
revitalize the economy, not by tomorrow, but over a reasonable period of time
during which its investment incentives can be expected to work. We support all
the major provisions of H.R. 10947 including the job development investment
credit, “legislation” of major elements of the ADR system, the repeal of the
7 percent auto excise tax, the individual income tax reductions, and what is
left of the DISC proposal.

We have detailed comments on some of these provisions, but I would like to
cover first three aspects of the investment situation which we feel were not devel-
oped sufficiently in previous hearings and public consideration of the tax program.
These are:

(1) The extent of inflation’s impact on the investment sector.

(2) The need for a longer-term focus.

(3) The interdependency of the investment credit and the Asset Depre-
ciation Range (ADR) system.
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INFLATION AND INVESTMENT

Much material has been put into the record concerning the depressed state of
corporate profits—both the level and in relation to other economic indicators
such as my personal income, wage and salary payments, etc. Our own testimony
before the House Committee on Ways and Means and the Joint Economic Com-
mittee dealt in some detail on the profit impairment over the last five years, and
I see no reason to repeat it here,

However, more than a few opponents of the tax program have down-played
the importance of the profits trend claiming that since corporate depreciation
allowances are large and rising, sufficient investment would be financed any-
way, without regard to profitability. The question is important because in fact
cash flow of corporate enterprise—retained earnings and depreciation allow-
ances—is the direct source for approximately two-thirds of its funds available
for capital and other investments.

It’s true that capital consumption allowances have been steadily increasing
and comprise an increasing share of the funds available for capital investment.
But while it is seldom measured, the impact of inflation since the mid-1960’s
has had a particularly devastating effect on the corporate sector. Table I attached
to this statement shows total cash flow of the corporate sector, that is, depreciaion
and retained earnings, deflated for the change in prices of fixed investments to
which that cash flow is directed. The trend is down sharply, not just over the
past recession but since early 1966 when inflation became much more of a
problem in general.

No official government publication or statistical source keeps track of inflation’s
impact on corporations and it tends to be obscured in the welter of statistics and
concern over other price measures, particularly the consumer price index. But
the message is clear. Under-depreciation from inflation and profit squecze have
seriously crippled the business sector’s ability to finance job-creating productive
investment over the last several years.

This should be a far more important consideration in the formulation of tax
policies for overall economic performance than a somewhat artificial dividing up
of what sector gets what in the way of tax reductions or adjustments. If such
accounting is necessary, however, the Administration has demonstrated con-
vincingly that individuals as taxpayers have ‘“fared” much better than the cor-
porate sector, particularly as a result of the 1969 Tax Reform Act. Further-
more, of course, the House has adjusted the mix of the tax reduction in H.R.
10947 to give further benefits to individuals at the expense of part of the ADR
system,

LONGER TERM FOCUS NEEDED

In evaluating both the proposed job development credit and ADR, we feel
that too much attention has been paid to strictly short-term implications. Detailed
comparisons have been made with the mid-1962 period as to how many months it
took for the effect of the original 7 percent credit to show up in machinery and
equipment orders, as to the curve of the monthly unemployment rate, the wiggles
of the capacity utilization rate, etc. In our view, this concentration on the short-
term needlessly complicates policy formulation.

In part, of course, these complications stem directly from the Administration’s
own proposal to split the rate of the investment credit, 10 percent short-term
and 5 percent permanent. The provision in H.R. 10947 for a flat 7 percent rate
now facilitates a better perspective over the longer-term. In view of both the
investment credit’s past history and capital formation requirements over the
future, this is exactly what is needed.

Bssentially, the 7 percent investment credit is a reduction of the existing
income tax structure’s bias against capital formation and investment in producers
durables. Much the same result could obtain by reducing the corporate income
tax rate, and in that form relicf would be more diffused throughout the economy.
However, IRS data indicate that the impact of the previous 7 percent credit was
widespread throughout the economy and by no means limited to capital-intensive
industries.

As numerous people knowledgeable in corporate capital planning have indi-
cated, the credit by itself will not cause new investment in anything. Its effect
is at the margin—to qualify as go-ahead investments those that might not other-
wise. As such, it is quite understandable that its impact is gradual—some im-
mediately, but more over time.
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Clearly, the previous 7 percent credit was successful in encouraging capital
investment, employment and increased productivity over its lifetime in the 1960’s.
While other factors were involved, it was not just coincidental that from 1962 to
1968 investment in producers durables increased 10%% percent per year, output
per manhour in manufacturing industries rose at better than 3 percent per year,
and employment in manuracturing went up by 2.8 million. Currently employment
in manufacturing is over 1 million below its 1968 average. Part of this loss can
be attributed directly to the loss of the investment credit and the slackening of
capital spending.

Today it takes well over $25,000 in capital investment to create one new indus-
trial job. The total labor force is expected to grow by some 15 million during the
1970’s and it will require at least $30 billion annually in new expenditures just
to employ this net addition to the work force. A more favorable public policy
climate to enable the corporate sector to provide such investment flows is cer-
tainly needed now and throughout the 1970’s.

INVESTMENT CREDIT AND ADB

There is a tendency in public discussions of the Administration tax program
to consider the ADR system as a ‘“trade-off” for the investment credit—and if
one is adopted, the other should be dropped or drastically curtailed. This would
be completely counterproductive of the intent to reduce the tax bias against
capital formation. As over a period of years the tax relief “valuc” of the ADR
system, as adopted by final regulations last June, is approximately the same as
the 7 percent credit, it makes no sense to take away with one move what is pro-
vided by another.

H.R. 10947 in fact would eliminate a significant portion of the ADR system,
the liberalization of the first year convention. Fortunately, the House bill has
preserved what we congider the most important elements of ADR—the 20 percent
range within the new class life system and repeal of the reserve ratio test. In
addition to the stimulative effect on investment, this will help avoid many time-
consuming audit problems and disputes between taxpayers and the Internal
Revenue Service. In addition, Congressional action on the issue will serve to dis.
pel uncertainties as to the legal status of ADR and business’ ability to utilize the
system.

We strongly urge your Committee to restore the liberalization of the first year
convention to the ADR system so that the economy may .obtain the full beneflts
of a modernized cost recovery system. But in any event, the proposed new credit
should be considered a natural complement to, and definitely not a substitute for,
the ADR system.

Our industrialized foreign competitors now employ very modern and produc-
tive plant and equipment facilities, encouraged by generous tax treatment, far
more generous than ours in some cases. This was well documented in the Report
of the President’s T'ask Force on Business Taxation as well as in other inde-
pendent studies. Although this is one of the dominant factors in our interna-
tional trade position today, it has been virtually ignored in the formulation of
tax policy until this year. It is noteworthy from the ADR system, as now in effect,
and a permanent 7 percent investment credit, our cost recovery position would be
just about even with the average of eleven leuding industrialized foreign com-
petitors. Without the first year convention liberalization, it would be somewhat
less favorable.

Another critical reason for an effective cost recovery system was not so evi-
dent back in 1962. The rules of the game for controlling air and water pollution
have changed drastically over the last ten years. Industry now must spend bil-
lions of dollars—an estimated $3.6 billion in 1971 alone—to comply with new air
and water quality standards which are getting stiffer all the time. Industry will
not shirk its responsibilities to reduce pollution levels but there is no denying
that the huge sums required are diverting funds from other investment providing
a financial return. It is obviously that much harder to finance new machinery
and equipment to increase overall productivity, at the same time meeting these
pollution control commitments.

Congress gave some recognition to this problem in the five-year amortization
provision for pollution control equipment under the Tax Reform Act of 1969.
This is a constructive, albeit limited, measure. Unfortunately Section 104 of
H.R. 10947 would deny most of the benefit of the investment credit on otherwise
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qualified property if the five-year amortization is elected, thus vitiating the 1969
relief provision. The Ways and Means Committee report indicates that the
intent of the special amortization provision was to serva as a substitute for the
7 percent credit repealed in 1969 and an “additional” incentive should not be
allowed now. We contend that the case for more significant tax relief for pollution
control investment is controlling, and strongly recommend that both the five-year
write-offs and the 7 percent credit be allowed for qualified pollution control
facilities.

REPEAL OF THE 7-PERCENT AUTOMOBILE EXCISE TAX

Repealing the auto excise tax will provide over $2 billion of tax relief to con-
sumers in fiscal 1972, and encourage increased production and employment in the
automobile industry. In addition to these immediate benefits, it will remove one
of the few remaining selective Federal excise taxes—permanently, we now hope.
Such excises are inherently discriminatory and inappropriate when designed for
general revenue purposes. The proposal to remove the auto excise tax, which was
scheduled to be phased out anyway, is consistent with a broadly-based tax struc-
ture and fair distribution of tax burdens.

DOMESTIC INTERNATIONAIL S8ALES CORPORATION (DISC)

The NAM and other business associations have supported the DISC tax regime
proposal since it was unveiled in early 1970. As our trade balance has completely
deteriorated since then, there is all the more reason for implementing it as a
means to encourage U.S. exports and combat the tax advantages our foreign
competitors now enjoy.

Previously, on behalf of the NAM, we have submitted material on DISC to your
Subcommittee on International T'rade. We take note of some criticism of the
DISC proposal and estimates of revenue “losses” from it as high as $1 billion
annually. We feel the Treasury Department has presented ample material to
refute this claim and we strongly concur with its judgment that there would be
a substantial increase in exports due to DISC of $1% to $214 billion per year.

Unfortunately, by restricting the tax deferral benefits of DISC to export in-
come increments on the 1968-1970 base, the House has gutted the measure. The
incremental provision raises questions of equity of tax treatment with respect to
those firms who have been making substantial export efforts over the years and
certainly would greatly diminish the effectiveness of the proposal. We recognize
there would be some marginal benefit in export stimulation. particularly for firms
developing export markets or engaging in export business for the first time, under
the House bill, but strongly urge elimination of the incremental limitation and
restoration of the original provisions.

OTHEF PROVISIONS—JOB DEVELOPMENT INVESTMENT CREDIT RELATIONSIIP
TO THE MINIMUM TAX

To implement the full investment incentive effort of the new investment credit.
we recommend that the income tax liability used in the minimum tax calculation
should be applied before reduction by the credit. and that the minimum tax
should be taken into account in applying the 50 percent of tax liability limitation.

Under present law, the taxable base for minimum tax purposes is the sum of
the taxpayer's tax preference income over $30.000 reduced by the taxpayer's
regular income tax liability remaining after credits. If this same formula is re-
tained with the institution of the new investment credit, the intended benefit will
be partially offset Dy an increase in minimum tax liability. This would occur
because in computing the taxpayer's minimum tax base under the formula, the
total of tax preference income would only be offsct by regular income tax lia-
bility aftc. such liability is reduced by the investment credit. The credit should
be fully effective without being impaired by the minimum tax and should reduce
the total of regular income tax and minimum tax liabilities.

Also, present law excludes the minimum tax from the tax base to which is
applied the 50 percent limitation in determining the amount of credit allowed in
a year. But precedent for including the minimum tax in the tax base can ne
found in the fact that the recently expired income tax surcharge was allowed as
an add-in for the purpose of the limitation.
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OTHER SPECIAL AMORTIZATION

Again, with respect to Section 104 of I1.R. 10947, the bill denies the investment
credit on property for which a special five-year write-off has been elected for
railroad rolling stock, low income housing, coal mine safety equipment, job train-
ing and day care facilities (a speclal amortization proposed under the new bill)
as well as for pollution control facilities referred to earlier.

We recognize that some additional tax relief may be obtained by having the
option of electing a five-year write-off or the credit, depending mostly on the life
of the particular assct. However, without attempting to assess the merits of these
special write-offs, it still seems somewhat inconsistent to offer such tax relief and
then largely cancel it out, particularly when some of these assets were eligible
for earryovers of the investment credit repealed in 1969,

TABLE |.—CORPORATE CASH FLOW
[tn billions of dollars]

Deflator t Constant Deflator ! Constant

Current 1963- 1963-65 Current 1963- 1963-65

dollars 65=100 dollars dolars 65=100 dollars

1960............. 38.2 96.1 39.811966. .. ... ... 68.6 103.9 66.0

1961. ... .. ... 39.7 96.5 4.711967._ .. .. .. .. 68.3 107.7 63.4

1962, .. ....... 46.1 97.5 47.311968. ... ..._. 71.0 111.3 63.4

1963 ... ...... 48.3 98.5 49.0{1969.__ ... _..... 1.3 117.5 60.7

1964 .. .. ... 54.5 100.0 54511970 ........... 72.4 123.2 58.8
1965. . ... ....... 63.1 101.6 62.1

1 Index of fixed investment prices.
Source: Department of Commerce, Conference Board,

COST RECOVERY ALLOWANGES FOR MACHINERY AND EQUIPMENT IN LEADING INDUSTRIAL COUNTRIES

Aggregate cost recovery allowances

Representative (percentage of cost of asset)
cost recovery
period First tax- First 3 tax- First 7 tax-
(years) able year able years able years
Belgium. 10 20.0 48.8 89.0
Canada 10 20,0 48.8 79.0
France. 8 31.3 67.5 94.9
Italy. 6 20.0 65.0 100.0
Japan.. 11 34.5 56.9 81.4
Luxembourg.... 10 28.0 60.4 101.9
Netherlands. ... .. ... .. .. ... .. .. .......... ] 10.0 42.4 7.1
weden. ... ... ... .. ... ... 5 30.0 65.7 100.0
Switzerland. ... . ... . ... 634 15.0 58.4 90.0
United Kingdomt_ .. ... __ . ... ... ... 12 57.8 78.1 1021
Western Germany. .........._... ... .............. 9 16.7 49.6 88.8
Average percentage. .. ... ... .. ... ... ............... 25.7 58.3 91.3
United States:

Without ADR or investment credit...... .. ....._. 13 7.7 33.9 66.1
With ADRonly . ... . . ... . 14,0 44.0 76.0

With investment 2 credit only:
2.7 63.9 86.1
21.7 47.9 80.1
17.7 43.9 76.1
10 percent 34.0 64.0 96.0
7 percent. 28.0 58,0 90.0
5 percent. 24.0 54.0 86.0

1 Does not reflect chanﬁes in United Kingdom as of October, 1970,
3 Includes 20 percent, 14 percent and 10 percent allowance equivalent to 10 percent, 7 percent and 5 percent invest-
ment credits, respectively, at effective 50 percent income tax rate. Credit does not reduce recoverable base cost,

Source: Report of the President’s Task Force on business taxation and U.S, Department of Treasury.
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NATIONAL ASSOCIATION OF MANUFACTURERS,
October 20, 1971.
Hon. ABRAHAM A. RIBICOFF,
Scnate Office Building,
Washington, D.C.

DeAr SENATOR RiBICOFF: At the Senate Finance Committee Hearings on H.R.
10947 last week you asked for our suggestions as to how to deal with the “run-
away plant” problem—i.e. the U.S. firm which establishes manufacturing facili-
ties abroad for the specific purpose of importing to U.S. markets formerly
snpplied by domestic operations. This letter attempts to augment our comments
at the time with a more complete statement of views,

We indicated that the inecidence of this type of operation, while perhaps in-
creasing, is still quite small. The last available figure on sales of U.S. affiliates
abroad to U.S. markets was only about 89, half of which represented the special
case of transportation equipment manufactured in Canada. Also included in
these sales would be a significant volume of parts and finished goods which serve
only to complement, and not to compete with, product lines of domestic manu-
facture. In many cases these items are imported only because sales volume is too
low to justify local production.

We stress the point because we feel that national policies, particularly tax
policies, should be formulated on the basis of the overall economic and other
conditions. As you know, there has been a tendency in some quarters to call for
sweeping “solutions” that would penallze all business with overseas operations.

You asked what could be done for the individual communities, such as Hart-
ford, which may be adversely affected by this type of import competition. As you
know, the Administration has asked for a liberalization of adjustment assistance
provisions under the Trade Expansion Act, which, by breaking the nexus be-
tween assistance and tariff concessions, could be applied to employees displaced
by imports regardless of the specific cause of the increase in such imports. These
provisions were included in the Trade Act of 1970 which was not cnacted.

From our viewpoint the real solution to this problem has several dimensions
rather than a single legislative one. Among these dimensions are :

1. Quick enactment of the provisions of H.R. 10947 with its incentives for in-
vestment in new productive equipment domestically—and hence its encourage-
ment to U.S. employment across the board—and restoration of the original DISC
proposal also to increase domestic employment.

2. Realignment of foreign exchange rates to reflect actual international con-
ditions and eliminate trade advantages enjoyed in particular by Japan. This is
now in process.

3. Winding down of our domestic inflation so that we can regain control over
our costs of production.

4. Finally, a step-up in domestic productivity, as outlined by the first report of
the National Commission on Productivity.

Any progress on these fronts would help improve our trade position and the
progress that is reasonable to expect, in combination, should minimize the “run-
away plant” problem as well.

We appreciate the opportunity to expand our views on this matter and suggest
that this letter be included in the record of the hearings.

Very truly yours,
MEeLviN 'C. HoLM,
Chatrman, Taxation Commitiee.

. Senator Grirrin. Mr, Chairman, T have asked for the privilege of
introducing the next witness because he happens to be a very distin-
guished citizen from my State. There are those who come before the
committees of Congress who need no introduction, and Mr. Arthur
Summerfield is one of them. He has been before this committee and
other committees in various capacities in the past, most notably as a
cabinet member in the Eisenhower Administration. You will recall
that then he was Postmaster General Arthur Summerfield.

_ He is now—and has been for some years—an automobile dealer
in Flint, Mich., and has been working for many years to convince Con-
gress that the discriminatory auto excise tax ought to be repealed.
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I think he is particularly well qualified, and 1 am pleased to present
him and his son to the committee.

The Cnamrman. We will be very pleased to hear from you, Mr.
Summertield.

STATEMENT OF ARTHUR E. SUMMERFIELD, SR.,, CHAIRMAN OF
THE BOARD, SUMMERFIELD CHEVROLET CO., FLINT, MICH,
ACCOMPANIED BY ARTHUR E. SUMMERFIELD, JR., PRESIDENT,
SUMMERFIELD CHEVROLET .CO.

Mr. Sumaerrienp Sr. Thank you, Mr. Chairman, Senator Griffin
and members of the committee.

Mr. Chairman, distinguished members of this committee : My name
is Arthur K. Summerfield, Senior, and I have been an automobile and
truck dealer for 42 years in the City of Flint, Mich. With me today
is my son, Arthur K. Summerfield, Jr., who has been a motor vehicle
dealer and my partner for 25 years in Flint, and for the last 11 years
in Gary, Ind.

We are here today representing ourselves, our employees—275 men
and women-—and our customers, to urge the repeal of the 7-percent
excise tax on new automobiles and light trucks, as esentially pro?osed'
by Senator Robert Grifin of Michigan, and joined by Senator I hili})
Hart and the entire Michigan delegation and now embodied in the bill
before you today, II.R. 10947.

We appeared before the Ways and Means Committee of the House on
September 16 in support of the repeal of the excise taxes and are in-
deed grateful for the opportunity to appear before this committee,
and congratulate you, Mr. Chairman, for the dispatch with which you
have called these hearings.

The motor vehicle industry has long been a bellweather of the na-
tional economy; a drop in vehicle sales generally is the first indica-
tion of economic decline, while renewed sales volume usually heralds
the beginning of a recovery period.

The importance of the economic activity generated throughout the
Nation by the manufacture of motor vehicles cannot be overempha-
sized. This industry purchases goods and services from some 50,000
supplier firms and is the greatest single consumer of the products of
other great industries such as steel, rubber, coal, iron, aluminum, petro-
leum products, and many others,

It is estimated that more thau 13 million persons holding one of
every six jobs in the Nation are employed in highway transport indus-
tries. Over 800,000 businesses. are directly dependent upon motor
vehicles for their continued existence.

When S. 2285 was introduced 12 weeks ago, the economic situa-
tion facing our Nation gave cause for grave concern. Inflation was
gathering momentum at a time of rising unemployment, a balance-of-
payments deficit, heavy overseas spending, and wide discounting of
our currency. The economy was faltering and consumer confidence
was low. '

We could ill afford then, nor can we now, to have the motor vehicle
industry, a prime creator of jobs and of spendable income, also falter.
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Yet on July 7, unsold new 1971 automobiles in dealers’ hands—
domestic cars only—reached an alltime record high of more than
1,800,000 cars, in a declining market, Many dealers already stretched
financially, certainly were 1n no position to order and arrange pay-
ment for additional new cars.

In September, the unsold national inventory was still over 1,600,000
cars, with over 1 million of these 1971 models, not 1972 models. On
October 10 it had fallen slightly to approximately 1,500,000 cars,
based on preliminary figures.

Sales, however, have picked up somewhat—mainly, we feel, because
of the public’s expectation that the excise tax will indeed be removed
and partinlly because of the confidence generated by all aspects of the
President’s economic program.

The domestic vehicle industry was clearly reaching the very limit
within which we could even hope to maintain the present levels of pro-
duction and employment in this country.

Increased competition from abroad, which is still growing, coupled
with mounting costs of labor and materials, and mandatory safety and
ecology requirements presented and still present an ominous set of cir-
cumstances, truly indicating a crisis in the automobile industry and
casts serious doubts about the industry’s ability to continue without
help as an economic nucleus of this Nation. Repeal of the excise tax will
partially provide this assistance.

The impact and problems of our present situation are beyond the
control of the business community alone.

During the past year sales of cars from abroad rose to 14 percent of
total sales in this country—16 percent for the first 6 months of 1971,
18 percent in July, 22 percent in August and are still going up. On a
ba?is of a 10-million-car year, this means a foreign car sales rate of 2
million.

Mr. Henry Ford IT has estimated that for every 1 percent increase
in foreign car penetration it has meant and still means a loss of
20,000 jobs in this country. To be realistic, without help from you the
aggressive distribution plans of foreign car manufacturers could well
cause them to dominate the American car market.

Import sales are running 40 percent and higher on the west coast
of the United States and the Japanese cars as a group are the No. 1
seller in the Los Angeles arca today. Import sales are running 20
percent on the east coast and all foreign companies are now greatly
expanding their distribution in the greatest car market of all, the
great Middle West of the United States.

As dealers of domestic cars and trucks, we must compete against
vehicles built in Japan where labor scales are reported to be one-
quarter of the wage scales that exist in this country. We must also
compete with vehicles built in West Germany where wages are ap-
proximately one-half of the wages paid in this country. And we
must remember that today we are faced with new labor contracts with
large built-in annual increases plus cost-of-living increases in many
basic industries, including the auto industry.

This, of course, results in unequal competition and is reflected in
the automotive employment trend in each of these countries. For
example, according to the U.S. Department of Labor, direct employ-
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ment in the manufacturing of motor vehicles in this country declined
by 91,000 jobs last year, 1970, but in West Germany jobs in the motor
vehicle industry climbed from 560,000 in 1969 to 731,000 in 1970.

Current Japanese employment figures arc not available, but it is
noted that from 1960 to 1969 the number of jobs in Japan’s trans-
portation industry rose from 514,000 to 754,000. We do not think
that this Nation and its jobholders can stand to have this exporting
of jobs continue.

Fair, spirited competition is always welcome and so is a true recip-
rocal trade policy, such as envisioned by the late ar.d revered Secretary
of State Cordell Hull who first saw the vital necessity for reciprocal
world trade.

But we ask you to consider these startling figures that show how
one-sided the trade picture really is:

Germany : a 13.2-percent tariff, plus an 11 percent added value tax,
plus a so-called road tax that ponallizes larger cars. A $3,860 Chevrolet
Impala in this country sells for $8.164 over there.

Japan: a 10-percent tariff, plus a commodity tax ranging from
15 percent to 40 percent, depending on size and an annual road tax
from $50 to $250 depending on size. A $2,200 Chevrolet Vega here
would sell in Japan for $4,000.

United Kingdom: a 14-percent tariff, plus a 36.6 percent purchase
tax. A $3,860 Chevrolet Impala would sell for about $8,000 over there.

France: a 13.2 percent tariff plus a 33% percent value added tax,
plus a 2-percent duty stamp.

So, what have been the results of their version of reciprocal trade
in 1970? West Germany exported 674,945 cars to the United States,
but we only exported 2,476 to Germany ; Japan exported 381,338 cars
to the United States but we only exported 159 cars into Japan; the
United Kingdom exported 76,257 cars to the United States but we
only exported 434 into the United Kingdom; France exported 37,114
cars to the United States but we only exported 394 into France.

Dealers of domestic cars and our employees have been among the
first to feel the thrust of this competitive disadvantage.

During 1970 and early 1971 approximately 850 domestic automobile
outlets have been lost.

An average dealer employs 25 people and has an annual payroll of
$175,000, so this decline in dealerships has meant the loss of some
21,000 job opportunities and $148 million in employee income.

You have already heard estimates on the favorable impact on new
jobs from Secretary Connally resulting from the increased manufac-
ture of more cars. To this should be added, at the very least, two em-
ployees per dealer, or 56,000 more jobs.

For these reasons we urge a favorable report from this committee
and immediate enactment of legislation to eliminate the excise tax on
automobiles and light trucks. We also respectfully suggest that Con-
gress consider seriously and auickly granting the executive branch the
right to raise import duties beyond the 10-percent limit so that true
reciprocity on automotive and perhaps other products in the genuine
meaning of the word can be implemented. So, indeed, if Japan, Ger-
many. France, and other strong, affluent automotive-producing coun-
tries wish to continue to tax our products at rates from 20 percent to
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50 percent, that we be afforded the same treatment and protection.
It is clear that the continuing exporting of American capital, cou-
bled with the free flow of foreign goods into America, and continuing
oreign restrictions on our products abroad is courting a disastrous
loss of jobs and economic hoa}th.

The time for subsidizing these nations at the expense of American
workers’ jobs is past and it must be ended.

The automobile excise tax was first. enacted in 1917 and has remained
with us almost continuously ever since as a so-called Juxury tax and/or
war tax, Other consumer durable goods such as radios, television sets,
washers, refrigerators, et cetera, have been cleared of this outdated
tax, but despite the welcome action for relief by this committee in 1965,
it still remains to disecriminate unjustly against every new car buyer
in the average amount of $200. Passage of this bill retroactive to
August 15, 1971, would return to purchasers of new vehicles since that
time an average of $200in cash.

We emphasize the rebate would be to the car buyer not to the auto-
mobile dealer and not to the manufacturer and it would not be in-
flationary.

Any question as to whether this tax saving will be passed on to new
car buyers should be answered by the record. A Federal study ordered
by President Johnson in 1965, after the tax on automobiles was re-
duced from 10 percent to 7 percent, showed that the tax reduction was
indeed passed on to the purchaser, The Bureau of Labor Statistics also
showed at that time a similar reduction in used car prices benefiting
the consumer who generally needs economic help the most. I also un-
derstand that the presidents of the major domestic manufacturers have
written to Congressman 'Chamberlain and probably to many others
committing their companies to passing this tax reduction on.

As we wview it, removal of this tax would have a twofold impact:
it would help create and maintain new jobs through increased motor
vehicle production and it would make available additional noninfla-
tionary funds for consumer use.

Repeal of this tax also would in some measure improve the competi-
tive position of domestic car dealers despite the fact that imported
products would share in the excise tax elimination. With our vehicles
costing more to build the tax is presently levied on a higher figure than
it is for imports.

We feel that it is logical and safe to say that reduced prices on auto-
mobiles will have a lowering effect on the consumer price index and
that this will tend to reduce the pressure of the wage-price spiral.

At this time we also would urge this committee to take action for
the repeal of excise taxes on light-duty trucks, The popularity of these
vehicles continues to grow annually because primarily of their use for
personal transportation and for recreational purposes. A recent study
shows that 10 percent of the Nation’s houscholds own one or more
trucks with two-thirds of these used for nonbusiness reasons. For
many families, particularly those in rural areas, these light-duty trucks
provide the sole means of transportation. '

Here again lower production costs in other countries have led to the
importation of more and more vehicles seeking to capture even this
expanding market. The same arguments for tax relief made earlier for
automobiles are equally applicable for light trucks.
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In summing up, Mr. Chairman, and members of the committee,
we strongly feel that repeal of these automotive excise taxes in total
would have the greatest all-around benefits of any single action to
stimulate our economy. The effect on new job opportunities in vehicle
manufacturing, auto dealerships and supplier industries on creation
of more favorable balance of payments, on reduction of trade deficits,
on consumer price indexes and on spendable income would extend to
every corner of this Nation and, in our opinion, would have no infla-
tionary impact.

As mentioned earlier, we also urge that the executive branch be
given authority to more closely realine import duties in line with the
duties levied on our products as a part of the rebuilding of our
economy.

We stand ready as citizens and as businessmen to support this
committee in any way we can to advance this program to restore the
economic health of the Nation. We recognize that the responsibility of
this committee and of Congress is indeed great, and we are confident,
based on your record and experience, you will prove equal to the task
of providing the leadership so urgently needed to help steer our Na-
tion on a constructive and realistic course, a course designed to
eliminate inflation, provide full employment. and restore confidence
and stability in our economy both home and abroad.

Thank you, Mr. Chairman and members of the committee for a
courteous hearing. If my son and I can answer any questions, we
would be glad to try to. Thank you very much.

The Chairman. Thank you very much.

Senator HanseEN. Mr. Chairman, Mr. Summerfield, let me first con-
gratulate you on your excellent statement. Let me ask you just one
question.

You observe that Germany, Japan and France, among other coun-
tries tax our products at a rate of 50 percent. In your summary you
say you strongly feel that repeal of these auto excise taxes in total
would have the greatest benefit of any single action to stimulate our
economy.

Would you feel, if the excise tax might be left on foreign made
cars it would approach more nearly the sort of balance and fairness
that you think is indicated ?

Mr. SumMerrieLp Sr. Senator, I don’t think that is quite enough.

Senator Hansen. But you don’ go that far, do you? I mean, I was
wondering—here you say to repeal these automotive excise taxes in
total—are you talking about on all cars or domestically made cars?

Mr. SumMmerrierp Sr. We have advocated repeal of the tax for all
cars. However, we respectfully suggest that this committec and the
Congress seriously consider making it possible for the executive
branch of the Government to proceed where we can be over and above
the 10 percent import surcharge now invoked, up to the point where
we can be competitive with the foreign countries.

If other countries are going to charge us 50 percent and absolutely
prohibit, in effect, the exporting of automobiles produced by American
workmen to those countries, then I think it is time that we get on a
dry track; we need true reciprocity. And, gentlemen, if I might be
permitted to make a further comment, right at this moment, this
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Government of ours is in the process of very delicate negotiations on
the matters of forcign trade and all of these related problems; but the
people who are speaking for us and doing the negotiating are doing it
on the basis of a 10 percent, so-called border tax, while the other nego-
tiators ave sitting there with 50 percent. Qur people have got a pair of
deuces to negotiate against a full house on the other side. o

We need to strengthen the hand of the people who are negotiating
for this Government.

Tet’s look at the record for a moment : We have given those countries
over there, gladly and willingly, something reported to be about $140
billion since the end of World War IT to rehabilitate their industries.
As a result they have the most modern equipment and plants that you
can buy today, as against what we have in this country. We have ex-
ported the genius of America, our know-how and we have let others
set up trade barriers against us while leaving the gates wide open
for them.

I am not one of those who fails to recognize that we are literally
on a collision course, an economic collision course, with the countries
that I have mentioned earlier in this statement, and Mr. Chairman,
I recall what happened when this country back in the late 1930’s got
on an economic collision course with other countries. I remember very
well, and I am not one of those who feels that we can afford to permit
the Japanese and the Germans to dominate the automobile industry
of this country. I do not want to see the automobile dealers of this
country being only service stations to provide service for automobiles
built in other countries. What we are principally interested in here
are jobs for American workers.

Senator BENNETT. Mr. Chairman, I hate to do this but I am afraid
our witness has had 20 minutes and we have got a lot of others
behind us.

Mr. SummERFIELD. Sk. Thank you very much.

The Crrarman. Thank you very much.

Senator Harrke. Can I ask a question or is it against the rules?

The CualrMaN. Go ahead.

Senator Harrke. Let me ask you, are you as much interested in
keeping the 10-percent duty? Wouldn’t it be better to have a quota
system, let them share in our abundance; if we have an abundance of
sales here, and if we have depression here at home, the sales drop
off, they share also in our depression? Wouldn’t that be a better
system ¢

Mr. SummEerrierLp, Sr. Senator Hartke, I would leave that to the
discretion of Congress.

Senator Harrxe. You would not be opposed to such a system ?

Mr. SumMeRFIELD, SR. I am not opposed to any system that restores
equality of competitive forces of this country with every other nation
on the face of this earth. But we need a chance. This thing has gone
far enough, and we cannot permit it to go any further. ‘

Senator Harrke. He is one of my constituents now, from Gary.

The Cramrman. T would like to ask just one question: How much
of a tariff do you think it is going to take if we try to maintain our
position, just to maintain it now ? Let them keep what they have got but
maintain our position on a competitive basis. How high a tariff wall
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will we need to maintain the position of the American automobile
manufacturing industry in its own market ?

Mr. SumMMERFIELD, Sr. Just as high as others impose against us,
whether that is 10 percent or whether 1t is 50 percent or nothing at all.

The Criamman. You think that is high enough in view of the 1act
they have wage rates far below ours? You think if we had the sa.ne
tariff rate they had that we could hold our own ¢

Mr. SumMERFIELD, Sk, That is a subject that I am deeply concerned
about. As I mentioned in my prepared statement, despite the situation
which we face today with labor costs in Japan 25 percent of those in
the United States, we have a 10-percent wage increase coming this next
year and another 10 percent the following year. I don’t know what it
1s based on, but it certainly isn’t based on the needs of our economy.

Mr. *Chairman, at least we shouldn’t be compelled to compete
against a 50-percent barrier with only a 10-percent surtax.

The Criairman. Thank you very much.

Mr. SusMERFIELD, Sr. Thank you.

The Crrairman. The next witness is Mr. George Strichman, chair-
man of the Ad Hoc Committee for an Effective Investment Tax Credit.

Senator Bexnerr. Mr. Chairman, the suggestion has been made to
me that those who stay within 10 minutes will have their requests con-
sidered ; those who exceed the 10 minutes, we save our time by ignoring
their request. [ Laughter.]

STATEMENT OF GEORGE A. STRICHMAN, REPRESENTING THE AD
HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX
CREDIT

Mr. Stricuman. Mr. Chairman, under those circumstances I guar-
antee I will stay within 10 minutes.

Mr. Chairman and distinguished members of the committee, my
name is George Strichman and I am chairman of the board of direc-
tors and chief executive officer of Colt Industries.

I appear today on behalf of the Ad Hoc Committee for an Effective
Investment Tax Credit. The committee is a voluntary group of over
80 firms representing a broad cross-section of U.S. industry and busi-
ness and the membership list as of October 6th is included in the ap-
pendix presented to your committee. Prior to the closing of your hear-
ing record, I would appreciate permission to include a list of com-
panies that have joined that list since that date.

This Ad Hoc Committee was formed out of our shared belief that an
effective investment tax credit is an essential component of a program
for the problems that now face our economy.

The basic objective of the Ad Hoc Committee has been the speedy
enactment of a permanent tax credit at a rate sufficient to accomplish
national objectives and with equitable rules for implementation.

More specifically, I would like to comment on H.R. 10947,

Basically, we feel that it deserves support and favorable action by
the Finance Committee and the Senate. However, I would like to take
some time today to address four points and offer some suggestions with
relationship to that bill.
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If you do not mind at this point I will depart from my formal oral }
testimony. ¥

I think the first thing that is of extreme importance and which must
be recognized is that speed of enactment. is paramount. Conditions in
the marketplace, particularly in the heavy equipment type market-
place, are far worse than is realized. To give vou a for instance, T will
put it in terms that I can speak of directly from my own company.

In 1968 we had 28,000 employees. Two years later at the beginning
of 1971 we had 24,000 employees. As of the beginning of last month we
had 22,000 employees. Now, this has been aggravated by this very legis-
lation which is being considered today because as of the moment it ap-
peared to be considered or it appeared that it would be considered we
and many members of our committee receive hold orders and cancella-
tions from companies that immediately said, “Tet us wait and see what
this legislation will be before we continue and buy the equipment that
has been ordered.”

Tho net, result of this, gentlemen, is that between now and the end of
the year we will probably drop between 1,000 and 2,000 more em-
ployees, and this is not. only us; a lot of the members of our commit-
tee who are facing the same type of problem. So speed is paramount to
stop this type of thing from happening.

Tn addition, the timelag of this bill in taking effect is considerable.

My understanding is when it was done under the Kennedy adminis-
tration it took almost two vears to have full effect. Based on our own
leadtimes, if it were passed today it would be approximately 1 year be-
fore it began to show a significant effect that would continue for an-

, other year before it became fully effective, So the sooner this legisla-
; tion starts the better, because that will get rid of that timelag at
: the earliest possible date. Tt will also get rid of the holdups that have
been placed on orders because of the pending legislation.

The second item I would like to talk about is the size of the credit.

As a background, you know better than I, of course, that this credit
has been like a yoyo for the past 7 or 8 years, and cach time it has gone
off it has had deleterious effects; and this time the economy has delib-
erately been slowed down and T think it has been slowed down to the
point where it is beyond what most people truly recognize is habpening
in the marketplace. Order input is at an alltime low from 1968 when
it was at an alltime high; and in case you don’t know it, since the first
of August it has been decreasing at an accelerated pace again.

Under these circumstances we believe that Secretary Connally’s sug-
gestion of a 10-percent credit to help change this course that we are
going on is required for two reasons:

The first reason is the state that business has already reached. In
some cases it has gone beyond recession; it is a depression,

Let’s take the machine tool business. for example. As of right now,
not on a dollar basis but on a unit-shipped basis, the total machine-
tool business is not shipping anv more machines than it was shipping
in the mid-1930’s. Now, dollarwise, of course, it is much higher because
of inflation since that time, but they are not in a state of recession ; they
are in a state of depression.

. The other reason that is involved is that we must be, following what
we just heard from Mr. Summerfield, in some kind of competitive
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position with those countries with which we must compete. An analysis
of the kind of credit they get to encourage them to have up-to-date,
modern, productive equipment that improves employment and im-
proves, moreover, productivity indicates that with all ADR’s promul-
gated by the Treasury Department and a 10-percent credit, we would
still be behind three of the countries that are our biggest competitors,
namely, Japan, Great Britain, and Italy; and we would just about
become equal with Germany, West Germany. o

I think it is absolutely incumbent upon us to be in the same position
of encouraging our own organizations here as our competitors abroad
if we are to truly face up to making the balance of payments come out
even.

Let me repeat that even with a full unmodified ADR, as adopted by
the Treasury, and with a 10-percent tax credit, the package is less than
the Japanese and British incentives and only about equal to West
Germany.

There is a third area, that of pollution control, in which I think a
serious errov has been made. The House bill, as reported out and as
you well know-—you have passed before a bill in which pollution
equipment can be written off in 5 years—the House bill allows either
the 5-year writeoff or the tax investment credit, the incentive credit.
The amount of money that must be spent on pollution-control equip-
ment out of the cash that we can generate in our businesses during the
next 5 years is sizable. In the case of our own company, it will be about
20 percent per year. Other companies are higher; it runs about 25 per-
cent per year; some are perhaps lower, but in total it is a large amount.
So here, on the one hand, we have a nation which I believe seriously
is trying to improve its ecology, which is going to take a lot of money
available for equipment; at the same time 1t wants to improve its
productivity.

Now, obviously, every penny that goes into the ecology for the buy-
ing company does nothing to improve their productivity or the em-
ployment. So it is important that this cash be turned around as fast
as possible so that it can get back into the stream of buying equipment
that is necessary for productivity and employment; and we would
suggest that both be available, both the 5-year write-off, and the tax
credit, and we would suggest if you really wanted to improve the
ecology fast and the other end fast, productivity, that whatever you
arrive at as being a proper incentive tax credit be double for the
spending of money on equipment for antipollution devices.

Last, but not least, we would like to address the effective date.

As I said before, the time consumed in getting this total package so
that it really does turn the economy around is quite long. The real prob-
lem, of course, is cash formation because although 7 or 10 percent or
whatever may be granted by tax relief, the other 90 or 93 percent has
to be put up by the buying company.

In order to get the thing going, the name of the game is order input,
because those orders have to be placed to get things started and that is
what is lacking in the economic marketplace today.

So we would suggest that as the bill isnow written it applies to equip-
ment ordered after April 1 or acquired or constructed after August 15,
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we believe it would give a real shot into the arm to getting the market-
place moving if the total package were simpliﬁeg by making it all
effective as of the first of April 1971.

So, Mr. Chairman, if we are, in fact, to lick inflation, if we are in
fact going to produce jobs for those who are now unemployed and for
those who are coming into the labor market in increasing numbers, if
we are in fact going to restore this Nation’s competitive position in
the world economy, then we have no alternative but to enact truly
effective investment incentives in our tax structure the same as our
foreign counterparts have done for years.

Sweden, for example, has had a 10-percent credit, to the best of my
knowledge, since 1936.

We urge your consideration of the suggestions of the ad hoc com-
mittee for an effective investment tex credit as I have outlined them
here and as explained in greater detail in our prepared statement.

We commend this committee and its prompt action on the House bill,
and we hope that your good example will prevail throughout the con-
sideration by the rest of the Senate.

Thank you.

The Crrairyan. Thank you very much.

Senator MirLLEr. Mr. Chairman, T would like to ask the witness a
question just as a matter of theory.

If in a given case the one who would otherwise be able to obtain
an investment tax credit were to lay off 100 employces as the result of
putting in some new, modern equipment and if it could be shown that
probably only 10 employees had to be hired to produce that equip-
ment, so you have a net loss of 90 jobs as a recult of that particular
plant situation, would you support the investment tax credit in that
situation ?

Mr. Strrcuman. Senator Miller, one of the bugaboos that has hap-
pened ever since 1850 when the industrial revolution started was that
if vou have better equipment its displaces manpower, that everything is
going to go to rack and ruin.

As a matter of fact, exactly the opposite has happened. There is a
problem of dislocation of labor when that type of thing happens but
the net result has been and will continue to be that the higher pro-
ductivity equipment that we can put in place the more jobs are
totally created eventually.

Now, there is always a lagtime and there is always a leadtime on these
kinds of things, but that has been the history of what has happened
}n the past and there is no reason to believe it will be different in the

uture.

Senator MiLer. I am very familiar with that history but my ques-
tion relates to a specific case and I would like your answer as to that
specific case.

Mr. StricaMAN. All right, in that specific case, I would say yes,
because there can be many, many of those specific cases and if you were
to say we wouldn’t do it in every case you in effect would have to say
we would have to sit here stagnating in productive capability while
those around us in the world are not, and truly we would not be com-
petitive.

Senator MrLLer. All right.
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The Cuairman. Thank you very much, sir.
Mr. Stricuman. Thank you, gentlemen.
(Mr. Strichman’s prepared statement follows:)

PREPARED STATEMENT OF GEORGE A. STRICHMAN, REPRESENTING THE Ap Hoo
COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT

INTRODUCTION

My name is George A. Strichman. I am Chairman of the Board of Directors
and Chief Executive Officer of Colt Industries, Inc. I appear on behalf of the
Ad Hoc Committee for an Effective Investment Tax Credit. The Committee is a
voluntary group of industrial firms which share the belief that an effective
investment tax credit is a necessary part of the United States tax system. The
current members of the Committee are listed on 'the attached appendix.

We are grateful to you for providing us an opportunity to testify on the pro-
posals in the House Bill (H.R. 10947). We will limit ourselves to comments on
the proposed Job Development Credit and Asset Depreciation Range (“ADR”)
System.

The Ad Hoc Committee was formed because of the belief of its members in
the importance of improving the rate of U.S. domestic capital formation through
enactment of an effective investment tax credit and through adoption of realistic
depreciation policies. These actions would arrest unemployment and would in-
crease both employment and productivity., They would permit greater price
stability with less reliance on economic controls; and they would have other
beneficial economic consequences. Experience has proven that an effective in-
vestment credit and liberalized depreciation are appropriate methods for achiev-
ing such objectives.

The immediate effects of the enactment of an effective credit, coupled with
adequate depreciation policies, will be to stimulate orders for machinery and
equipment, thereby creating new jobs in the machinery and equipment industries
and new demands for raw materials. These effects will, in turn, generate in-
creased employment in other industries. They will contribute directly to in-
creased productivity through modernization of plant and equipment. As a con-
sequence, wage increases will become relatively noninflationary and our ability
to complete against foreign producers, here and abroad, will be improved.

SUMMARY OF VIEWS

We have encouraged by the prompt passage of H.R. 10947 by the House. We
are particularly pleased that the credit adopted by the House is permanent in
its form. However, we respectfully suggest that the need for aggressive invest-
ment stimulus is so great that the minimum credit level should be 109 rather
than the 79 in the House Bill.

We support the absence of any scheduled reduction in eredit level. Moreover,
a predetermined reduction in credit level would almost assure a reduction in
business activity in the period following the scheduled reduction since the
natural tendency would be to bunch activity into the preceding period.

Although we recommend below certain modifications in the House Bill, the
features of it which we particularly support in addition to a level, nonreducing
credit, are:

1. The April 1, 1971 effective date.

2. The denial of the credit for foreign-produced goods, subject to Presi-
dential discretion, as long as the 109, surtax on imports is in effect.

3. The reduction (from 4--8 to 3-7) in the minimum useful life for eligible
property.

4. The increase (from 3% to 49) in credit level for public utility
property.

5. The lengthened life for carryovers and their application prior to newly
generated credit.

6. The statutory approval of major features of the ADR System.

We cannot stress too much the need for prompt Senate action. Merely because
this legislation is pending, many orders for goods are being deferred out of
caution, to insure eligibility for credit. This unquestionably aggravates an al-
ready bleak economic and employment picture. Your immediate action is essen-
tial to arrest further deterioration of this situation.
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DISCUSSION

1. The American Economy Is Lagging, and Facilities Obsolescence I8 Increasing

The United States invests a substantially smaller proportion of its gross na-
tional produect in business-fixed investments annually than do its principal for-
eign competitors. The percentage of GNP represented by gross private invest-
ment in the years 1968 through 1970 averaged 13.79. This compares with the
18.39, for the U.K. and 309 for Japan. In Western Germany, while the only
vears available were 1968 and 1969, the average is 28.79%. [See Exhibit 1 at-
tached].

In considering these figures, it should be recognized that, although the per-
centage of U.S. GNP so invested is low, it would be still lower but for the lib-
eralization of depreciation rules and the enactment of the investment tax credit
in 1962. [ See Exhibit 2].

Not only is our investment-to-GNP ratio not improving anywhere near rapidly
enough when compared to foreign countries, our absolute dollar levels of invest-
ment are also discouraging. The annual dollar outlay for manufacturing plant and
equipment was about $28 billion from 1966 to 1968. It moved up to just over $31
billion from 1969 to 1970, and planned 1971 expenditures have fallen to $30.1
billion. However, after adjusting for price inflation since 1966, the real manufac-
turing capital expenditures planned for 1971 are $22.5 billion, or 129, below the
1966 level.

Similarly, obsolescence, as measured by the average age of equipment installed
in the United States, indicates a need for greater stimulus for replacement ac-
tivity. [See Exhibit 8]. The upward trend in the average age of equipment, which
reversed itself soon after the changes in depreciation and the enactment of the
investment tax credit in 1962, has again shown signs of a reversion toward a
higher average age of equipment, One survey undertaken in the last quarter of
1970 showed that U.S. business considers 129, of its facilities technologically
obsolete, and estimates that it would have to spend $144.5 billion for their replace-
ment by the best available new plant and equipment*,

It is true that a portion of U. 8. plant and equipment is currently idle. But, as
indicated above, a large part of this is obsolete and becoming more so. Critics
have said that this so-called “excess capacity’ shows a lack of need for the credit.
In our view, in the present circumstances it shows the opposite. Only recently
have I seen tools and equipment brought into this country that were superior to
the U.S. models. Not until we again achieve leadership in productivity will we
be able to increase output and employment and thus absorb the capacity that we
have the power to employ for the benefit of the consuming sector of the economy.
Past experience indicates that when production of equipment increases, jobs also
increase. For example, in the 1960’s producers durable equipment increased by
over 109, per year and employment in the economy as a whole increased by 2.8
million. The Administration now estimates that employment will rise by over
500,000 jobs in the first yvear the credit is enacted. In today’s climate these jobs
are sorely needed.

It ig clear that the rate at which American business will get rid of its high
cost, marginally competitive factories and machines will be strongly influenced
by the terms of the proposed 1971 investment tax credit legislation.

2. An Effective Investment Tax Credit Can Contribute I'mportantly to Achieve-
ment of Feonomic goals

Corporate net cash flow (retained earnings plus depreciation and depletion
charges) is a major source of funds for new plant and equipment investment. In
the late 1960’s and in 1970, when corporations had to resort increasingly to
external sources to meet their financing requirements, the growth rate of capital
spending slackened considerably. [ See Exhibits 4 and 5]. Inasmuch as the invest-
ment tax credit expands internal funds available for capital expenditures, it
directly contributes to increased machinery and equipment investments.

It has been estimated that with each additional dollar spent on equipment, the
gross national product expands about $3.50 within a year and a half. Thus,
employment in industries across the board benefits by capital intensive invest-
ment of the type stimulated by the investment credit.

The availability of incentives such as the investment credit directly stimu-
lates spending on plant and equipment. This is evident from statistics of the

*Source : Rinfret-Boston Associates, Ine.
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machine tool industry, a bellwether of industrial activity. The rate of produc-
tion in the machine tool industry in January 1971, measured on a dollar basis,
fell to the lowest rate experienced in the past 13 years. The rate of production,
measured on a unit basis, was only 6% above the level of the mid-1930’s. The
resulting severe reductions in cash flow have forced the entire industry in turn
to cut back vital research and development. The decline has fed unemployment;
the machine tool work force throughout the nation has undergone a series of
cuts. Many plants throughout the industry have been closed. This sort of machine
tool depression prevents the developments of the new machining techniques vital
to productivity and technological advance.

On the other hand, prior enactment of investment incentives has had a direct
stimulative effect in this industry, as is evident from the following chart, which
was included in our testimony before the House Ways and Means Committee
and which wag reproduced by that Committee in its report (Source: National
Machine Tool Builders Association).

MACHINE TOOLS

Domestic New Orders
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These figures establish the effectiveness of the credit in achieving the intended
economic goals.

3. The Legislation Under Consideration Docs Not Unduly Favor Business Intcr-
csts, Rather It provides a Strong Job-Creating Economic Stimulus

The Tax Reform Act of 1969 included many needed reforms. However, the
structural changes included in that legislation, including termination of the
investment credit, heavily favored consumption over investment. The ensuing
decline in capital formation and the current inflation problems are a consequence
of this deemphasis on investment incentives.

Prompt action must be taken to reestablish incentives for capital investment.
If new jobs are to be created, if productivity is to be increased, and if our
high standard of living is to be extended to all citizens without inflationary
results, American business must be encouraged constantly to improve and
modernize its plant and equipment. New jobs result only from greater productive
activity. Higher wages result only from (1) reduced profits, (2) higher selling
prices, and (3) increased productivity. Profits are already at unusually low
levels. Higher prices can compound inflation. Thus, the only acceptable route
to higher wages is through greater productivity, and the key to this is new
investment.

If individual citizens are to have the benefits of economic prosperity on a
sustained basis, the proposed incentives must be enacted. However, even the
direct tax relief in the bill is heavily weighted in favor of non-corporate tax-
payers. Based on data from the Office of Tax Analysis, the combined tax effect
of the 1969 Reform Act, ADR (as originally proposed) and the House Bill
(including ADR modifications) strongly favors individual taxpayers. (See Ex-
hibit 6). The cumulative effect of these provisions over the 1969-1973 period
will result in a tax decrease of $36.4 billion for individuals versus a tax increase
of $3.2 billion for corporations. Leaving out the 1969 Reform Act, the net effect
of the House Bill and ADR in the calendar year 1972 would be a tax reduction
of $6.6 billion for individuals and $4.6 billion for corporations.

These figures, coupled with the clear necessity for investment stimulus to
create jobs and improve productivity, establish that the House Bill does not
favor business interests at the expense of individual interests. On the contrary,

it wisely benefits the entire interrelated complex of national interests.

4. The ADR System Should Be Retained

The ADR system is a logical culmination of the guideline system of deprecia-
tion initiated in 1962. The guidelines were adopted to provide flexibility, to bring
depreciation lives closer to reality, and to reduce the area for taxpayer/IRS
dissention.

These objectives continue to be served by the ADR system. The optional 20%
shortening or lengthening of lives gives added flexibility, makes the system suita-
ble to a greater range of taxpayers, and provides a useful incentive to tax pay-
ers to elect to use the systems. The elimination of the reserve ratio test removes an
unnecessary and highly complex hazard to use of this depreciation system. The
test was unnecessary because excessive depreciation is recoverable under Section
1245 when sale occurs, and its complexity challenged even the most sophisticated
tax experts. The “repair allowance” concept of ADR is highly significant in nar-
rowing the area of dispute between taxpayers and IRS in distinguishing capital
expenditures from deductible repairs. It is clearly uneconomic for both industry
and the Government to have protracted disputes over such matters, which gen-
erally involve difficult conceptual questions but are productive of little revenue.
The first-year averaging convention should be retained at 759 rather than being
reduced to 509, since it constitutes an additional investment incentive.

8. The Combined Investment Credit/ADR Incentive Package Still Leaves the
U.8. Behind Competing Nations

In terms of export capability and our ability to compete against imports, the
investment incentives offered by other industrialized nations are highly sig-
nificant. We have been behind for some time. We will continue to be behind
even if the investment credit and ADR'provisions as proposed by the House
are enacted.

If the capital cost of manufacturing machinery and equipment in the U.S. in
1970, as influenced by income tax policies, is expressed as 1009, the comparative
cost in other countries is as follows [Iixhibit 77:
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Country : Percent | Country : Percent
United Kingdom. . ___________ 79.1 Belgium .. 84.7
Japan _____________________ 81.1 ¥rance .o 89.7
Italy 81.9 The NetherlandS--_ ... ... 94.1
West Germany . ________ - 82.8 Canada .- ... 97.2
Sweden .. 83.0

Thus, without ADR, we were behind every other industrialized nation. With
ADR (as modified by the House Bill) and the level 7% credit proposed by the
House, the U.S. figure would be 87.1, placing it behind six nations and ahead of
only France, The Netherlands, and Canada. If ADR were not modified, the
U.S. figure with a 79 credit would be 86.2, which is still lower than six major
nations. Only with the full ADR system and a 10% credit do we move to 82.1
and fourth place.

We must take action, but equally important, we must take supicient action to
move production forward aggressivcly. We are already late—we should not
also be timid.

6. Need for greater incentives in the case of pollution control Tacilities

In recent years the need for special incentives to encourage the construction of
and in part defray the enormous costs of pollution control facilities has been
recognized. For this reason, the Tax Reform Act of 1969 included a provision
for special five-year amortization of such facilities.

The House Bill, however, denies investment credit for these facilities which
the taxpayer elects to amortize under the five-year provision. This effectively
removes any special incentive for investment in these facili‘ies by placing them
on a par with all of the property eligible for the credit. This is not the time,
considering mounting concern with the environment, for us to take a backward
step in this area,

The need to sitmulate investment in pollution control facilities is certainly
as great today as it was in 1969. Yet these expenditures do not directly increase
the marketability of products. They do divert capital from other uses which
might directly increase productivity and create jobs. For these reasons, a very
high rate of capital recovery for these expenditures is clearly warranted. As an
example of the magnitude of this problem, it is estimated by members of the
Committee that planned 1972 capital expenditures for pollution control facilities
in the paper industry will approach 259 of total capital expenditures. Therefore,
we recommend that five-year amortization be allowed in the case of pollution
control facilities and that an investment credit be allowed on such facilities at a
rate higher than that applicable to other types of property. Further, the five-year
amortization of pollution control facilities should not constitute preference
income.

7. The Credit Should Not Contain Built-In Future Disincentives

The House Bill recognizes the disincentive which results where a taxpayer
has unused carryovers of credit which will expire if additional credit is gen-
erated in the current year. The House Bill solves this problem with respect to
carryovers existing before 1971 by giving them a ten-year life and by providing
for their application prior to credits generated by current year investments.

However, the House Bill does not go far enough because a similar disincentive
will exist in the future with respect to credits generated under the new law.
Accordingly, the rule that carryovers are used prior to current-year credits should
be adopted on a permanent basis.

8. Future Studtes

The House report instructs the Joint Committee and Treasury staffs to study
and deevldp a mechanism for adjusting basis to reflect the credit, and also to
study the advisability of retaining the useful life eligibility limitations and the
percent-of-tax limitations. We oppose the concept of basis reduction without other
substantial adjustments in the credit itself.,! However, we support studies which
have as their objective finding ways to make the credit more effective.

The study should include the problem of investment incentives for taxpayers
suffering losses or who have low levels of income. These taxpayers today receive
little benefit from the credit because of the 509%-of-tax ceiling. It is not unlikely
that these are the taxpayers who are most in need of plant and equipment modern-
ization and yet, ironically, the principal stimulative tool for such activity is
available to them only through leasing transactions.

11n order to achieve the same economic effect. the level of the credit would have to be
at least doubled if basis reduction were required. (See Exhibit 8.)
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9. Effective Date of Credit

The House Bill provides a dual effective date for the credit. The credit is
made applicable to property acquired or constructed after August 15, 1971, In
addition, it applies to property acquired or constructed after March 31, 1971,
provided such property was ordered (or construction was commenced) after
March 31, 1971. Thees dual effective dates result in unnecessary confusion and
complexity. The credit should apply to all property acquired or to the portion
of property constructed after March 31, 1971, The cash flow benefits to taxpayers
from this change would muke additional funds available for further investment
and thus increase the effectiveness of the credit.

10. Conclusion

Few legislative enactments can have as telling an effect upon the two major
economic problems facing us today—inflation accompanied by relative economic
stagnation—as the enactment of the House bill with the suggested modifications,
This legislation is a practical proven means of creating jobs and fighting infla-
tion through improved productivity.

It is respectfully submitted that present economic circumstances in light of the
experience of the Sixties indicate that an effective investment credit and the
complete ADR system should be enacted at the earliest practical time. The credit
should be in an amount of at least 109, with the features suggested.

CURRENT LiIsT

AD HOC COMMITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT

ACF Industries, Inc. McGraw-Hill, Inc.

AMF, Inc. Martin Marietta Corporation

AMP, Inc. Mellon National Bank & Trust Co.

A. E. Staley Manufacturing Co. Midland-Ross Corporation

Air Products Chemical Inc. Miles Laboratories, Inc.

Allis Chalmers Corporation Monsanto Company

Amerace Esna Corporation National Gypsum Company

American Can Company National Life Insurance Company

American Metal Climax, Inc. National Presto, Inc.

American National Insurance Company Nekoosa Edwards Paper Co., Inc.
of Galveston Norton Company

American Standard, Inc. Norton Simon Company

Bekins Company Outboard Marine

Burroughs Corporation PPG Industries

CPC International, Inc. Peter Eckrich & Sons, Inc.

Carpenter Technology Corporation Phelps Dodge Corporation

Collins Radio Company Philip Morris, Inc.

Colt Industries Inc. Revere Copper & Brass, Inc.

Conagra Riegel Paper Corporation

Consolidated Foods Corporation Rohm & Haas Company

Control Data Corporation Roper Corporation

Crowell Collier & Macmillan, Inc. Ryan Aeronautical Company (Tele-

Dana Corporation dyne Ryan Aeronautical)

De Soto, Inc. Seaboard Coast Line RR. Co.

Diamond International Corporation Seattle First National Bank

Iaton Corporation Signal Companies, Inc.

Emerson Electric Company Sheller-Globe, Inc.

The F. & M. Schaefer Brewing Company Smith, Kline & French Laboratories

Fruehauf Finance Company Spencer Foods

Gardner-Denver Company Studebaker-Worthington, Inc.

Georgia-Pacific Corporation Sundstrand Corporation

Giddings & Lewis, Inc. Tecumseh Products Company

Gould, Inc. Texas Instruments, Inc.

Great Western United Corporation Thiokol Chemical Corporation
Guardian Life Insurance Company of Todd Shipyards Corporation

America Trane Company
Handy & Harman United Merchants & Manufacturers, Inc.
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I-T-E Imperial Corporation Valley National Bank of Arizona
Ingersoll-Rand Corporation Wallace-Murray Corporation
Insileco Corporation Warner & Swasey
Joy Manufacturing Company Western Union Corporation

Libbey-Owens-Ford Company
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EXHIBIT 1

GROSS PRIVATE INVESTMENT AS PERCENTAGE OF
GROSS NATIONAL PRODUCT

WESTERN UNITED UNITED

JAPAN FRANCE GERMANY ITALY KINGDOM STATES
1968 29.1 250 231 20.5 173 13.5
1969 304 25.3 243 19.4 217 14.1
1970 30.7 N.A. N.A, N.A. 16.3 137

Source: Rinfret-Boston Associates, Inc.

EXHIBIT 2

BUSINESS FIXED INVESTMENT
AS PERCENTAGE OF GNP

Percent
1" A
N1 N
10 /"\\ BUSINESS FIXED INVESTMENT
/ \ Anonasslommn
—
oI Nt
8
7 PRODUCERS' DURABLE EQUIPMENT —
/ S~
+] )
6
N\ —
N
38 100 O N O T IO T T U A N N U N O I Y A e I
‘65 ‘57 ‘69 ‘61 ‘63 ‘65 ‘67 ‘69 al

Source: Rinfret-Boston Associates, Inc.




B G ST S

LRSS

80

70

60

50

40

30

20

10

EXHIBIT

AVERAGE AGE OF EQUIPMENT

134

3

GROSS STOCKS

Years
80
7.5 \ 17 N
\ MANUFACTURING| | ™
/' \
?’ . ‘\
l' ‘\
70 N7 W
\ /V _/' N “\‘
N\ AT DN MT
65 ST // \\
\ \// NON-FARM \
’l
!\\L ,a"f \
aol‘1?~Lf"zlllnx'lL}ll:lxc1111
1947 49 651 ‘63 '656 B7 ‘69 ‘61 63 65 ‘67 ‘69
Source: Rinfret-Boston Associates, Inc.
EXHIBIT 4
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SOURCES OF CORPORATE FUNDS
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Estimated Effect of 1969 Tax Reform Act, ADR end Ways and Means Committee Action
on Calendar Year Liebilities Divided Between Individusls end Corporations

(% billicns)

: Individual : Corporations TTotel

. 1900 Act ¢ : Committee Action H T 190y Aet B : Committee Action T :Indi-

: :Ternina-:  :Elimin-? : T : : :Termina-: :Elimin-: : : : 7 rviduals
Ceendar:Reformition of iy pzate ADR’Income:EXCise’in&eYt :Toml:Rerom:ticrx of : pRi8te ADR:,A,.S:‘:‘ : :Exclser : and
yeer : and : invest-: :3/b yext 9% i tex m:ez 3 :and @ invest-:” :3/h year  TTUT:DISC: tex :Totelicor.
:relief: ment :conven.* ti“n':relief: Zi : :relief: ment : :conven-:cred‘it : irelief: :pore-

: ;_credit : _tion * on .y .credit . H : credit : : tion : H : y o :tions

1969 -- 404 - - -- - - .4 e +0.5 - -- . - -. 40.5 #0.9
1970 -1k 40.6 - -- - -- - -0.8 +1.0 +1. - - - - - ¥2.9 2.1

1971 -5.2 +0.6 -0.6 +0.k 1.k -0.8 .0.3 7.3 +4l.1 +2.5 .2.2 +1.7  -1.2 - 0.1 +lL.8 -5.5
1672 2.1 40.6 =0.7 +0.3 2312 2.3 0.7 -lb.1 +l.2  +2.7 2.7 +L.L 2.9 0.1 0.3 .0.7 -14.8
13 -10.8 +0.6 -0.8 0.3 -Ll 2.0 -0.8 -pkb +L3. 429 -32  +L2 -3l 0.2 0.2 -Lb -16.0

Zctal -25.5  42.& -2.1 11 -5.7  -5.1 218 364 #.0 wi0.y -8.1 0 4.z -T.2 203 -0.6 +3.2 -33.2

O:fice of tre Secretary of tne Treasury . September 30, 1971
Cffice of Tax Analysis

J; Split as per Committee Report.
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EXHIBIT 7

Comparative Capital Costs of Manufacturing Machinery
and Equipment as Influenced by Income Tax Policies:
Corporation Income Tax Rates, Depreciation Allowances,
and Investment Allowances and Credits;

Major Industrial Countries, 1971

: Comparative Cost
Country : of Capital

(U. s., 1970 = 100)

United Kingdom ......vvitiiinvnnennnasnenenennns PN 79.1
- 3 3 3 1 L .o 81.1
Italy .oovvuennn sesstesenssesasecratesatseviarsnatar ey 81.9
West Germany .......eoveiesenssaesssnnsonnanns [P 82.8
E T 7« 83.0
Belgium . ivviinniiierner e inenennsonnannnes Siaseas 84.7
France ....ivieniiiierinirennceneronanns D P 89.7
The Netherlands ......... fesasrseesarertstesoranssanene 94.1
CaNAda vuoviinier ittt P 97.2
U. S, (1970) ........ Pataseseressaurasesateatarnens e 100.0
U. S. with ADR .....iivvunnnn e iterecarie e 95.6
plus 5% investment credit 1/ ........ eeeeeas 88.9
plus 7% investment credit 1/ ............ e 86.2
plus 10% investment credit 1/ ........ eeaenn 82.1
U. S. with ADR, less modified first-year
convention .....cieiiiiiaiiiiiaenen e 96.6
plus 5% investment credit .............. ceune 89.8
plus 7% investment credit ............ Sensene 87.1
plus 10% investment credit ........... RSP 83.0
U. 5. without ADR
but with 5% investment credit ........ecuven. 93.2
but with 7% investment credit .......... [N 90.5
but with 10% investment credit ...... eeeees 86.4
Office of the Secretary of the Treasury October 6, 1971

Office of Tax Analysis

1/ Effective credit assumed to be unaffected by income limitation for
purposes of international comparisons.



EXHIBIT 8

Comparison of Alternate Proposal (10% Credit and 5-Year Accelerated Depreciation

on Entire Basis) With Task Force Recommendation (20% Credit and
5-Year Accelerated Depreciation on 80% of Basis)

(1)

10% Credit
With 5-Year Double-
Declining-Balance
Depreciation (X)

on Entire Busis

(2)

20% Credit
With 5-Year Double-
Declining Balance

Depreciation (X

on Remaining 80% of Basis Tax Savings

Interest on
Ending Funds

at 50% Rate Compounded
Year of Investment Investment Col (1) Over at 12% Curulative
Life Credit Depreciation Credit Depreciation (Under) Col(2) Before Taxes Ending Funds
$ $ $ $ $ $ $
1 10,000 20,000%* 20,000 16,000* (8,000) -Q-** (8,000)
2 32,000 25,600 3,200 ( 480) (5,280)
3 19,200 15,360 1,920 { 317) (3,677)
4 11,520 9,216 1,152 ( 221) (2,746)
5 11,520 9,216 1,152 ( 165) (1,759)
6 5,760 4,608 576 ( 106) (1,289)
Total 10,000 ) 100,000 20,000 80,000 -0~ (1,289) (1,289) or
bS ] ————4 =#l.3)%

*Assumes $100,000 asset placed in service in the middle of the first year.

**Assumes funds available at the end of the year.

(x)Assumes switch to straight line depreciation at approprigte time,

8E1
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The CrairmaN. Next we will hear from Mr. Warren J. McEleney,
president of the National Automobile Dealers Association, accom-
panied by Frank McCarthy, executive vice president.

Senator MiLLer. Mr. Chairman, T would like to take this opportunity
to state that Mr. McEleney comes from my home State of Iowa and
more particularly Clinton, Iowa. I believe he is the first Iowan so
honored to be the president of the National Automobile Dealers Asso-
ciation and I just want to make sure that the committee understood
we have an Towan testifying before us at this time.

The CHarMAaN. We are happy to see that Iowa is well represented
in more places than in the U.S. Senate. We are glad to have you.

STATEMENT OF WARREN J. McELENEY, PRESIDENT, NATIONAL
AUTOMOBILE DEALERS ASSOCIATION, ACCOMPANIED BY FRANK
McCARTHY, EXECUTIVE VICE PRESIDENT, NADA

Mr. McELenEY. Thank you, Senator Miller and Senator Long.

As Senator Miller indicated, I am Warren J. McEleney, a Chevrolet,
Oldsmobile, and Cadillac dealer in Clinton, Towa, and president of
the National Automobile Dealers Association.

On behalf of over 20,000 franchised new car and truck dealers who
are members of NADA, I welcome the opportunity to express our view
on the subject of the automobile and truck excise tax.

With me this morning is Frank McCarthy, executive vice president
of NADA.

We wholeheartedly support provisions of H.R. 10947 to repeal the
7 percent automobile excise tax retroactive to August 16 on domestic
and imported cars and the 10 percent excise tax on light-duty trucks,
those having gross vehicle weights of 10,000 pounds and under, retro-
active to September 23.

Repeal of these taxes will result in a substantial reduction in the
price of new and used vehicles. This will increase sales, stimulate pro-
duction and generate desperately needed new jobs throughout the
country. Equally important, repeal of these excise taxes will be non-
inflationary. )

The American people will benefit directly from the elimination of
the Federal excise tax on automobiles and light-duty trucks at this
time. Removal of these taxes will stimulate sales in an industry that
exerts an immediate impact on the entire American economy. i

Treasury Secretary John Connally has predicted that the resulting
increase in new car sales alone would be on the order of 600,000 new
units, generating 150,000 new jobs, not including dealer employees.
While many of these new jobs will be created in the automobile manu-
facturing industry, a large number will also come in key industries
such as rubber, steel, zinc, and aluminum.

The total impact of elimiination of the excise taxes on passenger cars
and light trucks will be far greater when its effect is transmitted
throughout the economy. The retail automobile industry 1s a very
important element in the Nation’s economy. In 1970 there were 740,000
people employed in dealerships with an annual payroll of $5.3 billion.
Sales by dealers totaled over $30 billion in the same period.
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As sales increase, thousands of dealers throughout the country will
certainly employ additional people. More employees mean more pay-
checks and increased prosperity in every town in America.

Excise tax repeal will put money in car buyers’ pockets, create
tremendously expanding consumer purchasing power and generate
additional jobs. Tax repeal will mean a cut of roughly $125 on small
cars to approximately $300 on large cars, an average of $200 per car.

The price cut will be passed on to customers. Dealers will furnish
manufacturers with the names of all buyers between August 16 for new
cars and September 23 for light trucks and the date of repeal by Con-
gress so that refund checks can be sent directly from the manufacturers
tothe buyers.

Dealers will pass the reduction on to their customers when the excise
tax is repealed. They did this in 1965, as Government studies show,
when the tax on new cars was reduced from 10 to 7 percent and we
pledge they will do it again.

In its July 29, 1965, release, the Bureau of Labor Statistics provided
in its Consumer Price Index data regarding the cost to the consumer
of new passenger cars. This data was significant despite the very short
period of time which had elapsed since the excise tax cut was in effect
since it provided identical data for June of 1964 as well as for May
and June of 1965. In May of 1965 the Consumer Price Index for new
cars was 100.2. In June the figure was 97.4—a month later. This
represented a reduction of 2.8 percent, clearly illustrating that the
excise tax reduction was passed through to the benefit of the purchaser.

President Nixon proposed that repeal of the automobile excise tax
be effective August 16. Since that date, new car buyers have counted on
a tax refund as one of the deciding factors in their decision to buy.
(I{t is essential, therefore, that Congress make repeal retroactive to this

ate.

Dealers know from experience that there is a direct relationship
between new and used car prices. Price reductions on new cars as a
result of excise tax repeal will quickly result in lower prices for used
cars, as noted by Secretary Connally in his appearance before this com-
mittee last week. This is particularly important to a large proportion
of the American population that depends on used cars for economical
and dependable transpoitation. Not only will 9 million new car buyers
benefit from excise tax repeal, an additional 14 million used car buyers
will equally benefit.

Additionally, the effect of repeal on new and used car prices will
contribute to highway safety by hastening the removal of older cars
from the highways and replacing them with newer cars incorporating
recent engineering and safety innovations. Furthermore, vehicles man-
ufactured since 1966 have also been equipped with increasingly more
efficient emission controls that make a substantial contribution to reduc-
ing air pollution.

Excise tax relief on automobiles should be extended to light-duty
trucks of 10,000 pounds or less gross vehicle weight, which are pri-
marily passenger-oriented vehicles. Repeal should be retroactive to
September 23, the date set in FL.R. 10947.

Light trucks should no longer be classified and treated differently
than passenger ears. Government census figures demonstrate that over
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two-thirds of the light-duty trucks registered in the United States are
used for personal transportation, both on the farm and in the city, and
for countless recreational pursuits. Additionally, as Secretary Con-
nally noted in his testimony before this committee last week, the truck
tax on these vehicles, which is allocated to the highway trust fund,
generates more tax than is appropriate in light of their cost respon-
sibility for the highway system. )

Secretary Connally has recommended that dealers receive excise tax
refunds on all new automobiles in stock on the date of enactment of
repeal by Congress. This is essential if all customers who buy such cars
are to realize price reductions on purchases made after the date of
repeal.

IVVe also strongly support Secretary Connally’s recommendation
that demonstrator cars be eligible for excise tax refunds, as they were
in 1965 when the tax was reduced by 3 percent. To eliminate consumer
confusion in this area, it is important that customers be assured they
will receive the benefits of tax repeal on demonstrator cars. However,
the tests for qualification of demonstrators set forth in the Ways and
Means Committee’s report on the bill raise certain technical problems
which may preclude most purchasers of demonstrators from receiving
a refund.

We believe a slight change in these tests would make it possible for
most of these purchases to reccive the benefit of excise tax relief. We
have discussed this matter with Treasury officials and the staff of
vour committee and we do request permission to submit a brief memo
on this point for the record.

We also urge the excise tax relief be extended to driver education
cars made available by dealers at no cost to local school districts.
This voluntary program is a major dealer contribution to community
highway and traffic safety. Last year dealers made over 58,000 new
cars available to school driver education programs. Presently an es-
timated 25.000 cars would qualify for the tax relief.

I would just like to digress from my statement for a moment.

It is true manufacturers <o give dealers assistance on these cars in
the forms of rebate to take care of the installation of controls, the
wear and usage by the school district and sometimes this is consider-
able. Likewise, the interest on the investment, because there has to be a
minimum of 90 days that the car has to be used by the school to qualify
for this assistance, and the thing that we are so concerned about in this
area is that while dealers have voluntarily donated these cars over
the years in increasing amounts, that failure to give the dealers relief
on the excise tax on these cars could jeopardize the voluntary partici-
pation of dealers in the future on this program.

I would also like to add that these cars were sold in the same fashion
as demonstrators and new cars and do carry a good portion of the
new car warranty remaining on these vehicles that the purchaser of
these cars does receive.

So, in conclusion, repeal of the Federal excise tax on automobiles
and light-duty trucks will contribute immeasurably to a noninflation-
ary increase in national employment.

Excise tax repeal will provide the greatest possible economic impact
in the shortest possible time; it will immediately reduce prices on new
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and used vehicles; it will stimulate sales; it will generate increased
production in many key industries; it will create thousands of new
jobs throughout the economy and the total impact of excise tax repeal
will be a massive and immediate stimulus to the American economy.

Thank you, Senator Long.

The Cuamrman. Thank you, Mr. McEleney. We appreciate your
statement very much here today, sir.

The CrAIRMAN. The next witness will be——

Senator Mirrer. Mr. Chairman, could I ask whether or not they
plan to submit to the committee their proposed change relating to

the dealer.
Mr. McErLeney. I would ask Frank McCarthy to answer the

question. .
Mr. McCartay. That is correct, Senator Miller.
Senator M1rLLER. Provide it for the record so our staff would have

the benefit of it.

Mr. McCartay. We would like to submit it for the record before
the end of the week and we have discussed it with your staff. Thank
you very much.

The Cuarman. Thank you very much, sir.

(Supplementary memoranda submitted by the NADR follow. A
subsequent letter received by the committee from Mr. McEleney ap-

pears at page 899.)

SUPPLEMENTARY MEMOFANDUM OF NATIONAL AUTOMOBILE DEALERS ASSOCIATION

In his appearance before the Senate Finance Committee on October 12, Warren
J. McEleney, President of NADA, requested permission, which was granted, to
submit a memorandum for the record on certain problems raised for dealers and
customers alike as a result of the excise tax treatment of automobile and light-
duty truck demonstrators by the House Ways and Means Committee in its Report
on the bill.

This memorandum is submitted to explain the nature of the probiem and to
suggest a modification by the Senate Finance Committee of the tests for excise
tax relief on such demonstrators as set forth by the Ways and Means Ccmmittee.

NADA feels that consumer confusion and dissatisfaction will be widespread if
excise tax relief is provided only for automobile demonstrators placed in service
prior to August 16 and light-duty truck demonstrators placed in service prior to
September 23 which meet the rigid requirements set forth by the Ways and Means
Committee (H. Rept. 92-533, pp. 55, 56). Since the President recommended the
elimination of the automobile excise tax on August 15, thousands of purchasers
of demonstrators are under the impression that they will receive a refund of the
tax if Congress approves its repeal. These purchasers have assumed that they
would receive the refund whether they bought a car off the showroom floor or a
demonstrator.

The Committee Report states that a ‘“demonstrator” (including passenger car
demonstrators and light-duty truck demonstrators of 10,000 pounds gross vehicle
weight or less) will be treated as “ new” and eligible for consumer or floor stocks
refunds if intended to be sold as a new vehicle rather than a used one. This intent,
in the case of automobile demonstrators, is evidenced by the dealer showing that
the price label was on the vehicle at the time of sale (or in his inventory on the tax
repeal date) and was sold or was to be sold either under a ‘“‘full written or ex-
press warranty” or by showing ‘newness” by other evidence acceptable to the
Internal Revenue Service (emphasis supplied). The Committee then notes that
it is anticipated that IRS “will provide that a written or express warranty will
not be considered to be a full warranty unless more than 80 percent of the mileage
and time-period coverage is unexpired on the date the vehicle is sold (or is held
for sale in the dealer's inventory on the tax repeal date).”

In the case of light-duty trucks used by the dealer as demonstrators, there is
no statutory requirement for a price label. Otherwise, the tests for light-duty
truck demonstrators are the same as for automobile demonstrators.
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Since new cars now customarily carry a 12-month and 12,000-mile manufac-
turer’s warranty, this means that any demonstrator placed in service prior to
August 16 with more than 2,399 miles or 2.39 months usage at the time of sale
would not qualify. Furthermore, no demonstrator placed in service prior to
August 16 and held in dealer inventory on the date of repeal would be eligible for
tax relief regardless of mileage, if, as appears likely, the actual date of repeal of
the tax occurs after the last week of October. This is so because the retroactive
period from August 16 to the date of repeal will have exceeded 2.39 months.

NADA representatives have called this matter te the attention of Treasury
Department officials who have advised us that they would be willing to support a
modification of the 80 percent unexpired warranty test. We recommended, and the
Treasury Department indicated that it would accept, a provision that, so long as
the demonstrator has more than 50 percent of the mileage and time-period cover-
age of the warranty remaining on the date of sale (or in the dealer’s inventory
on the tax repeal date), the demonstrator would be assumed to carry a full war-
ranty and excise tax relief would therefore be available. This modification would
insure that more purchasers of demonstrators would reap the benefits of excise
tax repeal and thereby serve to reduce what we feel may be considerable con-
fusion and misunderstanding on the part of customers if the 80 percent test is

retained.

SUPPLEMENTARY MEMORANDUM OF THE NATIONAL AUTOMOBILE DEALERS ASSOCIA-
TION IN SUPPORT OF THE EXTENSION OF EXCISE TAx RELIEF TO DRIVER EDUCATION

CARS

In its statement before the Senate Finance Committee on October 12, NADA
urged that excise tax relief be extended to driver education cars made available
by dealers at no cost to local school districts. In the interest of conserving the
Committee’s time, we made no attempt to explain in any detail the justification
for such relief but merely pointed out that in 1970 dealers provided over 58,000
new cars to high school driver education programs on a free loan basis.

‘The purpose of this memorandum is to offer some of the more important rea-
sons to support the extension of excise tax relief to such driver education cars
placed in service before August 16, 1971. We estimate that approximately 25,000
driver education cars placed in service by dealers prior to August 16 would be
eligible for excise tax relief—a revenue loss to the Government of only $5
millon. (The House Ways and Means Committee Report on H.R. 10947 indicates
that the dealer will be treated as the “ultimate purchaser” of a driver training
car placed in service after August 16 where he retains ownership [ House Report
92-533, p. 541.)

The driver education program was initiated in 1935. Since 1947, when such
records were first kept, dealers have made available on a free loan basis for high
school driver education courses more than 262,000 new cars, with an estimated
value of nearly $700 million. In 1970 alone, as we noted in our testimony, over
58,000 new cars worth over $184 million were provided without charge to driver
education programs. This has enabled more than 2.2 million students to receive
driver education fraining.

While manufacturers provide some financial assistance to dealers in making
driver training cars available to schools, the cost to the dealers of these pro-
grams generally exceeds this assistance, NADA feels that the Federal Govern-
ment, which is vitally interested in all aspects of automobile safety, would give
strong impetus to even greater participation by dealers in driver educaticn pro-
grams by extending the 7 percent excise tax repeal to driver education cars ylaced
in service prior to August 16, at a relatively small amount of revenue loss "o the
Government,

Dealers who have participated in driver education programs would be unfairly
penalized if the excise tax refund is not made applicable to driver education cars.
It would add approximately $200 to the cost of driver education cars purchased
by customers, making these units more difficult to sell in competition with other
new cars.

Attached is a state-by-state list of the number of students completing driver
education programs during the 1969-1970 school year. Also attached is a list
showing the number of cars loaned by dealers in each state for use in high school
driver education programs during the same period, as compiled by the National
Safety Council.
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Student participation in driver education

{Number of students completing driver Education program]

State:

Hawaii________.___.__.__.

Kentucky _ .. ___._.._
Louisiana_ _ _ ___.___.____

Maryland . . ____________
Massachusetts
Michigan______ ... _._ ...
Minnesota______________
Mississippi
Missouri
Montana_._._.._._______

NoTE.—10th to 12th grade figures.

28, 514
1, 707
12, 010
12, 022
314, 411
32 251
21, 499
8, 474
3, 542
86, 253
34, 302
4, 700
15, 639
111, 471
NR.
52, 101
34, 848
20, 000
35, 208
13, 000
54, 145
70, 000
162, 564
54, 380
23, 000
33, 681
9, 558

State—Continued
Nebraska_____ .. _.______
Nevada
New Hampshire__.______
New Jersey_.. ... ____
New Mexico._ .. ...
New York
North Carolina

Oregon___._ .. __._.__..
Pennsylvania_ _____._____
Rhode Island_________._
South Carolina_______.___
South Dakota___________

Virginia_ ... __.__.___.__
Washington
West Virginia__ .. .______
Wisconsin
Wyoming

Cars used in high school driver education—School year 1969-70

{Loaned by auto dealers]

State:
Alabama__ . ... _______.

Arizona_ . - ..
Arkansas_.___-__________._

California_ . .. . _._____.

Colorado. - - .- ... ___.-_.

Kentucky .. - __._____.

Louisiana . . . .- ________.___
Maryland . ... _____________
Massachusetts . ___ ... _____.
Michigan___. .. _________
Minnesota_ .. - . _.____
Mississippi- - .- __.____
Missouri
Montana_ .- ___________
Nebraska._ ..o oo .

*1068-69 figures—1869-70 figures not avallable.

State—Continued
Nevada¥
New Hampshire__.._________
New Jersey_ .- _.___
New Mexico. .o __.____

Oregon..... - oo _.___.
Pennsylvania
Rhode Island_ ... ____.___._
South Carolina_.. ... __._.
South Dakota.______.______

Virginia_ . ... ___________
Washington
West Virginia______________
Wisconsin
Wyomin,
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The Criaraan. The next witness will be Mr. Michael L. Me-
Williams, president, National Office Machine Dealers Association.

STATEMENT OF MICHAEL L. McWILLIAMS, PRESIDENT, NATIONAL
OFFICE MACHINE DEALERS ASSOCIATION, ACCOMPANIED BY
ROBERT M. WOLETZ, PRESIDENT, BOLEN INDUSTRIES, INC.

Mr. McWirLiams. Gentlemen, it is a pleasure to be invited to speak
before you this morning. I would like to say, in addition to being
president of the National Office Machine Dealers Association, I am
also a dealer myself in Little Rock, Ark., handling both imported and
domestically manufactured machines.

I do have in my company Mr. Woletz, who is also a past president
of our association and he himself is an office machine dealer in New
Jersey.

Our testimony is being offered on behalf of the National Office
Machine Dealers Association, which represents over 10,000 independent
office machine dealers throughout the United States. Without excep-
tion, these dealers fall into the category of small business. They are
businessmen who got their start in the office machine industry by
either servicing or selling office machines for one of the major manu-
facturers of officc machines or another office machine dealer.

Since a successful office machine dealer must sell a wide range of
merchandise, he did have to search and work very hard to get the
financing for opening his business in the first place.

For many years our dealers were able to offer only used equipment
for sale. The American manufacturers for the most part offered their
products for sale only through their own direct sn}es organizations,
refusing to sell higher volume itemis through the independent dealer
in the larger market areas. During those days, our average dealer
employed four people and his volume was approximately $100,000.

In recent years the dealer has been able to offer his customers new
equipment by selling imported ofiice machines. It has now become his
means of livelihood in that over 80 percent of the products sold and
serviced by the independent dealer are manufactured abroad. Some
of these imported products carry old-line American office machine
company names such as Royal and Remington, Smith-Corona, while
others bear brands that are relatively new to our business community.
Nevertheless, they are all manufactured abroad.

However, those American manufacturers who marketed their ma-
chines through their own direct sales organizations have continued
to do so; therefore, domestically manufactured machines are still un-
available for the independent dealer to market.

Even though these facts be true, through the sale, service and supply-
ing of imported office machines, our dealers have been able to grow
to an average of eight employees and will do an annual volume slightly
in excess of $200,000. Thus, more than 320,000 Americans derive their
livelihood through the 10,000 independent officc machine dealers
throughout the United States. In addition thereto we estimate there
are probably another 100,000 Americans that get their income through
the distribution of this dealer network.

68-3383—71—pt. 1——11
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Now, on August 15, 1971, the President of the United States pro-
claimed a surtax of 10 percent on all dutiable articles imported into
the United States. Ie also at that time released the controls on the
dollar to cause foreign currencies to he more realistic in their values
as compared to the dollar.

His steps were vitally necessary to our overall economy. However,
it will cause a hardship on our dealers by virtue of increased inventory
values, which will be impossible for the dealer to recover. He can
charge his customer the amount of the surtax, but he will be unable
to charge for those additional costs that he will have by virtue of
handling the increased value of his inventory. What we are saying is,
he won’t be able to get that percentage of markup on those additional
costs but as good Americans and believing in t}le American way of
life we are willing and do accept this challenge in our marketplace.

Additionally, the President proposed that a tax credit be extended
to all purchases of domestically manufactured capital goods and equip-
ment In the amount of 10 percent; and, of course, the Revenue Act
of 1971 has reduced this tax credit to 7 percent. However, the com-
bined effect of the surtax, the reevaluation of foreign currencies and
the tax credit allowance will remove the independent office machine
dealer from the market as a viable competitor. e would be at a
minimum price disadvantage of 27 percent in competition with the
products of domestic manufacturers. We arrive at that percentage by
virtue of taking the 7-percent investment credit which really amounts
to a 14-percent credit whenever you consider it before taxes, 10-percent,
surtax which brings us up to 24 percent, and finally most of the
currencies have now been reevaluated to at least an 8-percent differ-
ential so as a result we are at the 32-percent level at this point.

The National Oflice Machine Dealers Association feels very strongly
that placing our dealers at such a disadvantage in comparison with
direct selling organizations may result in tremendously weakening
thousands of independent machine dealers, thus strengthening these
direct selling organizations, who already can be classified as large,
vertically integrated monopolies.

Just two examples are the National Cash Register—NCR-—which
presently has far more than 70 percent of the U.S. cash register
market and the International Business Machines—IBM-—which has
well over 70 percent of the clectric typewriter market and over 55
percent of the dictating machine market.

Only in recent years has the independent dealer been capable of re-
ducing their monopolies to these percentages. The story has been much
the same in the calculator field. In fact, only in the last 5 years has
the dealer had a nonprinting calculator to sell to his customer.

The passage of the investment tax credit, as proposed, can only
result in the independent dealers’ sales suffering a drastic reduction
and these domestic monopolies acquiring more of the market. The end
result would also drastically limit the choices available to the consumer
in the future.

Cash registers, dictating machines, and clectric typewriters repre-
sent the higher volume items for the office machine dealers. Both
IBM and NCR flatly refuse to market these products through the
independent dealer. One hundred percent of their new cash registers.
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new dictating machines, and new electric typewriters are sold through
their wholly owned branches, in direct contrast to the automobile
industry where we also have giants but they do market through
dealers. i _

The dollar revenue for repair service and supplies furnished by
our dealers during the useful life of a business machine will be ap-

roximately the same as the original selling price of the machine itself.

f the independent dealers are deprived of the original sale of an im-
ported machine because the investment tax credit is not extended to
purchasers for business use, then the dealers will not only have lost
the volume of the original sale but also an equal volume of the repair
service and supplies. This can only result in the layoff of employces
by the 10,000 independent dealers, thus contributing to a greater per-
centage of nationwide unemployment rather than decreasing unem-
ployment as was the President’s goal. )

A survey recently run in our association indicates that we can
expect as much as a 30 percent layoff plus reduction in plans of
expansion.

Our dealers feel that they can survive the competitive disadvantage
imposed by the surtax and the increased values of foreign currencies;
however, the additional pressures created by the investment tax credit
covering only domestic equipment purchases would prove to be too
much for the independent dealer.

Since the tax credit is a very important factor toward accelerating
our economy and decreasing unemployment, the national Office Ma-
chine Dealers Association humbly requests that your votes be cast in
favor of a motion that would extend the 7 percent investment tax
credit to all purchases of business equipment, whether domestically
of foreign manufactured, and thereby preserve the independent dealer
and the people who rely upon him for sustenance.

We certainly appreciate the opportunity to be able to speak before
your group this morning and I would be happy to field any questions
that you might happen to have.

The Crrairman. If T might just say first I had a question that Sen-
ator Fulbright wanted to submit and ask of the witness and I would
suggest—I will submit it and you answer it for the record, if you
would, please.

Mr. McWirnriams. All right.

(Material referred to follows:)

Question: Would the independent office machine dealer derive any relief from
the problems we have explained by virtue of the authority granted to the Presi-
dent in the Revenue Act of 1971 to excrcise exceptions for the investment tax
credit to be extended to certain imported machines where a domestic manufac-
turer has a monopoly?

Answer: It would possibly help our dealers and customers in the cash register,
dictating, and electric typewriter markets. However, I say “Possibly” because
there are a number of danger areas in the House bill ;

The revenue act of 1971 leaves the possibility of no relief being granted to
our dealers. If the imported business machines are not eligible for the tax
credit, then our dealers will be forced to reduce their staffs or possibly be
forced out of business.

Let me assure you that since the President presented his message on Au-
gust 15th, the domestic monopolistic giants have been telling our customers

they are paying a premium of as much as 329, by buying imported machines.
This is just one example of the huge disadvantage we are experiencing.
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"There is another situation which could restrict our country’s ability to create
jobs, and stimulate the economy. Although, there is a limited number of domestic
manufacturers of figuring machines who market through the independent dealer,
-there are justified reasons to believe that the domestic manufacturers will be un-
able to supply the market demand for adding machines and calculators. Most of
.these domestic manufacturers have consistently run four to six weeks behind on
-deliveries, a greater increase in the sales of domestie business machines would
‘only further complicate this delivery situation. Therefore, the consumer would
-be forced to purchase imported equipment in order to expand. However, these
~consumers should not be forced to give up their investment tax credit to buy an
.imported machine in order to expand their operations.

The National Office Machine Dealers Association respectfully asks that your
legislation include a provision that all office machines, both domestically pro-
«duced and imported, be eligible for seven (7) per cent investment tax credit
retroactive to April 1st, 1971,

Senator Curuis. It is my understanding that the bill reported out by
the House Ways and Means Committee did do something about some
foreign manutactured machines and the investment credit. Are you
familiar with that?

Mr. McWinriams. Yes, sir, we surely are, and I guess possibly it can
help our dealers and customers in the cash register, dictating and the
electric typewriter avea where the giants ave.

Senator Curris. What did they do as you basically understand it ?

Mr. McWinriaas. What they did was to provide the President can
make a determination as to where the problem may exist and grant the
7-percent investment credit. However, there may be an element of
doubt there. Decisions may be made after the bill is passed and we
stand in fear of the fact that it may nct come either at all or it may
come too late to save the dealer.

To give you onc example, we are already running into situations
where the domestic giants who are marketing through their own direct
sales operations have been out on the street saying they are paying a
premium as much as 32 percent by buying imported equipment.

The other part of the problem, too, that exists is the fact that our
domestic manufacturers of figuring machines may not be able to take
«care of the market that we have. We have justified reasons for believ-
ing this. Most of these domestic manufacturers consistently run 4 to 6
weeks behind on their deliveries, as it stands right now, on figuring
‘machines. A greater increase in the sales of domestic business machines
would only further complicate this delivery situation; therefore, the
industrial consumer could be forced to purchase imported equipment
in order to expand and, of course, we would be denied the investment
credit during this period of time because, as the bill now stands out of
the IHouse, the investment credit would only be applied as of the date
of the approval of the extension, so if it took 3 or 4 months from now
for the extension to be approved, then anybody who has purchased
equipment during this time then he would lose his 7-percent invest-
ment credit.

The Cuamman. Thank you, sir.

Mr. McWirriams. Thank you, sir.

The Cirateman. The next witness will be John A. Creedy, president
of the Water Transport Association, accompanied by Mr. Jesse J.
Friedman, economist.
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STATEMENT OF JOHN A. CREEDY, WATER TRANSPORT ASSOCIA-
TION OF NEW YORK; ACCOMPANIED BY J. W. HERSHEY, BOARD
CHAIRMAN, AMERICAN COMMERCIAL BARGE LINE CO., HOUS-
TON, TEX., AND JEFFERSONVILLE, IND., AND JESSE J. FRIEDMAN,

ECONOMIC CONSULTANT

My, Creppy, Mr. Chairman, T am the president of the Water Trans-
port Association of New York, a trade association of TCC-certificated
inland barge operators, and T am accompanied here by Muv, J. W,
Hershey, board chairm: an, Ameriean Commercial Baree Line Co.,
ITouston, Tex., and Jeffersonville, Ind., who is the leading operator
in the barge industry, and Mr. Jesse .J. Friedman, our economic
consultant.

Tf T mav, T would like to file our brief statement and then Mr. Her-
shey and myself will cover the material orally.

We are an organization that has been Ltudsmo- the question of re-
vitalization and improvement of efficiency in surface transportation
for somie time. We came early to the umolusmn that of first importance
was the need to stimulate investment in order to improve cfficiency
and, of course, as a result of our improved cfliciency there would be
an increase in employment to meet the needs of our economic growth,

Tn order to stimulate efficiency, stimulate investment, we also con-
cluded very quickly that the restoration of the 7-percent tax credit
was a kev factor, would be a key factor: and we also concluded that
a 5-veav amortization for barge equipment would be very helpful and
in the publie interest.

As the bill came over from the House, the Revenue Act of 1971
came over from the House. it provides the tax credit. of course, and
for railroad rolling stock in the alternative of the tax credit a 5-year
amortization program with certain restrictions.

We believe that it would be in the public interest for the inland
barge lines and the railroads to have the—both the investment tax
credit and the b- -year writeoff, but in anv event that both the rail-
roads and ourselves should have the alternative of the investment tax
credit or the 5-year writeoff.

We have some proposed language that would accomplish the addi-
tion of the inland barge lines o the privilege of the 5-yvear writeoff,
and which would also accomplish both for ‘the railroad and for the
island barge lines the removal of certain restrictions.

T would like to introduce Mr. Hershey at this point to discuss the
public interest reasons for this proposal.

Mr. Hursuey. Well, gentlemen, T know that Senator T.ong and
Senator Hartke. in particular, don’t need any description of the barge
line industry. The large Port of New Orleans and Jeffersonville, Ind..
have got a lot to do with the industry. But we are, by all odds, the
cheapest tvpe of carrier in the United States of general commodities.
In the field of transportation we are probably—this industry is prob-
ably the most anti-inflationary force that exists in the United States.

We move commodities for about one-third of a cent per ton-mile
which is undoubtedly the cheapest form of interior transportation that
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exists, not only in the United States but any place in the world. Our
freight rates are about that—one-fourth that, on the average, of any
competing mode. o )

Our industry is a growing industry. Projecting its growth in the
future on about the same basis as it has in the past, we are looking
for about a 5-percent increase, and we made a study of what the
capital requirements would be on that basis for six of the largest
principal public for-hire carriers. )

We have ascertained that if the funds were available these six car-
riers would expect to spend about $336 million over the next 5 years;
and in attempting to finance this we find that about $175 million could
be financed internally from cash flow, about $89 million externally
from the issuance of securities and borrowing, leaving about $72 mil-
lion to come from some other source if it were available. )

Now, projecting these figures nationwide, if all of the fore-hire
carriers would have the same experience. and there is no reason to
believe that it would depart particularly from this, we would have to
multiply that figure, those figures, in fact, by about four; and if we
included the private carriers we would have to multiply them by about
five.

From practical experience as an operator of a barge line, I can
definitely say that the application of the investment credit would not
only aid statistically in eliminating or partially eliminating this capi-
tal deficit, but it would also very definitely stimulate the construction
of new equipment.

I do believe, however, that some of the restrictions which exist in
the House bill tend to frustrate this benefit, particularly the restric-
tion which limits the application of the investment tax credit to one-
half of the profit.

The investment tax credit would supply for just these six companies
$29 million of additional investment funds. If all the fore-hire carriers
are included, which we certainly would recommend, it would supply
$116 million additional investment funds; and if all, including the
private carriers, were included, the figure would be about $145 million.

Now, most of the other surface transportation modes do have, in
effect, the right to write off their capital assets in 5 years. The motor
carriers, of course, turn over their capital or their rolling stock gen-
erally in about 5 years; and the railroads under the House bill 10947
have the right to select either the existing 5-year writeoff or the invest-
ment tax credit.

T believe that there is such a requirement for new equipment in the
transportation field, and there is so much obsolescence, that this com-
mittee might well give serious consideration to granting both the
investment credit and the 5-year write off to the surface transportation
modes.

Finally, let me point out that projecting the study of the six large
carriers to the entire fore-hire shallow-draft carrier industry for the
next 5 years, there is an indicated deficit of capital funds of about
$360 million which can be reduced by $147 million if the investient
tax credit were granted to all and if it could be fully used. This does
leave, however, over $200 million of additional funds which should be
spent to optimize the condition and the size of the fleet.
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This brings me to one last subject: The inland water carriers are
the only water carriers not now included in the tax shelter construction
reserve provisions of existing law. I would like to respectfully snggest
that this committee might seriously consider extending the tax reserve
provision to the inland water carriers just as it now applies to the Great
Lakes carriers and to the coastwise deep-draft industry.

Thank you very much.

The Ciramaran. Thank you very much.

Senator Harrxre. I might just sav I do feel this is probably a dis-
crimination against one form of carrier which may not necessarily be
intended and probably should be corrected somewhere along the line.

The Crratrmax. Thank you gentlemen.

Mr. Hersuey. Thank you very much.

(Mr. Creedy’s prepared statement follows:)

STATEMENT OF JOHN A. CREEDY, PRESIDENT, WATER TRANSPORT ASSOCIATION

My name is John A. Creedy, president of the Water Transport Association of
New York. WTA is a non-profit trade association representing I.C.C. certificated
inland barge operators on the inland rivers and canals. Our membership also in-
cludes I.C.C. certificated operators on the Great Lakes and in the coastwise and
intercoastal trades.

We are here to suggest that H.R. 10947 be amended to include inland barge
operators in the five-year tax depreciation privilege so that barge operators will
have the option of taKing either the seven percent investment tax credit or the
five-year write-off. This privilege has been accorded to our competitors, the rail-
roads. In addition, other transport modes have write-off privileges which are
analagous to the five-year tax depreciation privilege. Thus, the barge lines have
been the only segment of the transportation industry not to have available an
investment incentive privilege. In the water carrier industry itself, the construc-
tion reserve is available to Great Lakes, coastwise and intercoastal operators
under the Merchant Marine Act of 1970. Only the inland barge lines of the entire
transportation industry are left out of any tax incentive program. Our proposal
provides an opportunity to repair what probably is a simple legislative oversight.

Adequate and efficient transportation service is indispensable to national
economic growth and productivity. Transportation costs are a significant factor
in total production costs, particularly in the case of basic industrial and agri-
cultural commodities, and substantially affect not only the total burden of costs
borne by American consumers but the ability of the U.S. economy to compete on
a cost basis in world markets.

The for hire barging fleet is a vital component of the nation’s transportation
capacity, and its inherent efliciency enables it to carry substantial volumes of
such commodities over the country’s great network of navigable rivers and inland
waterways at extremely low rates. Despite the heavy pressure of increased wage,
fael, equipment, capital and other costs, average barging rates per ton mile are
less than they were in 1960. The record of lower rates in the face of increasing
costs in a period of rapidly expanding demand has been made possible only by
investment in modernization and improvement of barges and towboats and in
expansion of capacity on a scale which has strained the finaneial resources of
the barge lines to their limit.

The present investment plans of the bargelines fall short of providing the
expanded and improved service which the nation’s growing economy requires
and which advanced technology permits. Optimum economic performance re-
quires that on the average equipment be replaced after 15 years of service. Fn-
gineering studies demonstrate that repair and maintenance costs, which accel-
erate with vessel age, rise sharply after 10 years, and operation becomes highly
and inereasingly uneconomic after 15 years. Despite heavy past investment, ap-
proximately one-half of the barges now in service are either already overage or
will become so before 1975, In addition, a substantial portion of the fleet is now
obsolete technologically and needs replacement with the most modern equipment
available in order to facilitate the larger tows and higher speeds required to
hold down operating costs and shipping rates.
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Borrowing capacity is already stretched as far as it can safely go, and capital
funds in prospect are insufficient to fina:ice the needed outlays. The privilege of
depreciating equipment on a 5-year basis for tax purposes would provide an im-
portant supplement to such funds and would contribute significantly to the at-
tainment of investnient objectives.

Although the bargelines must meet vigorous railroad competition in which
relatively small differences in rates can be decisive, the present revenue law per-
mits accelerated depreciation on a 5-year basis for freight cars and locomotives
but not for barges and towboats. Liberalizing depreciation allowances in a man-
ner paralleling that enjoyed by railroads would directly increase the flow of
funds available to finunce the acquisition of needed barging equipment and, at a
minor cost in revenue, make an important contribution, both directly and indi-
rectly, in the bat:le to control the cost-price inflation spiral. Advancing the effi-
ciency of water transportation 1.5t only serves to hold down the costs borne by
those moving goods by water but, as attested by the long history of vigorous
water-rail competition, exerts healthy pressures upon rail transportation for
technological innovation and operating efficiency which produce lower cost for
movements by rail as well. Thus, extending this type of tax treatment to the
barge lincs would be justified not only for compelling reasons of competitive
equity but also because it would serve the public interest well.

Granting the barge lines the 5-year tax depreciation privilege now enjoyed
by the railroads would not open the door to loss of revenues contributed by
other froms of transportation. Airlines are already permitted to depreciate
their equipment for tax purposes in 5 years or less. Many trucking companies
do the same. The Great Lakes and ocean carriers already receive a substantial
analogous benefit under the construction reserve provisions of the recently
passed Merchant Marine Act.

The tax guideline life :applicable to barging equipmcnt is 18 years. Under the
“asset depreciation range” system recently announced, the economic life of such
equipment for tax purposes will be reduced to 1414 years. This will be helpful to
some carirers, but not to others which were already depreciating on the basis of
15 years or less in conformance with demonstrable economie life.

A special survey conducted by the Water Transport Association shows the
magnitude of barging equipmeut acquisition requirements during the five-year
period 1971-75. This survey covered the six largest barging companies, and is
based upon a projection of traffic growth at the rate of 5 per cent annually,
which is conservative in relation to recent levels of demand, and replacement of
equipment at a rate {o maintain the fleet at a 15-year age.

In the 5-year period 1966-70, these six companies acquired 998 barges and 28
towboats at a total cost of about $95 million. During the 1971-75 period, by con-
trast, the projected requirements are for acquisition of 2,410 barges and 61 tow-
boats at an aggregate cost of $354 million. After allowing for proceeds from sale
of equipment, the net cost is $336 million. Over this 5-year period, cash flow (de-
fined as net income after taxes plus depreciation and other noncash expenses) is
expected to total about $175 million, assuming no changes in levels of rates or of
wages and other items of expense. Of this $175 million, the change to ADR
depreciation is expected to provide about $7 million. The total external financing
required to acquire the needed equipment totals $161 million.

Given the limitations imposed by prudent financial management upon the
debt-equity structure of these companies, however, their independent estimates
indicate that only about $89 million of this requirement is expected to be available
from external capital funds, leaving a deficit of about $72 million to be financed.
If 5-year tax depreciation were approved, the effeet would be to reduce (his
indicated deficit by about 40 percent, or approximately £29 million.

Attached as exhibit one is the financial data for the six major barge lines
surveyed.

Exhibit two represents proposed language to implement the proposal. This
proposal is already before the Senate as part of 8. 2362, the Surface Trans-
portation Act of 1971, As such it has the support of the Association of American
Railroads and the American Trucking Associations.

The attached proposal, if adopted, would remove for the railroads certain
present restrictions. The rationale for doing that is simply that the investment
tax credit proposal has no such restrictions and if the five-year amortization is
to be an alternative it should not have restrictions either.

The logislation as proposed offers to the Committee a method of limiting the
privilege to publie “for hire” carriers and excluding the so-called private carriers,
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those carriers wholly owned by a shipper. In order to qualify a carrier must be
doing 90 percent of his business on a “for hire” basis. We would not, however,
oppose having the privilege extended to the so-called private carriers.

To provide the Committee with a measure of the impact of the proposal, we
have relied on the vessel inventory of the Corps of Engincers, Transportation
Series, Volumes 3, 4 and 5, published in New Orleans. The latest publication
which provides information as of January 1, 1970 shows non self-propelled
vessels (barges and scows) totalling 19,377 with a total carrying capacity of
24,028,024 net tons.

The six companies surveyed own a total of 3,861 barges with a carrying
capacity of 5.378,426 net tons. Thus, based on carrying capacity, the six com-
panies represent slightly less than a fifth of the carrying capacity of the nation.
Hence the potential tax impact calculated for the six companies should be multi-
plied by five to get the total for the nation. Although no government statistics
exist for the proportion of private carriers, a survey of the listed companies
in the Corps of Engineers vessel inventory, makes possible an informed estimate.
In our opinion, the private companies represent about one fifth of the entire
fleet of non-self-propelled barges and scows. Restricting the five-year amortiza-
tion to the public ‘“for hire” carriers would thus reduce the tax impact by
about one fifth.

In closing, may we say that we are greatly encouraged by the prompt action
of the House of Representatives on the President’s proposal for restoration of the
investment tax credit. This is a well tested method of stimulating investment
and creating jobs. We sincerely hope that the Revenue Act of 1971 will get
favorable action from the Senate.

EXHIBIT 1.—COMBINED FINANCIAL DATA FOR 6 MAJOR BARGE COMPANIES

[Dollars in thousands)

Cost Total

Book value of transport equipment, Dec, 31, 1970: I
Acquisition cost. . el $229,657 ... ... ... ...
Reserve for depreciation. .. ... i s 119,339 $180, 318

Acquisition
Type Number cost Tota}
Total equipment outiays, 1966-70:

Barges. ... ... ... ...} U 998 $74,950 . .. . . _.
Towboats. . ... ... ... ___ O 28 $95, 820

Projections, 1971-75:1
Gross cost of equipment acquisition requlrements

ATEOS e i ieiiiaceeield Cdeiiia. 2,410 268,678 ... ... __
Towboats. .. ... .. ... .. ... $353, 023
Proceeds from sale of equipment. . . 17,

Net cost of equipment acquisition requnremnnt 336 021
Total cash flow, using ADR tax depreciation:
Cash flow usmg old tax depreciation__... "' ... ... ...... L6510 ...
increasrd cash flowdue to ADR. __ ... . . ... ... ... ... 7,290 174,941
Total external financing required. .. ... ... ... 161, 080
External cap.tal funds prudently available. . ____. .. . . . . .. . ......... 89, 083
Indicated deficit in equipment outlays using ADR fepreciation. . ... ___ .. _______._.__... 71,997
Reduction o' indicated deficit by use of 5-year tax depreciation. . ... . ... ... .. ... 29,426

t Basic assumptions: annual traffic growth rate, 5 nercent; eqb ipment replacement at 15 years; no change in rate levels;
projected equipment prices and capital funds prudeﬂtly availzble estimated independently by each company.

ExHaIsit Two

Sec. 503. EXPANSION OF 5-YEAR AMORTIZATION OF ROLLING STOCK TO SURFACE
TRANSPPRTATION EQUIPMENT

(a) IN GENERAL—Part VI of subchapter B of chapter 1 (relating to itemized
deductions for individuals and corporations) is amended by striking out section
184 and inserting in lieu thereof the following new section:
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“SEC. 154. AMORTIZATION OF CERTAIN T'RANSPORTATION IKQUIPMENT

‘‘(a) ALLowANCE oF DEpucTrioN.—Every person, at his election, shall be
entitled to a deduction with respect to the amortization of the adjusted basis (for
determining gain) of any qualified transportation equipment (as defined in sub-
section (d)), based on a period of G0 months. Such amortization deduction shall
be an amount, with respect to each month of such period within the taxabie year,
equal to the adjusted basis of the qualified transportation equipment at the end of
such month divided by the number of months (including the month for which
the deduction is computed) remaining in the period. Such adjusted basis at the
end of the month shall be computed without regard to the amortization deduction
for such month. The amortization deduction provided by this section with respect
to any qualified transportation equipment for any month shall be in lieu of the
depreciation deduction with respect to such transportation equipment for such
month provided by section 167. The 60-nmionth period shall begin as to any qual-
ified transportation equipment, at the election of the taxpayer, with the month
following the month in which such tfransportation equipment was placed in
service or with the succeeding taxable year.

“(b) HLECTION OF AMORTIZATION.—The election of the taxpayer to take the
amortization deduction and to begin the 60-month period with the month fol-
Jowing the month in which the qualified transportation cquipment was placed
in service, or with the taxable year succeeding the taxable year in which such
transportation equipment is placed in service, shall be made by filing with the
Secretary or his delegate, in such manner, in such form, and within such time, as
the Secretary or his delegate may hy regulations presecribe, a statement of such
election.

“(¢) TERMINATION OF AMORTIZATION DrbuctioN.---A taxpayer which has
elected under subsection (b) to take the amortization deduction provided by
subsection (a) may, at any time after making such election, discontinue the
amortization deduction with respect to the remainder of the amortization period,
such discontinuance to begin as of the beginning of any month specified by the
taxpayer in a notice in writing filed with the Secretary or his delegate before
the beginning of such month. The depreciation deduction provided under section
167 shall be allowed, beginning with the first month as to which the amortization
deduction does not apply, and the taxpayer shall not be entitled to any further
amortization deduction under this section with respect to such transportation
equipment.

“(d) QUALIFIED TRANSPORTATION EqQuipMENT.—The term ‘quzliiied transpor-
tation equipment’ means, for purposes of this section:

“(1) rolling stock of the type used by a common carrier engaged in the
furnishing or sale of transportation by railroad and subject to the juris-
diction of the Interstate Commerce Commission if—

“(A) such rolling stock is—

“(i) used by a domestic common carrier by railroad on a full-
time hasis, or on a part-time hasis if its only additional use is an
incidental use hy a Canadian or Mexican common carrier by rail-
road on a per diem basis, or

“(ii) owned and used by a switching or terminal company all of

whose stock is owned by one or more domestic common carriers hy
railroad, and
“(B) the original use of such rolling stock commences with the tax-
payer after December 31, 1968,

“(2) any water vessel of the type used for the transportation of property
on the navigable rivers and inland waterways of the United States (in-
cluding iugs, towboats and barges, whether or not self-propelled) if—

“/A) such vessel is used on a full-time basis by common carrier of
propertly by water, or

“(B) at least 90 percent of the use of such vessel is to transport proj-
erty by water for compensation,

“(3) trucks (including tractors, trailers, and semitrailers) of the type
used on a full-time basis for transportation of property by a common or
contract carrier subject to the jurisdiction of the Interstate Commerce
Commission.

“(e) SPECIAL RULES.—

“(1) PLACED IN SERVICE IN 1969.—If any qualified railroad rolling stock
is placed in service in 1969~ -
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“(A) the month as to which the amortization period shall begin with
respect to such rolling stock shall be determined as if such rolling stock
were placed in service on December 31, 1969, and

“(B) subsections (a) and (b) shall be applied by substituting ‘48’
for ‘60’ each place that it appears in such subsections. This section shall
not apply to any qualified railroad rolling stock placed in service in
1969 and owned by any person who is not a domestic common carrier
by railroad, or a corporation at least 95 percent of the stock of which is
owned by one or more such common carriers.

“(2) PLACED IN SERVICE IN 1970.—If any qualified railroad rolling stock
is placed in service in 1970 by a domestic carrier by railroad or by a cor-
poration at least 95 percent of the stock of which is owned by one or more
such common carriers, then subsecction (a) shall be applied, without regard
to paragraph (2), as if such rolling stock were placed in serviee on Decem-
ber 31, 1969,

“(3) ADJUSTED BASIS.—

“{A) The adjusted basis of any qualified {ransportation equipment
with respect to which an election has been made under this section,
shall not be increased, for purposes of this section, for amounts charge-
able to capital accouni for addition or improvements after the amortiza-
tion period has began.

*(B) Costs incurred :n connection with a used unit of qualified trans-
portation equipment which are properly chargeable to capital account
shall be treated as a sceparate unit of transportation equipment for
purposes of this cection.

“(C) The depreciation deduction provided by section 167 shall, despite
the provisions of subsection (a), be allowed with respect to the portion
of the adjusted basis which is not taken into account in applying this
section.

“(4) CONSTRUCTIVE TERMINATION.—If at any time during the amortiza-
tion period any qualified transvortation equipment ceases to meet the re-
quirements cf subseetion (@), the taxpayer shall be deemed to have termi-
nated under subsection (c¢) his election under this section. Such termination
shall be effective beginning with the mounth following the month in which
such cessation occurs.

“(5) METIHIOD OF ACCOUNTING FOR DATE PLACED IN SERVICE.—Ior purposes
of subsections (a) and (b), in the case of qualified transportation equipment
placed in service after December 31, 1970, the taxpayer may elect to begin
the 60-month period with the date when such (ransportation equipment is
treated as having been placed in service under a method of accounting for
acquisitions and retirements of property which—-

“(A) prescribes a date when property is placed in service, and

“(B) is consistently followed by the taxpayer.

“(G) TRANSPORTATION FOR COMPENSATION.—For purposes of subsection (d)
(2) of section 184, transportation of property for a component member of
a controlled group of corporations (as defined in section 1563) which in-
cludes the owner or lessee of a vessel shall not be treated as transportation
for compensation.

“(f) Lire TENANT AND REMAINDERMAN.—IN the case of qualified transporta-
tion equipment leased to a carrier, and held by one person for life with remainder
to another person, the deduction under this section shall be computed as if the
life tenant were the absolute owner of the property and shall be allowable to
the life tenant.

“(g) Cross REFERENCE.—

“For treatment of certain gain derived from the disposition of property,
the adjusted basis of which isx determined with regard to this scction, see
section 1245”.

(b) ConrorRMING AMENDMENT.—The table of sections for part VI of subchap-
ter B of chapter 1 is amended by striking “Sec. 184. Amortization of Certain
Rolling Stock” and inserting in lieu thereof “Sec. 184. Amortization of Certain
Transportation Equipment.”

(c) ErreEcTIVE DATE.—The amendments made by this section shall apply with
respect to taxable years beginning after December 31, 1970, and shall apply with
respg%% to property placed in service in taxable years beginning after December
31, 1970.
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SEC. 504. ELIMINATION OF MINIMUM TAX ON FIVE-YEAR AMORTIZA-
TION.
(a) IN GENERAL—Section 57 (1elating to items of tax preference) is amended—
(1) by striking out paragraph (5) of subsection (a) and
(2) by renumbering paragraphs (6), (7), (8), and (9) of subsection (a)
as paragraphs (5), (6), (7), and (8).
(b) Errecrive DATE~Amendments made by subsection (a) of this section
shall apply to taxable years ending after December 31, 1969,

The Crrairman. The next witness will be Mr. Theodore F. Brophy,
counsel of the U.S. Independent Telephone Association.

STATEMENT OF THEODORE F. BROPHY, ESQ., COUNSEL, U.S.
INDEPENDENT TELEPHONE ASSOCIATION

Mr. Bropuy. Chairman Long, honorable members of the Senate
Finance Committee, my name is Theodore F. Brophy. I am executive
vice president and general counsel of the General Telephone & Elec-
tronics Corp. and I am appearing here on behalf of the U.S. Inde-
pendent Telephone Association.

We are seeking no special privileges for the telephone industry but
we are seeking to avoid discrimination against the telephone industry.

H.R. 10947 as passed by the House limits telephone companies
to a 4-percent investment tax credit as against the 7 percent given to
their competitors.

As Chairman Long well knows, from the debsates on the 1964 act,
and particularly section 203(e), at that time the distinction between
the 7-percent credit utilities and the 3-percent credit utilties under the
1962 act was based upon the concept that certain utilities were more
subject to competitive pressures than others.

Since 1962 there have been strong new competitive pressures devel-
oped in the telephone communications industry. These competitive
pressures fall into two classes: competition in the provision of service
and competition for the raising of capital.

Since 1962 in the competition for the provision of service there are
various forces which are new. Private microwave systems are today
competing with the systems provided by telephone companies. For
example, ARINC, Acronautical Radio, Inc., recently announced a
proposed $250 million private communications system to serve the
airline industry. This business would, of course, be taken away from
ithe telephone industry.

Customers may now, after the decision of the FCC recently in the
‘Carterfone case, own their own telephone equipment and attach it or
-connect it to the telephone system. The equipment may be in terms of
a major system or it may be a small, individual item of equipment.

Special purpose common carriers may be licensed by the Federal
‘Communications Commission to provide long distance voice or data
-communications over microwave systems in competition with the tele-

hone companies ; and the administration has recommended the licens-
ing of satellite systems in competition with communications systems
of the telephone industry.

In short. since 1962 a whole new competitive atmosphere has
developed.
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In our testimony before the House Ways and Means Committee we
emphasized this service competition, and we believe that we were suc-
cessful at least in bringing this matter to their attention and vhey at-
tempted to remedy the discrimination which we suggested would exist
if telephone companies were not. given the same credit as other indus-
trial companies.

They attempted to remedy it by, first of all, increasing the invest-
ment tax credit from 3 percent to 4 percent and also by changing the
definition of public utility property.

The definition, however, is not broad enough to protect the telephone
companies from diserimination in favor of other modes of communi-
cation service; but in addition the 4 percent credit obviously was
discriminatory as compared to the 7 percent credit and no relief was
provided for the competition in the money market.

Telephone companies are capital-intensive and by this I mean tele-
phone companies cannot conceivably raise from their own earnings the
amount. of money that they need to provide service. Tn my own com-
pany, General Telephone & Electronics Corp., over the next 5 years
our estimated construction budget will run $6.3 billion. Of that amount
only $2.7 billion can be internally generated whereas the balance of
$3.6 billion will have to be raised through the sale of securities to the
public.

For these funds we will be in competition with other companies,
companies which are getting the 7 percent investment tax credit,

Telephone companies, perhaps, beyond all other industries have been
the victims of, rather than the cause of inflation. We have been victims
in terms of high costs of capital and higher costs of equipment.

In preparing for this testimony I ran across some rather shocking
figures.

In 1960 our average investment in plant in our company for each
new telephone main station was $477.

In 1970, it cost us $3,313 to put in each new main station. This meant
that our average investment in telephones from 1960 to 1970, went
from $455 per station to $1,036 per station, while at the same time our
imbedded cost of capital was going from 4.46 percent in 1965 to 6.10
percent in June of 1971, with the current cost of bonds in June of—
cost, of money on the sale of bonds in June of 1971, at 8.45 percent.

Now the result of these ravages of inflation upon the telephone in-
dustry has been that the market for our securities has recognized the
problems that are being created by inflation. Our interest coverage in
our company, for instance, since 1966 when it was 3.74 times earnings
of interest, i other words, the earnings before taxes were 3.74 times
the interest requirement, had dropped to 2.5 times earnings interest
requirements in 1970. That, is a reduction of 9.6 percent a year and
trending that on we would reach a point in the first quarter of 1973,
where we would no longer be able to finance construction through the
sale of debt security having fallen below the 2.5 times coverage re-
quired by our indentures.

The same phenomenon, of course, is being experienced by all other
telephone companies; we are not unique in this respect. Our ability to
raise capital in the future and the health of the telephone industry
depends on our ability to compete with other industry. Tt is imperative



158

that we not be saddled with taxes that are unfairly weighted against
the telephone industry.

Telephone companies have a competitive disadvantage in providing
service by reason of the—or would have a competitive disadvantage of
providing service by reason of the 4-percent credit provided in the
House bill as against the 7-percent credit available to our competition.
The fact that we would have this disadvantage would also be reflected
in the market’s evaluation of our securities.

The effect of the 4-percent credit versus the T7-percent credit, of
course, would be that larger users of communications services would
elect to provide their own services, and the burden would therefore
be shifted to the smaller user. As the cost of communication service in-
creased in this manner there would be a snowballing effect with smaller
and smaller users able to afford their own equipment, and the ultimate
burden remaining on those people, the homeowner who could least
afford to bear the burden.

The marketplace has already recognized the effect of inflation on the
telephone industry in the devaluation of their view of the utilities’
securities value. In 1963, utilities, as a whole, commanded a premium
over industrials, and their price/earaings ratios were 113 percent of
the average price/earnings ratios of industrials. In this year that
percentage has dropped to 65 percent so that utilities® price/earnings
ratios arc approximately 65 percent of the price/earnings ratios of
industrials.

We believe communications services are vital to this country. We be-
lieve that the telephone company common carriers, if permitted a fair
opportunity to compete, can provide that service in the most economical
manner to the people of the United States, and all we ask is that fair
opportunity to compete.

If the Government’s concern is, as we expect it may be, the revenue
effect of granting the 7-percent credit to the telephone companies,
we suggest that it should not solve this problem by diserimination
against the telephone companies but by making whatever adjustment
may be necessary in the rate of the credit so that it may be spread
fairly and equitably over all industry.

Thank you, Mr. Chairman. If there are any questions I would be
glad to answer them.

Senator Cuxrris. Would you give us some illustrations that we can
understand of where business or individuals provide their own com-
munications systems?

Mr. Broriry. Yes, Senator Curtis. I think probably the most dramatic
one was the one I mentioned of ARINC. That proposes to construct
a $250 million system to serve the airlines rather than take their service
from us.

Senator Curris. Will that be radiotelephone?

Mr. Bropuy. That would be microwave, radio, landlines, switching
systems, a complete internal communications system.

Senator Curtss. Now, that would be the combined airlines or a single
airline would do that ?

Mr. Broruy. ARINC serves as the communications arm for all the
airlines.

Senator Curris. As the House bill is written, what investment credit
would they get forthat?
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My, Broruy. They would get a 7-percent credit.

Senator Curris. But if the regulated telephone company provided
it, they would come under the 4 ?

Mr. Broruy. They would get a 4-percent credit.

Senator Curtis. Are there any smaller illustrations that are occur-
ring in most of our communities ¢

Mr. Broruy. Yes; yes, there is strong competition in the provision
of PABXs, private automatic branch exchanges, the kind of a switch-
board you find in an office or hotel or motel.

There has been a trend in the hotel and motel business of buying
their own switchboards rather than taking the switchboard service
from the telephone company. Under the circumstances if the House
bill were enacted into law the motel or hotel would have an incentive
to purchase rather than take from the telephone company since the
purchaser of the switchboard would get the 7-percent credit whereas
the telephone company would have only 4-percent credit providing
the same cquipment and service.

Senator Curris. You use the term “switchboard ; does that include
telephone instruments and wiring and other things in the building?
What is usually meant by the term?

Mzr. Brormy. That would include the entire installation within the
building ; yes, Senator Curtis, the telephone instruments, the wiring.

Senator Curris. Before these recent decisions whereby they could
do that and demand and receive a hookup from a regulated utility,
what was the custom?

Mr. Broeiry. Prior to 1968, when the Federal Communications Com-
mission decided the Caréerfone case, there were tariff prohibitions
against the interconnection of customer-owned equipment with the
telephone network and, therefore, it was not practical or possible for
the customer to own his own equipment and interconnect it with the
telephone network; and this is one of the major changes in the com-
petitive nature of the industry that I mentioned in the beginning of
my testimony.

Senator Curris. Prior to 1968, if somcone built a new hotel, the
wiring and the telephone instruments, exclusive of the switchboard,
who built that?

Mr. Broruy. Prior to 1968, the telephone instruments, wiring, and
switchboard would all be owned by the telephone operating company.
1f the hotel elected to own its own switchboard it would not at that
time have been able to get into the outside world, even to the tele-
phone network, so as a practical matter it would not own its own
equipment.

Senator Curtis, That is all, Mr. Chairman.

Senator BenNETT. I have just one question, while we are waiting
for the chairman.

It seems to me about 10 years ago I spent a night in a Las Vegas
hotel and that hotel had these foreign telephones which are activated
when you lift them up. It was the first time I had ever seen them.
You mean to say when they purchased instruments of that kind they
shut themselves off from the outside connection? I am sure they
didn’t.

Mr. Broeuy. I believe those were foreigu instruments that were
purchased by an independent telephone company serving in that area,
Senator, and were not owned by the hotel at that time.
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Senator BENNETT. I see.

Mr. Bropuy. There is increasing foreign competition in the sale of
telephone equipment and our competitors the Japanese have been mak-
ing a market in the sale of telephone equipment in the United States,
and I think this is another reason why the American manufacturer in
selling to the telephone companv and to the telephone company's com-
petitors need the 7 percent credit to encourage the purchase of Ameri-
can-made equipment. Japancse switchboards are now heing offered and
sold to hotels and motels and even being used by some operating tele-
phone companies because they have an obligation to the public to pro-
vide equipment at the lowest possible cost.

Senator Bex~err. That satisfies my cariosity. I began these hear-
ings and I might as well close them.

Mr. Bropuy. Thank you.

Senator Bexnerr. Thank you, very much.

(Mr. Brophy’s prepared statement follows:)

PREPARED STATEMENT OF THEODORE I, BROPHY ON BEIHALF or UNITED STATES
INDEPENDENT TELEPHONE ASSOCIATION

The United States Independent Telephone Associntion has asked to appear
before this Committee because it is vital to the health and development of the
dependent telephone industry that the proposed jobh development investment
credit not discriminate in rate against telephone companies in favor of their
unregulated competitors. H.R. 10947, as passed by the House of Representatives.,
limits telephone companies to 492, a discrimination that eannot be rationally or
fairly justified in 1971,

(1) In vicw of the revolutionary development of competition in the rommu-
nications industry since 1962, telephone companics should receive the job develop-
ment credit at the same full rate applicable to other competitive businesses;

(2) If, however, the full job development credit is not made available to tele-
phone companies, the lesser rate should be made applicable to all property of the
type used by telephone companies in furnishing communications services to the
public so that telephone companies and their competitors, regulated and unrcg-
wlated, compete on the same basis; and

(3) No flzel deadline should be imposed on regulatory commissions for adapt-
ing their ratemaking treatment to the standards required of public utilities in
the bill.

* * *® * * * *

The United States Independent Telephone Association (USITA) is a trade
association representing 959 of the Independent (i.e., non-Bell) segment of the
telephone industry consisting of 1843 companies serving over one-half the geo-
graphical service area of the United States. Its companies, which have 1,380.000
stockholders, employ directly 150,900 employees in telephone service alone. The
entire telephone operating industry, including the Bell System, employs a million
persons, with hundreds of thousands more involved in equipment manufacture,
directory production and distribution, and related activities. The size of USITA's
member companies ranges from General Telephone & Electronies Corporation,
which currently serves nearly 10,000,000 telephones, to members which have as
few as 100 telephones or less in service.

Appearing on behalf of the Association today is Theodore F. Brophy, Execu-
tive Vice President and General Counsel of Genera! Telephone & Electronics Cor-
poration, a nationwide telephone company with headquarters in New York City,
who is intimately familiar with the competitive situation facing the telephone
industry today.

Introduction. In testimony before the Ways Means Committee on this bill,
USITA presented testimony on the rapid growth of competition facing regu-
lated telephone companies in all phases of their activity. Apparently, the Ways
and Means Committee was in agreement with this presentation, for it found
that the telephone companies are encountering “. . . increased competition from
other regulated companies and, in the case of many of their products, from un-
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regulated companies as well.” See H. Rep. No. 92-533, p. 24. The Committee on
Ways and Means did not make the full 79, rate applicable to telephone com-
panies, but it attempted to meet the competition problem by providing that the
49, rate would be applicable to others providing regulated “communications serv-
ices”. The method, however, does not meet adequately the problem occasioned by
the wide-spread nature of the increased competition, inasmuch as the 79, rate
will be available with respect to competing communications equipment in the
hands of non-regulated companies, and private indvstrial users.

The Bill as passed by the “Iouse of Representatives does not impose the 4%
rate on all regulated utilities, rather it excludes those that were thought to be
competitive back in 1962. Regulated transportation companies, for example, were
then (and would now be) given a full eredit because they are “not only competi-
tive among themselves at given regulated prices, but also must compete with
private truck fleets, private airplanes, and other transportation facilities oper-
ated by industrial corporations which would be eligible for the [full] credit.”
Testimony of former Secretary of the Treasury C. Douglas Dillon at Hearings
Before House Committee on Ways & Mceans on President Kennedy’s 1961 Tax
Recommendations. 87th Cong., 1st Sess. (1961), 256-257. The same description
applies to the telephone industry in 1971,

The Telepkone Industry Today is Highly Competitive and Will Become More
Competitive in the Near Future. An examination of the facts will show that a
dramatic change has taken place since 1962, particularly within the last 3 veuars.
that has transformed the regulatory and competitive environments in which
telephone companies operate. The telephone industry today is faced with sub-
stantial competition from unregulated competitors, competition that is sure to
inerease even wore rapidly in the future under a new regulatory philosophy.
Today, unlike 1962, industrial corporations may purchase voice and data equip-
rtent that interconnect with the telephone network, and indeed cntire private
communications systems, to replace facilities once provided exclusively by tele-
vhone companies. Unlexs these faels are recognized, many telephone companies
will be unable to compete with unregulated suppliers of such equipment under a
tox structure with a built-in competitive disadvantage against the telephone
indnstry—and consequent detriment to the public.

Until recently, it had long been thought that competition in the field of com-
munication services was wasteful and inefficient. Public regulatory agencies were
created to substitute for the market forces that ordinarily govern cconomic de-
cisions in a free enterprise economy so that the efficiencies of a monopoly could
be realized while safeguarding the public interest.

The “information explosion” and extraordinary technological progress in the
communications field in recent years have shattered traditional modes of thought
about the telephone industry. FEconomists and regulatory bodies are no longer so
certain that the public is best served when government rather than open com-
petition determines the price of communications services. As a result, a new
competitive philosophy is emerging which already has placed the telephone com-
panied in competition with unregulated firms in the most rapidly expanding areas
of the communications business.

The new competitive philosophy and its impact on the future of the telephone
business was succinetly put to members of USITA by the Chief of the Federal
Communication Commission’s Common Carrier Bureau at USITA’s 72nd Annual
Meeting in Washington, D.C. on October 21, 1969 :

“You are a vital part of an industry which is going through a period of change
unlike anything that has been experienced in the past. The changes I refer to
affect the basic strueture and pattern of communication supply and demand in
this nation. They are changes which tend to have far-reaching and lasting im-
pact upon the future role of the telephone industry and at the same time are
generating a number of basic regulatory and policy issues,

* * * * L ] L] »

“Your industry is being put to the test as to its ability to rise to the challenge
of the new technologies and the customer demands they stimulate for efficient
and economic new services. You must be expected to meet these challenges or to
stand aside that others may do so. And it is becoming more apparent every day
that in both the areas of local and inter-city services, there are others who are
willing and capable of entering the field and who will contest your claim ta
exclusive occupancy. It is also apparent that they are prepared to enter and
compete for the new, as well as existing markets.”

68-333—T71—pt. 1—12
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Events have more than justified the prophecies made to USITA at its 1969
meeting.

Actually, the FCC began to implement the new competitive philosophy in 1968
with its landmark decision in the Carterfone case, 13 1.C.C. 2d 420 (1968), pet.
for recon. denied, 14 ¥.C.C. 2d 571 (1968). In Carterfone the Comuniission sub-
Jected regulated telephone companies to competition from outside suppliers of
devices designed to interconnect public telephone systems with privately-owned
systems of communication. This decision has led to increasing and intensive
eompetition on billions of dollars worth of telephone equipment and communica-
tions systems formerly owned and supplied exelusively by regulated telephone
companies, For exawnble, the monthly interconnection reports filed by the Bell
Hystem with the Federal Communications Commission disclose that as of Feb-
ruary 27, 1969 it supplied 141 units to permit interconnection of customer-owned
equipment with its system, By May 1971 it provided 27,776 such units, No doubt,
there has been further inerease since May and the phenomenal rate of increase
can be expected to continue over the next few years.

In another revolutionary decision, the I'CC has granted an application to con-
struet a radio relay system on the high-volume route between Chicago and St.
Louis for the availability of the general public, even though this route is pres-
ently served by telephone and telegraph companies. Microwave Communications,
Inc,, 18 F.C.C. 2d 953 (1969), affirmed 21 F.C.C. 2d 190 (1970), and 27 F.C.C. 2d
380 (1971). As of June 30, 1970, there were 6,280 authorized microwave stations
operated by regulated telephone and telegraph companies. Since the decision in
Microwave Cnommunications, Inc., applications have been filed for more than
1800 microwave stations on high volume routes to be operated by competitors of
the regulated communications companies.

This field was further opened to unbridled competition in a May 1971 FCC
policy decision allowing virtually unlimited entry into the “specialized com-
munications field.” See¢ 36 Fed. Reg. 11144 (1971). It is significant that the
Commission stressed in this policy decision that existing carriers (i.e., telephone
companies) would be permitted to compete fairly and fully in the sale of spe-
cialized services, and that in directly competitive situations, the Commission
would not oppose departure from uniform nationwide pricing practices. The
Cominission stated that there should not be any “protective umbrella” for the
new entrants, nor any “artificial bolstering of operations that cannot succeed
on their own merits.”

Developments in microwave communications have enabled large companies
to by-pass the existing telephone network by building their own systems. For
example, it has recently come to public attention that the airlines, through Aero-
nautical Radio, Inec., are considering establishing their own nationwide com-
munications network which would require a capital investment on the order of
a quarter of a billion dollars.

Communication by industrial radio (not including aviation and marine) has
increased from 92,713 authorizations on June 30, 1962 to 220,732 on June 30.
1970. Compare F.C.C. Annual Report 1962, page 97, with F.C.C. Annual Report
1970, page 262. Since the FCC decided in February 1971 (Preston Trucking (fom-
pany, Inc., Docket No. 19309) that a non-regulated licensee could share its fa-
cilities with other users, this category can be expected to expand further, both
in terms of number of authorizations and volume of business.

The new competitive philosophy is also embodied in open competition among
regulated and unregultted firms for satellite communications systems. The Kco-
nomic Report of the President transmitted to Congress in February 1970 stated
in this regard that:

“Long-distance communications may be entering a new and more competitive
era with the development of satellite communication systems. ¥conomies of scale
in the operation of satellites do not appear to be sufficient to bar competitive
operations. Hence the Administration has recommended to the FCC that multi-
ple domestic satellite systems be authorized and that restrictions on entry be
applied only where they are necessary to prevent undue interference. It is the
Administration’s hope that increased competition 10ill eventually meke it possi-
ble to let market forces assume more of the role of detailcd regulation.” (Em-
phasis added).

It is evident that a discriminatory tax credit for the telephone industry works
at cross-purposes with the Administration’s and the F'CC’s new competitive phi-
losophy. For, “market forees will not be able to assume the role of detailed regu-
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lation” if the telephone companies’ unregulated competitors are given an “artifi-
cial bolstering of operations that cannot succeed on their own merits” that the
FCC recently eschewed. Indeed, dual and discriminatory rates will distort the
very purpose underlying the new competitive philosophy.

It is not possible to identify or quantify areas of telephone company services
which are free from the impact of competition. This evolving competition has been
so pervasive that we have been unable, despite earnest effort, to define or segre-
gate the portion of telcphone business now open to competition. As we stated in
response to direct questions during the Ways and Means Committee hearings :

“The nature of competition facing telephone companies today is such that it
affects literally the entire telephone network and all its facilities, including trans-
mission equipment, switching equipment and terminal equipment. Recent Fed-
eral Communications Commission decisions and policy statements have enabled
the establishment of communication facilities and networks not owned by the
telephone companies, which can satisfy virtually all the needs of customers
throughout the country in direct competition with the existing telephone
network . . .

Further, . . . the loss of the high volume business presently available to the
telephone companies from large users of communications services, which would
be accelerated by a discriminatory job development credit, will necessarily make
it more expensive for the telephone companies to serve the small user. Indeed,
for many of the smaller telephone companies which depend upon a few large
users in their areas to support low cost telephone services to the rest of the publie,
the loss of large users could have a disastrous impact. For many of these com-
panies, the issue here could well be a question of survival.”

It would Be¢ Inconsistent 1with Past Practice ‘o Establish a Tax Credit that
Favors Unregulated Competitors. Both Treasury and the Congress have been
sensitive to discriminatory application of the tax laws. As pointed out earlier, the
1962 investment credit carefully distinguished between regulated utilities that
faced competition from unregulated industries (to whom the full eredit was
available) and the so-called “monopolistic” utilities that, in 1962, did not face
a competitive disadvantage as a result of a smaller investment credit.

In fact, this Committee and the Congress have previously shown concern for
the ecffect of the tax laws on developing competition between telephone com-
panies and unregulated manufacturers with regard to privately-owned commu-
nications systems which was evident as far back as 1965. In relieving telephone
company subsecribers of the 109 telephone excise tax on telephone-company-
provided private communications facilities in the Excise Tax Reduction Act of
1965, the Committee explained that:

“[The 109 excise tax] has presented problems under present law because of
competition from untaxed private equipment performing similar services. The
telephone companies presently are losing intrapremise business (and interprem-
ise business within local areas) to those providing telephone and microwave
equipment which can be purchased and operated by the users themselves. Instal-
lation of equipment in this manner is accompanied by a reduction in the service
from the local telephone company. Businesses installing their own internal com-
munications systems in this manner avoid the tax on the telephone company’s
charge for both equipment and services. With the ever-increasing number of
varied services which modern science makes it possible for telephone companies
to provide, the tax on private communications systems 1epresents a severe com-
petitive handicap to the expanded use of these new and varied services.” Sen,
Rep. 824, 89th Cong., 1st Sess. (1965) p. 36.

As noted above, the area of competition has eapanded greatly since that time
and will expand even more in the near future. Certainly at the time of enact-
ment of a new credit, Congress will wish to make sure that it is not weighting the
scales of competition against the telephone companies by holding them to a lesser
rate.

The Burden of Discrimination Against Telephone Companies Will Fall on
Small Business and Individual Users, If there is discriminatory application of
the investment credit against the telephone companies, the weight will not fall
evenly on all customers. Large business users will be able to get the benefit of
the full credit by using their own telephone equipment or turning to non-
regulated suppliers. Individual and small-business telephone users, who cannot
as a practical matter take such a step, must pay the higher cost.
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In fact, the cost effeet on the small users would be magnified. The full invest-
ment credit would siphon off the large-volume customers and heavy users of
long-distance toll service, leaving the telephone companies to serve the low-
volume customers. By skimming off the cream of telephone users, the competitors
would necessarily force the telephone companies to increase their rates to cover
the higher cost of providing service te the balance of the public,

A Full Job Development Credit Will Promote Use of Domestic Telephone
Equipment. The United States telephone equipment manufacturing industry is
facing inecreasing competition from equipment manufacturers in foreign coun-
tries. United States imports of foreign-made switching equipment and other
telephone equipment has increased dramatically in recent years. The competitive
position of United States companies manufacturing telephone equipment would
be improved by granting the full investment credit, and telephone operating
companies would be encouraged to purchase equipment manufactured in this
country.

A Jaob Development Credit Will Increase Telephone Company Investnment. One
argument advanced in 1962 for providing a lower tax credit for “monopoly”
utilities was that the growth of utilities was dietated by the demand for their
services subject to the guiding hand of the regulatory commissions; thus it was
suggested that the growth would not be affected by a tax stimulus.

It was assumed in 1962 that utilities already had sufficient plant and access
to capital to meet the present and future needs of customers without a full
tax credit. For example, the Treasury memorandum which attempted to justify
direriminatory treatment of utilities stated that there were already high levels
of execess capacity in the case of electrical utilities. Senate hearings on H.R.
10650, 87th Cong., 2d Sess. (1962), 129 (Part 1), The blackouts and brownouts
that have occurred since that time show just how fundamental a misunderstand-
ing that was., While the United States has long been the world leader in standard
of telephone service, we all know that in a number of places in this country,
telephone companies have been unable to make the capital investment necessary
to give customers the quality and volume of service which the companies wish
to provide and to which their customers are entitled.

Tn theory, the regulatory agencies should he able to set telephone company
rates at a level adequate to enable the companies to receive and attract sufficient
capital to provide for modernization and expansion of service. As a practical
matter, regulatory agencies have recently been no more able to provide an
adequate level of capital for modernization and expansion than have the board
of directors of unregulated industries. The regulatory agencies are faced with
political pressures to keep rates as low as nossible at a time at which interest
rates have risen to extraordinary heights and the capital needs of the telephone
companies are at unprecedented levels. Even where a regulatory agency attempts
to balance these requirements, there is the inevitable ‘‘regulatory lag” between
the time that the need for greater funds arises and the time at which rates to
produce these funds can be put into effect.

As a result, telephone companies are faced with an acute need to raise capital
in competition with unregulated industry. But at the same time we are entering an
era when some telephone companies are encountering difficulties in meeting in-
terest coverage requirements because of higher interest rates and lower earnings.
A discriminatory job development eredit would compound the problem by enhanc-
ing the attractiveness of non-regulated companies in the eyes of investors and
placing securities of the telephone companies at a competitive disadvantage in
the securities markets.

A full direct tax credit will be of substantial assistance in meeting these prob-
lems by offering a prompt assured source of capital and lessening demands on
the capital market. The response of telephone companies, no less than in the case
of unregulated business, will be to respond with the increased capital investment
that is the objective of the job development credit.

The Prohibition Against Flow-through Embodied in the House Bill Insures
That the Taw Savings from the Credit Will Be Available for Capital Investment.
Another major argument advanced in 1962 to justify discriminatory treatment of
regulated utilities was that the credit would be passed on to consumers in the
ratemaking process and thus would not be available for capital investment as
intended by Congress. But experience has shown that the solution to that problem
is not to diseriminate against utilities by denying them benefits offered to other
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taxpayers but rather to limit the “flow-through” of the credit through Congres-
sional action.

When Congress learned in 1964 that some Federal agencies were requiring an
immediate flow-through of the 1962 investment credit to customers of regulated
industries, it responded by prohibiting such action in Section 203(e¢) of the
Revenue Act of 1964.

A somewhat similar situation arose in 1969. Regulatory agencies were succumb-
ing to the lure of lowering rates by flowing through the tax savings from acceler-
ated depreciation to utilities’ customers. Indeed, some agencies had gone so far as
to impute accelerated depreciation to companies that had remained on a straight-
line basis for tax purposes. This undercut the reasons for accelerated deprecia-
tion and had an immediate significant adverse effect on the Federal revenue
because the Government lost not only the tax attributable to the additional
depreciation but also the tax it would have received had the rates not been re-
duced. Initially the Committee on Ways and Means concluded that it would be
necessary to limit public utilities to straight-line depreciation for future prop-
erty acquisitions, Press Release, July 25, 1969, p. 8.

However, on further consideration the Committee concluded that “this would
place regulated utilities at an unfair competitive disadvantage, both in terms of
the sale of their products or services and their attractiveness to equity investors.”
H. Rep. No. 91413, p. 132, Accordingly, the Committee adopted what has now
become Section 167 (1) of the Code which had the effect of “freezing” the then-
existing situation by preventing any further shift to flow-through.

Similarly, when the Treasury announced earlier this year its proposal for an
Asset Depreciation Range system (“ADR”), it was stated that ADR would not
apply to public utility property pending further study. When the utilities made
clear to the Treasury that their capital requirements and depreciation needs
were similar to those of unregulated industries, the Treasury in its final regula-
tions provided that public utility property would be included in the system if
the tax savings therefrom were not flowed-through to customers.*

The House of Representatives has wisely followed these precedents in H.R.
10947 to adopt provisions which insure that the benefits of the job development
credit are equitably shared by investors and customers. We strongly approve
this approach, but we have an important technical amendment with respect to
the timing of regulatory action which we think is necessary to insure that the
credit not be lost inadvertently due to an omission of a regulatory commission
to act promptly and correctly.

The Proposed April'l, 1972 Date for Conforming Action by Regulatory Bodies
May Become a Trap to Deprive Telephone Companies and Their Customers of
the Credit on Procedural Grounds. The Ways and Means Committee Report
(page 26) gives the reason for the use of the April 1, 1972, date (after which
the ratemaking accounting conditions are to be applicable, but not before) as
follows:

“The wide variety of practices followed among the States and local regulatory
agencies, makes it imperative that some time is allowed for those agencies to
conform their practices to one of the permited options under this bill. In recog-
nition of this matter, your committee had determined that these provisions
are noi{ to apply until April 1, 1972.”

While we agree that it is reasonable to allow the various regulatory agencies
a reasonable time “to conform their practices to one of the permitted options
under this bill,” the nature of the regulatory process requires that the regulatory
agencies have ample time for this purpose without regard to any arbitrary
cut-off date.

Ratemaking involves the determination of rates to be charged in the future,
based upon the experience of a past test period, with adjustment for known
or reasonably forseeable changed conditions to be experienced in the future,
e.g., wage increases. The application of an arbitrary cut-off date for regulatory
action is entirely inapposite to this process. (It is not clear, for example, what
regulatory steps would be required to qualify a telephone company now oper-
ating under a test period during which there was no investment credit.) It

*It should be noted that if necessity arises for choosing between ADR and the job
development credit, telephone companies participate fully in ADR and must participate
fully 1nhthe job development credit to make equitable any trade-off between the two
approaches.
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should be sufficient that the company’'s election of one of the options in the bill
be accepted in the next rate proceeding.

Further, in rate proceedings pending upon enactment of the bill, a deter-
mination of the rate treatment to be accorded@ the credit would normally not
actually be implemented nuntil final decision. In some pending cases, this could
not be accomplished by April 1, 1972. Where no prouceeding is pending, the
danger of delay is even more acute. Even where the regulatory commission
takes interim acton to approve practices conforming to one of the permitted
options under the bill, there may be a question whether such action is truly
effective prior to the final rate decision.

Insertion of an effective date dependent on formal affirmative action by the
agency may actually have the effect of postponing such rate treatment to a
period beyond that contemplated as necessary for the regulatory commissions
to conform their practices to one of the options set forth in the bill, since as
a practical matter, it is difficult to make a telephone rate order truly retro-
active, i.e., to April 1, 1972.

The essence of what is required to protect the publie, the tax revenues, and
the tclephone companies is that henceforth no regulatory Ubody shall takce
affirmative action to use the job development credit to adjust rates, except to the
extent permitted in the bill. We do not believe a cut-off date is necessary to
accomplizh this result.

We point out that, although a similar problem existed with respect to ac-
celerated depreciation under Section 167(1) in the 1969 Act, no separate
effective date was included in the law or regulations. The favorable experience
of the telephone industry and the Treasury in this regard under the 1969 Act
indicates that some flexibility is required and there should not be a separate
effective date or separate ratemaking periods imiposed on adoption of necessary
accounting rules.

Thig is a complicated technical subject which requires a great deal of regula-
tory expertise as well as knowledge of legislative drafting. Our representatives
will make themselves available to the staff of the Committee in an effort to
work out language that will preserve the intent of Congress without setting
unnecessary traps dependent on the vagaries of the regulatory process.

Senator BENNETT (now presiding). The last witness is Mr. J. W.
Van Gorkom, president of the Trans Union Corp.

STATEMENT OF J. W. VAN GORKOM, PRESIDENT, TRANS UNION
CORP., CHICAGO, ILL.

Mr. Vax Gorxom. Mr. Chairman, thank you. I am not going to
read my statement but I am here to call attention of the committee
respectfully to an inequity that exists in the law ag presently drafted
on the investment tax credit, which tends to discourage rather than
to encourage investment in new equipment.

T have presented a statement which T ask to be received.

I want to amplify that statement because there is a rather peculiar
situation, unique in our industry perhaps that gives rise to this in-
equity and I would like to explain it and also give the committee
members a chance to ask questionsif they wish to.

I am the President of Trans 1Tnion Corp.. and our largest subsidiary
is known as Union Tank Car Co. Its business is the manufacture and
leasing of railway tank cars. We lease these to petroleum, chemical.
food, and fertilizer companies.

Our business grows out of the peculiar fact that the railroads do
not supply tank cars. If you want to ship any product on a railroad
other than a liquid, the railroad will almost invariably supply the car.
In the case of liquids, for historical reasons they have never supplied
these cars, so for over 80 years we have been providing tank cars to
the petroleum, chemical, and other industries that need them.
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Our supplying of these cars, I want to make clear, is on a leasing
basis. We have some 40,000 of them, incidentally, and it is not a fin-
ancing lease. We don’t just provide capital. We build these cars. We
have a string of repair shops throughout the United States and we
spend over $10 mi]}ion a year in repairing these cars. We ourselves
have approximately 23 percent of all of the tank cars in the United
States; other leasing companies have most of the rest.

Senator Curris, May I ask a question ?

Do you get into the increased depreciation allowance that was
enacted within the last 2 years?

Mr. Vax Gorkon. You mean that the 5-year depreciation for rail-
road equipwment?

Senator Curtis. Yes.

Mr. Vax Gorxkom. No, we do not obtain that benefit. It is restricted
to the railroads.

The tank car is an unusual piece of equipment; it has an average
physical life of about 25 to 80 years and probably cloze to 30 years.
We keep it in full vepair go that when it is 20 years old or 25 it is for
all practical purposes as good as a new one and performs the same
funetion.

Our rents for these cars are based on the assumption that we will be
able to keep that car leased over most of its life with short periods of
inactivity.

As the bill is now drafted, and growing out of the same situation
that existed in the prior investment tax credit, the lessee can receive the
investment tax eredit and he can keep the entire credit if he uses the
equipment for at least 7 years under the proposed bill.

The philosophy of letting the lessee have the credit is based on the
assumption that in many cases it is the lessee, the man who leases the
equipment, who provides the stimulus to industry to build that equip-
ment; and in many cases that is true. Certainly in the case of a finance
lease, 1t is the lessee who bears the real burden of ownership.

Unfortunately, that is not true in our case. We have the basic dis-
parity of a 30-year useful life of an asset with rents based on that life,
and yet a credit earning period of only 7 years.

The problem arises in this way : If one of our lessees leases a car from
us for 7 years he can carn the entire investment tax credit. At the
end of the 7 years he then wants a new ear, even though the old
car is prefectly good, because if he gets a new car he gets a new credit,
and we are left with the car which hus been used for only 7 years
and which has considerably less value in the marketplace for future
leasing. The car, for all practical purposcs, has suffered a substantial
amount of premature and artificial obsolescence.

If we keep the credit, we have reduced the rent: we have done so
during the entire existence of the past investment tax credit. When
we were perinitted to keep the credit we vedrced the rent.

We still are in favor of the lessee getting the credit if he assumes
enough of the responsibility of the asset in order to earn it and.
frankly, our proposed correction is merely to require that a lessee
who wants the credit must take a lease thut coers a substantial portion
of the life of the asset.

We have provided in my statement some proposed language which
we believe would do that. ' )
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I want to emphasize that I feel so strongly about this inequity and
the problems which it creates in our industry and the disincentive it
creates for investment that I would personally prefer not to have the
investment tax credit at all rather than have it 1n its present form.

That is all T have to say.

Senator Curtis. Is the language that you suggest language that is
frequently used?

Mr. Van Gorkoy. We have

Senator Curris. The regulations and elsewhere?

Mr. Van Gorkoy. We have tried to use terms which would be easy
to administer by the Treasury Department; yes, if that is what yvou
mean.

Senator Bex~err. Is it contained in your statement ?

Myr. Vax Gorkoar. It is contained in the statement at the end, the last
page, I believe.

Senator BENNErT. Any other questions?

Senator Currrs. Well, your recommendation goes to who gets the
credit, the investment credit. It will not add to nor detract from the
revenue picture either way; will it 2

Mr. Vax Gorxoar. That is correct, sir.

Senator Bex~err. We thank you very much.

Mr. Van Gorkom. Thank you.

(Mr. Van Gorkom’s prepared statement follows:)

PREPARED STATEMENT OF J. W. VAN GORKOM, PRESIDENT, TRANS UNION
CORPORATION, CHICAGO, ILL,

IamJ. W, Van Gorkom. I am President of Trans Union Corporation, Chicago,
11linois. The problem with which I am dealing in this statement arises in connec-
tion with Trans Union’s wholly owned subsidiary, Union Tank Car Company,
and the business of that subsidiary, which is the manufacturing and ieasing of
railroad tank cars.

INVESTMENT CREDIT ABUSE IN THE CASE OF SHORT TERM LEASES OF LONG-LIVED
ASSETS

In the case of a short term lease of long-lived assets—which is the case with
most Union Tank Car leases—permitting the investment credit to pass to the
lessee creates a situation in which the credit operates as a disincentive rather
than incentive to investment.

The situation arises because :

(1) There has been created an artificial situation in which the c¢redit does not
necessarily reside with a party who realistically “creates the demand” for pro-
duction. In the case, for example, of a 5 year lease of a car which will last 25
vears, the lessee may contribute to the demand for production but demand is
really created by the lessor, who must decide whether to take the economic risk
for the remaining 20 years.

(2) The financial accounting rules relating to the investment credit provide
a major incentive for the short term Jlessee to insist upon an artificial and un-
economic substitution of new assets for old, which will in turn discourage
investment in new assets by causing leases of new equipment either to carry
higher rentals or be less profitable to the lessor.

The artificial situation described does not exist in lessor-lessee relationships
where the lease is sufficiently long that the lessee is carrying a major part of
the economic risk of ownership. Thus the legislative proposal which is submitted
with this memorandumn is intended to deal with short term leases of long lived
assets (where the lesses earries little risk) and ave designed to place all lessors
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and lessees on equal footing—namely, to permit the credit to pass to the lessee
only where the lessce deserves it by substantially “ereatine the demand™ for
production.

LEASES IN THE RAILROAD TANK CAR INDUSTRY

The tank car industry is one in which the econonic life of the equipment is
extremely long. The expected physical life of tank cars is 25 to 30 years.
Under typical leases the leasing companies keep the cars continuously up to
date, with the result that there may be little if any economic difference be-
tween a 15 or 20-year old car and a brand new one.

It is the present practice for lessors engaged in the active business of leasing
large numbers of such cars to establish attractive rental rates which reflect
a recovery of the lessor's cost not over the term of the lease, but over the entire
25-30 vear physical life of the cars. This is true notwithstanding that each in-
dividual lease negotiated by the tank car leasing company is for a relatively
short period, usually 5 years or less—occasionally as long as 15 years. In order
to successfully operate a leasing business of this type, the leasing company
must be able to count upon obtaining renewed leases from the first lessee or
other leases from a succession of lessees for each car over its long life. If a
new investment credit is enacted as proposed, tank car lessees will have a totally
artificial incentive to turn cars back at the end of the recapture period (7 years
under the House Bill) and insist upon a new car. This will completely disrupt
the basic assumption on which attractive tank car rentals are now based—i.e,,
that leases will normally be renewed and the costs of investment comfortably
recoverable over the long life of the asset. It would make the leasing of new
cars at existing rentals less profitable and lead inevitably to an effort by lessors
to recover a greater portion of the cost over the initial lease period. As a con-
sequence, the economics of tank car leasing would be seriously and adversely
affected by such a provision.

Such a provision would also adversely affect the entire railroad transporta-
tion of liquid commodities. This is because the railroads do not own such cars
and must depend upon the private lessors for this equipment. Anything which
results in les