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SMALL BUSINESS TAX REFORM

TUZIDAY, MUMM 93jD 1970

U.S, SENATE,
SELECT COMMITTEE ON SMALL BUSINESS

AND THE SUBCOMMITTEE ON FINANCIAL MARKETS
OF THE COMMITTEE ON FINANCE,

WasAington, D.C.
The committees met, pursuant to notice, at 9:50 a.m., in room 2221,

Dirksen Senate Office Building, Senators Gaylord Nelson (chairman
of the Select Committee on Small Business) and Lloyd Bentsen
(chairman of the Subcommittee on Financial Markets ol the Com-
mittee on Finance) presiding.

Present: Senators Nelson Bentsen, McIntyre, Haskell, Byrd,
Javits, Brock, Weicker, and Packwood,

Also present: William B. Cherkasky, staff director, Senate Small
Business Committee; Herbert L. Spira, tax counsel, and Judah 0.
Sommer, minority counsel, Senate Small Business Committee; George
Pritts, minority staff, Senate Finance Committee; and David Allen,
Office of Senator Bentsen.

Senator BzUNTsN. Gentlemen, these hearings will come to order.
They are being cochaired this morning by Senator Nelson, and I am
joining with him in that effort.

This morning, the Senate Financial Markets Subcommittee and the
Senate Smal Business Committee open the second in a series of joint
hearings on the tax and financial problems currently facing our
Nation's small businesses. Americans too often forget theindispensable
role of small business in promoting healthy competition in this
country of ours, bringing about innovative ideas and products. Small
business, in many instances, is the essence of our country's promise.
It is the small businessman that forms the economic backbone of our
Nation. It is the small businessman who provides about half of-the
jobs of our private workforce. And the survival of the small business-
man across this Nation is indispensable If we are to maintain healthy
competition In our economy.

In response to our first round of joint hearings, held last June,
Senator 'Nelson and I introduced legislation to provide greater tax
equity to the Nation's small businessman by extending the provisions
of the 1975 Tax Reduction Act which apply to small business.

These provisions increased the corporate tax exemption from
$25,000 to $60,000, reduced the-tax rate on the first $26,000 of cor-

(705)
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porate income from 22 percent to 20 percent. In addition, the amount
of used property that can quality for the investment tax credit has
increased to $100,000 from $80 000. An extension of these provisions
would recognize the particularly difficult economic problems faced
by the small businessman during the current recession and inflation,

Also, in response to our first round of hearing , Senator Nelson and
I joined in sponsoring legislation to amend t!e new pension law to
11echfcaly require the Secretary of Labor to issue simplified reporting

closure requirements for small pension plans.
Our concern is that if you don't do that, with the cost of filling out

all the Government forms and all the reporting that may be required
under this new law, which is a complex law, that you may find some
small businesses, Just abandoning these pension plans. That sure
isn't our objective. We want to see pension plans promoted and we
want to see them enlarged, and we want to see their scope increased.

So to try to avoid that kind of result, we have introduced this kind
of legislaton.

Oie of the problems we have run into is that small business is
absolutely inundated with Government forms. We had one study that
showed-and Senator McIntyre took a very major lead in that-
that taxpayers across the country are spending some $18 billion a
year Just filling out Government forms. So we joined in the creation of
the Commission on Paperwork to try to simplify that and try to cut
out some of the duplicate Government forms and to try. to remove
some that aren't necessary, and to try also to simplify the language
so that Americans can understand just what they are being called
upon to handle.

I would like to now yield to my cochairman, Senator Nelson.
Senator NXLSON. Well, I have a brief statement that covers some

of the same material Senator Bentsen just read, and I will just submit
it for the record, in order to save time.

Senator McIntyre, did you have any statement?
Senator McINT,n. Mr. Chairman, I am submitting a statement

for the record. I would like to say that that congressional commission
you are talking about on paperwork, the Federal Commission on
Paperwork, is in its formative stages. While we all understand the
size and the problems ahead, I do have high hopes that we are going
to be able, in the next year or two to be a le to cut through some or
this mammoth paperwork that inundates the small businessman
particularly. Hopefully, we will have some positive accomplishments
within the next year or two,

Thank you very much, Mr. Chairman.
Senator Ntsok. Senator Haskell?
Senator HASKELL. I have no statement. I look forward to hearingfrom the witnesses.
[The prepared statements of Senators Nelson, Bentsen, and

McIntyre it full follow:
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September 23, 1975

9130 a.4., Room 2221, 0803

OPINSG STATSMOT by SENATOR GAYLORD IMASON

The hearings this week are part of an In-depth study of the

business tax system undertaken Jointly in April 1975 by the Select

Committee on small Susiness and the financial Markets Subcommittee

of the Senate Finance Committee.

Our purpose Is to develop recommendations from the small business

viewpoint for inclusion in the general tax reform legislation currently

being considered by the House Ways and Means Committee.

our study reached the stage of public hearings on June 17, 10,

and 19 of this year. An additional day of testimony was taken on

August 26 in Minneapolis, Minnesota, in cooperation with the -joint

Iconomie committee, on estate and gift tax problems of small businessmen

and farmers.

It Is likely that a future session will be scheduled later this

year, to accommodate the Treasury Department which has been invited to

testify whenever they wish to do so.

Our June hearings led to the introduction of S. 2149, a bill to

continue indefinitely the small business rate reductions and increased

eligibility of used equipment for the investment credit which were

enacted as a part of the emergency Tax Reduction Act of 1975. This

reooomsndatioa was presented to the ouse Comittee on Ways and means

on July 31 as a part of testimony rendered by myself and Senator Sentsen.

Congress must act before the end of this year on the question of

whether these provisions should be continued, either temporarily or

permanently, or whether taxes for small and medium-sued businesses

will revert to a higher level.
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beyond this. however, out two Cowmittees are finding that basic

areas of the tax law have been un'bh&aed and largely unexamined for

many years.

For exwVlO. in the area of corporation tax rates, which are

basic to 'the retention of earnings and th ability of businesses to

attract outside capitals the tax structure has changed little in the

past 25 years and indeed, sine 1930 when the distinction between

larger and sWaller businesses we established at $25,000,

in the estate tax area, the Pederal estate tax exemption of

$60,000 was enacted in 1942, and has remained in the law at that figure

since that time,

auployuent taxes were established In 1935 with the social Security

Act of that year, but their relative impact and the aesociated paperwork

burdens on small businesses have not received a great deal of attention.

Bach of these areas needs to be re-oxamLned thoroughly in the

light of circumstances which change and those which do not.

As backgrounds we have prepared the following chart of Inflation

since 1940 as reflected in the increases in the wholesale and indus-

trial prices.

inflation in Industrial Cowodties

(Wholesale Price Index of Industrial Couoditiesi 1967 a 100)

..... increases from

1940 44.0 1940-74 349.5%

1942 50.7 . 1942-74 303.3%

1950 76.0 1950-74 77.3%

3,974 153.8 ....

July 1975 171.2 1974 - July 1975 11.3%

1940 - July 1975 389.1%

It seems clear, from these figures, that some changes, particu-

larly n the fixed-dollar provisions of the Internal Revenue Code, are

necessary to bring our tax system up to date, and thus to bring a

meaningful tax reform and relief to the nearly 13 millioh new small,

family, and medium-sised independent business enterprises in this country.
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SENATOR LLOYD S[NTSENJOINT HEARING$ -- SENATE FINANCIAL MARKETS
SUSCOMtI1TEE AND $ENATEt SMALj 14I$ISS COKMITTE

$eatember *3, 1575

This morning the Senate Financial Markets Subcommittee and the Senate SmallBusiness Committee open the second in a series of Joint hearings on the tax and
financial problems currently facing our Nation's small businesses.

I Include family farmers and ranchers In this category.

Americans too often forget the indispensable role of small business in pro-
meting healthy competition In our economy, creating Jobs for a growing work forceand developing Innovative Ideas and products. Small business, in many ways, Is the
essence of our country's promise, It Is the small businessman who forms the economicbackbone of our Nation. It Is the small businessman who provides Jobs for about one-half of our private work force. The survival of small businesses across our NationIs Indispensable If we are to maintain healthy competition In our economy.

following our first round of Joint hearings last June, Senator Nelson and I
Introduced legislation to provide greater tax equity to our Nation's small business-
man by extending the provisions of the 1975 Tax Reduction Act which apply to small
business. These provisions Increase the corporate surtax exemption from $25,000 to$SO,OO0 and also reduce the tax rate on the first $25,000 of corporate Income from
22 percent to 20 percent. In addition, the amount of used property that can qualify
for the Investment tax credit Is Increased to $100,000 from $50,000. An extension
of these provisions would recognie the particularly difficult economic problemsfaced by small businessmen during the current period of simultaneous recession and
inflation.

Small businessman are at a competitive tax disadvantage compared to largecorporations. A 1974 Congressional study of 14) large corporations found an average
tax rate of 23.6 p'cent, compared to a tax level of all corporations of about 3).
percent.

Also In response to our first round of hearings, I Introduced legislation withSenator Nelson to amend the new pension law to specifically require the Secretary
of Labor to Issue simplified reporting and disclosure requirements for small pension
plans.

This proposal will relieve thousands of small businessman across our Nationfrom unreasonably burdensome and costly paperwork. Detailed reporting requirements
that may be applicable to our Nation's largest private pension plans are simply notneeded for the smallest pension plans, in fact, many small businessmen may be
forced to terminate their retirement plans If the paperwork burden becomes too
costly and overwhelming.

In terms of dollars and cents, or frustration and Irritation, the endless tangleof paperwork imposed by government has become unbearable. With weli over 5,000 formsIn use in the Federal government, excluding tax and banking forms, the private citisenIs Inundated with requests for Information, Some have referred to the endless series
of forms and documents as "strangulation In triplicate." Others have referred tothis as "Federal forms pollution." The federal bureaucracy generates more than
2 billion pieces of paper annually. That Is probably enough to fill several baseball
stadiums.

There are 10 forms to be filled out each year for every man, woman and child In
the United States. It Is estimated that small business spends well In excess of$18 billion annually on government paperwork. it Is particularly difficult for smallfirms to absorb the cost of this paperwork, Small businessman must employ outside
accountants and lawyers to fill out complex forms and keep the extra record keeping
Involved. Professional assistance, of course, Is expensive. Having few employees,
the small firms find It more difficult to spread the cou. A rise in per unit costto cover paperwork can result in loss of sales and loss of competitive standing for
smell enterprise.
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Sma l businesse, especially "me. and pop" operation%, mu't fill out numerous
reports, as many as 5 tax forms in a single year. This is not 4n example of a
government which Is concerned and responsive to tho needs of Itts people. It Is tot
a government which Is protecting free enterprise. It Is instead a government which
favors only those large concerns that can satisfy repetitious requests for data,
statistics and Information.

Ve have to cut this tangle of redtape, We have to hold back the growing number
of government forms.

Enactment of the legislation which we Introduced to extend the small business
tax provisions of the 197S Tax Reoduotion Act and to reduce the paperwork burden
resulting fro* the new pension law will be steps In the right direction.

Out more Is required. Government policy must be directed towards creating a
favorable economic climate that will strengthen small firms and enable them to
operate on a more equal basis with larger competitors.

The goal of these hiarIngs Is to formulate such a policy.
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Sipteaber 23, 1975

Hr. Chairman, I am pleased to join in this continuing study
of the tax needs of small business by the Senate Select Committee

on Small &Usiness and the SUbcOmittee on Financial Markets of the

Finance Comaittee.

It is only recently that the problem of small business under
our present tax laws have cam clearly into focus, For example,

according to data gathered by the Simall Pusiness Committee, the effective

tax rate on small companies can be as much as 15 percent higher than

that paid by large corporations, which have the resources to take

advantage of the complexities of the law and the lobbying clout, to

make their needs known.

These hearings also serve, I believe, to remind us all of the
tremendous importance of allowing swill business a fair chance to
grow and develop. The statistics on the role of small business in our

economy have been recited often, but I think they bear repeating:

small business accounts for 97 percent of all business by number;

52.53 percent of all private employment; 43 percent of all business
output, and about one-third of the gross national product.

This series of hearings has brought an impressive group of

expert witnesses before us, and I am looking forward to developing
recommendations which will have a significant Impact on tax reform efforts

under way in the House Ways and Means Committee, Indeed, the Juno
hearings have already resulted in a proposed extension of rate cuts and
increased eligibility for used equipment under the investment tax

credit passed in the Tax Reduction Act of 1975. 1 am pleased to be
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Mr. McIntyre (cont)

a co-spolsor of that proposal.

We have before us these next three days issues of tremendous

significance for small business and hence for the fundamntal health

and progress of our econamy

--What further stimulation, if any, is needed to sustain

and promote economic recovery, and what form should that

stimulus take?

-- What should be done to increase investment for necessary

economic expansion which will help less capital-intensive

small businesses?

--Whpt changes should be made in our estate tax laws so

that family businesses, including farms, can be preserved,

with their invaluable traditions of service and quality

and close ties to their communities?

-- And very important-.what can be done to simplify and

update our tax laws so that they are understandable to the

small businessman?

Senator NziLom. The list, of witnesses has as our first witness
Arthur M. Okun, senior follow, Brookings Institution. Mr. Okun,
the committee is very pleased that you are here this morning. We
appreciate your taking the time from your busy schedule to come
here and present your views. Your statement will be printed in full
in the record, You may present it however you desire.

(The prepared statement of Mr. Okun in full follows:)
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Statement l)y Arthur M. Okun

8Senior Fellow, Brookings Institution*

before the

Select Comittee on Sall Business

- United States Senate

September 23, 197

As a general economist rather than an expert on mall business,

I shall focus on the nation's overall economic problems# hoping to provide

some useful background for your consideration of particular measures with

respect to small business,

Fortunately, I can at least begin on a positive note the economy

is recovering briskly today* Economcl activity hit bottom this spring --
probably in April -- after a severe recession that was roughly double the
average sie of its postwar precedessors, Because the recovery began from
such a depth and has been underway for such a short time, the economy Is
still operating at abysmal j today; but the rate of IMnrovaMent in

the past several months has been significant and gratifying. It Is, of

course, normal and natural for a recovery follovirg an inventory liquida-

tion to begin with a bounce, When businessmen regard their inventories as
better balanced in relation to sales, they-start filling orders to an

increasing degree out of current production and to a reduced extent by

* drawing goods off the shelves, That gives a big boost to output and employ-
ment. The tapering off of Inventory liquidation in recent months has been
strongly reinforced by a rebound in consumer spending, which reflects in

*The views expressed are my on and are not necessarily those of theofficers, trustees, or other staff members of the Br'ookings Institution.
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part the constructive anti-recesesiory fiscal measuWes -- tax rebates,

withholding tax cuts, and payments to the elderly -- eoated earlier this

year,

In my judgment, the current forces of recovery have considerable

momentum and will continue to produce gratifying growth of output and employ-

sent through the remainder of l975 and into the early part of 1976. But

neither the inventory turnaround nor the present consumer rebound can keep

fueling the economy. Moreover, when I try to look beyond a six-month horison

my crystal ball becomes engulfed by a number of storm clouds. I can list my

four main worries alliteratively ast food, fuel, Federal Reserve, and fiscal

policy.

DO. Since mid-year, the outlook for food prices has deteriorated

sharply because of evidence that U.S. policy puts a much higher priority

on extra exports of farm products than on adequate domestic supplies. Over

the past three years, the policy of agricultural export promotion backed

by no public stocks of fare products has done more overall economic damage

than the various mistakes of fiscal and monetary policies that I could list,

At this point, no one knows how large our crops or our total export demand

will bej but we do know that once again the nation is playing Russian roulette

with its vital food supplies. The price rise already experienced in grain

markets in the last few months will impose a heavy toll on the family meat

budget during 1976. Until and unless the President or the Congress takes

decisive action to put the American housewife at the head, rather than the

back, of the line for U.S. food supplies, double-digit food inflation looms

as a danger for 1976. In its report last week, the Congressional Budget
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Office used a 9 percent rate of food inflation as its working assumption;

at oldoyear, I suspect that the reasonable outlook was more like 4 percent

than 9.

b Ut, The stalemate between the Congress and the President over the

future of oil price controls is distressing. In my personal Judgment, the

President's proposal for a very gradual 39-.onth decontrol was fairly reasonable,

and I regret that the Congress did not accept it as a basis for compromise,

On the other hand, the President's veto of an extension of existing controls

was a serious mistake that threatens us with more extra inflation than could

conceivably have been saved by All of his previous vetoes, I keep hoping

that a atisfaotory compromise will be hamered outg but rarely have I seen

a time when the reasonable people on both sides of an issue have seemed so

ineffective, and the effective people so unreasonable, A combination of

abrupt decontrol and an OPEQ price rise of 10 percent would take nearly $20 bil-

lion out of the pockets of the American fuel consumer over the coming year and

add roughly I-/2 percentage points to the inflation rate, Two-thirds of that

toll could be eliminated by an effective compromise on a slowly phased decontrol.

In stressing food and fuel inflation, I am expressing the Judgment that

a general acceleration of inflation is neither a current fet nor an Imminent

threat. Nonetheless, the response of prices in most industrial sectors to

the recession was rather disappointing, -A-competitive market is supposed to

operate both ways, pushing down prices in response to excess supply as reliably

as it pulls up prices in response to excess demand, That clearly has not hap-

pened. It raises some serious questions about how competitive our economy is,
and it creates opportunities for vigorous policies of price-wage restraint ..

short of a return to ccprOehetw direct controls -- to help curb inflation.

6240 0 0 Is &I
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&eR IaZer, Durirn the past three months, monetary policy has

been extremely hawkish in a battle to curb the vigor of recovery. Short.

ten interest rates have been pushed up by policy actions by 100 basis points

since mid-June, with adverse effects that are already evident on inflows to

thrift institutions and on the fragile recovery of hosebuilding. Whether

Judged by that sharp rise in short-term interest rates or by the remarkably

low (perhaps as low as 3 percent) annual growth of the money stock, Federal

Reserve policy in the third quarter must be classified as the most restrictive

ever pursued in the infancy of an econocs recovery. The recent spurt in

interest rates clearly results tresoldigg o the liquidity needed to

finance an appropriately brisk economic expansion rather than from any crowding

out by federal debt financing,

I simply do not understand why any Federal Reserve officials believe

that the recovery needs to be slowed down, how theoy expect tight money to have

a valuable anti-inflationary influence at a time of the highest unemploent

rates and the lowest operatIn rates in a third of a century, or how they can

view monetary restraint as an appropriate response tofod and fuel inflation

after the bitter lessons of 1974. But given the views that seem to be

reflected in current Federal Reserve policies, and given the likelihood that

private credit demands will strengthen in the months ahead, interest rates

must be expected to rise into the disintermediation aone and to abort thq housing

recovery. With a scarcity of funds for homebuilderp and other small busi,

nesseso, economic growth would most probably sag undesirably during the course

of 1976.

Fial . As I have Indicated, the taX outs and transfer payments,

that bolstered consumer incme this year contributed mightily to the recovery



717

that we are now experiencing, Those antidotes to recession are a minor

part of the present huge federal defliti the major part stems from the

poison of the recession itself, The economic system is still suftering frou

that polsonj and, while It does not Meed stepped.up doses of antidotes, it

S cannot be taken off its supportive medicines entirely,

Ideally, in my Judgment, a cobined prcram of supportive monetary

policies and gradually les* stimulative fiscal policies could, by pursuing

an averse of 8 percent growth of real ONP, carry the economy to about a

5-3/ percent unemployment rate and to a balance In the federal budget early

In calendar 1978, An attempt to achieve budgetary balance sooner -. or to

achieve It in spite of a flogging recovery or a restrictive monetary policy

is likely to be as selfdefeating as the misguided crusade for a balanced

budget in the early stage of the 1973-75 recesslon,

The detailed tax decisions tor 1976 that the Conress must make this

fall should be guided by the best possible evidence on the outlook for federal

spe1lrM and tar monetary policy. onethelese, I feel confident now that

it would be disastrous flscal policy to allo the present law to expire and

thus permit personal income taxes to risee abruptly_ at a rate of $10 billion

at the end of this year, Indeed, a continuation o those tax cuts seems to

be a minimal and sate measure to recmend at this point.

I would also favor the extension of the increase in the corporate

surtax exemption from #$2,000 to $0,000 that was seted for 1975, as well

as the small out in the "normal" tax rate. With that, and a 10 percent rate on.

the investment tax credit (already enacted for 1976), I would view the tax

proram as appropriately balanced between cewenerm and businesses,
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In making that Judgment, I am Impressed by the severe impact of

recession and tuel inflation om the real disposable income of Americean

families. The resultib cutback in real ocastiAon, in turns produced

the setback in plant and equipment investment duwrg the past year end a

.. halt. Business Investment in plant and equipment is today at least $40 bil-

lion below the levels that would have emerged in a normal proeperity situa.

tion, The main problem of American business mall and large, today and

the main disincentive to investment is a $NJ= shortage .. not a capital

shortage and, not a tax overburden, The alleviation of that customer shortage

should be the top-priority goal in Congres' detentistion of tax legiela-

tion for 1976.

X x x x

I otter you a mixed set of views: optimistio on the short-run out-

look ftr recovery, ant gravely concerned about the longer run, It is

particularly Important that the good mew for the next tew months be properly

interpreted so a healthy but temporary rebound. It the makers of fiscal and

monetary policy wrongly interpret the signals of recovery as a self-sustainirg

boom and administer abrupt restraint, that recovery is bound to be short lived.
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ITAT5M 01 AlTMi X. OXU EIORO FELLOW, BOOWUs

Mr. Oxvit. Thank you very much, Mr. Chairman. My prepared
statement is brief and I prepared It with the Intention of trying to o
through It without taking an undue amount of time. with your per.

mission, I wIll do that, .
Senator NSoN. If you would pull that microphone up closer,

' It would help,
Mr. OUNtr. As a general economist rather than an expert on small

business I shall focus on the Nation's overall economic problems In
this br survey, hoin to provide some useful background for your
consideration of particular measures with respect to small business.

FortunatelY, I can at least begin on a positive note: The economy Is
recovering briskly today

Senator MOINTmSn.awould Just like to Interrupt to say I have Just
come back from New Hamphire, I have been traveling around Now
Hampshire, and lam delighted you can use the term "briskly " but
It Is not recovering briskly in the little towns of the State o New
Hampshire.

Mr. OuKN. I think sometimes it is difficult to detect the rate of
improvement when we are still so far down. What the statistics are
telling us that is while It in not uniform In all areas or Industries, the
over rate of recovery Is significant and substantial.

They suggest that economic activity hit bottom thi sprng-
probably ini Aprll-after a severe re on that was roughly double
the average else of Its postwar predecessors, Because the recovery
began from such a depth and has been underway for such a short time
the economy is still operating at abysmal levels today; but the rate o!
improvement In the past several months has been significant and
gratifying. It is, of course, normal and natural for a recovery following
an Inventory lquidation to begin with a bounce. When businessmen
regard their inventories as better balanced In relation to sales, they
start filling orders to an increasing degree out of current production
and to a reduced extent out of drawing their goods off the shelves.
That gives a big boost to output and employment. The tapering off of
Inventory liquidation in recent months has been strongly reinforced by
a rebound hi consumer spending, which reflects in part the construc-
tive antirecessionary fisca measures-tax rebates, withholding tax
cuts, and ayments to the elderly--enacted earlier this year.

In my fudgment the current forces of recovery have considerable
momentum and wifM continue to produce graying growt of output
and employment through the remainder of an 6ui.d into the early
part of 1976. But neither the Inventory turnaround nor the present
consumer rebound can keep fueling the economy. Moreover, when I
try to look beyond a 8-month horizon, my crystal ball becomes
engulfed by a number of satom clouds. I can list my four main worries

-f Imay be alliterative, as: food, fuel, Federal -Reserve, and fiscal
policy$Lt me o into each-food: Since midyear, the outlook for food

prices has 5eterorated sharply because of evidence that U.S. policy
puts a much higher priority on extra exports of farm produoU than
on adequate domestic supplies. Over the past 3 years, the policy
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of agricultural export promotion backed by no public stocks of farm
products has done more overall economic damage than are the mis-
takes of fiscal and monetary policies that I cou'd list, At this point
no one knows how lare our crops or our total export demand will
be; what we do know i that once gain the Nation is playing Russian
roulette with it. vital food supplies. The price rise already experienced
In grain markets in the last few months wll Impose a heavy tol on the
family meat budget dun 1976. Until and unless the President or

4- % Congres takes decisive acton to put the American housewife at the
hea,rather than the back, of the line of U.S, food supplies, double.
digit food Inflation looms as a danger for 1978. In its report last week,
the Congressional Budget Office 4 a 9 percent rate of food in-
fnation as Its working amumption; at midyear, I suspect that the
reasonable outlook was more lIke 4 percent than 9.

Senator NzLsox. Let me ask a question. We have a surplus every
year, and it is substantial In, say, grains. It is more than we can store
and more than we can eat, by a substantial amount. How would you
manage that surplus in such a way both to do justice to our own
economy and the consumer and the farmer toot

Mr. Q~u. I think there are a number of possibilities. As you put
It so correctly, the Issue is not whether we export, for obviously we
should export, and we have to export a gat seal' the issue is how
export needs and domestic needs are fitted together. Other majorgrain exporting countries, like Canada, Australia, and Argentina,
really manage their supplies in such a way as to establish what they
require for domestic use, and then decide how much to export.

Senator N3Lsox. Let me ask another question at thii point, be-
cause I'm not sure I understand these markets and how they work.
But, let's assume that we need 36 or 40 percent, overall, of our grains,
and let's assume that, we make some decision that we are go to
assure that goes into the American marketplace. Then the other
two-thirds, or whatever Is the balance, depending on whether it be
soybeans or corn or wheat, Is available for the world market, In theworld market there Is competition for it because there are only a few
nations which are producifg a surplus.

Then what happens? The price set by world demand in the world
market price becomes the domestic price, does It not?

Mr. OxuN, There have been limitations on exports and there can
be some ga between the world price and the domestic price. It is
hard to m antain a lare -one, though. I might point out we were
ingenious enough to maintin a discrepancy In ihe other direction
for a good m& years, Senator. We had something that, perhaps
crudely but r "ely accurately was labeled the bread tax which
essentially was a fee that millers paid on the dometic milling of
wheat. The proceeds of that were ]n turn distributed to all wheat
producers, whether they sold for domestic or for export use and
thereby we kept a spread where our domestic price was above the
world price.

If we wanted to, we could run a bread subsidy, so to speak, just
do It in reverse, and give the millers tickets for what they mill and
reward them, rather than as them to pay a tax. To some extent,
however, Senator, we are still running a major export promotion
program. We have agricultural attach in our embssis whose Job
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it is to see how much U.S. gain they can sell. Some years they are
serving the country and some years their efforts, unfortunately, ar
too effective. Maybe there are some years that we ought to be using
them In Wioni or Texas or Colorado to see whether they oould
do something for domestic agricultural production instead of for
trying to se how much the.can sU for export elsewhere In the world.

8Senator BRoOK. Don't jolA think exports do something for qn-
cultural production?

Mr. Ozr, I think It does something for the farmer; yes. Again,
there is no issue as to whether we should export. The imue lies in the
rang that the chairman used as his Illustrative figu, that is,
should we keep 30 percent or 35 or 40 pemnt of our grand production.
The difference there is enormous to the American housewie,

In the first 9 months of 1978 we had a 4.8-percent inflation rate
on evr7thing but food but a 4.p-rent rate of inflation on food.
That is where we missed the boat; that is where we got into 1he
inflationary mess we are in. We Jumped from the three. plus inflation
rate of 19*2 up to about 89 percent in that period. And the largest
single villain of that inflation by far, was the management-or
mimsanagement--of our qriultural export in that 1972-73 crop
year.

When one looks at the present situation, one has to ask: Haven't
we learned anything? Are we really playing the same game again?

Senator BaocR. If I may. point out, we have three different estimates
each month on the sixe of the domestic crop. They vary each time.
But, on no occasion has the surplus been les than twice what we are
propsing to ask for.

Ten why do you say that we ar doing pat damage?
Mr. OxKU. What we are proposing to ask for remains to be seen.I think all I am sugesting bef callyls that we decide how much we

need at home and then decide how much we can afford to export$
It really does seem to me, Senator, that the characterisation I have
used Is an accurate one for the last 8 years: The American housewife
has been at the back of the lne and the importers from elsewhere have
been at the front of the line in their access to the American food supply.
There is something wrong with that picture. The amounts involved
are not very great. The price sensitivity of those products, however,
is enormous, and their influencs on meat prices is enormous. This
Is an aka that has received far les attention than it deserves in the
overall inflation picture. I think again that compared to this issue,
the screaming alout the 1973 deficit, is just vastly misplaced. That
deficit was far less harmful than those gain sales.

Now, I am not predicting that we will repeat hat mistake or that
we will have a 24-pacent rate of food inflation I am saying we are
leaving ourselves vulnerable to such mistakes. We have nothing to
assure us it won't happen again.'We have no mechanism and we are
operating on the basis of forecast, prayer and hope, rather than being
in a postion to say that is what we need and that is what we are going
to have.

Senator BUnmUN. Let me say with respect to agricultural attached
that I have talked to them in foreign countries, and I have found
very few of them whose objective has been to increase American
exports. Most have been there to try to teach those people how to do
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- a better Job In raising their own crops and feed their people, or get
an exchange of information as to control of the spread of funge or
Insects, In other words agocultural information for the benefit of our
own country. I really haven't seen much In the way of salesmanship
on the part of agricultural attach6s.

Senator LAsxsLu. Let me ask one question. My understanding of
the wheat situation Is this. The estimates that we have point to some
thing like billion bushel crop and that our dometic consumption
will be roughly in the area of one-third, as Senator Nelson said. Now,
this Is an awful lot of wheat to export. Now, I gather you are not against
exporting. So what you advocate is some system of estimating domestic
needs and exporting the balance. Is that your suggestion?

Mr. OzuN, Yes I think that Is-the most reasonable way I can
think, of accomplshing that goal. And as for as I know. it works
quite well In Canada.

Sentor HASKUL. One more question. In the year 1975, my
understanding is that we haven't even come close to exporting two-
thirds as of now.

Mr. Oxi. No we have not. No, this Issue still Is in our hands. We
are cpable of making that determination.

Eighteen months ago, we were hanging breathlessly to determine
whether the export sales had overcommitted our crop. There was a
real question of whether our people would have to break contracts,
because the whole process was, at that time, completely uncoordinated.
There is better reporting now, so there is a little bit more Information
on how much as amount to at any point In time. I think we may be
able to monitor It better but we still do not have a Federal technique
of exercising any kind ol control on this.

Now, there are a lot of indirect Influences.
Senator HA5XNL That was going to be my next, question. My

understanding is that the Aiultural Act of 1973 set up a monitoring
system so that we could tell when we were in daer, but you do not
feel that that, in and of Itself, is adequate? Would that be correct?

Mr. OxUN. I am not sure what the full powers are, what the act
authorizes to be done when that danger point is reached. I also have
some concern about who determines what the danger point is. It seems
to me that my criteria of danger is not a question of an absolute
scarcity at home, but a scarcity that is sufficient to add significantly
to the Inflation rate. I mean, the deterioration in the last 3 months,
I am suggesting, means that a reasonable bet on what will happen to
food prices today or over the next year would be a percentage points
higher than I would have said, or most economists would have said, at
midyear. And the reason Is that we are expecting additional sales to
be resumed and there are reports now that suggest that even with a
moratorium on the Russian sales, there have been significant increases
over and above any kind of normal levels in sales to other eastern
European countries that in the past, have Imported grain from the
Soviet Union.

So I don't think anybody has a basis for feeling confident that the
e sdg system is adequate or is going to be Implemented In an
adequate way. It may be potentially adequate.

I thin, hIni part it is a matter of how dilgently it is implemented.
Many of these sales are basically negotiated with the Government;
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can do so. That i. the way, in the past, it has been pursuing this policy.
My Impreson is that the views within the administration on thi score
are by no means uniform and monolithic and that some of my econo-
mist mrends in the adminstrtion are deteotably less entuslastio
about additional exports at this point than Is the Department ofAgdicultureSenator HAsteL. I gees it all comes down-and I don't want to

4 prolong this-I guess it all comes down to whether the present moni-
ioring ssten is or is not adequate for forestall what you are talkingabout. I won't ursue this any longer, but I thnk that is the issue.

Mr. Ouw. Itht. I think, Senator Haskell, I might divide that
Issue into two par : First to give the President adequate power, and
second, to assess how likely itis that he will use the authorized power.

Senator HAsxmLo. Of course, you can lead a horse to water but
you can't makeIt drink. y

Mr. OxuN. Yes, but there are mechanisms by which legislation
could instruct, rather than empower certain Zxecutive actions,
and that might be what is necepseary In this case, I don't sit here
as an expert on agriculture. It has been a unique experience in the
last 3 years that everybody who pretends to be an observer of the
overall economy. is suddenly ford to become a grain and a fuelexpert. These tills have been wa the dog, and i think they are
still not ptting enough attention In the overall inflation picture.
And I tried to emphasize that this is one of the most worrisome areas
A now of.

Senator NuioN. Let me ask one more question. I am just trying
to understand how this works.

Let's assume we can, which I think we can, identify and estimate
pretty accurately what our supply of any commodity is. Our inventory
system is very good in going Into and Indicating the amounts in every
county in the country. But the next 30 days might ch apge thin g,
because of a drought or -ood or uncontrolled Insect infestation.

Anyway, I think in any single week our experts can make pretty
good estimates or guese, as to corn, wheat and so forth. Now,
assuming you do Identify' the amount of grans that we need for
consumption and the surplus that we ought to have stored in case of
adverse weatler in the succeeding year; and those two uses amount to
60 percent of all soybeans, wheat, corn, and other grains, leaving
40 percent to export.

Now, the demand worldwide is probably larger than our available
Supply-and it probably will be In wheat this year. Now, do you

somehow or another believe you can insulate our domestic market
price from the world price? Would you do that arbitrarily? How would
you arr range that?

In other words, even if you do reserve out our production, what Ve
are going to use and store domestically, If there is a shortage, doesn't
the world price determine pretty much the domestic price?

Mr. Orcu. That is a piece of economic analysis, Mr. Chairman,
which is very astute. Under those circumstances, you would expect
a two-price system to develop: An international price and a domestic
price. And as you are implying there are difficulties. -You would need
a regulatory system to maintain a spread, just as we now have with



724

respect to oil where we don't permit the export of our $5,25 old oil,
and as I pointed out, just as we did in the opposite direction some
years ago. There are techniques, like the use of tickets or option
vouchers and so forth, which can prevent this from becoming a magnet
topull grain away in violation ofthe law.

jut, by and large, we think of ourselves as having a law-abiding
population. And 1r1they are told that this is what you can export,
and you have to have an authorization to do so, or if they are told
as in the Canadian case, that essentially the Government would
partioipate in the determination of export sales through a marketing
board, then the differential in the world price over the domestic price
need not be a magnet sucking away those domestic supplies, It is
not elegant. I am not suggesting that, any more than the maintenance
of a multiple price system on ol is elegant.

But, when I balance the Inelegance of that kind of a system with
the potential for double-digit food inflation, I am ready to take that
inelegance.

Senator BEoox, You are aware that there is a constitutional
prohibition against export taxes and we have a rather considerable
problem in gng to devise a system in which we can introduce higher
prices to the world market than domestic prices, Even If it were poe-
idble, would it not be of some concern to you, If we are going to be
of any assistance at all to those who need food in the rest of the
world, for us to limit our own production by a falsely regulated market
action?

Mr. OKUN, I am glad you gave me the opportunity to clarify that,
because I do think we have a responsibility. Think we have a respon-
sibility to poor nations and I think we have a responsibility to be
a reliable supplier to reliable customers.

Senator BRocK. We hardly have that reputation now.
Mr. OxuN. To the extent that we don't, it stems really from just

one bad Incident--the "not another soybean shall cross the Pacific"
edict of June 1973. That certainly did us more damage than anything
else, and that was the wrong way to do it.

But, I think on the other-hand, Senator, in perspective, the United
States has shown immense willingness to be passive in this area, to
accept orders, to fill them from a road, to put the rest-of the world
essentially on the top of the pile, I don't know whether that Is idiocy
or generosity, but itiIs an incredible policy which has not been ap-
preciated by the rest of the world. We have more power over food than
the Arabs have over oil. And, thank heavens, we are not using it that
way, and I wouldn't want to see us use It that way. But to use none
of that power, to be totally passive, to be actually indifferent, indeed
to. show preference to foreign buyers over domestic buyers, seems
misguided.

Senator BRocK. Nobody is suggesting that. Senator Haskell's
question is absolutely pertinent, I think. Is the law inadequate today?
If so, how?

Under the law, as it exists today, the President can stop exports
and he has done so. We have extended sales and "

Mr. OKmu. To the Soviet Union,
Senator BRocx. Yes; and that is the particular problem area. You

are talking about millions of bushels of corn, etc., there.
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Mr. Oxus. Senator Brock, the fact of a runup of grain prices from
midyear to today of about $1 a bushel can only be explained by the

taton of those markets that we are going to accept a 1gicant
further increase in domestic food prices. ifose markets thought that
those powers were ping to be used to stabilize food prices, we wouldn't
have that,

And what my friends, who are agricultural experts, what they tell
me Is that if you run today's grain prices through cattle, poultry
eggs, -and milk, over the next year, you've got a very substanual
increase in those prices without any further increase in grain prices.
So, If we are going to use that power effectively, I think it ought to
be made clearer that we will. I think we have seen some evidence of
concern In the Presdent's position of a moratorium on grain prices.
I list this as a worry.

I am not predicting disaster In this area, but I am concerned about
it, and I do ask the question of whether we will take the action that
Is necessary to insure that this source of inflation Is contained in the
next year.

Senator NILoN. Go ahead, please.
Mr. OxuN. I will go back to the second on my "four-F" list, which

is fuel.
The stalemate between the Congre and the President over the

future of oil price controls is dieing. In my personal judgment,
the President s proposal for a very gradual 39-month decontrol was a
fairly reasonable one, and I regret tat the Congress did not accept
it as a basis for compromise.

On the other hand, the President's veto of an extension of existing
controls was a serious mistake that threatens us with more inflation
than conceivably could have been saved by all of his previous vetoes.
I keep hoping that a satisfactory comproise will be hammered out;
but rarely have I seen a time when the reasonable people on both
sides of an issue have seemed so ineffective, and the effective people so
unreasonable. A combination of abrupt decontrol and an OPEC price
rise of 10 percent would take nearly 20 billion out of the pockets of
the American fuel consumer over the coming year, leaving him that
much less to spend, and add roughly 19 percentae points to the infla-
tion rate. That would intensify recession and inflation at the same
time a rare occurrence in economics. Two-thirds of that total could be
elimpnated by an effective compromise on a slowly phased decontrol.

In stressifg food and fuel .Iflation, I am expressing the Judgment
that an acceleration of general inflation Is neither a current fact nor an
imminent threat. Nonetheless, the response of prices in most indus-
trial sectors to the recession was rather disappointing. A competitive
market is supposed to operate both ways pushing down prices In
response to excess supply as reliably as it pulls u! noes in response to
excess demand. That clearly has not happened. trss some serious
questions about how competitive our economy Is, and it creates op-
portunities for viorous policies of price-wage restraint---short of a
return to comprehensive direct controe-to help curb Inflation.

The third item on my list is the Federal Reserve. During the past 3
months, monetary policy has been extremely hawkish in a battle to
curb the vigor of recovery. Short-term interest rates have been pushed
up by policy actions by a full percentage point of 100 basis points
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since mid-June, with adverse effects that are already evident on In-
flows to thrift Institutions and on the fragile recovery of homebuilding.
Whether Judged by that sharp rise in shgort-term interest rates or by
the remarkably low-perhaps as low as 8 percont-annual growth of
the money stock, Federal Reerve policy In the third quarter must be
classified as the most restrictive ever pursued in the infancy of an
economic recovery. The recent spurt in interest rates clearly results
from holding out the liquidity needed to finance an appropriately
brisk economic expansion rather than from any crowding out due to
Federal debt financing.

I simply do not understand why any Federal Reserve officials
believe that the recovery needs to be slowed down, how they expect
tight money to have a valuable anti-Inflationary Influence at a time
of the hilest unemployment rates and the lowest operating rates
in a third of a century, or how they can view monetary restraint as
an appropriate response to food and fuel inflation after the bitter
lessons of 1974, But given the views that seem to be reflected in cur-
rent Federal-Reserve policies, and given the likelihood that private
credit demands will strengthen in the months ahead, interest rates
must be expected to rise into the disintermediation zone, where It
pulls money away from the thrift institutions and aborts the housing
recovery. With a scarcity of funds for homebuilders and other small
businesses, economic growth most probably would sag undesirably
during the course of 1076.

Finally, I am concerned about fiscal policy. As I have indicated,
the tax cuts and transfer payments thaf bolstered consumer income
this year contributed mightily to the recovery that we are now
expenencing. Those antidotes to recession area minor part of the
present huge Federal deficit; the major part stems from the poison
of recession Itself, and what that did to people's personal Incomes
and business incomes and consequently to Federal revenues. The
economic system is still suffering from that poison; and, while it does
not need stepped up doses of antidotes, it cannot be taken off its
supportive medicines entirely.

I might say, after complaining about the way oil policy is comihg
out, that I think fiscal policy came out reasonably well this year. I
think the process of negotiations and some of the compromises left
us In a reasonable situation. Some of those instances where the vetoes
were sustained, I think they are best left unpased, and some of the
cases where the President Aelded a good bit, I think Congress made
some wise decisions. I think the President made a wise decision to
o along with them, too. So, this is one area where I think we are
going pretty well.
Ideally, In my judgment, a combined program of su pportive mone-

tary policies and gradually less stimulative fiscal policies could, by
ainiing at an average of 8-percent growth of real GNP, cayr the
economy to about a AK percent unemployment rate and to a balance
in the Federal budget early in calendar 1978, which is 2K years away.
I think the attempt to achieve budgetary balance sooner or to achieve
it m spite of a flagging recovery or a restrictive monetary policy or
through rapid declines-m unemployment, seem quite infeasible under
the circumstances and are likely to be as self-defeating as the mis-
guided crusade for a balanced budget in the early stages qf the 1973-75
recession.
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The detailed tax decisions for 1978 that you are ping to have to
make this fall should be guided by the beet possible evidence on the
outlook for Federal spending and for monetary policy, and I am not
ready to provide just what I think should be done on taxes for 1976.
But I do feel confident in sayin& that it would be disastrous fiscal
policy to allow the present law To expire and thus permit personal
income taxes to rise abruptly at a rate of $10 billion at the end of
this year. Indeed, a continuation of those tax cuts seem to be a

_ minimum and safe measure to recommend at this point.
I would also favor the extension of the increase in the corporate

surtax exemption from $25,000 to $80,000 that was enacted for 1975,
as well as the small cut-in the "normal" tax rate. With that and a
10-percent rate on the investment tax credit-already enacted for
196-I would view the tax program a appropriately balanced be.
tween consumers and businesses.

In saying that, I am impressed by the severe impact of recession
and fuel inflation on the real disposable income of American families.
The resulting cutback in real consumption, in turn, produced the
setback in plant and equipment investment during the past year
and a half. Business investment In plant and equipment is today at
least $40 billion below the levels that would have emerged in a normal
prosperity situation.

S senator NuaoN. You mean, $40 billion per year?
Mr. OxuN. Forty billion dollars per year. The actual decline from

late 1973 evaluated in current prices is about $80 billion. And if we had
prosperity instead of recession, we certainly would have had a rise of
at least $10 billion over the past year and one-half. That is why I
say the main problem today of Amierican businesses, both small and
large, and the main incentives to Investment is a customer shortage
not a capital shortage or a tax overburden. And the alleviation of
that customer shortage should be the top priority goal in Congress'
determination of tax legislation for 1976.

Now, all in all, I offer you a mixed set of views: I am optimistic on
the short-run outlook for recovery, and am gravely concerned about
the longer run. I am particularly concerned that the good news that
I expect over the next few months should be properly interpreted as a
healthy but temporary rebound. If the makers of fiscal and monetary
policy interpret these signals of recovery as evidence that we have a
self-sustaining boom that perhaps needs even some restraint, then
that recovery is bound to be short-run.

I thank you.
Senator N eON. Thank you, Mr. Okun. Do you have any ques-

tions, Senator?
Senator Bnocx. Mr. Okun, I have a somewhat mixed reaction to

your statement, but I am a little bit interested in your statement
about the investment tax particularly. I think I tend to agree on the
individual's side, simply because one of the things you did not men-
tion was the drag on spending by the largest single element, which
was not food or fuel last year, but it was taxes; taxes were the largest
increase on the-consumer's pocket and more than anything else.
Of course, you are getting the salary increases and perhaps they have
to be considered. But they are not commensurate with the level of
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inflation and they are also putting people into higher tax brackets
and eating more money up.

Mr. OxmN. Exactly. Inflation acts to increase the real tax burden
and salaries are not keeping up with the Inflation.

Senator BRoox. Yes, It works both ways. We are botching it up
very badly for the mlddle-income family. That also applies to the
small businessman. I wonder if you wouldn't feel that we could
improve the taxation on small businesses a little more than we have.
The way I propose it, and I think some of us on the committee sup.
ported this effort to raise the exemption to $100,000 early this year.
I still feel that Is an entirely reasonable goal.

I wonder if you have any comments or objections to that?
Mr. OxuN. I would certainly share your view that it is a reasonable

goal, whether we do It this year or next. I suppose-now I am entering
an area that I don't know very much about-that there have always
been concerns about the surtax examption on corporations as in-
centives to partition businesses, establishing ohainstore-type arrange-
ments and so forth. I suppose you really arehelping the small business
rather than helping somebody to hide behind a small business mantle
In some fashion. I suspect that if there were better insurances against
a misuse or abuse of this system, that there might be more sympathy
for your proposal.

Senator Bkocx. There are a number of protections in the law
against that now. If they are enacted we might shore them up. But
at least I feel you would get a whole lot more benefit for small business
with this, And even if there are occasional aberrations in applications,
I think they would not be so significant as to be of great damage.
'But if we need to tighten it up, we can do it,

The basic point is that small businesses are having trouble because
of the inflat on and recession trouble In accumulating capital and
they are much oppressed by the tax system as it applies to them. I
think we could help a great deal by raising that exemption to $100,000.
That could be by no description, called a large business.

Mr. OCUN. Right.
Senator BROCK. And I think there Is one other point on that, and

that is the possibility of something I again suggested earlier this year,
and that is a graduated tax which wouJd have much benefit on the
small businesses, It might deal with your concerns about the spliter.
inst of corporations in order to take advantage of this.

Mr. OuN. You would have a smoother scheduling and a lessabrupt jump in the rates, which would be an easier thing to handle,
I suspect.

Senator Bnoox. You mentioned the recession as being somewhat
stranger than previous recessions in that we do not have the rice
breaks. I think you said that that might raise a question of competitive
strength, and whether or not competition works.

Agin, I don't think there Is any question about competition in the
small business area. The question I have for you is thii. I personally
question whether our antitrust policies are even close to being ade-
quate. I question whether we have perhaps adequate descriptions in
the law of what competition really s. I even more question whether
the courts, as present constituted, are adequate to pursue this. I am
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much intrigued by the possibility of courts that specialize as tax
courts as they do In antitrust matters and whether that would work.

Mr. Oxux. My only comment is that it has been my observation
that large businesses ar very conscious of how any administration
conceives of and uses the antitrust tool. That may be a significant
deterrent. I think some cases today, where the law seems adequate
and court challenges should stand up, are not being pursued vigor-
ously. In other cases, the Justice Department is critically aware that

S-even if it could win, It would take about 8 years. Consequently it
quite understandably and reasonably will save Its crusades for cases
tbat have a shorter payoff. This might be a reason for wanting to
clarify the laws to elimialt the need or four rounds of appeals before
the meaning of the law could be established.

Senator NzLsoN. Senator Bentsen?
Senator BRNT2 . Thank you very much, Mr. Chairman.
I have just a comment. I very strongly agree with you, Mr. Okun,

that the monetary policies are such that they can be very restrictive
to recovery from the recession and that high interest rates have very
little impact on the cost of fuel or commodities, which have been
the principal things that contribute to inflation and do tend to choke
off the recovery from a recession. I think that returning to a restrictive
monetary policy is very shortsighted indeed. I can t help but be
concerned by the prediction of the Chemical Bank of New York that
go-day Treasury bills which are now at 6.4 percent will be at 7 percent
by the end of this year, and 8 percent a year from now. That certainly
contributes to meaning you are going to have less long-term mortgage
money available for the housing market.

On the question of fuel, Ihink what you run into, Mr. Okun,
is a situation of tactics, and they go from two sides trying to work
for political advantage, and -that is a-gic situation, really -and
I voted, frankly, to sustain the President's veto, not because I want
to see oil decontrolled overnight, for I think that would be a serious
mistake, but to try to force a compromise, which mustbe brought about
because the people of this country are tired of confrontation between
the Congress and the President. There is enough blame to go around
on both sides. People are not really interested in whether it is the
President's plan or the Congress' plan. They just want a national
energy plan. And I agree that the 39 months was a fairly reasonable
start for the compromise. I would like to have seen that at 48 months,
where we could phase this thing in and make the appropriate adjust-
ments on fuel. Iopefully, we will still be able to brig that about.

But I get pretty discouraged sometimes.
Mr. OxUN. Well, don't be. It is very important. Let me just en-

courage you to keep at it, Senator.
Senator BuNrsuw. Now, there are a number of us who would like

to see some of the strong opposing forces get together and we are
going to continue to work at it.

Thank you very much.
Senator NzLsoN. Your testimony has been valuable. Thank you,

Mr. Okun.
Our next witness is Professor Roy Schotland, professor of law,

Georgetown University. Professor Schotland, your statement will be
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printed in full in the record. You may present it in whichever manneryou Pleaw,.[The prepared statement of Professor Schotland in full follows:]

STAMuummz4 sy RoT A. SoonAn, Psorxss2a or LAw OxoRoxTw UrN.
v n ~WASNINOo, D.., 0N uMA Blsiwss' jTAX AND FINANIADPROsblMI

IIUMMARYT

. Why Smal Bwine' Prob m e. Hw om More 5p.m:
A. Disoriminatory taxation, only beginningto be seen and understood.
B. Inflation and increased eoonomic vatility.
0. Capital shortage.
D. Incea regulatory reulrements.,

Declingt rl personal Inoome, more competitive pressure on small business.
11. Impats:

A. Concentration Increases, overall oompetltion declines.
B. Even bankruptese inorease: 1974 to 1978 rise in business bankruptles is

46%, more than twioe as large an increase as last recorded, In 1949.
III. What to do.

A. Extend Tax Reduction Act, at least for small business.
B. Reduce tax inequities:

... reduction of small firm' rates.
the Investment tax credJt discriminates against labor and small

business.
both labor and small business would be aided, and tax equity would

be pzed, b)y at job tax credit.
ret inth labor and small business would be aided by allowing more0retained earnings.

0. Reduce personal income tax shelters:
... they hurt small business by distorting away the flow of funds par.

tioulrly well suited for Investmnen here.
D. Small business 'extension agents.

... like Agrioulturels.
... to meet Senator avits' point about limits of the SBA.

IV. The nee to exend, "of merey sh(ft, oepilel ew-and to improve deb-equily
ratios:

A. Is there a capital shortage-and does It matter to small business?
. . . the utopi*ns (e.g., Brookinip study,1 the blind believers (e.g., Pro.

fessor Eisner, Walter Wrlston) and VanF l (e.g., Walter Heller).
... The shrinkage of savings and offims which marshall savings.

Secretary Simon's Abuse of a Real Problem.
... The NYSE Study.
... Recent bulletin from the oapitl short front.

B. What is to be done?
. ., Secretary Simon's proposed treatment of corporate dividends will

further weaken corpor to balaoe sheets (see FRB Governor Henry Wallloh,r4 and Ar RTUNZ :7lteog -).a... Corpot e dividends, at leat for small, publicly held corporations,

should be re-invested by stookholder, and it so stockholders' tax should be
deferred.new savings vehicles: the 'Bensen Plan Fund." (S. 666) should be
expanded and directed not only to housing, but equally to small business,
and partly for general investment.

... need to study Brasil's experience with Innovations In marshalling
hospital.

STATXMBNT BY ROT A. SO11LAND, Paorison or LAw, OxoRlOTOWN
Univaswt, WAsimotON, D.C.

I. Why Small B Wim's Probloms Hat Become More Seoer
Your June Hearings on Small Busines Tax Reform, and February Hearings

on Small Business Tax Needs, are truly an Impressive assembly of the many and



varied oallonm uniquely sonfrontingmall business. It i worth emphassIng
recent events Increasig the severity o those halew, and a sharply changing
recognition of the problem.

A. R nU)5 YLT DIMISMNAToXV TAZATION
First, It Is only In the pst two yaer that, thanks to the work of this Selet

Committee, people have begun to reallse how damtloally our tax laws impose
gater burdens on small firs than on I&M. The tax rate on otorations aow
cording to general understanding and a iple reading of the ax Code, 148%.
But In fat, the offotive tax rate of small ompanies Is about 16% higher than
what the majors pay, for majors are alded by man m tlox speaW provisions.
Senator Bible drew the fnrt public attention to thi in Ap 1973, and your Hor-
lass this year, with figures publ only since the 8EC'e Deeomboir 1978 disclosure
requirements, have greatly detailed just how oriary is the situation. It
is reges ve enough bo have * single rate for both smallund large firms, with only
the most limited recognItion-the firAt P25,000-of need for progressive treatment.
But It goes from simple regrossveness to actual represi venes to tax $maer
fisevenat AfUr rates, I urg you to have your staff with he a&i of FTC
810 and I udtethe 1971iable on eeotlvo rates which Seator Bible used
In 1978 and whih is produced in your February Har~ngs, p. -8 and those
data, which go by frme asset shuld be mtched by a tble scaled by Income

The figures showing this discrimination am so Incrtnt but so relatively little
known that I urp you to prep are a ooncise Committee Print puling together the
data in your Hoarnpbgresentlng the overall picture and details of -hIsdsorlml-
nation, so that your Committee and small businessmen themslv will have a
oonoi presentation to bring the ieso home to other Members of Congress.

9. 6 0. I KLAfTIO, UOoNOMIO oLATIMIT, AND oA WAL 5,OTA
Other recent events Increasing the need for lgls.tion to redress unfair Impact#

on small business can be canvssed briefly. inflation is not entirely the fault
of the Federal Ooverqment, but there Is quite a connetion between the two, and
therefore the beeral Government has an Increaed repnsiblity to sectors
harmed by Govrnment actiOn particular hosing end mall business. In-
nation, and especally on$aaln of-aa nolicis Inreaing the economy's volatile.
Ity, naturally Impact harder on worlrms, and when Interet rat a hih,
weakness and smallness converge. Not only do small fi te face virtualy un-
preoeented Interest rates, 4 and 8tperoentst point higher than the alrdy
lofty prime. In addition to the wellknown up of th equity markets
loans too are booming harder to not as the rough economy nessarily make
lenders more cautious and as banks themselves face difficulty in gettng the
capital to support easy iendin,

Consider Just how devastatag high Interest rates are to smaller firms-and
hih interest rates are not the invention of Arthur Burns, but essentially reflect
that demand for capital Is much higher than supply, that is# capital shortage.
Few businesses can earn over 15% net return on assets: therefore, If a small fAim
must pay 18 or 14% for borrowed funds, even a strong small fim would have
little margin, and for most small firms, It simply won't pay to borrow. Therefore
small firms are In the main unable to grow, unlike large firms, which oan borrow
at much lower rates and enjoy what little remains of acoess to new equity capital.
In the last year, the total of outstanding business loans has shrunk by about 10%,
an extraordinary contraction. Some of-that shrinkape Mults from larger frms
replacing bank debt with loner term debt, but It Is the rare small firm that an
make private placemente, let alone sell bonds. I urge your Committees, with the
aid of the Federal Reserve Board, to develop figures showing how mstch of the
shrinkae in bank loam has Involved small firms, and to explore what has been
the resultingl Impact on small firms.

D. IN033AG3D RIOULAVION

In addition to Federal responsibility for those most hurt by Federal fiscal
and monetary plloy, the past few years have seen a great Increase In regulatory
requirements. Most regulation brings Important proection as well as costa: In
spIre of much current tidk we will and should keep most regulation, but we must
stp Ignoring regulation's impact on small firms, and we must take steps to redress
that Impact.

*515*0 Of$ 08
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II. Impsete #I lesed Prom. Jw Small Dvsise

At OOMONUMS ION
To reduce concentration once It has occurred Is, everyone knows, enormously

diflult. To keep concentration from Incrasing i obvfous.y the Otr courO,
yet t Is clear hm the declining shan ot profits and ssts in mlb sa meodIum
Bros that we have not 46 eought keep toonaton not onl from risings
but ris sharply! And If the -oing Sixt~es aw s a medium manufa.
tures leos one.third of their share o profits aid 40 oi their share of asetA
where do you suppose we'll be by 190R-neaw 194, too many senses.

1.e I3AWK3UPlt

The mos rect sign of the severity of what's happening Is se on bu n 1
obiapage, the bankruptcy figures. Total bankruptcies Increased in fc 1978
by4, more than I any ya r sines 1949. But business bankruptcies Increased
oven more sh ply 46, -an nre more than twoo a lap as the worst rise
snes 1949. And at&all" y 1948 and 1949 which saw high percentage rises in bank-
ruptoless were In comparison to 19. lie resey compel dtoa epidemlo, for
th total figures of bankruptcies n the 19401 Wereso mal hat Olt Culd
cause asharppercentogs ri: the total Inl176s fully ten tmesthetoa in1 1949,

sa the 1946o4975 incbrease alone is almost thre times the 1949 total.
Tae near future holds little NMI"s. with interest rates staying hihaddie.

.ret.onary inoome steadily h,& Itg only a s etron.er" rovery for a s$.
taed ptlod will bring more than s pause In %m Wu and who
eupetso o eWr strong and sustained roveryd

Ill. WA. 6. do?
A. MeVIND TAX RDOlO1 Aft

The many economic and social arguments for extending the Tax reduction
Act a particularly applicable to sm#ll business, not only because of the present
state of our economy, out also as an at leas temporary, rough equity pendlg mom
complex work to redress the existing inequities.

Ai for whether the small business aspec of the Tax Reduction Act should he
extended temprarily or permanent thiedeapend on bow earl answers
develop for reducing those other tax hiequites and on whether sucanswers
can be implemented as simply as t$e Tax ution provisions you have arav
omenanbly adopted

2. nnnloS TAX 1 1MN15s
Your Hearings make clear how Important Is work on three leading possiblities

for making equitable tax treatment ror small business. PFrs reduction in rates
Is clearly needed, and Its simplicity is especially appropriate for smaller r mq.

econd. virtually everyone agrees hat the investment tax credit discriminate
agalns( small firms, whoh are more lIkely to be labor Intensive rather than oapita
Intensdve. Whether or not the investment tax credit Is kept In force, our employ-
ment needs as well as our Interest In a tax law which does not distort economic
decisions away from employing workers, and also our Interest In equitable growth
for small firms whether or not capital Intensive, clearly warrant most serious study
of a job tax credit, suggested In your Hearings by Professor Eisner and others.
At present we subildise new equipment investment via the tax credi, but not
only is therq no similar support for creating new jobs, instead each new job carries
frinP payroll taxes over 10%. A Job credit mliht well develop by expansion or
anaogy from the existing treatment for work incentive Expen Sections 40,
80A and 80B. Thrd, ain for growth of small firms' capital and jobs, more reten-
tion of earnings should olearlybe allowed.

0. U3DU0 PURSOWAL INOONS "TAX 633B14R5"

In addition to the Inequities surrounding many "tax shelters", too many of
those provisions distort the flow of funds and economic activity, so that el.,
we suffer gluts of condominiums and the entire disaster area known as REITs.
A glut In one place Inevitably means a shortage elsewhere. Small business Is
relatively quite risky, and one of the leading sources of capital for such firms con-
sists precisely of those upper-income Individuals who, because of tax shelters are
made reluctant to Invest In small firms as compared with, e.g., rea estate. Whie
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It is too early to say where the Ways & Means Committee will come out of theircurrent effort, I strenuo,sly ue that ou In this Body keep in mind small bul.nook and ,he 8mstrnt or muvousrnent alsione baed OP oonoirft merW rather

thdtxadvantaeswhenjyou decide which aspects of person tax shelters are

D. SMALL nUSINIS "4ix"MMeSIO A@UINTO'
Our agricultural sotor has had decades of successful experiene with extensionagents. In your June Hearns, Seator Javita pon R out that the 8BA not onlyhas very limited lending aulority, but ti less helpful Rtan many bankers becausebankers often furns expert financial and mapagement giddanoe s well as loans.

guidance which small M can rarely anto or rarely get access to. The puthe su.ee volunta programs emerge with returec ucoesul business
e0Xtives helping small firms. H_ coniderauon eJn given to strengthening theOA s M ment Assise Irogram via a smmal business extenson 0rvioeformed b rawng upon the enoo, of such voluntary programs Ad of the
AgriculturalExtension Servicer

IV. TA. VWe to eW6 wd MWr mr Ag(ft, popw $tslo-nd to imProv

A, 15 TBRn A OAVITAb eXORTA:--A D8O0 If MAMR TO SMALL

"Capital shortage" Is simply short-hand for saying that we have a smallersupply of capi-relative to the demand for It-than we have experienced In
recen history, a period In the United State which goes back to before 100.Three kinds of anve have been - by persons denying we have anylsch shortage. One.O of answer l4 utopians a second kind comes fron tWeblind believes in what they all thefe marke and the third Is Panl osslan.
The Utpiffv A4evP

The utopian answer (to use Businm Week's word), exemplified by theBcsworth-Duesenberry.Carron study for Brookings, and the Brnner-Sinal studyfor Data Resources, admits that we are Close to a severe problem but tell us we
e nothing to worry about If only the Federal budget Is brought into balance

in a year or two, and kept there, It Is alwas reasuring to know of Inteligentrople who believe In utopia, but a reassuring to lear that utopia is
Justa round the Corner. Unless you ." that our economic and political pie,ture wl noanje about $70 billion worth In about the next year, or two, you can
foriet about t utopian sud .
7% e Blin we An~we

The second group denying we fae a capital ehorae, sheple like Professrsner (the rst witne" at your June Hearins) and. walIt"Wriston, believe soblindly In what they think is a free market, that hey think, to quote Eisner,"it doesn't make sne to talk of such a shortage". That Is, there cannot be ashortage of capital, there can only be higher prices for it, and that Cannot beundesirable because market pries merel reject what people want.fpeoplejust don't want to save enou hto:eep inperst rate low enough for the vativalof such sectors as houain an smal busmes, then In Professor Eianer's Carefdlymeasured terms, "that's Just tough" (Busless Wek, Sept. 22, 1978, p. 44).Whatever is, is riht. Walter W ton makes a more persuasive statement of
similar arguments.But if you had the best access to capital and were best situatedto pay high rates any capital shortage wouldn't you or your customers,
whatever such rates ught do to your compeutlon and sma firms.
TA Panmlosekm Amw

The most interesting denial that I a bortoge exists is the Panglosslan,exmplifled by WalterHeller'sAugust alJ Street Journal article (Au. 1 p, 12).
He shar the utopian' .amtted reliance on a Federal surplus, though for onething he seems to push back Its due date, and for another be ounts on such aChange attitudes toward pending held by Members of Cones, that It wouldbe a conge n the cn= c. of our political system. Consider just some of the6n reotalities the Paolla are Ignorin.

Mtr they think that iagreate manuracturing capacity Is now under-utilised, It must follow that there are no sianiflcant new investment needs. Fo-
cusDng on "Prgate manfacturing capacity they simply Ignore known facts as toneeds In suhe Sectors a energy or steal, let done the truly revolutionary dimension
of capital needs for agriculture and the trauma in construction.



Second, the Panglosslan notion that we've ben doing rather well, and so willcontinue wall enough, igpores major changes over tholst few years. For one
themore amq.nt 1W60' brought forth Inereased concern for quality of li.fo anc
so we arn Malang unprecedet Investment In ore" like pollution control Ongin saety, making It wrong o look at Past yas Investment fipurne without
mloer Adjustments. But Instead of an InoredA ablity to meet these Increaed
No* our Investment capath been steadily shrinking. Groe business avings,A a percent of GN,, dliuned in all but two years since 106, as did total jqturn
on assets of nonfinnial firs. Gros business fixed Investment, which Walter
Holer apparently thinks theremier meaurement, has held steady but steadily

~ more reliant upon borrowed fund: Internal corporate funding has de.lned (as a
perntage of business Investment) In all but two years since 1915,.nd the equiy.
debt rao of manufacturm) has weakened In all but one year since 10. Almo,
nonfnanU a firms this year are mo dedj t on short.term debt, relative to
Ion torm tan at an time inace Wor Wa : except for the Decmber 1974

r and figures showng just how much more frolle
are our fincial sarunure an the large majority oJ balance sheets, me l'rotessor
tyman Minky's articles In the Senate Banking Committee's 1975 Com Iendiumof-Paper. on Bank Regulation, and in the lat t issue of Celme.1 Nqot oni?
have publi offering sufferedt a weu-Jkown dryngup, but the percenteo of
oferins by smale f hs declined in all but two years since 1905.
% 5hmheb of 8hinpg end of PFim whikh Mw*Wl Saeeng.
Parallel to this declne of business savings has occurred a weakening of both

pe n savings and of our main mechlsms for marshalling svingL the banks,
investment bankers and broker.a s. The post two yea h" sen-discretionary
incomeshrinking signifatly, and aording to a aomon Broter study out
just this month, per capita household financial assets (adjusted for Infltiyon)

down, as of Junew 1975, 20% below their 198 highly A for the firms whose
business It Is to ma l vin the flight of firms and capital from the securities
Industry has been ao ad thaf the paochl Alan Greenspan thought them the
wort sufferers of Sai1 tm troubled times. And the banks have run out of room
to let us fall back on them: bank regulators are not along In believing banks must
themselve ad new capital or else asrink their lending, but for banking ust to
prre .the pse ratios If lendin grows n ith the economy-and if It doesn't,
now wilU economy grow; nd I f*'does t.. well, baks need an average
of about 15 billion per year until! 1985 in new capital.

rssri Sli,.' Abusef ai &ee Atem
The oApild shortgeS is something of a fad at the moment, but that doesn't

men t ftint a real problem. I have beon pointing to this a one of our major
problems first In efly 1978, before the oil shook (Conference of State Bank
Supervisors, April), again at Senator Bentsen's February 1074 Hearings on in.
creasing oxpitl availability and financial competitiveness, and sain a year ago
to the Uerican Banrm Aasn. Trust Division. Of eour sying the same thing
early and often does t mean it's the right thing. But neither Is it the wrong thins
Just because It Is bein used by Secretary Simon and others who believe that

hohe2p the rio since, 8mo etualr said to Ways & Ment
on uY 81, h elpin8 bi "von will "in the end" help al savers. For example.
consider the Siare...ll proposed tax umbrella over corporate dividends to be
bellow pties an horrid economics as the disagreementa with It expressed by

overorl enry Wallioh and by Fortune Magsine (editorial Sept. 1973, p. 94)
how wsll. a short and deteriorating balance sees mean we should

enoourag retentlont of earnngs and reinvestment of dividends, not tax breaks for
the welU-to.do In the false hope that enough will trickle down to ra se equity
prices, and maybe someday something wil trickle beyond the wealthy and the
major oorporations. If fimon weren't simply using the cpital shortage problem,
he would expand the I dividend treatment gg 18 s ested only for
electric utilite (July 8, Ways & Means testimony), d Wr"rn stokholder tax
on rWase dividends, the reinvestment to be taxed later at ordinary income
rates. Such treatment would Involve only a deferral, not a loss, of Federal reves
nues, and would b e eiestW way to Increase equity Inveqtment. Why not spread
such treatment, at least to publidy held small compaDnes
N% N788 Stud

Perhaps the most frequently criticised statement pointing to the capital
shortge has been the New Yirk Stock Exchange's. I don't often defend the
fY , but three points must be made.
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First: While some have attacked the NYSE projections of Investment needs as
being a mere shopping list more like A child', letter to Santa than realistic peed,
It is striking that the Brookings Study's need projections are only about $% power,
so the real foerene isnot inthnee pro deons but In the utopian assumptions.

Second: Let's compare some recent *pital needs projections with earlier ones.
Just two years ago McOraw-Hll estimated the stel inustry would une.8billion a year by 1588 (Business Week, Sept. 22, 1973) Last week U. tel
President said his Industry needs $8 to $80 billion aear between now and 1080
(Washington. Post, Bet. 19, 1976, p. Di). Mcoraw-ill estimated electricutilities would need 841 bllion ayar by 1988, but thi bi month Continental
Illinois estimated about a $80 billion annual need by 1M6 (Business Week,
Sept. 22, 1975). Last McGraw-Hill estimated petroleum would need $12. -bllon
a year by 1988 Conill's study says domestic petroleum investment aIone will hAVe
to be About $ ll billiOn a year, tree times the estimate of only two yeas ago.

Third: The NYS , In iddition to being an Interested party, has made b
goofsbefore, and their ospita needs projections may be only the latest goof.
But I'm reminded of some goofy projectlons they put oul Just 10 years ago,
estimating the growth of their own stock trading volume. Tbey set a figure for
ten years ahead 1978, which many attacked As widly high. That figure was hit
not In 10 years, but In lust 8, 1908 and the too modest pg nations were a large
part of the reason (or the terrible back-oflloe crisis of 10-70. We'd better got
very serious about figure on projected capital needs, and of course on action to
meet those needs, of the backoe-e crii will be seen, somewhat rightly, a a
teapot tempest.
Roomn bulm4ixe ftm lA# c4OpW Sark"g front

Just three last Indications that there b a capital shortage. First, don't high
Interest rates say a great deal, or ar there some serious people who believe'
Arthur Burns Is entrely responsible? Second, remember lUst Spring's (fa in
finance, the fuss over "crowdiig out" In light of the extraordinary recent rash of
cancelled public offerings, the near-record rates Federal offerings are paying Ad
the Impossible burden confronting state and loal units, is there any longer doubt
about crowding out? I would like to Insert here a statement by Henr & fman
of Salomon Brothers, In the Wall Street Journal, Sept. ISO ,176, p. 18:

Even wider consequences a foreseen by Henry Kaa uma of Salomon
Brothers, who reoallid that "a Very vooiferous debate occurred earlier this
year concerning tke possibility that the huge budget deficit would force the
Treasury toorowd out other prospective borrowers and this hinder father
than encourage economic recovery. Crowding out didn't materialise to a
significant extent in the first half othe year when the economy was contract-
ing and the Inflation rate was deeelrting but it Is surfaeig with the emer-
I noot some real economic growth, and aeoeleration In Inflation and the
up Treasury finanoins demands" he said.

Many medium-rated havration have postponed or canceled attempts
to market their new s euriles during the past two months an saving
flows to deposit institutions are slowing appreoaboly," Mr,. ufman sid.
"Commerial banks have relaxed their eforts to enlarge their capitalusation
base through external financing," he added.

His Assertion about "crowding out" appears reasonable considering that
only about 81.30 billion of new corporate bonds have been soheduled for
public Male this month down sharply from an Average of $8.18 billion in the
first eiht months of this year. A mere $830 million have been listed for sale
In October thus far.

Third, just consider this past Sunday's New York Times Business section: AT&T
is offering shares at below book value, because its balance sheet is .0% weaker
than 10 years ago. Crooker National, merely a $10-billion bank holding company,
sold she at % below book value-no major American bank had ever before
sold shares below book at all. And Bankers Trust, merely a $80-billion bank
holding company, offered preferred shar at a 10% yield.

If these giants must resort to those step., Is It so hard to see just how severely"
small frms are being crowded, down and out?

3. WHAT 1s To am noNX?

To increase the supply of saving, Incentives which are both direct and equitable,
not Simon's trickle-down giveaways, must be developed.
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STATEMENT 7 ROtY A. SHOTLAND, P307380 07 LAW,
GEORGETOWN UNZYE8T

Mr. SCHrTLAN%. Thank you very much. It Is an honor to discus.
these problems with irou and especially to be present at Mr. Okun's
broad Illumination. I feel I bring only a little sprinkle, or maybe at
best, a beam or two of light. I will move selectively and briefly I
hope, through my prepared statement and submit it at the end for
your record.

I have a few comments on why recent events have increased the
sverity of small businesses' problems. We have seen increased
recogtion, or rather the beginning of Increased recognition, of those
problems. I want to comment on the already tangible impacts and give
some proposals for action by your committees and staff; several
proposals in the tax area of legislation and one outside that area.

I would like to concentrate on an analysis of the overriding problem,
which is why we are In my opinion, all here. Our vibrant society has
many needs and aspirations, but for the first time In generations our
society has a decreasing ability to meet those challenges. I would like
to comment on that.

I would also like to close with two proposals again in the area of
tax legislation to Increase our savings directly, not be trickle.down,
but directly, so as to Increase the society's resources to meet its
challenges.

My first point and my next early ones are the same as what Senator
Brock has just been emphasizing. It has only been in the past 2
years, I think, thanks to the work of the Select Committee, that
people have begun to realize how dramatically tax laws impose greater
burdens on small firms as compared with larger firms. There is a
general Impression the tax rate is 48 percent across the board, except
for the mild changes at the bottom. Senator Bible first drew attention
to this In April 1973, and your hearing4 this year, with figures made
public only since the SEC's December 1973 disclosure requirements,
have greatly detailed just how extraordinary this situation is. It is
regressive enough to have a single rate for firms of all sizes, with
only the most limited recognition st the bottom, of any need for
progressive treatment.

But, it goes from simple regressiveness to actual repressiveness, to
tax smaller firms at higher rates, which is what we are doing. I urge
you to have your staff, with the aid of the Federal Trade Commission,
the Securities and Exchange Commission, and the Internal Revenue
Service, update the 1973 effective rates which Senator Bible used and
which is reproduced in your February hearings. Indeed, I think these
figures are so Important that I urge the Select Committee to put to-
gether a concise committee print, assembling the information pre-
sented at these hearings, so that your committee and the small business-
men will have a concise presentation to bring the message home to
other Members of Congress

It is an area of increasing recognition that there are acute and
increasing problems like inflation and particularly our volatile
economic situation, and this naturally impacts the most on weaker
firms, which are paying 4 and 5 percentage points above the already
almost historically high prime rate.
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The equity markets have been & desert for several years. Loans
are becoming harder to get.

Consider Just how devastating high interest rates are to smaller
firms. And with all respect to the vm7 difficult problems of where
monetary policies ought to be, higher interest rates are not entirely
the invention of Arthur Burns, bu essentially reflect that demand for
capital Is much higher than supply, that is, in the going language a
rapita shortage, or as one of your witnesses this morning will point
S at more accurately, we are talking about a savings shortage.

Few businesses can earn over 18 percent net return on assets. The
small firm must pay 13 or 14 percent for borrowed funds, and even
a strong small firn would have little margin, and for most small
firms, It simply won't pay to borrow.

Therefore, In the main, small firms have been unable to grow, unie
large fitns, which can borrow at the prime or much closer to It, and
enjoywhat little remains of access to new equity capital. In the last
year, the total of outstanding business loans has shrunk by about 20
percent, historically an extraordinary contraction. Some of that
shrinkage results fror, larger firms replacing bank debt with long.
term do1t, but it Is the rare small firm that can make private place-
ments, let alone sell bonds.

I urge your committees, with the aid of the Federal Reserve
Board to develop figures showing how much the shrinkage in bank
loans has involved small firm', and to explore what has been the
Impact on those firms.

Senator Bentsen and Senator McIntyre have discussed the
impact of increased regulation. I think we all know that increased
regulation puts disproportionate burdens on small firm. And I
predict that contrary to much of the current talk, we will not sig-
ificantly iieduce the total regulatory requirements. I think certainly

we have to take step to redress the Impact on smaller firms.
Earlier this morning, I gave to one of your staff a copy of a portion

of recent questionnalres sent to the Federal Bank Regulatory Agencies
by the House Banking Committee, inquiring In some detail into the
processes the have or reducing, simplifying, and updating their
reports. I would think many committees with oversight responsibilities
ought to be considering similar questions to agencies within their
jurisdiction.

Senator Brock also pointed, at least as I understood it, to the
problems that emery from concentration, and the last discussion was
precisely alon thatline. We know as Dr. Okun was certainly saying
and few would disagree, the terrible problems of reducing concentra-
tion once it has occurred and this Is not just a matter of what the
law is but all kinds of problems, Including equity to existing arrange-
ments. Obviously, It Is better to keep concentration from increasing.
Yet, it Is clear from the declining share of profits and assets in small
and medium firms, that we haven't been doin ver7 well in keeping
concentration from rising. If the "soartng Sxties' saw small aN
medium manufacturers lose one-third of teir share of profits and
40 percent of their share of assets, where do you suppose we will be
by the 1980's?

The most recent sign of the severity of what is happnmn is seen
on businesses' obituary pages, the bankruptcy figures. Total bank-
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ruptoles increased in fiscal 1970 by 34 percent, more than any year
since 1049. But, business bankruptcies increased even more sharply,
48 percent, an increase more than twice as large as the worse rise
since 1949.

The near future holds little promise. With interest rates staying
high and discretionary income steadily declining, only a strong general
recovery for a sustained period will bring more than a pause hi small
business' decline.

What Is to be done? First, the Tax Reduction Act must be extended.
The many economic and social arguments for doing so are particularly
applicable to small business. As to whether it should be permanent or
temporary, In my opinion, that depends on how clearly answers
develop for reducing tax law inequities; reducing the inequities now
existing with small sins, and also on whether the answers to reduce
inequities can be Implemented as simply as the tax reductions you
have already commendably adopted.

There are three leading possibilities for making more equitable tax
treatment for small business. A reduction In rates is clearly needed
and its simplicity is especially appropriate for small firms. Also,
virtually everyone ages that the investment tax credit discriminates
against smal firms, which are more likely to be labor-intensive rather
than capital-intensive. Whether or not that credit, the investment
tax credit, is kept In force, our employment needs as well as our
interest In a tax law which does not distort economic decisions away
from employing workers, and also our interest in equitable growth
for small firms, whether or not capital-intensive, clearly warrants
most serious study of a job-tax cred t, suggested in your hearings by
Professor Eisner and others.

At present we subsidize new equipment Invstment, via the tax
credit, but not only Is-there no similar support for creating new jobs,
instead each new job carrie fringe payroll taxes of over 10 percent.
A job credit might well develop by expansion or analogy from the
existing treatment for work incentive expenses, sections 40, 80A,
and SoB

Third, again for growth of small firms' capital and jobs, more re-
tention of earning should clearly be allowed.

Last, at this point we need to reduce personal income tax shelters.
Too many of those provisions distort economic activity so that, for
example, we suffer a glut of condominiums and the entire disaster
area known as REIT's. A glut in one place means a shortage in another.
Small business is relatively quite risliy, and one of the leading sources
of capital for such firms consists precisely of those upper-income
individuals, who, because of tax shelters, are made reluctant to invest
in small firms as compared with real estate for exam ple. And while
it is too early to say where the Ways and Means Committee will
come out of their current efforts, I strenuously urge that you in this
Body keep in mind small business and the strength of investment
decisions based on economic merts, rather than tax advantage,
when you decide which aspects of tax shelters are economically justi-
fiable and equitable.

Outside the tax area, next we should consider the agricultural
side, which was spoken of at some length in your earlier hearings.
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In your June hearings, Senator Javits pointed out that the SBA
not only has very limt lending authority, but it is les helpful than
many bankers because banker often furnish expert financial and
management guidance, as well as loans guidance, which small firms
can rely afford or rarely get access to. The past decade has seen
volunt a programs emerge in which retired' successful business
executives have been helping small firms. Has consideration been
given to strengthening the S-A's management assistance program via
a Small Business Extension Service, formed by drawing upon the
experience of such voluntary programs and of the Agricultural Exten.
sion Service?

The overriding need underlying all these problems, if I can mix the
Images, is to expand investment capital flows end also to improve
debt.equity ratios.

There Is a capital shortage, capital savings shortage and it matters
to small business much more than large business. Three kind of
answers have been expressed by persons denying we have any such
shortage.

First, to use Business Week's latest Issue's language, is the utopian
answer, exemplified by the recent study for Brookings, and for Data
Resources. These admit that we are very close to a severe problem,
but tell us we have nothing to worry about if only the Federal budget
is brought into balance i 1 or 2 years and kept there. It is always
reassuring to know of intelligent people who believe in utopia, but
especially reassuring to learn that utopia Is just around the corner.
Unless you believe that our economic and political picture will change
about 08 billion worth In about the next year, you can forget about
those utopian studies.

The second group denying we face a capital short are the blind
believers. These arue people like Professor Eisner and Walter Wriston,
who believe so blindly in what they think Is a free market, that they
think, to quote Profesor Eisner, "It doesn't make sense to talk of
such a shortage." That is, as he says, there cannot be a shortage of
capital, there can only be higher prices for it, and that cannot be
undesirable because market prices merely reflect what people want.
If people just don't want to save enough to keep interest rates low
enough for the survival of such sectors as housing and small business,
then, in Professor Eisner's carefully measured terms, "That's just
tou h." Whatever is, Is right.

Walter Wriston makes a more persuasive statement of similar argu-
ments. But if you had the best access to capital and were best situated
to pay high rates, any capital shorte wouldn't hurt you or your
customers, but would hurt smaller ams and competing smaller
banking fims.

The most interesting theory that exists is the Panglossian exempli-
fled by Walter Heller's Au gst Wall Street Journal article. fie shares
the utopians' admitted reliance on a Federal surplus, though for one
thing he seems to push back its due date, and for another-e counts
on such a change in attitudes toward spending held by you and yourcolleagues in on , that I submit it woud be a change in the
character of our political system. Consider just some of the economic
realities the Pangloeilans are Ignoring.
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First, they think that if aggregate manufacturing capacity is now
underutilized, it must follow that there are no significant new invest-
ment needs. Focusing on aggregate manufacturing capacity, they
simply ignore known facts as to needs-again, as so stressed earlier
this morning-in the agricultural sector, where the capital needs are
revolutionary in dimension, and the terrible needs in energy and
steel, just to name some examples.

Second, they have the notion that we have been doing rather well,
and so will continue well enough, ignoring major changes over the
recent years. For one the more affluent 1960's brought forth increased
concern for the quality of life, and so we are ma ng unprecedented
investment in areas like pollution control and occupational safety
and health, making it wrong to look at past year's investment figures
without major adjustments. But, instead of an increased ability to
meet these increased costs, our Investment capacity has been steadily
shrinking. Gross business savings, as a percentage of GNP, declined
in all but 2 years since 1965, as did total return on assets of nonfinancial
firms. Gross business fixed investment which Walter Heller apparently
thinks the premier measurement, has held steady, but is steadily more
reliant upon borrowed funds: Internal corporate funding has declined
as a percentage of business investment in all but 2 years since 1975
and the equity-debt ratio of manufacturers has weakened in all but
one year since 1968.

This year, nonfinancial firms are more dependent on short-term
debt, relative to long term, than at any time since World War II,
except for the bottom just 6 months ago. Not only have public
offerings suffered a well.known drying up but the percentage of
offerings by smaller firms has declinedin all but 2 years since 1965.

Parallel to this decline of business savings, has occurred a weakening
of both personal savings and of our main mechanisms for marshaling
savings. The past 2 years has seen discretionary Income shrinkig
sairnifcantly. Real disposable income is down about 8 percent since

17-, so discretionary income must be down much more. The rate
of personal savings has been static, and I submit that Is a product of
fear. According to a Salomon Brothers study out just this month,
per capital household financial assets (adjusted for inflation) are down,
as of June 1975, 26 percent below their 1968 high. As for the firms
whose business it is to marshal savings, the flight of firms and capital
from the securities industry has been so bad that the parochial Allen
Greenspan thought them the worst sufferers of all in these troubled
times. And the banks have run out of room to let us fall back on them:
Bank regulators are not alone in believing banks must, themselves,
add much new capital or else shrink their lending, but for banking
just to preserve the. present ratios, if lending grows with the economy,
will mean banks will need an average of abbut $15 billion per year
until 1985, in new capital.

I think what Walter Heller is really getting at is what a great many
people agree with, althou h of course, not all, is that the capital
shortage is something of a fad at the moment, but it is being used by
Secretary Simon and numerous others who believe, to put it bluntly,
that the Government should help the rich as Secretary Simon ac-
tually said to the Ways and Means Committee on July 31, namely,
that helping big savers will "in the end" help all savers.
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For example I consider the Becretr's proposed tax umbrella overcorporate dividends to be hollow politics and horrid economics, as
the disagreements with it expressed by Governor Henry Wallich and
by Fortune Magazine, show well. Capital shortage and deteriorating
balance sheets mean we should encourage retention of earnigs and
reinvestment of dividends not tax breaks for the well-to-do, in the
false hope that enough will trickle down to raise equity prices, and
maybe someday something will even trickle beyond the wealthy and
the major dividend issuing corporations.

If Simon weren't simply using the capital shortage problem, he
would expand the proposed dividend treatment, whfch he has sug-
gested, but only for electric utilities, deferring stockholders' tax on
reinvested dividends, with the reinvestment to be taxed later on at
ordinary income rates. I think this is a fascinating and valuable pro.
postal. It would involve only a deferral and not loss of Federal rev-
enues and would be, in my Judgment, clearly the easiest way to
increase equity investments. I urge your committees to consider
spreading that treatment, at the very least, to publicly-held smaller
companies.

A comparison of recent capital needs projections and considering
whether this is a real problem, would be of interest. Just 2 years ago,
McGraw-Hill estimated the steel industry would need $4.8 billion a
year by 1986. Last week United States Steel's president said his
industry needs $5 to $6 billion a year between now and 1980. McGraw-
Hill estimated electric utilities would need $41 billion a year by 1985,
but this month Continental Illinois estimated about a $50 billion
annual need by 1985, McGraw-Hill estimated petroleum would need
$12.6 billion a year by 1985, and CONILL's study says domestic
petroleum investment alone will have to be about $38 billion a year,
t times the estimate of only 2 years ago.

Next just three last indications that there Is a capital shortage.
First, don't high interest rates say a great deal, or are there some
serious people who believe Arthur Burns Is entirely responsible, not
only for the marginal increase but for the whole thing, that is, but
for Arthur Burns we would have either low or normal interests?
Second remember last spring's fad in finances and the fus over

crwig out"? In light of the extraordinary recent rash, almost
unprecedented, of cancelled public offerings the near-record rates
Federal offerings are paying and the Impossitle burdens confronting
State and local units, is there any longer doubt about crowding out?
I would like to insert here, for the record, a recent statement by
Henry Kaufman of Salomon Brothers in the Wall StreAt Journal.

Third, just consider this past Sunday's New York Times business
section: A.T. & T. is offering shares at below book value, and this is un-
precedented, because its balance sheet Is 50 percent weaker than 10
years ago. Crocker National, merely a $10 billion bank-holding
company, sold shares at 25 percent below book value and no major
American bank had ever before sold shares below book value at all.
Bankers Trust, merely a $20 billion bank-holding company, offered
preferred shares at a 10 percent yield.

If those giants must resort to those steps, is It hard to see just how
severely small firms are being crowded, down and out?



748

We must increase the supply of savings, by means of incentives
which are both direct and equitable.

For example, Congress is to be praised for expansion of the Keogh
Plan and even more for development of the now IRA's and ESOTs.
I have already noted the need to encourage dividend reinvestment,
with tax deferral, not reduction. I enthusiastically support the Senator
Bentsen plan funds, which Is an Idea in 8. 688, to fund savings for
higher education, although I believe the Senator has been too modest

Sin the $80 credit he proposes, and too limited in aiming such funds
intohousingonl .

I urge you a to give the most serious consideration to this bill.
The. Small Business Committee especially should change the Bentsen
plan funds from entirely housing to, in my opinion, 25 percent for
housing through thrifts, 25 percent for small and medium business
and the other 80 percent according to investment judgment.

This would be quite similar to several innovations which Brasil
has used with very impressive success. I append two tables showing
dramatic figures, adjusted for inflation, on the marshaling of capital
and particularly eqity capital in Brazil. The World B-ank is now
doing a very good ob of studying the Brazilian devices. I urge these
committees, with the aid of Joint Economic and Treasury, to do the
same kind of work. I again append some material on that.

J. Irwin Miller, one of our leading industrialists, 2 or 3 years ago
wrote an article called "Can We Afford Tomorrow?" I take it we
agree we would be in trouble If the answer is no but it is largely up
to your committees to make sure that small business is able to meet
the cost of getting to tomorrow.

Thank you, Mr. Chairman.
Senator NxLeoN. Thank you very much for a very thoughtful

statement. I just had one question here on the deferral of the tax on
invested dividends. What page was that? Oh, page 14.

You say "deferring stockholder' tax on reinvested dividends, the
reinvestment to be taxed later at ordinary income rates." Once it is
reinvested, how do you subsequently tax it?

Mr. SCIOOTLAND. Well, in the first place, that is precisely Secretary
1.Simon's proposal in his July 8 testimony to Ways and Means with
respect to electric utilities. go I take It the Treasury believes it can be
worked out. I am not certain of what they had in mind as to working
It out, but I would expect that there would be an adjusted basis in the
Investment and a record kept of the proportions that had gone-in by
dividend investments, and those portions taxed at a different rate,
upon sale, from the rest. But, I take It, since he proposed it for electric
utilities, it is the Treasury's judgment that it should work.

I think it should happen for electric utilities. I applaud his proposal
there for all my disagreement with him in other places, but I think it
should happen in a lot of other areas, and particularly in this one.

Senator NmLsoN. You say "taxed at the regular rate." How does
that differ from the tax paid now?

Senator BRoCx. If I may interrupt?
Senator NzLsoN. Yes.
Mr. SCHOTLAND. Please.
Senator BRocK. I mean, the way the proposal works, as I under-

stand it, is that now, of course, dividends are taxes at ordinary tax

I
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rates. If you sell the stock of course, you sell it on a capital aais
basis. Whast would happen Is the corporation or the requesting stock-
holder would reinvest the dividends for the stockholder and, in effect,
it would be a separate account, a capital account; if and when the
stockholder called him and says "I want my stock and I want to sell
it out." And then the separate account is taxed at his normal, present,
o dinary Income rate and the capital account or the equity investment
of purchase of stock is taxed ata capital gains rate. This requires a
se rate accounting system.

Mr. 8onoTnN.-Indeed, we largly have It already, because of the
voluntary dividend reinvestment plans which w; record how much
has come back, if you choose to have It reinvested.

Senator Baocz, It is very much in parallel with the existingpro amt;?-
Mr. 'cSo AND. Yes. Mr. Chairman, I don't see how people can

say there is a savings shortage and particularly with deteriorating
balance sheete and the equity markets dried up and so forth, and then
turn around and make a proposal which encourages corporations to
reduce retained earig. Let us face it, what is the easiest way to
keep equity and who is more likely and what is easier than just saying"don't send me the check, which is taxed at m marnal tax rate
but keep It in the corporation, and I will pa ar, and when I
sell it." The when, of course, is often after retirement, or, unless we
get rid of the steppedup basis at death, much of this would go.

So, the deferral here would be of great value to the taxpayer, but
In the last analysis, there would be little loss to the Federal Govern.
menat. I believe that, Just as we have had experience in other places
that by increasing the equity, it would increase total investment, and
it would increase productivity.

Senator NuLsom,. Senator Byrd.
Senator BYa= Thank you, Mr. Chairman.On page of your statement, you say that the investment tax

credit discriminates against labor and small business. Would you
elaborate on that?

Mr. 8CHOTLAND. I will try to Senator. Yes, I believe that the com-
mittee has had some excellent detailed information put forth, making
clear the degree to which small business is less capital-intensive and
increasingly more service-oriented than larger businesses. Since the
investment tax credit is available only for equipment and only for
firms which are using relatively larger amounts of equipment, it does
nothing to help a firmi which uses little or no Aincant capital. There-
fore, Jobs are created only if the equipment calla for new jobs and the
equipment actually may discourage new jobs.

Several of your witnesses have put forth in some detail the pro.
9osal for a job-tax credit. Now, whether that job-tax credit should

be available only as an alternative to the investment tax credit, so as
truly to reduce the inequity, or, in ,addition, which would be yet a
more severe revenue loss, ii a question on which I have no answer.

Senator ByaD. How do you fel towards the Investment tax credit
as such?

Mr. ScHOTZDAtm. I believe at the present time, Senator, it should
be continued, in spite of the fact I am troubled about the extent to
which it does encourage yet more debt.

Senator BYnD. Now, you mentioned reduction of small firm's rates
of taxation. What do you think is an appropriate figure?
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Mr. SOIOTLAND. I think I would prefer, Senator, on that to defer
to people who are experts in taxation.

Senator BRD. Now, you say both labor and small business would
be aided by allowing more retained earnings. The present law really
is a -reat deterrent to small business, is It not?

Mr. SCHOTLAND. I believe you are right.
Senator BYRD. The level of retained earnings that are permitted,

in other words?Mr. SCHOiLAND. I agree with you Senator.
Senator BYRD. And as contrasted with the ver Ae companies

there is, as a practical matter, as I see It, no reaf l]i- on retained

Mr.lCJHOTLAND. I again believe you are right.
Senator BYRD. No effective limit, that is.
Mr. SCHOTLAND. Exactly.
Senator BYRD. Now, how would you define small business, or to

put it another way, when does a business cease to be a small business?
Mr. SCHO1TLAND. Well, Senator, I guess that depends upon the

purp es. If we are trying to work out an exemption from OSHA
requrements, I would expect that would be very different fhom--

Senator BYRD. I was thinking more along the tax line.
Mr. SCHOTLAND. But what r mean is it would depend again. For

example, we might allow retained earnings to go much higher In apublicly held small company than a close company, or we might
decide that there Is not a serious problem there and the close company
could be treated the same way. But, whether the measure should be
assets or the number of employees, I think this needs to be worked out.

What I am trying to emphasize is that I think these things are so
seriously worth the working out, that I think these are the areas in
which legislative action must occur.

Senator BYRD. I think your statement is most interesting and I note
you are not too much inclined to the view that our economic and
political picture will change by about $75 billion worth in the near
future?

Mr. SCHOTLAND. Again, I agree with you.
Senator BYRD. I certainly don't see a change of $75 billion worth.

Thank you, sir.
Mr. SCHOTLAND. Thank you.
Senator NsLsoN. Senator Javits.
Senator JAViTs. Not right now. I will yield to Senator Brock.
Senator BROCK. Obviously, I liked your statement, because I

agreed with everything you said, and I appreciate it. I have just a
couple of points on the regressivity of taxes on small business, and it is
regressive, for I think small businesses pay-for I think we can demon-
strate they pay a higher effective rate of taxation than larger businesses
in this country.

My own predilection has been toward the graduated approach.
But failing that, I have proposed, and some on the committee have
proposed, an effort to raise the surtax exemption to $100,000. I think
that is absolutely necessary.

Mr. SCHOTLAND, Yes; I agree entirely. By the way, the hearings do
contain some good data from the National Federation of Independent
Businessmen on the proposed rates.

Senator BROCK. Yes; I have seen that.
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In reference to Senator Byrd'e question with regard to the invest,
ment tax credit, I don't see how we can remove the investment tax
credit at this time, given the need, I think, for modernization in a
number of areas. But I think the point is will taken that the invest.
ment tax credit Is discriminatory against those who are less capital.
intensive, and that is primarily small businesses. They are almost, by
definition labor-intensIve.

I might point out that, again, I have a bill that would provide an
employment tax credit for hiring unemployed up to 14.9 percent for
the first year. The reason I came to that figure is that your social
security and medicare tax on the individual and the employer is 11.7
percent and the average unemployment compensation tax Is 3.2 per-
cent and the combination, obiouly, Is 14.9 percent. That is one of
the Agures arrived at. But, I think that Is at least a step at trying to
provide some equity in the two situations. And I agree tat both
well, not in the case of the employment tax credit, but I agree the
investment tax credit does have one built-in disadvantage, and that
is the tendency to be opposed to equity financing. And [-don't think
we have adequately del with that problem .

I also do think we have got to take some steps to increase the level
of savings in this ountry.-I do agree with your statement that it is
not a shortage of capital but a shortage of savings and I think we
should do something about that, because that is tIe benefits from
which we get our capital.

Oh, I would like to have you comment, if you feel you can, on one
other question and that is the concern that I have particularly in
regard to the fast that we are now, whether we like It or not in the
inrneational marketplace, and we ve got to compete. And i think
our depreciation schedules are absolutely archaic. I question whether
or not it is logical to depreciate on the baqis of costs or on the basis of
recovery or replacement of fixed assets, which is a system used by
most of our trading partners in the industrial word. ma me
our present system is retardant of reinvestment and is counter-
productive in that sense In terms of jobs.

Mr. SCRTOIAND. You aLked for a comment, Senator, and I guess
I have two. One is, I am sure we are all very pleased and Imprese
by the recent balance-of-payment figures. I think they say that for
al the problems business has, we are doing very well relatively and for
lots of reasons I agre

Senator Baocx. With considerable help from my farmers.
Mr. 8conTu;ND. Yes, sir. Still, the manufactured goods are compet-

in& quite successfully, first.
Second, if we do change the depreciation rate, and I grantyouthere

is a strong case for it, but again we have a significant revenue loss there.
I think the higher awareness of the smallness of our total pile is such
that we have to make very, very painful decisions about just where we
are goidg. I would rather see something like deferral of reinvested
dividends which will meet a strong argument--though I don't fully
agree with it, about inequities about double taxation and so forth,
and It will increase equity investment, just as would the depreciation
schedule, and will increase equity investment, which I think is one of
our most important problems. If we haven't learned anything from
New York City, I hope we will at least learn that there is a time when
debt gets a little high.

Senator Baoc. -Thank you.



747

Senator Nzso. Senator Packwood.
Senator PAoxwooD. You make reference to the fact that the Federal

deficit was not a significant factor in capital accumulation. Well, I was
reading your statement rather hurriedly but you pooh-poohed also
those who said that simply balancing 6e budget will take care of
our capital formation problems.

Mr. SoniolAND. Senator, what I meant to say is I don't think it
is about to happen, that i, I don't think we are, as Senator Byrd
was just saying, about to bring about $78 billion of change in a yeaw
or two.

Senator PAogwooD. You are just writing that off as utopian because
It Is not going to happen, in other words?

Mr. SOJOTLAND. I can see many reasons why we ought to bring it
into balance, and I can qee other reasons why we ought to do some.
thing like get all the existing care off the road, even if it takes a heavy
Federal subsidy to provide a new fleet of cars, Maybe we ought to be
more expansionary.

Senator PAcxwoop. So it is not a major factor in your mind?
Mr. Sc HMAND. I have no doubt that we are going to continue

to be running signflcant deficits. Now, whether they Will continue
to get praise from Dr. Okun, when he says that he thinks that present
fiscal policy is rather aucco ful, is another question.

Senator PACKwooD. You pooh-poohed Secretary Simon's argument.
also as to the trickle.down theory, Would you consider It to be a
trickleodown theory If we reduced the corporate profits tax to 40
percent for big and small corporations?

Mr. ScxwmAND. Well, it depends on what other changes are being
made. I do, in the statement, call for a reduction of the tax rtes. I
would rather see it happen for smaller corporations for several reasons.
One, I think it is more feasible. I think It will address the existing
inequities that are hurting small business, I think it is going to have a
much lower revenue loss.

Senator PAcywooD. But this is a genuine theory to help capital
formation?

Mr. SCrOTLAND. That is correct, Senator. I think it might be more
feasible and more useful to encourage reinvestment of dividends, and
to encourage now capital formation in that way. If the tax rate Is
reduced, we have no guarantee where that money goes. If the equity
is increased we expect it is going into investment. It will be the rare
bird that wi put It into the bank.

Senator NxisoN. Senator Javits?
Senator JAviTs. Yes. I just find your statement extremely inter-

esting and very provocative. I would like to say I like it especially,
Professor Schotland, because it shows what you can do with brains
and organization and it doesn't necessarily call for new money. And
I like that.

Now, I was going to ask you what you have here about my own
thoughts respecting small business stimulation through management
expertise. Do you have any Ideas on the drawing boar as to how that
miht be handled with SBA?

Mr. SCHOTLAND. Well, I think I would start out by examining the
Agricultural Extension Service and the voluntary programs that have
grown up in just the past maybe 10 years at the outside, wherein
retired executives are becoming either full time or part time or even
just consultants to small firms. I think here, as in many other cases,

-O, 0 * o * 4
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where voluntary activites a occurring, are excellent models for
what ought to be made regularized and expanded programs.

Senator JAvi. t was ust going to say the executive assistance
p you mentioned have veryheavily been confined to overseas
operatn, that I- retired man.~nnt peronnel have found It very
attractive there. f course, I had in mind domestic,

Mr. AoXom~wn. i do too, Senator.
Senator Ji . Go ahead: I interrupted you.
Mr. Sonoten. I belive there have been thou h, to put it mildly,

although you would know more about New tork than I, ut I thought
there had been eroams in New York City where retired business
executives have makingg themselves available at extremely low
cost to small firms. I don't see why this committee and the 8BA
shouldn't be looking into that and looking into the Agricultural
Extension Service, wIch has been so successful, and sayini that this
is the kind of thing that ought to be happening here, too. The economies
of scale are such that it doesn't make sense to small firms to gt
ths kinds of eperties. But, fortunately, our life expectancy is such
on the one hand, and our pension system is such on the other, that a
lot of people of enormous utity are leaving their ce positions,
very ealy. I think we ought to be tapping that potential.

Senator JAvrt. That is very semible, and we will look into that andal11l ourpropos .q oter thl I was v y nterested in is your jotax credit.
I tried that once a few year ago on the tax bil and didn't gt any.
where. We got some votes, but not nearly enough. Again, I wondered
about this. You say it warrants more seious study. Now, have you
undertaken or artioidated anything like that youseif?

Mr, 8HonAND. I haven't, sir. I think we ought to find out how the
work incentive program expense deduction has been working, as set
forth in section 40, sections 50 A and B, where there is a very restrio-
tive provision along these kinds of lines. And I think by expansion
or analogy of that, either to new workers or conceivably to retired
people who are on very limited penions, which is all too often, we might
consider special treatment for lobs for such people.

Senator JAvirs. Thank you, Mr. Chairman.
Senator NntsoN. Thank you very much, Professor, for your

thoughtful statement,
Mr. SomrnAND. Thank you.
Senator Nnom. Iwill submit for printing at this point in the record

a letter to Secretary Simon, inviting him to testify before the com.
mittee. He couldn't arrange to accept the date, but we will insert it
in the record.

[The letter refrred to follows :U
SUIOT CoMww ON SMALL Busimms,

HOn. WILUAM Be SIo wAiA#1^J0.O., 8.plnmr 1$, 1D?.

DIA A MR. Sa3nTART: This Committee has been oonduoting an in-depth
study of the business tax structure and its effects on small business. Prior to our
Initial midJune public hearings on this subject, conducted Jointly with the Sub.
oommlttee on Finanoal Markets of the Senate Finanoe Committee, we consulted
with the Treasury staff with a view toward obtaining testimony when the hearlns
reconvened In Sveptember.
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It Is the Committee's Intention to develop recommendations for Inlosion in
the forthooming omnibus tax reform bill from the standpoint of smaller an4
Independent enteprise. Some Initial roommendations were offered as discussed
In testimony to the House Ways ant Mean Committee on July 81-a copy Is
benl sent under xsparas cover, along with the volume of the June hearing, for
your full consideration.

The further Joint hesrinw we had proJected have now been definitely scheduled
for September 8-2 In the-lnano Oommittee hauLg rom, M221 Dirle Senate
OfMioe Bullding, being at 9:80 am. each day. The Committee saff has been
in toucf with your g tuhout the me in oder to help develop Treasury
Inpu for nquiy, and spocifloally In preparation for an lnitation for a
Treasury representative to tesify on September 8.

We wantto reemphAin our deep Interet In Inviting you or another senior
Treasury official, to appear a. a witness In these hearings at that time, or at any
subsequent time that Ii practical and convenient for the witness and supporting
staff personnel.

Our study has sought to develop data on the differential Impact of the tax
system on businesses of different idses. Our hope has been to suggest policies
for treating differenteised businesses equitably, aoo r lng to their circumstances,
in order to maximise the contributions of newer, smaller, and Independent enter.
prices to the eoon
'It would be mothepful to the Committee If the data suppotng iscotion

could be carefully and objectively analysed, and attention devoted to how the
tax system should take Into account the problems of differential sise, growth,
and Indepndence.

As we nave stated on many occasions, our Committees will be pleased to work
with your staff In exploring those questions, whbih we regard as vital to our
oonomy, our social structure, and our competitive position in the world.

have felt from the inning that it would Ib highly constructive for the" )SPt?' tep ent to .address these uetions. . .. .Trt two Department s ad esis. time is on form.tion of il,

It might SOCK to Inform our ommittes of what i tnownsabout how c0aal is
formed in the non-big.btuness sePent of the economy. Figures we submitted
to the Wsys and Mean Committee tend to show that just over 8 000 corporations
have their stock traded nationally, which appears to be an indication of access
to major securities markets.

The question which concerns s re$ y Is how th remainder of U.S. enter.
pies, whic appear to account for at least 48% of business output, one-half
priv te wp loyment, and over half of the significant innovation in this country,-
Ananoe their eiina N gs d especilly their growth under a tax system which
prmtly eems to tax medium1sise( companies U sainifoantly higher rates

lanr businesses.
We must soon face the task of writing the report and making Its ilndinp and

reo commendations. Testimony by the Treasury Depsrtment would be ofVrest
value to us, and to the Senate In our efforts to formulate equitable tax reform
leeisltloyw truly your, GATWU0P Nawi,

COfrm,, Se Ccmie
on Small Businm.

LwOVc BBMiser
COrmOn, SU iawe onPfnaneia Market.

Enclosures: As stated (omitted).

Senator N-isoxr. Our next group of witnesses is a panel of witness
on the issue of capital formation and capital recover. The witnesses
are: Norman B. Ture economic consultant, Washinton, D.C.;
Michael Sumichrst, chief economist, National Assocatiaon of Home
Builders; Roland M. Bixler, president J B.T. Instruments, Inc., and
chairman of the small business tax policy task force, National Associ-
ation of Manufacturers; David Barnes CPA, Coopers and Lybrand,
chairman Tax and Government Regulation Comittee, Council on
Smaller Enterprises, Cleveland, OhIo Jerry T Jones president,
Sonicraft Corp. chairman of the board of directors of tle National
Association of Slack Manufacturers; and Charles W. Rau, director of
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taxation Allis Chalmors Co.. chairman of the Taxation Committee,
W State Chamber o2bommerce.

I wonder if you might simply begin by presenting your statements.
Think it would be helpful ifyou wouldsuzma them, and if each
subsequent witness would try to avoid relating what the previous
witas sdd. Your prepared statements will printd in the record in
full. I assume no one o-bject to bein terrup with questions, but
I think It would be most helpful if theI comit members would wait

, for the presentation o the prepad text. It is 10 minutes after 11 now.Is It feasible for esoh of you to -rsot a summer of yur statement
in a minutes each? Is there anybo wo couldn't do it in that amount
Of time?

Mr. Tvus. I don't think I could sir.
Senator Nrnsox. Anybody else who am't?
Mr. BANRs4. I would hv a little problem with that.
Senator Nmusox. Anybody ele?
Mr. Bmxzn. It would be difficult.
Senator NLsoN. You a like me I guess. I can give a 2-hour

speech very easily, but it is hard to give a 6-mnute speech.
Well, lo u proeed with those wo say they can present It in S

minutes, and then let's see where we are; and continue rith those who
need more time.

Who Is going to be& for the first 5 minutes?
PANML DISCUSSION: NORMAN B. TUBE, EOONOMIO CONSULTANT,

WASIINGTON, D.C.; MIOAEL SUMIOUAST, CHI] E ONOMIST,
NATIONAL ASSOCIATION 07 IOM BUILDERS; ROLAND X. DIX.
LE, PIROIENT, 1.B.T, INSTUMNTSo INC,, CHAIRMAN, SMALL
BUS TAX POLICY TASK 70RE NATIONAL ASSOCIATION 01

MUAOTURUS; DAVID BARN, OPA COOPER AND LYBRAND,
CHAIRMAN, TAX AND GOYRNM30T REULATION 0OMMI wiTE
COUNCIL OP SMALLER ETtPISES, CLELAND, 0N0; ZRRT
T. $ONM, PRt SONIRAFT CORP., CHAIRMAN, BOARD 01
DIR ,TOR NATIONAL AMSOIATION 01 BLACK MANUIAOTUR
EU; AND CHARLS W. RAU, DIRECTOR 01 TAXATION, A
CHALMEORORP., CHAIMAN, TAXATION COMMITTEE, WISCON.
SIN STATE CAM OIP OMMERCE

Mr. 8umc Rs . Mr. Chairman, I don't have a prepared state-
mont because I just flew back from Hawaii, where I was attending a
mt n

Senator Nuisow. Would you identify yourself for the reporter?
Mr. SuvcnaAsT. I will answer some of the questions Mr. Herb

Spira gave me, supplied me, and I will be very short. The first
question-

Senator Nansot. Would you Identify yourself?
Senator JAvIos. Who are you, sr?
Mr. SuMIoaRAsT. Mike Sumichrast, chief economist, National

Association of Home Builders.
Senator NnsooN. Thank you.
Mr. SumicanAs?. I have received several questions from your staff

and will try to answer them briefly.
Question: Is there a capital shortage?
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Without ong into a long discussion, I would airee with Joseph H.
Pechmnt!at,b y any standard, groIn private domestic investment
in the past decade has been quitehgh. There is little evidence that
the present system has distorted the amount of savings which goe
Into capital formation over a longer period of time.

Now, theshortr say Itol yeas we may have any amount
of capital dislocations Is because of the impact of monetary
and fiscal policies on our system. The portion of g private domes-
tio investment represented by construction has been highly volatile
to credit policies. And the portion that is residential construction
has been even more prone to react to credit restraints than overall
construction or the nonresidential portion. .

I would like to provide the committee with two charts illustrating
this point. One shows total construction as a percent of ONP and
the second shows residential construction as a percentage of the
ONP. Both go back as far as 1915.

Question:I there a need to go from 10 percent to llI percent ofGNP or lag percent t to log percent?
I think that the lower range of 10 percent to II% percent is quite

sufficient. The higher range is, in my opinion, unrealistic and not
achievable, given the variety of priorities th. society has on its
capital formation.

Question. How does housing fit into that?
As you know, gross private domestic investment covers a variety

of things. Fixed Investment is partly structures and partly producers
durable equipment. Now, structures alone also cover a wide variety of
items. This i clearly visible In the included table. Residential buildings
are the single largest part of what the Bureau of the Census defines
as "value put in place." As you can see, this portion accounted for
48.8 percent in 1972 and 34.7 percent in 1974.

Housing competes with other Investments for loanable funds. As a
small business enterprise, it is unable to compete for funds with large
national corporations.

Therefore, a 12-18-percent investment credit would drain money
from residential construction.

Question: Distinguish between equity and long-term and short-term
tyPes of capital for your industry.

Equity capital in for sale housing is limited for the most part to
acquisition of land and land development cost. The amount ofequity
required for a ty ical builder of residential construction is relatively
small. He typically borrows money for construction and sells with
end mortgage provided by thrift Institutions for the buyers.

Short-term capital for construction and land development loans in
1974 was about $60 billion outstanding (see table 2).

In 1978, the long-term mortgage market required $72 billion net;
in 1974, a net of $54.4 billion.

Question: Choices for housing.
The best possible way to provde housing is to provide stability in

the flow of funds. We have had a very unstable money market in the
past 10-15 years, which in turn developed much deeper housinsgcycles
than ever before. We cannot function in a climate of instability or
crisis. Construction by its nature requires long-term planning. This
can only be done If and when the Industry can foresee what will
happen to costa and whether or not credit Will be available and at
what basis.
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Question: Comment on multifamily construction.
Multifamil housing has Its own peculiar problems which will not

be solved in ie next year without a slnificant recovery.
This sector contain both condominiums and rental Units in struc-

tures that do not meet the single family definition.
In August 1975, multifamIly starts were running at a 283,000 annual

rate, 68 percent below the 918,000 units for all of 1974.
In 197 about 210 000 multifamily condominium units were started.

~ Multifamily condominium starts dropped to 180,00 units in 1074, and
fewer than 40,000 will be started In 1975. Multfamiy condominium
activity has been largely concentrated in Florida, Ualifornla, and a
few other recreation/iesort areas. Inventories are quite large in these
areas and represent a 2- to 8-ear supply at current sales rates.

The apartment market coniues to e burdened by high financing
charges (when financing money is available), by environmental and
no grown opponents, and by lagging rent Increases.

Apartment developers generally are faced with paying 2 to 6 per.
centage point, above prme for construction financing. The prime
rate, currently at 8 percent, puts construction financing charges
above 10 perent,-not in a range of what Is necessary to help apart-
montm hank on the road to a strong recovery.

The interest rate problem Is further exacerbated by a lack of avail.
able funds for both construction and permanent financing. Recently,
the two principal sources of these funds for apartment construction
have been RNIT's and commercial banks. RNIT's have little money
to lend, and they are busy trying to solve their internal cash flow and
liquidity problems. Commercial banks, with large boiTowings to
REIT's, are reticent to lend.

Environmentalists and no-vowth proponents in both the public
and private sectors have sigificantly increased the planning time
and requirements for apartment project. in recent years. A developer
may have to deal with the permit issuing process for 2 to 3 years
with no guarantee that he will be able to build. Thus, costs are pushed
up for both permits and for holding land.

The most severe problem for apartment construction may be that
of rent levels. The median rent of apartments completed during fourth
quarter 1974 (latest data available) was $201, only 4 percent above
the $194 median in fourth quarter 1978. No significant shift has oc-
curred in the distribution of unit size over the period. Therefore, the
narrow gap between rent levels in the two periods cannot be explained
by a shift to smaller unite. Also, no significant change has taken place
in where apartment units are built-something that could be a strong
factor in narrowing the gap in the median rent levels.

Rent increases have been restricted in spite of the fact that utilit
and maintenance costs have soared. The two major factors responsible
for holding down rents are overbuilding of apartment units in most
metropolitan areas during the past 5 years, and the proliferation of
rent control programs.

In 1976, the recovery in multifamily starts will be limited and will,
to a great extent, be dependent on the HUD section 8 program.

That is about all, Mr. Chairman, for the time being. I would be
glad to answer any questions.

Senator NzLsoi. All right. We will reserve our questions until
we hear the rest of the witnesses. Thank you very much.

[The information referred to follows:)
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TABLE 1.--VALUE OF NEW CONSTRUCTION PUT IN PLACE IN THE UNITED STATES, PRIVATELY AND PUBLICLY
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Senator NusoN. Who else,
Mr. JoNzs. I will try.
Senator NXLsON. Please so ahead.
Mr. JONI$. I am Jerry T, Jones, and I am president of the Soni.

craft Corp. and chairman of the board of directors of the National
Association of Black Manufacturers.

Mr. Chairman, I represent this association which has about 300
small minorit manufacturing companies. We are very concerned
about the talk of capital shortages and the large amount of capital
that is being g needed for businesses to expend in the next decade,
because we have a problem which is very similar to all small businesses,
but yet, at the same time, is a lot more acute.

Our estimate is that f our businesses were to achieve parity, that is,
if we were able to attract enough capital for minority businesses to be
representative of the total community in the number of businesses
per capita, that it would require something like $450 billion for minority
businesses alone to achieve parity over the next 10 years. So that we
can certainly understand the problems about capital formation.

Historically, minorities have had tremendous difficulties in forming
capital. This has been due to the fact that in general they have had
low personal income and they have also not had-some other opportun-
ities in business that might have allowed them to create capital prior
to our present tax structure.

In -the last 7 or 8 years, the Federal Government in particular has
taken some steps to try and help minority businesses obtain capital
and markets so that they can grow. But, what seems to have happened
is that as soon as a company is able to become profitable, then the
tax structure becomes the major liability to its continued growth.
So, therefore, we are really concerned that on the one hand the Govern-
ment tends to want to help minority businesses to grow and survive
but on the other hand, it limits their capability of future growth and
survival.

So we feel that something in the tax laws needs to be done in order
to enhance small businesses, for most minority businesses are small,
to enhance their ability to grow. Therefore, we recommend some
changes in the tax structure in order to make small businesses Just
a little more able to compete for the real capital that is going to be
required in the future.

In order to assure markets for our companies, and to use this capi-
tal that we are talking about, we also recommend that a tax credit
be given to businesses as-an encouragement for them to do business
with minnorties. Our feeling is that if you look at the total receipts of
minority businesses, and the small amount they represent of the total
gross national production, that the amount of tax burden that might
be imposed by this is so small as to be negligible, but yet we feel that
the need to encourage cooperation between the majority and the
minority communities is so great that we feel that the country might
be willing to undertake this small expense in order to encourage us
meeting our national goals.

We also want to go on record Mr. Chairman as in favor in principle
of the type of job creation legislation that the National Small Business
Association has proposed.

Thank you.
(The prepared statement of Mr. Jones in full follows :]
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Mr. Chairman and members of the Committee, we thank you for

this opportunity to appear before you to discuss some of our

concerns about legislation affecting minority and small

business. 2 have with me Mr, lugene akers Xxeoutive Director

of the National Association of black Manufacturers.

Mr. Chairman everywhere one looks in the news media and

business magazines and periodicals these days one cannot help

but see the large amount of discussion about the huge capital

required for businesses to grow In the next decade and longer.

Business Week just indicated estimates of $4.5 trillion are

required for business expansion in the next decade if growth

in the business sector is to continue and any place near 41

annually as it did before the present recession.

At our annual meeting in March of this year my friend and

colleague Mr. 2. Douglas Xenna, President of the National

Association of Manufacturers t6ld us about the concerns of

that organization on the capital shortages that appears certain.

8o the way that tax laws affect the accumulation of- capital

is a great concern in the business community. it certainly

is a concern within the National Association of black

Manufacturers.

The present economic condition termed an economic crisis by

all sectors of the community poses grave conditions for small

and minority-owned businesses. Zn recognizing the problems

of the major businesses in our country# attention is sometimes

diverted from the productive capacity of the small business
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sector. Small businesses contribute 39 per cent to the
Gross National Product# roprenting about 43 per cent of the
total productive Capacity of our country. Sixty-five
percent of the non-government sector work force Is employed
by small businesses,

While there is no Intent to minimize the contribution of all
business to the well being of our nation# we think that tax
parity for the small business community is essential for
the continued economic growth of the country.

Studies both inside the government and outside the government

has shown that the small business community shoulders an
inequitable share of tax revenues, It has also been
demonstrated that with the Inequitable tax burden coupled
with limited resources, the small business community has been
in the forefront of innovation.

The economic growth of this country is predicated on the
Innovative use of capital. The small business community has-

provided this needed contribution.

In order to achieve growth for small business - a long term
desirable goal - it is necessary to structure tax gains in
such a way to Increase the effective *clout" of small businesses
In areas where big businesses dominate and therefore bring
about a more competitive and productive economy. we believe a
graduated tax would help to achieve this. It may be said
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this is a long tern solution. We have already admitted

the problems of Inflation and recession have only a long

term viable solution. The future of big business and labor

rest upon the shoulder of small business.

I am sure Mr. Chairman that members of this committee are

aware of the difficulties minorities have had In accumulating

capital. Even when the U. s. economy was expanding at an

unsurpassed rate, smll and minority businesses had difficulty

obtaining capital.

The lack of available capital in minority oomunities have

been well documented by others, The reasons given have been,

racial prejudice, boas, and resulting disparities between the

minorities and the oomaunity as a whole. The lowpr wages

received by minorities# the lower education levels obtainable

for minorities has lowered the probebilities of the minority

community when taken as a whole to succeed in business.

This lack of probable success has further decreased the likeli-

hood for minorities to obtain capital.

Capital for minority businesses have come primarily from savings

the minority businessman was able to accumulate. Minority

businesses as other mall businesses have not the convenience

of selling debentures to raise capital or of selling their

stock. This means minority busingse have had an unusually

hiah debt to euLitv ratio. The low apitalisastion combined
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with the high outlay for principal and Interest is & severe

burden on minority and sma*l businesses.

Since about 1967 the wisdom to aid minorities obtained some

capital and do business with the-government has Initiated

development of programs such as the Minority Enterprise Small

Business Investment Corporation and efforts to deposit federal

funds in minority banks.

The Small Business Administration developed the 8(a) Program

in government contracting and the Department of Commerce

Instituted programs for the private sector In Its' Office of

Minority Business Enterprise. The goals of these programs

have been to raise capital and develop markets for minority

businesses.

The growth of minority business over the last few years has

been substantial over what It was prior to 1969.. The growth

rate has been higher for minority businesses than for all

businesses. Yet the percentage of minority business is much

smaller per capita than non-minority businesses. Even so,

It was thought that minority business may at last have obtained

a foothold In the business community.

The inflation of two years ago and the present feoession have

caused some of the newly created minority businesses to fail.

The historical dearth of capital within the minority communities

composed mostly of savings - have also been eroded by this

inflation and washed away during this recession.



762

Mr. Chairmanf the National Asociation of blaok Manufacturers
recomends that Congress onact legislation to provide janootives

for cororatlons to dg bugings wilth mlnort. firms through dirgot

Tax legislation should be enacted which will give corporations

an added Incentive to do business with minority firms. A

recent example of egiLlsatlon of this typo is the special

provision of the New Tax Reduction Act which provides an

additional tax break to corporations if they establish an

Employee stock ownership plan.' The New Tax Law boosted

the Investment credit allowane from 7t to 104, and to lit

if a corporation has an employee stock ownership plan.

Similar recognition should be given to the need to support

Minority Business.

What we are requesting has a number of predecents. The following

sections of the Internal Revenue Code, Title 26c are examples of
the use of tax benefits used to achieve national goals.

AaktAnii 20 tax credit for work Incentive programs.

ectiLg 171 20t additional first year allowance for small
businesses on tangible personal property (depreciation).

haa&oon, 1-192 t DSC. Gtants substantial tax benefits
which Intend to encourage Increased production for foreign
markets,

1eoLQoLJn i Investment credit raised to 104 and lit for firms
with employee took plans.
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|otL.on 1a "tUriment rnoom* edit. snsouxages people
tossve for retireent.

I39Mon If# 3 oredit against amounts received as interest
on obligations of UnLtW state.

Senator NIs.ioN, Tlkank you very much, Mr. Joure. Does nyboysloe have a ointment. tJey can make in a minutes? OK thoij, Mr. Ture,you can gO nex(. Your idatemelnt will be printed in ftll In the record,
as will aJlitho other prepanml textw.

[The prepared statement of Mr. Tus In full follows.

614*0 * *. I
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My name is Norman B. Ture. I am President of Norman B. Ture, Inc., Consult-

ing Economists in Washington, D.C. I am consulting economist to the National

Association of Wholesaler-Distributors (NAW).

Mr. Chairman, I welcome your invitation to appear here today to discuss

current and future capital formation adequacy for the U.S. economy. Small business

has special capital deficiency problems. On Thursday, I will present.a detailed

analysis of the capital needs and problems of merchant wholesaler-distributors

which will demonstrate these problems of small business. However, it Is both useful

and necessary to view the situation of small business in the context of the entire

economy, so - as requested - I will concentrate my remarks today on the adequacy

of overall capital formation.

Capital Adeauacw The Centrol Economic Problem of the U.S.

The central economic problem facing the United States Is whether the rate

of capital formation will be adequate to meet the economy's capital requirements

over the next decade and longer. Virtually all of the other major issues with which

public policy makers are concerned turn on this central problem of capital adequacy.

Whether the focus is on attaining energy self-sufficiency, protection of the environ-

ment, improving and expanding mass transit systems, raising the housing standards

of low and middle-income individuals, providing safer and healthier working con-

ditions, and so on, a basic constraint on achieving these goals is how much capital

will be available to meet the growing and varied demands of the U.S. economy.

The less rapidly we add to our production capability, the more severely will pursuit

of any of these public policy objectives limit our success in achieving other public

and private gals.

The Mearnn of CaDitad ReirMents and Capital Slotazn

The Congress and the public have heard much on the subject of the capital
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shortage. So far, most of the attention has been given to estimating capital re-

qurements and the prospective shortfall of actual capital accumulation. These

estimates have varied widely for numerous reasons, Including differences in basic

aumptlons, analytlcal method, and projectilom of such factors as the rate of In-

fiation, the growth of government spending and deficits, and the magnitude of

various capitalntensive government programs, To let a useful perspective on

these estimates require us to be clear at the outset as to what we mean by "capital

requirements" and "capltal shortage,"

The term capital "requirements" does not mean that there Is some specific

amount of capital that must be on hand at some future time, In fact, there is no

unique amount of capital that the economy must have at any given time. it makes

ses to talk about capital requirements only in relation to other things, principally

the growth In the labor force. We arent Interested In adding to the stock of capital

for its own saket the concern with capital accumulatlon, instead, stems from the

role capital addition plays in providing the opportunity for increases in employment,

in productivity, and in real wage rates.

Beginning with a projection of the growth in the labor force, it Is possible

to estimate by how much the stock of capital must grow if the ratio of capital

inputs to labor services In production Is to increm at some designated rate. It

Is this increase in the capiti.libor ratio, along with tec al progress, which

primarily determines the rate of Increase in labors productivity, real wage rates,

and employment. If public policy alms at maintaining at least the postwar average

rate of increase in labor productivity and real wage rates, while avoiding an un.
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acceptable rate of unemployment, then If the growth In the labor force can be

reasonably estimated so too can the Increase in the stock of capital needed to

provide the Increase in the capital-labor ratio on which attaining these goals de.

pends.

To this amount must be added the capital requirements Imposed on business

by public policy mandates rather tan market forces. Por every dollar of capital

addition there must be a dollar of saving. Indeed, It Is more accurate to speak

of a prospective saving shortage than of a capital shortage. Since total saving

In the economy consists of private saving plus government budget surpluses or minus

government deficits, It Is necessary to add to the captal requirements described

above some estimate of government budget results In order to estimate the amount

of private saving that will be required. The projected required private saving may

be expressed as a share of projected GNP and this required saving ratio then may

be examined In the light of the postwar record., A projected required private saving

to GNP ratio significantly In excess of that actually realized in the postwar years

suggests that we are likely to fall short of meeting our capital requirements.

ktat~nL kaoital Rlrmeng
Over the postwar period, the number of full.time equivalent employees in

the private business sector of the economy has Increased at an average annual

rate of 1.3 percent a year. Associated with this trend, the net stock of capital

In the business sector has Increased at an average annual rate of about 4.3 percent.

The capital-labor ratio, hence, has Increased at an average annual rate of about

2.7 percent. In turnp this increase In the cpital.labor ratio has contributed to

a very nearly equal average annual rate of Increase - 2.) percent - In labor's
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productivity and real waeg rate. Financing the capital outlays required to achieve

this Increase In the neo stock of capital (along with residential Investment, net

foreign Investment, and government deflclts) has required total national saving

equal, on the average, to about 1.,! percent of GNPI It has required total private.

sector saving averaging I$#7 percent of GNP,

If we project the postwar trends In employment and in the capital-labor

ratio, over the next I I years i.e., through 19y5, we shall have to add $675 billion

to the net stock of business capital, measured In constant 1974 dollars. Assuming

no change In the rate at which business replaces fixed capital facilities, this will

require $2.37 trillion of total capital outlays, In constant 1074 dollars.

But this Is only the first step In estimating capital requirements. To the

amount of capital which must be accumulated to maintain the growth In employment

and In labor's productivity and real wage rates there must be added the increase

In the Nation's stock of housing to meet private demand and public policy housing

goals and the additional capital required to satisfy other government-mandated

demands -- to meet environmental standards, to achieve energy. self-sufficiency

goals, to comply with occupational health and safety standards, to expand and improve

mass transit, etc.

In contrast with business capital, much of this government-mandated capital

generates no increase In total incomes As a consequence, the businesses making

these Investments can obtain no return on such captial, hence cannot provide rewards

for the private saving which must be channeled Into such capital formation. The

household or business customer doesn't go into the market to buy cleaner air or
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water; it's not easy to persuade the customer that a given amount of groceries

are worth more because food processors and distributors produced less air or water

pollutants. In other words, much of this type of capital makes only a negligible

contribution to the market value.of the products customers buy. Aggregate sales

proceeds for any given volume of output, accordingly, are not likely to increase

by an amount equal to the additional costs of the public-mandated capital. Such

capital, hence, cannot be financed by business out of the Insignificant additional

cash flow, if any, it generates. And since It reduces the rate of return on the busi-

ness' total capital the business faces increasing difficulty In external financing

of its capital additions. Unless the aggregate flow of saving, generated Internally

by business and/or available in the capital markets, Increases substantially, we

face a serious shortfall In the capacity of business to finance the increases In capital

used to produce the goods and services people do buy. This drain must somehow be

offset by additional saving. This Is not to suggest necessarily that these govern-

ment-mandated capital outlays are not warranted or that the goals they seek are

Inappropriate. But It must be recognized that such capital formation cannot be

had for free and that It adds substantially to the Nation's total requirements for

capital.

How much do such requirements add to those needed to maintain at least

the trend rate of growth in productivity and real wage rates? On the basis of very

conservative assumptions this additional Investment will have to aggregate at least

$1.06 trillion through 1983.

I
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Private Savini Requirements

For every dollar of gross private Investment, there must be a dollar of gross

national saving. Gross national saving Is the sum of gross private saving plus govern-

ment surpluses or minus government deficits. In most of the postwar years, the

government sector has been In deficit, hence has reduced rather than augmented

gross national saving. Gross private saving requirements, in other words, include

not only fit--Spa" os -)rivate investment ut also government budgetary deficits,

It it is assumed that government deficits average no more than $10 billion per year

over the next decade .-- an extremely conservative assumption in view of recent

experience and near-*erm prospects -. the Nation's total private saving will have

to aggregate $3.34 trillion In constant 1974 dollars, through 1983.

The aggregate capital requirements are substantially larger If, more realistic-

ally, we take account of some continuing Inflation. If the price level rises on the

average by 3 percent a year through 1983, total requirements aggregate not less

than $4.3 trillion. At a 3 percent inflation rate, this total increases to $4.9 trillion.

If gross private saving as a fraction of GNP continues over the next decade

at the postwar average rate of 13.7 percent$ the total of such saving through 1983

will fall $400 billion short of estimated requirements, measured in constant 1974

dollars. At a 3 ip.-.: t inflationn rate, the gap, conservatively estimated, is almost

$300 billion; with Inflation at 3 percent, the gap Increases to almost $373 billion.

Closing this gap between capital requirements and private saving will require
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Estimated Capital Requirements and Private Saving, 1W7& 1965

(billions of dollars)

* 3D. Three Percent nation

CAPITAL REQUIREMENTS
263.6

303.3
32S'.8
350.5

* 377.5
407.0
430.$
476.0
516.3

4303.8
4,303.6

GROSS PRIVATE SAVING

243.0
250.6271.4
26.5
314.0

S8.6
361.6384.8386.6
413.4
441.7

3,07.5

Estimated Capital Requirements and Private Saving, 1975 -1985

(bl~lons of dollars)

C. Five Percent Inflation

Year CAPITAL REQUIREMENTS

1975 266.0
76 203.6
77 321.3
76 351.9
79 358.6

1080 423.7
0m 61 465.9
82 13.0
63 565.0
64 625.8
65 s 63j

Total 4,909.3

GROSS PRIVATE SAVING

247.6
269.8
293.0
320.2
348.6

3680.1
414.3
451.1
491.5
535.4

4,335.0

Year
1075
7,
77
76

179

1080

02
83
, 4
o5

Total

SAVING GAP

20.0
22.0
25.0
20.3
33.736.0

38.9
45.2
53.0
62.6
74.6

406.3

SAVING GAP

21.3
23.6
27.4
31.7
37.0

43.651.6

74.4
90.4

573.4



Estimated Captd emens and Prtvab Saving. 197S-1985

(blims c dollars)

A. Zero Inflation

CAPITAL RCTRMNI RS RVT AIG SVN

11moam-40dmt. Other Captal TOtal
Fixed Investmet Outlays, Including

Plus Inventory Government
Year Iccumuatin e__
1975 174.5 81.6 256.1 23.8 "20.3

76 181.6 84.7 266.3 244.7 21;6
77 189.2 88.4 277.6 253.9 23.7
78 197.2 92.3 289.5 263.4 26.1
79 205.3 - 97.0 302.3 273.3 29.0

1980 213.9 102.3 316.2 283.6 32.6
81 222.6 108.3 330.9 294.2 36.7
82 232.0 115.2 347.2 305.3 41.9
83 241.S 123.3 364.8 316.8 48.0
84 251.S 132.7 384.2 328.7 5S.5
85 262.0 143.5 405.5 *341.0 64.5

Total 2,371.3 1,169.3 3,540.6 3,140.7 399.9
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an increase In the total private sector saving rate from the Ii.6l percent postwar

overale to 1747 percent, If we assume a zero Inflation rate through 19111 At
a $ percent inflation rates total private sector saving would have to increase to
17,72 percent of GNP. And if inflation Is at 5 percent, the private saving rate

will have to Increase to 17.7 percent. At no time in the postwar years has the

gross private saving rate equaled even the lowest of the estimated requIred rates.l/
There Is no assurance that gross private saving will continue at the postwar

trend rate, let alone that it will Increase by the indicated amount. A glib answer

Is given by those who casually dismiss the capital shortage problem. They assert
that If the private saving rate were inadequate, the market rate of interest would

rise and private saving would increase. But this answer confuses cause and effectl
the higher interest rates would be the market's reflection of the shortfall of saving,
hence capital formation, from the levels that would provide the trebd rate of Increase

In the capital-labor ratio; at the lower than trend capitai-labor ratio, thereturn
per unit of capital# hence interest rates# would rise. Conceivably we might all

be content with the volume of capital formation ax determined solely by free market

forces. It we obviously are notl through government action, we insist on additional
capital to meet pubic rather than prIvate, market-determined demands. And there

Is no guarantee that under the present tax laws the market-determined flow of

I/ The estimated required saving rates in the inflation cases err significantly
on the low side. The estimated amuit of private saving does not include downward
inventory valuation adjustments which would reduce business saving under the 3
percent and S percent Inflation cases from the postwar average rate of such saving.
Moreover, the estimated saving implicitly assumes that capital recovery allowances
would Inorem above the annual zero inflation amounts in the same proportion
as the inflation rate. Since capital recovery allowances are based on historical
rather than replacement costs, this assumption overstates the amount of this com.
ponent of private saving under the 3 percent and y percent inflation cases,
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aving would be adequate to provide a rate of increase in the capital-labor ratio#
hence !abor' productivity and real wage rates, which would be acceptable.

Another g11b answer Is that any inadequacy in private saving might and should
be made up by the Federal Governmonts running budget surpluses Instead of deficits.

This prescription Is based on the belief that the growth in Federal spending will

decelerate while Federal revenues will increase. In the light of the fiscal experience

for many years put, and particularly that of recent year%, It Is scarcely realistic

to project any significant slowdown in the rate of growth of government spending,

however desirable that may be. Hence, achieving budget surpluses would have

to depend on a very substantial acceleration in the growth of tax revenues, Some
part of this growth, presumably, would be generated by Increases in total economic

activity, but the principal source of the increase in Federal tax revenues would,
according to this view, come from the elimination or reduction of so-called tax

"expenditures", Apart from the fact that the estimates of the additional revenues

to be obtained thereby are woefully unrealistic (because they are based on the

-assumption that the affected taxpayers would be completely unresponsive to the

increases in their taxes), the principal flaw in this approach Is that the increase

in taxes would almost entirely represent additional taxes on the return to private

saving, thereby accentuating the existing antl-aving tax bias. At best, private
saving might be expected to fall by no more than the estimated increase in revenues

more realistically, the decline in private saving would significantly exceed any
ultimately realized increase in Federal tax revenues. Whatever one' view about

the desirability of reducing tax "expenditures", it is mare wishful thinking to project any
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Increase In the National saving rate from doing so. Achieving a higher rate of

gross national saving by Federal surpluses, therefore, Is not a realistic solution.

ConQM unces of Shortfl In Private SaYNa

What will happen If actual saving falls short of these "requirements"? In

all likelihood, the capital formatlbn shortfall would be largely In the Investment

in the machinery, equipment, plants, working capital, etc., which increase the real

output of j b gods and services. If the private saving rate were to continue

only at the postwar trend rate, the saving shortfall, in 1981, assuming no Increase

in the price level, would be $0.5 billion. This would be almost 2 percent of the

estimated amount of the capital formation needed to maintain the trend rate of

Increase in the capital.labor ratio. The adverse Impact of a shortfall of this mag.

nitude on labor's productivity and real wage rates clearly would be enormous.

Some would argue that we should all prefer to realize a larger proportion

of our advance In living standards in the form of a more congenial environment

and more publicly-provided services and amenities and accept a slower advance

In our ability to produce and buy the goods and services which fill our market baskets#

Perhaps this Is an acceptable trade-off for the more affluent Individuals in our

society it seems unlikely, however, that most of the labr force would be willing

to accept any significantly lower rate of gain in ability to buy the products for

sale In the marketplace and to save in exchange for more of the output provided

by the govrnment-mandated capital, or that most of the economically disadvantaged

who aspire to enlarged opportunities for gainful employment would be content

to trade away such enlarged opportunities for, say, a cleaner environment. It is
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unrealistic, therefore, to suppose that these government.imposod demands for

capital can be substituted for market-determined capital formation Instead of

Increasing the rate of aggreate capital formatiom

Incre GAna Prlvat. hvln.e A Challenie fot Publlc Poller

The Imperative for changes In public policies to reduce the burden on private

saving and capital formation Is inescapable. The foremost challenge facing the

Congress Is to deal realistically with the surging demands for a higher rate of

private saving. It this challenge cannot be met, one or more of the high.priority

objectives of economic policy will have to bear the brunt of the failure.

In meeting this challenge, the Congress and the Executive branch will confront

serious problems. The greatest difficulty probably will be to overcome the accumulation

of many years of doctrinal notions that any changes In the law to reduce the dispropor.

tionate tax burden on saving and Investment Is a "loophole or tax "breaW for business

or rich Individuals. Tax changes to permit all of us to save a larger proportion

of our Incomes, however, are not Issues of business vs. Individuals, or business vs.

labor or consumers, or rich vs. poor. The issue, instead, Is how rapidly we advance

employment opportunities, labors productivity, and real wage rates and how much

we expand our capacity to meet the public sector's surging claims on total production

capability.

Components o! Natlonl Savina

To deal effectively with this problems It Is useful to begin by examining the

components of the nation's total saving. The following tables, taken from the Depart.

ment of Commerce's -iatlonal Income account estimates, show gross national saving,

gross private saving, and the major components of gross private saving In relation
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to gross national product in the years 19T7.197t.
errtmntMEStao~ dan N&IWhWM W"hu

One fact emereS Immedlately from examining these data In only
13 of the 28 years In this postwar period has the government sector contributed

positively to the Nationt total savinl The Federal government has added to rather

than subtracted from total saving In only I I of these 28 years. And over the entire

period, the government sector has reduced ageato saving by a total of $31.8
blUlont the Federal government has drained a total of $42.8 billion from the Nation's

aggregate saving in these 21 years. Moreover, the Federal deficits in prospect
for this calendar year and in the next year or more will reduce the Natlons aggregate

saving by enormous amounts.
It is obvious, of course, that the government sector drain on total saving

has resulted in large part from the extraordinary growth in government spending

- more than 9.2 percent a year, on the average, since 197. So long as government

spending continues to grow at that rate, It Is unrealistic to assume that government
revenues can grow even more rapidly to generate budget surpluses and thereby

add to, rather than subtract from, total saving. Providing the increased flow of

saving required to meat our captial needs, therefore, will depend on whether the
private sector increases Its saving rate.

A second Impressive fact these data reveal Is that while the fraction of GNP
which has been saved by the private sector has varied widely, at no time In the

postwar years has it reached the rate which will be needed to meet the capital

needs discussed earlier. For the entire period, private saving has averaged 15.68
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(soof doanra)

YeH Gross Gross mdm SmftLr Tota P__m ....Prc.dut 1~ r 1-1. Itm I .. ....Tota+l Federal TOW PwSc Tom .ui . ....... ,, ' -

Remmy R Ieammty R@ddTe

1947 231.3 42.0 14.4 13.4
48 257.6 49.9 8.S 8.4
49 256.S 35.9 -3.2 - 2.4

1950 284.8
Sl 32B.4
S2 345.5
S3 364.6
54 364.8
55 398.0
56 419.2
57 441.1
58 447.3
59 483.7

1960 503.7
61 520.1
62 560.3
63 590.5
64 632.4
65 684.9
66 749.9
67 793.9
C., 61.2
69 93e-3

27.5 7.3
41.4 13.4
39.0 9.4

50.4 7.9 9.1 42.S 13.1
56.1 S.6 6.2 50.3 17.3
49.5 - 3.8 - 3.6 53.3 18.1
47.S - 6.9 - 7.0 54.4 18.3
48.S - 7.0 - 5.9 55.6 16.4
64.8 2.7 4.0 62.1 1s.$
72.7 4.9 S.7 67.6 20.6
71.2 .7 2.1 70.5 20.7
59.2 -12.5 -10.2 71.7 22.3
73.8 - 2.1 - 1.2 75.9 19.1

77.5 3.7 3.S 73.9 17.0
75.5 - 4.3 - 3.8 79.6 21.2
65.0 - 2.9 -3.8 87.9 21.6
90.5 1.8 .7 06.7 19.9

101.0 - 1.4 - 3.0 1lU.4 26.2
115.3 2.2 1.2 113.1 2B.4
124.9 1.1 - .2 123.8 32.S
119.5 -13.9 -12.4 133.4 40.4
128.3 - 6.8 - 6.S 135.2 39.8
144.0 8.8 8.1 135.2 38.2

20.2 6.4
26.0 7.S
29.7 6.6

29.4 9.S
33.1 10.9
35.1 11.7
36.1 12.S
39.2 13.3
46.3 14.1
47.3 1.2
49.8 16.3
49.4 16.9
56.8 17.9

56.6 18.S
58.7 - 19.0
66.3 19.9
66.8 20.9
76.2 22.2
64.7 23.4
91.3 24.4
93.0 25.9
95.4 27.7
97.0 29.6

5.8
7.0
7.9

8.8
10.3
11.
13.2
1S.0
17.4
18.9
20.8
22.0
23.S

24.9
26.2
30.1
31.8
33.9
36.4
39.S
43.0
46.8
S1.9

6.0
13.4
1M.2

11.0
11.6
12.0
10.S
11.0
14.8
13.2
12.7
10.5
1S.4

13.4
13.4
16.3
16.1
20.1
25.0
27.3
24.2
20.9
IS.4

13.8
20.4
21.1

19.8
22.1
23.S
23.7
26.0
32.2
32.1
33.S
32.S
38.9

3.3
39.6
46.4
47.9
54.0
61.4
66.8
67.2
67.7
67.3

-,,4
-4
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Product Or Deii ~Business

TOWl Federal Teal Personal Tosa Uincorp.
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977.1
1054.9
1158.0
1294.9
1397.4

143.1
152.2
173.3
214.4
207.5

-10.1
-18.5
- 5.1

-11.9
-21.9
-17.5

- 3.5 - S.6
-6.3 -8.1

153.2
170.7
178.5
210.9
213.8

56.2
60.5
52.6
74.4
77.0

97.0
110.2
125.9
136.5
136.8

31.3
33.3
36.6
39.6
42.8

56.0
60.4
66.3
71.2
76.7

9.8
16.2
23,3
25.7
17.3

65.0
76.6
89.6

96.9
94.0

1970
71
72
73
74
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S.- Sources of Gross Saving s Percent of Gross Natal Product. 197-1974 "

Year Gross G.oss Privae Saying
Total Personal Bsiness

Saving Ttl Uunnorp.SeiIyw GssBusiness!

Capital Captal
e-cv covey Rtamd Total

Aflowances Allowanes Profits I FDel,

1947 18.2 11.9 3.2 8.7 2.5 2.S 3.5 6.0
48 19.4 16.1 5.2 10.9 2.9 2.7 5.2 7.9
4S 14.0 15.2 3.7 11.6 3.4 3.1 5.1 8.2

1950 17.7 14.9 4.6 10.3 3.3 3.1 3.9
51 17.1 15.3 5.3 10.1 3.3 3.1 3.6 6.7
52 14.3 15.4 5.2 10.2 3.4 3.3 3.5 6.8
53 13.0 14.9 5.0 9.9 3.4 3.6 2.9 6.S
54 13.3 15.2 4.5 10.7 3.6 4.1 3.0 7.1
55 16.3 15.6 -4.0 11.6 3.5 4.4 3.7 8.1
5 17.3 16.2 4.9 11.3 3.6 4.5 3.1 7.7

57 16.1 16.0 4.7 11.3 3.7 4.7 2.9 7.6
58 13.2 16.0 5.0 11.0 3.8 4.9 2.3 7.3
SS 15.3 15.7 3.9 11.7 - 3.7 4.9 3.2 8.0

1950 15.4 14.7 3.4 11.3 3.7 4.9 2.7 7.6
6! 14.5 15.3 4.1 11.3 3.7 5.0 2.6 7.6
62 "15.2 15.7 3.9 11.8 3.6 5.4 2.9 8.3
63 15.3 15.0 3.4 11.7 3.5 5.4 2.7 8.1
,4 16.0 16.2 4.1 12.0 3.5 5.4 3.2 8.5
53 Me.8 16.5 4.1 12.4 3.4 5.3 3.7 9.0
65 16.7 16.5 4.3 12.2 3.3 5.3 3.6 8.9

15.1 16.8 5.1 11.7 3.3 5.4 3.0 8.5
, 14.8 15.6 4.6 11.0 3.2 5.4 2.4 7.8

£9 15.3 14.5 4.1 10.4 3.2 5.6 1.7 7.2 f
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15.7
16.2
15.4
16.3
15.3

5.8
5.7
4.5
5.7
5.5I

Percent of Gross Naon Product, 1947-1974

9.9
10.4
10.9
10.5
9.8

3.2
3.2
3.2
3.1
3.1

5.7
5.7
5.7
5.5
5.5

f I TF

Year Gro _ Gross Private Saving
National Total Personal Business

Business I
Capital Capital

Recovery Recovery Retaine T6Wa
__ _ _Allowances Alowances Profits t rasha Flow)

1970
71
72
73
74

14.6
14.4
15.0
16.6
14.8

9.

;2

I1.0
1.5
2.0
2.0
1.2

6.7
7.3
7.7
7.5
6.7
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percent of GNP, with a low of 1.9 percent In 1947 and a high of 16.8 percent In

1967. Clearly, major changes In the tax system are needed If the required increase

In the private saving rate Is to be achieved.

Contribution of bsiess aving

Another Impressive fact shown by these data Is that business saving

has accounted for an ncresing proportion of the economy total saving. In 1947,

business saving was 48.1 percent of gross national saving; by 1974, It had Increased

to 65.9 percent of the total. This lage and growing contribution of business saving

to the total saving In the economy should be kept clearly In mind in evaluating

tax reform proposals which would, one way or another, Increase total business tax

burdens. Any such increase must erode business saving and necessarily retard the

Increase In total saving In the economy.

Gross business saving, as measured In the national Income accounts, consists

of the capital consumption allowances of unincorporated businesses, corporate

retained profits, less adjustment for changes In the value of inventories, and corpor-

ate capital consumption allowances. Of the growth In business saving shown above,

by far the most important and most rapidly increasing component Is the amount

shown as capital recovery allowances. While total saving in 1974 was about $ times

that of 1947, capital recovery allowances In 1974 were almost 10 times those of

1947. And In 1974, this component of business saving accounted for almost 58

percent of total saving, more than twice the fraction In 1947. It Is against these

hard data on the Importance of capital recovery allowances as a source of the Nation's

total saving that the Congress should evaluate such tax "reform" proposals as eliminat-
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ing ADR. The factual record provides unmistakable evidence of the contribution
of past legislation and administrative actions, Including the accelerated depreciation

' provisions In 19,5* the guidelines lives In 1962, and the ADR in 1971, to the nation's
total saving; it ao attests to the effectivenes of further Improvements In capital
recovery allowances n Increasing aggregate private saving and capital formation.

I In sharp contrast, retained corporate net profits have added only modest
amounts to total private saving. As a share of the GNP originating In corporations,

pretax profits, adjusted for Inventory valuation changes, have shown a marked

downward trend over the entire postwar period; In the five years 197-19l, the

ratio of profits to gross corporate product ranged between 20 percent and 23 percent,

while In the last five years the ratio has been between 11.8 percent in 1970 and

13.6 percent In 1970, when profits allegedly soared out of sight. This ratio has

been falling since the first quarter of 1971 In -19?4 It was down to 12.4 percent,

lower than at any other time in the postwar period, except for 1970. Measured

in current dollars, corporate profits adjusted for changes In Inventory valuation

Increased from $2.6 billion in 1947 to $105,6 billion In 19? or roughly four times.

The increase in income taxes was $44.4 billion or 5351 percent, of the $80.0 billion

Increase In pretax profits, while the Increase In dividend payouts was $26.4 billion,

a third of the increase In pretax profits. Retained profits rose from $8 billion to

$17.2 billion, little more than twice.

The growth Mn corporate capital recovery allowances has scarcely been ad-

equate to offset the declining share of profits in corporate GNP and the Increase

in corporate profit taxes. Corporate cash flow,, Ie., net retained earnings plus
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capital recovery allowances a a share of corporate GNP shows no positive trend

over the postwar period. Since the mld-l96s this ratio has been falling! in 1#14t

itRfll to 10, percent, the lowest level since 1047.

Ur(e of Tu Rvg1loo to Red th urden on SavI

These data highlight the urgency of tax changes to augment business capital

recovery allowances and to reduce corporate Income tax liabilities If the Nation's

savin and capital formation requirements are to be met. The cost of failure to

do so will be measured in fewer jobs and lower real wages than otherwise would

be realized, In lower levels of achievement of public policy goals, or both,

I do not mean to sugget that changes in the tax system to reduce the burden

on saving and capital formation should be confined to business taxes. On the contrary,

reducing the dlsporportionately heavy tax burden on personal saving Is also urgently

required. As the table shows, personal saving represents a declining share of the

Nation% total saving. Reducing the share of disposable personal income used for

consumption by even a very modest degree, for example, from 9216 percent to 90

percent or b)y 2.7 percent, would increase personal sving at I97's estimated level

of disposable income by more than $26 billion. Tax changes to bring about this

result by givig the taxpayer a larger claim on the economy's future Income would

have the collateral benefit of reducing his dependency on government programs

to provide for his retirement and temporary financial setbacks.

There are any number of tax changes which would reduce the existing tax

burden on individual saving and bring about an increase In the personal saving rate.

These tax changes need not be confined to or even be primarily directed to upper.
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bracket Upyers For example, supose t"yors were $iven a tax credit for
, Incro~eas In the amount of the total aving In the taxable yoer The credit might

beallowed at a rate, of uyl 20 percent, with an up omit of say, $1,000 on a
joint return. A very subsmnti pert of these tax benefits would o to perW o
of modest incomes. Statistics of Income data for oP2, for example, show that
50 percent of the total Income representing the yield on savings was reported on
returns with less than $20,000 of adjusted gross Income.

Responsibility for meeting our future saving and capital requirements should
not be limited to one or another pert of the private sector. All of us will have
to get In on the act, By the same token, no one type of tax change will be adequate
to meet the extraordinarily diverse demands for capital throughout the U.Sq economy.
The tax change which would most quickly Increase the saving and capital outlays
of, say, large manufacturing enterprises would not necessarily be most directly
effective for, say, the small wholesaler-dlstributor, And the tax revisions which
would most effectively reduce the existing tax barriers to additional saving by
the upper bracket individual stockholder will not necessarily be the most efficient
means to allow low.income individual to lncreaos their saving In the forms they
prefer. Since the need for increase in saving and investment is not confined to
any one particular roup of Individual or business, a long list of tax changes Is needed
to Insure that all individual and business taxpayers will have greater inclination

and ability to save and Invest.

T GM s to kL EasFI _Maral gt rfmdi g
Concommitant to the requirement to alleviate the excessive tax burden on

private saving and investment Is the need to reduce Impediments to the efficient

10
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operation of the Notlon' financial market With respect to tax policy# the need

is to reduce If not elmnte, the existing tax distortions which chane the signas

which the financial markets would otherwise provide as to the beet allocation of

any given amount of saving among alternative Capital formation uses.

The corporation income tax gK I grossly distorts the allocation of svingk.

The tax constitutes a heavy exclse on the returns to corporate equity, layered on

top of the extra tax on Individual saving which Is inherent In our income ta Not

only does It bias the allocation of savin It also distorts the capitalization of corporate

businesses by discriminating against new external equity as compared to debt finan.

cing. The resulting pressure toward excessive debt increases risk and the cost

of capital above the levels that would otherwise prevail.

Some progress toward integrating the individual shareholder% and the corporate

tax Is urgently deosble in the interests of reducing existing tax distortions, The

simplest measure to this end, obviously Is to reduce the corporation Income tax.

In addition, reducIng the double taxing of dividends whether by allowing corporations

to deduct their dividend payouts or by permitting shareholders to claim a credit

for the corporate tax paid on the dividends, would contribute to reducing these

distortions as well as to increasing total private saving.

One of the most serious tax Impediments to efficient financial market perform-

ance Is the tax treatment of capital gains and losses. The tax on capital gains

Is properly viewed as an additional tax on the returns to savings the tax on capital

gains on corporate securities Is a heavy third layer excise on the returns to saving

invested in corporate business. The limited deductibility of capital losses further
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increase the risk of equity Investment and raises the cost of capital,

In addition, the tax on sain Is a substantial excise on the trafer of saving
from one Investment to another. Accordingly It significantly Increases the cost

of capital transactions and by freezing asset holdings, impedes the financial markets
from efficiently performing their important function of valuatin the worth of
companies.

Optimumly, capital gains and losses should be entirely eliminated from the

Income taxi indeed this would be essential if the basic tax bias against saving were

eliminated by exclude current aving from taxable income while fully taxing

the subsequent gross returns on the saving, Short of this basic change, there are

a number of changes which would move in the right direction. Among these are
the proposals to exclude the first $1,000 of gains each year, to defer the tax when

the gains are rolled over into new investment, to reduce the amount of gains included

in income the longer the aset had been held, to Increase the offset of capital losses

aginst ordinary ncome, and to liberalize the carryover of capital losses.
As this brief review Indicates, the list of changes to reduce the existing tax

nhibitions to saving and to permit the financial markets to perform more effectively

Is long and diverse. The obstacles facing the enactment of these tax changes must

not be minimized. Neither, however, should any of us lightly dismiss the costs

In terms of retarded growth In productivity, employment and real wage rates In

falling to reduce the present excessive tax burden on private saving and capital
formation.
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Mr. Tva. I am Norman B. Ture. I am president of Norman BO
Ture, Inc., consulting economist in Washington, D.C. I am also
c"oulting economist to the National Association of Wholesaler.
Distributors.

Mr. Chairman, I appreciate your invitation to appear here today
to discuss current and future capital formation adequacy for the U.S.
economy. In that context, smell business has secia capital deft.

~ ciency problems. On Thursday, I will present a detailed analis of
the. capital needs and problems of merchant wholesaler-ditributors
which will demonstrate these problems of small business. However,
it Is both useful and necessary to view the situation of small business
in the context of the entire economy, so-as requested-I will con-
centrate my remarks today o4 the adequacy of overall capital
formation.

CAPITAL ADEQUACY: TH ORNTRAL ECONOMIC PROBLEM Or THI2 UNITED
STATES

In my judgment, the central economic problem facing the United
States is whether the rate of capital formation will be adequate to
meet the economy's capital requirements over the next decade and
longer. Virtually all of the other maJor issues with which public policy-
makers are concerned turn on this central problem of capital ade
quacy. Whether the focus Is on attaining energy self-sufficiency,
protection of the environment, Improving and expanding mas transit
systems, raising the housing standards of low- and middle-income
individuals, providing safer and healthier working conditions, and so
on a basic constraint on achieving these goals is how much capital
will be available to meet the growing and varied demands of the U.S.
economy. The less rapidly we add To our productive capability, the
more severely will pursuit of any of these public policy objectives
limit our success in achieving other public ana private goals.

THt MANIG OF CAPITAL REQUIREMENTS AND CAPITAL SHORTAGE

The Congreas and the public have heard much on the subject of
the capital shortage. So far, most of the attention has been given to
estimating capital requirements and the prospective shortfall of actual
capital accumulation. These estimates have varied widely for numer-
ous reasons including differences in basic assumptions, analytical
method, and projections of such factors as the rate of inflation the
growth of Government spending and deficits, and the magnitude of
various capital-intensive Government programs. To get a useful per-
spective on these estimates requires us to be clear at the outset as
to what we mean by "capital requirements" and "capital shortage."

The term capital 'requirements" does not mean that there is some
specific amount of capital that must be on hand at some future time.
In fact, there is no unique amount of capital that the economy must
have at any given time, It makes sense to talk about capital require-
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ments only in relation to other things, principally the growth in the
labor force. We aren't Interested i adding to the stock of capital
for its own sake; the concern with capital accumulation instiad,
stems from the role capital addition plays in providing tI oppor-
tunity for increases in employment, in prductivity, and In real wage
rates.

Bahng with a projection of the growth in the labor force, It
possible to estimate by how much the stock of capital must grow If
the ratio of capital hiputs to labor services In production is to In.
crease at some d a rate. It Is this increase In the apitallaborratio which, along with technical progress, primarily determine the
rate of Increase In labor's productivity Its real wage rates, tnd em.
ployment. If public policy aims at mafntaiing at least the postwar
average rate of increase In labor productivity and real wage rates,
while avoiding an unacceptable rate of unem loyment, then If the
growth In thelabor force can be reasonably esltnated so too can the
increase in the stock of capital needed to privide the increase in the
capital-labor ratio on which attaining these goals depends.

Over the postwar period, the number of full-time equivalent em-
ployees In the private business sector of the economy has Increased
at an average annual rate of 1.5 percent per year. Associated with this
trend, the net stock of capital in the buiiness sector has increased at
an average annual rate o about 4.3 percent. The capital-labor ratio,
hence, has increased at an average annual rate of about 2.7 percent.
In turn, this increase in the capital-labor ratio has contributed to an
average annual rate of increase-2.3 percent--in labor's productivity
and real wage rate. Financing the capital outlays required to achieve
this increase In the net stock of capital-along with residential in.
vestment, net foreign investment and Government deficits-has
required total national saving, on tho average, of about 15.8 percent
of GNP; and it has required total private-sector saving averaging
18.7 percent of GNP.

If we project the postwar trends in employment and in the capital.
labor ratio over the next 11 years; that is, through 1985, we shall
have to ad $8675 billion to the net stock of business capital, measured
in constant 1974 dollars. Assuming no change In the rate at which
business replaces fixed capital facilities, this wIl require $2.37 trillion
of total capital outlays a year, in constant 1974 dollars.

Senator aNLsoN. May I interrupt you? We are having some prob-
lems with time constraints here. I will have to limit everybody's
presentation to 10 minutes. Our main concern, I think, Is to get some
Idea about what can be done to aid small businesses in capital for-
mation and capital recovery. Now, the statistics you are presenting,
we have received In considerable detail from a number of witnesses in
previous hearings. They are very good and helpful, but could you
address yourserto those aspects of your statement, that relate specifi-
cally to what the Small Business Committee and many of the Finance
Committee-since this is a joint hearing-can do, and what can be
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done to amist small businesesuch as chae in the tax law to
help them with capital formation and capital recovery. Otherwise,
we aegoing to run out of time this moning before we get to that.

Mr. Tun. I appreciate your time constraints. Let me preface my
response to 'our specific quirky by pointing out that the problemwh which the economy as a whole must deal, and that is every
single part of the economy, including small business, medlwn.eiae

.~ business, and large businesses, and households as well, and the
Government sector, too, the problem is primarily concerned with
whether or not there will be an adequate flow of saving In the private
sector. For every singe dollar of capital formation, irrespe ve of
who forms that capital, there has to be a dollar of saving. Existing
tax laws of the United States, at the Federal, State, and local levels
are enormously biased against savings by private households and
by businesses. It has been observed on a number of occasions that
the amount of tax that is Imposed at all levels of Government on a
dollar of savings and capital formation vastly exceeds the amount
of tax on a package of cigarettes, or a dollar's worth of cigarettes, or
vastly exceeds that on a dollar's worth of alcoholic beverage. It is
as If inadvertently, or by intention, we have imposed a vastly hgher
burden on saving and capital formation that we have on such things
as cigarettes and liquor, as if we treat savings and capital formation
as less important than cigarettes or liquor. Ifrwe are to close the sav-
ings gap, which I estimate with a very modest inflation rate of 3
percent a year between now and 1985, as in the area of $500 billion,
then that savings must come from the private sector, because there
is no reasonable prospect, however desirable it may be, for the Federal
Government to start running surpluses at any order of magnitude
that will contribute significantly to adequate savings.

If we are to close that savings gap, the private sector is going to
have to close It. It will be necessary, If they are to be able to do so, for
there to be major changes in the structure of the Federal tax system,
as well as In the States and local tax system. And our focus today Is
on Federal taxes. If you look at the components of national saving,
as shown in the official national income accounts prepared by the
Department of Commerce, one of the things that you will find very
striking is that over the entire postwar period, the Government
sector has not been a major contributor to adequate savings in the
economy. Oh the contrary, it has been a draii. And the Federal
Government has drained a fairly substantial amount; it has drained
$62 billion to $63 billion over the last 8 years, ending with fiscal 1974.
And the Federal Government's drain on the totil savings of the
economy for fiscal years 1975, 1976, and 1977 N very likely to run
Into the hundreds of billions of dollars. So the problem is to find a
way in which tax changes in fact can be made to reduce the excessive
weight of taxation, the excessive burden of taxation on private
sector saving and capital formation.
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Second impressive fact, in looking over te record,Is tht business
saving represents a very substanta part of the total private sector
savi4- anl that is the most rapidly groig component of that svig.
Particularly significant in thi context is that of the business sector s
saving-the most important part has been in the area of capital
recovery allowances. There is a lot of attention being paid by the
Ways and Means Committee during this year, and I Imagine next
yea, and in the Con e as a whole, to tax reforms aimed at doing
something about suce provisions as the asset depreciation range, t
investment tax credit, and other provisions that ar aimed at a
celerating the speed with which a business entity, either large or small,
may recover Its investment In fixed capital.

Many tax reformers believe these are excessive and that they ou ht
to be drastically modified. I would call your attention to the fact tat
any such modification, whatever other benefit you may see in it,
dollar for dollar will reduce the saving undertaken by businesses,
large, small or In between. And if you are In agreement that in fact,
one of the central problems we do face is an adequacy of private
sector saving, the single way in which an effort to reduce capital
consumption allowances for business ought to be viewed as a direct
reduction In the capacity and the incentive of the private sector to
save.

I do not mean to suggest that It is only in the business sector that
tax changes to reduce th. burden on saving ought to be undertaken
Indeed, one of the things that the historical records shows you is that
the contribution of personal household saving to total saving has been
diminishing throughout the entire postwar period with a few exceptions.

Suppose the average household reduced the proportion of Its
disposable income used for consumption from 92.5 to 90 percent-
that is only 2.7 percent reduction, but at the 1976 estimated level of
disposable income, this would increase household saving by $26
billion. That would be a significant contribution to Increashig the
private sector's aggregate saving. There are any number of tax changes
that would reduce the exlsting-burden on individual and on business
saving.

I would offer the following urgent recommendation that it Is es.
sential for all parts of the private sector to Increase its saving rate
and this should suggest that it is desirable to develop a long list of tax
changes which would be suitable to that purpose.

Senator NasoN. Thank you very much.
Our next statement will be from Mr. Roland Bixler president of

J.B.T. Instruments, Inc, and chairman of the Small business Tax
Policy Task Force of the National Association of Manufacturers,

Your statement will be printed in full in the record.
[The prepared statement of Mr. Bixler In full follows:
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STATEMENT BY ROLAND M. SIXLER
CHAIRMAN TASK FORCE ON SMALL BUSINESS TAX POLICY

OF THi NATIONAL ASSOCIATION OF HANUFACTI[RS
8[FOR[ JOINT HEARINGS OF THE

SENATE SELECT COMITTEE ON SMALL BUSINESS
AND THE SENATE FINANCE SUSCOHITTEE ON FINANCIAL MARKETS

September 23, 1975

Mr. Chairman, members of the Stall Business Comittee and the Financial

Markets Subcoemittee, my na is Roland M. ixier. I am President and co.founder

of J.8-T Instruments, Inc., a mall manufacturer of electronic components

located in New Haven, Connecticut. Our company employs about 226 people, and

in an industry where much larger companies play the leading roles, I m proud

to be able to say that we marked our 36th anniversary earlier this year.

As a a1l businessman in a manufacturing industry, I have long been very

interested in the actions and policies of the federal government as they affect

the ability of businesses of all sizes to produce the goods and services which

the economy demands of us. So, I am pleased to be here today representing the

Taxation ;imitt#e of the National Association of Manufacturers as the Chairman

of its Task Force on Small Business Tax Policy.

The NAN is.a broad based trade association with approximately 13,000 member

companies. I have found that many people are not aware that over 851 of all

NAN manufacturing members are "small businesses," that is, they have 600 or

fewer employees. With members of all sites In every manufacturing industry

around the country, the NAM has a broad member constituency whose interests

and views we represent.

hnal Tax IM l *

While recognizing that distinctions between the interests of large and

small businesses are often more illusory than real, our Taxation Comittee's

Task Force on Small Business Tax Policy does study federal tax policy and

I.
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recommend changes therein with a view towards particular smell business
problems, specifically the ability of seller firms to generate Internal
capital which is need for modernization and expansion of their facilities,
their mrkets, and their payrolls.

Since the WA wee Invited to testify today on a particular subjects I
will not discuss In detail all of the items of tax policy which we believe
should be supported or are In need of reform. I do, however, want to list
them quickly to indicate the areas which are of particular interest to us,
These items Includes

(1) a permanent increase in the corporate surtax exemption to $100,000
or more (at least the twporary Increase to $60,000 in the Tax
Reduction Act of 1975 should be made permanent)

(2) reductions In the corporate tax rate -- both normal tax and surtax
but without creating additional 'notches' or graduation (the three tier
rate structure created by the 1976 Act should be returned to two tiers);

(3) a permanent and stable Investment tax credit of at least 105, with
liberalised rules for applying the credit to structures and for

'extending the carryover periods;
(4) the continuation of DISC which provides significant cash flow benefits

that assist U, S, firms to overcome the array of tariffs, subsidies
and other artificial devices used by foreign countries to protect
local Industry (many sell and medium-sized firms are developing
export only because of DISC);

(6) and, finally, a basic reform of our capital recovery policy which I
shell discuss shortly.

tech of these items should be considered by the Congress as tax legislation
is acted upon.
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1r. Chairmn, 1 also wnt to recall your attention to the Wi's ja

Imoact Project U129t which mas the subject of our testimony during your

hearing on June 19 The project we undertaken to develop a more comprehensive

approach to the economic analysis of tax proposals than that used In the

traditional direct impact revenue estimates. Since such direct impact estimates

assume that tax changes take place In a vacuum, their secondary and Ofeedback*

effects on investmeAn', employment and GNP are ignored in public discussions of

tax bills. As a result, the actual ga revenue effects, which are generally

opposite those publicly discussed, do not receive any congressional consideration.

The concept of estimating overall economic impact is an important one,

The report we included in your record for June 19 along with our testimony,

I cmind it to your attention. We will be glad to respond to any questions

which you and your staff have.

The topic which we have been invited to discuss today is the concept of

cajtal recovery allowances as an alternative to the depreciation structure as

currently used in the Internal Revenue Code. In particular, w support the

program pesented In H.R. 7943, "The Capital Recovery Act of 1976.N

existing Oeorcitatiofn PoIjcy
87wy of 'providing soo background let me briefly discuss the depreciation

system in the Code. The Code purports to tax businesses (either individual or

corporate) on the amount of incme realized, To arrive it the taxable incase

figures it is necessary to deduct the costs incurred to produce income, such as

for wages and salaries, for materials, and for plant and equipment, Labor and

material expenses are deductible in full in the year paid, but the costs for

plant and equipment are not. It we determined that deductions for these

expenses should be spread over a longer period,
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Historically, U. S. tax law has utilized the useful 1ifeW concept for

such recovery. The capital cost of an asset Is recovered by deducting a
percentage of such cost from the taxpayer's gross income every year for a
pre-determined number of years, This is referred to as "depreciation" because

It Is based, theoretically on the number of years over which the productive
value of the property will fall to zero (or its salvage value). In theory,

the basic depreciation system will recover the invested capital (less salvage

value) by the end of the property's prior determined "useful life.*

Poblelms Wth UsefIlf Limes#

One serious problem with the useful life concept is that its theoretical

full recovery of Invested capital does not work in the real world of inflation

and technological change. The impact of even single-digit inflation results in

therecovery of substantially less than real capital value of productive assts

with any appreciable life span. The longer the depreciable life assigned to

an asset class, the more devastating the effect of inflation.

Manufacturing industries are particularly affected because the minimum

depreciation period for most manufacturing assets is at least nine years.

Factories and buildings with depreciable lives of well over 20 years are

treated even worse.
Over the years, a number of modifications have been made to the basic,

straight-line depreciation concept. Accelerated methods for calculating the

depreciation deduction now enable a taxpayer to recover more of the historical

cost during the early years of an asset's depreciation period. The Class Life

System allows the use of one depreciable life for many different types of assets
which are used in the same business activity, And the Asset Depreciation Range

(ADR) allows the depreciable life of an asset class to be increased or reduced

up to 20% from its administratively fixed guideline life.

40 0-' Oef
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while these changes appear to have modified the Ouseful life* concept

by allowing a more rapid cost recovery system, they are still applied within

a concept which assumes It Is possible administratively to determine in

advance the precise number of years that any asset will be useful and that

the cost can be fully recovered in this way. One disturbing example of the

continuing stranglehold of the "useful life" concept was Revenue Procedure

72-27, issued August 23, 1974, which created a new class for steam and electric

generation and distribution property by pulling such assets out of the overall

manufacturing asset classes in which they had been situated previously, By so

doing, the IRS greatly extended the depreciable lives of such property and

did so under the so-called "liberalizations" of ADR,

Another serious problem with depreciation in general -. and AR In

particular -- is the complexity of the system. A good deal of time is spent
by tax lawyers and accountants keeping track of the assets which are purchased

during the year, the costs incurred, the 130 asset classes, the amount of

depreciation taken previously, the amount allowable currently, the salvage

values, the amounts realized on sale or disposition of the assets and the

taxable gains, if any, which must be recognized. Large companies have whole

staffs vhlch are responsible for such calculations for these purposes.

Small companies cannot easily afford to hire full-time qualified persons,

but that does not lessen the record-keeping burden. Although no one company is

to likely to have assets in every class, even the smallest operations may need

to keep track of seven or eight classes to cover structures, machinery, special

equipment, cars, trucks, land improvements, office furnishings and information

systems. With any diversity at all, the numbers would go hightr and the total



797

6

work involved is compounded further by the need to keep "vintage accounts"

for each class of assets purchased in separate taxable years.

To compound the small businesman's problem, the Treasury regulations

on depreciation are extensive, some 100 pages in major tax services. The

asset classes take several more pages to list, and Revenue Rulings on these

matters must also be monitored. Finally, the classes and lives are always

subject to administrative change.

Thus, it is not surprising that ADR is not universally used. Depreciation

is complicated enough, but the asset classes and the guideline lives and rules

for ADR election only make matters worse.

In short, Mr. Chairman, depreciation as we know it -- whether simple,

straight line amortization or 20% ADR with accelerated methods of calculations --

is outmoded. It is too complex and costly. It is counterproductive from an

economic point of view.

Capital Recovery Allowances

We believe a simple, efficient capital recovery allowance system is the

answer. We need to move our thinking away from a fixation with "useful lives"

and attempts to predetermine how long an asset can be efficient in producing

income. We should substitute a concept of recovering Invested capital as

rapidly and efficiently as possible so that it can be reinvested in our

businesses.

We urge you to give very serious consideration to the program as outlined

in H.R. 7543. Essentially, the proposed system would be an optional alternative

to depreciation. It would be available for all tangible personal property and

other tangible property with specified uses, if that property would otherwise be

subject to depreciation or amortization. This would include buildings and their

k t,

W
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- structural components, research facilities, warehouses and storage facilities,

if such property is used as an inegral part of or in connection with manu-

facturing, production or extraction of minerals, or of furnishing transportation,

communications, electrical energy, gas, water or sewage disposal services. This

would also include pollution-control facilities.

The system would allow machinery and equipment to be written Off in five

years while buildings and structures would be written off in ten years. The

investment tax credit would still be applicable. The full cost of the property

would be recovered because no salvage value would be deducted. The maximum

allowed deduction schedules for both the five-year and the ten-year write-off

periods would be based on accelerated methods. The taxpayer could take all, any

part, or none of the maximum deduction for a given year. Unused portions of

the maximum deduction could be carried forward indefinitely to succeeding

taxable years and could be used in addition to the maximum allowed deduction

for such years.

The system would be applicable to costs as they are incurred or paid,

rather than when eligible property is placed in service. If costs are incurred

or paid in different taxable years, the costs for each year would be added to

the five-year or ten-year vintage account for that year. A full year's

deduction would be allowed, regardless of the date on which the cost is

incurred or paid. The taxpayer could elect the system with respect to any

section 189 property while using conventional depreciation or amortization for

any other such property, but the election could be revoked only with the

consent of the Commissioner.

Economic Impact

The principal benefits of the system would be its favorable impact on

the value of recovered capital and internal cash flow of businesses. Short,
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fixed recovery periods would reduce the eroding effect on our capital base

of inflation aver long depreciable lives. This would also allow more rapid

recovery and reinvestment in new'projects which would strengthen productivity,

increase employment opportunities and tend to promote a continuing increase

in our general standard of living. In other words, the economy would make

somewhat better use of the supply of capital available during a given period

of time. Capital formation is a critical concern, and adequate recovery of

existing capital is a key feature of any capital formation policy.

In order to attempt to determine the impact which this proposed system

could have on our economy, the NAM commissioned Norman B. Ture, Inc., economic

consultants in Washington, D. C., to do an analysis of its economic impact.

The complete results and methodology used are presented in the Appendix, but

I would like to hit the highpoints for you.

While an obvious effect of the capital recovery allowance system would

be to reduce taxes on business no . meand thereby increase internal cash flow,

this would not be an end in and of itself. The proposed system would indicate

to the business community that national policy was moving away from a hindrance

of adequate cost recovery and toward increasing internal cash flow available

for modernization and expansion needs. In addition, it would increase the

financial ability of business to react to pressures of the marketplace for

increased and modernized'supoly capacity. The Ture analysis indicates that

the impact of the system would be significant and positive in nature.

Capital tlays. If the proposed system had been fully effective in

1975, capital outlays (in constant 1974 dollars) would have increased

billion beyond what is otherwise expected. (Since actual capital outlays are
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expected to decrease In real terms in 1975, the system would reverse the

current trend,) For the period 1975-1985, capital outlays would increase

$169.3 billion above what is expected under the status quo.

Employment. Under the proposed system, employment in the capital goods

and construction industries alone would be increased substantially, by an

estimated 180,000jobs jn its first year of application. After-three years,

the increase would be 290,000. The effect of new production jobs in these

industries would spread to supportive arias of the economy, and the overall

employment increase could be expected to be much higher.

Federal Revenue Impact. The effect of increased economic activity in

the capital goods and construction industries would be to increase total

business and personal income. Taxes on this income would more than offset

the expected initial reduction in taxes under the proposed system.

Based on taxation of both business and individual income, federal revenues

would have shown a net revenue gain in calendar 1975 of some $6.4 billion more

than can be expected without the change. Revenue gains would continue to be

generated and, for the period 1975 through 1985, federal revenues wouid be

increased more than $79 billion in constant 1974 dollars as a result of the

increased economic activity flowing from the system.

As was noted and discussed in the Tax Impact Project Report, the type

of revenue estimate generally used in connection with tax proposals is not

this net revenue figure. Instead, the traditional estimates assume that a

provision will be enacted, repealed, altered, etc., in a vacuum and that no

compensating changes in economic activity would result. Particularly with

respect to provisions affecting available capital and productive investment,

this is obviously an unrealistic procedure and presents a misleading appraisal.
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-Under the traditional direct impact method, there would be an estimated

revenue loss in constant 1974 dollars of approximately $14.8 billion for 1975,

$25.6 billion for 1976, rising to $34.5 billion in 1979 and then declining.

U. S. in Relation to Other Industrialized Nations

It is also important to be aware of what our major industrialized trading

competitors are doing in the cost recovery area. For example, Canada recently

has tried a two-year write-off period for machinery and equipment which the

Liberal government has now decided to make a permanent feature of their tax

system. The United Kingdom allows a 100% write-off for machinery in the

first year. Other industrialized countries employ different rapid recovery

mechanisms. The United States, as of now, ranks low in comparison with these

competing countries.

To illustrate the differences among various systems, consider this updated

version of a hypothetical example which w s included in supporting evidence

prepared by Dr. Pierre A. Rinfret in conjunction with his appearance as a

participant in a panel discussion before the House Ways and Means Committee

on February 7, 1973. Assume that $10 million investments have been made in

each of six industrialized foreign nations and in the United States. The

investments are identical in their allocations to land, building, manufacturing

assets, office equipment, and transport equipment. It is assumed that the

investments qualify for the most favorable treatment under each country's system

of depreciation, credits, and grants. The following table compares the effects

under the various systems, including the United States under both pre-1975

law and the proposed system.
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Capital Recapture

United Kingdom
West Germany'
France
Italy
Canada
Japan
United States

(Current Law)
United States

(Proposed Capital Coo
Recovery System)

of' a'Fiyothetical $10 Million Investment
First Year Fifth Yea,

Percent of Amount Percent of
Amount Investment Recaptured Investment

Recaptured Recaptured (Cumulative) Recapturqd
159140U,909 .... 94.1% " 9#920,O00 99.21

8,849,000 88.5 9,284,000 92.8
5,057,500 50.6 9,134,021 91.3
2,804,000 28.0 8,990,000 98.9
5,080,000 50.8 8,810,432 88.8
5,895,000 59.0 7,047,039 70.5

2,072,169 20.1 5,943,567 59.

3,601,100 36.0 8,918,600 89.2
It

Conclusion

To conclude, Mr. Chairman, our cost recovery system -- namely depre-

ciation -- is an outmoded concept. It sanctions the erosion of our capital

base. It is unjustifiably complex. Its liberalizing modifications are not

universally useful, and they are subject to administrative changes. It is

out of step with modern cost recovery policies. And it inhibits-more efficient

use of existing capital supplies.

In contrast, the capital recovery allowance concept is simple and

efficient. It focuses on greater recovery of real capital costs instead of

"useful" lives. It would increase internal cash flow and encourage positive

economic benefits as well as result in net increases in federal revenues

flowing from those economic benefits.

Capital recovery allowances would be a significant, constructive tax

reform. We encourage to study the system presented in H.R. 7543, to consider

the benefits which it could generate and to recommend to your Senate colleagues

that the system be enacted.
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APPENDIX:

SUMMARY OF ANALYSIS BY NORMAN B. TURE, INC.
. Economic Impact of the

Proposed Capital Recovery Allowance System

Estimated Increase
.in Capital Outlays
(Total in billions
,of 1974 dollars)

15.5
20.0
23.3
17.7
19.3
13.5
10.0
10.4
.12.7
13.2
13.7

Increase in Business
Sector Gross National
Product (in billions
of 1974 dollars

59.0
75.9
88.7
89.0

*89.4
85.2
79,7
72.9
68.5
67.4
64.9

Increase in Employment
in Capital Goods and

Construction Industries
(in thousands)

180
240
290
160
160
150
150
120
160
170
170

Net Revenue Impact
(in billions of

1974 dollars)

7.3
7.2
6.5
6.5
7.1
7.5
7.3
7.4
7.9
8.1

Increase in Business
Sector Net National
Product (in billions

of 1974 dollars)

15.5
16.7
16.1
13.7
14.5
16.7
18.4
18.3
18.5
20.1
20.6

Initial Impact
Revenue Effects
(in billions of

1974 dollars)

-25.6
-31.7
-34.0
-34.5
-32.5
-30.4
-28.5
-26.8
-24.9
-22.9

1975
1976
1977
1978
1979
1980
1981
1982-
1983
1984
1985

1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985



804

A PROPOSED CAPITAL RECOVERY ALLOWANCES SYSTEM

Procedures for Estimating Initial and Net Revenue Effects,
and Effects on Output, Investment, and Employment

w I. Introduction

The proposed amendments to the Internal 'Revenue Code would allow

businesses to elect capital recovery deductions in lieu of depreciation

allowances for machinery and equipment and certain structures. The

capital recovery allowances would be specified fractions of an asset's

cost over a fixed number of years without reference to "useful life".

Norman B. Ture, Inc., was asked to estimate the impact of the proposed

system on Federal revenues,- output, capital outlays, and employment.

This paper explains how the estimates were derived.

II. Estimation Procedure

A. Overview

The details of the estimation procedure are described below; a sketch of

the process should clarify the discussion. First, stocks of capital and amounts

of gross investment are projected annually through 1985 under present law for

equipment and nonresidential structures. The gross investment series is multiplied

by the percent increase in depreciation deductions under the proposed system,

then by the marginal tax rate, to yield the initial impact revenue loss, I.e., the

decrease in tax liabilities on the assumption that' the change in the tax law would

have no effect on capital outlays, employment, output, or any other relevant
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economic magnitude. Next the effect of the proposal on the cost of

capital and the increase In the desired stock of capital in response to

.. the reduced cost of capital Is calculated. Then the increase in capital

outlays needed to reach the larger desired stock of capital is computed.

An increase in business sector gross national product due to the larger

stock of capital in service relative to present-law projections is found

using a production function.- A net revenue Impact is estimated, using

the relationship between revenue increases and changes in gross national

product originating in the business sector. Finally, increases in employment

in capital goods producing industries and in nonresidential construction are

derived by examining the marginal change in employment associated with

past changes in outlays for equipment and structures.

B. 1974 Net Stocks (Table A)

The analysis begins with estimates of 1974 net stocks of equipment

and structures, derived from unpublished Bureau of Economic Analysis data.

using double declining balance (DDB) depreciation, service lives equal to .85

of the .Bulletin F lives, assets purchased from government valued at second-

hand prices, and current cost 2 valuation for structures. It was assumed that

all equipment and 12.7 S of structures 2/were section 1245 assets, eligible

I/For the production function, see Norman B. Ture, Tax Policy, Capital
Formation and Productivity (NAM, 1973).

YEqual to 10 % of industrial structures, 25 % of utility structures, and all
petroleum and natural gas well drilling and exploration structures, based on
1972 constant cost 2 distribution in Fixed Nonresidential Business Capital in
the United States, 1925-73 (National Technical Information Service, 1974).
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under current law for the investment tax credit and the 20% Asset

Depreciation Range and eligible under the proposed system for five-

year capital recovery; that 28.4% of structures (all remaining industrial

and utility structures) were eligible for the proposed 10-year write-off;

and that the remaining 58.9% of structures would be ineligible and would

remain subject to present tax treatment.

C. Projections of Present-Law Stocks and Investment, 1975-85

Stocks of equipment and structures were projected through 1985 (in

1974 dollars) under the assumption that their trend rate of growth from 1974

levels would be the same as their 1947-72 trend rates of 4.2 % and 3.6 %,

respectively. Further, it was assumed that real gross investment in 1975

would fall by 10 % from 1974 levels (implying no change in nominal terms,

if inflation averages 10 % for the year), then increase at a rate which would

raise the net stock to its long-term growth path by 1977 (equipment) or

1979 (structures). Replacement investment, which has closely approximated

depreciation of net stock, was assumed to equal the average ratio of computed

depreciation to. net stocks of recent years; as found in Fixed Nonresidential

Business Capital, these ratios are 21.1 % for equipment and 6.77 % for

structures,/A further constraint was added: that net investment falls by no

more than 20 % in any one year (the largest postwar drop was about 15 %).

3/The ratio for any year is the depreciation for that year divided by the net.
stock at the end of the preceding year.
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When combined with the assumed 10 % decrease in gross investment in 197$,

this meant that 1975 replacement Investment was also constrained, to slightly

less than the average ratios (18.0 % for equipment, 6.24 % for structures).

The average ratios were used for all subsequent years, however. The assumed

declines in 1975 investment, large by postwar standards, were chosen to

introduce a conservative bias to the estimates of the net Impacts in 1975.

Series for 124S stocks and investment were then derived by adding

12.7 % of the structures stock and Investment figures to the corresponding

equipment numbers for each year. The implied replacement rate for 1245

assets was 19.3 % (16.5 % in 1975).

These stock and Investment data include work in progress which is

not yet, in service. It was assumed that equipment and 1245 structures take,

on the average, one year to place in service; other structures were assumed

to require three years on the average. Thus, any investment in equipment in

a given, year was assumed to go into service the following year. The current

year's stock in service equals net stock less net investment for that year, or

the previous year's net stock. In other words, for equipment, the stock and

investment placed in service were the same as the previously computed net

stock and investment lagged one year.

For structures the adjustment was more complex. It was assumed that

the net replacement investment in a year consisted of three parts, which

would be placed in service in 0-1 years, 1-2 years, and 2-3 years. Construc-

tion begun in a given year was assumed to continue at the same rate for the
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next two years. Thus , the amount of investment in 1974, say, that would

be placed in service 2-3 years hence was assumed to be the same as the

1e amount in 1975 that would go into service 1-2 years later and also the same

as the amount in 1976 that would go into service in 0-1 years. Once the

three-way division was made for 1974, the division for all subsequent years

was known: since two of the parts in a given year were predetermined, the

third part had to sum to the year's net investment.

For example, investment in all private nonresidential structures totaled

$52.2 billion in 1974. It was assumed that $19.0 billion of this was spent on

structures that would go into service in 0-1 year ($9.5 billion each in 1974

and 1975), $15.0 billion on structures that would be placed in service in 1-2

years ($7.5 billion each in 1975 and 1976) and $18.2 billion that would be in

service in 2-3-years ($9.1 billion each in 1976-77). Then the 1975 total in-

vestment of $47.0 billion was assumed to be divided as follows: $15.0 billion

going into service in 0-1 years, $18.2 billion in 1-2 years* (both continuing

at 1974 levels), leaving $13.8 billion started in 1975 and going into service

in 2-3 years. Moreover, the total investment finished and placed in service in

1975 by assumption had to equal one-half each of (1) the 0-1 year amounts

from 1974 and 1975, (2) the 1-2 year amounts from 1973 and 1974 (which equals

(1), and (3) the 2-3 year sums from 1972 and 1973 (also equal to (1), or

$51.0 billion = 1 3(19.0 + 15.0)
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Relationship between Gross Investment and Investment Placed in Service for
Structures under Present Law

(billions of 1974 dollars)

Gross Investment Placed in Service in Investment
Investment 0.-1 years 1-2 years 2-3 years in Service

1974 52.2 19.0 1S'0 18.2

1975 47.0 15.0 18.2 13.8 51.0

1976 54.0 18.2 13.8 22.0 49.8

The stock in service in a given year equalled the net stock minus

the net investment from that year and from the two previous years that was

not yet in service. Equivalently, net stock in service equalled the previous

year's net stock in service plus the current yeaY's net investment placed in

service.

D. Calculation of Decrease in Cost of Capital

1. 1245 Property

Next the change in the cost of capital was calculated for 1245 property

and for structures eligible for 10-year write-off. For both types, a marginal

tax rate of 48% was used with all future values discounted at 12%. The possible

effects of the proposal in changing the mix of asset acquisition, i.e., from

relatively long-lived to relatively short-lived, were ignored; this assumption

does not preclude a reduction in the replacement cycle.

According to unpublished Treasury information, the average tax life

for 1245 property, after a 20 % ADR reduction, is approximately 12 years,

implying an "actual" useful life of 15 years. It was therefore assumed that 1245
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property has a useful life of 15 years, at the end of which it is disposed

of with no taxable gain. It was assumed that it takes one year from the

time of order to place such assets in service and that equal progress

payment are made after six months and one year. Income, investment

credit, and depreciation deductions under current law begin once the

equipment is placed in service. Under the proposal, capital recovery

allowances would begin for half of an asset's value after one-half year,

when the first payment is made, and after one year for the other half.

Then the cost of capital, y, (=the annual pretax income required to

warrant the investment) under present law and undor the proposal for

an asset which costs $1,000 may be found from the following equations.

Present Law

SOO [0.12)"+ 0.12)'In (1.12 S2L'l.12) _y + .48 r1. 12)"D + (1. 12)C

Proposed System

500 [(1.1 2) + (1.12)-13 (1.12) (.S2) .121" -i
.48(.) t'l.12)" CRA [(1.12) _ + (1.12)" + 1. 12) 'c.

where D1 is the present depreciation deduction in year I, C is the

investment credit, and CRA1 is the proposed cost recovery allowance.

2. Structures

For structures, it was assumed that the tax life and the actual life

both equal 33 years under present law. Depreciation is currently claimed

on a 150% declining balance basis with switchover to straight line. Payments
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are made in equal installments after 1,2 and 3 years; the structures begin

contributing to income and depreciation deductions at the start of the fourth

4 year. Under the proposal, capital recovery allowances on one-third of the

cost would begin after one year, on another one-third after two years, and

on another one-third after three years. Each third would have a ten-year

write-off period. The relevant equations are as follows.

Present Law
.3 -3S 33(.1)1333 (1.12)"- (1.12) 3[S2 y (1.l2)'+ .48 (1.12) D

Proposed System
Proo

333 t (1.12)- (l.l2V3 (.S2y) (1.12) .48 (1.12)- 333 E (1.12) 'CRAI
att 9:1 01 's I 1

An implicit assumption of these four equations is that the purchaser

either holds the asset until the end of its useful life and then realizes no tax-

able gain from disposition, or that the asset is sold for an amount, net of tax

on recapture and capital gain, which equals the present value to the seller of

the remaining after-tax income and depreciation stream.

E. Calculation of Net Stocks and Investment under the Proposed System

Once the cost of capital has been computed, the percentage increase in

desired holding of capital, dW/K, may be ascertained from the relationship
dK =4
K y )d where dy/y is the percentage change in the cost of capital,

9d is the elasticity of demand for capital (assumed to equal -1), and 2
is the elasticity of supply of savings (very conservatively chosen to equal 1).

82-209 0 - 76 - 8
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Under these assumptions, dK 3&, The percent changes In
K 3y

cost of capital (dy/y) and in desired stocks of capital (dK/K) calculated

from the above equations are as follows.

Percent Change in Cost of Capital and Desired Stock

1245 dy/y -14.9
property dK/K 5.0

Structures dy/y -21.9
dK/K 7.3

In order to calculate the effect on the actual net stock, it was

assumed that these increases in desired stock would be fully realized

after three years in the case of section 1245 property and after five

years in the case of industrial and utility structures. Thus if the

proposed five-year write-off were effective, from January 1, 1975, the

1975 stock of 1245 property would be approximately 1.7% higher than

under present law, the 1976 stock 3.3% higher than otherwise, and 1977

and subsequent year's stocks, 5.0% higher. Similarly, enactment of the

proposed ten-year write-off for industrial and utility structures would

raise those stocks above previously projected levels by 1.5% in 1975,

2.9% in 1976, 4.3% in 1977, 5.8% in 1978, and 7.3% in 1979 and thereafter.
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Once the new net stocks under the proposed system had been derived,

it was possible to calculate new investment schedules, Replacement

investment was left unchanged in 1975; thereafter it was assumed to

equal 19.3% (1245 assets) or 6.77% (eligible structures), as before, of

the new, larger net stock in the, preceding year. Investment and net

stocks placed in serviSe were calculated as described above. The

resulting projections of investment under the proposal were added to

the projections of investment for other nonresidential structures under

present law to yield series on total investment under the proposal.

F. Estimation of Employment Increases'

The increase in employment in producers' durable equipment industries

was found by multiplying the annual Increase in 1245 investment under the

proposal over that projected under present-law by ,0000191, which equals

the marginal increase In employment in those industries in recent years per

1974 dollar of investment. The corresponding ratio for structures was .0000096.

These ratios were derived from yearly changes in gross private domestic

investment and employment in equipment and nonresidential structures as

compiled by the Bureau of Labor Statistics (unpublished data).

It should b1 stressed that these estimated employment gains are for

those two sectors only, and do not imply that overall employment will show

a corresponding increase. No assumption is made as to whether the additional

employment projected for th-ese secio-sill be drawn from other sectors or from

the unemployed.
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G. Estimates of Gross and Net Business Prouct

Gross business product (GNP originating in the business sector)

has grown at an average real rate of 3.8 % over the 1947-73 period. It was

assumed that without the proposed system, GBP would continue on this path

for the next decade, with the following exceptions: (1) in 1975, GBP will

decline by 1.2% (in 1974 dollars); this is the consensuq of private economists

for the change in GNP in 1975: (2) in 1976 and 1977, GBP will climb by

6,4% per year, so that it will have averaged 3,8% for the 1974-77 period.

Thereafter, GBP is assumed to rise 3.8% each yearY,5- (Table A)

It was assumed that the increase in stocks of capital resulting from

the proposal would cause output to rise correspondingly. Assuming that there

is no change in the rate of technological progress or In the rate of increase of

the labor force, the percent increase in a given year's potential net business

product (NBP) over its projected value would be approximately .31 times the

percent Increase in net capital in service. This -number equals the elasticity

of output with respect to capital as computed in Norman B. Ture, op. cit.

Gross business product (GBP) is equal to net business product plus capital

.. It therefore is a conservative forecast of the decline in GDP, since gross
government product, the other major component of GNP. is not likely to decline
as much as total GNP. Official estimates project a 3.3 percent decline in real
GNP in 1975. Cf. Budget of the United States Government Fiscal 1976, P. 41.

-/In contrast, the economic assumptions underlying Federal budget projections
show real GNP increasing 4.8 percent in 1976, 5.6 percent in 1977, and
6.5 percent annually in 1978-1980. Ibid.
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consumption allowances; therefore, the increase in a given year's potential

GBP-would equal the increase in NBP plus the increase in capital con-

.. sumption allowances above the level of depreciation allowances projected

under current law. In the years 1975-76, when actual NBP is assumed to

be below its potential (trend) level, additional stimulus will be provided

by the increased investment, even though this investment is not in service.

Thus, it was assumed that in 1975 the increase in NBP just equals.two-

thirds of the increase in outlays plus the increase from the small amount of

additional capital in service. Thereafter,- it is assumed that any additional

capital outlays would be drawn from some other sector and that the increase

in NBP above present law projections would be due solely to the increase in

the total amount of capital in service.

H. Net Revenue Estimates

Net revenue estimates are the difference between estimated revenues

under present-law and under the proposed system, taking into account the

changes in gross and net business product associated with the proposal.

Total federal revenues under present law and for the proposed system

were estimated as the summation of tax receipts from three sources: income taxes

on income from capital (corporate profits, interest, rents, and proprietor's

income); 6/ income and payroll taxes on labor income (wages and salaries and

indirect business taxes (mainly federal excise taxes). To determine the appropriate

tax rates to be applied to each source, it was necessary to divide national income

6-Also included are Federal estate and gift taxes.
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and federal revenues into the three categories. National income is readily

divisible, but since personal income tax and nontax receipts apply to

income earned from capital as well as labor, use of a single average tax

rate would understate the rate paid by those receiving income from capital

who are in higher tax brackets than the population as a whole. Partial

segregation of these capital-income recipients is provided by the 1966 and

1969 editions of Statistics of Income - individual Income Tax Returns, which

classifies taxpayers by major source of income. In each of those years, the

average tax rate (tax after credits as a percent of adjusted gross income)

for those whose major source of income was capital (business or professional

net profit, partnership net profit, dividends included in adjusted gross in-

come, or let gain from sale of capital assets) was approxlamtely 1.67 times

as high as for those whose major source of income was salaries and wages,-

This ratio was used tofind the average tax rates on capital and labor income,

tK and tL respectively, in- the equation

T a tKK + tLL, where

T u the sum of personal tax and nontax receipts plus contributions
for social insurance,

K u the sum of proprietors' income, rental Income of persons, and
net interest included in national income, and

L - compensation of employees.

. The separation of income sources was nearly but not entirely complete. For
those reporting salaries and wages as a major source, other sources supplied
approximately 3 percent of adjusted gross income; for those with one category
of capital income as a major source, other sources accounted for 17-19 percent
of adjusted gross Income.
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"Personal capital-income" tax revenues, tXK, were added to federal

corporate profits tax accruals. The sum was divided by the sum of personal

capital income (K) and corporate profits to yield an overall capital tax rate.

These calculations were made for 1971-74. In that period, the labor tax rate

climbed from .166 to .190 (reflecting the rise in social security. rates and the

effect of inflation in pushing Individuals into higher income tax brackets),

while the capital tax rate varied from .323 to .331. By plotting the logarithm

of the labor tax rate against labor income, the labor tax rate was found to

rise, on average, 5,7 percent for every $100 billion increase in employee

compensation.

The projected present-law GDP found in section G was divided Into

labor and capital shares, using the 69:31 ratio found in Ture, op. cit.

Projected present-law depreciation was subtracted from the capital share to

yield a net capital share. To this was applied '6tax rate of .32 in 1975 and

1976, .325 in 1977 and 1978, and .33 thereafter, representing a recession-

year drop and slow return to the .33 rate of 1974, The average tax rate on

the lalior share rose from the 1974 level of .19 at the rate of 5.7 percent per

$100 billion change In labor income; from a low of .189 in 1975 to .24 in 1985.

The marginal rate, that is, the rate on the increment of labor income, associated

with these changes in average rate was found to be .33. Pinally,an indirect

business tax rate of .019 (the rate in both 1973 and 1974) was applied to GBP.

Total present-law federal receipts equalled the summation of these three com-

ponents.
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This three-part revenue estimation was carried out for the proposed

system. The increase in GBP resulting from the increase in net capital in

service raised the revenue from labor income and from indirect business

taxes relative to present law. The same increase raised the gross capital

share, but since net capital income was reduced by the larger capital

recovery allowances, revenue from capital Income was lower than under

present law,

Total capital recovery- allowances equaled the sum of four parts:

allowances on 1245 property purchased after 1974, allowances on industrial

and utility structures purchased after 1974, depreciation on the 1974 stock,

and depreciation on post-1974 structures not eligible for the proposed system.

The allowances for eligible property for each year were computed by

multiplying the first year allowances by that year's investment, multiplying

the second year allowance by the previous year's outlays, and so forth back

to 1975,, then summing the Iproducts. Depreciation on 1974 stock was the same

as under present law in 1975; thereafter it was assumed that the year end

stock equaled the previous year's stock less the current year's depreciation,

where deprecistion was at the same rate as in 19744 Depreciation on post-

1974 ineligible structures was assumed to be the same as under present law.

The total capital recovery allowance was added to net business

product to get GBP, described in Section G. GDP was then multiplied by
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.31 to yield gross capital income. From this was subtracted the capital

recovery allowance to yield net capital income, which was multiplied by the

same capital tax rates as under present-law to derive capital tax revenues.

Labor income was found by multiplying GBP by .69, as before. The

excess of labor income over present-law was then multiplied by .33, the

marginal tax rate on labor income. This product was added to present-law

labor tax revenues to yield labor tax revenues under the proposed system.

To the total of capital and labor tax receipts were added indirect

business tax and nontax receipts, again assumed to equal .019 of GBP, to

yield total revenues for the proposed system. The data shown in the net

revenue table were derived by deducting the estimate of present-law

revenues from the estimates of revenues under the proposed system.

I. Initial Impact Revenue Estimates

The initial impact revenue estimates were based on present-law

projections of gross investment; that is, the estimates relied on the extremely

unrealistic assumption that these decreases in the cost of capital would

not induce any additional investment. It was assumed that no property

for which any payment had been made prior to 1975 was ellbible for the

proposal. Therefore in 1975-77, the loss was confined to that fraction of

toal investment devoted to projects started after 1974. ,in general the

revenue loss in a given year equalled .45 (the average effective tax

rate according to Treasury data) times the product of investment in that

year and the percent increase in recovery allowance for such investment
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plus the products of eligible investments from previous years times

the percent change in recovery allowances for those vintages.

For 1245 property, the difference in recovery allowances equalled

the average of (1) the difference between the new five-year schedule and

the present-law twelve-year schedule and (2) the difference between the

present-law schedule lagged one year and the new schedule. The second

difference represented the earlier write-off permitted for the one-half of asset

cost that was paid for in the present year but not placed in service until the

beginning of the following year. It should be noted that after the five-year

write-off ends, no further deductions are permitted under the proposal;

hence, revenue losses on 1245 property begin to diminish in 1980.

For eligible structures, the difference in the recovery allowance

was separated into the differences between the proposed ten-year write-off

and present 33-year write-off lagged one, two, and three years. These

represented the difference between payments made at the end of the third,

second, and first years and depreciation that is currenUy not permitted until

the building is placed in service at the start of the fourth year. These tree

differences were multiplied respectively by the current year's investment

amounts that are going into service in 0-1, 1-2, and 2-3 years.

The revenue change in year I may be expressed thus:

1245 property

R .45 I (ORA Di + 0 ) I (CRA2 D2 .. + DI ).+......+
I 1i-2 2

I75 (CRAi174 - D1 74  + Di7S ).

2
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Structures

R a .45 11.01 (CRA1 - 0) + 112 (CRA 1 - 0)I 11.23 (CRA1 - 0) +

li.,01" (CRA2 - D1) + li-1,12 (CRA 2 - 0) + 'I-1.23 (CRA2 - 0) + .... +

177,01 (CRA 1-76 - D1-77 ) + 77,12 (CRAI76 - Di. 78) + '77,23 (CRAI.76-D.79)

I76, 1 2 (CRA 1-75- Di7t) ti176, 23 (CRAI. 75 - Di.70 +

175,23 (CRAi. 74 -D. 1 77)

where R Is the initial impact revenue loss or gain in year i, I Is investment-

in equipment in year 1, CRA1 is the first year's proposed capital recovery

allowance, D1 is the first year's current depreciation allowance, li,01, I ,12'

'1,23 are investment in structures In year I that go into service within 0-1, 1-2

and 2-3 years, respectively. Note that investment in structures in 1976 that

is placed in service within one year and 1975 investment placed in service

within two years are not eligible for the proposed recovery (since initial

payments were made before 197$) and are omitted from the last lines of the

equation for structures.
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Table A -

Projections of GNP and Net Stocks of Privately Owned Capital
in the Business Sector, 1974-1985

(Present law)

Business
Sector
GNP

1,177.9

1,163.8

1,238.1

1,317.3

1,367.4

1,419.4

1,473.3

1,529.3

1,587.4

1,6470-7

1,710.3

1,775.3

Stocks of
Equipment

(billions of 1974 dollars)

434.5

443.9

467.1

491.6

512.2

533.7

556.2

579.5

603.9

629.2

655.6

683.1

Structures

499.6

515.4

534.5

554.4

574.9

596.2

617.7

639.9

663.0

686.9

711.6

737.2

1974

5

6

7

8

9
80

1

2

3

4

S
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Addendum to Statement of Roland M. -Bxler

In response to an HAM request for data concerning the use of the Asset

Depreciation Range (ADR) by corporate taxpayers, the Treasury's Office of

Industrial Economics has supplied the results of a 1973 survey on this topic.

The tables supplied by OIE indicate that ADR was nota very widely used

system in 1973, the third taxable year in which it was available.

Although ADR was applied to approximately 601 of mw Investments in

sec. 1245 property, only 1,% ot corporate firms elected to use ADR.

Approximately 34% of the non-electing firms noted that A)R did not materially

shorten existing depreciation periods and almost 22% stted that ADR was too

complicated to understand or too burdensome in its accwnting and reporting

rules.

These results indicate that, while ADR has been ofi benefit to many

companies, it has not uniformly simplified and IncreasWd the speed of

capital cost recovery. As long-as the depreciation concept of "useful life"

remains the basic philosophy of cost recovery, these pirblems probably will

continue.
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DEPARTMENT OF THE TREASURY
WASHINGTON. D.C. 20520

AsmsiA STCstRTmA September 22, 197$

mr. Clift easa xII
National Assooiation of Mmafaoturers
1776 F Street, S. V.
ashington, D. O, 20006

Dear mr. Nasas

This is in response to your letter of Agust 28th in which you
request certain data on the Use of AM by oorporations.

Attached are data from a survey conducted in 1973. In- general,
the ADR election rate is very hig- for large corporations and very
small among smaller corporations (See Table I). The percentage of
investment covered by AMg election is about "0% for all corporations
(83% for the 360 largest corporations) see Table I, Table I
indioates the reasons given for noneleotion of AR. The two maJor
reaons being : (1) the laok of significant asset acquisitions and
(2) depreciation periods under AM are not materially move advantageous
than presently used periods.

We repet that data in the some detail is not available at present
for manefaotura corporationS only and hope that the attached vill be
sufficient for your needs.

Philip Brown
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ftb1 I

Imbir of 11=8 in Poraation, lmbe of RlM1
Ulootin AM by $ise of total At.

Tota Thabe
"so of ot 11WO-in

T_ ta...stsPalation

<50 979t534~
50!- IX 71,837

lx - h 69,739

5v - 1oK 10,954

10 - 50K 13,159

Sm - lOOm 1,965

100 - 200 1,404

2MK- 300K 446

30M - 600 473

600> - 13 295

> 13 360

higotian AMt and Peoelntaa.

lims 9hooting
AMR

lhbf. Peroent

8851 0.9

1486 2.1

2831 4.1

772 7.1

992 7.6

308 16.1

252 22.9

1514 34.5
192 40.6

99 33.6

226 63.1

TOWa 14149,8"6 16155 1.5
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Pnoew t of 1971 InewyS t ± SeotIn 1245 ft*Pewt7 AM bthod of 3.PZoLti u
by Sso of Tota A eetso,

971 Total IuveOtnt
Sof"tlon 1215 froperty)

0

.3

10.6

3.7

10.7

2.3

1.9

1.4

2.7

2.7

63.9

100.0

0

0.9
25.7

8.0

18.8

2 .1

3.0

36.8

42.1

82.5

0

91,1

74.3

96.2

92.0
81.3

76.9

70.0

63.2

57.9

17.5

fotal 59.7 WJ.3

HA }Utofot S stanon
AM 0rtum

140t14six* of Total, se te . .

<o500
%;o0- 114

% lox
I - 5m

5w - 1oom

100M - 2001

2001 - 3x00

600 -13D

> 11

:. . :.,. , . _ ,.,,,-:. -,. ,, . . .. . .. ..... . .. .. . .

59.7 40.3TOW
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table III

lbmbo eM lewoent of All OorpoatIoUS lot Bleotng ADR by Sise of Total Assets
&M tr ma Reason fo-oa4l-otion
_ ( U 1 ii %Uj l l ll i I i i I i U , _ lJ IL L 1 1 JUIIlg Il l~ I I

Rasons got Nou-31Umo
All Roso

No sivnifloant asset aoquisition

Present doproolation Pii-od not
materials 1onSe than those
available utAer Ai

Aooountine arA repoti g urnter

AM burdensome

)oes not understand AM mles

Presently have net operating lose

Other eaone

So reasons given

1,087, 3 100

148,351 38.5

Corpo ations vith Assets
nder S25o0 Over £2;0t

812,075 100 275,918 100

33,438 41.2 83,913 30.4

369,s202 33.9 265,176 32.7 104,026 37.7

46,206

92,052

20,978

21,51

19,663

13.14

8.5

1.9

2.0

1.8

76,*602

13,633

14,978

1205D4

11.7

9.4

1.7

1.8

1.5

51,461

7,346

6,564
7,159

18.7

5.6

2.7

2.4

2.6

U . -

62-209 0 - *15 - 9



Mr. B i nt. Mr. Chairman, my name is Roland Bixler. I am
president and cofounder of J.B.T. Instruments, Inc., an Independent,
closely held, manufacturer of electronics, located at New Haven
Conn. Our company provides employment for about 225 people and
we have been in business 35 years. And by reinvesting our earnings,
we have survived war and peace and good times.

As a small businessman in a manufacturing industry who has been
involved in six or seven other businesses, I am pleased to represent

S the National Association of Manufacturers. As you indicated, I am
the chairman of its task force on small business tax policy.

It is interesting to note that the NAM is a broad-based trade
association, which has approximately 13,000 member companies. Most
people do not seem to realize that 85 percent of all those members
are small businesses, that is, they have 500 or fewer employees.

Now, I am here to testify on a particular matter of cost recovery,
but I would just like to summarize on page 2 a few of the things which
our task force on small business policy feels ought to be done to assist
our economy to give small business a strong place.

The first thing is a permanent increase in the corporate surtax
exemption to $100,000 or more. It has been raised this year, tem-
porarily, to $50,000 in the Tax Reduction Act of 1975. That should
be made permanent, because that hasn't been changed for many years.

The second thing is a reduction in the corporate tax rate--both
normal tax and surtax-but without creating additional graduation.
In fact we feel the three-tier rate structure created by the 1975 act
should be returned to two tiers, a system we have had heretofore.

Three, a permanent and stable investment taxcredit of at least 10
percent. The reason for this is that when you have this yo-yo effect,
we don't know where it is coming or not and we can't really make
plans and decide whether to make the capital investment.

The fourth is the continuation of DISC, which provides significant
cash flow to help U.S. firms to overcome the array of tariffs and
subsidies and the other artificial devices used by foreign countries
to protect local industry. An increasing number of small- and medium-
sized firms are developing export only because of DISC. At the very
time Congress is talking about eliminating DISC, we are just learning
how to use it, and Congress is talking about its abolition.

Finally, a basic reform of our capital recovery policy, which I shall
discuss shortly.

I did have the privilege of appearin before this committee on
June 19, and at that time one of the things I talked about was the
tax impact project report from the National Association of Manu-
facturers, known as TIPR, which has been given to each member of
the committee. This was undertaken on a what-if basis, to say if
certain legislation were adopted, either if things were added or if things
were taken away that now exist, what would be the affect on a par-
ticular business. So there is a broad cross-section of businesses that
responded. Their responses were put into an econometric model of
data resources and the answers that they gave are here. The important
thing is that it tells not just what would have happened in a given
year, but it projects over a 5-year period and says that when tax
changes are made, business reacts. Therefore, that is a different
answer than if you simply take revenue estimates the first time. Now,
that is already a part of the record.

The particular one that I would like to talk about is capital recovery
allowances. An excellent approach to that would be HR. 7543,
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entitled "The Capital Recovery Act of 1975." For many, many
years we have had the depreciation system in the tax code of this
country and it has these problems, namely, it is related to the useful
life of a new piece of equipment or a new plant that we acquire. It is a
theoretical figure as to how many years that that would have life
until it falls to zero.

But, one of the first problems with it is that it doesn't work in the
real world of inflation and technological change. I happen to be the
head of a technologically-based company, and some things get obsolete
pretty fast, before we can really charge them off. In other cases, we
are looking at a new piece of capital equipment and it is going to
cost us 3rtimes what that piece of equipment cost us only 8 or 9
years ago. This makes a whale of a lot of difference in our total cost.
We should have recovered that cost much before now.

The second real problem-I mean it may be argued we have
accelerated methods for calculating depreciation and- we have the
.DR that Dr.'Ture mentioned, that is, the asset depreciation range,
but many of these things have this real problem that they are so
complex. Lots of small businesses and their accountants just throw
up their hands and say that we can't use it. I am sure this happens
also in larger businesses that have decentralized locations where you
have to keep this kind of record for each one. So the result is that a
good part of what was in the code isn't really given there.

The next thing is that IRS has the priiege, the responsibility
perhaps, of issuing regulations and those relatons tend to take
away some of these ADR benefits. For example, in 1974, they issued
a new class for steam and electric generation and distribution property
and it meant that things that had been depreciated at one rate wouid
suddenly have to be pulled out and be depreciated at a far slower
rate. This was essentially done by administrative fiat. So I mention
the complexity of the system. The asset depreciation range has 130
classes of assets. No one business, or very few, at least, small businesses,
have 130 classes, but this is indicative of the problem that goes on.

Now what is really the answer to this tbmn? I believe that the
legislation I mentioned is a simple and efficient capital recovery
allowance system. This would take us away hom the fascination of
"useful life" and attem, pts to substitute the concept of recovering
invested capital as rapidly and as efficiently as possible, so that we
can reinvest it in our businesses, because the biggest single source of
capital for small businesses is reinvestment of its earning

Now, I am proposing Lhis system, this particular legislation. I call
this the 5 and 10 system. This is the easiest way I can remember it.
It would allow machinery and equipment to be written off in 5 years,
and buildings and structures to be written off in 10 years. The in-
vestment credit would still apply. The full cost of the property would
be recovered because salvage value does not enter into it. That is
another one that causes a great deal of complication and paperwork
and negotiation with IRS on the part of small businesses.

The taxpayer could take all or none of the maximum depreciation
for any given year, and he could carry forward the unused maximum
deductions in the succeeding taxable years, but the taxpayer would
have the choice of when to recover that capital cost. This would be
applicable to costs as they are incurred or paid, rather than when the
eligible property is placed into service. Every once in a while, that is
a real problem. You make a commitment and you spend the money,



but for some reason the equipment has a bug In it and you can't
really put it into use right away. The rule Is you can't start any of the
present depreciation systems unless it is fully in use.

H.R. 7548 then sets up a new class of property known as section
189 with all those things in it.

Row, what would be the real impact of this? I am awfully glad to
be sitting beside Dr. Ture. He was asked to make a detailed economic
analysis of what that would be. The whole last part of my lengthy
statement, a proposed capital recovery allowance system, is his
calculation, his summation of his calculation. Frankly I hope you
are more up to date on modern mathematics than I am because there
is very heavy math in there, but let me just read the last lines here
because, as a general rule, the last lines are the ones that really, I
find are very Important.

He estimated that if this new system had been in effect for the year
of 1975, capital outlays in this country would have been $15M billion
beyond what otherwise would have been expected.SeaorNLSOr. $1 0% billion?

Mr. BJXLU. $15% billion. Actually, they are going down in 1975
instead of any such trend as that. He estimates for the decade 1975
to 1985, capital outlays will increase $169 billion above what is ex-
pected under the present system. Now, with employment-and this
is a matter that has concerned other witnesses this morning and is
extremely important-employment in capital goods and construction
industries alone would have increased an estimated 180,000 jobs the
first year and after 3 years this might well have been 290,000 new
jobs.

The Federal revenue impact and this, of course, is a crunch, be-
cause by the conventional methods we ae going to say this is a ter-
ribly expensive kind of proposition, but he goes on with some very
worthwhile analysis that shows that we would have had a Federal
revenue net gain for calendar 1975 of $6.4 billion more than could
have been expected if we had not had that. Again, if you can't make
all that capital investment, you can't have all those extra jobs and
can't have that economic activity without producing more tax revenue.

He further points out that the Federal revenues would have in-
creased more than $79 billion in constant 1974 dollars, and not some
inflated figure, as the result of increased economic activity during the
decade of 1975 to 1985. So, the important point is that this looks at
the reaction in the system wheh a change is made, rather than simply
saying-and the traditional approach would be to say "well, if you
put in the 5 and 10 kind of system, there would be a loss in constant
1974 dollars of about $14.8 billion this year. It would have gone up
as high as $34.5 billion in 1979. So, what I am really talking about is
not an immediate kind of thin$ that is going to help us this afternoon,
but certainly it is in the best interest of the country.

Now, I have just a ver little summation yet, as to what happens in
other countries. Canada is now allowing a 2-year writeoff.

Senator PAoXwooD. Twoyears?
Mr. BxxLER. Two years for machinery and equipment. The Lib-

eral government there has decided to make this a permanent feature
of the tax system and the first feedback they are getting is that it
is working. The united Kingdom allows 100 percent writeoff on the
machinery in the first year.

Senator PAcxwoon. Just take it like any normal expenditure,
in other words?
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Mr. Bin, t. Exactly. The table at the top of page 11 of my testi-
mony was prepared by Dr. Pierre Rinfret and presented before the
Ways and Means Committee of the House in 1973. It assumes that a
$10 million investment was made under exactly the same circumstances
in six industrialized foreign nations and i the united States. This
assumes all conditions are equal. So, ou look at the top of page 11
there, we will see that in the first year in the United Kingdom you
have gotten back $9,408,000 out of the $10 million. In West Germany
it would have been $8.8 million. In Japan, it would have been $5.5
million. In Canada, it would have been a little-over $5 million. In
France, it would have been a little over $5 million. In Italy, it would
have been $2.2 million, and with all the methods we have in the
United States now, like accelerated depreciation and the like the
most you would have had here would have been $2 million is ai we
would"have charged off in that same period of time. .

Senator PACyWOOD. How long has Britain had this 100 percent
writeoff?

Mr. Tun. About 3 or 4 years.
Senator PACKWOOD. And still, they have an obsolete industry.
Mr. Tuns. Well, they have an awful lot of other problems.
Senator PACKWOOD. I realize they have other problems, but has

the law resulted in an immense modernization ol British industry
over the last several years?

Mr. Tuas. It has in certain areas. My understanding is that the
100 percent writeoff is not eligible for all plant equipment. It is just
for certain types of industrial equipment.

Mr. Bixiu". That is right.
Mr. Tuns. And relative to what you would expect under the very

troubled circumstances of that economy, there has been quite a
substantial effect.

Senator PACKWOOD. Is the Canadian 2-year one applicable to all
business investments or are there certain exceptions?

Mr. BIxLzr. I guess there are a few exceptions in everything, but
it is as to the bulk.

Mr. Chairman, just to conclude, this table also shows what would
happen on the 5th year. And in the United States, at the end of
5 years, we could only have charged off $5.9 million of the $10 million,
but under the proposed capital cost recover system, it would have
come up to at least $8.9 million. So we think that the present deprecia-
tion concept is quite unsatisfactory. We think it really sanctions the
erosion of the capital base. We think it is tremendously complex and
liberalized modifications are not universally useful and they are subject
to administrative changes. We think it is out of step with modem
cost recovery policies elsewhere in the world. It inhibits more efficient
use of existing supplies of capital.

Whereas, we are proposing a simple system that focuses on recovery
of the real capital cost insteai of "useful life."

So I would' like, in summary, to encourage the study of H.R. 7543,
which is a codification and at least is a good starting point for this
kind of a system.

Senator msLsON. Thank you very much for your statement. Our
next witness is David Barnes, CPA, Coopers and Lybrand, chairman,
Tax and Government Regulation Committee, Council of Smaller
Enterprises, Clevelan4l, Ohio.

Mr. BARNES. Thank you, Mr. Chairman.
[The prepared statement of Mr. Barnes in full follows:J
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PRESENT TAX DEPRECIATION RULES ARE

YESTERDAY'S ANSWER TO TOY'S PROSLEN

+++ INTROGCION:

Present tax depreciation rules and regulations need to be overhauled
and replaced with progressive progr.*s that meet the needs of today's changing

business environment. The new programs should provide small business concerns
the flexibility to internally generate capital by employing a liberal, non.
cumbersome, rapid depreciation write-off method which will maximize depreciation

charges in times when funds are needed for expansion,
The only chance of attaining effective refom of present rules and regula-

tions is for Congress to oake an objective analysis of present depreciation
practices, reflect upon the analysis and answer these questions:

1. Do present depreciation regulations enable businessmen to recover
their capital equipment investments quick enough to offset effects
of inflation?

2. Do present regulations need to be as complicated as they are?
le believe the answer to both of these questions is "no*.

To support our position, the opening section will discuss some of the
broad economic problems faced by businessmen when trying to make capital In-

vestment decisions. The second section of this report will explain present

tax depreciation accounting practices in order to point out some of the basic
complexities. This will be followed by Section 3, a presentation of why
liberalized depreciation rules are necessary to help business concerns generate
needed replacement funds. This section will also discuss the severe Inflation

whic5 has ravaged the machine tool industry. Sections 4 and S will discuss the
concepts of timing differences and return on invested capital as to their affect

on tax revenues.

continued....
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introduction (continued...,)

Section 6 will present a broad explanation of depreciation policies in other

industrialized nations. Finally, Section 7 will present our alternative tax

reform recowendationst W0% ACR and Capital Cost Recovery depreciation.



SECTI0N 1. Wh Deoreciation Rules Need To Be Reformed

A very strong argument supporting the need for a liberalized depreciation

or capital cost recovery program its the positive effect such a program would

have upon the never ending battle to hold leflation in check. We believe that

a liberalized capital cost recovery program will provide the business colj;unity

with the funds needed to reinvest in new plant and equipment. Capital equipment

Investment program are an effective means of improving productivity. Unless

productivity can out-pace wage demands, It is impossible to keep inflation in

line. This was dramatically illustrated in 1973 and 1974 when the consumer

price index was rising at an annual growth percentage of 6% and 11% respectively.

A great deal of the price inflation that occurred during these two years was

the result of inventory stockpiling brought on by speculation concerning future

price increases and demand for goods and services. However, in the opinion of

many economists, if speculative demand for goods and services were factored out

to produce normal dewAd, there would still be substantial productivity shortages.

Thus, with wale Increases already out-pacing productivity gains, the only effective

solution to demand fueled inflation is a massive investment in new plant and

equipment.

The severity of the present shortage of productive capacity was highlighted

in the March, 1975 International Economic Report of the President. The report

notes that the average age of capital investment is older in the United States

than in other industrialized nations, most of whom replaced their equipment after

World War II. The report estimates that 30% to 40% of U. S. productive capital was

In existence before 1960 compared to 151 to 25% in these other industrialized nations.
This results in a greater portion of capital investment dollars being invested in

replacement assets rather than assets which will expand productivity. This situation

puts us at a serious disadvantage when competing in the international trade markets,

continued....
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Section 1. (continued....)

the success of which depends upon the price and qualIty of manufactured. pro.

ducts. Thus, our goods are less attractive in overseas markets.

It will not be easy to solve the problem of inadequate productive capacity.

There are two shadows which darken the prospects for resolution. One being a

shortage of investment capital and the second being the pessimism with which

businessmen view the future.

Between Government deficit spending and the OPEC oil cartel, available

investment capital has all but disappeared. The outlook for improvement is dim.

This year, the Federal Government will be entering the money markets (in competi-

tion with private enterprise)to drain off $80 to $90 billion dollars to finance the

forecasted deficit. The OPEC countries are holding billions of dollars which,

because of international politics, may or my not be recycled back to the United

States. Capital availability problems are compounded further when you consider

the huge investment which will be required to obtain energy self-sufficiency and

to comply with environmental and health and safety requirements.

The second problem Is business confidence. The business sector has watched

their inflation adjusted profits decline 58% since 1965 (Testimony from Treasury

Secretary Simon). At the same time, there is more and more talk of increased

Government regulation and even talk of industry nationalization. Businessmen

are fearful of additional taxation which seems inevitable as 1) unemployment

funds are depleted, 2) the cities and states face growing financial difficulties,

and, 3) Social Security expenditures run well beyond present funding levels.

David Rowe in the University of Pennsylvania's Wharton Forecast states that

business confidence has taken such a beating that businesses are wary about in-

vesting in new plant and-equipment. This is supported by reports recently released

by the Commerce Department. These reports state that business concerns are scaling

continued....
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Section 1. (continued,...)

back their capital spending plans for 1975. Businessmen plan to spend $114.24

billion on plant and equipment in 1975, only 1.6% above the 112.4 billion spent

in 1974. This is down from a 4.6% increase forecasted in January, 1975 which

was cut back to 3.3% in March, 1975. The Conference Board research organization

reported that the nation's 1,000 largest manufacturers decided in the first

quarter of 1975 to reduce this year's capital expenditures by $1 billion.

Thus, we can see that the uncertain outlook of business conditions and

the lack of investment funds are severely impeding the cure of one of our major

economic ills; namely, a shortage of adequate productive capacity. It is not

within the scope of this report to resolve all of the problems just discussed.

However, we believe that a liberal capital cost recovery program will be one

step in the right direction towards encouraging industry to modernize and ex-

pend productive facilities as a means of resolving some of the economic problem

faced by our country.
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SECTION 2. Today's Rules Are Maicated, Achieving A Reree of

Bookkeepina Perfection Wbich Is Not Needed

The tax laws permit the deduction of a reasonable allowance for the ex-

- haustion, wear and tear of property used in business or held for the production

of income. This is a relatively simple concept with the purpose of allowing

the taxpayer the realization of a return on his capital Investment. Unfortunately,

the present tax law, in attempting to clarify a "reasonable allowance", has

created a preponderance of rules and regulations which serve more to increase the

burden of record keeping than to assure fair and. reasonable deductions.

Let us briefly review some of the requirements of current tax regulations:

Depreciation Methods

There are three generally used methods of computing depreciation. The most

common method is Straight-Line which assumes that depreciation is sustained at -

a uniform rate throughout the useful life of the property. Depreciation under

this method is computed by deducting in equal annual amounts the cost of the

property less its estimated salvage value over its useful life.

The other two generally used methods, Double Declining Balance and Sum of

the Years-Digits, are termed "accelerated" since they provide for the greatest

depreciation-in the first year and subsequently smaller deductions each suc-

ceeding year. Double Declining Balance is computed by applying a rate of up to

200% of the straight line rate to the decreasing book value of the asset. Under

Sum of the Years-Digits, changing fractions are applied each year to the original

cost less salvage value.

The above-mentioned methods, however, may not be used for all depreciable

property. The tax regulations have placed certain restrictions on the deprecia-

tion of used property, realty, and property with less than a three year life.

continued....
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Stion 2. (continued....)

The substance of these restrictions are as follows:

1. Accelerated methods are applicable only to new property with a useful

life of three years or more.

2. The Declining Balance method may be used for used property at a rate

of not more than 150% of the straight-line rate.

3. Accelerated methods are not allowed for new real estate except that

real estate bought or constructed after July 24s 1969 may be depreciated

using the 150% Declining Balance method or any other consistent method

which does not give greater llowances in the first two-thirds of useful

life than the 160% Declining Balince method. However, In the case of

new residential rental property where at least 80% of the gross rentals

come from dwelling units, the tax laws permit the use of 200% Declining

Balance and Sum of the Years-Digits methods.

4. No accelerated methods are allowable in the case of used realty bought

after July 24, 1969 except that used residential rental property with

a useful life of at least 20 years may be depreciated at 125% Declining

Balance.

Salvae Value

Usually a business asset has very little market value remaining at the end

of its useful life. Whether due to physical deterioration or technological ob-

solescence, the ending value of the property is often minimal. The tax laws

state that in no event may an asset be depreciated below a reasonable salvage

value under any method of computing depreciation. However, the laws do permit

the taxpayer to disregard all or a portion of the salvage value by allowing a

reduction In salvage value of up to 10% of the basis Of property with a life of

at least three years. The effect of these regulations is to require the taxpayer

continued....
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S~e nlue (continued ... I

to estimate the value his newly acquired property will have up to twenty or

thirty years in the future and to maintain detailed records of yearly depreci-

ation charges to assure that he does not depreciate the minimal salvage value.
The value of this restriction appears somewhat minimal itself since upon dis-
posal of the property, whether at the end of its useful life or earlier, any

difference between the undepreciated cost and its disposal value will be re-

cognized as a taxable gain or loss. Whether the property has been depreciated
down to salvage value or to no value has no effect on the total expense taken
over the life of the property. The only difference exists in the timing of the

expense and that effect is usually very slight.

Bonus Depreciation

In addition to the annual depreciation allowed under the methods previously

described, the tax regulations permit an additional first year deduction of 20%

of the cost of property having a useful life of at least six years. This *bonus'

depreciation is limited to $2,000 in any year and the taxpayer is required to
maintain records specifically indentifying the property eligible for additional

'first year depreciation and how and from whom the property was acquired.

Proration of Depreciation Alowance

In the event that depreciable property is not acoired between December 16th
or January 15th of any given year, the tax regulations 4equire the taxpayer to

calculate by half months the percentage of a year's depre nation which may be
claimed for each asset. In effect, this proration requires the taxpayer to split

one year's depreciation deduction in increments of half months between the first

and last years of the assets life. The amount Involved ( a portion of one year's

continued....
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r nof Depreciation Allowance (continued....)

depreciation) does not seem to justify the record keeping burden imposed by

this regulation.

" , Capitalization Minimum

At the present time, the Internal Revenue Service generally allows the

current deduction of purchases under $600 rather than requiring the capitalization

of these minimal expenditures. Although this in itself does eliminate substantial

record keeping costs, additional savings could be achieved by increasing this

limit to $2,000. Since these purchases generally have a life of only two to three

years and are replaced at the end of their usefulness, the actual annual tax de-

duction generated by expensing in the year of purchase would closely approximate

the annual deduction presently allowed from spreading the cost over a two or

three year period where various Items are replaced each year.

ADR

The Class Life Asset Depreciation Range System (ADR) was established in an

attempt to reduce controversy between the taxpayer and the Internal Revenue

Service by setting forth acceptable quidelines for the taxpayer's use In formulating

his depreciation policies. Unfortunately, since the System was accompanied by

complex requirements and regulations, many taxpayers have hesitated to take ad-

vantage of the liberalized depreciation rates ipherent in ADR due to the rigors

of record keeping compliance required by its use. A few of the basic principles

of ADR are briefly described In the following paragraphs.

The Regulations have established a series of broad industry classes of

assets each with a class life. The taxpayer is allowed to select, from a range

extending 20% above and below the class life, a useful life over which to de-

preciate his property. He may use any depreciation method he desires within the

continued....
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Section 2.
ADR -(continued .... )

restrictions on used and realty property previously described. The depreciation

method my be applied to assets individually or to a group of assets with the

same class life placed in a "vintage account" by the Year placed in service.

Separate vintage accounts must be maintained for new and used assets, assets

subject to the elective 10% salvage reductions, and assets on which additional

first-year depreciation has been elected. A separate depreciation reserve must

also be maintained for each vintage account.

Under ADR, retirements are separated Into two categories ordinary and ex-

traordinary. All retirements are considered ordinary except for the retirement

of certain types of property described in the Regulations. The retirement pro-

ceeds of ordinary retirements are simply added to the depreciation reserve of

the vintage account from which the asset is retired thereby reducing the de-

preciable basis of the remaining assets in that account. Extraordinary retire-

ments, however, are removed from the asset and depreciation reserve accounts

and the gain or loss on disposal is recognized In the year of retirement.

Another requirement of ADR is the mandatory use of one of two first-year

conventions:

1. The half-year convention - Regardless of when the asset is placed in

service, a half-year's depreciation is taken in the first year. Similarly

a half-year's depreciation is claimed on extraordinary retirements in the

year retired.

2. The modified half-year convention - A full year's depreciation is taken

on all assets placed In service during the first half of the year. Second

half additions get no depreciation deductions In the first year. Extra-

ordinary retirements receive a full year's depreciation, a half-years

depreciation, or none, depending on the half of the year in which the

property was acquired and retired.
continued....
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In an effort to minimize controversy over the repair versus capital

expenditure question, AOR established a "percentage repair allowance" rule.

Basically the rule permits the mechanical computation of a dollar allowance

which the taxpayer may use as the maximum deduction for questionable "repair"

expenditures. The deductibility of expenditures under this limit which are

clearly not capital items will not he contested by the IRS. Any repair ex-

penditures which exceed the repair allowances must be capitalized as property

improvements. The percentage repair allowance rule election must be made each

year and can be elected for certain classes and not for others. In reality

establishment of the percentage repair allowance rule accomplished very little.

The IRS and the taxpayer must still came to agreement over whether an item

"clearly" Is or is not a capital asset.

The tax requirements that we have touched upon In this section are but

a small part of the rules and regulations that businessmen must comply with

under present depreciation accounting. The impact of these voluminous re-
quirements are felt most heavily by small businesses In the area of record

keeping. A typical- small manufacturing company might maintain 400 individual

asset cards. Each card will contain information as to the date of purchase,

description of asset, depreciation method, useful life, salvage value and the

amount of additional first year depreciation elected if any. In order to de-

termine depreciation for the year, the businessmen must compute depreciation for

each card taking into consideration the part year conventions, stdvage value,
additional first year depreciation already taken, method of depreciation involved,

and total depreciation taken to date. Depreciation calculated in this manner

of each asset is then Sumarized to arrive at the total depreciation expense for

the year.

continued....
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Section 2.

ADR (continued....)

This procedure repeated In company after company each year Imposes

an unnecessary burden upon sall business. In the following sections

we will outline several proposals which will effectively reduce record

keeping costs without adversely effecting tax revenues.



845

SECTION 3. Depreciation Can e -An Effective Vehicle For Beneraina

Funds ed To Relace Plant An Equivmnt If Proper Recognition

Is Given To Inflaton

Accounting theory states that capital assets employed by a business

- concern should be systematically depreciated by charging a percentage of cost

(based on asset useful life) against annual operating Income in order to set

aside a portion of each year's profit for futUre asset replacement.

In 1954, the Joint Comittee on Internal Revenue Taxation (for the House

Ways and Means Comittee) stated it would be appropriate to expand on this

concept by permitting depreciation methods which would set aside funds at a

more rapid pace to compensate for the inflationary trend in the cost of re-

placement assets. At that time inflation was running between 1% and 3% a year.

Possibly because of this relatively low rate of Inflation, initially proposed

liberal depreciation rules never found their way ifito final legislation.

Today, the Impact of Inflation is much more severe. To illustrate the dra-

matic impact of Inflation on the cost of replacement machinery and equipment, a

comparison of wholesale prices for various categories of machinery and equipment

my be informative. Application of the Bureau of Labor Statistics Wholesale

Price Indices to selected categories of machinery and equipment, each of which

was purchased for $10,000 In 1967, would result in the following replacement costs

at the respective dates:

continued....
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Section 3. (continued....-)

machin and Euipment Reprsentativo. ........ fthleaa&1l Relagament Prj.c ........

All * "Sul1 Generalkt-gorISS agricultural! fanstruct! Working urgos,

1969 (average) 10,640 10,6850 11.000 10.780 10.690.

1971 (average) 11,560 11,720 12.140 11,730 111910
1973 (average) 12,170 12,690 13.070 12,60 12.700

1974 (average) 13,940 14,380 16230 14,690 16.120
November, 1974 16,270 15,970 16.970 16,190 16,890
April, 1975 15,970 16,670 18,360 16,960 176010

(* Categories excluded from illustration are miscellaneous, electrical and vehicular
equipment; the average 1974 replacement prices are $13,960, 12,500 and 12, 940,
respectively).

The impact is even more dramatic if you compare replacement costs of Individual

Items. The estimated Asset Depreciation Range (ADR) useful life of metalworking
machinery and equipment is 12 years. Thus, It Is possible that a machine purchased
the first year of January, 1963 sy require replacement by the end of December, 1974.
If the machine cost $10,000 at the date of purchase, the replacement cost at the
end of 1974 would be approximately $17,500. Under ADR rules, this asset could be
depreciated in 9.6 years. If the company is successful In financing the growth of
its business with retained earning, it must rely on depreciation to provide funds
for the replacement of old assets. Tables I .L and ,2 calculate annual
funds which are generated by employing the most advantageous AA depreciation method
and also calculates the compound growth of funds generated by depreciation if they
were invested in certificates of deposit..

continued....
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Section 3. (continued .... )

TABLE IA.....

ANNUAL DEPRECIATION OF A METALWORKING
MACHINE COSTING $10,000

WHEN PURCHASED JANUARY 1, 1963

DOuble eclining balance erecation

Year Dxe R eswve (3) Net Book Value (4)

1963 2,105 2.105 7.895

1964 1.662 3,767 6,233

1966 1,312 5,079 4,921

1966 1,036 6,114 3,886

1967 813 6,932 3,068

1968 () 682 7,614 2,386

1969 682 8.296 1,704

1970 682 8.978 1.022

1971 682 9.660 340

1972 (June 30) 340 10,000 0

(1) ADR Asset Guideline Class 35.1 - Lower limit depreciable life, 9h years.

(2) 21.05% times cost in year 1 and net book value thereafter.

(3) Prior year reserve balance plus current year expense.

(4) Original cost less annual reserve balance.

(6) Switch to Straight-Line depreciation method.
TABLE __

CASH ACCOULATED BY INVESTING FUNDS GENERATED
FROM ANNUAL DEPRECIATION CHARGES IN

CERTIFICATES OF DEPOSIT

continued....
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CASH ACCUMULATED SY INVESTING FUNDS GENERATED
FROM ANNUAL DEPRECIATION CHARGES IN

CERTIFICATES OF DEPOSIT

Certificate
of Deposit

Yr() InterestS Year (1) Rjte % (2)

1963 4.00

1964 4.60

1965 6.50

1966 5.50

1967 $.0

1968 6.00

1969 6.00

1970 5.75

1971 6.76

1972 5.76

1973 5.88

1974 6.00

(1) ADR estimated useful

(2) Statistical Abstract

ereciationfunds (3)
2,105

1,662

1,312

1,035
818

682

682

682

682

340

Funds
SubjectInteres

1,063

2978

4,699

6.026

7,283

8,397

9,499

10,656

11,951

13,319

13,745

14,653

life of assets defined In 9

of the United States 1974 -

Annual
Interest Cash

... [an&A5 (DlQnc, (6)
42 2,147

134 3,943

253 5,508

331 6,874

364 8,056

420 9,158

476 10,315

613 11,610

687 12,979

766 13,745

808 14,653

873 15,426

sideline class 35.1.

Federal Reserve Bulletin -

Maximum Interest Rates Payable on Time and Savings Deposits: 1962 to 1974.

(3) Table - Column (2)

(4) One-half current year depreciation (average time on deposit) plus prior

year cash balance.

(5) Column (4) multiplied by column (2)

(6) Colum (3) plus column (5) plus prior year column (6)

Tables 1 and . illustrate that even with the most ideal financial

planning (i.e., funding annual depreciation charges) the company in our illustra-

tion would be $2,0741. short of the necessary funds needed to replace the metal-

working machine purchased in 1963. In practice, very few companies are able to

continued....
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Section 3. (continued....)

accumulate cash by funding depreciation. Fewer, if any* fund cash to meet

asset replacement costs. This is true because, generally speaking, capital
cost recovery (depreciation) and profit reinvestment do not provide enough
funds to meet growing working capital and plant financing needs of companies

experiencing even the most modest rates of growth.

1 Replacement cost, $17,500 less 1974 csh balance, Table 2 column (6) of
$15,426

continued....
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The following tables 3 and 4 present the magnitude of corporate

financing problems:

TABLE 3

COMPARISON OF BUSINESS EXPENDITURES FOR NEW PLANT
AND EQUIPMENT TO FUNDS PROVIDED FROM UNDISTRIBUTED
PROFITS AND DEPRECIATION OF PLANT AND EQUIPMENT (1)

( in billions of dollars )

Plant
and

Equipment
Expenditures

20.2

29.5

36.8

54.4

75.6

79.7

81.2

88.4

99.7

112.7

S. Bureau of Economic

Reputred
Undistributed Funds
Profits and Unavailable
Driation from Operations

17.9 2.3

29.2 .3

34.4 2.4

56.6 2.2

60.7 14.9

59.4 20.3

69.9 11.3

77.5 10.9

81.8 17.9

70.1 42.6

Analysis, Survey of Current Business.

TABLE 4

INCREASED INVESTMENT IN WORKING CAPITAL (1)

(in billions of dollars )

continued....

Year

1950

1955

1960

1965

1969

1970

1971

1972

1973

1974

(1) U.
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INCREASED INVESTMENT IN WORKING CAPITAL (1)

( in billions of dollars )

Net Workina Cavit

185.7

187.4

204.8

224.3

245.3

Increase from
.-Prior Year

1.7

17.4

19.5

21.0

(1) U. S. Securities and Exchange Commission, Statistical Series, Net Working

- i-Mptaof Nonfinancial U. S. Corporations.

Tables __ and 4- clearly illustrate the impossibility of financing

business growth with depreciation and profits. Of even more concern is the trend
of excess investment needs over available funds.
Table A shows an Increasingly negative trend.

At this point, we should review the manner in which period to period de-

preciation charges affect tax revenues.

1969

1970

1971

1972

1973
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SECTION 4.T T13n9 Ojfferemces - I fqw The ffylct Tax Roeyuaes

It is not unusual to vim tax reform as being synonomous with tax

avoidance. Quite often, this is qot so. A specific case in point is the

liberalization of time periods a company may mploy to depreciate their

plant and equipment. A new law that will accelerate present depreciation

time periods merely defers to another period revenue that would be otherwise

taxable. To understand this concept, the following illustration, presented

on Table q., will isolate the operating results of three hypothetical

companies (A, 8 and C) by computing tax revenues for a five-year period on

a straight-line basis and then, on an accelerated basis which would allow the

companies to write-off assets in 2 1/2 years. Each company has an undepreciated

investment of $200,000 at the beginning of year 1 and makes no additional

capital expenditures during the five-year period. The earnings of Company A

are level. Company B's earnings are accelerating while Company C is in a

declining earnings pattern.

Table - shows that under each set of operating conditions (level,

growing, declining), total tax collections will be equal at the end of the useful

lives of plant and equipment. Thus, liberal depreciation rules will not result

in tax avoidance, but will only affect the timing of tax collections.

continued .....



f

FIVE-YAR coOMPUAT COME TAX USING

SRAIG~-LI2 AND ACXCPAC WZMCIATIO XflOO
(amounts In dollars)

Income before charges for depreciation

Depreciation expense:

Stralght-line basis

Accelerated beals

Taxable Income:

Straight-line basis

Accelerated beals

Inoat tax (at a 50% tax rate):

Straight-line basis

Accelerated beals

Accumlated tax revenue at the =a

of each year:

Straigt-line basi

Accelerated bas

Cowpany A Coemany B company C

Year 1 Year 2 Yea*r_3 Year *Year 5 Year 1 Year 2 Year 3 Year 4 tear 5_ Year 1 toar2 Z Ye Yea'4r 4 Year 5

100,000 100.000 100,000 100,000 100,000 100.000 11o,000 10.000 130,000 1 o0.000 00.000 90,000 80,000 70 6o,

40,000 40,000 *0,000 40,000 *0,000 40,000 *0,000 40,000 *0.000 40,000 40,000 *0,000 *0,00 40.000 *10,000

80,000 80,000 40,000 - 80,000 80,000*0,000 - - 80.00, 8o,o 00 - -

6006o,ooo 0 6oooo 6 0.000 6e~ooo 0 ,O000 80,000 g0OWo 100-000 60-oo50000 * o 40.4 30-000 20.000

20,000 200 _,0 0.000 100,000 20.000 30,000 80.000 130.000 102,000 20,000 10,000 4,O 70,000 60,0

30,000 30,000 30,000 30,000 30,000 30,000 35,000 40,000 45,000 50,000 30.000 25%000 20,000 15.000 10.0W

10,000 10, 3PO 0,000 2~~ 0.000 15.000 *0,000 65,00 70.00* Wp aO_2*0 35.000 30

30.000 60,000 90,000 120,000 150,000 30,000 65,000 105,000 150,000 200,000 30.000 "5,000 75,000 90,000 100.000

10,000 20,000 50,000 100.000 150.000 10.000 25.000 65,000 130.000 200.0 10,000 15.000 3%00 70,00 100.000
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section I. (continued ..... )

Table . , effectively demonstrates that over a period of years, the

Treasury will realize the same total revenue regardless of the depreciation

methods employed by taxpayers. However, on a short-term year-to-year basis,

liberalized depreciation methods will have a negative impact on tax revenues

in early years and a favorable impact in later years. Summarizing information

presented in Table 5., Table 6 presents the tax revenue impact of accelera-

ted depreciation over straight-line depreciation as-follOws:

TABLE _§

INCOME TAX REVENUES GENERATED BY
ACCELERATED DEPRECIATION OVER (UNDER)

REVENUE RESULTING FROM STRAIGHT-LINE
DEPRECIATION COMPANIES A, B AND C COMBINED -

year Amount
1 (60.000)

2 (60,000
3-
4 60.000
6 60,000

Thus, the Treasury will face some intitially lean years if depreciation

rules are liberalized. Table .6 _# however, does not present a realistic

picture of what will happen to tax revenues if depreciation rules are liberalized.

The depreciation regulation changes we will be proposing in a later section tie

resulting tax benefits to a program of reinvestment in plant and equipment or

the purchase of government obligations. At this point, arreview is necessary

to determine what tax implications result from a program where tax benefits are

reinvested in capital equipment. Before this can be successfully accomplished,

a brief explanation'of the "Return On Invested Capital (ROIC)" concept may be

appropriate in explaining the total effect tax incentives have on tax revenues.

continued....



855

SECTION .... I1o The "Return On InvptdJ Capial "Ioncpt Will Affect Future

In some respects, capital investment decisions are akin to gambling.

A businessman, pushed by a growing demand for goods and services or striving

to improve productivity, Is willing to gamble that 0 cash investment in capital

equipment will be rewarded by the return of cash invested plus an attractive

profit. If the businessman cannot invest in a capital equipment project that

will return his capital and a relatively high profit return, theoretically,

he will reject the project and invest his excess funds in safe institutional

time deposits or other sound investment instruments. In practice, capital

investment decisions produce results which range from highly successful to

dismal failures. Table 7_ presents a score card of the results of business

capital investment decisions. The Table presents percentage profit returns

which were computed by dividing net income reported on annual corporate income

tax returns by the value of shareholders' equity:

TABLE 7

PROFIT T ES'QU

Yea % Return

1965 13.0
1966 13.4
1967 11.7
1968 12.1
1969 11.6
1970 9.3
1971 9.7
1972 10.6
1973 12.8

Average 11.5

continued....
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;jcgtonj, (continued.....)

Thus, Table _ shows that over the years in question, the averaging of

investment successes and failures results in an average capital return of 11.5%

At this point, we can bring all the ROIC factors together in a hypothetical

~ operating situation to determine what Impact investmet returns have on tax

revenues. To accomplish this we will utilize the five-year operating results

of Company 0 presented in Table __ and will add three additional operating years

which report mature or flat earnings growth. First tabulation (Situation 1.)

presents the five-year results of operations employing the straight-line

depreciation method. The second tabulation (Situation 2.) will present the same

set of operating facts except that accelerated depreciation (a program we call

50% ADR, which will be explained later) will be substituted for straight-line

depreciation and the excess of accelerated over straight-line depreciation will

be reinvested in capital equipment to generate an 11.5% investment return. The

following Tables _Q and _L_ provide computations of depreciation and reinvest-

ment earnings under Situations 1 and 2.

continued....
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TANX 8
IME TAX IMPACT 0F LI MLIZIUG DE CIATIO ULE

GIVING CONSIDMTIOE TO THE CONCEPT OF MVRN ON INVESTED CAPITAL

Company B (Growth Period)
Year 1 Year 2 ' Year 3 Year4 Year 5

fomey a- (maturity Pariod)
Total year 6 Y Year 8 Grand Total

Situation 1.
Income before chre for depreciation
Depreciation expense (straiht-line)
Taxable income
income tax (at 50%)

Situation 2.
Income before charges for depreciation
Income from reinvesting the excess of

accelerated over stralht-lne
deprecaton in capital eqllment
(11.5% investent return) Table
annexed

Accelerated depreciation exnse:
Original capital equipa=um
Reinvestment capital equ ijeat

Taxable Income
Incoame tax (at 50%)

Situation 2. incoAm tax over (under)
Situation 1. Imam tax

$10,000
$60.000

$11,000 $120,00

62,000 62,1100
$ 3100 LJ1.200

68,880

$140,000
61.120
78,880$ 39o440

o$000
26T.840

$1401,000
21.220

221888

$1210,000
13.10

$100,000 $110,000 $12,000 $130,000 $1W0,000 $600,000 $140.,000 $140,000 $40,000 $2,00 ,000

100.000

80.000

80,000
20,000$ 1oooo

4.600
1l4,600

80,00026,000
96.000

18,600$ 9,300

10.120 12.1" 12.144
130.120 242.144 M5.144

40,00035,,200

,20
107,904

39,oo8
639,008
200,000
102.080

26,640

2144 12,144 2144
12.11A 152.144 152.1

148,624 152,144M 3652

$(20.M) $j2.7o)$ (3.74o) $ :3,512 $ 2..872 $ 12.632 $ 7.83 $ 37.720

$140,000 U0021,000

714,400

a'

1.09.440

200,000
205,6003n:6N

/\



CIPUATI OF ACCUM1D AND STRAIGT-LU nmPazCiATRN
TO DNTZlU EXCSS FUNDS AVAILABLE F0R 82N3II3S'UI

IN CAPITR. MVUAIET AIM COMPUTATION OF EARNINGS PUOWIDD
FiR lS'TN OF ZCX D mCzATIOIN FUS

Accelerated depreciatioa
Initial asset larestmt
!leinvestemt of excess deprec"tIon:

Year I
Year 2
Year 3

Total

Investment of excess depreciation:
Year 1
Yeer 2
Year 3

Total
Accelated depreciat on over (anGtw)

atraiet-lne depreciation
cumlative vabe of Investmet arising

from relaves1me1 of fomis provided
by excess depreciation

Addtlomil pretax earning. at an 11.5%
rate or retain an Invested rands

1 2
$60.000" 1,000

16.000

80.00

120.00

(6,000)
(80,000)

(18.00)

Yari
1 ear

$W,000

26,000
19,200

(0,000)

S8,000

$ 8,000
19,200

3k.240

(40,000)

8,000)

(61.1W0

$(26,880)

$ 9,600

26,6160

(40,000)

8,000)

(61.1,20)

$(11.A8o)

100.0008o,ooo

(2$o000)
,000) 1i0,oo)
13,520 $ (3,*

., 20 (13,2Wo) (1., 3060

r (2.20)$ 3.20

(8

10,000 88.000 105,600 105,600 105,600 205,600 1050 105.600

IM6AM$0. 12,164 121 Z64
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sct ona. (continued....)

Table j verifies the positive impact which will result from liberalization

of depreciable asset lives. Over the depreciable lives of the assets In question

(Situation 2.), accelerated depreciation and resulting reinvestment of excess

funds produces $394,920 in total income tax revenue Compared to Situation 1. which

generates total income tax revenue of $357,200. This is a 10,5% improvement in

tax revenues. Although the examples are simplified, the concepts are sound.

Even during Company B's growth period where operations are absorbing the heaviest

depreciation chArges, cumulative tax revenues at the end of, five years are

higher in Situation 2. than in Situation 1. When Cm pany 's growth levels off

(Maturity Period years 6 through 8), income tax revenue gains improve draatically.

A final question that needs to be answered is what financial impact results

from comparing a steady flow of income tax revenue (Situation 1.) to a lower

Initial flow which improves as years go by (Situation 2.)? To answer this

question,. It is necessary to discount each year's income tax amount at a current

interest rate to determine today's value of future revenues. The theory behind

the discounting concept states that a dollar in hand today Is worth more than a

dollar in hand one year from today. Today's dollar could be deposited In a

savings account at 8% and it would be worth $1.08 one year from now. Thus,

comparing the value of a dollar today to a dollar to be received one or more

years from now requires that the future dollars be discounted by a growing

percentage as the year of receipt is extended.

Table _J therefore, presents the present value of future income tax

receipts. Again, Situation 2. produces the most favorable result. Discounted

tax revenues are improved-by $14,497, a 6% improvement over Situation 1.

($257,072 less $242,575).

continued....
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TABLE a.
PRESENT VALUE OF INCOME TAX REVENUE

PRODUCED BY SITUATIONS 1. AND 2.

Year Income Tax Revenue

Y2ar

1

2

3.

4

5

6

7

8

Situatign .

$ 30,000

31,0000

31,200

34,440

39,440

59,440

63,440

68.240
$357,200

$ 10,000
9,300

27,460

63,962

67,762

74,312

76,072

76,072

$394.9a

Discount

.926

.794

.736

.681

.630

.583

.540

Present Value of Future
Income Tax Revenue

Situation 1. Situation 2.

$ 27,780 $ 9,260

26,467 7,970

24,773 21,803

26,313 39,664

26,869 46,139

37,447 46,817

36,986

36,850

$242,576

44,350

41.079

S257,072
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S CTION 6. Liberal DOereciAtig Pocies of Other Industrialtzd Nations!

Other industrialized nations have generally adopted provisions relating

to cost recovery allowances and capital investment Incentives that are more

favorable than those provided in the United States. This stems from the need

to rebuild in order to overcome the ravages of war. There has also been a

greater realization that rising productivity creates a rising level of per

capita income and a better standard of living. In the United States, we appear

to have relied more on rising demand to stimulate production while at the

same time remaining complacent about the need to modernize and keep up with

technology.

Not only have the European nations adopted tax policies fostering

capital investment but they are relying ever more heavily on indirect taxes,

such as the value-added tax, which do not impose a tax burden on investment to

finance government expenditures. In the absence of such a neutral tax, U. S.

investment bears a larger share of the cost of government than does investment

of Its trading partners.

The following table sumarizes a comparison of cost recovery for

Industrial machinery and equipment In leading industrial countries with similar

allowances in the United States. The capital cost recoveries for each of the

foreign countries have been computed on the assumption that the investment

qualifies for any special allowances, Investment credits, grants, or deductions

generally permitted. The deductions in the United States have been determined

under the double declining balance method without regard to the limited first

year allowances for small businesses.

1 Information In this section is reprinted from excerpts of an article
appearing in the May 1976 edition of The International To Journal - Th
Treatment 0f Ca ntal Recovery Ao Aowances In t V# 5, Ong other Gountrtes by
B. Kenneth sander and Charles T. Crawf0rd.

continued....
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Section 6. (continued....)

Agregate cost recovery
alowances percente......corsts o~f .,s $et$~ 1i 1

Representative First First 3 First 7
cost recovery Taxable Taxable Taxable

S!iods(1 H JM Years
United Kingdom 1 100.0 100.0 100.0
Canada 2 60.0 100.0 100.0
Netherlands 6 14.0 68.0 108.0
Sweden 5 60.0 96.7 130.0
Italy 6 11, 6. 0.
Switzerland 6-2/3 .90.0
France 8 31.3 67.5 94.9
W. Germany 9 16.7 49.6 88.8
Belgium 10 20: 48.8 89.0
Luxembourg 10 60.4 94.4
Japan 11 37.1 63.9 88.1

United States
(1975 Law) 10-1/2 29.6 60.7 94.5

The adoption of ADR and the restoration of the investment credit has done

no more than raise the level of U. S. capital recovery to the point where we

are tied for last among the industrialized countries... At this point, the

following statements from the presentation made by Joel Barlow, at the NTA-TIA

Symposium on Federal Tax Reform in Washington in July, 1973, seem an appropriate

reminder:
"The United States has the lowest capital recovery tax allowances of any of

the Industrialized nations."

1 It is common practice in many countries, prior to investment in fized
assets therein, for investors to agree with the tax authorities as to a rate
of depreciation and other benefits available. Such agreements would, in many
cases, have the effect of substantially increasing the cost recovery allowances
presented in the table above. The United States aoes not permit this approach.

2
4 This reprint excludes table footnotes which explain computational

mthods and a comparison of pre-1976 methods.

--ontinued ....
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Section 6. (Continud....)

"The United States hes the highest percentage of overage obsolete production

facilities in relation to W of any of the indvstrial nations."

"The United State$ has the lowest rate of productivity increase of any of the

industrial nations."

"The United States relies more heavily than any other industrialized nation

on income taxation with its penalty on productivity and efficiency."
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S(CTIQ 7. THE 50, AROR CArPITL COST RECOVERY TAX REFORM PROGRAN

Based on the information presented in prior sections, it seems appropriate

that a conceptual change In present depreciation methods would Incorporate fea-

tures that would permit business concerns tot

. Recover capital investment costs more quickly to generate funds for re-

investment and offset the effects of price inflation.

. Eliminate many of the petty bookkeeping rules found in present de-

preciation rules and regulations.

We have reviewed the capital recovery allowance concept contained in

H. R. 7543, "The Capital Recovery Act of 1976 sponsored by Representative

Waggonner (D.-La.) and Representative Archer (R.-Tex.). In general, we are

'very pleased with the various sections"of the Bill particularly the de-

preciation rate percentages which permit cost recovery in five and ten years

respectively for equipment and buildings acquired (paid for) after December 31,

1975.

We do believe certain revisions would improve the effectiveness of the

Bill. Specifically, the bill should Incorporate the mandatory reinvestment

program described in our depreciation reform proposals. These programs will

eliminate potentially abusive situations where cash flow generated by the

liberal depreciation charges may, in some circumstances, sit in business

bank accounts.

Another area of concern, results from the fact that H. R. 7543 restricts

rapid cost recovery to assets acquired after December 31, 1974. In our opinion

this feature limits the prospect of Immediate economic stimulation that is

needed to pull the Country out of the present recession. Our depreciation reform

proposals liberalize depreciation write-offs on assets presently in service as

well as future acquisitions. This not only improves upon the tax benefit features

continued....
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Setion 7. (continued....)

of H. R. 7543 but it also eliminates the accounting problem of maintaining two

sets of tax depreciation records as would be required by the H. R. 7543 pro-

posals.

Finally, H. R. 7543 excludes agricultural capital investmnts from the

liberalized write-off provisions. In our opinion, agricultural assets should

also qualify for the favorable provisions of H. R. 7543.

We are recommending that the traditional "useful life concept of depreciation

be abandoned in favor of a less complex capital cost recovery (CCR) program.

CCR will provide small businesses the flexibility to internally generate capital

by employing a liberal, noncumbersome, rapid depreciation wite-off method which

will maximize depreciation charges during periods when funds are needed for ex-

pansion.

We choose CCR because it achieves all the benefits of rapid depreciation

without a maze of complex rules, Our recommendation is based on two alternative

methods. Method I Is called 50% ADR which employs double declining balance

depreciation. Method 2 is called capital cost recovery which computes depreciation

using a declining balance method employing a variable depreciation percentage

depending on present asset guideline period lives. As stated in our discussion

of H. R. 7543 we are in favor of the 5 and 10 year asset write-off provisions

of the Bill However, because of certain Bill omissions and the fact that the

bill may not attract concensus support, we are presenting reform methods 1 and 2,

which in our opinion, are reasonable alternatives to H. R. 7543.

continued....
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Section 7. (continued....)

Under 50% ADR, depreciable lives would be stated in a range of years for

Each pool. Present ADR asset guide line lives would be the starting point for

computing 50% ADR depreciation. The AR life periods would range 50% above

or 50% below present asset guide line lives. Taxpayers would select, at their

discretion, a rate which falls between the upper and lower limits. Thus, an

asset with a 10-year useful life could be depreciated from between 5 to 15 years.

It may be appropriate to restrict the depreciation rate to a straight-line basis

for assets having an asset guide line period of $ years or less. This would re-

strict cost recovery to a liberal 2k year period, or less, depending on the ADR

asset guide line life. Assets having a guide line period useful life of more

than 5 years would be eligible to use accelerated depreciation methods. In the

same vein, assets with a useful life of 25 or more years could be restricted to

a 40% ADR factor. Again, the purpose would be to prevent too rapid a write-off

period.

METHOD 2., CAPITAL COST RECOVERY

As mentioned above we favor the Capital Cost Recovery method. We choose this

method because of the ease of computation routines. CCR depreciation is computed

by applying a range of percentages to the undepreciated value of a category of

assets (the categories will be explained later). This is commonly referred to as a

declining balance depreciation method, The range of ercentages are based, as with

50% ADR, on asset guideline period lives presently employed with conventional ADR.

We believe consideration should be given to the following CCR rates:

continued....
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Section 7.
Method 2. (continued....)

ASSET GUIDELINE CCR DEPRECIATION

PERIOD LIFE RATE %

2 to 15 years 50

16 to 30 years 20

31 or more years 10

In both the 50% ADR and the Capital Cost REcovery methods, we have sug-

gested a range of years and rates at which groups of assets may be depreciated.

If and when depreciation reform is considered by Congress, porposed legislation

may increase or decrease these rates. The point we want to make however, is

that either method (50% ADR or Capital Cost Recovery) can be tailored to achieve

the same result. For example, CCR depreciation on a 25 year asset depreciated

at a 20% declining balance rate will produce the same annual depreciation expense

as the 50% ADR method (employing the 40% limitation for assets with a useful life

of 25 or more years. See the description of the 50% ADR method). The only

difference between the two methods being a slightly higher ADR depreciation in

l4ter years. This results from the fact that 50% ADR would permit a switch to

straight-line depreciation generating more expense in later years than the CCR

method which builds in salvage value by applying a fixed depreciation percent

to an ever decreasing net book amount. On the other hand, CCR will produce higher

or lower annual depreciation than 50% ADR epending on the asset guideline class

life employed. Both methods, 50% ADR and Capital Cost Recovery, will produce

higher annual depreciation charges than are achieved using present-day ADR methods.

- To illustrate some of the concepts Just discussed, Tables 1 to 14 present

3 hypothetical situations where a pool of like assets are being added to at the

rate of $1,000 a year until the pool reaches $10,000. Each table records the

annusl depreciation calculated for each $1,000 asset increment with respect to

continued....
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TABLE 11
CONVENTIONAL ADR DEPRECIATION DE(PYINGY*XIMM ACCELERPATED X ODS O ASSETSHAVING A 12 YEAR USEFUL LIFE (80%-1 YEAR WRITE OFF)

Deprecition Expense By Year And Aset*Ot fegor xense~ 1 2 Z 24 9 10 8 2 11 12 IA 1 17 8$i0ooo $ 200* 200 *Oo $160 $128 16 02 $ 82 $6 $ $66.. .$L66 $ 6 5

8,0o $3 66 $6 $ 66 6

2000 0 0 200 160 128 2 65 66 66
1,6 2 8102 82 65 66 66

1000 ,2 208001"0

11,000 1 93 200 160128102 82 66 66%,000, 2,310 M2200 360 '128 10 2 65 66 166 6 6
6,000 3,0147 200 160 12810o2 82 65 66 66 6$5,00 3,850 R'200 160 128 102 8 65 66 66 $64.y~~ .200 .260 28w 2 6~6 6 66$1.00 16 28 3062 82 65666 $ 6IS6$6691,o 

200 160 12 102 2 666 66
10,000 100 

a200oo 260 3 12 65 66 6
10,000 6 0
10,000 9,016 _
10,000 9,341 328

10,000 9.60 263,000 9,80m1 197
10,000 9,935

-tosvf ti40 % __ - - - - - - -



A1

Anural
Cost Reserve Expense

$ 1,000
2,000

5,000

6,000

9,000
10,000

10,00010,000
10,00010,000
10,000

1,594
2,397
3,299
4.,299
5,299
6,299
7,299
8,299

8.96
9,705

9,902
10,000

2 1 i 2 6k 7 8 9- 10 1 1.2 al 1A m
$334 $3341 $22 $128 $9 99

556 334 222

34 334 222
902 3311

1,000
1,000
1,000
1,000
1,000

99

222

$ 98
99 $ 98

99 $983.9 99. 99 $ 98
334 222 148

334 222
334 222

334

99

222334
666
444
296

~~~~ Lw $i.ooo $1,00 $100 $,00 1,0

$ 98
99

222

$98
99

/A

TABLE 12
50% ADR DEPRECIATION EMPLOYING MAXIMUM ACCELERATEDN moDs ON ASSETS HAVING A 12 YEAR USEFUL LIFE

(50%o6 YEAR wRIT o1)

$98
99 $98
99 99 98

ig 1444 0.6 LM aE

Tla 0 v-c =Z--- L Ml: ADU Ambawk.
_I

lr'JAl l, S,','lSi"l 4,".e' _ L"w',m t, e , D ,' V , a,,,, 4 ,,I .-- 4-
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TABLE M
CAP TAL COST C Y DpFMO?

DIPWYING A 50% IZCLInlI=G B&lANM RA

Not Book Value
(Prior Year met Book
Value Plus Current

Year Additions)
$1,000

1,93T

1,969

111999

1,000
500
250

0

Reserve

$500
1,#250
2,5

5015
6,007

9,000

9,500
91

Aral ..Depreciation Zxpense IWyYears
Ex~pens 1 2 k 2- 9 II1

"5W $500li750 $s
8$85

C%$3 $969
984
992

998
999

500
250
125
1m

$984
$992

$996 $998

$225
$12

$M9

(1) Abbreiated for Illustrative purposes.In practice the balance would contlm declining.

cost

$1,000
2,000

5,000

:0000

9,000
10,000

10,00010,000
10,000
10,000

OO

0

$500 $250
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Section 7.
Mthod 2. (continued....)

conventional ADR in Table 11 and 50% ADR in Table 12. Table 11 presents the

composite depreciation calculations made each year following the Capital Cost

Recovery method. Finally, Table 14 sumarizes annual depreciation expense com-

Sputed using the 3 methods.

TABLE jj 11

ANNUAL DEPRECIATION EXPENSE SUMMARY

Table It
Present-ADR

(80% or 10 Years)

$ 200

360

488

590

672

737

803

869

936

1,000

8oo

640

512

410

328

263

197

Table 12o%-W
(50% or 6 Years)

$ 334

56

704

803

902

1.000

1,000

1,000

666

444

296

197

98

Table 13
Cap tal CosT-l-1overy

of Not Book Value)

750

875

937

969

984

992

996

998

999

500

250

125

125

Year

1

2

3

4

5

6

7

8

9

10

11

12

13

14
15

16
17

18

19 65
Total $10,000 $10,000

131

$10,000
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Section 7.
Method 2. (continued....)

The above Tables point out several interesting situations For example,

in the early years of Capital Cost Recovery, higher annual depreciation charges

are achieved than under 50% or conventional ADR. By year 6, 50% APR depreciation

begins to exceed CCR depreciation. By year 11, conventional ADR produces higher

annual depreciation than either of the proposed methods. When you consider the

realities of Inflation and the potential of technological obsolescence, it appears

that either one of the proposed methods would be preferable to the conventional

APR method. But when you compare all three methods for ease of computation,

Capital Cost Recovery proves to be the most attractive. CCR requires fourteen

separate calculations compared to sixty-50% ADR calculations and one-hundred

conventional ADR calculations. The sheer simplicity of CCR makes the method an

attractive alternative.

At this point, we would like to stumarize procedures we are recomending for

consideration when the various congressional committees begin drafting tax reform

measures which will affect tax depreciation accounting.

CAPITAL COST RECOVERY/60% ADR TAX DEPRECIATION PROGRAM

continued....
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Section 7. (continued....)

1. Depreciable assets are pooled into basic functional categories.

We believe the following groupings would be appropriate for most business

concerns:

a. Depreciable real estate

b. Machinery equipment and fixtures

c. Furniture and fixtures

d. Transportation equipment

a. Other (special tooling, dies, etc.)

These groupings, for the most part, will conform with present Asset Depre-

ciation Rand (ADR) class lives. Thus, it would not be necessary to re-

define guideline class asset descriptions. However, all assets in pools

(a) through (e) would be depreciated within the class life range which

most closely matches the description of pooled assets. There would be

no real need to segregate new and used assets because under 50% AOR or

Capital Cost Recovery, useful life is no longer the basis behind spreading

depreciation charges.

2. Each year, a dual depreciation computation would be made for assets re-

corded in each pool:

Straight-Line - The cost of each year's additions would be divided by the
the Asset Guideline Period life (mid-life) assigned to the respective pools

and the result of these calculations would be added to the current year

straight-line depreciation of prior year asset additions to determine the

year's total expense.

Accelerated - Depreciation would be determined using either 50% ADR or

Capital Cost Recovery as explained above in Method 1. and 2. This second

computation would produce depreciation used to determine taxable Income.

continued....
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Section 7. (continued....)

For maximum effectiveness, the program should be flexible. Thus, we recommend

that annual tax depreciation charges should be determined on an optional basis

from zero to the maximum amount permissable.

Reinvesmen Program - To assure that liberalized depreciation rules pro-

duce the intended result (namely, to provide business concerns with funds

for reinvestment in plant and equipment), we recommend that alternative

reinvestment programs be made mandatory. Under these alternatives, the tax

benefit of accelerated depreciation (50 ADR or CCR) over.straight-line

depreciation in any given year must be:

a. Less than or equal to fixed asset additions in the year depreciation

is recorded.

b. Less than or equal to fixed asset additions in the year following the

year depreciation is recorded.

c. Invested in government securities to the extent that (a.) and (b.) are

not met.

Cash which is invested in government securities would become unrestricted in

future years when straight-line depreciation begins to exceed accelerated

depreciation or when funds are needed to purchase plant and equipment. There

should also be carryover provisions where the excess of a year's fixed asset

additions over amounts required in (a) above could be indefinitely carried

forward to future years. These concepts are explained on Tables 15 and Ui_.

From a theoretical point of view, the reinvestment program is sound. In

accounting, depreciation charges are intended to generate funds for re-

placement of plant and equipment. To this extent, reinvestment of additional

tax depreciation benefits in plant and equipment or in government securities

(until such time as they decide to make equipment purchases) provides assurance

that companies are doing what theory dictates.

continued....
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TABLE IS

ILUSTATION OF 00VE11T
SECURITY HEINmESUZm P1001M

Year Transaction
1. Excess tax depreciation Is not reinvested

(nor wil be next year) in plant and equip-
ment.

2. Depreciation is recorded and security
investment funds are partially recouped.

3. Depreciation is recorded and the balance of
security investment funds are recouped.

I.
S
0

o

(1) Assuming the tax benefit Is determined using a 0 iome tax rate.

TABLE 16
ILUSTRATION OF EXCESS ASSET

ADDITION CARRYOVER PROVISIONS

(B)
Tax Benefit Excess

of Accelerated
Depreciation Over
Straigftt-Line

$ 600
100

(C)
Asset Addition

4$00

(100)

L -.

Depreciation Expense
Fun Into

Book over And (Out) of
(Under) Govertuen

Book Tax TaX Securit"as1)

$10,000 $20,000 $(10,000) 45,000

10,000 4,o00 6,ooo (1,000)

10.000 6,000 4,000 (2,000)

$3,0 M.0 00
0%

(A)
Value of

Asset
Additions

$1,000
Year

1
2
3

&UesrY $1,000
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SectiOn 7. (continued.... )

3. Many of the present tax depreciation rules and regulations would be

abandoned. As we pointed out in the Present Practices section, many

of these rules seem to strive for a degree of accounting perfection

that is unrealistic when you consider revenue impact and the concept
of timing differences which smooth out year-to-year differences. There-

fore, in the interest of promoting tax reform which achieves meaningful

simplification of procedures, we recommend that the following procedural

concepts be abandoned:

First (and Last) Year Conventions, which limit the amount of Initial and

final year depreciation to various percentages of a full year's depreciation,

would be dropped. The concepts are inconsistent with our recommendations

and they promote a degree of accuracy that is not needed.

Additional First Year 20% Depreciation Bonus gives companies a maximum $2,000

charge against taxable income which would become obsolete if depreciation

write-off rates were sufficiently liberalized.

Salvage Value Accounting Requirements - would be abandoned because (1) most

companies find legitimate ways of ignoring the concepts and (2) the concepts

are structured for a contingency (eventual sale of equipment) which is in-

consistent with the operating philosophy of most business concerns. For

example, most companies are in the business of manufacturing and/or selling

products. It is not their primary objective to sell plant and equipment

used in the manufacturing process; the occurrence of such sales are incidental.

Therefore, salvage value accounting routines incorrectly affect the deprecialton

taken on all operating assets, not just the occasional assets that are sold. _

Because of this inconsistency and because of the insignificant revenue impact

or salvage value accounting, the concept should be abandoned.

The $500 Write-Off of Minor Capital Assets - would be abandoned in favor of

a much higher limit, possibly $2,000. This would eliminate much of the nuisance
continued.... -
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Section 7. (continued....)

accounting which is presently very costly to business concerns. Many such

assets have a useful life of between one and three years. On an individual

asset basis, you are dealing with a tax revenue impact of $1,000 in one

year compared to $333 over three years. It hardly seems fair to burden

overworked bookkeeping departments with such an Insignificant concept.

Detailed Fixed Asset Records - would be abandoned in favor of sumary records

which would record depreciation on a vintage basis in the case of 50% ADR

or on a composite basis in the case of Capital Cost Recovery. In place of

the individual asset depreciation records, listings of individual assets

would be maintained by year of addition. The listings would provide adequate

asset descriptions and their cost. When as asset is sold, it Is located on

the listing to determine its cost. Depreciation is calculated from the year

of acquisition in order to determine gain or loss. Cost and accumulated

depreciation are removed from the appropriate accounts and the resulting

gain or loss is recorded in the appropriate accumulated depreciation pool.

This routine conforms with present ADR accounting procedures which spread

the effect of the gains or losses over the remaining life of assets in a pool.
APR Repair A11oMnce provisions would be abandoned for two reasons: (1) A

liberal ADR or CCR program would eliminate the need for a repair allowance.

(2) The ADR Repair Allowance provisions are a classic example of legislation

which is Intended to benefit but because the rules are so complicated, and

the record keeping requirements are so excessive, few business concerns take

advantage of the provisions. I know of no companies who are following ADR
repair allowance accounting.

4. Finally, we recommend that our 50% ADR or Capital Cost Recovery accounting

procedures be applicable to plant and equipment on hand at the date reform

legislation becomes law, not just prospectively. This will impose a burden

continued....
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Section 7. (continued....)

on businessmen to convert their fixed asset record keeping systems to

the new format. However, the new formats are not complex. Thus, the resulting

benefit will far outweigh conversion costs. Also, if the new law were

elective, business concerns that do not want to make the changes would not

have to do so.

In sumary, let me point out the benefits of the reform measures we have

recommended. The programs provide enough flexibility to permit businessmen to

control cash flow. The programs will help ease the inflationary crunch which

has hit the capital equipment market. The programs, particularly the Capital

Cost Recovery method, are not complex; at the same time, they are fair. They

should prove very useful in eliminating much of the needless red tape which

complicates present-day depreciation accounting. The programs will ensure

a surge in capital investment spending which will mean more jobs and a growing

tax revenue base, both of which are vital if our economic ills are to be cured.

The programs we have presented should be looked at as an outline of what

can be accomplished when writing reform legislation. We ask you to keep one

fact In mind. Many honorable legislative objectives have been destroyed when

original concepts were abandoned along the road to passage. In considering

our detailed depreciation reform proposals, please keep the basic structure

intact:

E Early Recovery of Capital Investments.

• Achieved in a Fair and Rational Manner.

• Which Abandons Inconsequential Bookkeeping Routines.
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APPENDEX A

COUNCIL OF SMALLER ENTERPRISES

MEMBERSHIP SURVEY RESULTS

TOPIC: DEPRECIATION

We conducted a survey of our members asking four brief questions concerning

their opinions about present depreciation rules and regulations. Surveys were

mailed to each one of our 800 members. From this mailing, we received replies

from 78 members. To the question:
"Do you or your accounting personnel believe present depreciation record
keeping requirements are too complicated?"

37 members answered "yes" and 41 answered "now.

The overwhelming majority of our members answered "no" to the question:

"Are the present useful lives which are used to compute depreciation
expense adequate to generate cash for reinvestment in replacement assets?"

The actual tally was 16 "yes" and 68 "no" with 4 not responding.

As you would expect, most of our membership would favor the quick write-off
I

of plant and equipment. 58 members responded positively (20 negatively) to the

question:

"Would you be in favor of rapid write-off (quick depreciation) of capital
assets if the benefit (cash tax savings) of such a program were required
to be reinvested in new (or used) capital assets?"

A final survey question requested the following information from our member-

ship:

'Please provide the following information with respect to a piece of
equipment you have recently replaced with a piece of new or used equip-
ment of like specifications".

Asset Replaced - New or Used Replacement Asset
(Circle new or used)

Description of Asset

Date acquired

Asset cost basis

The following table presents a selection of some of the replies.
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APPENDIX A
MEMBERSRIP SURVEY RESULTS, Continued

Description (1)
Lift truck
Punch press (META)
G4C truck
Plating machine
Truck
Bridgeport verticle milling machine
Lift truck
Screw driving machine
Oldsmobile (replaced by Ford) wagons
Tractor
Caliper mter
Cash registers
Ironworker

Asset Replaced
Date Acquired

1971
1963
1970
1966
1969
1966
1969
1950
1969
1970
1972
1972
1969

Cost Basis

9,500
12,000
5,570

150,000r4,334
2,655
4,567
750

1,510

~,000(u)

Replacement Asset

Date Acquired Cost- Basis
1975
1975
1975
1973
1975
1975
1973
1975
1975
1975
1975

13,000
30,000
9,267

250,000
21,192

3,450fu
5,95u3.100
4,210

25,362
2,125
5,30020,000

One of our members, an equipment distributor, reported thefollowing purchase price listing on a line of engine generators(model 3OKV) distributed by his C pny:
Purchase Price $3.850

4,732
5,300
6,678
6,880

7,123
7,123

Comments

Based on a 2.25% price increase
Based on a 5.20% price increase -
Based on a 6.00% price increase
Based on a 12.00% price increase
Based on a 26.00% price increase
Based on a 1.50% price increase

per month after Jan. 31, 1975Based on a .50 price Increase
Firm prices were establishedon this date

(1) Ass-ts are new unless they are coded (u) for used

I \4

Date

1963
1971
197197T
1974
197
1975

Oct.
Feb.
June
Aug.
Nov.
Feb.

June 1975
JUly 1975
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Mr. BARNUMs. My testimony concerns itself with the interrelation-
ship of the capital formation question and the depreciation accountig
methods. My comments will weigh equally on why rapid depreciation
methods are an effective and equitable means of helping smaller
enterprises internally generate capital, and why present depreciation
practices impose needless hardships on small business organizations.

When I was first charged with this problem, I felt that the way to
approach it would be to look into the question and first of all find out

Sdo we need to liberalize depreciation regulations and why should we.
So, I gathered a great deal of data, which I will try to summarize,
and I hope I won't skip anything in my abbreviations.

My research led me to gather a great deal of information'that shows
that fixed asset replacement costs have just soared in the last several
years. Within 8 years, from 1967 in the construction industry, the
average piece of equipment that would cost $10,000 in 1967 presently
costs $18,000. So that with this information, and several other units
of data, we determined that inflation, more than any other factor,
has severely impaired the business community's ability toreplace its
machinery and equipment.

Depreciation can be an effective vehicle for generating funds to
replace equipment if proper recognition is given to inflation. There-
fore, we feel that the sooner business concerns can recover their
investment in plant equipment, the sooner and the more funds they
will have available for replacement.

Another problem, another area or research that we conducted
showed that the downfall that businesses face when they try to invest
funds in machinery and equipment is another area. Typically the
small business concern relies on depreciation and retained earnings
to finance these investments.

Senator NzLSON. Depreciation?
Mr. BAtNES. Depreciation of plant and equipment. Tables 3 and 4

on pages.18 and 19 of my detailed testimony show that there is a seri-
ous growing gap in the amount of depreciation and retained earnings
as it relates to the expansion of plant and equipment. You might askt
why should we give -businesses this tax break that the accelerated
depreciation schedules will give them. The answer really is quite simple.
It is a matter of timing differences. Depreciation accounting is not
a tax-avoidance scheme; it is a tax-deferral scheme. If we depreciate
our assets earlier in initial years, our income will be substantially
greater in later years, thus you are effecting the timing of deductions
and not the amount of deductions. There is no permanent avoidance
of taxes through liberalized depreciation schemes.

Senator NELsoN. The Treasury Department doesn't support that
view. I suppose that'is because there would be, in the beginning at
least, a temporary loss of Treasury money, wouldn't there?
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Mr. BAR&ns. On table 6 on page 21 of my detailed report, I worked
out a hypothetical situation that shows that if an asset were allowed
to be depreciated over 23 years, as opposed to 5 years, given a fixed
set of criteria that I used, tax revenues would be short br $60,000 in the
first 2 years of that period comparing the two depreciation methods.
In the third year of that 5-year period, the tax revenues would be
equal. In the fourth and fifth year, the losses of the first 2 years would
be recovered.

The next step of our program is we took a look at the effect that the
investment in plant equipment has from a return on invested capital
concept. Our l'esearch showed that over the recent 11-year period,
corporations,. averaging their good decisions and their bad decisions,
got an average return of 11.5 percent. Again, we worked up a hypo-
thetical situation which we developed and tailored to -the program
that we are going to recommend. That was that any benefit a usiness
concern can get out of accelerated depreciation schedules will have to
be reinvested in new plants and equipment. This reinvestment in new
plants and equipment should earn this business an average return on

-that investment of an additional 11.5 percent.
Several tables, and I won't try an pick them out of my detailed

testimony, have proved that if this mandatory reinvestment concept
is built into part of the liberalized depreciation program, that Gov-
ernment tax revenues and income tax revenues from business concerns
will actually increase over the long haul.

Now, our studies made computations on growing companies or"
companies that were mature in their growth and companies that
actually had declining earnings. And in every case, we found that tax
revenues actually increased if a mandatory reinvestment policy were
made a part of our tax reform proposals in the depreciation area.

Now, you might say, well, this imposes a burden on the business
concerns that cannot get delivery on fixed assets that they want to
buy or maybe they have long-range plans, but the don't want to do
it today. Well, we have an answer to that also. We recommend that
the cash flow from this tax benefit, if it is not invested in new plants
and equipment within the first or second year, that it must be invested
in Government securities.

Ii effect, what we are recommending is that small business concerns
would actually fund their depreciation to the extent of the tax benefits,
I mean, they would fund this depreciation in Government securities
so that. the funds will be available when their eventual plans come to
fruition.

I think the Trbasury will find this feature of our proposals veryappealing.
senator BYRi. Could I ask a question at this point? Why do you

need a mandatory provision? It seems to me that if you take Canada
for example, with the 2-year writeoff, the companies are then faced
With either additional cApital investments, which stimulate the
economy and creates jobs, or pay that heavy tkx, isn't that right?
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So, why do you need to have a mandatory provision such as you are
speaking of?

Mr. B RNe. Much of the testimony that the Treasury puts forth
as arguments against good tax reform legislation bases its statement
on the fact that there are abuses. There are companies that do not need
accelerated depreciation schedules because they are not investing in
new plant and equipment. They are mature companies and there are
a number of mature companies who do not invest all of their depre-
ciation under today's depreciation schedule in new plant and
equipment.

Senator BYRD. But, if you took Mr. Bixler's proposal of a 5 and
10, at the end of a 5-year period, you take on equipment, and then
the companies which have taken advantage of the faster writeoff
they would then begin to pay the total tax without any benefit of
depreciation. So, it seems to me, just asyou began your testimony,
it seems that all you are doing from the Government's point of view
is to defer the tax and not avoid the tax.

Mr. BARN1S. Absolutely. But the only thing I am saying is that
this extra tax benefit, if the Treasury finds this to be such a hard-
ship on them, and they are worried about abuses, I am saying this is
a way'an abusive situation could be corrected. In my detailed testi-
mony, I show that as the deferral turns around and the excess depre-
ciation runs Ap, ,these-companies will be able to recoup these funds.
The basis for this feature is to eliminate abuse.

I think if you read the detailed testimony I think it is apparent
just how there could be an abusive situation. This answers that argu-
ment. Frankly, if we could pass depreciation legislation that would
not consider this issue, I would be very happy. But, I would hate to
see any reform measures that were going to come out be impeded or
defeated because of some argument there may be abuses. So I thought
that possibly this could overcome these arguments.

Senator JAvITS. Senator Byrd, would you yield for one question
induced in my mind by this? We are talking about a situation where
there are excess profits on oil, and we are talking about a plowback.
Is there anything to the idea, which doesn't seem to have been sug-
gested by any of-you, that if we have an unusual depreciation allow-
ance, that that be conditioned upon a plowback in new investments.
Because, after all, to me, and I am speaking only for myself, I think
in terms of the total society and I am interested in the modernization
and productivity of American business. I am not as much interested
in whether firm A- or firm B makes money so that it is stimulated or
has more savings or what have you in this field. So, does anyone have
any opinion on the possibility of accelerated depreciation even Swedish
style that gives full depreciation the fist year, if there is a plowback
into new machinery and equipment?

Mr. BARNES. Senator Javits, if you will read the detailed testi-
mony, I have recommended that, that is, that any liberalization of
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present depreciation measures be tied to a mandatory reinvestment
program.

Senator JAvITs. A plowback?
Mr. TvRa. Senator, may I take very strong exception to that

approach? I think the question of abuse is grossly overdone. The
Treasury will always raise the question of a possible abuse with
respect to provisions it doesn't care for but it will not raise that
issue when it is in favor of a proposal. I think the abuse issue can be
exaggerated way out of proportion.

Now, on the cost that you would incur by imposing the requirement
of a plowback, they would be to enormously hamstring the managerial
efficiency and therefore the productivity of company after company.

Mr. BARNES. I might answer that with the statement that it is
possible, but I don't link you are going to have this abusive situation.
I think that is going to be a small feature of any reform measure. Most
companies that I am involved with-and I am a practicing CPA-
every year their investment in new plant and equipment far exceeds
any benefits that they would get out of the legislation that we are
pro osing. -

Senator JAviTs. Under your plan, do they have at least this option
Mr. Barnes, that they don't have to take advantage of that special
type of acceleration if they do have a plowback? Doesn't that partly
answer Mr. Ture's point?

Mr. BARnNES. That is right. That is one feature of our proposal,
Senator, that companies may be able to take tax deductible deprecia-
tion on a sliding scale from zero to some limit.

Senator JAvrs. But, otherwise they can use the normal deprecia-
tion. That is their option, correct?

Mr. BIXLER. Senator, as a practitioner in the field, sometimes that
money you save might be the most logical thing to put into the
development of a new marketing approach or a new export approach.
I don't think it has to be limited just to-

Senator JAvITs. Yes that is the nature of a plowback. I am not
dealing with that at all.

Wel, this has been very illuminating. I mean I am glad we stimu-
lated a little controversy here. We learned much more. Thank you, sir.

Senator NELsoN. Let me call upon Mr. Rau next, and then if
there are some additional comments that can be made, we may do
so if we have time. -

Our next witness is Charles W. Rau, director of taxation, Allis
Chalmers Cor, and chairman, Taxation Committee, Wisconsin State
Chamber of Commerce.

Mr. Rau, your statement in full will be printed in the record.
[The prepared statement of Mr. Rau in full follows:]
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STATEMENT BY CHARLES W. RAU
ON BEHALF OF

METROPOLITAN MIIMAU0K ASSOCIATION OF COMMERCE
WISCONSIN MANUFACTURERS' ASSOCIATION
WISCONSIN STATE CH MR OF C04ERCE

BEFOr JOINT HEARINGS OF THE
SENATE 81*CT COMMITTEE ON SMALL BUSINESS

SENATE FINANC SUICOMMITTEE ON FINANCIAL MARKETS
ON

SEPTEMBER 23, 1975

My name is Charles W. Rau and I appear here today as Chairman or a

Member of the Taxation Committees of the Metropolitan Milwaukee Association

of Commerce, the Wisconsin Manufacturers' Association, and the Wisconsin

State Chamber of Commerce. Each of these organizations has asked that I

testify on their behalf with respect to our current Federal income tax

depreciation system and the proposed alternative of a Capital Cost Recovery

system, such as encompassed within H.R. 7543.

In contrast to a $100,000 expenditure for media advertising or for

professional services, which $100,000 becomes a tax deductible expense in

the current year, a $100,000 expenditure to acquire a productive machine

tool (needed to employ factory workers) gives rise to $100,000 in tax

deductions which are spread over a period of approximately 10 years. If

the same $100,000 is invested L6 a new or expanded manufacturing building,

such $100,000 in tax deductions is spread over a period of approximately

45 years. This disparity exists because under existing Federal income tax

law, the timing of permitted tax deductions for expenditures already made

to acquire tangible assets used in a business relates primarily to the

physical life of those assets. Our existing tax laws do got recognize the

full effects of obsolescence nor increased replacement costs. The adoption

of the ADR depreciation system in 1972 was a step toward a Capital Cost
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Recovery system as it did address itself to the obsolescence factor 'within

the limits of administrative discretion."

the AN system is based on a permitted 20% deviation from a guideline

life established for a class of assets. For instance, given a 10-year guide-

line life for a particular class of assets, a taxpayer may elect to use a

depreciable life of no les than, a ysm nor more then- 12 yqsrs. The Treasury

Department is responsible for reviewing actual average useful lives and

establishing updated new guideline class lives, from which the 20% deviation in

depreciable life is permitted. unfortunately, such guideline lives may be

extended due to the very inability of taxpayers to finance new plant and

equipment additions--thus, statistically extending the "useful life" of the

retained assets.

With the adoption of the ADR system came a highly complicated series

of rules, classifications, and sub-classifications which creates a substantial

record keeping burden for such taxpayers as desire to avail themselves of the

shorter lives permitted under ADR. For many individual businessmen as well

as for both smaller companies and larger decentralized companies, such

complicated record keeping either precludes use of ADR or requires substantial

expenditures to permit utilization of /DR. For a taxpayer not electing ADR,

the old "facts and circumstances" rule is applied--which may mean an item

by item determination of useful life between a Revenue Agent and an individual

taxpayer.

Under the Capital Cost Recovery system set forth in H.R. 7543, two broad

asset categories are substituted for the numerous ADR classes now-in existence.

(At our last count, there were some 138 ADR classes.) By simplifying the tax

accounting requirements, small businesses in particular will be able to take

advantage of tax deductions in the earlier years.
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Also, by encompassing both the effects of obsolescence and increased

replacement cost, the Capital Cost Recovery provisions of H.R. 7543 provide

substantial cash flow relief--especially to those companies which are

required to spend disproportionately large sums of money to acquire capital

assets for the conduct of their businesses.

Perhaps one way to measure the effects of inflation on our existing

useful life depreciation system is to restate, on a constant dollar basis,

the depreciation deductions taken on both production machinery and a manu-

facturing building. To simplify the illustration, salvage value has not been

taken into account and the full purchase price is deemed to qualify for

depreciation deductions.

Exhibit A illustrates the effect of inflation on a $100,000 piece of

machinery with a shortened ADR life of 104 years. With an assumed 5% rate

of inflation, only $79,000 of the $100,000 expended is recovered in

depreciation tax deductions, on a constant dollar basis. Approximately

$21,000 of the cost is lost to inflation. When these numbers are changed

to reflect a 10% annual rate of inflation, the depreciation deduction

becomes approximately $64,000, while the loss due to inflation is almost

$36,000. Of course, the 10. investment tax credit does serve to reduce

this loss.

Worse yet is the effect of inflation on an average 45-year life manu-

facturing building as demonstrated in Exhibit Be Here, assuming inflation

at only a 5% rate, only $43,000 of the $100,000 cost is recovered in constant

dollar depreciation tax deductions. Approximately $57,000 is lost to inflation.

- When an inflation rate of 10 per annum is assumed, the constant dollar

depreciation deductions total only $26,000. Some $74,000 of the cost is

never recovered as a tax deduction--on a constant dollar basis.
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Thus, the cash flow attributable to tax deductions is substantially

below that which might be anticipated as available under our current tax

structure.

In Exhibit C, the effects of H.R. 7543 become evident. At an assumed

S inflation rate of 5%, only $10,056 of depreciation deductions on a machinery

purchase are lost to inflation--and this amount would be almost entirely

offset by a 107. investment tax credit. At an inflation rate of 10, again

assuming continuation of the 10% investment tax credit, approximately

$8,000 of tax deductions remain lost to inflation--but at least two-thirds

of the loss under current law is avoided.

With respect to buildings, as to which investment tax credit is not

permitted under our tax laws, we again see a substantial reduction in the

loss of tax deductions due to inflation as compared to the loss under

current lav. Assuming a 5% inflation rate, the tax deductions lost to

inflation are reduced from approximately $57,000 down to approximately

$17,000. At an assumed inflation rate of 10%, the loss of deductions due

to inflation is reduced from $74,000 down to'29,000.

Perhaps on a larger scale Exhibits D, E, and F are useful referents.

Exhibit D indicates the expenditures for equipment additions in the

United States in terms of both constant dollars and current dollars. Exhibit

E makes the aime comparison for plant expenditures and Exhibit F is a com-

parison of combined plant and equipment expenditures.

Data developed by the National Association of Manufacturers indicates

other industrialized nations of the free world generally rank substantially

ahead of the United States in terms of the period of time during which funds

expended for machinery and equipment are permitted to b^ deducted for tax

purposes. Of possible special interest as to a Capital Co t Recovery proposal
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is the statement which Canada's minister of Finance made to that Country's

Parliament on November 18, 1974, in commenting on the results of an experi-

mental program permitting accelerated tax deductibility of expenditures made

for machinery and equipment used in manufacturing and processing:

i "Finally, in the area of business investment, I wish to announce

the extension of a measure which has made a major contribution

to the strong investment performance, which is Igg go

oroductivity, enhancina supply, creating nw obs and h

to sustain the Canadian economy at a time, ,when, the econmies

of many other nations are faltering. This measure is the two-

year write-off of expenditures on new machinery and equipment

for manufacturing and processing in Canada, which is scheduled

to expire at the end of this year. I am now proposing that it

be extended without a terminal date." (My emphasis)

Whether we will soon return to only a 10% or a 5% annual rate of price

increase as to buildings, farm equipment, or other production machinery

remains to be seen. What does appear certain is that under our existing

system of depreciation, businesses required to spend substantial sums of

money on equipment or buildings cannot expect to receive a tax deduction

equivalent to the dollars expended.

In addition to already high debt to equity ratios in the private sector

and the need for added capital to meet pollution control and safety require-

ments, Secretary of the Treasury Simon estimated on January 22, 1975, that

the governmental sector, including its sponsored agencies, will be raising

$88.4 billion in the capital markets in fiscal year 1976--in contrast to a

total of $55.6 billion which was raised by both the governmental and private

sectors in 1974. With approximately $25,000 of capital equipment and plant
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required to support each new manufacturing Job, the unavailability of suffi.

cient Capitol funds must limit employment opportunities. It Is interesting

to note that according to a February 24, 1975, issue of business Week, some

1,400,000 of the 1,549,000 Jobs lost in the United States since September,

S 1974, were in the manufacturing sector.

We believe H.R. 7543 will give needed tax relief where a demonstrated

inequity exists. Tax relief which would benefit both unincorporated as vell

as incorporated businesses. Tax relief dependent upon the actual expendi-

ture of funds--which expenditures must favorably impact upon our employment

and inflation levels.

In proposing adoption of the investment tax credit, a Kennedy

Administration spokesman stated the following to the House Committee on Ways

and Means:

"all of our citizens will benefit from modernization of our

industry. A basic fact of economic life is that modernization

and expansion are essential to higher productivity. Rising

productivity will provide us with a rising level of per capita

income, with resultant and widely shared benefit's in the form

of rising real wages and rising investment incomes. Rising

productivity will also permit us to hold prices down."

Thank you for the opportunity to appear before you.
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Exhibit A
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Exhibit 0
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Exhibit C
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Mr. RAu. Thank you, Mr. Chairman.
I appear here today on behalf of the Metropolitan Milwaukee

Association of Commerce, the Wisconsin Manufacturers' Association,
and the Wisconsin State Chamber of Commerce. Each of these or-
ganizations has asked that I. testify on its behalf with respect to our

ederal income tax depreciation system and the proposed alternative
of a capital cost recovery system, such as encompassed within H.R.
7543.

In contrast to a $100 000 expenditure for media advertising or for
professional services, which Immediately becomes a tax deductible
expense in the current year, a $100,000 expenditure to acquire a
productive machine tool (needed to employ factory workers or to
enable a farmer to earn a living) gives rise to $100,000 in tax deductions
which are spread over a period of approximately 109-years. If the
same $100,000 is invested in a new or expanded manufacturing
building, such $100,000 in tax deductions, attributable to money
already spent, is spread over a period of approximately 45 years.

Our existing tax laws do not recognize the full effects of obsolescence
nor increased replacement costs in the timing of tax deductions for
expenditures already made to acquire productive assets.

The ADR system is based on a perniitted 20-percent deviation from
a guideline life established for a class of assets. The Treasury Depart-
ment is responsible for reviewing actual average useful 'lives and
establishing updated new guidelines class lives, from which the 20-
percent deviation in depreciable life is permitted. Unfortunately, such
guideline lives may be extended by the Treasury, due to the very
inability of taxpayers to finance new plant and equipment addi-
tions-thus, statistically extending the useful life of the retained assets.

Messrs. Barnes and ixler have alread.alluded to the complexity
of the ADR system, and certainly small businesses in -particular would
gain the advantage of simplicity from the proposed legislation en-
compassed within H.R. 7543.

Also, by encompassing both the effects of obsolescence and increased
replacement cost the capital cost recovery provisions of H.R. 7543
provide substantial cash flow relief-especially to those companies
which are required to spend disproportionately large sums of money
-to acquire capital assets for the conduct of their business.

Perhaps one way to measure the effects of inflation on our existing
useful life depreciation system is to restate on a constant dollar basis,
the actual depreciation deductions taken under current law on both
production machinery and a manultadfing building. To simplify
the illustration, salvage value has not been taken into account
and the full purchase price is deemed to qualify for depreciation
deductions.

Exhibit A of the testimony submitted illustrates the effect of infla-
tion on a $100,000 piece of machinery with a shorten ADR life of 10%
years. Assuming double-declining balance depreciation and a 5-per-
cent rate of inflation-and again, we are assuming the full $100,000
cost to be subject to depreciation deductions-only $79,000 of the cost
is really recovered in deductions, in terms of the same kinds of dollars
as were expended in the first year. Some $21,000 of those deductions
are lost due to the impact of inflation at a 5-percent rate. If inflation
goes to a 10-percent rate, we only recover $64,000 in tax deductions
and approximately $36,000 of those deductions are lost due to inflation.
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The situation with a building, represented by exhibit B, shows on aconstant dollar basis over a 48-year life, which is the average manu-facturing building life and using again the most accelerated methodpermitted under current tax law only $43,000 of constant dollar taxdeductions are permitted on the $100,000 of expenditure. Some$57,000 is lost, due to inflation. While we get the full $100,000 in taxdeductions, by getting them over this lengthy period of time-infla.
tion is eating away at each year's deduction. With inflation at a 10-percent per annum rate, we would only be permitted approximately
$26,000 in constant dollar deductions and we would lose $74,000 due
to inflation.

Exhibit C attempts to set out the affects of H.R. 7543. I guess Mr.Bixler referred to it as the 5 and 10 approach. By accelerating thedeductions for machinery and equipment, including farm tractors,over a 5-year period; the'loss due to inflation is diminished to a littleover $10,000. With a 10-percent investment tax credit, the expenderof the funds recovers almost an equivalent amount. Inflation at the10 percent rate, however, gives rise to an $18,000 loss due to inflation,
but again is offset by the 10 percent investment credit.

And as to buildings, again a dramatic decrease in the amount lostto inflation is indicated in exhibit C.
Exhibits D E and F are referents to the national scene in terms ofthe amounts beiiig spent on plant and equipment in current dollars,as contrasted with expenditures when the' effect of inflation is deleted.They tell us something, I believe, about our modernization and our

capacity in this country.
Data developed by the National Association of Manufacturers andothers indicates other industrialized nations of the free world generallyrank substantially ahead of the United States in terms of the period oftime during which funds expended for machinery and equipment arepermitted to be deducted for tax purposes. Of possible special interestas to a capital cost recovery proposal is the statement which Canada'sMinister of Finance made to that country's Parliment on Novem-ber 18, 1974, in commenting on the results of their experimental pro-gram permitting accelerated tax deductibility of expenditures madefor machinery and equipment used in manufacturing and processing:

Finally, in the area of business investment, I wish to announce the extension ofa measure which has made a major contribution to the strong investment per-formance which is improving our productivity, enhancing supply, creating newjobs and helping to sustain the Canadian economy at a time when the economiesof many other nations are faltering. This measure is the 2-year writeoff otexpend-Itures on new machinery and equipment for manufacturing and processing inCanada, which is scheduled to expire at the end of this year. I am now proposing
that it be extended without a terminal date.

Whether we will soon return to only a 10-percent or a 5-percentannual rate of price increase as to buildings, farm equipment, orother production machinery remains to be seen. What does appearcertain is that under our existing system of depreciation, businessesrequired to spend substantial sums of money on equipment or build-ings cannot expect to receive a tax deduction equivalent to the dollars
expended.

in addition to the already high debt to equity ratios in the privatesector and the need for added capital to meet pollution control andsafety requirements, Secretary of the Treasury Simon estimated onJanuary 22, 1975, that the Government sector, including its sponsoring
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agencies, will be raising $88.4 billion in the capital markets in fiscal
year 1976-in contract to a total of $55.6 billion which was raised by
both governmental and private sectors in 1974. With approximately
$25,000 of capital equipment and plant required to support each new
manufacturing job-and I understand for farmers it is $86,000,
according to the June 2, 1975, issue of Business Week-the unavaila-
bility of sufficient capital funds must limit employment opportunities.
It is interesting to note that according to a February 24, 1975, issue
of Business Week, some 1 400,000 of the 1,549,000 jobs lost in the
United States since September 1974, were in the manufacturing sector.

We believe H.R. 7643 will give needed tax relief where a demon-
strated inequity exists. Tax relief which would benefit both unin-
corporated as well as incorporated businesses. Tax relief dependent
upon the actual expenditure of funds-which expenditures must
favorably impact upon our employment and inflation levels.

In proposing adoption of the investment tax credit, a Kennedy
administration spokesman stated the following to the House Com-
mittee on Ways and Means:

All of our citizens will benefit from modernization of our industry. A basic
fact of economic life is that modernization and expansion are essential to higher
productivity. Rising productivity will provide us with a rising level of per capita
income, with resultant and widely shared benefits in the form of rising real wages
and rising investment incomes. Rising productivity will also permit us to hold
prices down.

Thank you for the opportunity to appear before you.
Senator NELsoN. Thank you very much for your fine presentation.

The text will be printed in full in the record.
First, let me say that the committee appreciates very much all of

you appearing here today. The research committee of CPA's and
awyers which the Council of Smaller Enterprise set up is an example

of the kind of serious research effort our committees are trying to
encourage that group, and all of you I think have made a very valuable
contri.ition to a reconciliation of the issues which we consider most
important in effecting small business.

This is a joint hearing of the Small Business Committee and the
Finance Committee. I think there are six members of the Small Busi-
ness Committee, fortunately, who are on the Finance Committee,
which has jurisdiction over tax matters. So, we were able to have
some successful impact upon the tax reduction legislation that came
before the Finance Committee early this year. We had a bipartisan
representation there that was interested in small business and how
the tax reduction proposals would affect them.

We appreciate very much the work of which all of your organiza-
tions and all of you personally have devoted to this testimony. I
expect the Small Business Committee and the Finance Committee
may want to call upon you-in the future, in particular when the
Ways and Means Committee in the House has acted, since they
have to act first on tax measures.

And then we will have the issue before the Finance Committee and
we will have a chance to evaluate what has been done there and its
impact on small business. 1 am sure the chairman of the Finance
Committee Senator Long, would be happy to have the viewpoint of
the small business community and in particular of this morning's
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witnesses, who have put in so much time and effort in preparing your
valuable statements for these hearings.

Senator JAvirs. Mr. Chairman, may 1 make one comment? I
have to go and I would like to join the Chair in behalf of the minority,
because I am the ranking member, in thanking the group. You have
been very helpful.

Mr. Chairman, might we not save a lot of time if we took the dis-
cussion that went on here before Senator Byrd, and took Mr. Bixler's
5 and 10, as modified by Mr. Barnes' idea and submitted them now
to the Treasury for comment? We would submit it to get their views
on what they think about this effort.

I think here we have some well structured and pragmatic proposi-
tions. It would save us a lot of time 1 think.

Senator NELSON. 1 think it would be useful, and 1 would direct
the staff to prepare a letter for our signature to go to the Treasury
and also we have met with the Canadians a year ago, with repre-
sentatives of the Canadian Government just about a year ago, to
discuss with them their 2-year depreciation schedule and its impact
on investments and taxes. We do not have an answer to that latter
question on the impact on the Treasury, although we have written
to them to seek to get the answer to that. We may wish to send up
some of our technical staff, as well as a committee member or two,
to explore their experience in some depth, so that at the time the
Finance Committee has its hearings we will not only have the opinion
of the Treasury Department as to what might happen here, but we
will also have the statistics on what did happen as the consequence
of this act in Canada where they will be basing the information
they supply us on their own actual experience, which I think could
be very valuable to the Finance Committee and to the Congress in
making the judgment about what kind of, if any, of accelerated
depreciation program we ought to adopt.

Mr. BARNES. Mr. Chairman, 1 would like to make one closing
comment as part of this panel, and that is that we have talked today
on tax reform proposals that will accelerate the rate of depreciation,
but we have not touched on tax simplification, which is very dearly
needed by small business and particularly in the depreciation area
where there are many, many rules and regulations that are just not
needed within the context of what we are trying to accomplish.

Senator BYRD. I would like to say amen to that, but the trouble is
every time Congress gets into that field, it gets more complicated.

Mr. BARNES. I have a simple solution and I say in my written
testimony, or I have recommended in my written testimony, that we
just -abolish several procedures that are presently employed today.
There will 1e no loss of anything other than a lot of aggrevation on the
part of small business and certainly the accountants that serve them
if we do that.

Senator BYRD. I think you raise a very fine point.
Mr. SUMACHRAST. Mr. Chairman, since I didn't have a chance to

touch upon depreciation, may I just make a brief comment? Under
p resent conditions there is no way you can build apartments in the
United States. As a result, the housing recovery-whatever it is, and
there is very little of it for most of it is in the single-family units-is
just not going to occur. At the present time, there are very few apart-
ments being built in the United States. .
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Now, the proposal which is being discussed on depreciation by the
Ways and Means Committee, wil further add to the problem and
really literally will kill whatever incentive there may be in the future
to build apartments, I am warning you this is going to be a very heavy
political issue next year and the year after, because I cannot see, from
the numbers we have, I cannot see the feasibility of building rental
projects.

Senator Nmsow. When the legislation gets here, the Finance Com-
mittee would be happy to hear your viewpoints on all aspects of what-
ever the pending legislation is before the committee.

Senator BYRD. I would like to ask Mr. Bixler a question. Mr. Bixler,
if you could have only one, which would be preferable: The investment
tax credit, or the 5-and-10 depreciation rate?

Mr. BIXLER. I think, Senator Byrd, this is the same question as
Senator Nelson asked me on the 19th of June. I said that the National
Association of Manufacturers has no position. So I must speak only
as an individual.

Senator BYRD. Yes, I was speaking in that context.
Mr. BIXLR. And in the context of our particular business, I guess

the investment tax credit would be the single most important thing,
because it would give us very immediate kind of approach. But the
capital costs recovery in the longer term certainly has great advantage,
because it would be flexible. Some years we could take it all, and other
years we would not. We would certainly get our costs back a whole lot
sooner. But I guess it is a very political kind of choice and what we
really need is both of these things.

I was just going to take one other second to say I know we all have a
lifetime habit of talking about depreciation and accelerated deprecia-
tion, but I hope the concept we can get into our vocabularies is capital
cost recovery. The concept we are talking about is how to get back
the costs of that, whereas depreciation always gets tied into useful
life and length of service.

Senator BYRD. At one point at the beginning, I did not favor the
investment tax credit, but I have changed my views a good bit on
that, and I think it has been very helpful.

Mr. BIXLER. Provided it is permanent, Senator.
Senator BYRD. I think that Congress and the Chief Executive

because President Johnson was on again and off again with it, and
President Nixon was on again and off.with it, and Congress has been
on again and off again with it, and I think we've got to decide to either
take it off or leave it on. I think it leaves business up in the
air otherwise.

But, the investment tax credit does cost the Treasury. Now, the
accelerated depreciation, however as I visualize it, does not cost
the Treasury, It might cost the Treasury 1 or 2 years, or several
years, but in the long run, the business wilI payinto the Government
the same amount of money under accelerated depreciation as you
would under nonaccelerated depreciation.

Mr. TuRIM. Senator Byrd, I would like to respectfully submit one
qualification to your assertion about the revenue costs. I don't believe
that the investment tax credit costs the Treasury money. I think
the surest way for the Treasury to lose money would be to repeal the
investment tax credit.

Senator BYRD. Well, I don't dispute that, but what I really meant
was that there is an out-of-pocket cost to the Government, you might
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say. Now, you are assuming you are going to get it back directly. I
am saying the other is not an out-of-pocket cost. It might be an
out-of-pocket cost for one particular year or for one particular com-
pany, but in the long run the Government is going to get the same
thing back from that company.

Mr. TuRs. If I might, I would like to add one further observation
to what Mr. Bixler was suggesting to you. There is an obvious and
understandable inclination on the part of you gentlemen who have to
make the decision about this sort of thing, an inclination to try to
rank the relative desirability of one tax measure versus another. I
would like to affirm a statement that I offered before. The problem
that we face is not one that will be solved by any one or a very small
list of tax changes. I think that, in fact, the focus ought to be shifted
from which are the smallest number of tax changes that we can make
to deal with our problem, to exactly the opposite; to a very careful
exploration of the particular financial, saving, and investment
problems in one group in the economy after another.

For example, the sort of tax proposal which Mr. Bixler spoke of,
which I heartily endorse, because I think it is an enormously con-
structive proposal, is going to be of relatively small significance to
companies whose capital requirements do not take the form of fixed
assets, but take the form of' working capital primarily. They need a
different kind of tax reduction. To them, perhaps the very best thing
you could do would be to increase the surtax exemption and to reduce
the corporate tax rate very substantially.

For the ordinary householder who ought to be brought into the
act, contributing to the aggregate flow of saving and capital formation
in the United States, for some of them the most attractive thing would
be to do something by way of integrating the corporate and individual
income tax, something on dividends. For others, entirely different
kinds of tax relief measures are required, because for one reason or
another they may not be in the equity market.

I think a point to be made is additional saving, no matter who does
it and no matter how he does it, will find its way into the capital
market eventually and all businesses will be claimants on it. But,
you surely do not want to pick out a few particular tax changes that
will disproportionately advantage one kind of business or one sector
in the economy in going into that market to claim those additional
resources. You want to allow everybody to get into the act.

Senator BYRD. I think you are quite right on that. What concerns
me is the Congress is going to come out by disadvantaging everybody.

Senator NELSON. Than you very much, gentlemen, for your con-
tribution. We will resume hearings tomorrow at this same hour and in
the same room, hearing from the Smaller Business Association of New
England, Oliver 0. Ward, president; and from the Smaller Manu-
factuteis Council of Pittsburgh, Frank B. Fairbanks, Jr. We will also
hear from the Council of Smaller Enterprises of Cleveland and the
Independent business Association of Wisconsin. These representations
of regional small business organizations will be followed by a panel on
the relationship of taxes to employment.

The healing is recessed.
[Whereupon at 12'30 p.m., the committees recessed, to reconvene

at 9:30 a.m., Wednesday, September 24, 1975.1
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WEDNESDAY, 9MPTMBER t4, 1975

U.S. SENATE,
SELECT COMMITTEE ON SMALL BUSINESS,

AND THE SUBCOMMITTEE ON FINANCIAL MARKETS
OF THE COMMITTEE ON FINANCE,

Washington, D.C.
The committees met pursuant to notice, at 9:45 a.m., in room 2221,

Dirksen Senate Office Building Senators Gaylord Nelson (chairman
of the Select Committee on mall Business) and Lloyd Bentsen
(chairman of the Subcommittee on Financial markets of the Com-
mittee on Finance) presiding.

Present: Senators Nelson, Bentsen, Hathaway, Haskell, Brock,
Laxalt, Byrd of Virginia, and Packwood.

Also present: William B. Cherkasky, staff director, Senate Small
Business Committee; Herbert L. Spira, tax counsel, Senate Small
Business Committee; Judah C. Sommer, minority counsel, Senate
Small Business Committee; David Allen, office of Senator Bentsen;
Phillip Kawior, office of Senator Brock; Sam Ball, office of Senator
Laxalt; George Pritts, minority staff, Senate Finance Committee;
and Samantha Singer, office of Senator Haskell.

Senator NELSON. The hearing will come to order.
The hearing this morning will consist of two panel presentations.

I understand each panel has been informed of the time limitation
constraints. The first panel is made up of the representatives of:
The Smaller Business Association of New England represented by
Mr. Oliver 0. Ward, president. The Smaller Manufacturers Council,
Frank B. Fairbanks, Jr. Government Relations Committee, accom-
panied by Mr. William b. Barth, director of Small Business for the
Worldwide Organization of Arthur Andersen & Co., and the Council
of Smaller Enterprises of Cleveland with Charles McDonald, chair-
man, Federal Le gislative Committee, accompanied by Michael A.
Shemo, CPA, an( William A. Tomko, CPA, Tax and Government
Regulation Committee. Finally, we have the Independent Business
Association of Wisconsin with Bruno Mauer, president. If each of
you who speak would identify yourselves so that the reporter will
have the record correct, we would appreciate it. You can divide the
time however you desire in your presentation. Please go ahead.

(The prepared statements of Senators Nelson and Bentsen in full
follow:]

(903)
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HMRINS BEFORE

SENATE 8LECT CO ITTO4 ON SMALL BUSINESS

AND
SUBCOMMITTEE ON FINANCIAL MARMTS, SENATE FINANCE COMMITTEE

September 24, 1975
9s30 a.m., Room 2221, DSOB

OPENING STATEMENT BY SENATOR GAYLORD NELSON

This morning constitutes the second day of this series

of hearings on Small Business Tax Reform by the Select Committee

on Small Business and the Financial Markets Subcommittee of the

Senate Finance Committee.

We have found that to get at the real problems small

and medium-sized independent firms have with the tax system, we

must deal with the fundamental questions of business taxes and

the economy as a whole. Yesterday we addressed the area of

raising capital.

- Today, we are examining the effect of taxes on the

labor component of business output. These questions are of vital

importance in the operation of small and medium-size firms and

of the economy as a whole. Unemployment is currently running

about 8h percent and the prediction is that it will not go below

7 percent for a year.

It seems to me that this level of unemployment is un-

acceptable in terms of the human suffering involved. Small

business accountss for more than one half of private employment,

and has great potentials for helping the economy in this regard.
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We have been fortunate with the witnesses who are

willing to testify for the Regional small business organizations

and those who are appearing on the panel of employment and taxes.

We appreciate the time and efforts which have gone

into your appearance before the Committee and your recommenda-

tions for helping small business and the Nation with its essen-

tial tax and economic problems.
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OPZNWG STATN4RW aP WWIV lLOw W318
JOINT HEARINGS OF THE

SENATE FINANCIAL MARKETS SUBCO*IITTEE
AND THE

SENATE SMALL BUSINESS CO4ITTEE

Wednesday, September 24, 1975

This morning we resume the second day of hearings on the financial

problems facing small businesses.

Our Nation's small businessmen have been facing a particularly difficult

time during these periods of recession, Inflation and energy shortages.

Their costs have gone up. Demand for their products and services has

generally declIned. As a consequence, many smaller firns are faced wIth a

serious profit squeeze.

In turn, those small enterprises that want to modernize and expand have

been finding It very difficult to ralse capital. The Interest rates smaller

fIrms must pay are often excessive. Yet the success of the small businessman Is

very Important to the entire economy. They employ about half of the private

work force In our NatIon.

What we have to do Is to try to fInd ways to cut Government redtape and

paperwork wh Ich Is burdening the small businessman. We must provide tax

equity for smail enterprises.

In this regard I recently Introduced legislation along with Senator Nelson

to extend the provisions of the 1975 Tax Reduction Act which apply to small

business and also introduced legislation to provide simpllfied reporting

requirements for small businessmen under the new pension act.
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Today I am Introducing legislation to require all Congressional

Committees to Include In their legislative reports an estimate of the forms

and record-keeping requirements anticipated by the enactment of new

legislative proposals.

What we are looking for Is a return to the climate of economic opportunity

that has promoted broad-based growth In America since our beginning. Economic

growth that is stable and vibrant. Economic growth that is not Inflationary.

Economic growth that will keep prices down as it works to put unemployed

Americans back to work.

The small business hearings that Senator Nelson and I are chairing will

help us develop sound proposals to achieve these goals.

63-209 0 a TO w 14
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PANEL PRESENTATION OF THE REGIONAL SMALL BUSINESS ORGA.
NIZATIONS: SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND,
OLIVER 0, WARD, PRESIDENT, ACCOMPANIED BY EDWARD SPEND.
ERGAST, PAST PRESIDENT; SMALLER MANUFACTURERS COUNT.
OIL, FRANK B. FAIRBANKS, I1., VICE CHAIRMAN OF THE GOV.
ERNMENT RELATIONS COMMITTEE, ACCOMPANIED BY WILLIAM
D. BARTH, DIRECTOR OF SMALL BUSINESS WORLDWIDE ORGANI.
ZATION OF ARTHUR ANDERSEN & C0.; COUNCIL OF SMALLER
ENTERPRISES OF CLEVELAND, CHARLES MoDONALD, CHAIRMAN,
FEDERAL LEGISLATIVE COMMITTEE, ACCOMPANIED BY MICHAEL
A. SHEMO, CPA, SCHULTZ, KRAHE, MARTIN & LONG, WILLIAM A.
TOMKO, CPA, TAX AND GOVERNMENT REGULATION COMMITTEE,
AND DAVID BARNES, CPA, COOPERS & LYBRAND, CHAIRMAN, TAX
AND GOVERNMENT REGULATION COMMITTEE; INDEPENDENT
BUSINESS ASSOCIATION OF WISCONSIN, BRUNO MAUER,
PRESIDENT
Mr. WARD. Good morning, Mr. Chairman and members of the

committee. Lest you look upon us in horror at the conglomeration of
bodies here-

Senator NELSON. Would you identify yourself please?
Mr. WARD. 1 am Oliver Ward president of the Smaller Business

Association of New England. 1 have with me Edward Pendergast,
who is past president of the association, who will also testify. In order
to leave time for answers, each group will limit itself to 15 minutes.

We thank you for this opportunity to testify once again before
this committee this joint session. We are here today with our fellow
regional small business associations in order to bring your attention,
especially, to the needs of small business.

We would like at the outset to make several points. We think the
point too often is lost in Washington that with few exceptions, like
universities and not-for-profit organizations and the like, there are
only two major employers in the United States who are sustainers.of
people: One is business and the other is Government, either in the form
of Government payroll or Government assistance in one form or another.
Of course there is ultimately one who bears the expensive burden of
the Government route and that is the productive earner who pays taxes.
Unless we can create a favorable economic climate in which business
may grow and prosper, we will continue to have a totally unacceptable
number of people on unemployment or welfare.

1 noted in your opening statement, Mr. Chairman, you made refer-
ence to the unemployment -problem which we have seen. With the
exception of those who are genuinely unable to work, it seems to us
that the number of people on unemployment or welfare is a terrible
indictment on all of us to the effect that we have not been able to
design a system that really works.
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Senator NELSON. Are you reading from your statement or talking
extemporaneously? . .

Mr. WARD. No, 1 am not. 1'm really sort of summarizing it.
Senator NELSON. Fine. All prepared statements will. e printed

in full in the record. We appreciate your summarizing it because I
think we wouldn't get through within the time limitations'if every-
body read theirs. Thank you.

Mr. WARD. Thank you. We are not here asking for handouts orsubsidies. We are asking for a climate conducive for corporate growth.
Corporate growth translates directly to more people working. Thatin every respect is to be desired. We are trying to work with you toward
that end.

We continue to see, particularly in the administration and to some
extent in the House Ways and Means Committee, considerable bias
in favor of large business. In a meeting we had in the White Housea few weeks ago with Deputy Secretary of the Treasury, Stephen
Gardner, the administration set forth and defends its only proposed
solution to the capital shortage; namely, the integration of the tax
system.

Senator NELsoN. The what?
Mr. WARD. The integration of the tax system; in other words, the

taxes on corporate earnings and the taxes on the individual receiver
of dividends. While we are not opposed to that proposal as such
we find it standing alone is outrageously discriminatory against small
business. We see it fundamentally as a retroactive tax break for the
current shareholder. What we suggest is an incentive system of benefits
which will be given for a positive beneficial action by the taxpayer;
namely, investment. Small business will in the aggregate desperately
need capital in the decade ahead. It is hardly in a position to benefit
from proposals which would reduce the tax on dividends since small
business is seldom in a position to pa dividends.

Isn't a tax throwoff or a dividend, as it is usually called, funda-mentally an admission that the growth potential of a country is over
or at least severely limited? Doesn't this sort of proposal funda-
mentally benefit the least productive corporations?

When we pointed out to the administration or rather to the Secre-
tary the discriminatory aspects of these proposals, we were told:
"Don't let that bother you. The benefits will filter down to smaller
businesses." It seems to us that is something like saying "Fear not
those of you who travail and are heavily lad ened, for you shall be
sustain( by the crumbs that are cast from the table." We suggest
our proposals for restructuring the long-term capital gains tax would
be far more efficient and effective to the system. What we are proposing
is that the holding period be changed from 6 months to 1 year; the
rate from 1 year to 5 years holding be 35 percent and from 5 to 10
years it be 25 percent; and for holding in excess of 10 years it be 12.5
percent.

Senator NELSON. Just to check my memory for me, is that basically
the Bentsen bill? Are you familiar with that?
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Mr. WARD. Mr. Chairman I'm not familiar with that.Senator NELSON. Senator Bentsen has introduced a bill along that

line.
Mr. WARD. What we are also suggesting is that this proposal belimited to direct investments. In other words, for a company thatgoes directly into a company, we are suggesting that trading orspeculation in the existing securities be excluded from it and that itonly apply whore the money goes into the company. It seems to usthis is more efficient insofar as the Treasury loss would occur at a futuredate in many instances 10 years and would apply only where a desiredaction has occurred, namely, in investment, By limiting it to directinvestments, the reduction in the Treasury would also apply onlywhere there were more jobs and equipment as such.Senator LAXALT. Can you explain again what you mean by "direct

investments?"
Mr. WARD. What we are talking about is there are two kinds ofstocks: Primary stock and secondary stock. Primary stock has beenissued directly by the corporation and is purchased by a shareholder.Secondary stock is where it comes from one shareholder to anothershareholder. In other words, we are excluding what is traded on the ex-changes. What we are talking about is these lower rates would onlyapply when an individual makes an investment directly into acompany.
.Senator BROC, The rate is not paid unless you sell the stock,

is it?
Mr. WARD. Pardon me?Senator Bnocx. The rate is not paid unless you sell the stock.Mr. PENDEROAST. The tax is not paid unless you sell the stock.Mr. WARD. Yes; it is-not until you have a long-term capital gainstax we are talking about.
Senator BROCK. Would you elaborate on that?
Mr. WARD. Well you have the gain and you would then sell thestock and it would become the same stock as any other stock once itis sold. But the person who made the direct initial investment into thecompany, when he sells it, he gets the tax gain.Senator LAXALT. You are talking about a closely held company?Mr. WARD. No; I am not. This would apply to any direct-Senator BRocK. When the second purchaser holds it for 10 years,what you would tax him at?-Mr. WARD. 1 would hold him under the present system. What 1am suggesting here is a system designed to produce a desired effect,namely, direct investments which produce jobs. In other- words,when somebody buys General Motors stock on the New York StockExchange and they hold it for 180 days, they haven't done anythingfor the economy. If somebody buys a new issue of stock, even if it isGeneral Motors, something very positive happens; you have newmoney coming into the company which 'then gets translated into jobs.Senator LAXALT. The sale of the assets rather than securities?
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Mr. WARD. Well I don't think you would get involved in the sales
of assets.

Senator LAXALT. Well, isn't that a method by which you can dispose
of a small business just as well dealing insecurities?

Mr. WARD. Oh 1 see what you are saying. You are saying from the
point of view of the individual, if an owner of a small business has it?
Wel, there isn't any reason why you couldn't make these provisions
andly that instance. I'm thinking more i terms of the case of stock
and he long-term capital gains tax applies to that and that is probably
the most common form, but there isn't any reason why it couldn't
apply to the sale of assets in a small business. What I am trying to
suggest is a system that would apply to any business, big business or
small business, and the tax break would only be received when some-
thing positive and beneficial-was-done.

Senator HATHAWAY, But yQ-say the-second buy doesn't do any-
thing for the economy, but he actually does because he maintains the
market for the securities, which is extremely important because if
there isn't any market, the first issue isn't going to go for very much,

Mr. WARD. Well, this is true. He is supporting the market now with
the present system, In other words, we are not suggesting that any
changes be made thatare adverse to his interests.

Senator BROCK. You are saying a tax break occurs only to the
first purchaser of a new issue?

Mr. WARD. Correct, because he is the one who is doing something
where the money goes straight into jobs.

Senator HATHAWAY. We are saying the second purchaser is also
very important and he ought to get the same tax break.

Senator BROCK. I don't-know how you can discriminate.
Mr. WARD. Don't forget that ho is getting a present tax break

right now through the system now. In other words, right now there is a
tax break for thaft person.

Senator BROCK. No,, but if you motivate people to go into the
first issue market, then you destroy the second issue market; there-
fore there is no motivation for that market. You are killing the goose
who laid the golden egg. You are killing the motivation for the guy to
make the investment at all,

Mr. WARD. I don't think you would destroy the second market.
Senator BROCK. But you are certainly discriminating against him.
Mr. WARD. Well I prefer to look at it in terms of you are-
Senator BROCK, I mean it is patently ridiculous to say that the

existence of a market is not serving the-interests oftho economy. That
is what you are saying.

Mr. WARD. Ultimately it is serving the interest of the economy.
Senator BROCK. Ultimateh;Wndkry directly.
Mr. WARD. There is no question but that is true. But if you can do

something to encourage people to make investments, you are doing
something very positive.

Senator BROCK, That is what they do on the New York Stock
Exchange. They are making an investment.
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Mr. WARD. But they are not making the same kind of an investment.
Senator BROCK. Yes, they are. For that purpose it is exactly the

same kind of investment. He is purchasing a snare of a corporation and
thereby contributing.

Mr. WARD. But the money doesn't go to the corporation. The
money doesn't go into new~obs. It goes into somebody else's pocket.

Senator BROCK. That is for the person who got the stock in the first
place to decide. If he couldn't sell that stock, he wouldn't get it in the
first place.

Mr. WARD. I understand and I agree with you, but we are not
suggesting the destruction of the marketplace. All we are suggesting
is a further gain to the person who makes a direct investment and
holds it for a long period of time,

Over on the House side in the Ways and Means Committee we
know that last week Chairman Ullman said that he would support a
continuation of the investment tax credit and that is all of the emer-
gency tax act of earlier this year. This seems to us to be highly dis-
proportionate. There seems to be to us highly disproportionate benefits
to the investment tax credit insofar as some 300 corporations received
over half the benefits. It seems to us that this again is discriminatory
against small business. We find it incredible that Ways and Means
will entertain that proposal, but at the same time will not extend
either in time or amount the surtax exemption.

With reference to the surtax exemption, Congress has recognized
since the thirties in over 10 revenue acts that a unitary corporate
tax structure is not desirable. Even at that time, $25,000 was legislated
as the dividing line. It is again self-evident that inflation alone requires
an increase to at least $100,000. The temporary increase in the
exemption earlier this year was largely due in large measure to the
actions of your committee. 0

On the matter of the estimated tax payments, which we go into in
some detail in the written testimony a growing company's most
significant need is cash flow. During this period of growth, increase
and inventory and accounts receivable leave a corporation with little
or no available cash, working capital. The present estimated tax
payments schedule presents a disastrous doubleup of cash flow
requirements for taxes. This occurs at the very period the growth
company most needs cash to purchase equipment and hire people.
We suggest as one possible solution, that the total Federal tax pay-
ments not exceed 125 percent of the prior year's tax liability.

We advocate a liberalization of the per issible life of corporate
assets, coupled with a greater flexibility as to when the depreciation
may be taken and in what amounts.

We finally ask that the DISC program, which has been assailed
from all sides because of the Treasury report showing benefits to the
largest corporations, be considered to be retained at least for small
business. The fallacy is that the reaction time of new legislation for
small business is significantly slower than for large business. Based
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on our own surveys we submit that small businesses are now for the
first time exporting that significant numbers. As far as small- and
medium-size -businesses are concerned, the DISC legislation is doing
exactly what Congress has intended and we ask that it be retained
at least to the extent of $2 million or $3 million or $4 million in
earnings.

Mr.-Pendergast?
Senator NELSoN. Go ahead. We will get the main presentations

first and then probably it would be better to go to questions, although
if the members of the committee have any, you can go ahead and ask
them. I

Mr. PENDEROAST. My name is Edward Pendergast. I am chairman
of the Smaller Business Association of New England's Tax Committee.
I am not going to go into any great detail and testimony. I'm here
primarily to help answer questions.

I would like to reiterate one or two points Mr. Ward has made and
put some strong emphasis on what I think personally is the single
most important thing that Congress can do to help small businesses
under the present tax structure we are talking about. That is to In-
crease the surtax exemption from $25,000, which initially was started
as the differentiation in the late thirties, to $100 000, whiqh the cost
of living makes the equivalent to 1930 dollars. This would bring into
the pocket of the small businessman with taxable income of $100,000
over $6,500 which he could use forinvestment in jobs and equipment.

Senator NELSON. $6,500 over the amount produced with the surtax
exemption at $50,000?

Mr. PENDERGAST. Yes; that is what I said, the taxable of $100,000.
I mean the way the present legislation is.set up, the benefit for the
first $25,000 is relatively small that is, it is $500.

If the growth of small business is considered to be a desirable
element in the economy, I think that this initself would be the most
significant thing that could be done. I'm not going to go into extensive
detail because our testimony has some of the supporting documenta-
tion,and I don't want to take additional time.

Senator NELSON. Well thank you. As I said, your prepared state-
ments will be printed in full in the record.

[The prepared statement of Mr. Ward In full follows :]
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essrs. Chairmen and Mmber of the Comitteet

Thank you for this opportunity to testify before this auust Comittee.

We vould like to express our appreciation for your efforts on our behalf
with reference to the Ta Reduction Act of 1973. Whereas the Adainistration's

proposal would have 8ivon the corporate tax relief to the 5,000 largest corporations,
namely, those with incomes over $1 million, the Act actually spread the relief over
all corporationa which pay federal taxes this yaer, We ere convinced that without
your help, we would not have seen this Act in the form we did. You can see from
bhibit A the extent of the Administration's orijinsl proposal's benefit to latto

business, Soe other alternatives ore also outlined#
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Our propam for mejor olmnute that mall bustwe$ mdo for survival

tao

1. $100,000 eurta exeptioo

2. chose in eetbseted tat for corporation

3. Depreciation chogees

4. Retain Dometic International alee corporations

S. Restructure capital saine to

We represent all and uedimsa*d busnea. We wisb to stress the concept

of J vith reference to the sail business community, thoac corporatione

htabI reuse from 20 or so eaployeea to 500 employees, which may be translated to

Sales of *500,000 to 41 million, the eoomie backbone of our economy. We note

that most Suropeen countless, notably france, onway end Slaius, use the tem
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emil and "dioensed business. We feel that ai too often only the largest and

meltest business set attention frem our govomento It is from this medim-

stood Category of business that floe the intense competition, lower prices,

higher quality, end now technology all essential to an efficient economy.

Ws are concerned by the deolinim share of business done by those other then

the largest corporetions# Whereas one s*ptete i four in 1960 worked for either

bit business or the goverument, by 197S that had reached one out of three. We do

not view this as healthy for the country. We aho are already i mell and medium

business are not threatened as sah. From the point of view of the country end

the econoM, we ae onerned vith the tok of new business formtions. If the

groth of these businesses, through a variety of meehintions is not encouraged,

the natural attrition of established mell and mediM businesses, coupled with

the proclivity of goerament and large business to grow, vill oause smt and

ediutinsised business to contitute a continuing declining share of oloymnt

and Innovation.

The economies of scale are overorated.

The Opportunities for abuse are moanfest.L

Small and mdim-eised, independent business due to its nature of being matl,

frapented, and diverse #a not acumulate trenadous power in the mrketptce

end govermet itself. These very characteristics are both advantageoe for the

country and dieadvantegeous to smell business in the political process here it

comea to making malt business' views known.

We are addressing ourselves today in particular to the capital formation

issue. Capital fomation basically caes fr three sourceat

t. Rquity financing,

2. Borrowing.

3. Retention of Profits.
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It if self evident that equity finneUn is virtually unavailable at this

time,

The data e1piled by the it Development oudation vividly illustrates
capital starvation that the mall business feo today. hibit a shows that

ross proceeds fo finaMnoin smeUl 0cia0nies dropped frem *548.5 million to
*16.1 million io 1974 with no public offerings io the first quarter of 1975,
The Voundatios also points out, IV *re no in e period of where there ts
essentially no venture capital available for teasalled start-up enterprises,
the national environment for suck activities has bee adversely affected and as
a result, we my very well have a decade of hiatus wbere so Polaroids or Xeroas

will be initiated."
Borrowias for sall business i seriously limited by the *queeae caused by

the demands of big business and the various 8overamental bodies on the limited
supply. The cempoeition for funds will be trmedous, It has been stmted
that over $300 billion a year will bi required between the years of 1977-1"0
to finance the growth of merio,.

Small business is net able to top some of the principal sources of borrowed
money that is available to the large business. Comerciel paper, debenture
offeringa, and long-team loen are not available to smell business. The small
businessmen mst rely on friends and on the local beak. n this eseomm, friends
are not interested in speculative nvestionts, The local hank i able to invest
its money in attractive, lwoe*risk investment opportunities. Wayp bank use this
type of eoon to cleanupu" their portfolios, thereby limiting, and in soe cases,
drying up mall business' access to the debt market. At the am* time, inflation

-has increased costs and amounts needed far financing. Mere complex revenues and
mere selective screening of loan applicants means me delay and increased leal
and accounting cots
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Wbt Is left to the rotetia of eeorsin ea the prtual p ouro of edo.
Aesioteat eeret Fredorto xlebm reoaetly pot It well %o hea old that wo set
Offset the dototr0 aede by 8SoOM *0 io able to 0e0a as to hethor he Invete
to the fatur Ipuwo of #iwio or See to Jine" on holiday.

VWht offeet that doeteooot UltiateI, that destto will be mde ox hew
attreotve it to to invest i A bwoioeeo lore or mo .LA the 8esmeot
beqia to drew huss eeuste of OW e of the uwthtaploee to fClaesee It
defielt, itert rtee will surely tie @"io go see tbe prite rot hae
olrody otorted to tin. tie I bso tou h ooeqeItem tot out me" to
left. Lare betueo, Seoselly able to pa"o aI tso oooe, imeludalg hih
interest, to the oomer, teodo to be eeoeened ome with aeilability then
eto #all buieeeo %la freqiusetly boe $io pisee detemned by market
eomdition rether thor eoete miat ebeooewsh ieroeeo Lot year interest
rtoo tfor mall boeses (usually at price and 3 or so poimie) we payisg
effoeetive rate. of 1.-18. "at to, if it eoold 8et snaey at all.

As a result of ito ixbility to 8o to the tradittoal oqptl mckete, If a
8tno Is noe to to be s)1e to teta" a soaeeble parties of Its e ,ame to
flume that rtb, It needs a batter to elimeta. If the tml e to allowed
to rawet to the pre-107S status, a eorp atioa with table lems of 200,000
will have a ability of ,o00 or 45 of tboao pro-tax oara e. Ihis payment
to the federal Sove iet deprivee bim of aleet belf of the moey be eould other.
Vi. rLenrt Il busa,ee *sMa o and S dltionel JOSS,

We proposed

1. beLdg the eortom eiptiei to $100000.
2. 1oderatlo uof the eoaporee aeeteted Mt p0a t schedule.
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3. Depreciation tiberalisetton and increased flexibility.

4. Retention of the Domestic ntrntionel ales Corporation
(DISC), particularly ae it appliessto smell end "edium-
sted business.

5. Capital $ains structure should be revised to encourage
lo8-tem direct investments.

With reference to the surtax exonption, Congress has recognised since the

30O's n over 10 revenue *at (39hibit C) that a unitary corporate tax structure

is not desirable. lven at that tme, #25,000 was logiajated as the dividing

line. It t again $elf evident that inflation alone requires on increase to

at least $100,000. This increase will die unlae permanent action is taken,

Us feet this is a long-teom Issue whose time is not now, For the moment,

bring us out of the 30's and into the 70's by reaing the surtax exemption to

$100,000.

On the matter of the estimated tax payments schedule, a growing company's

moat significant need is cash flow. During this period of growth, Increase in

inventory and accounts receivable leave a corporation Vith little or no available

cash. The present estimated tax payment schedule presents disastrous double-up

of cash flow rquirexonte for taxas. R hbit D demonstrates how a corporation

earning $300,000 Lght have to pay in excess of $26S,000 or 88% of its pro-tax

earnings In one year This occurs at the very period the growth company most

needs cash to purchase equipment and hire now employees, We suggest as one

possible solution, that the total federal tax payments not exceed 125 of the

prior year's tax liability. The ame corporation paying over 88% of its pre-tax

earnings would have Its cash requirements for payments of federal income taxes
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reduced from $265,000 to 8164,000. The corporation'e tax liability would not be
reduced but payments would be extended over a longer period of time. When earnings

stobillse and each needs moderate, the corporation would catch up.

We advocate a liberalisation of the permiseable life of corporate assets -

coupled with a greater flexibility as to when the depreciation sy be token end

in what amounts, At present depreciation life and method cause some of the major

disputes between the IRS and the taxpayer. Essentially, the ergument is not In

amount of tax due but year of liability. Ingland allows expensing of plant property

and equipment in years of purchase Canada allows some section so to how much
depreciation end in which year the depreciation can be taken, The proliferation

of legislation now leads the poor small businessman through code section after
code section (1238, 1245, 1250, end 38 to nae a few). fe must choose first year

bonus or not. o muet decide, stralghtolinag double declining, I50X declining

or sum"of the years dLgts. Depreciation life selection is ruled by general rules,

possibly old Bulletin P, Rev Pro* 72.10, and now "The Class Life Assets Depreciation

Range". God help the poor taxpayer. Xnd this nonsense and provide simple rules

with flexibility like Cnad's.

The DISC program has been assailed from all sides because of the initial.

Treasury report showing a huge preponderance of benefits to the largest corporations.
The fallacy is that the reaction time to new legislation for small business is

significantly slower than for large business. Based on our own member surveys,

we submit that mall businesses are now for the first time exporting in significant

numbers, As far as small and mdiun-slod businesses are concerned, the DISC

legislation is doing exactly what Congress has intended and should be preserved.
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As to tong tam capital glin, we advocate Indexing on the basis of an

Investment. This would have the effect of protecting the purchasing power of

S the Investment prior to the taxation of Any real Saint

We sight consider a reduced capital Saint tax rate for direct investment

in small enterprises, This vould be an effective incentive to move venture

capital In to ased money situations and start-ups# An immediate income tax

deduction for investors for direct investment in smell enterprises would also

be on effective incentive for start-up financing, The Investor would have a

sero tax baste, the capital gains tax to be levied on disposition.

As en alternative, we advocate changing the long term capital galns rate.

We suggest extending the minimum holding period to ono year, For one to five

years we suggest a tax rate of 35%1 540 years, 25%1 and over 10 years, 124%.

This would have the effect of someat Inexactly adjusting the inflation. It

would also encourae long term productive investments. Also, with an eye to

prospective eventual Treasury lose, we feel that it would be reasooabie to limit

such lower long term capital gains rates.

In a meeting in the White House on August 27, 1975, with Deputy Secretary

of the Treasury, Stephen So Gardner, the Administration set forth and defended

hat is to date Its only proposed solution to the problem of capital formation;

namely, the Integration of the tax system.

While we ate not opposed as such to these proposals, we find them outrageously

discriminatory against mall buaineoss Furthermore, ue feel that the proposals

will serve more as 6 retroactive tax break than as en incentive for future

beneficial action.
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$mall buetnees will in the sjresTato desperately need capital. It is hardly

in a position to benefit from proposals which will reduce the tax on dividends

since mall business seldom is able to pay dividends. For the Administration

to take the position that a positive effect will "filter down", obscures the

feet that the proposal is pro bil business and, by virtue of being, in effect,

inapplicable, anti-small business.

We do not sto the proposals so such for the incentives they purport to live

as being a tax break for shareholders,

With referee to our proposals for lover lonsoterm capital gains taxes$ we

are suggesting that they be restricted to diroc investments, We are also

susesting long qualifying holding periods for the loveet rates. These proposals

require that an Investment be made directly with the obvious desired effect of

providing capital for new jobs and equipment. We do not ask thit they apply

to trading or speculation in already existing securities.

Our proposals would benefit both large end mall business.

We think the point is too often lost here in Washington that with few exceptions

(universities, not-for-profit organiattons end the like), people are employed or

sustained by only two significant sources. One is business and the other Is govern-

ment. The letter may be in the form of government payroll or on one form of welfare

or another. We think that unless the government helps tO crane a favorable economic

climate in which business may grow and prosper, that we will continue to have a

totally unacceptable number of people on unemployment or welfare. We are not asking

for handouts or subsidies. We are asking for a climate conducive to corporate

growth.
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We submit some additional suggestions

1. Sub-Chapter 8 -- increase maxim number of shareholders
from 10 to 15 and allow owe trusts to hold shares.

2. Section 303 -0 Redition - educe the limit from 35% of
the gross estate or 50% of the taxable estate to 20 and
40% respectively.

3, Interstate Taxation e- twice passed the House, This Act
would establish uniform jurisdictional standards for
Interstate Taxation.

In conclusion, ve reiterate our five major points

1. Raising the surtax exemption to $100,000,

2. Moderation of the corporate estimated tax payment schedule.

3. Depreciation liberalization end increased flexibility.

4. Retention of DISC, particularly as it applies to mall
and mdiumo.sied business.

S, Capital gains structure should be revised to encourage
long term direct investments.

Thank you for the opportunity to present our recommendations on the

critical issues of tax reform.

43*-O0 0 0o 0 I s
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Revenue RateONAct Ingae for yjt 1n-40 Qg cn)

1936 1936, 1937 First $2,000 8
Next $13,000 11
Next *25,000 13
Reminder 15

1938 1938, 1939 First $5,000 1214
Next $15 000 14
Next 43,0Q0 16
Over $5,000 19

1940 1940 First $5,000 134
Next $15,000 15
Next $5,000 17Over $25,000 24

1941 1941 Firee f5,000 15
Next $15,000 17
Next $5,000 19
Over $25,000 to 31

1942 1942-1945 First $25,000 15-19
Over $25,000 to 40

1946 1946-1949 Firet $25,000 15.19
Over $25,000 to 38

1950 1950 First $25,000 23
Over $25,000 42

1951 1951 First $25,000 28 3/4
Over $25,000 50 3/4

1952-1963 First $25,000 30
Over $25,000 52

1964 1964 First $25,000 22
Over $25,000 50

1965 1965-1974 First $25,000 22
Over $25,000 48
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$200,000 lose

breakeven

$200,000 taxable tnmome

$300,000 taxable Inome

$300,000 income

1975 Tax

$65,250
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Tax Payments-

$33,825

33,825

33,825

33,825

Federal Taxes Due
(gash Flo lsts)

None

None

None

None

$265,800

TotalTax ?eauente"

$ 65,250

33,825

99,075

33,825

33.825
$2659800

1972

1973

1974

1975

1976

~Dtea
March 15

April 15

June 15

September 15

December 15

65,250
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Senator N Lso. Who is next?
Mr. FAiRANxKS. Mr. Chairman, I am Frank B. Fairbanks, Jr.president of Horix Manufacturing Company, a manufacturer ofpackaging machinery located in Pittsburgl, Pa. I am the vice chair-man ol tle Government Relations Committee of the Smaller Manu-facturers Council (SMC). SMC is a trade association headquarteredin Pittsburgh, with a proximately 600 member companies In Penn.sylvania, Oio, and West Virginia, with a combined employment ofover 85000 people.

Mr. Wfilliam Barth, director-small business, of Arthur Andersen& Co. is with me today to give testimony also.ArtAur Andersen has been most helpful in the Preparation andreview of our SMC material. Furthermore Mr. Sheldon Ausman,currently managing partner of the Pittsburg office of Arthur Ander-sen, and formerly partner in charge of the Small Business Divisionof the Milwaukee office, is also here today in the audience to helpanswer any questions you may have.SMC appreciates the opportunity you have given us to go into someof the problems which are causing difficulty for our members.I wobld like to say that our concern here is the perpetuation of thesmaller and independent enterprises and the jobs that such firmsprovide. We do not ask for preferential tax treatment, but ratherchanges that will provide us an opportunity to compete on a moreequal basis with large corporations.
Many studies by national business trade organizations, with whichI am sure you are familiar, have documented the relationship betweencapital investment and job growth. Further data, presented ai ap-

pendix A, reveals that the growth of small business would be evenmore productive in the expansion of jobs because small business is
more labor intensive.

Senator LAXALT. What was that last statement?Mr. FAIRBANKS. In our opinion small business, and I am speakinghere of manufacturers, is more labor intensive. I'm speaking specifi-
cally of manufacturers in that regard.As the SBANE representatives previously have stated and in theopinion of most SMC members, the most significant action which theCongress could take to aid small business growth would be to makepermanent the present 1 year temporary corporate surcharge exemp-tion of $50,000, and thereafter to increase it to a level of $100 000.Further, to compensate for inflation, the $100,000 level should haveprovision for automatic adjustment with the cost of living.

In the matter of the investment tax credit for small business, wefeel that special consideration should be given to small business.Surveys by such associations as the National Association of Manu-facturers have documented the fact that the investment tax credit, inits present form, provides significantly greater benefit to large com-pames than to smaller companies. To correct this inequity, we stronglysupport a permanent graduated investment tax credit as follows:25 percent of the first $3,000, if 3 or more years of useful life; 20 percentof the amount between $5,000 and $25,000, if 3 or more years of usefullife; and 15 percent of the amount between $25,000 and $50,000, if
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3 or more years of useful life. Above $50,000 the present investment
tax credit provisions would apply with the usual requirements of 7
years or more of useful life f6r 10 percent, and graduated down for
shorter lives.

Senator LAXALT. How did you arrive at those percentages?
Mr. FAIRBANIS. Arbitrarily.
Senator LAXALT. Just arbitrarily?
Mr. FAnBANxS, Rather arbitrarily, Senator.
Senator LAXALT. That is necessarily the way it is done I think.
Mr. FAIRBANxs. Yes. I guess any of these are rather arbitrary.

It was our feeling that there are many very small companies that
don't even buy ver many long-ived assets. Maybe the biggest
purchase they have is an automobile where it probably has a useful
life of 3 years. For this reason we are proposing a fairly high tax credit
at the low end to help the really small business and not putting much
of a restriction on the life of the assets.

Further as an aid to small business, we feel the temporary limit of
$100,000 for used equipment should be made permanent. That is
presently temporary.

Next -I would like to tell you a little bit about the natural gas
shortages as they affect SMC members. One of our members was
forced-by a local gas company to take a 40 percent cutback. Due to
the nature of his process, which was the firing of ceramics he could
not convert to oil or to coal. So what he had to do was install facilities
to handle propane at a capital cost of about $200 000, Propane on
an equivalent heating basis is approximately three times as expensive
as natural gas. It is also my understanding that most propane is
made from natural gas. So it is a question of whether we are really
saving energy with the present pricing restrictions on natural las.

I should aIso mention he tried from several sources to buy so-caled
deregulated gas, but his size was such that the gas well owners were
not interested in getting involved In such a small contract in their
opinion. Also, many of our SMC members have been threatened with
curtailment of operations because of the natural gas shortage and
forced to in some cases to install oil heating facilities.

We feel that legislation is urgently needed which will increase the
availability of natural gas through regular distribution channels.
We don't particularly advocate one approach or the other, but we
think this is a serious problem for small business.

As I mentioned earlier, the survival and growth of small business is
directly related to the growth and survival of a very considerable
number of jobs. Two of the most significant elements in the continuity
and survival of small enterprises are, (1) capital gains taxes on the
sale of closely held businesses, and (2) estate taxes. Our consultant,
Bill Barth, villi explain later in detail the ways in which present tax
laws work against the long-term survival of the independent business
and a proposal to correc, that in equity.

But let me, for the moment, try to explain the estate tax problem.
If there are unreasonable limitations on the .. ihty of my company to
survive at the death of the owners, I may lose the incentive to operate
the business in such a manner as to anticipate the continuation of the
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organization as a separate entity. Rather, I may pursue policies aimedat maximizing short-term return on Investment, with a view towardsale to a large public company. Fortunately, in my company we are in
what we believe to be excellent financial condition. We do not conductour business in the manner I have suggested. Personally, I look forwardto our company remaining Independent and continuing to serve theneeds of our customers. Further, it is my opinion, based on personalcontact with other SMC member companies, that most SMU mem-bers are desirous of maintaining further continuity of their business.In many cases that may include the continued interest and involve.ment of future generations of the family owner.Unfortunately, the present estate tax laws make the continuity ofsmall, independent enterprises very difficult at the time of the deathof an owner. It is the opinon of SMC that the Congress should act toencourage the survival of Independent businesses at that time.Specifically, we advocate the following: The $60,000 estate taxexemption has not kept up with inflation. It should be increased to atleast $180,000. The estate tax rates up to $1 million of taxable estateshould be reduced, as I have detailed in my written presentation.We feel that greater liberalization of section 303 redemption rulesis desirable. We feel to provide more equitable treatment for unmarriedstockholders, including widows, and to offset the effect of the recentsha.p decline in the value of small companies, the requirements for

eligibilty for a section 303 redemption should be reduced to 40 percentof taxable estate or 20 percent of gross estate. Again, I have givenconsiderable supporting arguments in my written presentation.The recent law which raised the interest rates charged on tax de-linquencies has had an unfortunate effect in that it raised the interestrate on section 6166, which permits, under certain conditions a10-year payment of estate taxes on small business interests. We feelthat the old 4 percent rte should be reinstated, or at least a 6 percent
rate is more equitable.

Senator NxLsoN. Senator Mondale is both a member of the SmallBusiness Committee and the Finance Committee-and, of course,this is a joint hearing-and he has introduced a bill along these lines.It has been cosponsored, I think by many members of both commit-tees. Have you looked at that bill or would you have your tax people
look at it?

Mr. FAIRBANKS. We would be happy to do so.Senator NzLsON. I think it was just introduced this week or lastweek. Could you give us a little memorandum of your evaluation?Of course, that proposal should haco a hearing before the FinanceCommittee, at the appropriate time, and you would have an oppor-tunity to testify on it. But, I think it might be helpful if you couldgive us a little memorandum on it. I cosponsored the bill and we willlist the cosponsors in the record.' We would appreciate a brief memo-randum evaluating that bill that Senator Mondale put in. Could you
do that?

Mr. FAIRBANKS. I would be very happy to.[Mr. Fairbanks subsequently submitted the following:
S. 2394. 94th Cong., 1st ses., Sept. 28 (Ithslative dal Sept. 11), 1975, proposed byMr. Mondale (for himself, r. Humphrey,_Mr. Nelson, Mr. Aouresk, Mr. Curtis. Mr. PhilipA. Hart, Mr. Hartke, Mr. Hoil1n, Mr. Huddleston. Mr. xazalt, and Mr. McGee).
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Senator BRoOx. Are you talking about the estate tax exemption?Senator NzLsoN. Yed, along similar lines.Senator BRocK. I hada bil that would raise it to $200,000. I thinkthat is exactly what you are suggesting?
Mr. PxNDReAST. I might say that what he is talking about is theprovision that allows a small business payout to be made over a 10.

year period on an estate.
Senator BRocK. I understand. I'm talking about the exemption.Mr. FAIRBANKS. Senator, you are saying you have introduced a billto raise the exemption to $200,000? We would support that very much.Senator LAxALT. Don't we presently have a 10-year payout on

estate taxes?
Mr. PUNDUORAST. The interest rate is 9 percent.
Mr. FAIRBANKS. Yes; I wa speaking to the interest rate, which was9 percent, which had ben raised from 4 percent. That was a real jolt.Senator LAXALT. This family continuity argument is strong in myopinion and one that we don't hear often enough around here. Hasanyone in the small business area broken out the number of businesses

which are family-held? %
Senator BROCK. When they add farms, there is a heck of a majority.Mr. FAIRBANKS. I would guess that the great majority of small

business is family-owned.
Senator LAXALT. What is that?
Mr. FAIRBANKS. I said I would guess that the majority of smallbusiness is quite closely held. As far as detailed statistics, they would

bepretty hard to come by.
Senator BRox. Yes' almost by definition they are closely held.Mr. FAIRBANKS. Mr. Chairman and Senators, in conclusion Ibelieve very strongly in the importance of the smaller and independententerprises as a vital part of the American economy. Your concern iscertainly much appreciated.
[The prepared statement of Mr. Fairbanks in full follows:]
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z ms 1tank s. Fntxbaks, Jr., President of orix Manufacturing Company, e

manufacturer of packaging machinery located in Pittsburgh, Ps Z m the Vice-Chairmen

of the Goverment Relations Comittee of the Smaller elanufecturers Council (sic). SMO

is a trade association headquartered in Pittsburgh, with approximately 600 member

companies in Pennsylvania, Ohio and West Virginia, vith a combined employment of over

$55000 people.

r. Willim ath, Worldwide Director small Business, of Arthur Andersen and

Company, is with me today to give testimony, also. Arthur Andersen has been met helpful

in the preparation and review of our proposals. Further, Hr. Sheldon Auman, Mnaging

Partner of the Pittsburgh of fie of Arthur Andersen# and formerly Portner-in-ocherge of

the Small Business Division of the Milwaukee, Wisconsin office, is with us today.

SHC appreciates the opportunity you have afforded us, together with SUN, MsW,

and COB, to meet with you today to tell you sce of the conditions whiof are causing

difficulty for our members.

Our concern hers is the perpetuation of the smaller and independent enterprises

and the jobs that such firms provide. We do not ask for preferential tax treatment, but

rather changes that will provide us an opportunity to compete on a more equal basis with

large corporations.

The need for the creation of new jobs and the prevention of loss of existing jobs

is a matter that is very high, not only in your minds, but in the minds of mall business

owners and managers. Because of economic condMtions, our company was recently forced to

reduce its production personnel by 15%. such action also significantly put back to some

extent the progress we had made in our Affirmative Action Vrogr m for the hiring of

minorities and females.
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Maty studies by national business trade organisa:ios, suoh a the am Tax
UmpaOt ProSt, reprinted beginning on page 408 of the June 17.10 hearing, have
doctuented the relationship between Oapit4 Investment and job growth. rurther data,
presented as Appendix A, reveal that the growth of small business would be even more
productive in the expansion of jobs.

in the opinion of mat 8IC erobers, the most significant action which the Congress
could take to aid eml business growth would be to make permanent the present one year
temporary corporate Surcharge exemption of $50,000, and therefter to increase it to &
level of $100,000. Further, to oOaPeMnto for inflation, the $100,000 level should halve
provision for automatic adjustment with the cost of living.

Equalisation of investmentt Tax Credit for Small uin.e_-e

Surveys by such associations a* the National Association of manufacturers have
documented the fact that the Investment tax credit, in its present for, provides signif-
icantly greater benefit to large companies than to smaller companies. To correct this
inequity, we strongly support a permanent graduated investment tax credit, as followed

25% of the first $5,000, If 3 or more year of useful life
200 of the amount between $*000 and $25,000, if 3 or more years of useful life
15% of the amount between $25,000 and $50,000,if 3 or more years of useful life
10% of the amount in excess of $50,000# if 7 or more years of useful life
7% of the amount in excess 6f $50,000t if S to 7 years of useful life
4% of the amount in excess of $S0,000, if 3 to 5 years of useful life

Further, as an aid to mall business, the temporary limit of $100,000 for used
equipment should be made permanent.
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Hatural "a ShortageS

One of our $NO members, because of a 40% cutback in allocation of natural

gas, was forced to take costly action. Due to the nature of his process require-

monts, namely the firing of ceramics, conversion to oilor oal was not feasible.

At the time last year when the outback occurred, it became necessary for him to

install facilities to burn propane, at a capital coat of approximately $200,000.

Further, propane, on an equivalent heat basis, is approximately three times as

expensive as natural gas. Nore recently, he tried, frcm several sources, to

contract to buy natural gas at prevailing rates. Zn many cases, it appeared that

the gas suppliers were not interested in getting involved with special contracting

to meet his relatively small requirements, so he has been forced to continue the

use of high cost propane.

Many of our INC members are threatened with serious curtailment of their

operations because of the natural gas shortage anticipated for this winter. Legis-

lation is urgently needed which will increase the availability of natural gas

through regular distribution channels. Many of our member companies are not large

enough to be able to enter into special contracts for gas at unregulated prices,

but we are being cut back in order to give preference to residential heating needs.

Continuity of the Businass

As mentioned earlier, the survival and growth of small business is

directly related to the growth and survival of a very considerable number of jobs.

Two of the most significant elements in the continuity and survival of smaller

enterprises are (1) capital gains taxes on the sale of closely-held business and
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(2) estate taxes. Our consultant, Bill Sertht will explain later in detail the

ways in which present tax low vorks against the long-term survival of the independ-

ant bueLness.

eut let me, for the moment#, try to explain the etate tax problem.

IF THCRB An UMIMBO(AtB U, WDflTXOt 01 THE AB91ITy OF Ny C1 ANY TO SURVIW

AT TIM DMi1 OF THR O1, I MAY LOSE MO3 ICTVI TO OPXPATE THE8 USINSSS N

StR'H A tWMN AS TO AiTICIVTS T CONtZINATICH OF TIE US OANIATIOH AS A sEPARATM

3NTITY. Rather, I may pursue policies abed at maximiuLng hort-term return on

investment, with a view towards sale to a large public ccqmany and/or liquidation.

Typical of such policies which might be pursued in order to mexidmse short-term

advantage are the followings

1. Fund our pension plan at the mininm legal level, or possibly,

if we did not have a pension plan, not create such a plan at all.

2, Keep plant and equipment maintenance at a minimal, with the

consequent probability of a higher rate of accidents.

3. Fail to conduct long-term research and development.

4. Inadequately plan for continuing management,

It is our opinion that all of the above are undesirable conditions for

good employee relations. Fortunately, in my company# Horix Manufacturing Company,

we are in excellent financial condition, we do not conduct our business in the

manner described above, and personally I look forward to our company remaining

independent and continuing to serve the needs of our customers. Further, it is my

opinion, based on personal contact with other SHC member companies, that most

s8C members are desirous of maintaining the future continuity of their business.
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In many cases this may include the continuing interest and involvement of future

generations of the famly of the owner.

Unfortunately, the present estate tax laws make the continuity of sall,

independent enterprises very difficult at the time of the death of an owner, and

ye regretfully suggest that many owners have little hope for long-term survival

of their enterprise. It is the opinion of SHC that the Congress should act to

encourage the survival -of independent mall business, as a o%:e desirable, prgfer-

able alternative than conglomeration.

Specifically, in order to further the above objectives, we urge the

Congress to make certain changes in the Estate Tax law, which has not been signifi-

cantly revised since 1941.

A. Reduction of Estate Tax Rates

1. The $60,000 estate tax exemption has not kept up with inflation.

It should be increased to at least *180,000.

2. Estate tax rates, up to 1,000,000 of taxable estate, should be

reduced, as detailed in Appendix 8.

8. Liberalization of Rules for Section 303 Redemptions

To provide more equitable treatment for unmarried stockholders

(including widows), and to offset the effect of the recent sharp

decline in the value of small companies# the requirements for

eligibility for a Section 303 redemption should be reduced to 40%

of taxable estate or 20% of gross estate. Further detail on this

proposal is shown in the attached Appendix C.
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C. Deferred Payment of Rotate Ta us on Small usines IntereSts

section 6166 permit., under crain conditions, a 10-year

payment of estate taxes on small business interests. * ovever,

the interest rate, currently at 9%, io so excessive as to ake

Section 6166 Of limited use. We feel the previous 4% rate, or

at least a 6% rate, Is more equitable.

Kr. Chairman and Senators, in conclusion, I believe very strongly in the

Importance of the smaller and independent enterprises as a vital part of the

American economy. Your concern is very greatly Appreciated.
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Appendix A

Corporate Employment Trends

Large business *

Small business **

1963

17.3

9.8

Employment
(millions)

1967

15.8

15.9

- 1.6

+ 6.1

sales a Receipts
($ millions)

Large business

Small business

$312.1

423.8

$500.3

500.6

+ $188.2

+ 76.8

* Large business assumed to be all corporations with $50 million
or more sales & receipts.

** Small business assumed to be all corporations between $100,000
and $49,999,999 sales a receipts.

sources Analysis by smaller Business Assooiatign of New England of
census data shown in the 1974 Report of the Senate Small
Business Committee.

6200 0 a Is * 1

, )
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A.Mpndix a

Present Nstate Tax Structur -

1. An exemption of $60,000 is deductible from the gross
estate in determining the taxable estate.

2. Estate tax rates are as follows

Taxable Estate

$0-
51,000-

10,000-
- 20,000-
30,000-
40,000-
50,000-
60,000-

100,000.
250,000-
500,000.
750,000-

5,000
10,000
20,000
30,000
40,000
50,000
60,000

100,000
250,000
500,000.
750,000

1,000,000

Tax Rate

3,
7

11

14
18
22
2S
28
30
32
35
37

ProPOSed Estate Tax Structure

1. The $60,000 estate tax exemption should be increased to $180,000.

2. Estate tax rates should be as follows,

TaxableEstate

$0- 50,000
50,000. 100,000
100,000- 150,000
150,000- 200,000
200,000- 400,000
400,000. 600,000
600,000-1,000,000

Tax Rate

5,

10
15
20
25
30
3S
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tails of EM od Change in Sotion 303, Esate Tax Lav

At the present time, in order for an estate to undertake a 303 redemption,

the closely-held stock must be at least 35% of the gross estate or 50% of the

taxable estate. ote would propose that these restrictions be changed to 20% and

40% respectively.

section 303 provides an incentive for smll business to be continued rather

than being sold out to big business. Xn order that Section 303 accomplish its

purpose in these days of depressed stock prices, we feel that certain teohnioal

changes are required in this aspect of the Estate Tax taw.

We propose that Seotion 303 be mended as follows:

1. Change the 50% limitation in paragraph (b) (2) (A) (ii) to a 401

limitation.

2. Change the 35% limitation in paragraph (b) (2) (A) (i) to a 20%

limitation.

The principal justifications for these changes are as follows

1. As a general guideline, the value of stock in closely-held companies

for estate tax purposes is usually detemined by comparison with market

value of traded securities, in accordance with Revenue Ruling 59-60.

For manufacturing and retail companies, the primary consideration is

usually cmparative price/earnings ratios. h comparison is usually

made with the smaller publicly-traded companies. As we are all aware,

the prica/earnings multiples for small public companies have dropped

sharply in the last few years. Thus, a block of olosely-held stock
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that in 1972 might have been 35% of the pose estate, oould very readily
not come anywhre being near that peromege no. We sounggt that, in
all taines, a proWt reduction ot the peroon a requirements i fully
justified.

2. Por *States vhioh make full ufa of the marital deduction, the 03O ot
taxable states' requirement is more easily met, AS this is 2S or lee
of the gross estate. However, states of sinqlo people, such as widows
who have inherited oonsideable' stock fhom tboix husbanfs, obviously
can nevet use the mrital deduotion, So they Would almost always be
involved with the 035% of gra estate rule. We think changing the
9ms estate* requirement to be half of the "taxable estate* requirement

would provide more equitable treatment of individual business omers.
3vn if the '501 of taxable estate" liitatio, is not reduced to 40%,
the 035% of gross estate' rule Should be changOd to 251.
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Mr. FAIUANxS. Now I would like to introduce our consultant,
Mr. Barth.

Mr. BARTH. In the interest of conserving your time and to further
emphasize the point made by Mr. Fairbanks relative to the continuity
of small busineises and fam businesses, I would like to relate to you
a story. Tis is an actual story, but the names have been changed.
I will use the name of John Heath. John Heath is a successful small

., businessman. He created jobs in his community. He bought equipment
and it formed a good tax basis for the local school system and all
other purposes. After about 30 years -Snator, you are smiling.
I trust maybe you have run across this. We see this so frequently.
After about 30 to 35 years, the gentleman complied with his wife's
suggestion that it would be time to take life easy and enjoy the fruits
ofh labor. So when it was decided he would dispose of his company,
he found that he had three Droepective purchasers. The first purchaser
was an individual who would like very much to have this closely held
company. He offered a good cash price for it. It was his intent t(,
continue the company with the same character that it had been
maintained. He wished to avoid changes in personnel at all levels of
the organization.

The second purchaser was a small closely held company whose
intent was very similar to that of the individual. The small closely
held company, however, saw the additional product line and the ad.
ditional facility as complementing its own. The third prospective
purchaser was XYZ Co. This is a publicly held company. The
representative of XYZ spoke to John Heath, my client, and said:
"You will learn that there is a distinct tax advantage in dealing with
me." And so John Heath sought counseling, He learned that the sale
of his company to the individual who had cash to pay for it would
trigger an immediate capital gains tax and therefore such a sale would
be costly. The same consequences would result should John Heath
sell his company to the other closely held business because certainly
the stock of the other closely held business had no public market value.
For all practical purposes the only medium of exchange which the
closely held company could use to expand its operations was cash.
Therefore the same tax consequences would occur. John then learned
that by transferring his stock to the XYZ Co., the publicly held
company, in exchange for shares of that company, he would not have
a taxable transaction in that the stock he received would take the
basis of the stock that he surrendered and clearly the representative
of XYZ Co. was correct when he indicated that he held a significant
competitive advantage over the individual or the small company.

Now this information was particularly distressing to John Heath
because for years he planned to pass on his business and keep it as it
had been. His concern for his long-time employees in the plant, for
members of his management team -and this concern is certainly
something that runs through small companies the paternalistic
attitude-and it caused him to fear that XYi might decide to
combine the operations of his small company with one of XYZ's
divisions was uprooting the company from the community and from
its labor base. John hat seen this happen.
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Now if the storY. that I have related to you repreen only anisolated incident then this certainly wouldn't have a very greateffnOct on our toW business community. But John Heath's predicamentis being experienced each day of the year. My associates and I routinelycounsel the owners of small companies who are faced with the sameproblem that John Heath faced in such a transaction. I think alsoabandoned plants and local pockets of unemployment bear witness to-fated transfere of company ownship.

Simply stated, our tax rules relating to the disposition of corporateinterests mitigate against small companies perpetuating themselves.on the contrary, they contribute significanty to the concentrationof power in fewer companies, which only become larger with thepassage of time. If you believe, as I do, that small business is thecornerstone of our free enterprise system, then it is blatantly incon-gruous to continue to make It disadvantageous for the owner of a smallbusiness to convey the ownership of his business to another smallbusinessman simply because all he has to pay is cash. Also at thisparticular time when it is in vogue to talk about employee ownershipand we hear a lot of ESOPS, the same results are Obtained. It is dis-advantageous for the employees to buy the company from their
employer.

As a means of correcting this inequity, may I suggest that theselling shareholders of a closely held company be permitted to carry-over the tax bases of their respective interests to such assets as areacquired within a limited time frame by application of the proceedsreceived from the sale. Now you will recognize this as--
Senator N n soN. Would you repat that?Mr. BART. May I suggest that the selling shareholders of a closelyheld company be p.rmittd to carryover the tax bases of their respec-tive interests in such assets as are acquired within a limited timeframe by the application of the proceeds. In other words, if they usethe proceeds from the sale, if they reinvest those withifi a limitedtime frame, which would have to be defined, that the new assetswould take the bases of the assets that were sold; the assets beingthe assets of the business. And Senator you ask a question and Ithink this was to the first witness, you asked about the dikerencebetween assets or stock. It would make no difference. If stock weresold it would be his basis in the stock. If assets were sold, it still

WOUld go through that basis.
Senator Baocx. Mr. Barth, may I give you a hypothetical? Let'ssay that I have $10,000 worth of base value accord ig to my invest.ment and I sell out for $100,000 and within 6 months I buy $100,000worth of Procter & Gamble stock. Procter & Gamble stock wouldbe valued at $10,000 for the purposes of capital gains taxation shouldI subsequently sell it. There woidd be no capital gains on the initial

sale.
Mr. BATrH. That is what I said.Senator LAxALT. How does your example relate to John Heath inhis situation?
Mr. BAmrT. In his situation, his basis in the company he sold, andlet's say he had $10,000 to use the same example, now if he had$10,000 invested and he sold his company for $100,000 and withinthe time frame he reinvested-
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Senator NuLsoN. What was the time frame?
Mr. BARTH. I haven't defined that. I think the Senator said 6

months, but I'm not really worried about that. But if within a limited
time frame the assets were reinvested, his capital was reinvested, the
new assets would take the basis that he ha in his old company,
which was $10,000.

Senator Lmurr. So there would be no recognized gain?
, Mr. BARTH. At that time.

Senator BROox. Until he sold the new assets?
Mr. BARTH. Right.
Senator BROoK. And that would be taxed at the same rate he would

have if he had sold the old?
Mr. BARTH. That is correct.
Senator BROCK. So you are deferring-the taxes?
Mr. BARTH. Correct.
Senator BRooK. Which is what you do on a tax-free merger.
Mr. MAUzR. Also in home mortgage or home equity the sameprinciple ap plies.
Senator LAXALT. What type of investment would John have to

deal in?
Mr. BARTH. I presume that would have to be defined, but it would

seem to me there should be great latitude there in order that he could
protect himself with some diversification in investment. You see at
the pre;3ent time if he is receiving stock only, he has no diversfica-
tion. This has brought catastrophic results to many previously
successful small businesses.

You can recognize that this is a very similar provision to what we
already have relating to the sale of personal residence. This is the same
thing we do in housing.

Senator BROCK. That is ri*ht.
Mr. BARTH. We are deferring taxes. We are not forgiving the taxes.

We are simply deferring it.
Senator B ROCK. Mr. Barth, can I interrupt you Just for a second and

suggest that if you are going to do that-and I think it does make a
lot of sense, or at least that is my- initial impression-that you also
rank in, and I assume you would, some support for changes in State
taxes, State exemptions because, as we are now taxing people, you'd
better not die if you own a small business because you are going to
lose it and you are going to be wiped out. And there is no relief unless
you have public stock.

Mr. BARTH. That is true.
Senator BROCK. So the same situation is even worse in the case of

the death of a major owner.
Mr. BARTH. Weil, we speak of the need for capital in small business.

I would like to pursue this one step further and say if those proceeds
from the sale of John's company, if they were reinvested in another
small business, the tax deferral business should again be present upon
the distribution of the succeeding business. In other words this may
have a chain reaction as long as the man is investing and is in the
defined, controlled position of a small business.

Now while the term "closely held" requires definition and other
circumstances requisite to the transaction requires formalization, and
this I recognize, the objective of this proposal should be self-evident.
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My belief that a successful small business means jobs and industry
within a community, that often voids the larger employer. And my
belief that a small business should not be the victim of discrimination
in this respect and that further we must maintain our position as an
industrialized nation leads me to conclude we cannot afford to suppress
the entrepreneurial talents of any of our people. And these are some of
the more obvious reasons for asn for what I consider to be equal
opportunity for the small entrepreneur. Thank you.

senator LAdrAT. We don't hear any discussion at these hearings at
all about the insurance factor in insulating against the estate tax
situation. Is this no longer in vogue in small businesses?

Mr. BARTH. No, I think It is In vogue.
Senator LAXAr. Should there be some different treatment of the

insurance factors as assistance from us taxwise?
Mr. PUNDUROAST. You are suggesting insurance proceeds be taxable?
Mr. MAUUR. They are taxab1 Ibelieve.
Senator BNTsN. No, your insurance premiums-
Mr. MA&UD. Excuse me, I meant the payment of the tax premium.
Senator Bmitsu. Your insurance premiums are not a taxable

expense. That is your point. So they are paying a very substantial
premium with no credit on their taxes to try to maintain that kind
of liquidity.

Oie of the other problems you run into in a smill corporation is
you have a fellow who has a $10,000 tax base and he decides he wants
to retire and he doesn't want to merge Into a company but really
wants diversification, so he decides to sell. What is he faced with?
He is faced with a 35-percent capital gain and another 2% percent on
preference tax and in New York and California he is faced with
another 5 percent, so you are talking about 42 percent. So he says,
"I won't sell." And so you have peo pe making tax decisions and not
investment decisions. So then you don't have the liquidity.of capital.
And that I think is a very serious problem we have in this country.

How many of you can float a new issue today? I floated a new
issue back hi 1958 and today I couldn't at all go public if I was back
in business trying to get started. I don't think the day has passedwhen you ae going to have a new Polaroid or a new Xerox, yet I
don't know how you are going to fund them in this kind of a capital
market.

Mr. BARII. You could pursue the point you are making Senator,
and say today some compares do go public merely to get versifica-
tions to give them liquidity for their estate and they have no business
going pu-blic. They are then saddled with tremendous redtape and
in their mind; they are still philosophically operating their business
as a small business, although it must conform to all of the regulations.

Senator ByuNTsiN. Wel[ the small company trying to go public
has almost an impossible task. The multiples really don't work out
but for a very, very few. And you don't have the kind of support on
the stock market for these new firms that you used to have.

I'm sorry, Mr. Chairman, for interrupting, but I feel kind of strongly
on that.

[The prepared statement of Mr. Barth in full follows:)
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WILLIAM D. _SAMU

worldwide Director of small Business
Arthur Andersen I Co.

Consultant to
mr. Frank B. Fairbanks, Jr.
Smaller manufacturers Council
Pittsburgh, Pennsylvania

Before: Joint meeting of Senate Select Couuittee on Small
Business and Senate Finance Comittee

Subjects Small Business Tax Reform

Dates September 24, 1975

Utilizing his entrepreneurial talents supported

by an intimate knowledge of each facet of his business,

John Heath developed a thriving small company. Plant

facilities were 'expanded, new jobs were created, and the

economic well-being of the community was enhanced by the

presence of this successful closely-held company.

John's desire to enjoy the rewards of nearly

thirty years of hard work and to improve the liquidity of

his estate led him to the decision to se11 his company.

Once this decision became known, three prospective buyers

indicated a desire to enter into negotiations for its

purchase.
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The first purchaser, an Individual, found John's

company much to his liking, and offered a good cash price for

it. It was his intent to continue the operation in its present

location, wishing to avoid changes in personnel at all levels

of the organisation.

The second prospective purchaser was a small, closely-

held company whioh wished to acquire John's product line and

productive capacity to complement its own. Much the same as

the individual purchaser, the small acquiring company offered a

cash price, and looked forward to continuing the operations

which John developed with as little change as possible.

A third prospective purchaser was XYZ Incorporated, a

publicly held company whose representative emphasized that

there was a significant tax advantage which John could realize

should he dispose of his company for stock of XYI.

Seeking counsel, John learned that the sale of his

company to the individual purchaser for cash would trigger a

substantial capital gains taxi thus, such a sale would be

costly. The same consequences would result should John receive

cash as consideration from any other purchaser, and since there

was no market available for the disposition of the stock of a

closely-held company, cash was the only practical medium of

exchange should John sell to a small company, the second

prospective purchaser. John then learned that by transferring

his stock to XYZ in exchange for shares of that company, he

would not effect a taxable transaction as the stock he received
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would take the cost basis of the stock he surrendered. Clearly,

the representativ* of XYI was correct when he indicated that he

held a significant competitive advantage over the individual or

the small company.

The foregoing information was particularly distressing

to John as for years he had planned to pass-on his business to

a purchaser who would continue the character of the business as

John had molded it. His concern for his long-time employees in

the plant and for the members of his management team, which is

common among the proprietors of closely-held companies, caused

him to fear that XYS might decide to combine the operations of

his small company with one of XYS's divisions, thus uprooting

the company from the community and from its labor bass.

If the story of John Heath represented merely an

isolated incident, the consequences would not be very important

to our total business community. But John Heath's predicament

is being experienced each day of the year in every state of our

nation. My associates and I routinely counsel the owners of

small companies faced with the same painful decision that John

encountered. Abandoned plants and local pockets of unemployed

bear witness to the possible consequences of an ill-advised

transfer of company ownership.

Simply stated, our tax rules relating to the disposition

of corporate interests mitigate against small companies perpetuating

themselves; on the contrary, they contribute significantly

to the concentration of power in fewer companies which thus
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become even larger with the passage of time, If you believe,
as I do, that small business is the cornerstone of our free
enterprise system, then it is blatantly incongruous to continue
to make it disadvantageous for the owner of a small business to
convey the ownership of his business to another small businessman

simply because he must pay for his purchase in cash, rather

than stock, Isn't it ironic that the advocacy of employee

ownership is in vogue, yet the employees, whether in a small
group or represented collectively by an RSOP must bargain at the
same disadvantage as any other purchaser who has only cash

to offer.

As a means of correcting this inequity, may I suggest

that the selling shareholders of a closely-held company be

permitted to carry over the tax basis of their respective

interests to such assets as are acquired within a limited time

frame by application of the proceeds received from the sale.
(You may recognize the similarity between such a plan and the
opportunity now available to defer the payment of taxes on the

sale of a personal residence.) It is further suggested that
proceeds of sale of a closely-held company not reinvested

within the allowable time period would be subject to tax at

reduced capital gains rates, the lesser rates giving recognition

to the impact vf inflation. In the event cash proceeds of

sales are invested in another closely-held business, the tax-

deferral privilege should again be present upon the disposition

of the succeeding business.
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while the term "closely held" requires definition and

other oircumstanoes requisite to the transaction require formaliza-

tion, the objective of this proposal should be self-evident.

My belief that a successful small business means jobs and.

industry within a community often without a larger employer, my

belief that small business should not be the victim of tax

discrimination, my belief that to maintain our position as

a leading industrialized nation we cannot afford to suppress

the entrepreneurial talents of our people--these are but some

of the more obvious reasons for asking for equal opportunity

for the small entrepreneur.
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Mr. McDONALD. Good morning, gentlemen. I am Charles McDonald
and I am chairman of the Fe era Legislative Committee of the
Council of Smaller Enterprises of Cleveland. I would like to thank
you for this opportunity to testify before your committee. Also, on
behalf of the 800 small business companies who are members of the
Council of Smaller Enterprises, I would like to thank you and the
members of your committee for the thoughtful consideration you have
given small business during the course of your legislative efforts.

Congressman Vanik, in testimony during recent Ways and Means
Committee hearing stated: "You fellows come with hat in hand
requesting tax relief. Tell us how to do it without destroying the tax
system." We propose to attempt to do so today. As we announced
during our June 1975 testimony, we have formed a committee of pro-
fessional accountants to identify research areas of needed tax reform
for small business. The Government Taxation and Regulation Com-
mittee has met this challenge by writing a comprehensive report on
several significant tax reform proposals. The report places heavy
emphasis on reform which will pro;ide small business concerns with
needed capital formation tools that will eliminate needless complexities
of present tax regulation.

We have three committee members who will summarize the salient
points of our testimony: Mr. Barnes he will start our panel discussion.

Mr. BARNES. My name is David Barnes and I am a CPA in Cleve-
land, Ohio. I also chair this committee.

The Government Taxation and Regulation Committee has re-
searched 11 tax reform proposals covering many broad topics. Because
of time limitations, my colleagues, Mike Shemo and Bill Tomko will
make capsuled presentations of the key points covered in the detailed
research findings which have been presented in our written testimony.

Our report on depreciation accounting methods was presented at
yesterday's hearing. Therefore, Mike Shemo will open today's pro-
gram by presenting a report of the need to increase the amount of
allowable accumulated earnings credit.

Mr. SHEMO. Thank you. I am Mike Shemo, a partner in Schultz,
Krahe, Martin & Long, a local CPA firm in Cleveland, Ohio. Section
531 of the Internal Revenue Code imposes a penalty tax on corpora-
tions which accumulate earnings with the purpose of avoiding taxes
on shareholders. With one exception insofar as decided cases are con-
cerned, the accumulated earnings, penalty tax has been applied only
to closely held domestic corporations. This type of corporation gen-
erally falls within the definition of a small business.

We do not wish to quarrel with the need for a law or means to
penalize abuses or tax avoidance schemes. Our purpose is to impress
you with the need for a meaningful adjustment to the accumulated
earnings credit. We would like to see the small businessman freed from
the fear of being penalized for conservative business policies.

Present IRS regulations state that a "retention of earnings and
profits to provide against unrealistic hazards" suggests that earnings
have been unreasonably accumulated. However, it is clear that cer-
tain real business contingencies are not unrealistic hazards even though
the ultimate monetary impact may be uncertain. Thus, the courts
have recognized the right to accumulate funds in the face of unsettled
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conditions in the pa ticular Industry as a whole, threat of strike and
risks peculiar to the industry.

It would seem to be desirable to permit a corporation to accumulate
and retain in liquid form an amount sufficient to insure that a recession
or change in the market conditions will not cause the corporation great
hardship. The analysis of some courts, which, in effect, insist upon an
accounting for every dollar of surplus, seems to require that the
corporation forever operate two steps ahead of the sheriff. The mere

Fact that the amount of such contingency fund might be difficult to
fix should not seriously mitigate against the merits of the idea.

We are recommending that new legislation be written to correct
present-day deficiencies -inherent in the a plication of code section
531. The legislation should strictly require the .imposition of the
penalty tax only in cases where tax avoidance is the sole motive
behind the retention of earnings. Legislation should increase the
accumulated earnings credit to at least $500,000 and even more im-
portantly permit the small businessman to accumulate a reasonable
amount of liquid assets as a reserve for unidentified contingencies
such as a receSsion or economic slowdown. This would provide small
businesses with the opportunity to better compete with the larger
publicly held companies by putting them on a more equal footing
particularly in times of critical economic downfall.

Senator IASKELL. Didn't we just increase the accumulated earnings?
Mr. SHMO. To $150,000,
Senator HASKELL. To what?
Mr. SshMo. To $150,00 O -
Senator HASKmLL. You are advocating $500,000?
Mr. SHEMO. Five hundred thousand dollars, but even more impor-

tantly than that, Senator, I think there is a misconception in a lot of
people's minds that the accumulated earnings credit of $150,000 or
$6500,000 allows the businessman to set aside t at amount of money for
the so-called unidentified contingencies. All that credit means is that a
company, who is small enough if they haven't accumulated that much
in earnings, is basically exempt from the penalty tax. Once a company
has accumulated under present-day law $150,000 of surplus, and has
invested it in.strictly business assets like equipment and receivables
and inventory and so on, he is not permitted under present law to
accumulate $1 of excess cash just as what we call a reserve fund. He
must account for every dollar of surplus. He must account .for It
based on a working capital formula. They do allow you to maintain
sufficient funds for your present working capital requirements and it
would also allow you to accumulate dollars for specific future acquisi-
tions of assets or what have you. But they have to meet very specific
requirements. The courts have been very tough on this.

Senator LAXALT. Under present conditions, why should there be
any limitation at all?

Mr. SHEMO. Frankly, Senator there is some possibility of abuse.
Senator LAXAL'. In what areas do you think there would be abuse?
Mr. SHEMe. In situations where companies have accumulated

earnings and really have no need for them and simply do not pay
them out to the shareholders because the shareholders wish to avoid
the tax. As a tax specialist, I can't say I wouldn't mind seeing that
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provision go. But realistically sp I, there are situations whereabuse can take place and r think the Treasury Department will
rightfully point that out.

Senator LAXALT. Of course, the taxes will be paid on the front
end. All you are doing is alow. the imposition of the double tax.

Mr. ShzMo. We are strictly talking about the double tax.
Senator LAxAwT. Which is unfair-in my judgment too. You can

talk about "double-dipper" out here, but that is the real "double-
dir. Smno. The second area I wish to discuss is the net operating

loss carrover. New corporations and particularly smaller enter-
prises, often undergo a substantial period of operating losses at the
beginning of their existence. Because of the inability to carry back
such losses and the 5-year limit on carryovers, these corporations may
experience the situation where they may not have a sufficient period
of time to permit taxable income to reach a level where initial losses
can be fully absorbed. Because of this problem we advocated in testi-
mony earlier this year before the Senate Select Committee on Small
Business that the net operating loss carryover period for new cprpora-
tions be extended for a period of 8 to 10 years.

In support of our position, we have conducted a survey of the
members of the Council of Smaller Enterprises concerning their ex-
perience with current net operating lose carryover. Of those who
responded, over 50 percent had experienced initial net operating
losses and of those, 28 percent were not able to absorb them in full.
The total amount of unabsorbed initial losses was $2,870,000, and we
are talking about small businesses.

While existing corporations can take advantage of an 8-year period
by carrying back 3 years and forward 8 years, to absorb losses, a new
business is limited t a 5-year carryover provision at a time in its
corporate existence when it needs a longer period. Since smaller enter-
prises are dependent on internally generated capital for growth, the
current limit on the net operating lose carryover period can have an
adverse affect on such growth. If the period' vre extended, however
the resulting tax benefit could be used to flu .e-% the second stage of
a small enterprise's growth and frankly just 1bW it to exist. In the
long run, it would aow it to continue to expand with resulting long-
term favorable impact on both employment and taxes.

I would like to now introduce Bl Tomko who will discuss the
need for uniform State tax requirements.

Mr. Towco. My name is Bill Tomko and I am with Arthur Young &
Co. and am a member of the Cleveland Council of Smaller Enter-ries' Government Taxation and Regulation Committee. I would

e to discuss the problems that small businesses encounter in dealing
with interstate taxation.

This is a very sensitive area as you pointed out, Senator Haskell,
in the June testimony. I want to emphasize in the front end that we
are not talking about regulating a State or municipality's ability to
levy a tax or collect a tdx, but rather we are talking about the need
to simplify the forms and the procedures which businesses have to
comply with in a variety of States. As the situation now stands, a
business is faced with 50 different tax forms if they are in 50 different
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States with 50 different sets of requirements and reporting on the
forms. For instance the popular three-factor formula for allocating
income sounds simple and sounds uniform on its face but in practice
the forms require a multiplicity of information. Certain States require
that you break down the individual assets within the State, for
instance, furniture and fixtures in that State, depreciation on furni-
ture aid fixtures in that-Stae and depreciation out of that Stae. This
requires a terrific amount of separate bookkeeping and is time
consuming at the end of the year and is totally unproductive and in
my opinion unreasonable.

Senator NisON. We are aware that there is a great deal of variety
in the tax systems of the several States. Some States have personal
property tax and some don't; and some States tax income at various
levels; and some assign a percentage of income made in one State and
you pa on that. What is your remedy?

Mr. 4 'OMKO. I suppose as a practical matter you would need the
wisdom of Solomon -t propose an exact answer.

Senator NaLsoN. Then we'd, better move on to another subject.
Mr. TOMKO. What I think is a reasonable alternative is a prodding

of the existing States-well, I mean the States have formed the
multitax commission to deal with this problem. Perhaps there should
be some prodding in the direction of adopting a uniform form. The
rates, enforcement, and collection would be left up to the States.

Senator BROCK. If I may suggest this, in Canada the provinces
are allowed to impose a surtax on the corporate tax. They are not
allowed to set their own tax or change the premise of the tax, but
they are allowed to set the rate of the surtax to 2 percent, 2% percent,
4 percent. It is a much more efficient system. You just have one
code. Everybody operates under the same system. It is a progressive
tax.

Senator NELsoN. This is the tax on income?
Mr. Tom.KO. That is the primary one we are talking about.
Senator BRocK. And frankly if you could ever get something

like that in this country, that might be helpful. &Iou do tie the
responsibility of revenue to the people who raise that tax and the
legislation has to contain that action, but I am referring to an abso-
lutely uniform method of transaction across the country. I think it
makes a whole lot of sense.

Senator NaLsoN. I don't understand. What you are saying is
that States tax income at various percentage levels and some States
don't even have an income tax, so how do you handle that? How
would you handle that in Wisconsin, Oregon, New York, Minnesota?

Senator BRooK. Well in Tennessee we have no income tax in my
State.

Senator NELsoN. But how do you handle that because you couldn't
have a corporation with an interstate operation paying a lower level
of income tax than the competing resident businesses.

Senator BROCK. What I am suggesting is that the tax would be
absolutely uniform within the State, but the State could use the
Federal taxes rather then creating its own collection mechanisms
and different forms. And so you would use the Federal system as the
central tax system both in terms of premise and operation. You

62400 0 a to 0 It
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would simply tell the Federal Government and Tennessee that we
want to add 2 percent to the Federal tax. That tax then is collected
for the State.

What this does is enormously simplify the tax system. And frankly
I don't like property and sales tax, but this to me is a much simpler
system. This to me will be a better way to do It.

Senator NzLsoN. You mean if they do have a personal property
tax?

Senator BRocK. There is nothing we can do about it there.
Mr. PDRDIRGAST. Mr. Chairman, the problem here is more a

question of taking the taxable Income and allocate. among the
States. If you have a company that just operates within one State,
there is no problem about that. The Canadian approach would not
solve that problem. If the corporation has $100,000 worth of pretax
income then what Senator Brock says is yes, we can tax it on that
basis. lhe problem is how do we determine what percentage of that
was earned in Tennessee and what porontage of that was earned in
Mississippi. There should be one formula allowed and not just one
tax rate. It almost doesn't make too much difference what the formula
is, just that there is a formula. As It is now, you can end up balng
taxed on more than 100 percent of your income. For instance, the
method of taxation of one ol the mineral producing trusts in Minnesota
ended up in a duplicate tax because Minnesota taxed it as royalty
income and other States taxed it as dividend income.

The problem as I understand it is complex. The National Associa-
tion of State Tax Administrators has been working together for the
last 4 or 5 years and has managed to come up with about 17 different
proposals. They claim in the next year they are going to be able to
come up with one proposal. If they don't, I think it is necessary for
Congress to insist on even an arbitrary proal so that you won't
have this type of multiplicity of reporting an d nmultipi city of methods
of determining allocation of income from State o State..

Senator Bnocx. And all these costs are passed on to the consumer.
Mr. PDNDORGAST. That is correct.
.Mr. ToMZo. The schedule in our written testimony following page

87 lays out some of the more common adjustments a corporation
would have to go through in just determining what the State taxable
income would be before the apportionment factor even came into it.
I'm talking about the adjustments to the Federal tax.

Senator nsox. Have you completed your testimony?
Mr. ToMtO. I would lie to talk about now some of the problems

a small business would have in implementing and using LIFO. LIFO
is an inventory costing system which significantly lessens the effects
of inflation on a company's income statement. LIFO essentially
works by relating the cost of an item sold to the cost the selling
company will incur when it purchases or replaces a manufactured
item. This is on page 69 of our testimony.

While it is true that any enterprise's inventory may determine the
cost of that inventory by use of the LIFO method, the regulations
governing its use are so complex and ambiguous that smaller businesses
are frequently unable to comply and, therefore unable to use LIFO.
Under the primary methods of computing LIFO, illustrated in table 3



987

of the LIFO testimony, the regulations fail to clearly spell out what
Is, and is not, an acceptable method of implementing and applying
these methods. Of particular concern are the following: Fa.lure to
clearly define when and under what conditions tho use of a method of
even the double extension method is acceptable; failure to reasonably
define what is an adequate sample size; failure to define currently
what constitutes a new item of inventory and the conflict between
Treasury regulations 1.471(2)(0) and 1.472(2)(0). In addition toresolving and clarifying the aforementioned conc ts and ambiguities,
we request that consideration be given to revising the LIFO regula-
tions in two more fundamental ways. Consideraton should be given
to providing a relief provision which would prevent a company from
losing a substantial portion of the LIFO benefit when its year-end
inventory has decreased significantly due to extraordinary reasons.
Small businesses with their relatively smaller inventory amounts are
particularly vulnerable to significant variations in ending Inventory
and they are, therefore, hard hit by this lack ot a relief provision.

Currently most retail merchants and some wholesale establishments
are spared the necessity of computing an index or percentage relation-
ship of the end-of-the-year prices to the beginning-of-the-year prices
on an item-by-item basis that other companies must use. These
retailers and wholesalers are permitted to use Bureau of Labor stand-
ard indices which determine the rate of price increases in their inven-
tory. We submit that consideration should be given to allowing other
businesses to elect to use the Bureau of Labor standards wholesale
price indices to evaluate at least the material content of their inventory.

While we concede that the use of Bureau of Labor standard indices
would only currently be based on national averages and not appli-
cable to any one busmess, it would provide a reasonable approximaon
of price level movements in inventory.

Senator NzLsox. Thank you. Let's see, there is one more witness.
Mr. Mauer of the Independent Business Association of Wisconsin.

Mr. BARNES. We have not completed our program, Mr. Chairman.
Is there some timing problem?

Senator NXLSON.-Yes, each panel was notified that the total tim.e
was an hour for each panel. We have one more panel to hear from this
morning. It is now 10 minutes to 11. Do you have something in addi-
tion?

Mr. BARNES. Yes, we have several more reform proposals.
Senator NELsoN. Well, let's hear Mr. Mauer and then come back

to you. Are they in addition to those listed in Mr. Ward's statement,
the five items on page 2?

Mr. BAitNs. Yes, the remaining sections deal with accounting for
goodwill on corporate balance sheets; irregularities in subchapter S
regulations; the Domestic International Sales Corp., a new look on
that; estimated tax refunds for corporations on overpaid estimated
taxes; and then a little section on business search expenses.

Senator NELSON. Well let's hear from Mr. Mauer and see what we
have left as to our time. Your prepared statement will, of course, be
printed in full in the record.

[The prepared statement by the Council of Smaller Enterprises of
Cleveland in full follows:)
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INTROSUCTORY STATEMENT F

Charles R. McDonald, President
McDonald Equipment Compary37200 Vine Street
Willoughby, Ohio 44094
Chairmen Of The Feral Legislation Committee

Of The Council Smaller Enterprises
690 Union Commerce Building
Cleveland, Ohio 44116
Mr, Chairman and Mmers of the CoWltteI

I would like to thank you for this opportunity to testify before your
Committee. Also, on behalf of the 800 small business companies who are members
of the Council Of Smaller Enterprises I would like to thank you and the members
of your Committee for the thoughtful consideration you have given small business
during the course of your legislative efforts.

As we announced during our lune, 1975 testimony, we have formed a commitee
of professional accountants to identify and research areas of needed tax reform.
The Government Taxation and Regulation Committee has mat this challenge, by
writing a comprehensive report on several significant tax reform proposals. The
report places heavy emhasis on reform which will provide mall business concerns
with needed capital formation tools that will eliminate needless complexities of
present day tax regulations.
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INTRODUCTION TO TESTIMONY

As we stated In June, the crucial problem confronting business today is the

k, securing of funds with which to finance Its future growth. This problem is particu-

larly troublesome for the smaller enterprises. Sall businesses are at the end of

the line when they seek funds from third parties. These small enterprises are de

facto prevented from entering the equity markets in any meaningful way.

The aggregate amount of new stock issues sold by corporations with net worth

of $5 million or less has fallen from a yearly average of $759.1 million for the

four year period 1968 - 1971 to a yearly average of $372.8 million for the

January 1, 1972 - June 1. 1975 period; indeed, during the current expansionary

period of stock prices there had been no new issues during the first five months

of 1976.

Accordingly, small businesses have been forced to secure ever increasing

amounts of debt, frequently at extremely high costs, to finance their operations.

According to statistics developed by the Treasury Department in 1973, small

manufacturing corporations, those with assets of $1 million or less, had a debt

equity ratio of 93.6%, whereas, the debt equity ratio of all corporations was

62,1%. Perhaps a more Important statistic is the fact that 65.8% of the smaller

business's debt was short-term debt, whereas only 29.3% of total corporate debt

was short term. During 1974, the effective average rate of interest on business

loans of $10,000 to $1 million exceed 10% for the entire year. The rates charged

on the smallest loans were on the average 6% higher than the rate charges on loans

in excess of $1 million, In addition to the obvious long range problems of debt

financing, another adverse effect has been the expanding power of creditors to

mke or break a small business by approving or rejecting loan requests.
continued....
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As a result of decreasing available outside financing, today's small enter-

prises are forced to increasingly look to internally generated funds, or, after

tax profit retained in the enterprises as the primary source with which to

finance their future growth. According to testimony by the Department of
* Treasury for all corporations taken as a whole, retained earnings in real tens

have declined from 3% of GNP in 1965 to a minus percentage in 1974. In otherwords,

the rate of earnings retention has actually decreased when adjusted for inflation.

This problem is further illustrated by the fact that in 1968 retained earnings

provided in excess of 20%,of the now funds for capital formation. By 1974, this
source shrunk; providing only 6% of capital expenditures. Small firms have been

particularly hard pressed to retain earnings.

If the small business enterprises, which provide 52-53% of the total employ-
ment in this country, are to continue to thrive and grow, and to absorb their

share of our expanding labor force, capital funds must be available when needed.

The following proposals that we shall submit are designed to equalize this

disparity and increase the availability of funds for America's smaller enterprises.
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PRESENT TAX DEPRECIATION RULES ARE

YESTERDAY'S ANSWER TO TODAY'S PROBLEM

INTRODUCTION:

Present tax depreciation rules and regulations need to be overhauled

and replaced with progressive programs that meet .the needs of today's changing

business environment, The new programs should provide small business concerns

the flexibility to internally generate capital by employing a liberal, non-

cumbersome, rapid depreciation write-off method which will maximize depreciation

charges in times when funds are needed for expansion.

The only chance of attaining effective reform of present rules and regula-

tions is for Congress to make an objective analysis of present depreciation

practices, reflect upon the analysis and answer these questions:

1. Do present depreciation regulations enable businessmen to recover
their capital equipment investments quick enough to offset effects
of inflation?

2. Do present regulations need to be as complicated as they are?

We believe the answer to both of these questions is "no".

To support our position, the opening section will discuss some of the

broad economic problems faced by businessmen when trying to make capital in-
vestment decisions. The second section of this report will explain present

tax depreciation accounting practices in order to point out some of the basic
complexities. This will be followed by Section 3, a presentation of why

liberalized depreciation rules are necessary to help business concerns generate

needed replacement funds. This section will also discuss the severe inflation

which has ravaged the machine tool industry. Sections 4 and 5 will discuss the

concepts of timing differences and return on invested capital as to their affect

on tax revenues.

continued....
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Introduction (continued....)

Section 6 will present a broad explanation of depreciation policies in other

industrialized nations. Finally, Section 7 will present our alternative tax

reform reconmendations, 60% ADR and Capital Cost Recovery depreciation.
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SECTION 1. Why Depreciation Rules Need To Be Reformed

A very strong argument supporting the need for a liberalized depreciation

or capital cost recovery program is the positive effect such a program would

have upon the never ending battle to hold inflation in check. We believe that

a liberalized capital cost recovery program will provide the business community

with the funds needed to reinvest in new plant and equipment. Capital equipment

investment programs are an effective means of improving productivity. Unless

productivity can out-pace wage demands, it is impossible to keep inflation in

line. This was dramatically illustrated in 1973 and 1974 when the consumer

price index was rising at an annual growth percentage of 6% and 11% respectively.

A great deal of the price inflation that occurred during these two years was

the result of inventory stockpiling brought on by speculation concerning future

price increases and demand for goods and services. However, in the opinion of

many economists, if speculative demand for goods and services were factored out

to produce normal demand, there would still be substantial productivity shortages.

Thus, with wage increases already out-pacing productivity gains, the only effective

solution to demand fueled inflation is a massive investment in new plant and

equipment.

The severity of the present shortage of productive capacity was highlighted

in the March, 1975 International Economic Report of the President. The report

notes that the average age of capital investment is older in the United States

than in other industrialized nations, most of whom replaced their equipment after

World War II. The report estimates that 30% to 40% of U. S. productive capital was

in existence before 1960 compared to 15% to 25%.in these other industrialized nations.

This results in a greater portion of capital investment dollars being invested in

replacement assets rather than assets which will expand productivity. This situation

puts us at a serious disadvantage when competing in the international trade markets,

continued....
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Section 1. (continued.;...)

the success of which depends upon the price and quality of manufactured pro-

ducts. Thus, our goods are less attractive in overseas markets.

It will not be easy to solve the problem of inadequate productive capacity.

There are two shadows which darken the prospects for resolution. One being a

shortage of investment capital and the second being the pessimism with which

businessmen view the future.

Between Government deficit spending and the OPEC oil cartel, available

investment capital has all but disappeared. The outlook for improvement is dim,

This year, the Federal Government will be entering the money markets (in competi-

tion with private enterprise)to drain off $80 to $90 billion dollars to finance the

forecasted deficit. The OPEC countries are holding billions of dollars which$

because of international politics, may or may not be recycled back to the United

States. Capital availability problems are compounded further when you consider

the huge investment which will be required to obtain energy self-sufficiency and

to comply with environmental and health and safety requirements.

The second problem is business confidence. The business sector has watched

their inflation adjusted profits decline 58% since 1965 (Testimony from Treasury

Secretary Simon). At the same time, there is more and more talk of increased

Government regulation and even talk of industry nationalization. Businessmen

are fearful of additional taxation which seems inevitable as 1) unemployment

funds are depleted, 2) the cities and states face growing financial difficulties,

and, 3) Social Security expenditures run well beyond present funding levels.

David Rowe in the.University of Pennsylvania's Wharton Forecast states that

business confidence has taken such a beating that businesses are wary about in-

vesting in new plant and equipment. This is supported by reports recently released

by the Commerce Department. These reports state that business concerns are scaling

continued....
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Section 1: (continued....)

back their capital spending plans for 1975. Businessmen plan to spend $114.24
billion on plant and quipent in 1975, only 1.6% above the 112.4 billion spent
in 1974. This is down from a 4.6% increase forecasted in January, 1975 which
was cut back to 3.3% in March, 1975. The Conference Board research organization
reported that the nation's 1,000 largest manufacturers decided in the first

quarter of 1975 to reduce ts yearrs capital expenditures by $1 billion.

Thus, we can see that the uncertain outlook of business conditions and

the lack of investment funds are severely impeding the cure of one of our major
economic ills; namely, a shortage of adequate productive capacity. It is not
within the scope of this report to resolve all of the problems just discussed.

However, we believe that a liberal capital cost recovery program wi11 be one

step In the right direction towards encouraging Industry to modernize and ex-
pand productive facilities as a means of resolving some of the economic problems

faced by our country.
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SECTION a. Toays Rules Are policted. Mcinving a 9"Ef of

BOokkftging Pefetion Which Is Not hodi

1The tax laws permit the deduction of a reasonable allowance for the ex-

haustion, wear and tear of property used in business or held for the production

of income. This is a relatively simple concept with the purpose of allowing

the taxpayer the realization of a return on his capital investment. Unfortunately;

the present tax law, In attempting to clarify a "reasonable allowance", has

created a preponderance of rules and regulations which serve more to increase the

burden of record keeping than to assure fair and, reasonable deductions.

Let us briefly review some of the requirements of current tax regulations:

epreiation Methods

There are three generally used methods of computing depreciation. The most

common method is Straight-Line which assumes that depreciation is sustained at

a uniform rate throughout the useful life of the property. Depreciation under

this method is computed by deducting in equal annual amounts the cost of the

property less its estimated salvage value over its useful life.

The other two genev'ally used methods, Double Declining Balance and Sum of

the Years-Digits, are termed "accelerated" since they provide for the greatest

depreciation in the fMast year and subsequently smaller deductions each suc-

ceeding year. Double Declining Balance is computed by applying a rate of up to

200Z of the straight line rate to the decreasing book value of the asset. Under

Sum of the Years-Digits, changing fractions are applied each year to the original

cost less salvage value.

The above-mentioned methods, however, may not be used for all depreciable

property. The tax regulations have placed certain restrictions on the deprecia-

tion of used property, realty, and property with less than a three year life.

continued....



969

j~in2 (continued....)

The substance of these restrictions are as follows:

1. Accelerated methods are applicable only to new property with a useful

life of three years or more.

2. The Declining Balance method may be used for used property at a rate

of not more than 160% of the straight-line rate.
3. Accelerated methods are not allowed for new real estate except that

real estate bought or constructed after July 24, 1969 may be depreciated
using the 150% Declining Balance method or any other consistent method

which does not give greater allowances in the first two-thirds of useful

life than the 150% Declining Balance method. However, in the case of

new residential rental property where at least 80% of the gross rentals
come from dwelling units, the tax laws permit the use of 200% Declining

Balance and Sum of the Years-Digits methods.

4. No .accelerated methods are allowable in the case of used realty bought
after July 24, 1969 except that used residential rental property with

a useful life of at least 20 years may be depreciated at 125% Declining

Balance.

Salvage Value

Usually a business asset has very little market value remaining at the end
of its useful life. Whether due to physical deterioration or technological ob-

solescence. the ending value of the property is often minimal. The tax laws

state that in no event may an asset be depreciated below a reasonable salvage
value under any method of computing depreciation. However, the laws do permit

the taxpayer to disregard all or a portion of the salvage value by allowing a
reduction In salvage value of up to 10% of the basis of property with a life of

at least three years. The effect of these regulations is to require the taxpayer

continued ...
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Savg aus (continued .... )

to estimate the value his newly acquired property will have up to twenty or

Thirty years In the future and to maintain detailed records of yearly depreci-

ation charges to assure that he does not depreciate the minimal salvage value.

The value of this restriction appears somewhat minimal itself since upon dis-

posal of the property, whether at the end of Its useful life or earlier, any

difference between the undepreciated cost and Its disposal value will be re-

cognized as a taxable gain or loss. Whether the property has been depreciated

down to salvage value or to no value has no effect on the total expense taken

over the life of the property. The only difference exists in the timing of the
expense and that effect is usually very slight.

Bonus Dereciation

In addition to the annual depreciation allowed under the methods previously

described, the tax regulations permit an additional first year deduction of 20%

of the cost of property having a useful life of at least six years. This "bonus*

depreciation is limited to $2,000 in any year and the taxpayer is required to

maintain records specifically indentifying the property eligible for additional

first year depreciation and how and from whom the property was acquired.

Proration of Oeriation Allowance

In the event that depreciable property is not acquired between December 16th

or January 16th of any given years the tax regulations require the taxpayer to

calculate by half months the percentage of a year's depreciation which may be

claimed for each asset. In effect, this proration requires the taxpayer to split

one year's depreciation deduction in Increments of half months between the first

and last years of the assets life. The amount involved ( a portion of one year's

continued....
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Prortion of Depreciation Allowance (continued....)

depreciation) does not seem to justify the record keeping burden imposed by

This regulation.

Capt tlization Minimum

At the present time, the Internal Revenue Service generally allows the

current deduction of purchases under $600 rather than requiring the capitalization

of these minimal expenditures. Although this in itself does eliminate substantial

record keeping costs, additional savings could be achieved by increasing this

limit to $2,000. Since these purchases generally have a life of only two to three

years and are replaced at the end of their usefulness, the actual annual tax do-

duction generated by expensing In the year of purchase would closely approximate

the annual deduction presently allowed from spreading the cost over a two or

three year period where various Items are replaced each year.

The Class Life Asset Depreciation Range System (ADR) was established in an

attempt to reduce controversy between the taxpayer and the Internal Revenue

Service by setting forth acceptable quidelines for the taxpayer's use in formulating

his depreciation policies. Unfortunately, since the System was accompanied by

complex requirements and regulations, any taxpayers have hesitated to take ad-

vantage of the liberalized depreciation rates ipherent in ADR due to the rigors

of record keeping compliance required by its use. A few of the basic principles

of ADR are briefly described in the following paragraphs.

The Regulations have established a series of broad industry classes of

assets each with a class life. The taxpayer is allowed to select, from a range

extending 20% above and below the class life, a useful life over which to de-

preciate his property. He my use any depreciation method he desires within the

continued....
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restrictions on used and realty property previously described. The depreciation
method may be applied to assets individually or to a group of assets with the

same class life placed in a "vintage account" by the Vea placed in service.

Separate vintage accounts mst be maintained for new and used assets, assets

subject to the elective log salvage reductions, and assets on which additional

first-year depreciation has been elected. A separate depreciation reserve must

also be maintained for each vintage account.

Under AVR, retirements are separated Into two categories ordinary and ex-

traordinary. All retirements are considered ordinary except for the retirement

of certain types of property described in the Regulations. The retirement pro-

ceeds of ordinary retirements are simply added to the depreciation reserve of

the vintage account from which the asset is retired thereby reducing the de-

preciable basis of the remaining assets in that account. Extraordinary retire-

ments, however, are removed from the asset and depreciation reserve accounts

and the gain or loss on disposal Is recognized in the year of retirement.

Another requirement of ADR is the mandatory use of one of two first-year

Conventions:

1. The half-year convention - Regardless of when the asset Is placed in

service, a half-year's depreciation is taken In the first year. Similarly

a half-year's depreciation is claimed on extraordinary retirements In the

year retired.

2. The modified half-year convention - A full year's depreciation is taken

on all assets placed in service during the first half of the year. Second

half additions get no depreciation deductions in the first year. Extra-

ordinary retirements receive a full year's depreciation, a half-years

depreciation, or none, depending on the half of the year in which the

property us acquired and retired.
continued....



973

- 11 -

tnued .... )

In an effort to minimize controversy over the repair versus capital

expenditure question, AOR established a "percentage repair allowance" rule.

Basically the rule pemits the mechanical computation of a dollar allowance

which the taxpayer may use as the maximum deduction for questionable 'repair

expenditures. The deductibility of expenditures under this limit which are

clearly not capital items will not be contested by the IRS. Any repair ex-

penditures which exceed the repair allowances must be capitalized as property

improvements. The percentage repair allowance rule election must be made each

year and can be elected for certain classes and not for others. In reality

establishment of the percentage repair allowance rule accomplished very little.

The IRS and the taxpayer must still come to agreement over whether an item

OclearlyO is or is not a capital asset.

The tax requirements that we have touched upon in this section are but

a small part of the rules and regulations that businessmen must comply with

under present depreciation accounting. The impact of these voluminous re-

quirements are felt most heavily by small businesses in the area of record

keeping. A typical sally manufacturing company might maintain 400 individual

asset cards. Each card will contain information as to the date of purchase,

description of asset, depreciation method, useful life, salvage value and the

amount of additional first year depreciation elected if any. In order to de-

temine depreciation for the year, the businessmen must compute depreciation for

each card taking into consideration the part year conventions, salvage value,

additional first year depreciation already taken, method of depreciation involved,

and total depreciation taken to date. Depreciation calculated in this manner

of each asset is then summrized to arrive at the total depreciation expense for

the year.

continued....
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This procedure repeated in company after company each year impose

an unnecessary burden upon small business. In the following sections

we will outline several proposals which will effectively reduce record

keeping costs without adversely effecting tax revenues.
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SECTION 3. Ieoreciation.Lsn Be AO, Effctive Vehicle Fgr teratir.

Funds N gided To Rep)ace Plant And Equiment If Proer Recognition

Is Given To Inflation

Accounting theory states that capital assets employed by a business

concern should be systematically depreciated by charging a percentage of cost

(based on asset useful life) against annual operating income in order to set

aside a portion of each year's profit for future asset replacement.

In 1954, the Joint Committee on Internal Revenue Taxation (for the House

Ways and Means Committee) stated it would be appropriate to expand on this

concept by permitting depreciation methods which would set aside funds at a

more rapid pace to compensate for the inflationary trend in the cost of re-

placement assets. At that time inflation was running between 1% and 3% a year.

Possibly because of this relatively low rate of inflation, initially proposed

liberal depreciation rules never found their way into final legislation.

Today, the impact of inflation is much more severe. To Illustrate the dra-

matic impact of inflation on the cost of replacement machinery and equipment, a

comparison of wholesale prices for various categories of machinery and equipment

may be informative. Application of the Bureau of Labor Statistics Wholesale

Price Indices to selected categories of machinery and equipment, each of which

was purchased for $10,000 in 1967, would result in the following replacement costs

at the respective dates:

continued....
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Machinery and Equipment Representative
Wholesale Replacement Prices

All * metal General
Categories Agricultural Construction Working Purpose

1969 (average) 10,640 10,850 11,000 10,780 10,690

1971 (average) 11,550 11,720 12,140 11,730 11,910

1973 (average) 12,170 12,590 13,070 12,550 12,700

1974 (average) 13,940 14,380 15,230 14,690 15,120

November, 1974 15,270 15,970 16,970 16,190 16,890

April, 1975 15,970 16,670 18,380 16,960 17,610

(* Categories excluded from illustration are miscellaneous, electrical and vehicular

equipment; the average 1974 replacement prices are $13,950, 12,500 and 12, 920,

respectively).

The impact is even more dramatic if you compare replacement costs of individual

items. The estimated Asset Depreciation Range (ADR) useful life of metalworking

machinery and equipment is 12 years. Thus, it is possible that a machine purchased

the first year of January, 1963 may require replacement by the end of December, 1974.

If the machine cost $10,000 at the date of purchase, the replacement cost at the

end of 1974 would be approximately $17,500. Under ADR rules, this asset could be

depreciated in 9.5 years. If the company is successful in financing the growth of

its business with retained earnings, It must rely on depreciation to provide funds

for the replacement of old assets. Tables I and 2 calculate annual

funds which are generated by employing the most advantageous ADR depreciation method

and also calculates the compound growth of funds generated by depreciation If they--,

were invested in certificates of deposi.t.

continued....
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TABLE I

ANNUAL DEPRECIATION OF A METALWORKING
MACHINE COSTING $10,000

WHEN PURCHASED JANUARY 1, 1963

Double Declining Balance Depreciation

Year (1) Expense (2) Reserve (3)

1963 2,105 2,105

1964 1,662 3,767

1965 1,312 5,079

1966 1,035 6,114

1967 813 6,932

1968 (5) 682 7,614

1969 682 8,296

1970 682 8,978

1971 682 9,660

1972 (June 30) 340 10,000

(1) ADR Asset Guideline Class 35.1 - Lower limit deprecia

(2) 21.055 times cost in year 1 and net book value there

(3) Prior year reserve balance plus current year expense.

ble

fter

Net Book Value (4)

7,895

6,233

4,921

3,886

3,068

2,386

1,704

1,022

340

0

life, 9h years.

4.

(4) Original cost less annual reserve balance.

(5) Switch to Straight-Line depreciation method.
TABLE 2

CASH ACCUMULATED BY INVESTING FUNDS GENERATED
FROM ANNUAL DEPRECIATION CHARGES IN

CERTIFICATES OF DEPOSIT

continued....
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CASH ACCUMULATED BY INVESTING FUNDS GENERATED
FROM ANNUAL DEPRECIATION CHARGES IN

CERTIFICATES OF DEPOSIT

Certificate
of Deposit

Interest
Year (1). Rate % (2)

1963 4.00

1964 4.50

1965 5.50

1966 5.50

1967 5.00

1968 5.00

1969 5.00

1970 5.75

1971 5.75

1972 5.75

1973 5.88

1974 6.00

(1) ADR estimated useful

(2) Statistical Abstract

Depreciation
Funds (3)

2,105

1,662

1,312

1,035

818

682

682

682

682

340

life of assets

Funds
Subject

Interest

1,053

2,978

4,599

6,026

7,283

8,397

9,499

10,656

11,951

13,319

13,745

14,553

defined in

of the United States 1974

Annual
to Interest Cash
(4 Earned ) Balance (6)

42 2,147

134 3,943

253 5,508

331 6,874

364 8,056

420 9,158

475 10,315

613 11,610

687 12,979

766 13,745

808 14,553

873 15,426

guideline class 35.1.

- Federal Reserve Bulletin -

Maximum Interest Rates Payable on Time and Savings Deposits: 1962 to 1974.

(3) Table - Column (2)

(4) One-half current year depreciation (average time on deposit) plus prior

year cash balance.

(5) Column (4) multiplied by column (2)

(6) Column (3) plus column (5) plus prior year column (6)

Tables J__ and __ illustrate that even with the most ideal financial

planning (i.e., funding annual depreciation charges) the company in our illustra-

tion would be $2,0741 short of the necessary funds needed to replace the metal-

working machine purchased in 1963. In practice, very few companies are able to

continued....
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Section 3. (continued....)

accumulate cash by funding depreciation. Fewer, if any, fund cash to Meet

asset replacement costs. This is true because, generally speaking, capital

cost recovery (depreciation) and profit reinvestment do not provide enough

funds to meet growing working capital and plant financing needs of companies

experiencing even the most modest rates of growth.

1 Replacement cost, $17,500 less 1974 cash balance, Table 2. column (6) of
$15,426

continued....
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The following tables 3 and _j_ present the magnitude of corporate

financing problems:

TABLE _3

COMPARISON OF BUSINESS EXPENDITURES FOR NEW PLANTAND EQUIPMENT TO FUNDS PROVIDED FROM UNDISTRIBUTEDPROFITS AND DEPRECIATION OF PLANT AND EQUIPMENT (1)

( in billions of dollars)

Plant
and

Equipment
Expenditures

20.2.

29.5

36.8

54.4

75.6

79.7

81.2

88.4

99.7

112.7

S. Bureau of Economic

Undistributed
Profits and

_epreciation

17;9

29.2

34.4

66.6

60.7

59.4

69.9

77.5

81.8

70.1

Analysis, Survey ofCurrent Busines

RequiredFunds

Unavailable
from Operations

2.3

.3

2.4

21.2

14.9

20.3

11.3

10.9

17.9

42.6

IS.

TABLE -4

INCREASED INVESThENT IN WORKING CAPITAL (1)

(in billions of dollars )

continued....

Year

1950

1955

1960

1965

1969

1970

1971

1972

1973

1974

(1) U.
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INCREASED INVESTMENT

19-

IN WORKING CAPITAL (1)

( in billions of dollars )

Net Workina Capital

185.7

187.4

204.8

224.3

245.3

Increase from
trior Yer

1.7

17.4

19.5

21.0

(1) U. S. Securities and Exchange Commission, Statistical Series, Net Working

Capital of Nonfinancial U. S. Corporations.

Tables 3 and _L_ clearly illustrate the impossibility of financing

business growth with depreciation and profits. Of even more concern is the trend

of excess investment needs over available funds.

Table _L. shows an increasingly negative trend.

At this point, we should review the manner in which period to period de-

preciation charges affect tax revenues.

Year

1969

1970

1971

1972

1973
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SECTION 4. Timin Diffeirncas - ftw Tby Affect Tax Revenues

It is not unusual to view tax reform as being synonomous with tax

avoidance. Quite often, this is qot so. A specific case In point is the
liberalization of time periods a company may employ to depreciate their

plant and equipment. A new law that will accelerate present depreciation

time periods merely defers to another period revenue that would be otherwise
taxable. To understand this concept, the following illustration, presented
on Table _._, will isolate the operating results of three hypothetical

companies (A, B and C) by computing tax revenues for a five-year period on
a straight-line basis and then, on an accelerated basis which would allow the

companies to write-off assets in 2 1/2 years. Each company has an undepreciated
investment of $200,000 at the beginning of year 1 and makes no additional

capital expenditures during the five-year period. The earnings of Company A
are level. Company B's earnings are accelerating while Company C is in a
declining earnings pattern.

Table $ shows that under each set of operating conditions (level.

growing, declining), total tax collections will be equal at'the end of the useful
lives of plant and equipment. Thus, liberal depreciation rules will not result

in tax avoidance, but will only affect the timing of tax collections.

continued .....
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Depreciation expense:
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Accelerated bas
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jeCtjQ -4., (continued..... )

Table S , effectively demonstrates that over a period of years, the
Treasury will realize the sam total revenue regardless of the depreciation
methods employed by taxpayers. However, on a short-ter year-to-year basis,
liberalized depreciation methods will have a negative impact on tax revenues
in early years and a favorable Impact in later years. Sumarizing Information
presented in Table S , Table J_ presents the tax revenue impact of accelera-

ted depreciation over straight-line depreciation as follows:

TABLE

INCOME TAX REVENUES GENERATED BY
ACCELERATED DEPRECIATION OVER (UNDER)
,REVENUE RESULTING FROM STRAIGHT-LINE

DEPRECIATION COPIES A. B AM C COMBINED

2 (60O0o)
3
4 60,000
5 60,000

Thus, the Treasury will face some intitially lean years If depreciation

rules are liberalized. Table 6 , however, does not present a realistic

picture of what will happen to tax revenues if depreciation rules are liberalized.

The depreciation regulation changes we will be proposing in a later section tie
resulting tax benefits to a program of reinvestment In plant and equipment or

the purchase of government obligations. At this point, a review is necessary
to determine what tax implications result from a program where tax benefits are
reinvested in capital equipment. Before this can be successfully accomplished,
a brief explanation of the "Return On Invested Capital (ROIC)" concept may be

appropriate in explaining the total effect tax incentives have on tax revenues.

continued....
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SE O1 L. w Te ftetur On Imatd Caotial"Concwt Mil Affect Futr

In some respects, capital investment decisions are akin to gambling.

A businessman, pushed by a growing demand for goods and services or striving

to imrprove productivity, Is willing to gamble that a cash Investment In capital

equipment will be rewarded by the return of cash Invested plus an attractive

profit. If the businessman cannot invest in a capital eqJipment project that

will return his capital and a relatively high profit return, theoretically,

he will reject the project and invest his excess funds In safe institutional

time deposits or other aound investment instruments. In practice, capital

Investment decisions produce results which range from highly successful to

dismal failures. Table 7 presents a score card of the results of business

capital investment decisions. The Table presents percentage profit returns

which were computed by dividing net income reported on annual corporate income

tax returns by the value of shareholders' equity:

TABLE 7
pROFIT TO SHAREHOLD ERS' E TUIY

Y Retrn

1965 13.0
1966 13.4
1967 11.7
1968 12.1
1969 11.5
1970 9.3
1971 9.7
1972 10.6
1973 12.8

Average 11.5

contiAued....
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W OD (continued.....)

Thqs, Ta*le 7... shows thatovor the years in qjpstigo, the averaging of
investment successes and failures results in an average capital return of 11.5%

At this point, we can bring all the ROIC factors together in a hypothetical
operating situation to determine what impact investment returns have on tax
revenues. To accomplish this W& will utilize the five-year operating results
of Company 0 presented in Table _ and will add three additional operating years
which report mature or flat earnings growth. First tabulation (Situation 1.)
presents the five-year results of operations employing the straight-line
depreciation method. The second tabulation (Situation 2.) will present the saee
set of operating facts except that accelerated depreciation (a program we call
$0% ADR, which will be explained later) will be substituted for straight-line
depreciation and the excess of accelerated over straight-line depreciation will
be reinvested in capital equipment to generate an 11.6% investment return. The
following Tables aL and _L_ provide computations of depreciation and reinvest.
ment earnings under Situations 1 and 2.

continued ....
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TAM _a
INCOME Tax IMCT OF Lint"LZING EPI IAION ]flS

GIVING COISIITION TO Tim CONCEPT OF MUW On INVESTD CAPIMaL

---cr4lany B 1Growth Period)
year~ I Year 2 'Year 3 Year 4 ea

Situtlo 1.
Income before charges for depreciation
Deprcation expense (straight-line)
Taxable Income
IncOe tax (st 50%)

Situation 2.
Income before charges for depreciation
Income from reinvesting the excess of

accerated over stralht-JlU
depreciation In capital equio t
(115% inv~etmet return) Table

Acceerated depreciation expense:
Orllnl capital equipment
Reinvestment capital equipment

Table Income
Income tax (at 5%

Situation 2. Income tax over (under)
Situation 1. Income tax

$10,000
4I0,000
60,000S3o00

$11,000

62,000$ 32,000

$12,0057,600

62,4o31.200

"-0--
611M8

Total Year 6 Year 7 Tway 8 armt Toftl

$140,000
61.120

78,880$ 3&4-0

$600,ooo $1 40.0 00
-21.120

1n8,8804 59.40

$lO.000S13,220
226,880

$ 63AmO

$140.000
3.580

S 31KN0

$100,000 $110o000 $ 0,oo $130,000 $1Ao,ooo $600,000 $10,00 $OtL0,0o0 o,oo $UM 1oo, ,o

100,000

80,000

- 20,000
$10.000

11ls.600

80,000
.16,0o0
96.000

$ 9300

10.120

30,000

35,200
75,200

tkM
16.610

3,920

2O0,000

30K920

63gO0

200,000
102,080
3Mz.080 3,520

3,520

$76.111 252,24k

$(20)U.2,70) )$ (370) $ 19.,i$ .1& 22 4 2.384 $ 24.872 $ 22.,63 3.7M L. o

a

0

S.

A

.... 8o m s~ -( tY. Pe l _)

.12 ,; . 12,144
142,144 152,144

22.1" 12,144 22.1"
152,144 252,1" 152,1"
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TABLE 3
'CMATI10Ot OF ACCELERLM) AND SMUT-Ln DECCTIOT

TO D)TnUM EXCSS FUNDS AVAASTJ FOR RI UVIIM
IN CIMIRL Z=JRGX AND COtNPgITIM OF NAMZUO PRDVIX

mFwuuZ= INO OP mss CBgB n Cm nOu runs

Year

Acceerted deprecation-.
IVAlal asset lametanst

latmnetmmt of xe. I r 1reltlc=
Year 1

Ywur 3

str"ltlo pelto

Malwment of es sepreclatlo.:
Year I
year 2e

Aclerated Gepreclation over (under)
stralwt-1"n depreciation

CI10ative vains of investment arising~
r -1 weivet.t of funds Provided
by eass depreciation

M&=timi Preta earnings at a U.5%
raOtef retun on lavested fund

$80,000 $oooo
6.000

80.000

(0,000)

M6.00)

96.ooo

(8,000)

(8.000)

$W000

16.000
19,200

(40,000)

8.o00)

92.60O)

$ 8
19

7

(60

(61

40,0 88,000 205,600

$4,&600 $10,220 $ 22,14

'000 40000|,ooo O,mO
.200 $ 9,600 Uoio1.040 T.040 * 3,520 :n.A6o

.000) (40,000) (20,000

.ooo,3,ooo5 20oo$ooo

Aft80) $(.480) S(IT.0 $13.2W) L$A)

105,60 10. 1205,6M 12,0 205,600
$ 22,144 $221 12.1" ti& -M&" L4.

lC'ear
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Is~tIo L. (continued .... )

Table ._. verifies the positive impact which will result from liberalization

< of depreciable asset lives. Over the deprediable lives of the assets in question

(Situation 2.), accelerated depreciation and resulting reinvestment of excess

funds produces $394,920 in total income tax revenue compared to Situation 1. which

generates total income tax revenue of $357,200. This is a 10.5% improvement In

tax revenues. Although the examples are simplified, the concepts are sound.

Even during Company B's growth period where operations are absorbing the heaviest

depreciation charges, cumulative tax revenues at the end of five years are

'higher in Situation 2. than in Situation 1. When Company B's growth levels off

(Maturity Period years 6 through 8), income tax revenue gains improve dramatically.

A final question that needs to be answered is what financial impact results

from comparing a steady flow of income tax revenue (Situation 1.) to a lower

initial flow which improves as years go by (Situation 2.)? To answer this

question, it is necessary to discount each year's income tax amount at a current

interest rate to determine today's value of future revenues. The theory behind

the discounting concept states that a dollar in hand today is worth more than a

dollar in hand one year from today. Today's dollar could be deposited in a

savings account at 8% and It would be worth $1.08 one year from now. Thus,

comparing the value of a dollar today to a dollar to be received one or more

years from now requires that the future dollars be discounted by a growing

percentage as the year of receipt is extended.

Table .J. therefore, presents the present value of future income tax

receipts. Again, Situation 2. produces the most favorable result. Discounted

tax revenues are improved by $14,497, a 6% improvement over Situation 1.

($257,072 less $242,575).

continued....



990

- 25 -

TABLE
PRESENT VALUE OF INCOME TAX REVENUE

PRODUCED BY SITUATIONS 1. AND 2.

Year nMe.Tax R..ev enue

Yer

2

3.

4

6

6

7

8

S91tuaton 1.
$ 30,000

31,000

31,200

34,440

39,440

69,440

63,440

--8. 24.0

$ 10,000

9,300

27,460

63,952

67,752

74,312

76,072

76.ZA072

M39.20

Discount

.926

.857

.794

.736

.681

.630

.583

.640

Present Value of Future
Income Tax Revenue .

$ 27,780 $ 9,260
26,567 7,970

24,773 21,803

25,313 39,654
26,859 46,139
37,447 46,817

36,986 44,360

.36.. 41.079
-WS62 257.072
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SECTIO 6. Liberal IDereciatlon Policies -of Other jnlustrlized N tpons1

Other industrialized nations have generally adopted provisions relating
to cost recovery allowances and capital investment Incentives that are more

favorable than those provided in the United States. This stems from the need

to rebuild in order to overcome the ravages of war. There has also been a

greater realization that rising productivity creates a rising level of per

capita income and a better standard of living. In the United States, we appear

to have relied more on rising demand to stimulate production while at the

same time remaining complacent about the need to modernize and keep up with
technology.

Not only have the European nations adopted tax policies fostering

capital investment but they are relying ever more heavily on indirect taxes,

such as the value-added tax, which do not impose a tax burden on investment to

finance government expenditures. In the absence of such a neutral tax, U. S.

investment bears a larger share of the cost of goverment than does investment

of its trading partners.

The following table summarizes a comparison of cost recovery for

industrial machinery and equipment in leading industrial countries with similar

allowances in the United States. The capital cost recoveries for each of the

foreign countries have been computed on the assumption that-the investment

qualifies for any special allowances, investment credits, grants, or deductions

generally permitted. The deductions in the United States have been determined

under the double declining balance method without regard to the limited first

year allowances for small businesses.

I Information in this section is reprinted from excerpts of an article
appearing in the Nay 1975 edition of The International Tax journal - The
Treatment o Capital Recovery AlIances in the u. s. and Other countries by
B. Kenneth Sander and Charles T. Crawford.

continued...
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Section 6. (continued....)

Agregate cost recovery
dances (percentage of

OWt o$ assets I
Representative First First 3 First 7
cost recovery Taxable Taxable Taxable

periods (yers) ur l Years
United Kingdom 1 100.0 100.0 100.0Canada 2 60.0 100.0 100.0Netherlands 6 14.0 58.0 108.0Sweden 5 60.0 95.7 130.0Italy 6 19.6 67.9 100.0Switzerland 6-2/3 15.0 58.4 90.0France 8 31.3 67.5 94.0W. Germany 9 16.7 49.6 88.8Belgium 10 20.0 48.8 89.0Luxembourg 10 28.0 60.4 94.4Japan 11 37.1 63.9 88.1

United States
(1975 Law) 10-1/2 29.5 60.7 94.5

The adoption of ADR and the restoration of the Investment credit has done
no more than raise the level of U. S. capital recovery to the point where we
are tied for last among the industrialized countries... At this point, the
following statements from the presentation made by Joel Barlow, at the NTA-TIA
Symposium on Federal Tax Reform in Washington in July,.1973, sow an appropriate
reminder:

"The United States has the lowest capital recovery tax allowances of any of

the industrialized nations."

1 It is conuon practice in many countries, prior to Investment in fied
assets therein, for investors to agree with the tax authorities as to a rateof depreciation and other benefits available. Such agreements would, in manycases, have the effect of substantially increasing the cost recovery allowancespresented in the table above. The United States does not permit this approach.

2 This reprint excludes table footnotes which explain computational
methods and a comparison of pre-1975 methods.

;ontinued.,..

k
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Section 6. (continued....)

"The United States has the highest percentage of overage obsolete production

facilities In relation to GNP of any of the industrial nations."
"The United States has the lowest rate of productivity increase of any of the

industrial nations."

"The United States relies more heavily than any other industrialized nation

on income taxation with its penalty on productivity and efficiency."
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SECTION 7. TE 591 ADROIR CAPITALS RECOVERY TJA REORM pRORM

Based on the information presented in prior sections, it seems appropriate
that a conceptual change in present depreciation methods would incorporate fea-
tures that would permit business concerns to:

. Recover capital investment costs more quickly to generate funds for re-
investment'and offset the effects of price inflation.

. Eliminate many of the petty bookkeeping rules found in present de-
preciation rules and regulations.
We have reviewed the capital recovery allowance concept contained in

H. R. 7543, "The Capital Recovery Act of 1975 sponsored by Representative
Waggonner (O.-La.) and Representative Archer (R.-Tex.). In general, we are
very pleased with the various sections of the Bill; particularly the de-
preciation rate percentages which permit cost -recovery in five and ten years
respectively for equipment and buildings acquired (paid for) after December 31,

1975.

We do believe certain revisions would improve the effectiveness of the
Bill. Specifically, the bill should incorporate the mandatory reinvestment
program described in our depreciation reform proposals. These programs will
eliminate potentially abusive situations where cash flow generated by the
liberal depreciation charges may, in some circumstances, sit in business

bank accounts.

Another area of concern, results from the fact that H. R. 7543 restricts
rapid cost recovery to assets acquired after December 31, 1974. In our opinion
this feature limits the prospect of immediate economic stimulation that is
needed to pull the Country out of the present recession. Our depreciation reform
proposals liberalize depreciation write-offs on assets presently in service as
well as future acquisitions. This not only improves upon the tax benefit features

continued....
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Section 7. (continued....)

of H. R. 7543 but it also eliminates the accounting problem of maintaining two

sets of tax depreciation records as would be required by the H. R. 7543 pro-
posals.

rinally, H. R. 7543 excludes agricultural capital investments from the

liberalized write-off provisions. In our opinion, agricultural assets should

also qualify for the favorable provision'of:. R. 7543.

We are recommending that the traditional useful life concept of depreciation

be abandoned in favor of a less complex capital cost recovery (CCR) program.

CCR will provide small businesses the flexibility to Internally generate capital

by employing a liberal, noncumbersome, rapid depreciation write-off method which

will maximize depreciation charges during periods when funds are needed for ex-

pansion.

We choose CCR because it achieves all the benefits of rapid depreciation

without a maze of complex rules. Our recommendation is based on two alternative

methods. Method I is called 50% AOR which employs double declining balance

depreciation. Method 2 is called capital-cost recovery which computes depreciation

using a declining balance method employing a variable depreciation percentage

depending on present asset guideline period lives. As stated in our discussion

of H. R. 7543 we are In favor of the 5 and 10 year asset write-off provisions

of the Bill However, because of certain Bill omissions and the fact that the

bill may not attract concensus support, we are presenting reform methods 1 and 2,

which in our opinion, are reasonable alternatives to H. R. 7543.

continued....
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METHD 1. 50% ADA~

Under 50% ADR, depreciable lives would be stated in a range of years for

each pool. Present ADR asset guide line lives would be the starting point for

computing 50% ADR depreciation. The ADR life periods would range 50% above

or 50% below present asset guide line lives. Taxpayers would select, at their

discretion, a rate which falls between the upper and lower limits. Thus, an
asset with a 10-year useful life could be depreciated from between 5 to 15 years.
It may be appropriate to restrict the depreciation rate to a straight-line basis

for assets having an asset guide line period of 5 years or less. This would re-
strict cost recovery to a liberal 2 year period, or less, depending on the ADR

asset guide line life. Assets having a guide line period useful life of more

than 5 years would be eligible to use accelerated depreciation methods. In the
same vein, assets with a useful life of 25 or more years could be restricted to
a 40% ADR factor. Again, the purpose would be to prevent too rapid a write-off

period.

METHOD 2. CAPITAL COST RECOVERY

As mentioned above we favor the Capital Cost Recovery method. We choose this

method because of the ease of computation routines. CCR depreciation is computed

by applying a range of percentages to the undepreciated value of a category of
assets (the categories will be explained later). This is commonly referred to as a

declining balance depreciation method. The range of percentages are based, as with
50% ADR, on asset guideline period lives presently employed with conventional ADR.

We believe consideration should be given to the following CCR rates:

continued....
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thod27 (continued.... )

ASSET GUIDELINE CCR DEPRECIATION
PERIOD LIFE RATE %

2 to 15 years 50

16 to 30 years 20

31 or more years 10

In both the 50% ADR and the Capital Cost REcovery methods, we have sug-

gested a range of years and rates at which groups of assets may be depreciated.

If and when depreciation reform is considered by Congress, porposed legislation

may increase or decrease these rates. The point we want to make however, is

that either method (50% ADR or Capital Cost Recovery) can be tailored to achieve

the same result. For example, CCR depreciation on a 25 year asset depreciated

at a 20% declining balance rate will produce the same annual depreciation expense

as the 50% ADR method (employing the 40% limitation for assets with a useful life

of 25 or more years. See the description of the 50% ADR method). The only

difference between the two methods being a slightly higher ADR depreciation in

later years. This results from the fact that 50% ADR would permit a switch to

straight-line depreciation generating more expense in later years than the CCR

method which builds in salvage value by applying a fixed depreciation percent

to an ever decreasing net book amount. On the other hand, CCR will produce higher

or lower annual depreciation than 50% ADR epending on the asset guideline class

life employed. Both methods, 50% ADR and Capital Cost Recovery, will produce

higher annual depreciation charges than are achieved using present-day ADR methods.

To illustrate some of the concepts Just discussed, Tables 11 to 14 present

3 hypothetical situations where a pool of like assets are being added to at the-

rate of $1,000 a year until the pool reaches $10,000. Each table records the

annusl depreciation calculated for each $1,000 asset increment with respect to
continued....
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TA=L 11
COWUTION&L ADR EPFCIATI0N WWmYIUP*Xnw AcC=U,'ED ),EXV S ON ASSHAVING A 12 YUR USEML LUPE (80%-bO YEAR WRIE OFF)

Annuale ctaitlon ExEnse By Year And Assetcost Reev ZZPO1 1 2 § 9 7- 10 1112 14 11 17 8 j# 1
$ 1,000 $ 200 $ 200 $200 $160 $128 $102 $ 82 $65 $616 $66 $ 66 $ 65

2,000 50 3 200160128 102 26 66 66 66300 1,01i8 IN8 200 1.60 128 102 82 65 66 66 66 5
1,638 

200160128102 82 65 66 66$
5,0 2.310 

200D 160 28 102 82 65 66 6 6$656,000 3,017 737' 200 160 128 102 82 65 66 66 66 $65Zo0 803 
200 160 128 10282 65 6 66 6665935000 3 200 160 128 102 82 66 6610,000 900 

200 160 128 102 2 65 66 66 $610,000 

668
10,000 10 620
10.000 86
10,000 9.311 328

10,000 9, 263
10,000 9,8=1 19710.000 9,935
1 0 ,0 0 0 10 ,0 0 0 

a o0 

1a



TABLE 12
50% ADR DEPRECIATION D(PLYING NMAMRI ACCELERATED

METBDS 03 ASSETS HAVING A 12 YEA USEFL LIFE
(50%-6 YEA WRIT OFF)

Annual
Cost Rmerve Expense
1,000
2,000I:00

6,000

9,000
10,000

10,000
10,000

10,000
10,000
10,000

$

1,59
2,397
3,299

4,299
5,299
6,299
7,299
8,299

9,705
9,902

10,000

$ 33&
556

902
1,000
1,000
1,000
1,000
1,000

666

296

Depreciation Expense By Year And keset
1 2 8 10112 ~ 1

33,- J.W J # '#

333 222 9999
33* 22 i

334 222

$ 98
99 $ 98

99

33. 222 148
33* 222

33*

$ 98
99

222
334

$ 98

99

222
334

$98
99

222

$98
99

$989949
9999498

L 4.Iln 1.0 0 .0 I '-oo . $,0 $1.000 1666 14 6



TABLE 1
CAPITAL COST RECOMY DBEPFCIATIONDEPWYIG A 50% DEcuuM BUAjc RA7E

Nt Book Value
(Prior Year Net Book
Value Plus Current
Year Additions-)

$1,000
1,500
1,750
1,875
1,937

1,969
1,985

:-,999

1,000
500
250

0

Annual Depreciato ExPense By YearsReserve 1peme 1 2 04 6 7 8 -10112
500 $500 $500 

11,250 750 $750

9,031 99FAT$969
5,015 984i
6,007 9921'003 96
;,001 998
9:OOO 999

9,500

9,075
10,000

$M9
$996

$998
500
250
125

12

$M9

i;0-3ii;3Ei i Ei -- - - - -LQ842W2

(1) Abbreviated rfor illustrative purposes.In practice the balance would continue declining.

Cost
$ 1,000

2,000

5,000

6,000

9,000
10,000

10,000
10,000
10,000
10,000 $500

$M
1112r.
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Section 7.

Method 2. (continued....)

conventional ADR in Table 11 and 50% ADR in Table 12. Table 13 presents the

composite depreciation calculations made each year following the Capital Cost

" Recovery method. Finally, Table 14 summarizes annual depreciation expense com-

puted using the 3 methods.

TABLE 4...

ANNUAL DEPRECIATION EXPENSE SUMMARY

Table
PresenVDR

(80% or 10 Years)

$ 200

36?

488

590

672

737

803

869

935

1,000

800

640

512

410

328

263

197

131

65
Total $10,000

Table 126o%W
(50% or 6 Years)

$ 334

556

704

803

902

1.000

1,000

1,000

1,000

1,000

666

444

296

197

98

$10,000

Table 13
Capital Cost'Recovery

(50% of Net Book Value)

500

750

875

937

969

984

992

996

998

999

500

250

125

125

$10,000

Year

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19
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Method,2. (continued....)

The above Tables point out several interesting situations. For example,

in the early years of Capital Cost Recovery, higher annual depreciation charges

are achieved than under 50% or conventional ADR. By year 6, 50% ADR depreciation

begins to exceed CCR depreciation. By year 11, conventional ADR produces higher

annual depreciation than either of the proposed methods. When you consider the

realities of inflation and the potential of technological obsolescence, it appears

that either one of the proposed methods would be preferable to the conventional

AOR method. But when you compare all three methods .for ease of computation,

Capital Cost Recovery proves to be the most attractive. CCR requires fourteen

separate calculations compared to sixty-50% AOR calculations and one-hundred

conventional ADR calculations. The sheer simplicity of CCR makes the method an

attractive alternative.

At this point, we would like to summarize procedures we are recommending for

consideration when the various congressional committees begin drafting tax reform

measures which will affect tax depreciation accounting.

CAPITAL COST RECOVERY/50% ADR TAX DEPRECIATION PROGRAM

continued....
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1. Depreciable assets are pooled into basic functional categories.

We believe the following groupings would be appropriate for most business

concerns:

a. Depreciable real estate

b. Machinery equipment and fixtures

c. Furniture and fixtures

d. Transportation equipment

e. Other (special tooling, dies, etc.)

These groupings, for the most part, will conform with present Asset Depre-

ciation Rand (ADR) class lives. Thus, it would not be necessary to re-

define guideline class asset descriptions. However, all assets in pools

(a).through (e) would be depreciated within the class life range which

most closely matches the description of pooled assets. There would be

no real need to segregate new and used asset; because under 50% ADR or

Capital Cost Recovery, useful life is no longer the basis behind spreading

depreciation charges.

2. Each year, a dual depreciation computation would be made for assets re-

corded in each pool:

Straight-Line - The cost of each year's additions would be divided by the

the Asset Guideline Period life (mid-life) assigned to the respective pools

and the result of these calculations would be added to the current year

straight-line depreciation of prior year asset additions to determine the

year's total expense.

Accelerated - Depreciation would be determined using either 50% ADR or

Capital Cost Recovery as explained above in Method 1. and 2. This second

computation would produce depreciation used to determine taxable Income.

continued....

62409 0 e TO a 20
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Section 7. (continued....)

For maximum effectiveness, the program should be flexible. Thus, we recommend

that annual tax depreciation charges should be determined on an optional basis

from zero to the maximum amount permissable.

Reinvestment Program - To assure that liberalized depreciation rules pro-

duce the intended result (namely, to provide business concerns with funds

for reinvestment in plant and equipment), we recomend that alternative

reinvestment programs be made mandatory. Under these alternatives, the tax

benefit of accelerated depreciation (50% ADR or CCR) over straight-line

depreciation in any given year must be:

a. Less than or equal to fixed asset additions in the year depreciation

is recorded.

b. Less than or equal to fixed asset additions in the year following the

year depreciation is recorded.

c. Invested in government securities to the extent that (a.) and (b.) are

not met.

Cash which is invested in government securities would become unrestricted in

future years when straight-line depreciation begins to exceed accelerated

depreciation or when funds are needed to purchase plant and equipment. There

should also be carryover provisions where the excess of a year's fixed asset

additions over amounts required in (a) above could be indefinitely carried

forward to future years. These concepts are explained on Tables Jj and .j..

From a theoretical point of view, the reinvestment program is sound. In

accounting, depreciation charges are intended to generate funds for re-

placement 6f plant and equipment. To this extent, reinvestment of additional

tax depreciation benefits in plant and equipment or in government securities

(until such time as they decide to make equipment purchases) provides assurance

that companies are doing what theory dictates.

continued....



TABLE 15
ILLUSTRATION OF TOVERNMT

SECURITY REIlWESTMEM PROGRAM

Year Transaction
1. Excess tax depreciation is not reinvested

(nor will be next year) in plant and equip-
ment.

2. Depreciation is recorded and security
investment funds are partially recouped.

3. Depreciation is recorded and the balance of
security investment funds are recouped.

Summary

Depreciation Expense
Fund Into

Book Over And (Out) of
(Under) Government

Book Tax TaLx Securities 41)

$10,000 $20,000 $(lO,000)

10,000 4,0o0 6,000

10000 6000 I&.000

$5,000

(3,000)

(2,000

(1) Assuming the tax benefit is determined using a 50% income tax rate.

TABLE 16
ILLUSTRATION OF EXCESS ASSET

ADDITION CARRYOVER PROVISIONS

(B)
(A) Tax Benefit Excess

Value of of Accelerated
Asset Depreciation Over

Additions Straight-Line
$1,000 $ 600

- 100

(c)
Asset Addition

Value Carryover
(k) - (B)

.$400
(100)

3

Year
1

2
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3. Many of the present tax depreciation rules and regulations would be

abandoned. As we pointed out In the Present Practices section, many

of these rules seem to strive for a degree of accounting perfection

that is unrealistic when you consider revenue impact and the concept

of timing differences which smooth out year-to-year differences. There-

fore, in the interest of promoting tax reform which achieves meaningful

simplification of procedures, we recommend that the following procedural

concepts be abandoned:

First (and Last) Year Conventions, which limit the amount of initial and

final year depreciation to various-percentages of a full year's depreciation,

would be dropped. The concepts are inconsistent with our recommendations

and they promote a degree of accuracy that is not needed.

Additional First Year 20O Depreciation Bonus gives companies a maximum $2,000
charge against taxable income which would become obsolete if depreciation

write-off rates were sufficiently liberalized.

Salvage Value Accounting Requirements - would be abandoned because (1) most
companies find legitimate ways of ignoring the concepts and (2) the concepts

are structured for a contingency (eventual sale of equipment) which is in-

consistent with the operating philosophy of most business concerns. For
example, most companies are in the business of manufacturing and/or selling
products. It is not their primary objective to sell plant and equipment

used in the manufacturing process; the occurrence of such sales are incidental.

Therefore, salvage value accounting routines incorrectly affect the depreciatton

taken on all operating assets, not just the occasional assets that are sold.
Because of this inconsistency and because of the insignificant revenue impact

or salvage value accounting, the concept should be abandoned.

The $500 Write-Off of Minor Capital Assets - would be abandoned in favor of
a much higher limit, possibly $2,000. This would eliminate much of the nuisance

continued....
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accounting which is presently very costly to business concerns. Many such

assets have a useful life of between one and three years. On an individual

asset basis, you are dealing with a tax revenue impact of $1,000 in one

year compared to $333 over three years. It hardly seems fair to burden

overworked bookkeeping departments with such in insignificant concept.

Detailed Fixed Asset Records - would be abandoned in favor of summary records

which would record depreciation on a vintage basis in the case of 50% ADR

or on a composite basis in the case of Capital Cost Recovery. In place of

the individual asset depreciation records, listings of Individual assets

would be maintained by year of addition. The listings would provide adequate

asset descriptions and their cost. When as asset is sold, it is located on

the listing to determine its cost. Depreciation is calculated from the year

of acquisition in order to determine gain or loss. Cost and accumulated

depreciation are removed from the appropriate accounts and the resulting

gain or loss is recorded in the appropriate accumulated depreciation pool.

This routine conforms with present ADR accounting procedures which spread

the effect of the gains or losses over the remaining life of assets in a pool.

ADR Repair Allowance provisions would be abandoned for two reasons: (1) A

liberal ADR or CCR program would eliminate the need for a repair allowance.

(2) The ADR Repair Allowance provisions are a classic example of legislation

which is intended to benefit but because the rules are so complicated, and

the record keeping requirements are so excessive, few business concerns take

advantage of the provisions. I know of no companies who are following ADR

repair allowance accounting.

4. Finally, we recommend that our 50% ADR or Capital Cost Recovery accounting

procedures be applicable to plant and equipment on hand at the date reform

legislation becomes law, not just prospectively. This will impose a burden

continued....
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on businessmen to convert their fixed asset record keeping systems to

the new format, However, the new formats are not complex. Thus, the resulting

benefit will far outweigh conversion costs. Also, if the new law were

elective, business concerns that do not want to make the changes would not

have to do so.

In summary, let me point out the benefits of the reform measures we have

recommended. The programs provide enough flexibility to permit businessmen to

control cash flow. The programs will help ease the inflationary crunch which

has hit the capital equipment market, The programs, particularly the Capital

Cost Recovery method, are not complex; at the same time, they are fair. They

should prove very useful in eliminating much of the needless red tape which

complicates present-day depreciation accounting. The programs will ensure

a surge- in capital investment spending which will mean more Jobs and a growfng

tax revenue base, both of which are vital if our economic ills are to be cured.

The programs we have presented should be looked at as an outline of what

can be accomplished when, writing reform legislation. We ask you to keep one

fact in mind. Many honorable legislative objectives have been destroyed when

original concepts were abandoned along the road to passage. In considering

our detailed depreciation reform proposals, please keep the basic structure

intact:

. Early Recovery of Capital Investments.

" Achieved in a Fair and Rational Manner,

. Which Abandons Inconsequential Bookkeeping Routines.
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APPENDEX A

COUNCIL OF SMALLER ENTERPRISES
MEMBERSHIP SURVEY RESULTS

TOPIC: DEPRECIATION

We conducted a survey of our members asking four brief questions concerning

their opinions about present depreciation rules and regulations. Surveys were
mailed to each one of our 800 members. From this mailing, we received replies

from 78 members. To the question:

"Do you or your accounting personnel believe present depreciation record
keeping requirements are too complicated?"

37 members answered "yes' and 41 answered "no".
The overwhelming majority of v-m bers-answered "no" to the question:

"Are the present useful lives which are used to compute depreciation
expense adequate to generate cash for reinvestment in replacement assets?"

The actual tally was 16 "yes" and 58 "no" with 4 not responding.

As you would expect, most of our membership would favor the quick write-off
of plant and equipment. 58 members responded positively (20 negatively) to the

question:

"Would you be in favor of rapid write-off (quick depreciation) of capitalassets if the benefit(cash tax savings) of such a program were required
to be reinvested in new (or used) capital assets?"

A final survey question requested the following information from our member-

ship:

"Please provide the following information with respect to a piece of
equipment you have recently replaced with a piece of new or used equip-
ment of like specifications'.

Asset Replaced New or Used Replacement Asset
(Circle new or used)

Description of Asset

Date acquired

Asset cost basis

The following table presents a selection of some of the replies.



APPENDIX A
MEMBERSHIP SURVEY RESULTS, Continued

Description (1)
Lift truck
Punch press (META)
(MC truck
Plating machine
Truck
Bridgeport verticle mi1lirg machine
Lift truck
Screw driving machine
Oldsmobile (replaced by Ford) wagons
Tractor
Caliper meter
Cash registers
Ironworker

Asset Replaced
Date Acquired

1971
1963
1970
1966
1969
1966
1969
1950
1969
1970
1972
1972
1969

Cost Basis
9,500

12,0005,570150,000

1J4,3 3 4~
2,655

750

1,510

:000(u)

Replacement Asset
Date Acquired Cost Basis

1975
1975
1975
1973
1975

1975

1973
197/51975
1975

1975

13,000
30,000
9,267

'250,000
21,192

210

25,362
2,125
5,300

20,000

One of our members, an equipment distributor, reported thefollowing purchase price listing on a line of engine generators(model 30KW) distributed by his Company:

Purchase Price $

7,123
7,123

comments

Based on a 2.25% price increase
Based on a 5.20% price increase
Based on a 6.00% price increase
Based on a 12.00% price increase
Based on a 26.00% price increase
Based on a 1.50% price increaseper month after Jan. 31, 1975
Based on a .50% price increase
Flr prices were establishedon this date

(1) Assets are new unless they are coded (u) for used

Date

1963
1971
19731974
19741
1975
1975

Oct.
Feb.
June
Aug.
NOv.
Feb.

'-A

0
0

June 1975
July 1975
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INCREASE THE ACCUMLATED RETAINED

EARNINGS. CREDIT

ACKGROUND INFORMATION:'

Section 531 of the Internal Revenue Code of 1954 imposes an additional

tax, at rates varying from 27h% to 3%% on a corporation which is "formed or

availed of for the purpose of avoiding the income tax with respect to Its

shareholders or the shareholders of any other corporation by permitting

earnings and profits to accumulate instead of being divided or distributed".

The tax does not apply to a personal holding company, a foreign personal

holding company, or a corporation exempt from tax under subchapter F, as

technically defined. However, if a corporation is "a mere holding or investment

company", a term which is not technically definedo but not a domestic or foreign

personal holding company, this in and of itself is, by the clear language of the

CODE, prima face evidence of the requisite purpose to avoid the income tax with

respect to shareholders.

The Section 531 tax-is generally understood-to be a penalty tax. It is

computed on federal taxable income after reduction for any dividends-paid

deduction, and after adjustments for certain items including an allowance

for federal corporate income taxes, and an allowance for the accumulated earnings

credit (which begins with a "one-shot" minimum credit of $150,000 for all

corporations except holding or Investment companies--unless, of course, the prior

accumulations are equal to or~in excess of the minimum figure).

With one debatable exception (insofar as decided cases are concerned),

the accumulated earnings penalty tax has been applied only to closely held

domestic corporations. This type of corporation generally falls within the

definition of a small business.

continued....
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Background information (continued....)

On January 13, 1969, the Supreme Court of the United States, speaking

through Mr. Justice Marshall, delivered its opinion in U,S. V. Donruss Coman,

This case held that the tax avoidance "purpose" need not be the "dominant, Im-

polling, or controlling" purpose for the accumulation in order for imposition

of the tax. The Court's construction of Section 531 has the practical effect

of limiting the Comisssioner's burden to showing that only "one of the purposes"

of the accumulation was tax avoidance, Consequently, if the corporate taxpayer

is to prevail, it must show that any accumulation not retained for the reasonable

needs of the business (and therefore, not entitled to be credited under Section

535 (c) ) was made without any intention to avoid shareholder tax.

Until the 1954 Code, the defending corporation was required to prove this

lack of intent based solely on the subjective motives of the shareholders. This

negative proof problem commonly called the "subjective test", has given way to

a more important "objective test" by the addition of Section 533 (b) and 535 (c)

computation of accumulated taxable income for "such part of the earnings and

profits for the taxable year-as are returned for the reasonable needs of the

business***".

The practical result of Donruss was to emasculate the subjective test

and place strict emphasis on the objective test. Therefore, the preparation for
a judicial or administrative defense must begin with the requirements for working

capital together with anticipated planned extraordinary expenses for a deduction

under the Section 535 (c) credit.

Liquidity and Earned Surplus Concepts

As the penalty tax developed, it was tied to the concept of earned surplus.

Consequently, for a number of years courts tended to analyze in terms of surplus

alone to determine whether there was an unreasonable accumulation. A better
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iouidit ad Earned Surolus Concepts (continued....)

approach, however, should include a consideration of the liquidity of a
corporation and whether it can pay dividends because it has liquid assets

which are not needed in the business. In adopting a liquidity approach,

the focus is on the amount needed for working capital since the presumtion

exists that productive physical assets, such as plant and equipment, which
have any reasonable relationship to the business are obviously assets which
are not available for the payment of dividends.

In 1960, the Fourth Circuit pioneered the liquidity approach in §

Sand end Gravel Corp. v. Cor., where the court stated that-

"to the extent that the surplus has been translated Into plant expansion*

increased receivables, enlarged inventories, or other assets related to

its business, the corporation my accumulate surplus with Impuity".

Thereafter, in a series of decisions, the theory underlying Smoot Sand

and Gravel was followed, until recently when the Second Circuit sought to
circumscribe the rule in Sears Oil Co. v, Cow,. There the court stated the

following:

"It is somewhat of an over simplification to say as a generality that

to the extent that surplus has been translated into inventory or other

assets related to the business, "the corporation accumulates surplus

with impunity". The inventory must be needed in the business; to the
extent that it Is not, it cannot be accumulated with impunity.

The reasoning supplied by the Second Circuit is just as applicable to
accounts receivable. A failure to collect receivables, thus unreasonably

allowing them to accumulate, might furnish the Comissioner with an argument that

the liquidity of the corporation had been tampered with to avoid the payment

of dividends.

continued....
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Liquidit and Erned Surplus Concets (continued....)

As a practical matter, inventory accumulation and collection rates of

accounts receivable will be determined by theordinary business exigencies

Of the particular Company. Only in the rarest situations should the company
be required to Justify either inventory or uncollected accounts receivable.

Such a requirement would create a heavy burden on the taxpayer and present it
with a problem not susceptible of proof because of the practical circumstances
of everyday operation. In fact, it would create a double burden in that the

company would have to prove business relationship and resonableness now or in

the anticipated future. The presumption should be that all inventory and all

accounts receivable are assets of the business anI may be accumulated with
impunity.

The Second Circuit's approach substitutes the Judgement of the Commissioner

for that of corporate management. Apparently the Second Circuit failed to
recognize that the doctrine pioneered by the Fourth Circuit in Smoot Sand and
Gravel was intended to consider the relationship of inventories and collections

to their respective turnovers, The court commented on that relationship in its

discussion of working capital; it said,
"Working capital .needs of the business vary, being dependent upon the

nature of the business, its credit policies, the amunts of inventories
and raJ of turno and the amount of accounts receivable and
collection rate thereof, the availability of credit to the business,
and similar relevant factors".

The relationship of the turnovers of receivables and inventories to the

liquid needs of the corporation will, in most cases, obviate the problem with

which the Sarn.case concerns itself and make unnecessary the extreme position

advocated In that case,

Adoption of the liquidity approach narrows the analysis to a comparison

continued....
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Luiitv and Earned Surglus Cncetsa (continued....)

of the liquid assets on the one hand and working capital requirments plus

extraordinary expenses involved in the operation of the business on the other.

An unjustified excess will result in the application of the penalty tax as

a practical matter if the bnrss case is taken to its logical conclusion.

Therefore, the starting place In Justification of a i tquid retention is the ex-

traordinary anticipated expenses.

Credit for "Reasonable Needs of Business"

Section 535 (a) provides as a deduction allowed if deteonning the accumu-

lated taxable income the accumulatedd earnings credit". that credit is defined

in part as "an amount equal to such part of the earnings and profits for the

taxable year as are retained for the reasonable needs of business***". The

credit is further expanded by Section 537 which broadens the definition by in-

cluding "reasonably anticipated future needs" (as well as stockholder re-

'daptlon needs), which, of course, extends consideration of the needs of the

business to future business acquisitions.

The stockholder redemption needs apply to futds used to redeem the stock

of a stockholder under Section 303 (for payment of death taxes) in the year

of death of thereafter, and was added to the Code by the Tax Reform Act of

,1969 to reverse the Diclan Lymber Co. v. U. S.

The Treasury Regulations under Section 537 relate the concept of the reasonable

needs of the business to that undefined and uncertain standard known as the

"prudent" man rule. The regulations state:

"the amount that a prudent business man would consider appropriate

for the present business purpose and for the r-easonably anticipated

future needs of the business***".

This determination is to be made at the end of the table year. Future needs are

continued....



1016

- 46

Credit for "Reasonble Needs of Uness" (continued ....)
required to have a "specific, definite, and feasible" plan.

Although the regulations say subsequent events cannot be used to prove an
accumulation as unreasonable, in practice Revenue Agents, Appellate Division
Conferees, and the courts appear to consider subsequent events tending to
show an unreasonable accumulation while paying lip service to the interdiction.
This cuts both ways, since the taxpayer frequently uses the subsequent events
to bolster his reasonable accumulation, sometimes proving an otherwise nebulous
future plan.

If a "specific, definite and feasible plan" exists, the following purposes
among others are permitted for the accumulation of earnings and profits under
the regulations:

I. To provide for bona fide expansion of business or replacement of
plant;

2. To acquire a business enterprise through purchasing stock or assets;
3. To provide for the retirement of bona fide indebtedness created in

connection with a trade or business;
4. To provide necessary working capital for the business such as the

procurement of inventories; or

5.- To provide for investments or loans to suppliers or customers if
necessary in order to Maintain business of the corporation.

Conversely, the regulations also state some of'the grounds for which
accumulations are improper. Those enumerated are:

1. Loans to shareholders, or the expenditure of funds of the corporation
for the personal benefit of the shareholders;

2. Loans having no reasonable relation to the conduct of the business
made to relative or friends of shareholders, or to other persons;

3. Loans to another corporation, the business of which is not that of

continued....
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the taxpayer corporation, if the capital stock of such other

corporation is owned, directly or indirectly, by the shareholder

or shareholders of the taxpayer corporation and such shareholder

or shareholders are In control of both corporations:

4. Investments in properties, or securities which are unrelated to

the activities of the business of the taxpayer corporation; or

5. Retention of earnings and profits to provide against unrealistic

hazards.

The reasonable needs of the business divide themselves into two general

categories. At one extreme is working capital which provides the funds for the

day-to-day operational activities. At the other extreme are expenditures which

are noncurrent in nature and usually involve a substantial purchase of a fixed

asset which will not be exhausted in one operating cycle- fiscal year, or

accounting period. In many cases, the retentions for extraordinary needs, either

immediately or in the future, will be so large that the current assets which

remain availabl'for current operating funds or working capital would be in-

adequate.

Working Caota View

A portion of every active corporation's "liquid assets" must be used in the

operation of the business, that is, a corporation must have a certain amoint of
"working capital", which is generally defined as the excess of current assets

over current liabilities. Thus, it is always necessary to determine the amount

of working capital necessary for the business. The Section S31 Audit Guidelines

contain an extensive discussion of working capital and contain an express direction

that the examining agent compute the so-called Q.rdahl formula "for most taxpayers".

The Barfl formula is an operating cycle approach, which determines the

continued....
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Working Capita (continued....)

amount of the corporations' working capital requirements by determining the

amount needed for one full normal business cycle of the corporation. Usually

a business cycle will be the period from the purchase of a product through sale

from inventory to collection of accounts receivable. If the application of

the 8ardahl formula indicates that a corporation needs working capital in the

amount of $600,000, the corporation must (assuming the applicability of the

formula) generally explain any excess of working capital of $500,000 by pointing,

for example, to long-term indebtedness, expansion plans, contingencies or other

commitments which constitute reasonably anticipated needs of the business.

While cases before the courts have often been decided with different results,

the businessman is perplexed andfor fear of a penalty tax, often makes decisions

which are not economically sound.

Before the Donuss decision taxpayers could impress the courts, at times,

with their wisdom of conservative business policies, as for example:

In BrMrton Sun Publishibn Co,,44 TC 666 (1965), the taxpayer demonstrated

a number of reasonable needs for an accumulation, but the amount so

established fell short of the sum actually accumulates. Nevertheless, the

taxpayer had maintained a constant dividend rate as its business had ex-

panded. The court found that *the only reason for the excessive retention

of earnings was the conservative policies of directors and not their

concern for the surtax liability...-.

In Hardin's Bakries., IncK., 67-1 USTC 9253, 19 AFTR 2d 647

(DC Miss., 1976), the court toroughly approved of the taxpayers'

conservative approach to the "many perplexing and difficult

problems which require foresight and planning". Therefore, the

court found that there was not tax avoidance purpose behind the

continued....
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accumulation of a sum well over four times the taxpayer's largest

annual taxable income in the years in issue. However, in a later

case involving the same taxpayer, Hardin, 72-1 USTC 9464 29 AFTR

2d 72-1 1446 (CA-5, 1972), affg. 70-2 USTC 9676 26 AFTR 2d.70-5852

(DC, 1970), the Fifth Circuit upheld the District Court's findings

that earnings were accumulated beyond the reasonable needs of the

business. Significantly, the Fifth Circuit accepted the Commissioner's

use of the Bardahi formula to demonstrate limited working capital needs,

and rejected the taxpayer's contention that additional funds were

required above and beyond those shown by application of the formula.

The court in T.C. Heyward & Co., 66-2 USTC 9667, 18 AFTR 2d 70-5852

(DC N.C., 1966), began its opinion: "Either Mr. T.C. Heyward, Sr. was

extremely naive about the tax structure or I am equally naive in Judging

credibility. The taxpayer's accumulations of income were fantastic. ]

do not believe that one bent upon tax evasion would have the unmitigated

gall to attempt it in such an obvious manner." The corporation's president

in that case had firmly believed that another depression comparable to

that of the 1930's was inevitable, and that only an enormous accumulation

of earnings could stave off bankruptcy in such an event. -"

Thus, the courts and the Internal Revpoue impose their judgement upon the business-

man today and the results are generally to the businessman's disadvantage.

We do not quarrel with the need for a law or means to penalize abuses or

tax avoidance schemes. Our purpose is to impress the law makers with the need for

a meaningful adjustment to the accumulated earnings credit. We would like to see

continued....

62*-09 0- 76 * 21



1020

* 05

Working Capital VIw, (continued....)

the small businessman freed from the fear of being penalized for conservative
business policies. Spending is rewarded while saving is penalized.

It should be noted that, per the Annual Report of the Comissioner, the
revenue from deficiencies and penalties represents only %t of 1% of total income
tax revenues. Moreover, since this figure is certainly made up of more than Just
Section 531 penalties- it is obvious that the Section $31 tax is not a wealthy
source of tax revenues.

In order to avoid the unintended and undesirable consequences of this taX,
it is proposed that the accumulated earnings credit, which now provides some
limited relief by permitting corporations to accumulate up to $150,000 (for
years beginning after 1974) of earnings even though the "reasonable needs of
the business" may presently not require it, be increased. There are many factors
which support an increase, Some of them are set forth in the following:

1. Business contingencies

The regulations state that a "(r)etention of earnings and profits to provide
against unrealistic hazards" suggests that earnings have been unreasonably ac-
culated. However, it is clfarthat real business contingencies are not "unrealistic
hazards" even though the Ultimate monetary impact may be uncertain. Thus, the
courts have recognized the right to accumulate funds in the face of unsettled con-
ditions in the industry as a whole, threat of strike, and risks peculiar to the

industry.

The courts have not yet permitted a corporation to have a reserve for general
unidentified contingencies. It would seem to be desirable to permit a corporation
to accumulate and retain in liquid form an amount sufficient to ensure that a
recession or change in market conditions will not cause the corporation great
hardship. The analysis of some courts, which in effect insist upon an accounting

continued....
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1. Business gontingencies, (continued....)

for every dollar of surplus, seems to require that the corporation forever operate

two steps ahead of the sheriff. The mere fact that the amount of such a con-

tingency fund might be difficult to fix should not seriously militate against the

merits of the idea. A reasonable reserve might well be an amount equivalent to

the working capital required by a corporation for one Bardahl operating cycle. At

a minimum we suggest, that the credit be raised to $00,000.

The 531 Audit Guidelines recognize the following contingencies:

(a) An actual or potential lawsuit.

(b) A possible liability arising out of some contractual obligation.

(c) A possible business reversal resulting from the loss of a customer.

(d) Accumulations to guard against competition has been justified in

spme cases.

(e) An accumulation to provide funds to finance a self-insurance plan.

This includes key men as well as the more comon types of risk

insurance.

(f) Accumulations to provide a retirement plan for employees.

2. Small Business Statistics

The impact of small business on the United States economy is discussed in

generalities by many knowledgeable people in Washington. What is lacking is the

specifics of the economic contribution that small business makes to our private

enterprise economy.

Recently, the Senate Select Comittee on Small Business issued a comprehensive

statistical report on the trends of small business. Since these statistics were

based on Census and IRS reports which are 3 or 4 years behind the current year,

this report is of historical interest only. Notwithstanding this, some interesting

continued....
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2. Smali Businest Statistits, (continued,)

conclusions on the trends affecting small business between 1963 and 1967 can be drawn.

During the four year period between 1963 and 1976o corporate employment In-

creased by 5.2 million to a total of 38.5 million. A summary of pertinent statistics

taken from the Senate report indicates where this employment came from.

CORPORATE EMPLOYMENT 19631 1967
Emplo. uet

(mil ions)
1963 '1967Change

Large business * 17.3 16.8 - 1.6

Small business ** 9.8 15.9 +6.1

Sales & Receipts
(millions)

Large business $312.1 500.3 $+188.2

Small business 423.8 500.6 +76.8

* Large business assumed to be all corporations with $50 million sales and

receipts.

•* Small business assumed to be all corporations between $100,000 and $49,999,999

- sales and receipts.

One conclusion from this summary is that employment of the small business

sector increased while the total employment of large business fell. At the same

time, large business increased its sales and receipts 60.3% during the period.

Since many small businesses depend on large business (as subcontractors,

suppliers and service agents), the health of large business is important to the

health of small business. However, the trend to increased concentration of- total

business into large business units may not be desireable. Also, if it is the

policy of government to foster employment growth, these figures would indicate

continued....



1023

-54.-

2. mll Business Statistics, (continued.%..)

that small business is the better source for building employment. These two
factors alone, support the need to permanently increase the accumulated earnings

credit to $500,000.

Having such an impact on our total labor force and the economy, we must en-

courage the growth of the smll business segments and we must not make It easy

for them to reamin economically sound. This can be accomplished by liberalizing

the accumulated earnings credit.

3. Financing Arrangements

Anticipated future business needs, though presently not very specific,
I

could, when finally brought to reality, create a real financial problem.

Capital itself come from two principle sources (1) investment by individuals

in the stock of a business, or (2) retention of earnings within a business. In-

dependent business generally Is too small to tap the stock market for public

investment and in any event, high interest rates and-inflation have destroyed

the stock markets effectiveness in raising capital for even the largest corporations.

This leaves business profits as the only current source of capital growth.

Lending institutions are often not eager to make loans to closely held com-

panies. A recent article in "Taxation and Finance" of BNA provides some interesting

statistics. It states that the debt equity ratio of small manufacturing corporations

was much higher than that of all manufacturing corporations.

In 1973, small manufacturing corporations had a debt-equity ratio of 93.6%

while the debt-equity ratio of all corporations was only 62.1%. The composition

of debt, however, differs considerably between small and all manufacturingn, corpora-

tions. Small manufacturing corporations have greater reliance on non-bank sources

and on short-term debt. Both of these sources are far more expensive than rates
continued....
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paid for conventional large corporation borrowings.

Debt Ratios for Mhnufacturino C orations. Fourth Quarter 1973

Tye Of Debt ma1l Cororations (1) All Corporations

Short-term debt:

Bank 15.4% 9.3%

Other 40. 20.
Total $5.8 29.3

Long-term debt:

Bank 14.6 8.3

Other .3, 24.5
Total 37.8 32.8

Combined long and

short-term debt:

Bank 30.0 17.6

Other 4.56 4..

Total 93.6 62.1

(1) Assets under $1 million.

Thus, the interest a small business must pay often exceeds the interest or

dividends a large company pays, thus providing one more difficulty for the small

business. Being able to use funds generated in his, own business, would be a de-

finite advantage to the small businessman.

Impact of Inflation on Small Business

The impact of Inflation is of critical importance. It is important to

continued....
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linact of inflation on Wall Business (continued....)

emphasize that, where assets are held for long periods of time, the accumulated

effects of inflation are particularly acute when the assets are sold or replaced.

In 1958, the year the accumulated earnings credit was increased from $60,000

(at which level-it had been since 1939. the year of enactment of Sec. 531) to
$100,000, the consumer price index was 78.5, 1960 being the base year (1960,100).

In April 1974, the index was 147.9. The Increase over the 16 year period was
88.4%. The consumer price index has risen almost 36 percent in the last 5 years.

Thus, even the 1978 increase to $150,000 does not reflect fully the inflation'

we have experienced since 19581 the credit could easily be Increased to $200,000

for all corporations, regardless of size. Since the bite of inflation is more

likely to hurt the small business, such an increase is warranted all the more

for these small businesses.

Canada has recognized this fact by increasing its allowable accumulated

earnings credit to $500,000.

Business Failures

Certain industries are affected more than others by cyclical economic conditions.

During recessions business failures Increase, a fact the government does not seem

to recognize when applying the rules of section 531.

Dun & Bradstreet Inc. - "Business Economics" of August 8, 1975 Indicates that
business failures are on the rise. From an apparent 36.4 failures rate per 10,000

enterprises in 1973 the failure rate has Increased to 46.1 per 10,000. The applicable

statistics are as follows:

continued....
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APPAENT ANUA NIE OF FAILURES PER 10OO(m LIST(0 CENTERS

UIM USTER INKX

47.3 36.2 35.6

51.2 42.8 41.0

49.5 43.7 38.4

52.0 36.1 37.7

45.1 41.3 37.7

36.6 37.8

35.1 33.2

30.7 36.0

40.7 34.7

46.1 35.9

37.8 36.1

33.7 36.4

38.4 36.4

"iTED I2Zim

46.8 35.6 34.9

44.9 37.5 36.0

46.3 40.8 35.9

43.4 34.1 35.2

43.4 39.7 36.3

37.0 38.2

37.7 35.7

33.4 39.1

45.2 38.6

47.0 37.0

36.3 34.7

S 3.0 .d4
46.1 38.4 36.4

Dun's failure Index relates the number of failures in each month to the number

of industrial and commercial enterprises listed in the Dun & Bradstreet Reference

Book. It shows the annual rate at which business concerns would fall if the

number of failures and concerns listed in that month prevailed for an entire

year. The index is expressed as the annual number of failures per 10,000 listed

industrial and commercial enterprises.

The "Unadjusted" figures have been slightly adjusted to equalize, in so far

as possible, the number of working days in each month. Seasonal fluctuations have

been removed in the adjusted index by the method of deviations from a twelve month

moving average. In addition, there are many companies which are not as yet on the
continued....
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Business filurei (contine....)

failure list, but should be. Creditors are not collecting their receivables and

often settle for less than 100%

Conclusion
We recoiend that new legislation be written to correct present day deficiencies

innerent In the application of Code section 631. The legislation should strictly

require the imposition of the penalty tax only in cases where tax avoidance Is the

sole motive behind the retention of earnings. Legislation should increase the

accumlated earnings credit to $S50,000, without regard to the "reasonable needs

of the business".

By Increasing the credit to $500,000, the government would insure the creation

of a better economic climate for the small business (which will more then offset

any loss in revenues) by stimulating Jobs, investments and capital growth. It

would provide the small business with the opportunity to better compete with the

larger publicly held corporations by putting small business on a more equal footing,

particularly during critical economic downturns.
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NET OPERATING LOSS CARRYOVER

PERIODS NEED TO BE EXTENDED

INTRODUCTION:

New corporations, and particularly smaller enterprises, often undergo
a substantial period of operating losses at the beginning of their existence.
Because of the Inability to carryback such losses and the 5-year limit on

carryovers, these corporations may experience the situation where they my
not have a sufficient period of time to permit taxable Incom to reach a
level where initial losses can be fully absorbed.

Because of this problem we advocated in testimony earlier this year before
the Senate Select Comittee on Small Business that the net operating loss
carryover period, for corporations whith have been in existence less than

3 years, be extended. We are advocating an extension to a period of from 8.10
years.

Why Carryover Period Needs To Be Extndg§

In support of our position we have conducted a survey of.the mbers

of the Council of Smaller Enterprises concerning their experience with the
current net operating loss carryover period.

Of those who responded, the total amount of unabsorbed initial losses
was $2,870,000. The size of the unabsorbed losses per company ranged from
$10,000 to $1,000,000. This represents a substantial sum of money and in-

dicates to us that the current period for net operating losses is too short.

A sumary of the results of our survey is indicated below:

Total responses: 77-100%

Number with initial net operating losses 39-61%
Number with initial net operatng losses 11-149

which were then unabsoroe o
continued....
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W rryover Period Need To Be [_tend (continued....)

As indicated, over half of the firms responding incurred Initial net

operating losses. This confirms our belief that such losses, particularly

among smaller enterprises, is widespread. Of those who experienced Initial

net operating losses, 14% were unable to effectively absorb them due to the

limited nature of the net operating loss carryover period. These figures tend

to emphasize the problem with the net operating loss carryover period as it

applies to small business. While existing corporations can take advantage of

an 8-year period (by carrying back three years and forward five years), to

absorb losses, a new business is limited to a 5-year carryover provision at

a time in its corporate existence when it needs a longer period. Since

smaller enterprises are dependent on internally generated capital for growth,

the current limit on the net operating loss carryover period can have an

adverse effect on such growth. If the period were extended, however, the

resulting tax benefit could be used to finance the second stage of a smaller

enterprises's growth.

Survey Results

The survey also tried to establish what effect an extended loss carryover

period would have on a decision to venture into a new business or a new line

of business. Of the 11 responses which Indicated unabsorbed net operating losses,

9 or 82% felt that an extended net operating loss period would be a factor in de-

ciding whether to start a new business. Of those firms which were able to effectively

absorb their initial losses 8 concerns felt that a longer period would be a factor

in such a decision while 17 companies felt it would not, with the remainder ex-

pressing no opinion. The drop that occurred in the number of firms that felt it

would be a factor in an expansion decision can best be explained by the favorable

past experience with the current length of the net operating loss carryover pro-

continued....
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Survey Results (continued....)

visions. The significant factor is that nearly 30% of those who were able

to absorb net operating losses felt that an extended period would be a con-

sidering factor when decidiong on new opportunities. Of those forms which

experienced no initial net operating losses, 7 or 21% still felt that

an extended period would be a factor in an expansion decision while 15 or 44%

felt it would not, 12 or 35% expressed no opinion. The fact that 21% felt

an extended period was needed in their business (even though they did not

Incur initial net operating losses) would indicate that an extended carryover

period would have a significant impact on the decision to expand business.

Conclusto

Because of the widespread inability of smaller firms to effectively

absorb initial net operating losses and the importance of the net operating

loss carryover period to a decision to expand, we feel that the net operating

loss carryover period for newer businesses should bI extended. Smaller firms,

which rely so heavily on internally generated capital, whould then continue

to expand with resulting long-term favorable impact on employment and taxes.
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AMORTIZATION OF PURCHASED GOODWILL SHOULD

BE DEDUCTIBLE FOR TAX PURPOSES

Purposes

The present I.R.S. position of disallowing a deduction for amortization

of purchased goodwill rests upon the premise that purchased goodwill has no

determinable useful life, We would like to review this position by (1)
reference to the Accounting Principles Board Opinion No. 17, (2) a discussion

of the apparent inconsistency in the I.R.S.'s position and (3) a look at the

positive impact which the proposed change would have on the capital formation

question. In addition, we have Included a few comments relative to the need-

less expense inherent in the present system.

Definition Of Ter '

First, however, two terms need definition to enhance the understanding of

this proposal:

"Purchased goodwill" means the excess of the cost of an acquired company

over the sum of the identifiable net assets of that company. This goodwill

can not be specifically identified and, therefore, does no include such
identifiable intangibles as patents, franchises or trademarks.

"Internally developed goodwill" my be defined as the value placed by

the owners/investors of a business on the exeted future earnings of

the business. Such a value is vague at best and fluctuates with changing

expectations. Insofar as certain expenditures conventionally charged to

costs of operations (such as research and development or advertising) may

contribute to the enhancement of expected future earnings, thn to that

extent, "internally developed" goodwill is a permissable deduction for tax

purposes.
continued....
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Generully Acceptad Accounting Pr|nct les

The Accounting Principles Opinion No. 17 acknowledges the absence of
determinable life for purchased goodwill; however, they conclude that "the
value of Intangible assets at any one date eventually disaears and that
the recorded costs of intangible assets should be amortized by systematic
charges to Income over the periods estimated to be benefited." Criteria for
determining the estimated amortization period are outlined In the Opinion,
but it is rcomended that the period not be in exuas of forty years

Th Jnconsstnc, Prpblm -

An inconsistency in the I.R.S. position seams evident since deduction
for internally developed goodwill expenses (of equally Indeterminable life)

are presently permitted. Likewise, a purchased goodwill deduction is allowed

at the time of liquidation of a business.
Allowing deductions for purchased goodwill will obviously provide another

source of Increased retained earnings for the small businessman's pressing
capital needs., Based on the U. S. Internal Revenue Service statistics of
Corporate Income, total unamortized Intangibles, -including goodwill, amounted
to $6.8 billion in 1970. It we assume that one-half this amount represents
unamortized goodwill, corporations could generate additional cash of $170 million

a year if goodwill amortization were tax deductible over a ten year period.

Another aspect of the problem concerns the unproductive expense Incurred

by business in terms of legal and accounting fees to support the argument that

purchased goodwill does not. in fact, exist. Aside from the wasteful implications,

there Is the matter of discrimination against the smaller concerns who can Ill
afford this expense. Perhaps a brief discussion would be enlightening. In
present practice, when a company acquires another company great effort (and expepse)
is taken to maximize the value assigned to tangible and other identifiable assets

continued....
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The Inconsi!tency Probem (continued .... )

in order that the resultant. purchased goodwill" is minimized. This practice

. obviously results in higher values being assigned to assets and consequent higher

depreciation charges to operations in ensuing years. Frequently, the values

are challenged by the I.R.S. and additional time, effort and money are expended

"negotiating" a settlement. All this effort and expense could be eliminated

by the simple act of allowing deductions for amortization of "purchased goodwill".

Recgmuendation

Therefore, we recommend that legislation be enacted which would permit

the tax deductible amortization of purchased goodwill on a basis consistent

with methods used for financial reporting purposes. This legislation would

not only resolve an unacceptable inequity but would 41so be effective in

helping small business concerns fulfill their capital formation needs.
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UNIFORM STATE TAX FILING REQ(IREMNTS ARE NEEDED

INTRODUCTION
Another area of concern to us Is the complexity of the taxing and filing

require ments of the various states. We concede that, although complaints on
this issue are often made, there is little incidence of double-taxation of cor-
porate income by the states, provided the various apportionment formulas are
properly used. In fact, we suggest that in many cases companies do not pay
all the state tax that would be required were they to fully comply with all
state laws.

REVIEW OF TAX FILING FORM
We believe, however, that the lack of uniformity among the states' taxing

provisions imposes hardships on small companies. The costs of maintaining

adequate records to properly comply with all state laws is often prohibitive,
resulting in the non-compliance mentioned above. We have collected a number
of state returns for review and from these it is clear that administrative and
preparation costs will mount almost in direct proportion to the nmber of returns
required to be filed. For example, in the area of adjustments to federal
income alone, the attached chart illustrates the diverse provisions among
various states regarding what adjustments should be made to transpose federal
income to state income. It must also be mentioned that this lack of uniformity
can, on occasion, cause a form of double-taxation. In certain states a company
may be required to use the separate accounting method of computing taxable
income for that state which, combined with the use of apportionment formulas

in other states, may result in double-taxation of certain income.
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SURVEYS At) LEOSLATIVE TESTXIPOY

This complexity not only Imposes hardships on the companies but may, In

fact, lessen the tax revenues of many states. In a survey we conducted for

this presentation, we found that 44% of the companies responding on this
issue indicated that they would consider expanding to other states if the
tax laws were simplified. Furthermore, as previously mentioned, the complexity

of the tax laws of the states often causes non-compliance with these laws by the

companies, resluting in decreased tax revenues for the states.

In reviewing previous testimony regarding this subject, it is clear that

the major concern of the states is the imposition of federal regulation. While

the states wish to preserve their revenues, they do recognize the need for

uniformity in the tax rules and regulations. It has been their contention,

however, that they should be left to their own methods of achieving this

uniformity.

We do not wish, nor would we welcome, a law which would create hardships

to the states in the form of decreased tax revenues. (In fact, the Council

of State Governments itself presented testimony on H. R. 11798 indicating that

uniformity of apportionment formulas, for example, would have an effect of less
than 3% on state revenues with a possible increaserather than decrease in tax.)

Testimony of business groups heard by committees in regard to previous tax

bills consistently supports this point; business has no desire to decrease

state revenues but does desire uniformity among state taxing provisions. With

such uniformity would come possible expansion of business as well as almost

certain increased compliance.

Perhaps previous bills have gone too far in their regulation of state tax

law. We recommend that states retain their power to set tax rates and

630-09 0 a 76 - 3
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SURVEYS AND LEGISLATIVE TESTIfN¥, continued

administer their tax laws. What we seek is uniformity regarding what will be

taxed and where it will be taxed. Although the states have often said they
are attempting to establish such uniformity, we sem so closer to it today than
we were ten years ago. While several states formed the Multistate Tax Compact

in 1967, this Compact has not achieved the desired uniformity. The Compact
merely set up procedures for cooperation wong states in establishing uniformity
but its most active function has been the facilitating of audits of multistate

companies.

CONCLUSION

In conclusion, we must emphasize that we are seeking tax simplification

and uniformity of the tax laws of the states; we are not seeking tax avoidance.
Businessmen have consistently maintained that they would prefer the establishment
of a clear and concise system for interstate taxation in place of the present

system, even though present practices permit some avoidance of tax. We do not
believe that, in the foreseeable future, the states will develop such a system
among themselves. It remains for Congress, without infringing on the rights or
revenues of the states, to establish an equitable system.
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RECONNIEDATIOS FOR REVISING THE
LIFO INVENTORY REGULATION

INTRODUCTION

The LIFO inventory accounting method is not new. It has been used since
1938 by a number of businesses. Neasurment of the extent of LIFO use defies
precise quantification; however, a study of 2,700 companies in the National
Automated Accounting Research system revealed that 216 companies used LIFO.
During 1973, 39 companies adopted LIFO and I would estimate that for 1974 the
number adopting LIFO would greatly exceed 39 and probably approach the total
number of corporations using LIFO prior to 1973. The tendency towards adopting
LIFO has grown greatly among those corporations capable of complying with the
complex tax regulations governing the adoption and use of the LIFO Inventory
accounting methods.

The reason for this growing trend towards the use of the LIFO inventory
accounting method is directly related to current high rate of inflation that we
all have been suffering through. Under the LIFO method of inventory accounting,
the last costs incurred are the first charged against current revenues. While
this assumption may be contrary to the physical movement of inventories, the
concept is that income is better determined by charging Income for an amount
equaling the replacement cost of goods sold, Since management will attempt to
recover these replacement costs in determining selling price, failure to asso-
ciate these costs with revenues will result in higher earnings during periods of
rising prices due in part to changes in price as opposed to operations. This
concept can best be illustrated by the following simplified Illustration. -

continued....
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110gMMO.S continud

Assume a manufacturer pvrche only to Items during its year and sells one

Sof them.

Illustration of the LIFO Inventory Costing Concept

UsiM~ LIFO UsingIFt

Item 1. On January 1, purchased for $2.00 $2.00

Item 2. n June 1, purchased for 3.00 3.00

On December 31, Item is sold for 4.00 4.00

Cost associated with the sale J& AM

Profit $1.00 $2.00

The difference betwen the profit of $1.00 when'using the LIFO method and

the $2.00 under the FIFO method is termed inventory pr9fit. Put another way,

inventory profit can be defined as the difference between what an item of

-Inventory originally cost the company and the current cost to replace that item, -

As can be seen from the illustration, Inventory profit is not a real profit as it

must be reinvested to purchase a replacemnt item of inventory. The magnitude

and growth of inventory profits is illustrated in Tables I and II.

Theoretically, any business, whether Incorporated or not, my value Its

inventory and determine its costs by use of the LIFO method; in practice, however,

a significant number of smaller enterprises find that they are unable to use LIFO

because of the ambiquity and complexity of the current regulations. The number

of decisions to make Just to determine what method of LIFO to adopt is illustreted

in Table I1. The requirements and problems encountered in applying the mechani-

cals of these methods are briefly described in the attached appendix.

RECIINDATIOWs-

Our recomendation Is that the mechanics of applying LIFO should be clari-

fied and simplified so that all taxpayers who wish to, may more easily apply the'

continued....
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RELMIEATI.,I continued
LIFO method. The current regulations for LIFO have not been substantially re-

vised in the last 12 years. Therefore, our first recommendation is, that the
0 Treasury Department review these regulations and clearly set forth what is and

is not an acceptable method of determining the LlFO-inventory value. Such

current asbiquities as the lack of definition of an adequate sample size, what
is a natural business unit and what constitutes a new item should be clarified.
The conflict between the Reg. sections should be eliminated. Currently,
Rag. 1.471-2(c) provides that any goods in an inventory which are unsaleable in

the normal manner because of damage, imperfections,.. .or other similar causes
should be valued at bonafide selling price less direct cost of disposition,
while Reg. 1.472-2(c) states that such writedowns are not permissable.

Our second and-perhaps more important recommendation is that serious consid-

eration be given to greatly simplifying the mechanics of applying LIFO. Currently
most retail enterprises and some wholesalers ari spared the time-consuming task
of developing internal indexes for applying LIFO. These enterprises are allowed
to use indexes developed and published by the Bureau of Labor Standards (BLS
Indexes). The Bureau is currently developing and publishing indexes for most
types of Industrial comunities. One page from a monthly report is shown in

Table IV as an Illustration of the comprehensive nature of the published material.
We specifically recommend that serious consideration be given to allowing most
enterprises to use these indexes in valuing their inventories. This would greatly
reduce the mechanical problems encountered in LIFO inventory accounting methods,

thus allowing more small businesses to adopt LIFO.

Irrespective of the methods used in cmputing the LIFO value of inventory,

provisions should be made to mitigate the effects of large year-end inventory
amount fluctuations that are attributable to extraordinary events. As the
Regulations now stand a very large portion of the LIFO benefit could be eliminated

and an enterprise would again be taxed on inventory profit if, for example, its
inventory were destroyed in a fire.



1041

TABLE I

IHY LIFOI

HOW "INVENTORY PROFITS$ INFLATED
CORPORATIONS' TAXABLE INCOME

1970 1971 1972 1973 1974

M "Zuveotory Profftas'

C1 Pretax RrsigS# o LIO Basis

* first half sanwulised

Source: U.S. Dept. of Comurce

TABLE II

GROWTH OF INFLATION PROFITS IN INVENTORIES OF NOW-FINANCIAL
CORPORATIONS (BILLION DOLLARS)

Yar

1966
1966
1967
1968
1969
1970
1971
1972
1973
1974 1e

*An Qli e

Total
Pre-tax
Profit

66.8
71.2
66.2
72.4
68.0
65.7
64.1
74.3
96.6

140.1*

Annual
Current Inventory Income
Income Inflation Tax on

Tax Profit Inflation

27.6
30.1
28.4
34.0
33.7
27.6
29.7
35.
46.6

1.71.81.1
3.3
6.1
4.8
4.9
6.9

17.3
31.2*
37.9*

0.80.9
0.6
1.6
2.4
2.3
2.4
3.3
8.3

16.0

120

tO

60

40

20

0
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TABLE III

LIFO METHOD OPTIONS TREE

Lfo

loodfle

rmnsl0n Insx uDouble Ins Unkchin Etln

Piung of OufrM" YW LIFO L.yeM:

fulet cast In ysgtmmmin ym

AuWrag sts for yw
Othw m In the yewI
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TABLE IV

EXCERPT FROM BUREAU OF LABOR STANDARDS
AUGUST 1974 WHOLESALE PRICE INDEX
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APPENDIX TO LIFO TESTIMONY

There are basically two general methods of LIFO inventory accounting, the

dollar-value method (single pool or multi-pool concept) and specific goods method.

Under the specific goods method, the value of the inventory is normally
measured by the physical quantities of the product, i.e., number of pounds,
linear feet, cubic yards, etc. For this purpose closely similar items may be in-

cluded in cost groupings called 'Pools.' The relationship of an ending LIFO
inventory to the base and prior increments is established for each pool simply by
comparing quantities expressed in the appropriate unit of measurement.

Experience has shown that the specific goods method, embracing, as it does,

a proliferation of pools, is likely to produce unusual fluctuations. Consequently,
in the long run, the benefits of LIFO my be lost. It is not uncommon Vor the

quantity of goods in one pool to rise considerably (requiring valuation at current
prices for the increase) while another pool is correspondingly reduced. Such dis-
parity in the price level of different pools may contribute to higher reported

income (inventory profit) although the true LIFO cost investment in total Inventory

my not have changed.

For some Industries, the specific goods approach my be adequate because the
possibility of radical changes in the product mix is remots. For most businesses,
however, the specific goods method is not practical. Therefore, the more omon

dollar-value method is more frequently used.

The dollar-value method spreads the effect of changes in the mix of specific
goods in any inventory pool over all units In the pool. A broader range of Item
may be included in a dollar-value pool than In a specific-goods pool. In tfie
latter cases, because changes are measured in term of units, of a commodity, the

continued....
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poled items must be substantially identical. Under dollar-value, the test for

grouping Items into pool$ is similarity-.-s to types of raw materials, processing

operations applied, Interchangeability, or similarity in Use.

Dollar-value LIFO Is best employed In conjunction with the use of a single

pool encompassing all the inventory assets ofa natural business unit. The

volum of inventory for all purposes is quantified in units of base dollars

(original unit costs), Even a total substitution of Item during a period would

not alter the LIFO value of an inventory if the niuber of substituted items,

were equal In total to the nuber of the former items.

To illustrate:

BEgINNIN LIFO iJVET&Y

Jim antg Bst 11C ollLIFO Valu

T 100 $ 1 $200
U 10 Is 150
V 1 100 -

TOTAL Is

ENDING LIFO INVENTORY

It . ImL.!*IrSCos LIFO Value

x 10 $ 20 $200
Y 16 10 150
Z 100 1

TOTAL

The essential mechanics of dollar value can be sumarized as follows.

(a) All Items in beginning LIFO inventory are assigned a base
ear unit value. Usually these would be the san as

;IFO values except that adjustments to eliminate FIFO
market writedows a be necessary. This "base year
inventory must be kpt permanently.

(b) All item in the ending inventory are extended at base
prices. If the total calculated Is equal to or less
than the beginning inventory, no further calculations
are necessary.

continued....
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(c) If the ending inventory at base prices exceed the beginning
inventories amount the excess constitutes a LIFO increment
or layer. This Increment represents a quantity or "volme"
increase, expressed in terms of base dollars.

(d) An incrment, as in (c), must be converted to LIFO value
)pricing at current levels. The (1) earliest costs,
average costs, or (3) latest costs prevailing in the

year may to used in pricing increments; the ratio of the
inventory at current costs to the inventory at base prices
is determined and a applied to the increment. The latter
calculation Is usually referred to as double-extension,
or'double-pricing.

e) For purposes of (d) IRS regulations contemplate that the
inventory will be double-priced. That it, the

-I-inm1i inventory will be priced completely at base prices
and also at current costs unless the taxpayer can justify
the use of a sampling method to determine the index
number.

A LIFO inventory sugary may appear as follow:

At Ig ase Cost I LIF0 Value
1971 Base $1,000,000 100.0 $1,000,000
1971 Increment 100,000 104.0 104,000
1972 Increment 200,000 106.0 212,000
1973 Decrease (40 000) 106.0 (42,400)
1974 Increment ,40000 $0,000

Total 1974 LIFO inventory value $1,323.600

The above tabulation demonstrates the adverse effect of the Impairment of

low cost base or Increment. The 1973 decrease permanently eliminated a portion

of the 1972 increment. When the same volume of Inventory was restored in 1974

it was necessary to price it $7,600 higher than if there had been no Impairment.

This results in an additional $7,600 of taxable income without a real increase

in inventory amount.

The basic arithmetic LIFO procedures are readily comprehended in theory.

However, in practice formidable problems are encountered in identifying items

and accumulating the required data. The accounting practices of individual

businesses are rarely identical. Procedures for dealing with the various pro-

bles, particularly unavailability of data in the desired form and the massive

numbers of items In Inventory, must be developed on a company by company basis.

continued....
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The typical small company my have a manuel system of atcwmulating costs thus

placing an extreme burden on them to developed the date referred to above.

Businesses often face a special problem in the form of excessively large

numbers of individual items. An inventory containing 10,000 item is difficult

to handle under LIFO. One method for coping with a large inventory is the double-

extension method which is favored by the Service. Yet the double-extension method

is complex and difficult to employ.

The use of the double-extension method is required by the regulations to

determine the ratio of current costs to base costs in order to determine and

price an annual increment entering a dollar-value pool. As an alternative, an

index method (that is, sampling) may be permitted if "... use of the double-

extension method is impractical, because of technological changes, the extensive

variety of items, or extreme fluctuations in the variety of the item ..." The

regulations further provide: "An index may be computed by double-extending a

representative portion of the inventory contained in a pool or by the use of

other sound and consistent statistical methods." However, there is no definition

in the regulations which defines what is an "adequate and statistically valid"

sampling technique.

Inquiries of IRS, as to the size of an acceptable sampling, have usually

elicited the response that 50 per cent of the item and 75 to 80 per cent of the

value should be included in the sampling. Obviously a sample of that size is

only slightly less cumbersome and difficult to comput than a full double-extension.

Additionally, the use of an index method must be justified without any clear

guidelines as to when the Service will object to its use.

In summary, LIFO inventory accounting methods produce more accurate gross

profit results than the FIFO method which is predominately employed by small

business concerns. The LIFO method eliminates inflated profits which (under the

continued....
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FIFO method) result because lower historical inventory costs are charged- against

sales. Historical costs do not give consideration to increased cost of replace-
ment goods and to this extent profits are overstated. LIFO assures the elimination

~ of inflated profits which reduces Income taxes on the phantom inventory profit.
This reduced tax burden will provide business concerns with the funds needed to
replenish inventories. Therefore, we recommend that the difficulties of computing
LIFO and the uncertainties of what is and is not an acceptable method be simlified

and clarified in order to allow the smll business enterprizes to adopt and use
LIFO.
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INTRHODUCTION

In 1958 Congress passed, as part of the Technical Amendments Act of 1958,
legislation which allowed corporations meeting certain requirements, with the

consent of their shareholders, to elect not to pay the corporate tax on their

income, but rather to have their shareholders report the corporation's income

on their individual income tax returns. Congress passed this legislation in the
belief that "it permits businesses to select the form of business organization

desired, without the necessity of taking into account major differences in tax

consequence."1 In addition, Congress believed that "permitting shareholders

to report thtir proportionate share of the corporate income, in lieu of a

corporate tax, will be a substantial aid to small business....The provision

will also be of substantial benefit to small corporations realizing losses for

a period of years where there is no way of offsetting these losses against
taxable income at the corporate level, but the shareholders involved have

other income which can be offset against these losses." 2 The goals of this
legislation have been partially successful since over 10% of business enterprises

which are corporations have elected Subchapter S status. The fact that the
Subchapter S provisions are used by small businessmen can be demonstrated by
a survey of clients in our office which indicates that the average Subchapter S

corporation has sales of $355,000, total assets of $206,000, net worth of

$75,000 and net profits of $26,000. However, statistics point out that the

goal of permitting business to select its form of organization without tax
consequences being the determining factor,has not been achieved. The fact is,

1Senate Report N. 1983, 85th Congress, 2nd Session, Page 87.
2lbid
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that over 80% of all business enterprises still operate as either partnerships

or proprietorships. As a result of using these forms of organization, business-
men are subjecting themselves to the risks of unlimited personal liability

which would not exist if they organized as corporations.

Taking into consideration the fact that almost all of these partnerships
and proprietorships are small businesses, those which Congress in 1958 felt
would be the primary beneficiaries of the Subchapter S legislation, the natural
question that arises is why is this Code section not used more? Part of the
answer, of course, is that it is more difficult to form a corporation under most
state laws, and state and local taxes are frequently higher for corporations than
for partnerships and proprietorships. The major reason, however, for the failure of

Subchapter S to achieve the goal of the 1958 Congress, is that there are several
provisions in these sections of the Internal Revenue Code which impose a real
hardship on the small businessman. They force him to either take the risk of
unlimited liability inherent in operating as a partnership or proprietorship,
pay the higher taxes associated with operating as a regular corporation, or,
and this is far too often the alternative chosen, simply not take the risks at
all which are inherent in and are a necessary part of our capitalistic system.
This testimony will concentrate on those provisions which we feel should be
revised and updated to make Subchapter S the tool for small business that Congress

meant it to be.

PRESENT SUBCHAPTER S INE(tJITIES
In order to be assured that there would be few abuses of the newly

enacted Subchapter S provisions, Congress set certain eligibility requirements
in order for a corporation ;to elect Subchapter S status. The most well known
of these provisions is the one which limits the number of shareholders a
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corporation may have to ten. In this way, Congress sought to limit the use of

the Subchapter S election to small businesses. In so doing, however, it is our

feeling that the limit of ten is too restrictive, and should be raised to twenty.

In light of inflation and the tight loan market, especially for the small

business, it can very easily take more than ten investors to finance a new company.

The small businessman can make an Investment in his enterprise much more

attractive to a potential investor if the use of Subchapter S is available to

him. He can offer the investor limited liability and a chance-for a greater

return on his investment by the elimination of the double tax. Also, there is

opportunity to deduct, on the investor's personal tax return, losses the enter-

prise might suffer in its early years. These advantages can and often do make

the critical difference in being able to raise sufficient funds to start a new

business. Even where fewer than ten persons are required for the initial

funding of the new business, if the number of shareholders is close to ten,

investors will be very reluctant to elect Subchapter status. The danger always

exists, for example, that a shareholder could die and leave his stock to a

spouse or his children. This could, and actually has, caused the involuntary

termination of an election. This termination works a hardship on all the
investors in that they must either see their after tax income substantially

reduced because of double taxatsn,_o.r dislve th corporation, which action,

in and of itself, can have adverse tax consequences. As already discussed,

the continued operation of the business as a partnership would subject the

owners to the risks of unlimited liability. Because of these dangers, there

are, as a practical matter, very few Subchapter S corporations with more than
five shareholders. In a survey of Subchapter S corporations which are clients
of our firm, only 10% had more than five shareholders; the average number of

62-206 0 o 76 - 28
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shareholders was three. A survey of partnerships indicated that 20% had over

ten partners and would thus not be eligible for Subchapter S status. The survey

found the average number of partners was slightly over seven. An Increase in

the shareholder limit from ten to twenty would obviously increase the oppor-

tunities for the use of Subchaptor So while still restricting its use to small

businesses. The change should have almost no effet on tax revenues In that

most of the existing businesses that would take advantage of the increased

limit are those that are now operating as partnerships. The change should

actually stimulate more investments by small businessmen, which ultimately

would generate additional tax revenues. This approach agrees with Treasury

Department proposals to the House Ways and Means Committee to eliminate or

reduce the double tax, in order to promote substantial new capital Investments.

Another provision which severely restricts the use of Subchapter S Is the
prohibition against trusts being shareholders. This restriction was, I believe,

originally enacted to prevent the use of the Subchapter S provision for tax
avoidance purposes. Most of the opportunities for manipulation were taken away

by the Tax Reform Act of 1969, so it is our feeling that this provision is

outdated, and in certain circumstatnces works to defeat the purpose of Congress

in enacting the Subchapter S provisions. For example, there would appear- to be

no reason for excluding voting trusts as shareholders, The use of a voting
trust would not be uncommon by the sall businessman in the situation where he

is forced to give up a substantial part of his equity in order to raise capital
from outside investors, but desires to maintain control of his company. All of

the beneficiaries would be shareholders of the corporation and each beneficiary

would be counted as a shareholder for purposes of the number limitation. A
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grantor trust is another instance where shares being owned by a trust should not

prevent a Subchapter S election. The grantor Is still being taxed on income from

the corporation so the fact that he desires to place his stock in trust should

not prevent the Subchapter S election. Perhaps the one situation where thes

provisions of the Code operate most harshly in causing a severe hardship to

shareholders of a Subchapter S corporation, is the involuntary termination of

the elction which results when a shareholder dies and his shares revert to a

trust for the benefit of his family. Again, as discussed previously, both the

family of the deceased shareholder as well as all the other shareholders are

forced for no apparent reason into either having their incms substantially

reduced or taking some other steps, such as a corporate liquidation. These

steps can be costly and full of risk, but are sometimes currently necessary in

order that the shareholders may maintain their previous level of after tax income.

Clearly, in the above situations, all of which are not uncommon to the small

businessman, there appears to be no reason for the prohibition of trusts as

shareholders of a Subchaptor S corporation. To the contrary, it seams to

work against the goals set out by Congress when the legislation was originally

enacted.

With almost all elective benefit provisions of the Internal Revenue Code.

Congress and the Internal Revenue Service require strict compliance with the law

and the administrative procedures which surround It. Subchapter S Is not an

exception to this rule, nor are we asking It to be made one. However, there are

certain termination provisions which are overly strict and which can cause

inadvertant or intentional termination beyond the control of the majority of the

corporation's stockholders. Under present law, if a new shareholder fails to file
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a consent to the Subchapter S election Within thirty days after he acquires his

shares, no matter how mall the percentage ownership, theelection is automatically
terminated retroactively to the beginning of the fiscal year In which the shares
were acquired. Whilv we agree that the original election should be a unanimous one,

it does not sem fair that a single new shareholder should be able to terminate

theelection by failing to file a consent. Termination should only be caused by
affirmative action of the majority of the shareholJers. This change in the law

Would help prevent inadvertent terminations and also prevent a single small

shareholder from causing a calamity for all of the other shareholders.

Also with respect ti the termination of a Subchapter S election, the

present law permits a voluntary revocation of the election only if it is made

within the first month of the taxable year for which the revocation is to be

effective. We believe that with the unanimous consent of all shareholders, a

Subchapter S corporation should be permitted to revoke its election, retroactive
to the beginning of the year, at any time during the taxable year.

One of the Subchapter S benefits Congress wanted to pass on to small

business was the availability of the loss pas-through from -corporations to

individual shareholders. While the provisions of Subchapter S do provide for
this pass-through, there is one severe limitation which does not exist in

partnership law and which does create a significant difference in the tax results

between operating as a partnership as opposed to a Subchapter S corporation.
Under both partnership and Subchapter S law, the Individual may deduct losses

only up to the extent of the basis for his Investment in an enterprise. Under
partnership law, if in the current year the loss exceeds the basis, and in a later

year the partner increases his basis through additional investment, he Is then
permitted to deduct the excess loss in the later year. However, the shareholder
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in a Subchapter S corporation does not receive the same benefit. If in a

particular year the shareholder's share of the corporation's loss exceeds his

basis, the deduction for the excess loss is lost forever. No matter how much

additional money he my invest in later years, he can never deduct that excess

loss. There is no reason for this disparity in the treatment between a partner

in a partnership and a shareholder in a Subchapter S corporation. A change in

this area of the l* Is one which will not only eliminate an obvious inequity,

but will also assist in more fully achieving the goals of Congress through

creating a substantial Incentive for investing additional funds in a small

business which might otherwise fail because of losses in Its early years of

operation.

Another provision of the law pertaining to Subchapter S which does not

seem to correspond to Congress' goels for small business Is the prohibition of

distributing property other then cash to shareholders as a distribution of

previously taxed income (I.e. income upon which the shareholders have already

paid taxes but which has not yet been distributed to them). It is often

impracticable and can cause a substantial hardship on the small businessmen to

be forced to make cash distributions to the shareholders. Since the tax has.

already been paid on this income, there would sew to be no reason for preventing

the small businessman from using property, such as notes or debentures, to

make a distribution of previously taxed Income to his shareholders. Under

present law, the shareholders could In certain circumstances be forced to pay

tax on the property as an additional dividend, even though they have already

paid tax on substantial amounts of income which they have not yet received. A

change in this provision of the law would make It easier for the small businessman



1056

-84-

PRESENT SBKUAPTER S IfE0JITIES, continued

to re-invest a part of his profits without having to fear adverse tax conse-
quences.

wmy
In summary, I would like to point out that all Subchapter S changes we

have suggested have two things In common. First, they are all designed to aid
the sall businessman, who today is in more need of help than almost Anyone

else. If Subchapter S inequities can be eliminated, the sae smal businessman

can become a significant contributor to any future economic upturn within our

country. These revisions will ease the burden of the small businessman in both

raising capital and operating his business under the provisions of Subchapter S.
Secondly, none 6f the suggested changes will cause any significant loss of tax

revenue; rather, they should stimulate the growth of small business to the

degree that they will ultimately add to the total tax revenues.



1057

SUPPORT FOR INCREASIl SURTAX EXEMPTION TO $100,000

One area which would provide an immediate influx of capital to corporate

entitles would be a permanent increase in the corporate surtax exemption to

$100,000.

As long ago as 1918, Congress recognized the need to provide a two tier

system of corporate taxation. An 1936, Congress adopted a $25,000 surtax

exemption. By proposing an increase to $100,000, we are proposing that In

term of constant dollars, the surtax be returned to the original level.

khile such an increase would benefit all corporations with income In

excess of $25,000, the primary benefit would be concentrated in smaller

business. For a corporation with $100,000 In taxable income, the proposed

increase would amount to a 47% tax reduction on the tax that would otherwise

be owed, and would provide an additional $19,500 in available investment funds.

As a corporation's taxable income Increased above the surtax limitation of

$100,000, the percentage of tax reduction would become progressively indignificant.

For a corporation with $1,000,000 in taxable income, the reduction would only

be 7%.

RESEARCH RESLtTS

Our research, presented on the attached table Effects of Incrnsia .the

Srta Exetion L !10 , disclosed that approximately 74% of the tax

benefit from increasing the surtax exemption would be received by corporations

with net assets of less than $5 million. In terms of dollars, this would

1Comparative statistics for 1970 corporate returns.
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represent a capital infusion of approximately $1.4 billion to these small

businesses. Based upon an historical relationship of after tax earnings retained
in the business, we~have estimated that these small corporations would retain

~ approximately $1.1 billion or 80S of the total benefit would be reinvested in

the business.

Our research has projected an initial revenue loss at approximately
$2 billion. This initial revenue loss wuld be offset by Increases in employment,

real wages, and business output. In a study prepared by Hr, Norman B. Ture of
Norman B. Ture, Inc,, for the National Association of Wholesaler/Distributors, It

was projected that by 1977, based upon historical relationships, an Increase in

the surtax exemption to $100,000 would increase full time employment by 720,000

and total real wages by $10 billion. The study projected an increase of total

business sector output of $17.2 billion also by 1977. Our research and the

aforementioned study indicates that in the relatively short term, the initial

revenue loss would be completely offset by increased federal taxes on the

increased real wages and output.

CONCLSION

Therefore, the logical conclusion that can be drawn from the study, is

that the proposed $100,000 increase In the surtax exemption would not result
in a long term revenue loss to the Treasury and would place the majority of

the benefit in the small corporate sector where it is sorely needed.
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INTERNAL REVENUE CONE DISC PROVISIONS SHOULD BE RETAINED

HISTORY OF DISC

The DISC provisions were initially proposed by the Treasury Department,

approved by the House Ways and Means Comittee and approved by the House of

Representatives as part of the Trade Act of 1970. However, the 91st Congress

was adjourned before the Senate could complete action on the Bill. DISC was

again proposed in August, 1071 by the Administration and was subsequently

enacted, with modifications, as a part of the Revenue Act of 1971.

Secretary John Connally in 1971 testified that the enactment of DISC would:

(1) Provide a similar type of U. S. tax treatment for U. S. companies

engaged in exporting as is available from manufacturing abroad

through foreign subsidiaries:

(2) Create and preserve jobs in the U. S. through expansion of export -

sales, and

(3) Offset foreign laws which favor export production.

The Treasury Department offered testimony in Septaeber, 1971 that DISC

would "result in an increase In annual export sqles of $1.6 billion, which will

mean more gross national product - more tax base in-the U. S. and more tax revenues".

OPPOSITION TO DISC

Almost since the mome nt of its inception as law, the DISC provisions have

been under a constant attack from opponents. The arguments most often stressed

by the opponents of DISC are fivefold:

(1) The revenue losses to the Treasury have far exceeded the original

estimates;

continued...,



1061

OPOSITION TO DISC, (continued....)

(2) rt can not be clearly demonstrated that DISC is encouraging

export;

(3) The DISC provisions may be a violation of the General Agreement
on Tariffs and Trade (GATT);

(4) Trade accounts of the U. S. have recently been In a surplus

condition rather than in a deficit condition; and

(5) DISC has encouraged the export from the U. S. of some commodities

which are in short supply in this country.

We agree that some products in short supply in the U. S. in the natural

resource area in particular were being exported from this country. Congress

has already acted effectively to solve this problem by providing in the Tax

Reduction Act of 1975 for the elimination of DISC treatment on exports of certain
natural resource products. This provision, long with the authority granted the

President in Section 993 (c) (3) of the original provision, will effectively

prevent the use of DISC to export products in short supply at the expense of the

domestic market. Accordingly, this argument of opponenti of DISC has been re-

solved and should no longer be justification for outright repeal of the DISC pro-

visions.

We question the validity of the argument that DISC should be repealed because

It may represent a violation of GATT. W do not believe that the U. S. is the

only signer of the Agreuimnl who might have export promotion policies which

might be considered to bi in violation Of the tirms of the Agreement. As a

matter of fact, as was mentioned earlier, one of the purposes of enacting DISC

-in the first place was to offset some of the advantages provided by foreign tax

laws to foreign industry certain of which undoubtedly could also be considered to

be in violation of GATT. The U. S. would be giving up an important bargaining

continued....
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position if the DISC provisions would be untlaternally repealed without receiving

concessions from other signers of the BATT.

A third argument set forth by the opponents of DISC its that it is no longer

needed since the trade accounts of the U. S. are now showing a surplus. This

argument is disturbing for two reasons. First, it seem to.presume the attitude

that DISC is something that should be turned on and off as economic circumstances

change. This attitude, if it is in fact true, is not fair to business inasmuch as

there is considerable expense and readjustment required of business when an economic

mechanism is put into effect or taken away by Congress. Secondly, we believe the

present trade surplus may well be a temporary one for the following reasons:

(1) In the first quarter of 1975, farm exports increased rather sharply;

(2) Oil imports have dropped sharply due to the Administration's in-

creased import fee on foreign oil; and

(3) Demand for imported products has dropped due to the domestic

recession.

In summary, we view the DISC provisions as a necessary pert of the Internal

Revenue Code, and not as an "on again, off again" measure controlled by temporary

economic conditions.

The remaining arguments against DISC will be considered as we review the

results of DISC for the short time for which information regarding the impact

of DISC is available.

EFFECT OF FOREIGN COMPETITION

Like it or not, It is a fact of life that except in certain limited areas,

continued....



1003

EFFECT OF FOREIGN CMETITION. (continued .... )

U. S. business operates from the same technological base as most of its foreign

competition. Therefore, the policy of foreign governments in encouraging exports

has a direct bearing on the competitive stature of U. S. business in the world

market. In this regard, the March, 1975 International Economic Report of the

President stated, "Foreign competitors, all with smaller domestic markets, have

for some time devoted sizeable resources to foreign marketing programs. During

the last 15 years, the U. S. has exported between 10% and 15% of the goods it

produced, while major European countries have exported from 30% to 50%. The

Report goes on to indicate that expenditures for export marketing and information

services for 1973 by the governments of Canada, France, Japan, Italy and the United

Kingdom averaged more than twice those proviced by the U. S.. Studies have in-

dicated that foreign governments encourage exports In basically four ways:

(1) Through tax statutes by exempting, in whole or in part, export

receipts from tax or by granting statutory tax incentives such

as accelerated depreciation on export assets

(2) By means of border adjustments through reimbursement of the Value

Added Tax on exports;

(3) Help provided exporters by way of export financing, export Insurance-

and practical assistance; and

(4) Direct cash subsidies or financing at favorable rates.

The incentives offered U. S. business as encouragement to export are rather

meager in comparison to incentives offered to some foreign competitors. The

basic incentive offered by the DISC is a-temporary deferral of the tax on a portion

of the income earned by the DISC, a far cry from direct cash subsidiaries received

by certain foreign competitors.



1064

RESULTS OF DISC

U. S. Department of Commerce figures Indicate that exports have increased

for $43 billion in 1971 to $97 billion in 1974. A key question is how much of

o this increase can be attributed to the DISC. Recently released Treasury Depart-

ment and Commerce Department reports help give some insight into the answer.

The second Treasury Department report on the operation of the DISC program

was released in April, 1975 and included the results of tax returns filed for tax

years ending in fiscal 1973. The report indicates that 7,300 DISC elections have

been filed as of February, 1975. The report indicated that 41% of U. S. exports

in fiscal 1973 were DISC related and amounted to $21.9 billion for the period.

DISC related exports for the period increased about 33% while all U. S. exports

Increased about 23%. Tho Treasury Department estimates that deferred or "lost"

revenue because of DISC were $350 million in calendar year 1972, $640 million

in calendar year 1973, $1.05 billion in calendar year 1974, and will be $1.3 billion

in calendar year 1975.

The U. S. Department of Commerce in its review of the Treasury Department

report has estimated that the amount of export growth attributable to the DISC

incentive for the period covered by the Treasury report was $2.56 billion. Thus,

the combination of the two reports indicates that the ratio of deferred revenue

to export increase Is about 7 to 1 ($2.56 billion 4$350 million). Applying this

ratio to the Treasury Department's estimate of DISC deferred revenue for 1975

($1.3 billion), we can expect exports to. increase by approximately $7 billion in

1975 because of the DISC incentive. As a matter of fact, the Department of Commerce

has Indicated that because more companies are beginning to use the DISC the 1975

increase in exports will probably be in the neighborhood of $9 billion. Therefore,

if the Information gathered by these two Government Agencies is valid, one is led

continued....
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to the conclusion that the DISC is achieving the goal of increasing export

sales which in turn leads to Increased income tax revenue.

It is not correct for the opponents of DISC to dwell solely on the estimate

of revenue deferred or "lost" as justification for the repeal of the DISC provisions.

This deferral is only an initial effect of DISC. One must look to the effect of

the DISC provisions from the standpoint of the increased tax revenues generated by

the suppliers to the exporter, the increased taxes paid by the employees whose

jobs depend on export business and the increased taxes paid by the economic activity

resulting from the increased expenditures made by export employees. In other words,

there is a multiplier effect which must be considered. In this regard, the U. S.

Department of Commerce estimates that $1 billion of increased exports results in

an annual increase in. the Gross National Product (GNP) of $3 billion. As a result

the above mentioned $7 billion to $9 billion expected increase in exports due to

the DISC incentive will result in a $21 billion to $27 billion increask in GNP.

In addition, according to U. S. Department of Commerce estimates, each $1

billion of GNP produces Federal tax revenues of about $230 million. Hence, the

projected $7 billion to $9 billion increase in exports from 1975 would (without

consideration of the three-fold multiplier effect) produce increased Federal tax

revenue of $1,6 billion to $2.1 billion as compared to the temporary deferral of

tax revenue of $1.3 billion. Viewed in proper prospective then, we conclude that

the DISC is a revenue-producer, not a revenue-loser.

From the standpoint of employment, private studies have estimated that each

$1 billion gain In exports results in 60,000 to 70,000 more jobs. The Bureau of

Labor Statistics has estimated that in 1973 the increase per $1 billion was 47,000

jobs. The same source reduced Its estimate to 40,000 Jobs per $1 billion for 1974

continued....
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because of the impact of inflation. Using the 40,000 Job figure, the estimated

$7 billion to $9 billion increase in W in 1975 because of the DISC incentive

0* would result in a conservative estimate of between 180,000 and 360,000 more Jobs.

It is interesting to note that, in testimony already presented to their

Committee, the National Association of Manufacturers through a macroeconomic

model projected that repeal of the DISC would result In a net decrease over a

five year period in real fixed Investment, manufacturing employment, total em-

ployment, real GNP and net Federal tax receipts.

We further question the validity of the argument often cited by opponents

of the DISC that the deferred or "lost" revenue from the DISC incentive is much

greater than originally anticipated as a basis for arguing for the repeal of the

DISC provisions. Since the revenue loss is measured by the deferred tax revenue

on income from export sales, one must conclude and the published statistics support

the fact that export sales have been much higher than originally estimated. It

would seem much valid for opponents of DISC to argue for the repeal of the DISC

incentive if the deferred revenues were less than originally estimated.

Nor can we accept without comment the argument of opponents of the DISC that

only the very large corporations have and will continue to benefit from the DISC

incentive. Naturally the first taxpayers to take advantage of the DISC would be the

corporations with substantial export business and with sophisticated tax advisers

to assist in the interpretation of the complex DISC provisons. However, we are

aware of an instance where a large corporation has terminated its DISC and aware
of other situations where large corporations are contemplating the termination of

the DISC largely because of the restrictions place on the use of the cash generated

by the DISC In comparison to the companies' needs for use of the cash. In other

continued....
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words, many large corporations appear to be considering the decision to forfeit

the tax savings provided by the DISC in order to get unrestricted use of the cash
S which they need in today's business climate. In brief, big business was the first

to take advantage of the DISC Incentive and-they are also the first to reach

the limit of the mxima benefit which can be achieved through the DISC tax
saving as compared to the complex limitations imposed by the DISC tax provisions

on the use of the cash generated by the DISC incentive. That point has been
reached by some corporations and we believe that as time goes on the statistical

information developed by the Treasury Department will indicate-less use being made

of the DISC by big business as a percentage of total businesses using the DISC.

IMPACT OF THE DISC ON COSE MOSFRS

So far we have presented statistics which have been prepared for the most

part by various Goverment Agencies. Representatives of COSE in June, 1975 testified

before the Senate Select Committee on Small Business on matters of tax reform, in-

cluding the DISC. As part of that testimony we indicated that members of COSE
and certain members of the Cleveland World Trade Association would be surveyed

to determine, among other things, the impact of the DISC on the small businessman.
The results of that survey clearly demonstrate that retention of the DISC provisions

is critical to small business if it is to remain in the export market. First, the

survey indicated that the small businessman is, In fact, a part of the U. S. export

market. Of the businesses answering the survey, 29% had export sales. The dollar

volume of exports ranged from a low of $2,000 to a high of $1 million plus with

the majority In the $26,000 to $500,000 range.

Secondly, the attitude of the mall businessman Is aggressive in contemplating

his role In the export market. An Impressive 58% of the businesses responding to
continued....

a,400 0 ao *4
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the survey indicated that they believe that small business has a role in the

export market. Furthermore, 67 of those who believed that sall business has a

role in the export market plan to actively seek to expand export sales.

Third, small business has been slow to respond to the DISC incentive. While

67% of the companies responding to the survey indicated that they were aware of

the DISC provisions, only 131 of those companies responding who-have export sales

Indicated that they were taking advantage of the DISC incentive. Of the twenty

respondents who indicated they have export sales but have not used the DISC pro-

visions, the following reasons were offered in explanation:

(1) Insufficient export volume in 60%
comparison to costs to administer
the DISC

(2) Not aware of provision 151

(3) Uncertain duration of law 5%

(4) No reason given

Finally, small business is awakening to the benefits offered by the DISC

and the DISC benefits are often more vitally important to the small businessman

trying to grow in the export market than they are to the large business which has

already developed a mature export market. For example, it is camon knowledge

that- foreign accounts-are generally slow-paying accounts. It is not unusual for

a U. S. exporters' accounts receivable on export sales to be outstanding two or

three times longer than his domestic sales related receivables. The increased cash

flow provided by the DISC incentive enables the small businessman to carry these

slow-paying accounts which he could not afford to carry otherwise in today's

money market. In addition, funds provided by the DISC incentive enable the small
continued....
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businessmen to make more frequent trip$ abrpd to cultivate Custom relations,

enable the business to carry larger quantities of Inventory in order to provide

quicker deliveries and enable the business to increase its budgets in other key

operating areas such as advertising; In the words of Mr. L. J. Davidson, President

of Midwest erica International, Inc. (a company whose export sales have increased

from $300,000 in 1971 to $750,000 in 1974), the DISC has made it possible "for

us to travel to the market areas two and three times p year; whereas one trip

was usually it in the pst. Our export travel budget is now 50% gret* and the

personal contacts are vitally necessary to maintain growth. The above cited

problems are usually not a factor to the large, mature corporation with a sizeable

overseas marketing force; however, to the small businessman, they are critical if

he is to reamin in the export market, much less grow.

00-AY AND RECOIIENOATI

Me, as representatives of small business, respectfully urge that the DISC

incentive be allowed to remain in the tax statute. Small businessmen are, with

Increasing frequency, taking advantage of the DISC provisions and would be financially

hurt if the provisions are repealed.

As an alternative recmmndation, if the majority of the members of Congress

believe the DISC incentive is too liberal, we would support the imposition of an

upper limit on the amount of the deferred tax benefit which could be generated by the

DISC incentive.
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AMENDMENT OF ESTIMATED TAX OVERPAYMENT ROLATIOMS

Current provisions of the Internal Revenue Code (Sec. 6425) provide that
a corporation ay, after the close of its taxable year, file an application
for an adjusomt of an overpayment of estimated tax. Within 46 days from
such an application, the IRS my credit the amount of the adjustment against
any known liability and refund the remainder provided the amount of the
remaining adjustment equals or exceeds 10% of the amount of tax liability
estimated by the corporation and $500.

There Is not, however, any present provision which would allow a "quick
refund* for the overpayment of a specific estimated tax installment. Making
the corporation wait until the close of its taxable year, does not permit the
prompt refund of overpayments needed by corporations who find themselves facing
a sharp reduction of income because of sudden business reversals. Therefore,
we recomend that Section 6426 be ended to allow a corporate taxpayer ro file
for a quick refund of overpaid estimated tax installments prior to the and of
its taxable year. The 10% and $600 refund limitation provision of Section 6425
would still apply.

WHY REFUNDS ME NEEDED
The value of such a provision can be well illustrated by the recent

recessionary period. As business experiences reversals and sharp reductions
in income, working capital become tighter and business concerns, particularly
smaller companies, need to recover overpaid tax estimates just to meet day to
day cash flow requirements. If the Treasury has no proper claim against
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overpaid estimated taxes, there Is no Justifiable reason for holding the

payments for the entire year before they are refunded. Allowing refunds of

overpayments of specific estimated tax installments, will involve no loss or

revenue to the Treasury since it will only speed the recovery of funds to

which enterprises are already entitled.

We surveyed our membership to determine the frequency of overestimated tax

payments and the use of the current quick refund provisions. Of the 78 responses,

16 or 20% Indicated that their estimated tax paymentS were frequently in excess

of their tax liability. Of this group, only 8 companies or 10% had made use of

the current quick refund procedure. Out of the 78 responses, 28% Indicated

that their estimated tax payments weNl in excess of their tax liability.

These figures indicate that a significant numer of firms are making estimated

payments that are In excess of their tax liability. A smaller but still

substantial number are making use of the current quick refund procedures. We also

asked what benefits would accrue to firms who could have quick refunds available

before the end of the year. Of those who responded, the near unanimous statement

was that it would provide a much needed improvement in cash flow at a time when

business reversals are comonplace.

One survey response reflected upon the serious problem many smaller

concerns have when It comes to estiwting and paying Income taxes:

mAs a construction contractor it is almost impossible to accurately
estimate taxable earnings. 6verpwants are always possible and
presently ar lost for some tim... Onterim refunds of overpaid

malnsa1nts ... would obviously aid r cash flow."

w Another respondent questioned why the Treasury v,as allowed to hold overpayments

interest free when his company had to pay interest on underpaid taxes. The

regretful answer is that there Is no logical support for the Treasury position.
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These results support our argument that quick refunds should be available

before the end of the year. If for no other reason that to ease the bind

placed on businesses when they experience sharp reversals. Smaller business

S concerns have great difficulty in obtaining borrowed funds and usually pay the

highest interest rates. Thus, an improved cash flow would greatly assist smaller

enterprises in meeting economic downturns, thereby assuring their survival and

future growth without any resultant lose of revenue to the treasury.
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LIBERALIZATION OF DEUCTII~lLITY OF BUSINESS SEARCH EXPENSES

Under current law, expenditures incurred in search of a prospective

business or investment are deductible only when the transaction has actually

been entered into and subsequently abandoned. Because there appears to be no

Justification for such a limit on deductibility, we advocate that expenses

paid or incurred by an individual or corporation with respect to expenditures

incurred in search of a prospective business or investment should be deductible

regardless of whether the proposed transaction was consumated.

If a taxpayer makes a good faith investigation of a business prospect

which is clearly identifiable is such and incurs reasonable and necessary

expenditures therein, then ordinary standards of equity and fairness should

permit deduction of those expenses. The requirement of actually entering

the transaction and conducting material activity in the business, places an

arbitrary and unbusinesslike burden on those individuals interested in

development of new economic opportunities.

SIUJEY RESULTS
In suppot of our position we undertook as part of our survey of members

of the Council of Smaller Enterprises to determine the extent and amount of

such preliminary expenditures as well as the frequency that new investments

fail to develop after such expenditures are incurred.

Of those questioned, 52 or 66% had undertaken some form of expenditure

for the preliminary investigation of business opportunities. The expenditures

undertaken ranged from the nominal amount of $50 to up to $50,000. The
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typical types of expenditures included travel, appraisals, market surveys and
legal and accounting fees. these survey results indicate that business
opportunity investigations are widespread among smaller firms and can amount
to substantial sums of money.

Also significant in support of the deductibility of search expenditures
was the frequency that new investments fail to develop after these preliminary

expenditures are incurred. Out of the 79 interviewees, 44 or 56% stated that
preliminary search expenses of the type they have incurred, frequently fail

to yield new business opportunities while only 4 or 5% felt that such

expenditures seldom failed to yield no new investment and 31 or 39% expressed
no opinion. The failure frequency of these expenses In yielding new investments

indicates that it is not realistic to tie the deduction of such expenses to
the acceptance or rejection of a potential business opportunity. Such a

position is arbitrary and tends to discourage expansion, particularly in the

capital-starved small business sector.

RECOIENDATIOI

To encourage investigation of new economic opportunities, tax deductions
should be permitted for preliminary expenses Incurred while seeking out new
opportunities. Any possible revenue loss would be more than outweighed by
increased revenues from new businesses that result from such investigations.

Promoting expansion investigations would also have a favorable impact on
employment when it is considered that opportunities which result in the formation
of new business concerns also produce new employment opportunities.

A deterrent to the investigation of growth opportunities would be removed
by allowing a deduction for preliminary search expenses. Not only would an
inequity be eliminated, but a desired increase in employment and business
activity will result.from expanding investigations of potential new business

opportunities. /
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Mr. MAusn. Thank you, Mr. Chairman. My name is Bruno Mauer
and I am president of the Independent Business Association of Wis-
consin. I appreciate this o rtunity to appear before this joint
committee and I would also ike to thank Senator Bentsen and their
financial market committee for being here as well this morning.

The first four parts of My comments will be directed to what we
consider myth-building. These four areas are: (1) Size standards

Sthat only recognize small andlage corporations or businesses; (2)
comparing corporate and individual wealth; .(3) who really pays
taxes; and (4) the need for capital versus industrial production
cap-acity.The second part of my comments will be directed to the one es-
sential ingredient we desperately require--capital.

The firit myth that confronts us in analyzing previous tax reform
testimony is the definition of size standards. And don't be afraid
please Irm not going to get deeply involved into size standards here.
We feel it is essential that our Government bei to recogmze and
understand that there are small, medium, and large businesses with
different needs; and that the impact of Government policy has varied
degrees of impact on these respective segments. We readily admit
that we are not m a position to put soph coated data together to
provide all of the supportive data that may be needed or required-
however, our good judgment, experience, and needs are all too lou 1

and clear.
Former Assistant Secretary of the Tieasury Hickman has stated

that small business is a bewildering array of definitions, and we agree.
This, however, does not negate te fact that there are distinct and
many needy problems that call for understanding and help. Mr. Hick-
man also states that "There is no real reason to lump all 'small
business' together and no clear criteria for classifyin. them by size."

We do tend to agree m principle, but probably for aierent reasons.
We feel there is strong justification for pulling out a segment of small
business and calling it the independent or medium-sized growth-
oriented corporate segment, This segment has many distinct needs
and characteristics and calls for long-overdue recognition, especially
in areas of capital requirements and capital formation. We are asking
for and searching out for clear criteria for classification.

If we were to utilize the method to break out small business from

large business as suggested by Mr. Hickman. He used a number of
s, firms by size of e 10 percent as ae and then the

lower 90 percent as small firms. I'm afraid we would all get whiplash
from the extremes and vast disparity between ability and need. This

size standard may be interesting, but -certainly not very substantive
to help solve serious problems that we all face today.

To more clearly define our objective, let's use the process of elim-
ina . We can pull out partnersps, proprierships, and subchap

S corporations because they, by their very selective nature, and for
whatever reasons, have elected to use another avenue of business
organization.
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This leaves -us with approximately 1,400,000 corporations. If we
select the $25,000 net income level athe breakout point for smaller
corporations, and also use the $1 million net income level and above
to denote the larger corporations, we begin to establish a tax size
standard that has purpose and meaning. Let me reiterate.

If we talk about 12 million business enterprises In the United States
and we take out the partnerships, proprietorships, and subchapter 8

~ corporations, which amount to about 10,600,000, then that leaves us
1,400 000 corporations. If we pull out of that number the corporations
with less than $25,000 net income which is 1,250,000 this leaves us
with about $150,000 corporations b etween $25,000 and the $1 million
net income level. If we pull out those 5,000 corporations with more
than $1 million net income, that leaves us approximately 145,000
independent business corporations that are independent medium-size
corporations.

The argument may be made that this method of arriving at size
is somewhat capricious and arbitrary; and yet, this is a rather large
and significant business segment within which we see great needs
arising.

We are talking about 145,000 taxable corporations that make up
the bulk of the growth, job-oriented, independent business sector.
This is the business that also requires large amounts of capital to
perform its proper function in our economy; however, it does not have
the equity markets available, nor does it have the funding ability of
its big brother. It requires retained capital, and this requires proper
tax consideration, We are not attempting to'isolate specific corporate
size groups and indicate that these are the good guys and these are the
bad guys. Rather, we are attempting to react to the s,ecific needs and
problems of small independent business, because historically it has
not been adequately represented. There are specialized problems
based on size, and hopefully the Congress in its wisdom will continue
to respond to these areas of concern. We are hopeful that we can be of
substantial help. .

The second myth that I would like to address is the statement often
made that small, independent business is owned by persons of con-
siderable wealth. This may or may not be true. There are probably
all shapes and sizes of wealth involved in this area of small independent
business. The key question should be: "Is this wealth, whatever or
wherever, invested and creating a better and healthier society?"

Wealth of itself bears no consideration in determining the needs of
corporate ownership. This line of reasoning is skirting the issue. If
personal wealth is a problem area, then we should address the problem
to the area of personal income, and not confuse it with corporate
taxation and its respective needs, for capital and capital retention,

The third myth is profits, corporations, and capital. It has been
said time and time again, that businesses do not pay taxes; people
pay taxes, and in essence this is true. We could also say there are no
profits; there are only costs, and the cost of using capital is called
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profit. Somehow we have created a frame of mind in too many in our
N at ion today, that profit is synonymous with surplus. We prefer to
compare pront with wages. As wages and salaries are payment to those
who labor at a job, profits are the payment for those who risk their
capital for the creation of new jobs, new ideas, and new ventures.

The corporation is just the predominate instrument or method we
use as a means of putting the needed capital together in working form
so we can efficiently get the job accomplish l. In the long run, all
taxes to corporate business are passed along in the costs of theproducts
or services that we provide. This fact is essential to remember if we
are to adequately meet the future needs of our great Nation. The
alternative is to pass the tax back to the owners and workers in the
form of inadequate return for risk and inadequate compensation for
work rendered. This form can survive for only a short period of time
in a free society, for capital will move to areas of better return or lower
risk and work will migrate to areas of greater avoidance of taxation.
What is desperately needed or required is a better balance of tax
burden among our people, and sufficient incentive to encourage pro-
ductive investments.

The fourth myth that I would like to address is capital need versus
industrial capacity. The argment is often raised t at if industrial
production is currently run g at about 65-75 percent of capacity,
then there is no need to invest additional capital. The question seems
reasonable and yet does not face the real issue. We have-to look at

* many other factors and ask some critical questions:
1. What is the shape and vintage of our capital equipment and

buildings?
2. How competitive are we in world markets?
3. How, do we compare our productive capital equipment with

that of our competition?
4. How do we compare on labor content? With that of our com-

petition? With that of other nations?
5. What is our investment in research and development?
6. What are we investing in machinery and equipment so we can

continue to become more productive as a Nation?
The future is an unknown, but we must plan and even speculate.

Look at just two, major recent events that have impacted and required
untold billions of dollars in new capital, which in most cases, was not
included in corporate long-range forecasts:

1. The OPEC decision and its emerging energy problems.
2. The EPA and its impact on pollution and environmental costs.
We could go on and attempt to cover the capital cost of OSHA,

CPA, and others; however, that is not our attempt here today. Our
point is made. The current level of industrial production is only one
Indicator of many that we could and should use for helping us to
determine our need for future capital.

Hopefully, by lessening the lin pact and answering to the best of
our ability many of the myths that frequently become obstacle to
progress, we can spend the next few minutes 7on our needs-capital.
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At this tin I will not q into my comments that I did want tomake on capital because Ithink that has been covered and we are

short of time. 1 would like to say we did run a survey on corporations,We set up two representative exhibits. First is corporation A whichfrom 197 to 1980 has to survive under the $25,000 surtax exemptionlevel. And we also set up corporation B, which is the identical corpora.tion, however, on this one we gave them $100,000 surtax exemption
starting in 1976 and running it through a test period up to 1980. Ihope all of you will have a chance to look at these two sample corpora-
tions with the one under the $25,000 exemption and the other oneunder the $100,000 exemption. All other statistics in our exhibits areas close as we can possibly get it in the two exhibits shown. 1 hopeyou can sees that the net effect in the area of job creation, capital
formation, and so on, can take place and the net effect to the Govern-ment itself in the form of additional taxes as growth takes place down
the road is very evident. •

One last comment gentlemen. 1 hope -each and every one of youhad a chance to read the current issue of Business Week magazine.It is on capi tal and captial formation. It is the finest document Ihave run across persona ly, and 1 hope 1 am very unbiased when 1say that. It is an excellent article on capital and the crisis of capital.
It is a beautiful job. They take many of these studies, for example,the Brookings Institution did studies. They take many of these typesof studies that have been goin on regarding the capital crisis and givea beautiful answer to the needs m that area. Thank you very much.Senator NvLsoN. I read the article and it is very good.

Mr. MAUER. It is very good, Senator.
Senator BYRD. Mr. Chairman, for clarification, could 1 ask whereare those two examples that you mentioned? Where can they be

found?
Mr. MA.uyR. The two cororate samples, the $25,000 one and the$100,000 one? They shoulder in the testimony that we introduced.
Senator Nsisox. Who has it in their testimony? Is it in some-body's vrinted text? .Ur. o AVnE. Yes it is in the printed text.

Senator BYRD. Whose?
Mr. MAUVER. It would be under the Independent Business Associa-

tion of Wisconsin.
Senator NiLsoN. You have submitted it for the record?
Mr. MAuER. Yes, it is submitted for the record.
Senator NELsoN. All right, your entire statement will be printedin full in the record and those two are attached to it, 1 assume.
[The prepared statement of Mr. Mauer in full follows :

*
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Mr. Chairman and members of thAsSinate Committee, it is a
privilege for me to appear before this committee to present

the views end concerns of many Wisoonein independently owned

and operated growing businesses.

The first four parts of my comments will be directed to

what we consider myth building. These areas ares
1. Size standards that only recognize small and large.

2. Comparing corporate and individual uselth.

3. Who pays taxes.

4. The need for capital versus industrial production capacity.

The second part of my comments will be directed to the one

essential ingredient vs desperately require - capital.

The first myth that confronts us in analyzing previous tax

reform testimony Is the definition of size standards. We feel

it is essential that our Government begin to recognize and

understand that there are small medium, and large businesses

with different neede; and that the impact of Government policy

has varied degrees of impact on these respective segments. We
readily admit that we are not in a position to put sophisticated

data together to provide all of the supportive date that may be

required; however, our good Judgment, experience, and needs are

all too loud and clear.

Former Assistant Secretary of the Treasuryt Hickman has

stated that small business is a bewildering array of definitions,

and we agree. This, however, does not negate the fact that
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there are distinct and many needy problems that call for

understanding and help. Mr. Hickman alsostates that, '#there

is no real reason to lump all malll business' together and

no clear criteria for claessif'ing them by size.'

We again agree in principal, but probably for different

reasons. Ue feel there is strong justification for pulling

out a segment of small business and calling it the independent

or medium-sized growth oriented corporate segment. This

segment has many distinct needs and characteristics and calls

for long overdue recognition, especially In areas of capital

requirements and formation. Ue are asking for and searching

out for clear criteria for classification.

If we were to utilize the method to break out small

business from largo business as suggested by Mr. Hickman,

(number of firms by size of employment using top 10% as large,

lower 90% as small firms), I'm afraid we would all get whiplash

from the extremes, and vast disparity between ability and need.

This size standard may be interesting, but certainly not very

substantive to help solve serious problems.

To more clearly define our objective, lets use the process

of elimination. Ue can pull out partnerships, proprietorships,

and subchapter S corporations because they, by their very selec-

, tive nature, and for whatever reasons, have elected to use

another avenue of business organization.
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In 1970 the following bueineaSqe uere reported on

income tax returns$

Number(inmilllonAl Percent

Partnerships &s propritetorship* ......... 10.33 86.0
cor orations ... ,...e ... e. 1.67 14.0

gubohapter $ ..... ........... * .26 2.2Other ..... ,.......... . 4 U .

Total .................... 12.00 100.0

Thie leaves us with approximately 1,400,000 oorporatibne. If

us select the $28,000 not income level as the breakout point

for smaller corporations, and also use the $1,000,000 net

income level and above to denote the larger corporations, we

begin to establish a tax size standard that has purpose and

meaning.

Nuber Perosn
Taxable corporations with income
subject to normal and surtax rates .. ?34,443 100.0

Corporations with $25,000 or loes
or income subject to normal and
surtax rates . .............. 584,057 79.5

Corporations with over $28,000 of
income subject to normal and
surtax rates ....................... 150,386 20.5

Corporations with over $25#000 of net Number of
income taxed at normal and surtaxra&t& oorti

Over $25,000 under $50,000..... . ,.. 64,339$ 50000 under $1,000.....40835
$100,000 under $250,000 ...... .... 26,681
$250,000 under $1,000,000 ..... .... 13,725
Over $1,000,000 ... 4........... ..... 06

Total........................... 150,286

-3-
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12,000,000 Business enterprises
1.000.002 Partnerships# Proprietorships & Subchapter 9 Corp.

1,400,000 Corporations
- 1.-.M00 Corporations with loes than $25,000 net income

is50000 .Corporations5.00 'Sporations uittr more then $1,00,Ooe*net income

145,00 Independent Business Corporations

The argument may be made that this method of arriving at

size is somewhat capricious and arbitrary; and yet, this is a

rather large end significant business segment within which ue

see great needs arising.

Ue are talking about 146,000 taxable corporations that

make up the large bulk of the growth, job oriented, independent

business sector. This is the business that also

requires large amounts of capital to perform its proper function

in our economy; however, it does not have the equity markets

available, nor does it have the funding ability of its big

brother. It requires retained capital, and this requires proper

tax consideration. Us are not attempting to isolate specific

corporate size groups and indicate that these are the good guys

and these are the bad guys. Rather, we are attempting to react

to the specific needs and problems of small/independent business,

because historically it has not been adequately represented.

There are specialized problems based on size, and hopefully the

Congress in its wisdom will continue to respond to these areas

of concern. We are hopeful that we can be of substantial help.

-4-
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The second myth that weld like to address ourselves to is
the Statement Often made that small/independent business is
owned by persons of considerable wealth. This may or may not
be true. There are probably all shape* and sizes of wealth
involved. The key question should be: is this wealth, whatever
or wherever, invested and creating a better and healthier

society?

Wealth of itself bears no consideration in determining the
needs of corporate ownership. This line of reasoning is skirting
the issue. If personal wealth is a problem area, then we should
address the problem to the area of personal income, and not con-
fuse it with corporate taxation and its respective needs.

The third myth is profits, corporations, and capital. It
has been said time and time again, that businesses do not pay
taxes; people pay taxes, and in essence this is true. We could
also say there are no profits; there are only costs, and the
cost of using capital is called profit. Somehow we have created
a frame of mind in too many in our nation today, that profit is
synohomous with surplus. Ue prefer to compare profit with wages.
As wages and salaries are payment to those who labor at a Job,
profits are the payment for those who risk their capital for the
creation of new Jobs, new ideas, and new ventures.

The corporation is Just the predominate instrument we use
as a moans of putting the needed capital together in working
form, so we can efficiently get the Job accomplished. In the
long run, all taxes to corporate business are passed along in the

--
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coats of the products or service provided. This fact to

essential to remember if vs are to adequately mot the future

needs of our great nation. The alternative is to pose the

tax back to the owner* and worker$ in the form of inadequate

return for risk and inadequate compensation for work rendered.

This form can survive for only a short period of time in a

free society$ for capital will move to areas of better return

or lower risk and work will migrate to areas of greater

avoidance of taxation. What ia desperately required is a

better balance of tax burden among our people# and sufficiint

incentive to encourage productive investments.

The fourth myth we'd like to address ourselves to is

capital need versus industrial capacity. The argument is

often raised that if industrial production is currently running

at about 65-75% of capacity, then there is no need to invest

additional capital. The question'soome reasonable and yet does

not face the real issue. We have to look at many other factors

and ask some critical questions:

1. What is the shape and vintage of our capital equipment

and buildings?

2. How competitive are us in world markets?

3. How do we compare our productive capital equipment

with that of our competition?

4. How do w compare on labor content? Our competition?

Other nations?

-6-
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S# What is our investment In research and development?

6. What are we investing in machinery and equipment

so we can continue to become more productive?

The future is an unknown, but we must plan and even speculate.

< Look at just two, major recent event that have impacted and

required untold billions of dollars In now capital, which in

most cases, we not included in corporate long range capital

forecasts$

Is The O.P.E.C. Decision and its emerging energy problems.

2. The E.P.A. and its impact on pollution and environmental

costs,

We could go on and attempt to cover the capital cost of OSHA,

CPA$ and others; however, that is not our attempt here today.

Our point is made. The current level of industrial production

is only one indicator of many that we could and should use for

helping us to determine our need for capital.

Hopefully, by lessening the impact and answering to the

beat of our ability many of the myths that frequently become

obstacles to progress, we can spend the next few minutes on

our needs - Capitall

ie strongly urge Congress to take a real progressive stand

for the capital retention and capital recovery requirements of

business. for the segment of business ue represent, we believe

that the 5100O00 surtax exemption is most critical and needed

at this time. Others have well stated their respective stand

for capital recovery, capital formation, and the need for all
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businesses to be able to generate uffioient cp4tAlto survive,

They have also stated out need tot capital when compared to

other industrialized nAtions, in such aeas ass

1, Depreciation allowance and range

2, Investment tax credit

3, Integration oftindhiduals

Our independent smaller business associations have presented

testimony on several occasions in an attempt to identify the

srray of problems confronting so many of us. The predominate

answer lies in this committee's area of concern - Taxation!

... and retained earnings are the essential ingredients to our

future survival and growth.

Ws should remember that the very nature of the corporation

is to absorb capital and grow as long as there is a demand or

need for its products or services. The alternative is to decay

end stagnate. If our nation and its people are going to continue

to receive more and more from our productive capabilities in the

form of benefits, services, and possessions# then we must continue

to find now and better ways to produce economically and pro-

ductively. All of this will require immense amounts of capital.

Big Business does not oppose usl Big Education does not

understand us! Big Government is generally concerned over usl

That leaves Big Labor, Labor has supported the $100,000 surtax

exemption for busnest and has also taken a very close look at

job creation. This is one of their dominant areas of present

concern. The small independent business sector is very job

intensive; consequently, it should be of major concern to all
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of us in these time$ of higher unemployment.

Mr. Chairman, 8mnetors, we eppreclete this opportunity

to once again express out view before this distinguished,

vital committee.

-9-.
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TO$ Mr. Bruno Maue President
independent Business Association of Wisconsin

SUBJECTi Report on Capital Retention
?.BA.W. Federal Legislation Committee

DATEs September 15, 1975

Our committee report on capital retention

is attached for your review and presentation. This

report focuses on the $100,000 Surtax Exemption and

capital recovery from investment in capital equipment.

Dean A. Treptow, V. Pres.

Federal Legislation
Independent Business Assoc. of Wis.
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There is a growing concern today amongst economists,

business men and government leaders, that this country will

not have the capital necessary to support the economic growth

that we will need to obtain reasonable levels of employment

< and the production of goods and services desired by the

people of this country. There are detractors from this

theory, who believe that our capital adequacy problems

will not really become chronic, due largely to their belief

in government's ability to control expenditures and increase

revenues in the years ahead. The debate over capital adequacy

that we are familiar with relates to the entire business

segment of the U. S. economy.

Whichever side of that debate that you or I may

find ourselves on, there is no doubt in my mind that a

capital shortage will exist for small business' and it will

have a stifling effect upon small business if action is not

taken in the very near term. The reasons for this are

simple. I am sure you have heard many of them:

1. The small business man has virtually no

access to the public equity or public debt markets such as

they are today. I believe there is little doubt in anyone's

mind that the only sources of capital growth for the small

businessman is retained earnings from his own operation and

short term debt that he can borrow from the banking system.

Page 1
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2. Recent double digit inflation caused the

balance sheets of small business to balloon and increase

to an already unattractive debt to equity ratio. Small

business hat wants to gxpw, will not be able, to develop

sufficient-capital from retained earnings to maintain its

present machinery and equipment and support the working

capital requirements that growth and sales will require.

There is a limit to how much money can be borrowed, a point

at which any banker will refuse to increase the ratio of

his money relative to the equity money of the owners.

The equity capital of the owners provides the

cushion or shock absorber, to withstand the shocks of

economic recessions. The lenders will require this equity

capital to maintain a sufficient ratio to the level of

sales of the company to withstand any reasonable expectation

of shock within the economy, or unforeseen circumstances

in the company's market. Once this point is reached in the

mind of the lender, small business can look only to its

retained earnings, and cannot expect to borrow additional

funds.

Condition A and B will aid in making my point.

These two exhibits, each comprised of a profit and loss

statement, balance sheet and a funds statement for a

manufacturing firm were prepared by one of our professional

Page 2
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members# a national accounting firm. The source of their
data was from numerous, typical, medium sised manufacturing
firms. They projected the operations of this company through
1980, based upon certain assumptions, Foremost among these
assumptions was the desire to grow at the rate of 10%, 12%,
134# 141# 15% for each year, 1976 through 1)80 respectively.
For purposes of illustration# the gross profit margins and
expense category were maintained at constant percentages of
total sales. Interest rate for borrowings was assumed to be
12%. Ratios of receivables and inventory balances were also
maintained at constant percentages to total sales. In
support of the growth it was determined that it would be
necessary to make an annual investment for each period of*
the forecast in the amount of $100,000 for machinery and
equipment. This level of equipment investment is believed
to be necessary to replace old equipment and increase
capacity sufficient to support projected sales. Exhibit A
is based on an assumption of the $25,000 surtax exemption
that was in effect before the 1915 Tax Relief Act. Please
note that- with the sales increase percentages quoted earlier,
sales will rise from $2,500,000 in the year 1975 to $4,562,804
by the year 1980. Using current averages for manufacturing
companies of this type employment will rise from 42 production
workers in 1975 to 77 production workers in 1980. This does
not include any employees in sales or general administration.
This company is typical in that it earns 6 to 8% on its
equity annually. The illustrative company has profitable

Page 3
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operations, increasing its profits for the period of

projection from $58,500.00 after taxes- to-$65,610-.00

annually. The cash flow is positive, yet you will note

on the balance sheet, during the period projected the

company has been required to-inoaease its short term debt

position which must be assumed to have been borrowed from a

bank, from $300,000 in 1975 to $932,396 in 1980. During

this time the debt to equity ratio went from 1 to 1 which

would be a healthy situation in 1975 to 1.8 to 1 in 1980.

Using the $25,000 surtax exemption the effective tax

rate for each year was approximately 40%.

The leverage of 1.8 to 1 achieved in the year

1980 is probably unrealistic. It is reasonable to assume

that 1h to 1 debt to equity ratio is nearing a maximum

acceptable to most bankers. If the company were forced

to adhere to this debt to equity ratio, growth would have

to almost cease in the year 1978 with sales of $3,480,000.

Many might ask, "What is the harm oflTfiftie-company

is still profitable, the small business is probably closely

held, the owner is still taking his salary and he is in-

creasing his equity in the business." That obviously is

a very narrow view as concerns the health of our economy.

Any business that can compete in an open market today and

can continue to increase it sales on a profitable basis

while employing an increasing number of people, has to

be an asset to our economy and to curtail further growth

of a company of this type, simply for lack of capital,

Page 4
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has to cost this country dearly. We now begin to see the

nature of the capital adequacy problem. Having attained

the ceiling of debt to equity beyond which it cannot

borrow further funds, the company has no choice but to

compete less aggressively and almost certainly as a result

of that, become loss efficient and most likely will regress

in the years ahead.

A more common alternative however, in the last

decade, has been for a well managed company of this type to

look outside of itself for a means to continue to grow.

Being unable to tap public equity or public debt markets

because of its size, there is only one choice available and

that is to seek an acquisition with a much larger firm that

can provide the capital and tap the public capital markets

on behalf of this company. This has happened thousands of

times in the last decade and the result of course, is the

further concentration of business and a greater tendency

toward oligopoly.

Exhibit A serves to illustrate the nature of the

capital shortage problem. Now let us recommend a specific

solution. Increase the surcharge exemption on Federal income

taxes to $100,000. Exhibit B illustrates the impact of

the $100,000 surcharge exemption on this particular business.

, All of the figures on the Statement of Income down through

Operating Income are the same as those on Exhibit A. From

there the differences occur as Interest Expense is reduced,

Earnings before Tax are increased, Corporate Taxes are
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decreased with a resultant increase in the Net Profit and

Retained Earnings of the company. For the period proj6cted

through 1980, the company has attained a savings and interest

expense of $24,361.00 and a Federal Tax savings of $74,652.00

<i for a total benefit in cash flow from the $100,000 surcharge

exemption of $99,013.00. Bank borrowings have been reduced

by $96,091.00. In the interest of using common standards

for comparing the situation in Exhibit A with Exhibit B.

lets assume that the lender still requires a debt to equity

ratio of no greater than lk to 1. This company does not

reach the li to 1 debt to equity ratio until 1980, simply

due to the increase in surtax exemption. It has been able

to continue its ability to grow for two additional years.

This additional growth has allowed the company to increase

its employment from the 58 employees in 1978, the year in

which Exhibit A company had to stop growing, to 77 employees

in 1980. Now I have already mentioned that the impact of

the increase in the surtax exemption cost the Federal

Government $74,652.00 over the years 1976 through 1980.

If we look at the total picture however, we find that this

is not really the case. As we mentioned, in 1978 the company

in Exhibit A had to stop growing with 58 employees. In

1979 the company in Exhibit B was able to employ 66 employees

or an addition of 8 people. If we assume that these additional

people earned an annual income of $15,000.00, an income

that can certainly be construed as very conservative in'
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today's economy, particularly in manufacturing companies,

then the total additional payroll made possible by the tax

exemption was $120,000. Now if we assume that each of

these employees was in the 25% Federal Tax bracket, then

this company has added $30,000 in personal Federal Income

Taxes to the Federal Treasury. in the year 1980, employment

has reached 77 employees, or an increase of 19 people over

the 1978 base. In applying the assumptions of 19 people

each at $15,000 per year, this company has paid out $285,000

more in payroll than the Exhibit A company. Again using

the 25% personal Federal Tax bracket, the additional personal

income taxes to the Federal Government in 1980 were $71,250.00.

Thus, during just this two year period of 1979 and 1980 that

this company was allowed to continue its growth due to the

surtax exemption, it generated $101,250 in additional personal

income taxes from the additional people that it employed,

to give the government a profit of over $26,060 on its

investment in the future of this company of nearly $75,000.

One has to ask the question, however, as to whether

this investment was really worth it, inasmuch as this company

can only survive for two more years before presumably it

must be sold out to a larger conglomerate and ultimately

the answer is the same - concentration of business. The

answer is that the surtax exemption alone caused this

company to continue at a very- nice rate of growth for two

years longer than it could otherwise have done. One or
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two other model adjustmentsin the Federal tax codes could

cause this company to be able to survive indefinitely into

the future, One such change that we recommend, is accelerated

capital recovery to shorten the period during which a company

, can depreciate its fixed assets. During the last decade,

all businesses, large and small, have realized that the

allowable reserve established for replacement of equipment

as it wears out or becomes obsolete are inadequate due to

inflation. The replacement of equipment, even if it is

identicalin nature, costs far more than the depreciation

reserves that were established unde4 current depreciation

guidelines. This company, with its growth oriented posture,

is not only increasing its employment, but every year has

been adding $100,000 of new machinery and equipment which

much be assumed to create income, additional capital and

greater employment within the companies from which it buys

equipment. However, its depreciation allowance on its

income statements never got close to the value of the

equipment that it is acquiring. Adoption of the Canadian

system, called the Capital Allowance System iould permit

depreciationin two years on machinery and equipment. The

cash flow generated by this increased depreciation write-

off would fund the growth of this company indefinitely into

the future.

We are aware of the argument that there is no

effective contribution to our economy by allowing small
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certainly protect, against any unreasonable abuses of the

proposals that we have offered here.

in conclusion, the examples we have used today

represent a typical manufacturing company. Certainly other

Types of small business, retailing, wholesaling or service

organizations would have different financial structures

and different tax impacts. In most cases, however, the

principles remain the same. We do not have the resources

to do exhaustive research to demonstrate our point conclusively.

We are confident however, that based upon the research

that we have done for various types of industries represented

by small business, that our points will be reinforced. We

urgently request the cooperation of Congress in recognizing

the unique capital shortage problems of small business by

increasing surtax exemptions to $100,000 and changing the

depreciation guidelines to allow a more rapid writeoff of

fixed assets. If you agree that small business is in fact a

very desirable and essential element of the American economy,

we need your cooperation now.
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CASH
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1975
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21,125
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1976
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687,500
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200,000
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794,074
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1978

10,000
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458,294 557,791 666,642
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1979
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1980

10,000

1,140,701
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1980
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12,038 19,999 34,094 49,541 64,958
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Senator NELSON. It is now about 4 minutes after 11 and this panel
has been on 1 hour and 15 minutes. I wish we had more time, but
we don't. We have one more panel. We will really have to quit by 12
or 12:15 today. We have a vote on the floor at 2, What do you wish
to do about the points you made a few moments ago, Mr. Barnes.
Are they in writing?

Mr. BARNES. Yes; they are in the written testimony.
Senator NELSON. Well, we will accept them for the printed record

and we regret that we don't have more time to have you go into them.
At the time we have hearings before the Finance Committee. I have
no doubt that those representing small business, including some of
you, will have an opportunity to appear. I have no doubt that Senator
Long will accept more testimony specifically on those points at that
time. We hate to cut anybody off, but we do have another panel.
Under our time constraints, this is the best we can do. I appreciate
very much your taking the time to come here this morning and I
know that both of the committees do. I think you presented us with
some very useful and valuable testimony for our deliberations on the
tax reform legislation.

Our next panel will consist of Abraham Weiss, Assistant Secretary
for Policy, Evaluation and Research, Department of Labor; Milton
Stewart, president, National Small Business Association; and Robert
Eisner, chairman, Department of Economics, Northwestern University.
Dr. Pierre Rinfret, president, Rinfret-Boston Associates, Inc., was
detained in New. York and will not be able to attend this morning.
His written statement will, however, be printed in full in the record

PANEL PRESENTATION OF THE PANEL ON RELATIONSHIP OF TAXES
TO EMPLOYMENT: ABRAHAM WEISS, ASSISTANT SECRETARY FOR
POLICY, EVALUATION AND RESEARCH, U.S. DEPARTMENT OF
LABOR, ACCOMPANIED BY DR. FRANK P. STAFFORD, SPECIAL
ASSISTANT FOR ECONOMIC AFFAIRS, OFFICE OF POLICY, EVALUA-
TION AND RESEARCH, U.S. DEPARTMENT OF LABOR; MILTON
STEWART, PRESIDENT, NATIONAL SMALL BUSINESS ASSOCIA-
TION; ROBERT EISNER, CHAIRMAN, DEPARTMENT OF ECONOM-
ICS, NORTHWESTERN UNIVERSITY

Senator NELSON. Gentlemen, would each of you now identify
yourself for the reporter.

Mr. WEIss. I guess I will go first. I am Abraham Weiss and I am
Assistant Secretary for Policy, Evaluation and Research, Department
of Labor. I am accompanied by a colleague on my staff, Dr. Frank P.
Stafford, who is Special Assistant for Economic Affairs in my office.

Senator NELSON. He may join you at the table if you wish.
Mr. EISNER. I am Robert Eisner, chairman, Department of Eco-

nomics, Northwestern University.
Mr. STEWART. I am Milton Stewart, and I am president of the

National Small Business Association.
Senator NELSON. If you would, gentlemen, your statements will

all be printed in full in-the record. You may present them however
you desire. Will you start, Mr. Secretary?
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Mr. WEiss. It is a pleasure to appear before you today to discuss
payroll taxes and employment. At the request of a member of your
staff, this topic was what was suggested to us, to discuss.just this
specific aspect with ybu today.

When employers pay wages to workers, these wages are subject
to a variety of taxes and other charges. Since the overall level of such
taxes has been growing rapidly and-is projected togrow still further
in the near fture, it is impolitanteto address sevdNl questions per-
taining to such taxes. What are the various elements of payroll
taxes and how are they collected? What are the magnitudes of the
yields from the different taxes? What are likely future trends in such
taxes? What are the impacts of these taxes, and particularly, what
might be their influence on the employment of diderent types of labor
in different sectors of the economy? Are there any reasonable
approaches to reforming these payroll taxes that merit further
exploration? I

Clearly, this is a long list of questions, many of which are very
difficult to answer. It is my hope that raising these questions will foster
more systematic consideration and analysis of the effects of our
current system of payroll taxes.

Current trends in payroll taxes are presented in table 1 which
contains information from the budget of the U.S. Government for
fiscal year 1975 and certain prior years. The items on which I wish to
focus attention include various elements in old age, survivors, dis-
ability and health insurance (OASDHI), and uneml oyment insurance
(UI) taxes. Whereas, in 1966 these elements comprised $24.5 billion in
receipts, they comprised an estimated $86.9 billion in 1976. This means
that over this period they have become the second largest source of
tax revenue. That further growth is not an implausible forecast can
be seen in table 2-

Senator NEISON. They ent from where to where?
Mr. WEIss. From $24.5 billion in 1966 to $88.9 billion in 1976.
Senator NELSON. Then what is the difference between those two

figures in constant 1966 dollars?
Mr. WEIss. We have not-
Mr. STAFFORD. I think it is probably about 70 percent.
Mr. WEIss. About 70 percent in constant dollars.
Senator NELSON. Seventy percent?
Mr. STAFFORD. An increase.
Senator NELSON. And if it- were constant dollars it would, instead

of being $86 billion it would be what? Do you have that?
Mr. STAFFORD. I can make a rough estimate. It would be maybe

about 50 or 48. Almost close to double. We didn't do it in constant
dollars.

Senator NELSON. If you would supply that for the record, I think
that would be helpful.

[Subsequent information was received and follows :]
U.S. DEPARTMENT oF LABOR,
Washington, D.C., October 6, 1975.Mr. HERBERT L. SPIRA

Tax Counsel, Senate Com'mittee on, Small Business,
Old Senate Office Building, Washington, D.C.

DEAR HERB: During the course of my testimony on payroll taxes in relation to
employment before the Senate Finance Committee on September 24, 1975, Chair-
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man Nelson asked for information about the rise in social insurance taxes and
contributions In constant dollar terms. Adjusting the total social insurance taxes
and contributions by the Consumer Price Index, the level has risen by approxi-
mately 110% between 1965 and 1975. The corresponding rise in disposable per.
sonal income is approximately 40%.

I hope this responds to Senator Nelson's request.
Sincerely,

Aesistant Secr#tarp/ for Policy,
Evaluation and R8search.

Senator BYRD. Could I ask a question, Mr. Chairman? How do
the number of employees compare In those 2 years?

Mr. WEiss. The labor force has, of course, grown during that
intervening period and that accounts in part for the increase between
these time periods.

Mr. EIsNER. If I might say Mr; Chairman, I think the increase
has been even larger if you take Into account all the payroll taxes;
that is, Federal, State, and local. And the increase is due in major
part both due to increases in rates and increases in coverage. It was
only due in minor proportion to the increase in employees and the
price of inflation.

Senator NELSON. When you state payroll taxes, you are referring
towhat? Is it to unemployment?

Mr. EIsNER. The total payroll taxes are taken to be about $100
billion actually.

Senator NELsoN. Are you talking about unemployment insurance
or are you talking about workmen's compensation or that sort ofthing? ....Mr. EISNER, Old ae and survivors.

Senator NELSON. io you have a payroll tax for that in the States?
Mr. WEIss. No,' that is Federal.
Senator NELSON. You are talking about State payroll taxes?

I was asking you to identify what yoiean by--7-
Mr. EISNER. Mr. Chairman, I was simply working from the

aggregate, but the total figures you get in the economic report and
the budget figures will indicate payroll taxes in total, Senator, amount-
mnt now to something like the rate of $100 billion per year.

senator NELSON. But including State payroll taxes?
Mr. EISNER. I presume the difference between the $80 billion and

the $100 odd billion- involves in large part unemployment insurance
taxes going to the States.

Mr. Weiss. These data which I am citing are, of course, from the
Federal budget.

Senator NELSON. And what are the'items included in the Federal
employment tax?

Mr. WEIss. They include, if you look at table 1, employment
taxes and contributions which cover the following benefits: Old age
and survivors insurance, disability insurance,, hospital insurance,
railroad retirement-and this is the railroad equivalent of QASI-
as well as unemni|oyment insurance. We have not included in these
figures certain other contributions for insurance and retirement which
are in the private sector primarily.

Mr. STAFFORD. If you look at just social security payments which
is fairly closely related to taxes because there is a very small trust
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fund, between 1965 and 1976 real-56 percent. So that the taxes rose
in real terms about that amount too, with an upward adjustment for a
somewhat larger labor force.

Mr. Wicxss. It is clear from table 2 that the rates are currently
scheduled to rise during the next 10 years by close to 8 percent.

The second most important element in the payroll tax system is
unemployment insurance taxes, In fiscal year 1975, unemployment
insurance outlays totaled $12.8 billion. For fiscal year 1976, outlays
are estimated at $15.7 billion. When these outlays are compared to

"'o the receipts-(see table 1)-it is clear that the State trust funds must
be slowly replenished over future years either with increased tax rates
or increased tax base, The administration has recommended an in.
crease in- the tax base for the Federal unemployment tax and the
States may well follow suit. The third element in the category of
payroll taxes which I will mention just briefly is workers' compel.
station. Although I will not review the recen empirical studies on
workers' compensation, I do mention it here since it operates in a
fashion comparable to OASDHI and UI, although it Is State run
and not a tax in the same sense as the other two.

All three elements of payroll taxes mentioned above have similar
general features, Of particular significance is that all use the same
tax base-namely, wages and salaries. OASDHI applies a constant
percentage tax rate up to a taxable maximum; workers' compensation
premiums are generally based on a given percentage per $100 of pay-
roll. In the case of OASDHI, the current proportional tax is 11.7
percent paid in equal parts by the employer and the employee on
the employee's earnings, up to a taxable maximum of $14,100. Each
year the taxable maximum or wage base is increased by a formula
tied to the Consumer Price Index.

The unemployment insurance system is somewhat more difficult to
summarize because the tax rate paid by employers vanes across firms
since the different States apply experience rating systems which make
the rate for any given firm vary as a function of the firm's past record
with respect to layoffs and within a zone defined by a minimum and a
maximum rate. Suffice it to say that 2 percent might be considered a
representative rate for unemployment insurance. The Federal Un-
employment Tax Act sets a maximum annual labor earnings subject
to Federal tax of $4,200. Many States have adopted the maximum,
but others have set their own. As a matter of fact, 15 States have
hi her taxable wage bases abov6 the $4,200.

The details of workers' compensation are still more difficult to
summarize very concisely. The premium payments are made to private
insurance carriers, large firms can self-insure, and workers' compen-
sation premium rates may vary for different employee groups within
a given firm. Nevertheless, the general structure is fairly comparable
to that of QASIDI_ and LII payments. See Wayne Vroman, "The
Incidence of Compensation Insurance Premium Payments," in supple-
mental studiesfor' the National Commission on State Workman's
Compensation Laws, Washington, D.C., 1973, pages 241 to 270. In
recent years there has been a tendency for these compensation pre-
miums to be effectively a constant proportion of wages and salaries
as the tax base, the ceiling, has risen. If we take 1.5 percent as a
representative rate of "tax' and I use quotes, for workers' compensa-
tion, then a typical worker might be one whose wage payments are
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subject to a combined tax rate of about 15 percent. Of course, part of
these taxes are paid by the employer and part are paid for by the
employee--equal shares in the OASDHI case but this still means
that over the range when earnings are below all tree maximum annual
earnings levels, or the wage base, a tax of 15 cents is added to each
dollar paid in wages and salaries. This is above and beyond any
Federal income taxes which might be also paid.

Let us turn our attention to OASDHI and UI payroll taxes alone
and consider their possible impact on the worker and the employer.
The economic analysis of these taxes turns heavily on the conceptual
distinction between the tax payment and tax incidence that is, who
bears the burden. In the OASDHI case, both the worker and firm
pay an equal percent of the tax but the economist is always more
concerned with the incidence of the tax which is the much more
difficult question of who actually bears the tax. Empirical work which
would command a consensus on who bears the payroll taxes-workers
or firms or consumers-does not exist. However, there are some
general implications which flow from the nature of the payroll taxes
outlined above and on which most economists would be in agreement.

Since payroll taxes are levied on earnings up to a maximum taxable-
ceilings level, beyond these ceilings the marginal tax rate is zero.
Accordingly, where employees bear the incidence of the tax, we would
expect workers to endeavor to reduce the impact of the tax by working
longer hours per year, including overtime hours. Working part time
would be a disadvantage since less of the annual earnings-perhaps
none-would be beyond the taxable ceiling. Generally, there may be
incentives to substitute hours per worker for more workers in any
production process. Employers might also have an incentive to hire
more highly paid skilled workers and perhaps, more subtly, workers
might have an incentive to become more skilled; that is, higher paid,
in order partially' t avoid the marginal: tax burden, since the higher
their annual earnings are above the taxable earnings ceiling, the less is
the proportional payroll tax bite.

Another likely outcome, reinforced by various tax advantages
afforded capital through such provisions as the investment tax credit--
to appreciate this possibility it can be noted that in 1976 the "tax
expenditure" or estimated, Federal revenue foregone by this provision
was $8.8 billion. See "Estimates of Federal Tax Expenditures, Com-
mittee on Finance," U.S. Government Printing Office, July 8, 1975,
page 9-is that firms will have incentives to substitute capital for
labor as well as t substitute skilled labor for less skilled labor. Gen-
erally, apart from "discrimination and cost of living differences, we
mean lower wager workers. This substitution will be reduced to the
extent that workers bear the pa roll tax and if their labor supply is-
inelastic with respect to wages. f, as seems likely, such responses do
in fact occur, the result may be employment difficulties for certain
groups of labor and certain industry sectors such as retailing. That
is, sectors which utilize entry level, part-time and lower wage workers
are likely to be unfavorably impacted by the current system of
payroll taxes. The resulting impact on employment, particularly for
youths and minorities and associated on-the-job training losses may
have undesirable consequences. Growing out of such a less eicient
allocation of resources would be a reduction in real GNP.
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Payroll taxes also have labor supply implications which one might
consider, especially in the context of the existing transfer payment
system and effective tax rates. Foe-example, what is the effect of taxes
on the "take home" pay of a low wage worker who receives some
benefits from for example, the food stamp program? If he earns an
extra dollar from the labor market, that is, from working, his food
stamp benefits would be reduced by about 30 cents under current
food stamp rules, Combining this with increased Federal and State
income taxes of even 5 cnts, plus pament by the iiorker and his

S.employer of relevantpayroll taxes, implies a marginal benefit reduction
or tax rate across al programs of about 50 percent-30+6+ 15. If
other elements in the income transfer system are added, this 50 percent
figure can go even higher. Many economists are concerned over these
effects insofar as they may create work disincentives.

In light of the rapid growth in payroll taxes, and the possible adverse
impacts of such taxes on lower wage workers and the sectors which
are most likely to employ them, consideration might be given to a
series of steps. First, empirical analysis of the impacts of the rapid
growth in payroll taxes should be undertaken. That is, what evidence
do we have of the general effects outlined above? Can we quantify
these effects? Can we learn from exploratory case studies?

Second, research should be done on the likely future requirements
of the OASDHI, M, and other systems in which financing is payr ol
based. Projected changes in the demogra hic structure of the United
States may place the OASDUI system unfer substantial pressure. This
is because when the large cohort of the "baby boom" years moves into
retirement ages, it will be supported b the relatively small cohort
implied by today's dramatically lower Lrth rates. OASDHI payroll
tax rates obviously will be reviewed in this context. Future UI system
requirements turn on decisions which will have to be made about the
maximum duration of coverage, extensions of eligibility and the like.
Decisions on these components of the UTI program vill probably involve
adjustments in the tax rate and/or tax base.

Third, tax reform of various types merits consideration. Employ-
ment tax credits and personal wage subsidies merit examination
beyond that given them in existing public policy and social science
literature. Another area could be the possibility of making adjust-
ments in the tax rate or tax base. This could provide the same tax
yield, but it would spread out the source of the tax by reaching into
higher -wage groups. We could also do more research on financing
these expenditure areas by what some have termed more neutral
taxes; that is, taxes which do not create major incentives to use one
type of labor or capital over another. Such a "neutral" tax could be
more closely approxiinated by a "value added" tax or even a general
income tax. It should, however, be noted that public finance economists
do not necessarily agree on the general desirability of value-added
taxes.

Yet the problem is not even so simple as that. If one views the
various payroll taxes as insurance charges for likely future services or
benefits to be rendered (old age, and unemployment income, medical
and disability payments, et cetera), then one can argue that the
current tax system is not as questionable as our previous discussion
might suggest. In essence, payroll taxes can be conceived as insurance
premiums for specified benefits based on actuarial expectations.
Features such as experience rating in unemployment insurance, along
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with greater proportionate payments for workers who are more likely
to receive benefits from the system during periods of unemployment,
introduce price-like elements and premium components, wherein
benefit payments are related to likely use.' Currently, OASDHI
payments are disproportionately larger for lower wage workers, but
so are the future claims of lower wage workers disproportionately
larger. The policy dilemma appears to be that the current system
could discourage employment of low-wage and part-time workers

%,Z yet simple abandonment of the current system for a system financed
purely out of general revenues would reduce, perhaps even cut, the tie
between payments and expected benefits in these areas.

If we remove the present system, which is analogous to an insurance
premium as a result of which you get some benefits, if you remove that
nexus and say that we should finance these out of general revenue,
you may be cutting the tie between what you pay in and what you
get out, the premium and the benefit. There also is another psychology;
ical factor involved. I believe that workers don't mind paying for the
social security benefits because they know their financial input will
derive them a benefit proportional to their contribution, to their
taxes. If you have, however, social security benefits financed out of
general revenues, I think two consequences might occur: One is since
the employee and the employer do not contribute to this benefit,
pressures to increase these benefits for those who would be the recipient
of such benefits might occur.

Senator NELsoN.-I think you ought to change the word from "might"
to "Wvill."

Mr. Wsiss. I have been trained to be cautious, Mr. Chairman.
Senator NELSON. Because when the original law was designed

there was an argument at that time for, [think it was, one-third
General Treasury, one-third employer, and one-third employee. That
argument still goes on. I can see some merit to it in the sense that there
are changes in the economy over which a retired person has no control,
such as increases in prices as a result of inflation. But if all the benefits
came out of the General Treasury, you would go right through the
roof on benefits, because what would be the restraint?

Mr. WEiss. Andlet me add-
Senator NELSON. I think that would happen, anyway.
Mr. Wmiss. I was going to add the reverse of that coin, Senator.

If it would come out of general revenues, I think the general body
politic might be extremely reluctant for that and they would transmit
their views to their elected representatives.

Senator NELSON. Reluctant?
Mr. WEiss. To icreasing benefits. In other words this could be

a countervailing force. And I believe in countries abroad where a
system similar to social security is financed out of general revenues,
I believe there the benefits tend te be sinificantly lower because there
is no direct relationship between employee and employer contribu-
tions and the benefit sc edule. In other words, the body politic feels
it is coming out of its pockets.

We consider, for example, cost of living increases as meriting an
increase in social security benefits because in large part, though not
completely, these benefits are provided for and are financed by con-
tributions from those directly affected, from those who would be
recipients, namely, partly employees and partly employers. So you
have countervailing forces, I thik-
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Senator BYRD. Would you yield at this moment? As I get it then
the social security recipient would have to compete for the General
Treasury money with all the other agencies and departments and all

e other groups who are interested in the General Treasury?
Mr. Waiss. Your statement is very valid, sir. It is not a clear-cut

picture. I am saying there are really two opposing forces. I don't know -
which would prevail if the system were to go to general revenue. I do
want to make clear that I am not urging or supporting that system
either.

Senator HASKELL. If it were to general revenue, then the -tax would
be more equitable. Even though you said you had no studies, I think
it is fairly obvious a lower income taxpayer pays a greater percentage
of his income into this and it it were switched to general revenue and
was a graduated income tax, it would be fairer, wouldn't it?

Mr. WEIsS. To the extent income is Progressive.
Senator BRocx. But not to the extent of benefits derived from thepayment? •Mr. Wows, No; to the extent that there would be, for example,

minimum social security benefits that might be counterbalanced by
that segment of his income tax, which presumably would be allocated
to that benefit.

Mr. STAFFORD. I guess the question is whether you want to stick
with some elements of this quid pro quo relationship.

Mr. Wziss. Yes; premium versus benefits.
Mr, STAFFORD. WThat seems to encourage some-wider spread support

of the system. I think the point, about countries where they go to
general revenue financing is that maybe in the short run there would
be this "let's add on more benefits and take it out of the general
revenues," but it seems when you look at other countries when they
have gone to that route after a period of time, there has been ageneral reduction in the level of benefits flowing through the social
security system.

Senator BROK. I think the problem some of us are concerned about
the general revenue approach is if you go to general revenues, then it
becomes the older people who are receiving against everybody else
and they might stiffer as a consequence in the aong term. I do think
if we want general revenue, we should add to the funding in the short
term. But I do think you don't want to create a caste differential
between the two groups. It would be particularly disadvantageous
for those who are receiving benefits over the long term.

Senator HASKELL. Because they don't have a strong lobby?
Senator BROCK. They have a pretty strong lobby. I wouldn't

underestimate the lobby itself.
Senator HASKELL. Then why?
Senator BnocK. I'm saying at this time under these circumstances

they are not competing with any other lobby. If you change the
circumstances, you would force competition because there is a limit
to the total budget.

Senator NELSON. And don't forget there is a budget deficit.
Senator HASKELL. There is no limit to the budget.
Senator NELiSO. Yes; everybody supports the deficit for their

own benefits. Well, anyway, that is an interesting suggestion.
Mr. WEiss. We are just trying to say there is some kind of loose

relationship between their premium and their benefits, which, in our
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view, admittedly on cursory analysis, would appear to be severed or
sundered if these benefits were financed from general revenue. That
is the only point I am trying to make.

Just to conclude briefly, we have been discussing some potential
Implications of payroll taxes on employment. Nevertheless, as a matter
of equity and economics, in the interests of providing countercyclical
stabilizers, various administrations have initiated and strengthened
the income support programs financed by payroll taxes. As in all
legislation, the desirability of the goals to be achieved has been weighed
against potential costs.

Cognizant of these factors, this administration has put forth a
proposal to strengthen .the unemployment insurance system, Secre-
tary of Labor Dunlop has proposed such a program which would be
expanded to cover workers in industries not present covered--such
as agriculture, domestic service workers, and certain State and local
government employment-improve benefit adequacy, and modify
triggers for the permanent extended benefits program. The p roposgi
also incorporates financing charges. In addition, a national study
commission would be established to lay out alternatives and to make
recommendations, for further improvements in the system. This
proposal is currently being marked up by the Unemployment In-
surance Subcommittee of the House Ways and Means Committee
and should be before the Senate Finance Committee in the near future.

Senator NELSON. Thank you very much.
(The prepared statement of Mr. Weiss in full follows:]

STATEMENT BY ABRAHAM WEiss, ASSISTANT SECRETARY FOR POLICY, EVALUATION
AND RESEARCH, U.S. DEIPARTMENT OF LABOR

Messrs. Chairmen and members of the committees:" It Is a pleasure to appear
before you today to discuss payroll taxes and employment.

I. INTRODUCTION
When employers pay wares to workers these wages are subject to a variety of

taxes and other charges. S nce the overall level of~such taxes has been growing
rapidly and is projected to grow still further in the near future, it is important to
address several questions pertaining to such taxes. What are the various elements
of payroll taxes and how are they collected? What are the magnitudes of the
yields from the different taxes? What are likely future trends in such taxes? What
are the impacts of these taxes, and, particularly what might be their influence
on the employment of different types of labor in different sectors of the economy?
Are there any reasonable approaches to reforming these payroll taxes that merit
further exploration?

Clearly this is a long list of questions, many of which are very difficult to answer.
It is my hope that raising these questions will foster more systematic considera-
tion and analysis of the effects of our current system of payroll taxes.

II. PAYROLL TAXES-THIN VARIOUS COMPONENTS AND TIumiR RECENT GROWTH

Current trends in payroll taxes are presented in Table 1 which contains in-
formation from the Budget of the UnIted States Government for Fiscal Year
1976 aid recent years, The items on which I wish to focus attention include
various elements in Old Age, Survivors, Disability and Health Insurance
(OASDHI), and unemployment insurance (U) taxes. Whereas, in 1066-these
elements comprised $24.5 billion in receipts, they comprised an estimated $80.9
billion in 1976. This means that over this period they have become the second
largest source of tax revenue. That further growth is not an implausible forecast
can be seen in Table 2, which lists current and scheduled rates of tax in the
OASDHI system.

It is clear from Table 2-that the rates are currently scheduled to rise during the
next 10 years by close to 8 percent.
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TABLE L-OASDOI TAX RATES 1975"-5
Totl (employer

Old ag eand Total b1 match employee
urvivos (pet) DisaIit Ift Indlvdua contribution)

The second most Important element in the payroll tax system Is unemployment
insurance taxes, In FY 1976, unemployment Insurance outlays totaled $12.8
billion. For FY 1976, outlays are estimated at $15.7 billion. When these outlays
are compared to the receipts (see Table 1) it is clear that the State trust funds
must be slowly replenished over future years either with Increased tax rates or
increased tax base. The Administration has recommended an Increase in the tax
base for the Federal unemployment tax and the States may well follow suit. The
third element in the category of "pa rol taxes" which I will mention just briefly
is workers' compensation. Althoug will not review the recent empirical studies
on workers' compensation, I do mention It here since it operates in a fashioncomparable to OASD1 'I and U (although it is State run and not a tax in the
same sense as the other two).,

Ill. THE oENE AL FEATURES Or PAYROLLs TAXES

All three elements of payroll taxes mentioned above have similar general
features. Of particular significance is that all use the same tax base--namely,
wages and salaries. OASDHI applies a constant percentage tax rate up to a taxable
maximum; workers' compensation premiums are generally based on a given
percentage per $100 of payroll. In the case of OASHI the current proportional
tax is 11.7 percent paid In equal parts by the employer and the employee on the
employee's earnings, up to a taxable maximum of $14, 100, Each year the taxable
maximum or wage base Is increased by a formula tied to the Consumer Price
Index.

The unemployment Insurance system Is somewhat more difficult to summarize
because the tax rate paid by employers varies across firms since the different
States apply experience rating systems which make the rate for any given firm
vary as a function of the firm's past record with respect to layoffs and within a
zone defined by a minimum and a maximum rate. Suffice it to say that 2 percent
might be considered a representative rate for unemployment insurance. The
Federal Unemployment Tax Act sets a maximum annual labor earnings subject
to Federal tax of $4,200. Many States -have adopted the maximum but others
have set their own.

The details of workers' compensation are still more difficult to summarize
very concisely. The premium payments are made to private insurance carriers,
large firms can seltinsure, and workers' compensation premilim rates may vary
for different, employee groups within a given firm. Nevertheless, the general
structure is fairly comparable to that of OASDHI and UI payments.' If we take
1.5 percent as a representative rate of "tax" for workers' compensation then a
typical worker might be one whose wage payments are subject to a combined
tax rate of about 16 percent. Of course, part of these taxes are paid for by the
employer and part are paid for by the employee (equal shares in the OASDHI
case); but this still means that over the range when earnings are below all three
maximum annual earnings levels, a tax of 15 cents is added to each dollar paid
In wages and salaries. This Is above and beyond any Federal Income taxes which
might be paid.

IV. POSSIBLE EFFECTS OF PAYROLL TAXES

Let us turn our attention to OASDHI and UI payroll taxes alone and consider
their possible impact on the worker and the employer. The economic analysis of
these taxes turns heavily on the conceptual distinction between the tax payment
and tax Incidence. In the OASDHI case both the worker and firm pay an equal
percent of the tax, but the economist is always more concerned with the incidence

See Wayne Vrowap, "The Incidence of Compensation Insurance Premium Payments."
In "SupPiemental Studies for the National Commission on State Workmen's Compensation
Laws' washington, .C., 1978, Pp. 241-270. In recent .years there has been a tendency
for these compensation premiums to he efectively a constant proportion of wages and
salaries as the tax base (ee1gS) has risen. co
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of the tax which is the much more difficult question of who actually bears the tax.
Empirical work which would command a consensus on who bears the payroll
taxes-workers or firms or consumers-does not exist. However, there are some
general implications which flow from the nature of the payroll taxes outlined above
and on whoh most economists would be in agreement.

Since payroll taxes are levied on earnings up to a maximum taxable ceilings
level, beyond these ceilings the marginal tax rate Is zero. Accordingly, where
employees bear the Incidence of the tax, we would expect workers to endeavor to
reduce the impact of the tax by working longer hours per year, including overtime
hours. Working part-time would be a disadvantage since less of the annual earn-
ings(perhaps none) would be beyond the taxable ceiling. Generally, there may be
Incentives t substitute hours per worker for more workers In any production
process. Employers might also have an incentive to hire more highly paid (skilled)
workers and perhaps, more subtly, workers might have an incentive to become
more skilled in order partially to avoid the marginal tax burden, since the higher
their annual earnings are above the taxable earnings ceiling, the less is the pro-
portional payroll tax "bite."

Another likely outcome, reinforced by various tax advantages afforded capital
through such provisions as the Investment tax credit s is that firms will have
Incentives to substitute capital for labor as well as to substitute skilled labor for
less skilled labor.' If as seems likely, such responses occur, the result may be
employment difficultes for certain groups of labor and certain industry sectors
such as retailing. That Is, sectors which utilize entry level, part-time and lower
wage workers are likely to be unfavorably Impacted by the current system of pay-
rolltaxes. The resulting impact on employment, particularly for youths and minori-
ties and associated on.the-job training losses may have undesirable consequences.
Growing out of such a less efficient allocation of resources would be a reduction
in real GNP.

Payroll taxes also have labor supply implications which one might consider,
especially In the context of the existing transfer payment system and effective
tax rates. For example, what Is the effect of taxes on the "take-home" a of a
low wage worker who receives some benefits from, for example, the Food stamp
program? If he earns an extra dollar from the labor market his Food Stamp
benefits would be reduced by about 30 cents under current W'ood Stamp rules.Combining this with Increased F~ederal (and State) income'taxes of even 9 cents,
plus payment by the worker and his employer of relevant payroll taxes implies a
marginal benefit reduction (tax) rate across all programs of about 50 percent
(30-+ 5+15). If other elements in the income transfer system are added, this
50 percent figure can go higher. Many economists are concerned over these effects
insofar as they may create work disincentives.

V. ALT RNATIVES TO THE COMMENT PAYROLL TAX
In light of the rapid growth in payroll taxes, and the possible adverse impacts

of such taxes on lower wage workers and the sectors which are most likely to
employ them, consideration might be given to a series of steps. First, empirical
analysis of the impacts of the rapid growth in payroll taxes should be undertaken.
That is, what evidence do we have of the general effects outlined above? Can
we quantify these effects? Can we learn from exploratory case studies?

Second, research should be done on the likely future requirements of the
OASDHI, UI and other systems in which financing is payroll based. Projected
changes in the demographic structure of the U.S. may place the OASDHI system
under substantial pressure. This Is because when the large cohort of the 'baby

.. 'pm" years moves into retirement ages it will be supported by the relatively small
otimplied by today's dramatically lower birth rates.iOASDHI payroll tax

rates obviously will be reviewed in this context. Future VI system requirementsturn on decisions which will have to be made about the maximum duration of
coverage extensions of eligibility and the like. Decisions on these componentsof the UI program will probably involve adjustments in the tax rate and/or tax
base.Third, tax reform of various types merits consideration.Employment tax credits
and personal wage subsidies merit examination beyond that given them in exist-
ing public policy and social science literature. Another area could be the possibil-

'TO a predate this possibility it can be noted that in 1978 the tax expenditure" or
estimate Federal revenue foregone by this p revision wa s 8.8 billon. tee csmaten o
Federal Tax xpendtures," Committee on Finance, U.s. Government Printing Office, July
and penerally, apart from discrimination .and cost of living d gierences, we mean lowex
wage workers. This substitution will be reduced to the extent that workers bear the payroll

tax and if their labor supply is inelastic with respect to wages.
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ity of making adjustments in the tax rate or tax base. This could provide the
same tax yield but it would spread out the source. of the tax by reaching into higher
wage groups. We could also do more research on financing these expenditure areas
by what some have termed more neutral taxes' that Is, taxes which do not create
major incentives to use one type of labor or capital over another. Such a neutrall"
tax could be more closely approximated by a 'value-added" tax or even a general
income tax. It should, however, be noted that public finance economists do not
necessarily agree on the general desirability of "value-added" taxes.

Yet the problem is not even so simple as this. If one views the various payroll'
taxes as insurance charges for likely future services or benefits to be rendered

4 (old age, and unemployment Income, medical and disability payments, etc.)
then one can argue that the current tax system is not as questionablW as our
previous discussion might suggest. In essence, payroll taxes can be conceived as
insurance premiums for specified benefits based on actuarial expectations.
Features such as experience rating in unemployment Insurance along with greater
proportionate payments for workers who are more likely to receivebenefits from
the system during period-of unemployment introduce price-like elements wherein
benefit payment is related to likely use. Currently, OASDHI payments are
disproportionately larger for lower wage workers but so are the future claims of
lower wage workers disproportionately larger. The policy dilemma appears to be
that the current system could discourage employment of low wage and part-time
workers, yet simple abandonment of the current system for a system financed
purely out of general revenues would reduce the tie between payments and
expected benefits in these areas.

We have been discussing some potential implications of payroll taxes on
employment. Nevertheless as a matter of equity and economics in the interests
of providing countercyclical stabilizers, various Administrations have both
initiated and strengthened the income support programs financed by payroll
taxes. As in all legislation the desirability of the goals to be achieved has been
weighed against potential costs.

Cognizant of these factors, this Administration has put forth a proposal to
strengthen the unemployment insurance system. Secretary of Labor Dunlop has
proposed such a program which would be expanded to cover workers In industries
not presently covered (such as agriculture, domestic service workers, and State
and local government employment) improve benefit adequacy, and modify
triggers for the permanent extended benefits program. The proposal also In-
corporates financing changes. In addition, a national study commission would be
established to lay out alternatives and to nake recommendations for further
improvements in the system. This proposal Is currently being marked up by the
Unemployment Insurance Subcommittee of the House Ways and Means Com-
mittee and should be before the Senate Finance Committee in the near future.

Percent distribution of
Estimated lob credit by income

Average taxes paid by Individuals I revenue loss level Estimated
by use of 50 r loss of revenue Estimated

Average percent Job Average Percent of 1st yr for Ist r repay.
Income class tax paid creation credit salary population 100,000jobs menr in taxes

Under $5, 00  $................. 16... ..................000 to 000 ......... $410 ... $13,750,000 $2,050,000
.000 to 7,000 ......... 537 3,250 3,250 5.2 16,900,000 2,792,4507,000 to ,00 ......... 665 3,750
,O00to 9,G00 ......... 795 4,250 ) 4,250 16.8 71,400,000 13,288,800

to ........ 912 4,7501
$ . 0 0 0 t O DO10 0 . .. . . . . 5 .0 5 2 5 0 1

11,000 to 12,000 ...... 1180 7
121000 to $13000 . ,322 6,250 6.250 26.1 163,125,000 34,937, 460
13,000 to $14,000 ....... ,480 6750
14,000 to 15,000 1,651 250)$15000 to $20,000 .... 2, 151 7.501
15,000 to 25000 3,180 IO 8,250 23.0 189,750,000 72,795,000
5,#000 to 0000 ...... 342 1,750
$ 000 to 50,000 ....... 7,065 20 0 16,875 7.3 123,875,000 41,266,900

Total.^ ............... 578, 8W0, 000 192,205,610Cin'..................... .......................... ,600 000
Gain, deducting job crea-

credit ................................................................... 1,021,200,000 ................

'IRS data 1973.
'For every 1,000,00t, Jobs gained, the Government gins $16,000,000,000 In revenue--2,000,000,000 In unemployment

Insurance payments and $14,uuu,000,000 In taxes. (100,000 lobs would Increase revenues $1,600,00L,000 to the Federal0vernmentl

Source: Senate and House Budget Committees. Congressional Budget Offce, "Inflation and Unemployment: A Report
on the Economy," June 30,1975.
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Senator NELSON. Dr. Eisner.
Mr. EISNER. Yes; I was delighted to listen to Mr. Weiss' excellent

presentation and summary of a great deal of valuable information.
I had a proposal which is now in the record, a proposal for a job
development credit, a tax credit for investment in human capital
which Iprepared in response to Senator Javits request when I appeared
before the committee in June.

Senator NELSON. That is in the printed record?
. Mr. EISNER. That is now in the printed record on pages 121 to 131.

I would like to pick a few highlights from that proposal and tie it into
Mr. Weiss' remarks and perhaps a few of the closing remarks of the
panel earlier this morning.

You hear a great deal of talk about capital shortages. I was, I must
say, a bit amused to hear your last witness this morning referring to
the Business Week article, which is a rather mammoth piece entitled
"The Capital Crisis: A 4.5 Trillion Dollar America." Iam amused
because the article quotes me, I suppose as one of the dissidents,
indicating the view that the capital shortage never exists, and they do
suggest that that view should be taken more seriously. I will perhaps
not burden you by reading Business Week's quotation of my remarks,
but I would like to argue that the whole drive you hear on behalf of
expanded investment in physical capital contrasts sharply with the
real needs of the economy and the real needs of small business, in
particular.

The payroll tax constitutes a direct tax on employment. I don't
think we can emphasize sufficiently how greatly it has increased.
I am rather surprised economists have not paid more attention to its
role as a contributor to inflation. Obviously, most business costs have
to get passed on in the long run. Payroll taxes get passed on very
clearly in any kind of competitive situation in the short run. -

We all know that labor costs are what we call in economics "prime"
and "variable costs". If labor costs go up, a businessman has little
alternative in a competitive situation but to pass this increase in costs
on and particularly when the increase in costs is pervasive throughout
the economy.

You have a situation now where there is an 11.7 percent social
security tax on payrolls, up to $14,100, per covered employee. Now
that tax has increesed very markedly, as was pointed out, in the last
few number of years.

I might add that while I appreciate the concern of responsible
legislators for having some kind of a tie between taxes and benefits,
I believe Mr. Weiss will bear me out, as he suggested in his remarks,
that the tie is a fairly loose one at the present. The benefits bear only a
rough resemblance to the taxes paid. There are all kinds of inequities
in this regard: Inequities-with women as the secondary earners in the
family and inequities in the case of youth. This relates in considerable
part to the fact, too often forgotten, that a dollar now is not a dollar
30 or 40 years from now. And to ask a kid of 17 or 18 or 19 to contribute
now to a pension he may get if he lives that long, 40 or 50 years from
now, is asking him to make a much larger contribution than you ask of
a person who has been in the labor force all his life, is 50 or 55 or 60
years of age, and is contributing towards a pension he will be receiving
in the near future.
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Now, the whole problem of youth, I think, is one that has to be
tackled and faced very directly.

We have major unemployment problems and we have particularly
major unemployment problems among youth. I happen to be one
who argues over and over again-and-I am afraid despite our belief
in free enterprise, these views I will express are more honored in the
breech-I have argued that we should not interfere in the economy
blindly. We are too full of all kinds of schemes to help this business or
that business or control one business or another. This does not mean
that I am against all intervention, but intervention should be on a
principled basis when there is really some justification for it, when
you can see the economy is not functioning properly, when you can
see that there is some reason for the Government to intervene.

The whole case for subsidizing business plant and equipment with
equipment tax credits, accelerated depreciation, appealing as it may
seem and supported as it has been by legislators of both parties and
powerful as the lobbies for it have been, has no real economic justifi-
cation, unless you happen to believe that the free enterprise system is
a myth. If you believe businessmen don't know what is profitable,
don't know when they should get new machinery, don't know when
they should build a new plant, and the Government has to say "you
wouldn't do this by yourself, but you will do it because we give you a
10-percent credit," then you are saying there is something wrong
wi the whole allocation of capital in our markets and our capital
system is not really functioning. I really, in the main, would reject
that proposition.

I would say, however, there are market interferences now through
the payroll tax which- discourage investment in human capital. This
investment in human capital is the investment in the training of
our youth and getting them to know how to work, which will mean
that in 10 or 20 or 50 years, instead of mugging, instead of going into
the numbers rackets, instead of picking people's pockets, they will
realize they can earn a better living and ave a better life by working
at a job. This is very important. It is very important to avoid the
massive unemployment we have had in youth.

You may ask, if I say this, "Why do I not expect the private enter-
prise system will take care of it by itself?" Well, here, economic analysis
indicates there really is a defect in the system. It is a defect in the
system which I would not correct by abolishing the system, but it is a
very real defect, which relates to the fact that we are not a slave econo-
my. If we were a slave economy, if you could own human labor the
way you could own a piece of equipment or a building, it would pay a
private employer to take a slave and say: "I am going to hire you.
I will train you. I will teach you the job until eventually you pay
off."

However, with our system today, it does not usually pay a private
employer to take a ki , who has had no job experience, who is un-
reliable as far as he knows and has no references, and to give him a
job and train him so he becomes a long-term productive member of
the society. The reason for that is simply that in a free society,
in a free economy, this worker may work for this one employer for 6
months or a year or he may work part time, or he may go somewhere
else. The benefits to the individual employer, therefore, is considerably
less than the benefit to society.
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So I think there is a case for intervention of some kind through
subsidized training, through public employment, through a CCC, to
do anything you want to try to get the people into that job and get
them so that they can work.

Senator HASKELL. What about the British experience, the British
Industrial Training Act, whereby each industry is required to train
their own employees? I suppose they do it on an industry basis so
that if an employee moves within that industry, they haven't lost

" anything. I suppose they think there will be a swap between other
industries so that they won't really lose anything in the long run.

Mr. EISNER. I must be honest, Senator, I am not familiar with the
details of that, so I had better not try to comment on it.

Senator HASKELL. Well in principle?
Mr. EIsNER. In principle?
Senator HASKELL. Is that somewhat the argument that you are

making that it isn't worth it? Of course, it wouldn't be worth it for
an individual if he is isolated, but if everybody had to do it would it?

Mr. EISNER. Well there are-various proposals that could come to
grips with this problem and that might be one of them. I just have
some general concern that so many of the regulations in the British
economy seem to have interfered more than they helped.

The proposal, therefore, that I am making here, and which is in
the record now, is a relatively modest one. I hardly argue that it will
meet the entire problem of teenage unemployment or of people who
don't go into the labor force, but it would, at least, correct a situation
in which Government is aggravating the problem with these payroll
taxes. That proposal was that the payroll taxes, the whole 11.7 per-
cent, be taken over out of General Treasury funds for those under 22
years of age up to, let us say, a maximum of $14 100 for a lifetime,
which is the current maximum subject to payroll taxes in a single
year.

Senator NELSON. I didn't understand that. You say the payroll
tax would be taken over by the General Treasury for people-

Mr. EISNER. Under 22.
Senator NELSON. And?
Mr. EISNER. And the particular suggestion I made, the particular

thought-although obviously there are other thoughts that could
work too-would be that this subsidy, this payment out of the Gen-
eral treasury revenue would be limited for each employee to, at this
point, $14 100 The notion of limiting it is-

Senator NELSON. You mean a total of $14,100 that would be paid
from the General Treasury?

Mr. EISNER. No, I am sorry. I perhaps misspoke. I meant the taxes
on the $14,100. So that; for example, if a youth has a job for $6,000
a year, either part time or full time, and he earns $6,000 one year and
be earns $6 000 the next year and he earns $6,000 the third year, then
in the third year, after he has earned $2,100 he will no longer be an
eli ible employee.

senator NELSON. Once he has earned a total of $14,100?
Mr. EISNER. That is right.
Senator NELSON. Then the employer picks it up?
Mr. EISNER. Then the employer would pick up his share and the

employee would again'have money taken out for his share.
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Senator NELSON. Why wouldn't that be an incentive to the employer
to get rid of the guy when he reaches the ceiling and start again with
another?

Mr. EISNER. I think it would probably not be an incentive to et
rid of him, because by that time the employee would have had sufl-
cient experience that he should certainly -be worth the 11.7 difference.
And you needn't have that cutoff. I was looking for ways to get the
maximum impact with a minimum loss. R

Senator NELSON. What if it is a job that requires no traini-
just an ordinary job on an assembly line, a no.kill labor job--then
wouldn't there be an inducement to get rid of him?

Mr. EIsNER. I am sorry?
Senator NELSON. There would be some inducement to get rid of

him if the job was a no-skilled job.
Mr. EIsNeR. Well, conceivably, but my view is there is a great

cost in getting Information on people and you don't get rid of an
employee if he is working successfully.

Senator NELSON. You think that if he is a good employee, they
would want to keep him?

Mr. EIsNER. I would think he would stay and again he would have
the experience and references.

Senator NELSON. Well, it is an interesting idea.
Mr. STAFFORD. One comment. There may be some more incentive

in the case where the job is what is called "general human capital"
and not specific. So, if it was an entry level job, and not a specific
job, then you might have more of these turnover problems. It is just
a comment a reflection.

Senator NELsON. I don't know whether it is good or bad, but there
are all kinds of businesses like, let's say, the summer resort business.
There they hire a whole lot of young people for the summer and then
when they move out, they hire a whole lot of young people for the
next summer. You also have some resorts where you find retirees,
who are very good employees, and they only want a part-time job.
So they work 4 months and that gives them something to do and they
have some extra income-

Senator BRocx. I think you are missing one point, though, and that
is in my bill, and that is that it requires the job to be held for a full
year. The reason for that is that even with a low-skilled job, there is a
cost to the employer beyond-

Senator NELSON. Oh, I didn't realize it was 1 year.
Senator BRocK. Yes; because most employers will tell you it takes

about 6 months, even with a low-skilled job, to get the person up to
where he is earning what he is being paid, even at the minimum wage.
So the employer has a lot more invested than the 11.7 percent.

Mr. EISNER. I can see the argument for the year requirement.
I would also suggest, Senator Brock, it might have some drawbacks
in terms of it discouraging the hiring of people as summer, part-time
workers. That may well be important.

Senator BRoOK. I understand that.
Mr. EISNER. There are difficulties in perfectly targeting anything.
Senator BROCK. You might reduce the rate of incentive for a

shorter time, that is, you might have half the benefits of that if they
were employed for 4 months or more. But, I think the Senator's
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.it is absolutely* valid, that unless you have some sort of minimum
oe requirement you are going to get into this real problem. I

know some man oturers, unfortunate y, who would take advantageOf this.
Mr. ESNeR. I would like to add that some proposal of this type

need not be restricted to youth. It might be extended to all new
entrants into the labor force, regardless of age. I think, though, that
there is some advantage to concentrating on youth where you have
a payoff from job experience over a whole lifetime. But the point
that should be stressed is that this is really particularly advantageous
to small business, which tends to be labor intensive. I don't mean to
be critical necessarily, of people who have been on the earlier panel
or others that I hear speak on these subjects, but I am always amazed
to the extent to which small businesses will become sort of lobbyists
for interests which are essentially interests of much larger businesses.have in mind particularly the stress upon looking for tax advantages
for acquisition of physical capital, because we all inow it is the largest
businesses and for good reason, that are most capital intensive and
that get the greatest benefit from equipment credits and accelerated
deprecation.

Now, surely, the smaller businesses get some benefit, but considering
the fact that taxes have to be paid by somebody, it seems to me very
reasonable to think that kind of incentive costs the small business in
the lonig run more than it gives, because the benefits to the big business,
which is capital intensive, are greater.

On the other hand, if. you want to help small businesses because
you feel that a competitive economy requires it, a way to help it
would be to have benefits which are more tailored to their needs. Bene-
fits along the lines of reducing payroll taxes, and particularly for the
young labor force, which small businesses frequently find themselves
hiring, would be of proportionately greater value to them.

I have, of course a good bit in the statement on the record, but I
think in view of the time, I'd better let others proceed. You may
question me further, if you will.

Senator NELSON. Thank you. We may have a little bit more later
on this subject.

Go ahead, Mr. Stewart.
Mr. STEwAT. Mr. Chairman, it is always a pleasure to be here.

Our association has made a proposal which we call the job creation
tax credit. It was before the Senate finance Committee last March,
and was made as part of a discussion of a series of tax measures,
which we thought small businesses needed at the moment.

We were, frankly, very surprised by the response. Editorials ap-
peared all over the count e heard from many of our members
and from nonmembers and from small businesses and small business
people in general, who liked the principle we enunciated. That prin-
ciple went something like this. We said that the Federal Government
should provide a tax credit for up to two newly created jobs in any
company for the first year of employment, with a maximum of 50
percent of the cost of wages of the one or two new Jobs.

Next to pick up on some things Dr. Eisner said. We began to think
along these lines because of the very tilt and distortion that the
investment credit and other indirect measures, alleged to produce
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employment, create in the economy. We have gone from a point 30years ago where we undertook a commitment to full employment. Wehave argued three alternative ways of doing it through five recessions
now. Some people still believe you can leave it all to the free market.
We do not. Some people think that what you ought to do to create
employment Is to expand the Government patrol. We do not. Some
people think that indirect tax measures, which, in our view, almostinvariably wind up distorting the economy further in the direction ofbig business, will help. Again, we dissent from that.

So, we came to our proposal, really, on the basis of both trial anderror and thought about alternatives, of a nonexpert kind. Let me
em hasize that.

't turned out that what we were talking about was viewed by econo-mists as a "wage credit." We found ourselves involved in discussions
of many matters which we do not consider pertinent to the problem
before the Congress, which is how to put people back to work at mini-
mum costs, with minimum inflation and with minimum distortion
in the economy.

Now, in that regard I am going to offer, for the record, a letter tothe New York Times of April 7,1978, from a man named Edwin Futey.
It begins:

Let me tell you what it Is like for one guy to be 52 years old and jobless inAmerica In 1975. As a recently fired middle-management executive'f the divisionof one of America's top private companies, I have sent out over 150 rdsumd.
It is a rather moving letter. I have tried, since I became president

of my association tried to maintain some perspbetive about objectives.We come to the c ongress often and we come here for lots of kinds oftax relief for small business, I have tried, since this letter appeared,
to read it every day to maintain my perspective. So far as I amconcerned, I am as concerned about young people and people in the
ghetto as anyone. But in or out of the ghetto, there are 8 million
unemployed people out there, and I don't think this is a tolerablecountry so long as that continues without remedial action being
taken by the Congress.

Let me just make five quick points:
First, ob creating tax legislation should be the highest priority

measure for the Congress;
Second, what evidence we have-and I am going to give you some-

persuades us that the proposal which we have made will work, will
work quickly and will work relatively inexpensively;

Third, we urge you to make a start with any measure, whether
ours or someone else's, that seems to you to be prudent in terms of
costs;

Fourth, whatever you do, we suggest that you accompany it with
very specific budgetary provisions and mandate controlled experi-ments about how it works, just to meet the kinds of considerations
that I have had expressed to me about the proposal that we havemade; considerations made which may be important to econo-mists, but I must tell you are not important to the unemployed or
small businessman;

Fifth, we would much prefer to see this experiment conducted withgeneral revenue income rather than employment taxes. Employment
taxes are a severe problem for small business.
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The Congress and the President must, sooner or later, face up to
the fact that employment taxes are among the most regressive taxes
in the country. They burden small business unduly. I- have served
as special counsel to the Governor of a State, I know how merit
rebate formulas work in unemployment insurance and I am sure
the Chairman does, too. By and large, unemployment insurance
taxes are heavily tilted against small -business. At some point we
have to face all of those issues. I submit respectfully, that to try to
deal with employment incentives within a framework of dealing with
inequities or improprieties or difficulties of employment taxation,
is to mix oranges and apples. It makes your legislative road unduly
difficult.

Let's decide how much it is worth for us to provide small business
with an incentive, a tax incentive that will work. I say that, not
because small business wants this as a handout. It wants it because
it is surrounded by unemployed people. It wants to do more for them.

I came to visit Senator Brock one day with a young man who is the
leader of an outfit called Sons of Bosses. His family was in the candy
business. He explained to us that he would be happy to hire another
man, that he had actually been looking for a slled worker or some-
one who could be trained. But he had to wait until his payroll or sales
level permitted it. He said, as you may remember Senator that he
was about 30 percent to the point where he could hire this man.
Every good small businessman rufa his business one man short. That
is how he knows he is bemg prudent.

All our proposal is Intended to do is to take him over the bridge with
a Federal "tax forebearance" investment of a temporary kind in 50
percent of the wage cost. We wanted it to be as simple and self-
executing as possible. We did not want it to become involved in either
tax theory or economic theory; hopeless as that is in this town.

We had many kinds of responses-all of themfavorable. One of my
favorites is from a former Cabinet officer:

I confess to you my unfamiliarity with this proposal. The newspaper clips
explained this at least, in part. S. 2007, which inow introduced by Senator
Turmogd and Senator Gam, is apparently hot stuff In Decatur, Campbell, Biloxi,
Yoursvllle, and Waco, but hasn't had much attention in elite land (he means
Washington). I also admit my Inability to see the bugs in this idea. I still can't.
There are obvious possibilities of abuse of the credit, but It would seem to me this
could be fairly easily met. Why has this been given so little attention? I will try
It out on some of my favorate skeptics and let you know.

This is from a man who ran a Cabinet department deeply concerned
with this problem. As material to us as this kind of response are
answer to approximately 10 000 inquiries to small businessmen around
the country, and we have the first 1,200 back, and we think they are
even more important. Three out of four of them urge you to adopt our
proposal. Of those, 65 percent (or 50 percent) of all of them say
unequivocally that they will hire one or two people if the Congress
and the President can agree to give them this contribution to initial
ware costs.

We have computed the job creation consequences of this on the most
conservative basis we can. We hope the President and Congress will
get out of the conventional ruts of analysis and quit belab6ring one
another with both vetos and overriding 'or not overriding votes.
We hope they will try to cometogether on a new approach. We think
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the one we made will create and quickly, 1,250,000 more jobs, with
a minimum of cost and a minimum of inflationary impact. If you put a
man on the Government payroll, that is an added tole in the deficit
of 100 percent. We are prop at least to cut it to 50 percent.

But, let small business athat 50 percent as a credit.
Senator BRocc. May I interrupt you? The thing I like about it is

if it doesn't create 1,250,000 jobs, it doesn't cost us.
Mr. STrDwAr. No cost.
Senator BRocx. It only costs it it works and then again the cost is

returned to us, so we get the money back. That is the beauty of it.
And that is greatly different from any of our Federal direct grant
Programs, where it doesn't matter whether we get any results or not.
Excuse me.

Mr. STEWART. No; it wasmy pleasure Senator.
Lt me try to conclude in this way. There is no doubt in my mind

this country wants job creating action. It wants it now and it wants
it without inflation, if posibe. We do not claim to have all the
answers, or even a foolproof partial answer, but it is at least as good as
any other answer we have seen. Swift action by Congress and the
President for even a limited experiment is urgently needed. There are
50 ways we can limit the applicability of the c t. You can set up
controlled experiments to satisfy the economists to see whether
the small business would hire anybody without this or not. You can
match two sets of six cities one way and six cities another. 1 am
reminded that in 1970, the Administration had promised to conduct
some experimentation along these lines, which somehow or another
got scratched, leaving the field again free for all of us to speculate
about.

As far as we are concerned, the situation is too serious to wait for
perfectionist economists or other theoreticians to be satisfied. We
think you can find out just by talkin to your own small business
constituents, as we have, that these jobs will not be created without
this credit.

But, we can't prove it unless the Federal Government tries it.
We think this program will lead to more permanent and satisfying

jobs than straight public employment.
But we can't prove it, unless the Federal Government tries it. We

think this program will create jobs at less cost and with less inflation
than any other, for small business would be paying half the cost of
each new job, and small business is less able and less likely to pass on
any increased cost then either big government or big business.

but we can't prove it unless the Federal Government tries it.
We believe there will be no more cheating with this program than

there is with tax payments generally.
But, we cannot prove it unless the Federal Government tries it.
We believe this program can be run without significant new per-

sonnel, or another blizzard of Federal paper.
But, we cannot prove it unless the Federal Government tries it.
We believe that this program can become a useful, flexible response

to unemployment of a kind we badly need.
But we cannot prove it unless the Federal Government tries it.
We will support any version of the general point of view we are

expressing here. We invite you to check our judgments, however, with
your own small business constituents.
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I have one last point about employment taxes. We have looked into
the experience of the Government with the WIN program, which
offered a 20-percent credit. It did not work and it did not work for a
variety of reasons. One of the reasons we are satisfied is, because the
incentive was simply not there. If you offer a small businessman a
15-percent credit and explain to him what you are going to have to
Uke off your employment tax and what you are going; to have totake off your Federa income tax, he is goxn to think it is going to
cost him at least 15 percent more to get this th!ng done. it is too
complicated. it gets him involved In social security and unemploy-
ment taxes.

In and of itself, the 15 percent i m opinion, is not high enough.
And I am as scrupulous about de Federal Government as the guy
who spent 3 years in the Bureau of the Bpdget in this town can be.
I don't like to see you expend this kind of money. We have our own
estimates of what the Federal recoupment will be, and we think it
will be substantial and rapid. But the judgment about that is not
for us to make; it is for the Congressional Budget Office and OMB,
and all those people. The judgment for us to make, based upon what
we know about small business and what it is prepared to do, is to
tell you that if you provide enough of an incentive, it will do a signif-
icant job for you.

When I appeared before the Senate Finance Committee on this
subject, I offered this caution, which is an old rural phrase: "Don't
tv to trade a biscuit for a barrel of flour." That is what you are doing
when you come to the small businessman and offer him a 15-percent.
credit, and ask him to take on a new employee he is going to have to
train.

Thank you very much.
Senator NzLsoN. Thank you. Did you do any analysis?I You

said about 1,250,000 was your estimate of people who could be hired
in the program. That is probably about a cost of $5 billion a year?

Mr. STEWART. Yes, sir.
Senator NELsoN. And then you calculate benefits from sums that

would otherwise have been paid out and in taxes paid by those newly
employed, and what do you come up with?

Mr. STEWART. Let me read you what my colleagues, Messrs. Lie-
benson and Longenway, have given me, for they are much smarter
about this than I am.

The removal of 1.25 million individuals from the unemployment rolls
would relieve the Federal Government from )aying benefits for
unemployment compensation, food stamps, and medicaid amounting
to over $4 billion a year.

Senator NELSON. That would be assuming that all you removed
were, in fact, receiving this, but you would have all kinds of variables,
like high school graduates at 18 and-

Mr. STEWART. Exactly. In addition, the Treasury would receive
$17.5 in income, social security, and unemployment compensation
taxes.

Senator NELsoN. How could they do that, if the cost of the program
to the Federal Government is $5 billion and the cost of the employer-
employee is $5 billion, then how do you get 17?

2 Requested material not available at time of going to press.
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Mr. STEWART. I don't think that is Intended to be a net figure.
Let me go through with this, Senator, and then we will come back to
it, because we will try to satisfy your questions.

The potential gain to the Treasury is just over $21 billion, and must
be measured against the possible loss of revenue of only $5 billion,
the cost of the job credit legislation. What I think we are saying is
if you take the Congressional Budget Office's estimate about the cost
to the Federal revenue of unemployment, and if you put 1.25 million

m people to work, as I recall it, their estimate is 1.6 billion for every
100,000 jobs. I think that is their figure. We will submit this table
for the record. Senator Thurmond put it in the Congressional Record
when he introduced the bill.

If you deduct the cost of $5 billion from the revenue, which is not
lost by not having 1.25 million people unemployed, we end up with
a net saving of $17.5 billion. The problem is it will come back to
you in about 2 or 3 years. So, you will have a $5 billion deficit out-
of-pocket. None of us appreciates the prospect of that. At the same
time in an almost $400-Fillion Federal budget, in terms of a priority
of here bu give up and where you don't give up, it seemed to us
this $5 billion is imminentl worth risking.

Senator NELSON. Supposing it was decided to authorize the execu-
tive branch to administersuch a program on a pilot program basis
in x number of places. Would you get any real feedback from other
competing small business making the same product and competing in
the same market with one of them in one city 10 miles away and
another in another. What if the pilot was in Minneapolis?

Mr. STEWART. You surely would, Mr. Chairman if you did it
that way. On the other hand, you might do it by taking five cities,
which had unusually high unemployment, matched with an unusually
high incidence of concentrated industry, and you would deal with it
that way, on the theory that they needed the diversification support,
as well as the unemployment support more than in other cities. You
could match them with five cities and take samples of businessmen
from both places and find out how many hires took place with this
credit in sample group city A and without it in sample group city B.
I am sure these Government gentlemen can design controlled experi-
ments better than I can. It has been 25 years since I tried.

But, it can be done, and it can be done on an objective basis that
will not upset small business people or be discriminatory. Let me say
for the record I would much prefer to see you do it nationally and do
your research within the framework of a nationwide program.

But, if the Congress doesn't feel like going that far, by all means
let's have a controlled experiment as quickly as possible.

Senator NELSON. Do you want to pursue that question?
Senator BRocK. Yes. We had, as you know, a long conversation.

I was much impressed with the argument and I thoroughly agree
with it and am a champion of it, particularly since it doesn't cost us
anything if it doesn't work. I am a great believer in pilot-testing and,
in fact, in most of the legislation I have introduced, I have included
it, but in this instance I am not in favor of it, because I think you
have an absolutely urgent problem with 9 million people out of work.
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I think we are not using the free enterprise system today to solve the
problem and I think that is where the strength of our economy is.
We are using the Government and the Government cannot solveunemployment.

So I am wth you. My problem is, frankly, a political one. I just

didn t believe, and still do question whether or not we can get a 50-
percent tax credit. I think taking Professor Eisner's suggestion, and
I think Mr. Weiss indicated at feast an interesting concept, too, of
calculating the exact tax it is, based on a small business, as the result
of unemployment, will i ve us a double advantage.

No. 1, and it may not be enough of a credit and I grant you that,
but this bill of mine does eliminate the tax on employment that comes
through social security, medicare, unemployment compensation, and
the rest. And that is not out of line, frankly, with the investment tax
credit that we give corporate enterprise on a larger,,basis. So again,
there is a certain amount of equity here. I am not sure what percentage
is going to be necessary to do the job. However, I do think that 15
percent would be a hell of a start.

I have one disagreement with you, and that is the limit of two. My
bill would allow you to go up to seven. I would question if you had it
unlimited, because then GM has the investment tax credit, the em-
ployment tax credit, and a few more small businesses, therefore, are
going to go out of business, because they can't compete.

But I limited it to seven new employees, and I think that is a little
more logical just because seven new employees hardly constitutes
any benefit to a major corporation, but it makes a whale of a differ-
ence to that little guy that is trying to compete.

Mr. EISNER. I have a fact or two, both in relation to what I have
suggested, as well as What Mr. Stewart has suggested. If it did not
seem politically dangerous because of the rather popular prejudice
that there must be some contribution into a fund of social security
I think one could relieve small businesses generally of a good bit of
paperwork by not going through the whole operation of a Treasury
appropriation of the amount equal to payroll taxes. Just tell every
employer he simply doesn't have to file, he doesn't have to turn any-
thing in, and he doesn't have to withhold anything, for whatever
employees are eligible.

Senator BROCK. The problem is that, even though the small busi-
nessman is being already killed with paperwork, butte is already doing
it for the social security report for his existing employees, so to add
new ones incrementally is not a terrible burden.

Mr. EISNER. Well, it may well be, but I was thinking more in
terms of the proposal for the credit for those under 22. If you could
tell the employer, just hire someone under 22 and you don't have to
start withholding for him for payroll and the like, Ithink that would
help. The one thing I don't quite follow, and I profess I don't have the
text before me on Mr. Stewart's proposal, is the matter of how rou can
avoid having employers pick employees from elsewhere; that is, what
will discourage an employee from quitting a job in one place and then
getting a job from another employer who will be happy to add him,
even perhaps at a considerably higher wage, recognizing that 50 per-
cent will be subsidized. I confess I don't know the details of the pro-
posal. I presume it is possible to work something out to take care of
that.
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I would suggest, if you come down to legislation drafting, you have
to be very careful you don't kid yourself and you don't encourage the
employer, in effect, to hire somebody who has been encouraged to
quit somewhere else.

Senator BROCK. I might say, again in my bill we had a minimum
unemployed period. If you are unemployed for a week, you would not
quality. I required either 90 days or 30 days.

Mr. EISNER. I would question even whether 90 days would work.
S There is a good bit of a problem on that. Again, we shouldn't be

sectarian.
Senator BROCK. I think we can deal with that. I think the point is

well taken. This is to create new jobs, and it certainly is not to en-
courage people to pirate employees from each other. I think that may
be one of the dangers to going to 50 percent; 15 percent doesn't give
you that much of a motivation, but 50 percent might.

But, again, the thing I think we've got to kee in mind is the cost
effectiveness of this kind of an approach. Now 'don't know that I
understood Mr. Stewart's statement about $17 billion in new revenue
to the Government-

Mr. STEWART. I am not under oath.
Senator BROCK. Pardon?
Mr. STEWART. I don't think I am under oath.
Senator BROCK. Well, I think I can prove that 1 million new workers

would add $17 billion to the gross national product. I think I can
certainly demonstrate that, but I can't prove we can get $17 billion,
unless we get a 100-percent tax, to the Federal Government. I can
prove, I think, that this bill of mine will be, within 12 months, re-
turning $3 for every $1 we invest in it. I think I can demonstrate that,
at the 15-percent level.

Senator NELSON. At 15 percent?
Senator BROCK. Yes, it is a tax credit of up to 15 percent on the

workers' pay. Because if you add unemployment compensation, medi-
care, and so on, it comes to 14.9 percent. So, that is the figure in my
bill.

But, I think I can document that, that is what we are going to have.
And a good percentage of these people are not drawing unemploy-

ment compensation, and are not drawing welfare, and I recognize
that. But, Dr. Eisner, I would not limit this to just the teenage group.
My bill applies 14.9 percent to new entrants and that would mean a
woman of maybe 35 years of age who had maybe never worked. She
could get this, too.

If the person had a skill, then I would reduce the level just to the
11.7 percent that social security requires.

But, in either case, I think you can fairly quickly demonstrate that
within 12 months, and certainly no more than 18, the Federal Govern-
ment would have a net increase in its revenues as the result of this
tax expenditure that we have discussed.

Mr. EISNER. I do think, Senator, there is a lot of merit in your bill
in extending it beyond youth. I focused on youth as perhaps the most
important.

Senator BROCK. That is certainly a big problem.
Mr. EISNER. But, women, and particularly those who have been

out of the labor force, they would benefit considerably and the economy
would benefit from encouraging people to employ them.
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Mr. STEWART. Senator, If I may just conclude with what I want to
say about your bill? There is nothing magical about our 50-percent
figure or about our $20,000 maximum figure. They may be too high.

Senator BROCK. I want to say I would vote for your bill, if it came
up. Don't worry about it.

Mr. STEWART. We got to those numbers, really, based on the WIN
experience with 20 percent, which seemed, clearly, not to be enough.
Now, it may be enough in the general labor population and perhaps
it was not there that was particularly troublesome-

Senator BROCK. The Department of Labor killed the WIN program
with its own regulations. You and I both know that.

Mr. STEWART. I will not disagree.
senator BRocK. I think it was so damn close to deliberate that I am

not sure why they did it.
Mr. STEWART. On that point, Senator what we are talking about

will work With the simple use of W-2 forms. I don't know of any
businessman who is going to play games with the IRS over the kind
of money that is involved here and run the risk of criminal penalty.

As a last point, let me just suggest that if the percentages seem too
high, one kind of controlled experiment to run would be to take three
samples; take cities where you have 9 percent or more unemployed
and take cities where you have 6 percent unemployed, and then take
cities where you are under 5 percent. Try the 50 percent in one group
of cities and the 15 percent in the other and nothing in the third.
Establish an eligibility standard. Then put your survey people to
work comparing the conduct of small businessmen and see whether
they hire people anyway, or cheat or do all the other things that
worry you so much, because I don't think they will, frankly. They
are too busy trying to make a living.
--- Senator NELSON. Well, thank you very much. Gentlemen, this
testimony has been a very valuable contribution to our record today.
We appreciate your taking all this time to come.

The-hearings will be open tomorrow in the same room at the same
time.

[Whereupon, at 12:30 p.m., the committees recessed, to reconvene
at 9:30 a.m. Thursday, September 25, 1975.]

[The prepared statement of Dr. Rinfret in full follows:]

62-200 0 * T6 * 28
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DR. PIERRE A. RINFRET, PRESIDENT
RINFRET.BOSTON ASSOCIATES, INC.,

NEW YORK, NEW YORK

Before the
UNITED STATES SENATE SELECT COMMITTEE ON SMALL BUSINESS

September 24, 197S

Employment and economic growth are primary concerns of the U.S. economy today. But the
startling and too.little known fact is that small businesses and Individual entrepreneurs are the
largest source of jobs In our economy.

6 Nearly half *. 48 percent .- of all businesses in the United States had between one and
three employees In 1972, the year of most recently available U.S. Census data.

* A staggering 99 percent of all businesses in the U.S. consisted of firms with less than
250 employees.

* These small businesses employed fully 64 percent of the private work force.

But by every economic measurement, the entrepreneurial sector is in a state of material decline.

As one indication, in 1945, at the beginning of the postwar era, individual proprietors' income
accounted for about 17 percent of U.S. national income. Since then, individual proprietor income
has been collapsing relative to the total. In 1974 it accounted for only 9 percent of national
income. Thus, during the past 30 years individual proprietors have lost almost 50 percent of their
relative share of national income.

During the 1973-75 recession, small incorporated manufacturers suffered even greater and relatively
more severe losses than large corporations did. According to the Quarterly Financial Report of the
Federal Trade-Commission, the following occurred during the first three months of 1975:

* Manufacturing corporations with assets of less than $1 million suffered 3 48.9 percent
decline in after-tax income, compared with the same period in 1974.

* By contrast, manufacturers with assets of $1 billion or more suffered a 28.5 percent loss
for the period.
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Senate Committee on Small Business Page 2

This poor profit performance means that small businesses will have great difficulty in adding to
the stock of their productive capital. This means they will have great difficulty in sustaining, let
alone expanding, the level of their economic activities and employment.

Obviously, capital formation is the single most critical problem facing small as well as larger
businesses in this country today.

This Committee can help stimulate U.S. economic activity and employment by recommending
changes in the tax law to reduce the tax burden on small business, whether it is operated by an
individual entrepreneur, partnership or corporate entity.

I therefore recommend that this Committee consider the following measures:

" A 7 percent tax credit to small businesses for hiring new employees.

" A 20 percent investment tax credit for new plant and equipment expenditures by
businesses with less than 250 employees. This is double the present investment tax credit
rate.

" A permanent reduction in the tax rate imposed on the first $25,000 of income earned
by small corporations.

" Permit small businesses to retain a-cumulated earnings on a tax-free basis so they can
build the capital reserves needed to grow and to survive adverse economic conditions. At
present, any business that accumulates after-tax earnings of more than $100,000 is
subject to further taxation on these accumulated earnings, subject to the applicable
Internal Revenue Code adjustments.





SMALL BUSINESS TAX REFORM

THU6DAY, XPTRMZU3R 25 1975

U.S. SENATE,
SELECT COMMITTED ON SMALL Busiuss,

AND TBH SUBCOMMITTEE ON FINANCIAL MARKMs
OF THU COMMrrl0B ON FINANcU,
prs WahingtLa, D.C.

The comnumittees met, pursuant to notice, at 9:45 a.m., in room 2221,
Dirksen Senate Office Buildin Se ts Gaylord Nelson (chairman
of the Select Committee on &mall Busines), and Lloyd Bentsen
(chairman of the Subcommittee on Financial Markets of the Commit-
tee on Finance) presiding.

Present: Senators Nelson, Bentsen, Mondale, Packwood, and
Hansen.

Also present: William B. Cherkasky, staff director, Senate Small
Business Committee; Herbert L. Spira, tax counsel to the Senate
Small Business Committee; Judah C. Sommer, minority counsel,
Senate Small Business Committee; David Allen, office of Senator
Bentsen; Phillip Kawior, office of Senator Brock; and George Pritts,minority staff, Senate Finance Committee.

Senator PACKWOOD. We will call the meeting to order.
Senator Mondale, I apologize for the late start. I know you have to

run to another committee a preciate your taking the time to
come here initially. We will start with you.

Senator MONDALe. Thank you, Mr. Chairman. Jared How, a
friend of mine and one of the business leaders of our State of Minnesota
will be testifying on the next panel. I wanted to introduce him at
this time, although he will be testifying in the next panel. Mr. How
is the publisher of the Mankato Free Press, one of our outstanding
daily newspapers, and was a witness at an earlier hearing before the
Senate Committee on Small Business in Minneapolis where we heard
from farmers, accountants, attorneys, and businessmen concerning
the plight of the present estate tax law. His testimony was so impres-
sive that the staff felt he ought to be part of this panel, today, as
we hear from leaders from around the country as to what changes
should be made.

And I wanted to introduce Jared because I think his testimony
has a special dimension. Because he raises the question of the indepen-
dence of communications outlets, and the connection between those
outlets and the local community. His is a locally owned business,
and it is one which performs responsibly for the citizens who are
known by its owners. The profits and the leadership remain in the local
commumty. He will testify as to the impact of the present laws;
how they relate to the trend toward increasing numbers of remote

(1135)
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cororations buying upsuch newspaper. On the b l. of his testimonyan that of others, I have introduce legislation this week, S. 2394,
the Estate Tax Relief for Farmers and Small Business Act, which is
now before the Senate Finance Committee.

No. 1, my bill raises the exemption from $60,000 to $160,000. That
is not enough, but if you look a the financial implications of even a
higher rise, it is hard to know how we can expect to et a higher ex-
emption in this kind of tight budget situation. Second, it changes the
standard for the long-term. payout, the 10-year payout, from undue

, hardship simply to hardship. And I would hope we could establish
a record that this would include hardship attendant upon a family
or heirs trying tWkeep a business or farm i the family; in other words,
to spread the years over which an estate tax can be paid. It also
returns the interest rate imposed upon that long-term payoff back to
4 percent where it was a year ago. Today it is 9 percent. This high
rate may cause forced sales, and I think that is one thing devoutly to
be avoided.

The bill also would value farm estates for farm purposes.
We have a preat many farms that are nestled up to growing subur-

ban communities and urban communities around the country. If
you value those estates for other purposes-like real estate develop-
ment, shopping centers, housing and the rest--they would carry aper acre value far in excess of anyti they could bring for farming
purposes. Yet it ought to be one of the objectives of our country to
keep land in agriculture and to permit family farmers to pass those
farms on to their heirs. And this is becoming an increasing problem.
Incidentally, I think this is a good conservation measure because it
would keep more of this land from being wastefully gouged up in
what is called urban sprawl.

In any event no person in Minnesota has I think, provided more
leadership in this issue than Jared How and I want to introduce him
and also express my appreciation for his leadership.

Senator PACKWOOD. My first receptionist was from Mankato when
I started here in 1969, a girl from Mankato, "and she was the most
delightful receptionist we have had ever since.

Senator NuLso*. She moved over there from Wisconsin.
Senator MONDALA. Well, people wondered why you performed so

spectacularly when you first got down here.
SenatorPACKWOOD. I hope I haven't gone downhill since. Does

your bill also then increase on the marital deduction, increase that to
$300,000?

Senator MONDALN. No and one of the questions we should con-
sider-and I think one of the most hopeful things about these hear-
ings is that it includes Finance as well as Small Business and three of
us, of course, are members of the Finance Committee-one of the
questions we should look at is how you deal with the marital share
problem. Of- course, all of it has to be looked at in terms of the budget.
If you raise the exemption to $180,000, which is what I want to do,
I think it is something like $3 billion or $3.5 billion. And with a defi-
cit of $65 or $70 billion, whatever it is, it is not likely you are going to
get that kind of progress in this session. So I tried to put something
m that I thought we might manage.



1187

Senator PApswoop. I may want to join you with that bill as a
oonsor on it if you don't nind.

Senator MONDAJJ. Yes, I will seld a copy over because I think
it is a useful measure, Thankc you very muci.

Senator PAcKwoop, Thank you.
Senator NULSON. Our first scheduled witness this mornin is Bruce
. FIelding, secretary, board of directors of the National Federation

< of Independent Business and member, Commission on Federal Paper-
work, accompanied by David Voight.

If you would identify yourself for the reporter, we would have the
record kept straight.

[The prepared statements of Senators Nelson and Bentsen, in full,follow:])

STATSUENT OF RON. GAYLRD NXSON, A U.S. SUNATOR FaOM TH STATZ Or

This morning's session concludes the current three days of hearings on small
business tax reform and constitutes the Oth day of the Select Committee's hearings
on this subject In cooperation with the 1'inancial Markets Subcommittee of the
Senate Finance Committee.

In these hearings, as well as the three days held in February In connection with
the emergency Tax Reduction Act of 1975, and a day of testimony in Minnesota
in Aupet on estate taxes, we have become even more aware of the diversity of
slse and type of enterprises among the small- and medium-sized business com-
munities. This Is the variety that Imparts dynamism, creativity and competition
to the economy. It constitutes a great force for prosperity, it it can function under
a wise government policy In taxation and other area.

The efforts of the small business witnesses and their organizations researching
and presenting their case have been extensive and considerable. It has been pleasant
and rewarding to work with Senator entsen and his Subcommittee in this
endeavor.

We are hopeful that the Treasury Department will give us Its views at a later
date, and we may receive further testimony on the questions In other hearings
which are being planned by the Small Business Committee this year.

Our committees are working together to try to assemble the facts and figures
and to develop findings and recommendations for responsible tax reform measures
which will provide meaningful assistance to the broad spectrum of the small-
and medium-sized Independent business segments of our nation. We have already
begun to develop and introduce legislation on particular facets of the tax system
and are working toward the development of a comprehensive omnibus small
business bill during this 94th Congress.

STATEMENT OF HoN. LLOYD Bzxmsr., A U.S. SENATOR FaoM THE STATE oF
T!kos

Today we will begin the third of a three day set of hearings by the Senate
Financial Markets Subcommittee which I chair and the Senate Small Business
Committee which is chaired by Senator Nelson. 'he subject of these hearings is
the financial problems which presently confront our small businesses.

During the past two days representatives of business as well as tax and economic
experts have testified on capital formation and the relationship of taxes to em-
ployment. Today we will hear testimony regarding estate and inheritance taxes.

Our small businesses need help. And it is well worth our while to remember that,
as we help them, we will be helping our entire economic situation.

Small business has played an indlspensible role in -promoting healthy compe-
tition in our economy, creating jobs for a growing work force and developFin
Innovative ideas and products. Small business, in many ways, is the essence of
our country's promise. It is the small businessman who provides jobs for about
one-half of our private work force. The survival of small business across our
Nation is vital to healthy competition in our economy.
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Our Nation's small businessmen have been facing a particularly difficult time
during these periods of recession, lnf.ation and energy shortages. Their costs have
gone up. Demand for their products and services has generally declined. As a
consequence many smaller firms are faced with a serious profit squeeze.

The statistLics show that from 1948 to 1972 the number of self-employed business.
men in this country has shrunk from 10.7 million to 7.1 million, even though the
work force has grown from 60 million to 86 million. In 1960 small and medium
sized manufacturing corporations held 50 percent of this country's manufacturing
assets and 41 percent of the profits. But by 1972 this had declined to 30 percent
of the assets and only 28 percent of the profits.< . Part of the reason for the decline in the number of small businesses is the sub-
stantial competitive tax advantage enjoyed by the large corporations.

in 1974 a Congressional study of 143 cor nations found an average tax rate of
va.6 percent compared to a tax payment level for all corporations of about 33.4
percent.

During these hearings we are taking a close look at possible tax reforms and how
we can best help smail-businessmen use our tax system to their benefit. As things
stand now, our tax laws and Incentives are so complex that often only large oor-
porations With specially tWined lawyers can take advantage of them.

Observations from t e testimony here will enable us to develop sound proposals
that will be responsive to the pliht of our small businesses.

STATEMENT OF BRUCE G. FIELDING, CPA, SECRETARY, BOARD OF
DIRECTORS, NATIONAL FEDERATION OF INDEPENDENT BUSI.
NESS, AND MEMBER, COMMISSION ON FEDERAL PAPERWORK,
ACCOMPANIED BY DAVID VOIGHT, LEGISLATIVE REPRESENTA-
TIVE

Mr. VoiGHT. Thank you. I am David Voight legislative represent-
ative for the National Federation of Independent Business which is
the largest small business membership organization in this country.
Mr. Mike McKevitt, our Washington counsel, had hoped to be here
today to introduce Mr. Fielding, but was unavoidably detained and
asked me to fill in.

We would like to thank the Senate Select Committee on Small
Business and the Subcommittee on Financial Markets of the Senate
Finance Committee very much for holding these hearings. Very
clearly, if the subjects of tax reform and pension reform are not the
No. 1 problems affecting small business today, they are certainly
among the most pressing. We are very grateful for the opportunity
to p present our views and testimony today. Mr. Bruce Fielding is a
highlfqualiied small businessman. He is secretary of NFIB and a
member of the board of directors of NFIB. In addition, he is president
of his own highly regarded CPA firm and a member of the Internal
Revenue Service Small Business Advisory Committee. As you men-
tioned, he is also a member on the Commision on Federal Paperwork.

Mr. FIELDING. Thank you. Before I start my official testimony
I would like to congratulate Senator Nelson on recently being elected
San Jose State's No. I graduate of all time. My son is an alumnus there
and I wish to congratulate you. Maybe you weren't aware that you
were elected to that.

Senator NansoN. Be sure to get that in the record.
Mr. FIELDING. The National Federation of Independent Business'

proposals an along the lines of proposals which we hope will motivate
inillions of small-businessmen to. take advantage of tax proposals
in order to increase their productivity and encourage them to increase
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employment. These motivations we have put in three categories:
Incentives, equalization, and simplification.

Our incentives are designed specifically for small business. Primarily
in the past these incentives have been designed for large business,
but these are specifically for small business.

However, I want to refer to equalization first. Unincorporated
businesses should have the same tax privileges as incorporated busi-

Snesses. I think as a prime example of that r would just like to show
you, Senators,. a volume of paperwork. This is what it took to incor-
porate a; physician. This amount of paperwork amounted to $2,000
in legal fees. The only reason he incorporated was to take advantage
of the more liberal pension benefits allowed a corporation and denied
to a small businessman. That is what we mean by equalization.

Next simplification. The present reporting requirements in many
of our tax laws and particularly in the area of retirement plans are
unrealistic in the costs they Impose upon the small businessman. The
result is a negative incentive. We are finding that many small business-
men are dropping their retirement plans just because of the complica-
tion and the costly reporting requirements.

As part of my testimony I would like -to present in detail the
National Federation of Independent Business' tax and pension
reform proposals for 1975. They are attached to the testimony which
you have before you.

I would now like briefly to go through some of the high points of
these proposals rather than going into great detail. Our first proposal
which we think is very innovative, is to allow the taxpayer an optional
tax basis of reporting income. We would propose that all individuals
or corporations, whose inventories are less than $200,000, have the
privilege of reporting this taxable income on a cash basis and thereby
avoiding the taxation of paper profits.

We would like also to propose a graduated investment credit
starting at 20 percent of the first $5,000 tangible personal property
purchased scaled down to 10 percent on everything over $10,000.
We presently have a 10-percent credit as an incentive to purchase
capital goods. I have talked to many of my clients and the 3-percent
increase is not a stimulant. Seven percent the previous year and 3
percent this year is not a stimulant. We feel a graduated credit
starting at 20 percent of the first $5,000 is where.we find most of our
small business people. They purchase items in the $5,000 category.
This would be a very strong stimulant.

I talked to one of our clients, who is a very large distributor of
forklifts and they distribute a volume of approximately $4 million
a year, and I said: "Dick, what is wrong with your sales this year?
Aren't you using the investment credit as a tool?" And he said, "We
tried, but the 3 percent doesn't motivate people to buy." This I think
is a significant point. That is why we are talking about 20 percent.

I vlto asked him what other problems have they encountered and
why the investment credit is not working. And he said one of their
largest buyers, who buys over a half a million dollars of forklifts
from them in a given year, has purchased absolutely nothing this
year. This buyer is the largest supermarket chain in the country.
They said that they bought all their goods in 1974 because they
thought the investment credit was going out in 1975. This kicking
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the investment credit around gets very confusing in planning for the
small businessman and even for the large businessman.

We also propose a graduated first-year depreciation with a 100-
percent writeoff of the first $5,000 worth of goods purchased, scaled
down to 20-percent writeoff on the purchases between $10,000 and
$15 000 of tangible personal property.

We also propose a graduated corporate tax rate beginning at 10percent of the first $10,000 of tangible income scaled up to 50 percent
-of all taxable income over $500,000.

We also have another very innovative proposal, which is a tax on
unincorporated business income at corporate rates on 70 percent ofthe income of an unincorporated business. This is where we are gettihg
into the area of equalization. We are saying let's treat them all alike.

'Retirement plans for unincorporated busmesses should be governedby the same laws and regulations as incorporated businesses. Again,
we would like them to be treated alike. Small businesses are not
different whether incorporated or unincorporated. They have the same
problems. They should have the same rules.

We also feel that payroll tax deposit requirements are very un-
realistic and impose undue penalties on small businesses and we haveproposed the easing of these requirements for deposits. We also believe
that the small business should be exempt from the morm costly re-porting requirements that are imposed upon them under the new
Retirement Act of 1974.

We also propose, under the area of simplification, that the Govern-
ment sponsor retirement prototype plans of reporting packages tosmall businesses to encourage them to come up with their plans
which is a plan that they can adopt realistically without a great deaf
of cost.

If I may give you an example of what might happen under our
proposals for a graduated investment credit and a 100 percent writeoffof equipment after the first $8,000 worth of equipment is purchased.
Take an individual who buys a vehicle which costs $5,000-and this
is in the area where most of our people are purchasing-the graduatedinvestment credit and the 100 percent writeoff under our proposal
would save him $2,800 in taxes which would be over half the cost of
the vehicle. Now if that isn't a stimulant, 1 don't know what elsewe could do to stimulate people. It is a tremendous saving for small
business, it doesn't hurt large business, but it is a real stimulation
there for the small businessman.

Our next proposal that we would like to make is not in our detailedprogram that we have outlined, but it is a proposal that we think isong overdue. We think we ought to do something more drastic or
more realistic as an incentive to hire people. Why not an investment
credit for p-ople? We have investment credits for equipment. Why notinvestment credit for people? At the present time the estimate isthat unemployment benefits for this )rear will be $20 billion. Whatwe have now is a rather incongruous situation. We have developed aninvestment credit for equipment. This encourages 'large businesses
to buy automated equipment. The present 10 percent investment
credit has quite an impact upon their tax saving. So they buy auto-
mated equipment. We are encouraging them to buy automated equip-
ment which then puts people out of jobs. On one hand we are
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encouraging them to buy equipment and on the other the result is
people are being put out of Jobe.The only way 1 think we can overcome
thisW situation is an investment credit In people.

We propose that it should be a graduated investment credit start-
ing at 35 percent of the total wages paid a new employee, an added
employee, scaled down to 20 percent for all employees added to the
staff for that year. And it is not a difficult thing to determine. It
doesn't take a lot of reports and it doesn't take a-lot of complicated

Slaw. The information is already on the quarterly 941's that the em-
ployer files. The investment credit in people could be applied against
the payroll taxes set forth on the quarterly returns without any
additional paperwork. All we need is one more line on that report.

I think that what I might say, because I am on the paperwork
commission and I think in terms of reports in anything that we try
to develop, that I have proposed m the paperwork commission that
we recommend to Congress that the future drafts of all bills must also
contain drafts of all reporting re uirements. I think Senator Bentsen
tried something along that line beore.

Senator BzNTSzN. Senator Nelson and I introduced something
I ike that yesterday.

Mr. FIELDING. This is a must. I think it would discourage a tre-
mendous number of bills. 1 don't think they would ever get passed if
people had to see the amount of paperwork that they created. When
we come up with a proposal, as we are presenting here today the very
first thing we do is start with a report. We don't start witA the law
and how we think the law is going to be changed. We develop the report
and from that report then we develop thelaw. That is the way we
should approach these. That is why I say that our thoughts on in-
vestment credit on people lead us to conclude this would be very
simple. We'd need just one more line on that 941. That is all we need
because the numbers and dollars are on that. We don't need any
more.

Senator BENTSEN. On your investment credit on people, I just
introduced a piece of legisation on investment tax credit on people.
My proposal is that they be given credit for the additional people
they hire beyond their base period of 1973 and 1974.

Mr. FIELDING. Yes.
Senator BzNTSzN. So you don't get some kind of a ripoff there.

In that kind of situation the maximum would be 10 percent up to
$8,000 a year. My feeling is that that would add all the way rom
200,000 to 1 million more people on the payrolls. A provision is in
there that they have to be hir g people that have been unemployed
for some minimum period of time. That would be much cheaper than
public service jobs, which costs us about $8,000 a year now.

Mr. FIELDINo. No question about that.
Senator BENTSEN. And it would be the least drupting to the

economic process because those people we would hope, what with
the economy recovering or if it did, they would be kept on and they
would not be going into a public service job and then being pulled
out to ty to get them back into private enterprise.

Mr. FIELDING. If I may make one comment on this 10 percent, the
reason we said 35 and then scaled down to 20 percent is that it costs
you 10 percent in payroll taxes alone to hire a new employee.
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Senator Bun1sur. Ys; but you are going to be hiring some.And
What you are doitais trying to add some additional incentive to do It.

Mr. FiRLDIN;. What Can happen though is that rather than en.
couraging them to hire more employees, because It does cost them
percentt then it would encourage them to pay overtime.

SeniatoriBuN suN. ell yu have that tradeoff anyway.
Mr. FIRLDINO. Wel thati is our reason for a higher percentage.
Senator BkNmurr., I'm trying to moderate that tradeoff ancd put

another incentive In there that will overweigh that kind of tradeoff.
Mr. F=ELDiNd. Yes.
Senator Bx*=mN. But I don't argue with that point.
Mr. FbeLmko. No; I'm just tryin to give you the reason for our

1dgures.
Senatot. BiN NU. What yours does is cost more. It is just a

question of the cost involve.
Mr. FICLDINr. Of course we should effect a tremendous saving in

unemployment benefits.
Senator Btrmzkr. Absolutely. In fact I would guess on mine you

would probably save as much as you would find it costing you becauseevery 1-percent increase in unemployment adds. $2 billion to $3
billion in unemployment compensation in this coubitry.

Mr. FB.LDw. Yes; plus the sociological effects of more employ-
me t, which has tremendous ramifications.

Senator Buizi'. Well I am delighted to have someone who has
such judgment and perception and articulation appear before us thisMorning.Wr. FiftDI6. -Thank you. The next area that we would like to

discuss is the need for pension reform. The present law, which was
enacted in 1975 and is known as the Employment Retirement Income
Security Act of 1974, was designed to protect the employees of big
business. It did not take into consideration the effect it was going to
have on the small businessman and the employees of the small busi-
nessman. I'm a practicing public accountant and we prepared a study
of 10 clients for whom we prepared all of these reports last year that
were required under the oldact. Our cost ranged from $64 for partici-
patiig employee to a high of $747 per participating employee with
an average of $300 per participating employee under the old law.
We ate not an expensive firm and we are not a large firm, but under
the old law $800 per employee was the average cost we incurred. This
is based on an actual study of our costs. We Have attached that to our
testimony.

Senator NkLsox. I didn't get it clear in my mind. What was the
cost under the old law prior to the new? .

Mr. FIZLDiNo. It ranged from $64 per participating employee to
$747 per patcipating employee.

Senator Nkiso, Under. the old law?
Mr. FiihLDING. Yes; with an average of $300.
Senator B sxmnr. ou ate referring to the pension reporting forms?
Mr. Frn~Dnd. Various forms are required like the 4848, the 4849,

the 990B, the accounting to each individual employee, and the
accounting to the emplOYer.

Senator PACiWOOD. We you say "number of participants" that
means the number of people ii. the plat?
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Mr. JFiLnNa. Right.
Senator PAOKWOOD. So your $747 one was for just one participant?
Mr. FIULDING. Just one partilcipant. Of course, the more partci-

pants you have In the plan, the cost goea down. The average small
businessman has 13 employees. So we are talking about a very costly
plan that averages about $300 per participant.

Senator NxnsoN. What is the coot under the new?
Mr. F.LDING. Well we estimate the cost under the new plan will

• , be a minimum of $148 per participating employee to a high of $1,400.
Senator PACKWOOD. Is ta an annual cost?
Mr. FIELDiNG. That is an annual coot. And half the plans we

assume will be at least $700 per participant. According to th figures
we have, that is equal to 5 percent of the net assets ofthe plan. This
is what has happened to us. These are actual figures. Of course, it
is gnat business for an accounting firm, but you are not doing any-
thing productive for your clients.

Senator B3N.zN. Do you think this is the Retirement Act of
1974 for actuaries and accountants and lawyers?

Mr. FizLDmnG. That is exactly what it is.
Senator BENTSEN. I don't agree with you that some of us weren't

really concerned about- the very thing you propose because many
of us were. We kept trying to say what we were trying to draw was
not an ideal plan but some minimum standards so small companies
wouldn't be dissolving their plans and going out of the pension field.
Senator Nelson and I again have introduced legislation mandating
the departments to simplify the returns and the reporting procedures
for companies that have 100 or less participants In a pension plan.

Mr. F BDLIG. Well that is excellent.
Senator BENTSDN. We are very deeply concerned over what you

ar saying. We were concerned then. In the report and m the legwii-
lation we talk about simplifying it, but we don't mandate it. But
this legislation Senator Nelson and I introduced does mandate the
simplification.

Mr. FIELDING. I hope the guidelines and suggestions presented
in our detailed statement that accompanies my testimony will be
helpful in that matter because we have specific suggestions that
could go a long way.

Let me, if I may, divert just a moment and just tell you about our
Gulliver's travels in trying to get recognition of our ideas. To simplify
this, we submitted our ideas to the general counsel of the Pension
Guarantee Corp. and got no response. We submitted our proposals
to the assistant commsoner of the Internal Revenue Service who
had been newly appointed to handle retirement plans, and got no
response. We submitted these proposals to Congressman Vanik, who
is chairman of the Oversight Committee, and we got.a thank you.
We submitted these proposals to a meeting at the White House last
month with the Deputy Assistant Secretary of the Treasury, and his
comment was these are very interesting. So here we are today and we
know you are going to hear us.

Senator NzLsox. Even under any plan, $300 is too much money to
be putting into the personnel management of the plan.

Mr. FIELDING. Yes, Senator it is
Senator NEwoN. I haven't looked at this submission you have on



petmion reform proposale, but if you could hive $our Ideal aedmaintain proper supervision and integrity of the plan and so forth,
and you could draft it yo ursef, how far down do you suppose you
could reduce the costs of administeting the plan?,

Mr. FIgLDINO. I think one of our suggestions is that the Internal
Revenue Service sponsor or promote, it you use that term, or encour-
age the use of prototype plans and packages so that we don'thave all of this expense of setting up plans. This is where a lot of
expense comes in, in just the formation of the plan, and that is not

Seven taken into consideration in the $300. We propose reporting
packages that could be sponsored by the IRS and could cut down
trelnendously on the costs of reporting . Consolidated annual reports
would be another step in that direction. Now we have to make a
report to IRS and we have to make a report to the Department of
Labor and each report is required at a different date. They all contain
basically the same information so we are suggesting consolidating
the reports. We are also suggesting exemption from certified annual
reports; that is, a certified annual report requiring the certification
of- anactua, every 3 years and also an annual certification of a
certified public accountant. We don't even want to audit these plans
because our necks are way out. We have to certify that there have
been no prohibited transactions which means we have to look at
every transaction. It is cwtly. We don't want- to be involved and we
don't feel that it is realistic for the small business person to have to
meet these iecuirements. That is wherb your tremendous costs come
from.

Senatof iaO. L6t's go on the other side though. What about
the safeguards you have to have where you would have problems of

ohibitve ftansactions. How would you have knowledge of that?
What is your protection?

Mr. Fi3LDING. Well, of course, in our incentive area we are suggest-
1 the loosening, I might say, the softening of the prohibited trans-
aions rules. They are too restrictive as they are now set forth.

Senator BznxsN. Do you have specifics on that?
Mr. A!ULDJNG. Yes.
Senator BUNTsUN. How about the fiduciary role and the responsi-

bility there and the liabilities involved? Do you feel that-you see, I
have a concern that you are going to see this kind of situation de-
veloped. You are going to see those liabilities so stringent that you
are going to see the administration, where they keep the plans,
passed to some of the very largest financial institutions m this country
and you are going to see an overcoticentration of the administration
In just the very large financial institutions. Does that concern you or
does it not?

Mr. FIELDIO. Yes that concerns us. We also have another recom-
ijiendation in the area of equalization under the Keogh Plan and that
is that the individual be allowed to act as their own trustee.We feel by
doing that you reduce the administrative costs and you reduce this
concentration and yoU get a much more effective control and manage-
ment of the plan. I don't think we should entei into any drafting of
tac laws where we assume the individual is not going to be an honest
individUal. Ad we have seen, most of out clients are forthright, honest,
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and are trying their best to comply with these complicated rules and
these complicated reports don't make them any more honest.

Senator NsLszo. Go ahead, please.
Mr. FIIDLDINO. One further area I would like to cover is to discuss

ust briefly the following. At the last meeting in June, the National
ration of Independent Business offered our services to help the

committee conduct a survey among the members of the small business
community in determining if they can derive some very current raw

4 data. Working in cooperation with Herb Spira, we have developed a
survey which Ispresently going to be released to various members and
which we think is gom to provde a Very sound basis for determining
the needs of small busmess for tax reform. This survey is going to go
to wholesalers, manufacturers, retailers, the construction industry
the service industry, to members of the National Federation of
Independent Business, and members of the Regional Small Business
Organizations. We are all going to be working together on this. I think
these results are going to be very significant and very revealing toyour committee and will be very helpful in determining some of the
directions we are going tobe going in the future. We do hope to have
these results back to you by the end of November.

1 would just like to say in summary that it is a privilege to be here
again. 1 hope that our testimony has, helped in the formation of the
concept that small business must be motivated and must have tax
relief and reform that is designed specifically with the small or inde-
pendent businessman in mind because his needs are not quite the
same as large business needs. We all know that we have to do some-
thin.1 just hope that the results of our hearings in February and the
resul of our hearings in June and the results of our hearings today-
and 1 know they come out in a nice booklet form-but 1 hope they
just don't end up on the library shelf. Thank you.

[The prepared statement of Mr. Fielding in full follows :]
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ST Mh r OF SX G. TMEMMDIR 1 6 -SECIMtARY-NMCIcL. FEDTOt
OF DMINfDr BWVIMSPARlER Bt G. n'EWING 6 CO.

CWm'uuD PUBLIC ACCOfMAKS
1043 TILn RD.

MOIfArN VIEW, CA.ER OF O(*f SSION ON FEEAL PAPEW)RKMBER OF I.R.S. SAIL BUSINESS ADVISORY COMI[Ta E
Before: Select Ccittee on Small Business and the Suboomndttee an

Financial Mar*ets, Cmimittee on Finance Lbited States Senate.
Date: September 2$, 1976 "

The National Federation of Independent Business has developed onbehalf of its more than 428,000 members Tax and Pension Reform Proposalswhich walld motivate the millions of small businesses to increase theirproductivity and to increase employment. These reforms can be cate-gorized as follows:

1. Incentives
2. Equalization
3. Simplification
Small business needs incentives which are designed specifically tomotivate small business, not incentives which have been designed primarilywith big business in mind.
Unincorporated businesses should have tax advantages which aresimilar to those now available to incorporated businesses.
Lastly, there is a continuing need for the simplification of our taxstructure. The present reporting requirements which plague the smallbusiness person are a depressant and can result in "negative" motivation.For example, this negative mtivation is causing many small businessesto terminate their empire e retirement plans.
I would like to present to the. Committee, the National Federation ofIndependent Business's "Tax and Pension Reform Proposals for 1975".

The most significant of our proposals in the area of tax reform areas follows:

1. Optional cash basis cf accounting for the taxable income of allsmall business whose inventories are less than $200,000.2. Graduated investment credit ranging froa 20% credit on the first$5,000 of capital goods purchased in a year to a 10% credit on purchases
over $10,000.
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3. Graduated first year depreciation ranging from 100% write-off
on the first $5,000 of capital goods purchased in a year to a 20%
write-off on purchases between $10,000 and $15,000.

4. Graduated corporate tax rates ranging fro 10% to 50% on income
of $500,000 or mre.

5. Deferred tax credit for unincorporated businesses which would
allow them to be taxed at corporate rates on 70% of their net business
income.-

6. Payrll tax deposit requirements would be eased for all small
businesses.

7. Establish a permanent committee on tax and pension simplification
for small business.

An example of how our proposals might motivate a small business
person would be the purchase of a vehicle for $5,000. This could
result in a tax-savings of approximately $2,800 for an individual
in the 39% tax bracket. This saving is over one-half of the cost of
the vehicle and would provide a real incentive for the small-business
person to acquire more capital goods.

In addition to the proposals which we have presented to you in
detail, we would like to suggest that consideration should be given
to a tax-incentive which would motivate the small business person to
hire more employees. Why not an investment credit for people?

We would like to propose a graduated tax credit based on an
increase of employees over a base period, ranging from 35% of the
wages of one new employee to 20% of the wages of all new employees.
There would also be recapture penalties if the work force decreases.

Our Pension Reform Proposals, which we have submitted in detail,
emphasize the need for immediate relief of small business from the
unrealistic compliance requirements. The Employees Retirement Income
Security Act of 1974, better known a "ERISA", is a prime example of
a law that is geared to protect employees of big business. This very
costly protection process is having a negative incentive on small
business.

Our accounting firm recently prepared a study on the actual cost
to small business of retirement plan compliance. This study was based
on our charges last year for filing the various reports required under
the old law and our estimate of costs under ERISA. I would like to
present this report for the record.

Our costs last year ranged from $64 to $747 per participating
employee. We estimate that under ERISA, the costs will range from
$143 to $1,427 per participant with more than half of the plans
spending over $700. This cost is 5% of the average net asset value
of our clients trust funds.

62.209 0 o 76 * 20
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While the National Federation of Independent Business's "Tax andPension Reform Proposals" are spec y designed for small business,they will also be beneficial to big business, ith the
'ic.Iess wth possible exceptionof "Graduated Corporate Tax Rates". However, the emphasis is "Incentives,Squalization, and Simplification" for the millions of small businesses.

At your committee hearing in June, 1975, we offered the surveyS facilities of the National Federation of Independent Business toassist your Comittee in getting current raw tax data fromn smallbusiness. Presently, the available tax data is three to four yearsold. Wrking in cooperation with Mr. Herb Spira, we have developea questionnaire which will provide your Coointtee with the most up-to-date information available. This data should provide a statistically.sound basis for determining the needs of small business for tax reform.The survey will be circularized among manufacturers, wholesalers,construction industry, service industry, retailers, and members ofthe National Federation of Independent Business and regional small businessorganizations. Our goal is t6 have the results of this survey availablefor your Ccfmittee in November.
Your Committes is to be congratulated for allowng us to pursuethis media for gathering current tax data. This is the first timethat a survey such as this one, has ever been undertaken.-
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BRUCE G. FIELDING & CO.
CERTIFIED PUBLIC ACCOUNTANTS

STIIRUN BUSINESS CENTER
1043 STIERLIN ROAD. SUIT$ 9o

MOUNTAIN VIEW. CAUFORNIA 94043

*'l 0. FE4LONG COST OF AMDiW iSZ * RI PlSION PIAN OF
ANN w. LOCKSLSY TEN SLLCORPOATIONS *4,s P6I.SSo

We recently completed a study of the costs incurred by ten snal
corporate clients of ours on aduministering their pension plans during
the past year' and, also, our estimate of the costs they will incur
during the next year under WXSA, (Sea attached sChedule.)

The administrative costs incurred by these plans during the past
year was already high in relation to the earnings on the net assets of
the plans an the taxable income of the employers. However, the costs
under ERISA will be substantially greater:

1. Many plans will be spending all of their earnings on adminis-
trative expenses and some plans will have costs substantially in excess
of plan earnings.

2. hore thin half of the plans-wil be spending over $700 per
participant on administrative costs and sane plans will be spending twice
this amount.

3. Administrative costs will be equal to more than 3% of the taxable
income of most employers and up to 11% for same employers.

These costs are a very heavy burden on small independent businesses
and will probably cause many to terminate their existing plans or postpone
indefinitely the creation of new plans.
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OF TER SMALL CORPORATIONS

NET
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30 $208,397

20 288,902

19 278,557

4 139,110

2 98,270

2 59,431

2 25,498

2 24,062

1 23,591

1 8,400

EMPLOYER'S
TWXABLE

$ 43,021
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11,251

ANUL COSr BEFORE ERISA
TOTAL

$1,912

3,069

2,679

1,473

782

5.9
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6.0 1,427 7.0
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NATAL FEEMTION OF INMP2DiT BUS S
1975 TAX IWFORM PROPOSALS

INTJDMW=ON

Many of the 400,000 mer*ers of the National Federation of Independent
Business and the millions of other small independent businesses could bemotivated to increase their productivity by re-structuring tax incentives,
equalizing the treatment of unincorporated businesses with incorporated
businesses, and simplifying reporting requirements.

This report was prepared by the National Federation of Independent
Business with the objective of indicating the,areas of tax reform which
would be most beneficial to small independent businesses.
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ATiCL ImATiON OF I m miss
1975 TAX REFORM PROPOSALS

TICUTIVESs Pages 1-7
I. Optional Cash Basis of Accounting.
II. Graduated Investment Credit.
III. Graduated First Year Depreciation.
IV. Graduated Corporate Income Tax Rates.
V. Estate Taxe .
VI. Retirement Income Credit
VII. Investment Income Exclusion.
VIII. Indexing the Tax Structur.

EQUALIZATION : Pages 8-11
I. Deferred Tax Credit for Unincorporated Businesses.
II. Net Operating Loss Carry-overs,.
III. Maximn Individual Tax Rates.IV. Organization Expenses of Partnerships.

SIMPLIFICATION: Pages 12-14

I. Payroll Tax Deposits.
II. Sub-Chapter S Corporation.
III. Effective Dates.IV. OQmnttee on Tax Simplification for Small Business.
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I. Optional Cash Basis

A. Present Structure

If inventories are an income determining factor, a business must
determine its taxable income on the "accrual" basis. Accounts
receivable are included in income, accounts payable are treated
as expenses, and the increase in inventory during the year is
excluded from cost of sales.

B. Proposed Structure

1. Grant every business with an ending inventory of less than
$200,000, the option to determine its taxable income on a "cash"
basis. Accounts receivable would not be included in income,
accounts payable would not be treated as expenses, and the increase
in inventory would be included in the Cost of Sales.
2. For a presently existing business using the accrual basis, the
conversion would produce a loss, which would be toortized in equal
amounts over a 10 year period.
3. The maximum ending inventory of $200,000 would be indexed to
the cost-of-living.
4. A taxpayer would lose this "cash" option when its ending inven-
tory exceeded the maximum for two consecutive taxable years.
S. If a taxpayer voluntarily converts or is required to convert to
an "accrual" basis, any income created by the conversion would be
amortized over a ten-year period. If there exists any unamortized
loss, from a previous conversion to a cash basis, the taxpayer
would continue its amortization of such loss.
C. Any taxpayer, who takes this "cash" option, and later converts
to an accrual basis would not be permitted to reconvert to the
"cash" basis until Its inventory was less than the maximum for two
consecutive years.

C. Supporting Arguments

There are two basic ingredients which are necessary for the success
of all small businesses. They are good management and sufficient
working capital. A small business cannot survive without both of
these. The government can enhance the working capital of small
business by not taxing its "paper profits". By allowing businesses
with inventories of less than $200,000 to be taxed on a "cash" basis,
an average of $3 billion dollars per year will be retained. This
will enable small businesses to enjoy a more stable growth pattern
until they reach the point where they will be able to obtain their
necessary working Icapital in the stock market.



1154

D. Estimated Revenue Loss First Year (Assting all eligible taxpayers
convert)

1. Excluding Accounts Receivable from Tnoome $102.2 billion2. Including Ending Inventory in Cost of Sales 61.2 billion3. Excluding Acounts Payable from Expense (61.3) billion4. Net Decline b Taxable Income-First Year M7-intb ion6. Amortization (1/10th) billion6. Estimated Loss (30% X $10.21 billion) 1 ..__ billion
II. Graduated Investment Tax Credit

A. Present Structure

1. A percentage of-the cost of acquisition of capital business goodsand manufacturing facilities is allowed as a credit against thepurcaer tax liability:
Property with a useful life of:
(1) less than 3 years 0.Ot(2) 3 years but less than 5 years 3 1/3%
(3) 5 years but less than 7 years 6 2/3%(4) 7 years and over 10%2. This credit applies to all entities whether it is a sole proprietor,partnership, sub-chapter S corporation, or a regular corporation.3. The credit is limited with respect to the purchase of used equipmentto the first $100,000 of used equipment purchased in a year.4. The credit, in a given year, cannot exceed the taxpayer's totalincome tax liability for that year. Any excess may be carried backand/or forward to other taxable yeas.

'. If the taxpayer disposes of the item for which there has been an• lowable tax credit before the end of its useful life, the governmentrecaptures all or a portion of that investment credit.

B. Proposed Structure

1. Percentage of the cost:
(a) Property with a useful life of less than 3 years, the credit
would be 0.0%.
(b) Property with a useful life of at least 3 years:

(1) 20% of the cost ranging from $0 to $4,999(2) 15% of the cost ranging from $5,000 to $9,999
(3) (i) lOt of the cost ranging in excess of $9,999 if the

proery has a useful life of 7 years or more.(3) (ii)62/3% of the cost in excess of $9,999 if the propertyhas a useful life of less than 7 years but 5 years or more.(3) (iii) 3 1/3% of the cost in excess of $9,999 if the propertyhas a useful life of less than S years but at least 3 years.2. There would be no limitation with respect to used equipment.3. If the credit exceeded the taxpayer's income tax liability, the
difference would be refunded.4. If the taxpayer disposes of the property before it has been held forthe expected useful life, the government would recapture all or partof the previously allowed credit the same as it is under the present law.
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C. Supporting Arvmets

1. Graduated rates with emphasis on purchases under $5,000 would help
small businesses overcomw the problem of raising working capital and
accelerate their decision to purchase autos and other capital goods.
2. Allowing a full credit on all equipment purchases totalling less
than $10t000, and having a useful }ife of at least three years, will
encourage the more curent replacement of equipment. Acordingly, if
equipment is to be replaced over a shooter life-span, then there should
not be a limitation on the investment credit applicable to used equip-
ment. Trade-ins are a vital element of the capital goods industry
and used property is purchased more often by small businesses than
large corporations.

D. Estimated Revenue Loss

1. Based on a 1974 NrIB survey which developed a financial profile
of its menters and assuming that there are approximately 10,000,000
tax-paying businesses in the United States, the following revenue
loss statistics can be developed:

(a) 56% made no purchases in 1973x5.6 million businesses-no
revenue loss.
(b) 25% purchased less than $10,000=2.5 million businesses-
estimated revenue loss $667 per business-l.7 billion dollars.
(c) 19% purchased more than $10,000, revenue loss $750 per
businesszl.4 billion dollars.
(d) Total estimated revenue loss 3.1 billion dollars.

III. Graduated First Year Depreciation

A. Present btructur

1. An additional amount of depreciation is allowed in the year of
purchase on all depreciable property having a useful life of at
least six years. The additional depreciation is limited to 20%
of the cost of the first $10,000 of property purchased during the
year. This limitation applied to all business entities. However,
individuals filing a joint return are allowed a $20,000 limitation.
The remaining cost of the assets are reduced by the additional first
year depreciation before calculating the normal depreciation for
the year.

B. Proposed Structure

1. Additional first year depreciation of:
(a) 100% of the cost of first $5,000 of depreciatle property
(b) 25% of the cost of second $5,000 of depreciable property, and
(c) 20% of the third $5,000 of depreciable property. (In the case
of a joint return the 20% would apply to the next $10,000 instead
of $5,000.)

2. No requirement that the depreciable assets have useful lives of at
least six years.
3. No adjustment to depreciable basis of assets for the additional
first year depreciation for purposes of computing annual depreciation.
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C. Supporting Arguments
1. An increase in the first year
small businesses to overcome the
and accelerate their decision to

depreciation allowance would help
problem of raising working capital
purchase capital goods.

D. Estimated Revenue Loss

1. Based on the assumption that 4.4 million business taxpayers will
each purchase depreciable property in excess of $5,000, the estimated
revenue loss is 4.5 billion dollars.
2. However, there will be a gain in revenue in subsequent years
because of the decreased annual depreciation attributable to the
basis of the asset having been reduced by the 100% first year
deprecation. The average annual gain would be approximately 750
milion-dollarol

IV. Graduated CorporAte income Tax Rates

A. Present Structure

20% of the first $25,000 of taxable inome, 22S on the next $25,000,
and 48% on all income in excess of $50,000.

B. Proposed Structure

1. Taxable Income

10,000 to 19,999
20,000 to 29,999
30,000 to 39,999
40,000 to 49,999
50,000 to 59,999
60,000 to 69,999
70,000 to 499,999
$00,000 and over

2. Proposed rates would

Rate

$1,000
$2,60Q$4,500

$7,000
$10,000
$13,500
$17,500

$211,000

+

+

4

+

15% of excess
20% of excess
25 of excess
30% of excess
35% of excess
40% of excess
465 of excess
50t of excess

over $10,000
over $20,000
over $30,000
over $40,000
over $50,000
over $60,000
over $70,000
over $500,000

apply for 1976 and subsequent years.

C. S&4poting Argnmnts

1. The income which a small corporation retains (income less taxes
on income) is vital to its continued existence. Increasing this
retained income through realistic tax relief will enable these

tons to have sufficient working capital to remain in
and acquire more capital goods to insure a healthly exist-

ence. Based on the 1970 income statistics, the oniarative schedule
disclosed the fact that 600,000 (82%) of the corporations paying
income taxes that year had taxable incoe of less than $30,000. In
todays eoonob the present two-tiered tax structure is inequitable
when it is applied to the small corporation.
2. A graduated corporate income tax would bring corporate taxation
more into accordance with the principle of the ability to pay,
which has long been in effect for individual income taxes.
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D. Estimated Revenue loss

1. Based on 1970 corporate income statistics, there would be no
revenue loss. (See attached comparative schedule.)

V. Estate Taxes

A. Present Structure-

1. An exemption of $60,000 is deductible from the gross estate
in determining the taxable estate.
2. Estate tax rates are as follows:

Taxable Estate Tax Rate

5,000- 10,000 
10,000- 20,000 11
20,000- 30,000 14
30,000- 40,000 18
40,000- 50,000 22
50,000- 60,000 25
60,000- 100,000 28

100,000- 250,000 30
250,000- 500,000 32
500,000- 750,000 35
750,000-1,000,000 37

B. Proposed Structure

1. The $60,000 estate tax exemption should be increased to $180,000.
. state tax rates should be as follows:

* .:.able Estate Tax Rate
O-- WON - ,.5

50,000- 100,000 10
100,000- 150,000 15
150,000- 200,000 20
200,000- 400,000 25
400,000- 600,000 30
600,000-1,000,000 > 35

C. Supporting Arguments

1. Many small independent businesses now have to be sold, liquidated,
or merged to pay the substantial amounts of estate tax due on the
death of the owner.
2. Inflation since 1954, when the present estate tax exemption and tax
rates were established, has pushed small estates into much higher tax
brackets. The present estate tax rates rise rapidly from zero to 28%
for estates up to $100,000 and then more slowly to 37% for estates up
to $1,000,000. The proposed rates would reduce this heavy burden on
smaller estates.
3. 1he'present estate taxes discourage personal motivation and product-
ivity of the owner of the small independent busine-s.
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VI. Retirement Income Credit

A. Present Structure

1. The retire ment income credit allows a tax credit on up to
$1,524 of an individual's retirement Income at a rate of 15%.
The maxiun credit is $228. A husband and wife who file a joint
tax return can elect to take a credit based on their combined
retirement income. The election excludes, in effect, $2,286
of retirement income and the maximum tax credit is $342.
2. If a taxpayer received any Social Security benefits, the
above amounts of $1,624 and $2,286 are reduced by the benefits
received.

B. Proposed Structure

The above amounts of $1,524 and $2,286 should be increased to
$4,572 and $6,858, so that more taxpayers who receive Social
Security benefits wil be eligible for a retirement income credit.

C. Supporting Arguments

1. Taxpayers with Social Security benefits of $1,524 if single,
or $2,286 if filing jointly, do not qualify for any retirement
income credit. The recent increases in Social Security benefits
have resulted in many taxpayers having benefits in excess of these
limitations and therefore becoming ineligible for the retirement
income credit.
2. An increase in the amounts of $1,524 and $2,286 would be an
incentive for taxpayers, who have not yet retired, to save and
provide funds for their retirement instead of being totally
dependent upon the Social Security system.
3. Social security taxes are now three times what they were in
1962 when the $1,524 and $2,286 figures were established.

D. Estimated Revenue Loss -

Information to estimate the effect on the government's revenue is
not readily available.

VII. Investment Income Exclusion

A. Present Structure

1. Dividends received, less a $100 exclusion, are included in the
taxable income of individuals.
2. Interest income is taxable
3. 100% of short-tern capital gains and 50% of long-term capital gains
are included in taxable income.

B. Proposed Structure

Income from dividends, interest on savings accounts and the taxable
portion of capital gains should be reduced by an exclusion of $1,000.
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C. Supporting Agments

1. Additional capital would be available for the expansion of
industry and the financing of housing.
2. Millions of individuals would be encouraged to invest in common
stocks and savings accounts instead of spending all their income.
3. The present trend of corporations raising capital by issuing
bonds instead of common stocks would be discouraged.

VIII. Indexing the Tax Structure

A. Present Structure

Tax brackets, standard deductions, low income allowances, individual
exemptions, corporate surtax exemptions and other fixed amounts
remain unchanged until revised by Congress.

B. Proposed Structure

1. Tax brackets and other amounts mentioned above should be indexed
to the cost-of-living.
2. Indexing would be done no mre than once each year.
3. No change would be made until the cost-of-living index had
increased by more than 10% since the date of the last change.

C. Supporting Arguments

Indexing would prevent taxpayers from having to pay an ever increasing
proportion of their income in taxes due to inflation automatically
pushing them into higher tax brackets each year even though real
income remains unchanged.
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I. Deferred Tax Credit for Uni n pmted Businesses

A. Present Structure

1. Corporations are taxed on their income at 20% on the first $25,000,22% on the next $25,000, and 48% on the remainder.2. The business income of a sole-proprietor or partnership is taxedat mom than 20% in most oases. A married individual pays more than20% on taxable income in excess of $8 000 and an unmarried individualpays more than 20% on taxable income excess of $4,000.

B. Proposed structure

1. Allow an unincorporated business the option of ccputing its taxliability on a portion of its business income, as set forth on Line13, Schedule SE, Form 1040, at the same rates as are presentlyapplicable to corporations.
2. The unincorporated business income would be eligible for the"ternative tax computation as follows:(a) Taxable income less an exclusion of 70% of the self-employmentincome (but not to exceed the taxable income) would be subject toindividual income tax rates.(b) The amount excluded in (a), above, would then be taxed at theprevailing corporate income tax rates.(c) The difference between the tax liability incurred without thealternative tax rate and the liability incurred using the alter-native tax rate would become a deferred tax liability. The deferredtax liability would be paid over a 10-year period or upon termin-ation of the business, whichever occurs the earliest.

(d) Example:
1. Married taxpayer, 2 dependents and itemized deductions of $3,000,2. Income from business (Schedule C) $35,000.
3. Other non-business income of $1,000.4. Tax liability without alternative tax computation, $7,880.
5. Alternative tax computation:

(a) Taxable Income $30,000(b) 70% X 35,000 $24,500
(c) Adjusted taxable income
(d) Tax (individual rates) on $5,500 W
(e) Tax corporatee rates) on $24,500 $ 4,900(f) Total Alternative Tax (de) $5 056. Deferred Tax Liability (line 4-5(f))3. Another approach would be to simply allow a tax credit of--7V f thetaxable business income, with a maximum credit of $10,000 per year. Thetax credit would be recaptured 10% per year for 10 years or upon termin-ation of the business, whichever occurs the earliest.
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C. Supporting Arguments

1. 'The relatively low corporate tax brackets, and other tax advantages
enjoyed only by corporations, encourage many businesses to incorporate
even though from a practical operational viewpoint they can be con-
ducted more effectively without incorporation.
2. The proposed tax deferral on the taxable business inco e of unin-
corporated businesses would help businesses to finance the ever
increasing cost of inventories and other assets.

D. Estimated Revenue Loss

As the proposed tax credit would be completely recaptured the govern-
ment's revenues would be unchanged over the long-term.

II. Net Operating Loss Carry-Overs

A. Present Structure

1. The carry-overs of net operating losses by a corporation are applied
directly against income whereas an individual loses the benefit of
his personal itemized deductions apd exemptions.
2. A net operating loss may be carried back to each of the 3 preceding
years, and carried over to each of the 5 following years.

B. Proposed Structure

1. The requirement that personal exemptions and nonbusiness deductions
be added to taxable income in computing the net operating loss of an
individual should be eliminated.
2. An individual or corporation should be allowed to carry-back a net
operating loss to each of the 3 preceding years, and then carry-over
to the following years without time limitation.

C. Supporting Arguments

1. The present method of applying net operating losses favors corporations
over individuals and is one of the reasons why businesses decide to
incorporate even tough it is more efficient from an operational view-
point to remain unincorporated.
2. Operating losses incurred in the early years of a business enter-
prise may be so large, and later profits so small, that they cannot be
recovered in the limited carry-forward period now permitted.

D. Estimated Revenue Loss

This proposal would result in some loss of revenue but the amount is
unlikely to be significant.
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Il. Maximum Tax Rates

A. Present Structure

1. The top tax rate applicable to an individual's earned income is
limited to 50%.
2. A taxpayer engaged in a business where both services and capital
are material income-producing factors may treat not more than 30%of his share of the net profits as earned incme.

B. Proposed Structure

1. The top tax rate applicable to an individual's earned income
should be limited to the maximum rate applicable to corporations.2. A taxpayer engaged in a business where both services and capital
are material income-producing factors should be able to treat all
of his share of the net profits as earned income.

C. Supporting Arguments
1. The top tax rate applicable to a corporation's income is now 48%.2. None of the corporation's income is noW taxed at more than 48%,even if capital is a material income-prodUcing factor.
3. Taxing an individual's income at higher rates than a corporation's
income is inequitable and results in many businesses deciding toincorporate even though they could be conducted more efficiently
unincorporated.

D. Estimated Revenue Loss

These changes would not result in a substantial revenue loss.

IV. Organization Expenses of Partnerships

A. Present Structure

Partnerships are not allowed to amortize their organization expenses
although the amortization of a corporation's organization expenses
is permitted.

B. Proposed Structure

The option to amortize organization expense should be extended to
partnerships.

C. Supporting Arguments

Permitting corporations to amortize their organization expenses while
prohibiting it for partnerships discriminates against the unincorpo-
rated business. This is one of the reasons why businesses decide to
incorporate even though it is more efficient from an operational
viewpoint to remain unincorporated.
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D. EstimAted Revenue Los$

The government 's revenue would be delayed but utmchngd . Under the
present law, the wwwrtizod orpnizational expenses may be deducted
upon liquidation of the partnership.

62.209 0 o 76 - 30
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'SflLU'ICATION

1. Payroll Tax Deposits

-A. Present Structure

1. Payroll taxes of $200 or more, but less than 42,000,. per, month
must be deposited within 15 days after the end of the month.
2. Payroll taxes of $2,000 or more in any quarter-monthly period
must be deposited within 3 banking days after the end of the
quarter-monthly period. (I.R.S. has proposed to increase this
period to 7 banking days.)

B. Proposed Structure
1. The limit for monthly deposits should be raised from $200 to
$600.
2. The limit for quarter-monthly deposits should be raised from
$2,000 to $6,000.

C. Supporting Arguments

1. Present depository requirements are unrealistic in view of
accelerating payroll taxes. When the requirements for the present
monthly deposits ($200 and $2,000) was initiated in 1972 the
payroll taxes were considerably less than they are today. Social
security taxes has increased 76% from 10.4% of $9,000 of wages in
1972 to 11.7% of $14,100 of wages in 1975. Social security taxes
are now three times what they were in 1966 when the depository
limits were $150 and $4,000.
2. Requiring less frequent deposits will ease the heavy paperwork
airden on the small business with limited clerical staff.
3. It is the small employer, whose payroll tax deposits are subject
to different limits each month, that are penalized for failure to
make timely deposits.

D. Estimated Revenue Loss

There would be no revenue loss to the government.

II. Sub-Chapter S Corporations

A. Present Structure

1. A corporation with 10 or fewer stockholders and complying with a
number of other eligibility requirements may elect to be taxed under
Sub-Chapter S.
2. Under Sub-Chapter S, a corporation is taxed in a manner which
bears some similarity to the method of taxing partnerships.
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B. Proposed. Structure

1. All corporation with 20 or fewer stockholders should be allowed
to elect to be taxed exactly like a partnership.
2. The only requirmnt for this election should be a statementfiled by the corportion with its tax return for the year of election
and signed by an officer of the corporation to the effect that there
are 20 or fewer stockholders and that the stockholders at a duly
constituted meeting decided to be taxed as a partnership.
3. After a corporation has made this election, it should not be
allowed to revoke it for 5 years without the permission of the
Treasury Department.

C. Supporting Arguments

1. The extremely detailed procedures for complying with Sub-Chapter
S and the many tax pitfalls which may be encountered by a Sub-Chapter
S corporation, make an election to be taxed under these provisions
rather dangerous for the average small business.
2. Elimirting Sub-Chapter S and allowing small corporations to be
taxed exactly like partnerships would be a substantial simplification
of the tax law.

D. Estimated Revenue Loss

The tax revenues would be unchanged.

III. Effective Dates

A. Present Structure

The effective dates of changes in the tax laws are fixed when the
laws are passed by Congress.

B. Proposed Structure

1. The effective dates of changes in those tax laws, which impose
different operating or reporting requirements, should not be earlier
than 1 year after the final regulations are issued by the Treasury
Department.
2. The effective dates of such changes as a reduction in the tax
rates, could be effective immediately, or even retro-actively.

C. Supporting Arguments

Taxpayers have great difficulty in complying with changes in tax laws
imposing different operating or reporting requirements before detailed
regulatics are finalized.
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IV, Committee on Tax Simplification for SWaU Business

A. Present Struturle

1. Tax laws are often written with the medium and large business
in mind. The point of views of small businesses and their
compliance problems resulting from their limited administrative
staffs may be overlooked.
2. Qanges in circumstances over a period of years result in
many sections of the tax laws becoming inapplicable.
3. Tax laws and the interpretations issued by the Treasury
Department are not reviewed to determine whether their application
is within the intent of Congress.

B. Proposed Structure

1. A permanent standing cdirnttee of the Federal Goverymnt
should be established for the purpose of devoting continued
attention to the simplification of the tax laws, regulations,
and other publications relating to the taxation of small businesses.
2. The ccmittee should appoint a small business tax analyst
with the responsibility for looking at tax problems primarily from
the viewpoint of small businesses rather than the Government's
interest in raising revenue.

C. Supporting ArVmnts

1. The committee would provide a forum for regular contact between
the various Federal agencies concerned, the businesses affected,
and the Congress.
2. The development of tax laws and regulations, their revision
in accordance with changing circumstances, and the review of their
application, would not overlook the viewpoint of the small businesses.
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HTMO"L FERATIoN OF INDMMCM BUSINESS
!MOZOi R F4R PR1POSAW

mrMV=oNrro
The new reporting and adutnistrative requirements of the Pension

Reform Act of 1974 have greatly increased the cost of creating and
opertn pension and profit-sharin plans. This burden is very heavy
fr small independent businesses which do not have large clerical staffs.

This report was developed by the National Federation of Independent
Business with the objective of indicating the areas in which simpli-
fication of the present requireets wuld be nost beneficial to small

-independent businesses.

The survey of members who attended the pension seminars held by
the National Federation of Independent Business at its Washington
National Conference in June 1975 indicated overwhebning support of
these proposals.
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mKIv~s
I. Individual Rtizwmnt Accounts

A. Present Structure

1. An employee is not allowed to make a contribution to an individual
retirement account if he is covered by his employer's plan. This is
so, even if the employer is ablee to make a contribution.
2. The maxlun contribution is 15% of wages up to $10,000.

B. Proposed Structure

1. An employee who is covered by his employer's plan should be
allowed to make a contribution to an individual retirement account
of 8% of wages.
2. The maximan contribution should be 15% (or 8% for an employee
covered by his employer's plan) of wages up to $20,000 for individuals
under 40 years of age. The percentage should be increased for
individuals over 40 years of age by 1% for each year in excess of
40 years, up to a maximum 40% at age 65.

C. Supporting Arguments

1. An employee is prohibited from making a contribution to an
individual retirement account if his employer includes him in
his plan but is unable to make adequate contributions.
2. Increasing the contribution base from $10,000 to $20,000
would be a substantial encouragement to middle-inoome individuals
to provide sufficient funds for their retirement.
3. The contribution rate of 15% is adequate for younger individuals
but does not provide adequate funds for retirement for anyone
nearing retirement age.

II. Limitation on Profit Sharing Contribution

A. Present Structure

The contribution to a profit-sharing plan is limited to 15% of
participant's compensation.

B. Proposed Structure

1. Limitation should continue to be 1S% of compensation for parti-
cipants who are age 40 or under.
2. Limitation for participants who are over age 40 should be on a
sliding scale. It should be 15% plus 2% for each year over age
40, up to a maximum of 65% at age 65.

C. Supporting Arguments

1. The 15% limitation prevents a profit-sharing plan from providing
adequate retirement benefits for older employees.
2. Adequate pensions could be provided for older employees without
the paperwork problems of a pension plan.
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3. yrS would be able to set-up to adequate
Lns for older employees without an obligation to make contri-

butins in years in Uhich insuffiairt profits are available or
the Aequiremnt to fund investment losses of the plan

III. Target Benefit plans
0 A. Present Struoture

1. The Contribution to a target benefit plan is limited to 26% of

2. the contribution to a defined benefit plan is limited to the
amount necessary to fnd a pension equal to 100% of compensation.

B. Proposed Structure

The contribution to a target benefit plan should be limited to
the estimated amount necessary to fund a pension equal to 100%
of compensation.

C. Supp orting Argwnsnts

1. 7he 25% limitation on target benefit plans deters a business
from providing adequate pensions for its older employees.
2. Adequate pensions could be provided for employees with less
adtinistrative expenses than a defined benefit plan. One of the

,vings would be the elimination of the cost of obtaining an
imy's certificate.
.he requirement under defined benefit plans to fund investment

-- ;ses deters many employers from setting up a retirement plan
4&ih provides its older employees with adequate pensions.

IV. Prohibited Transactions

A. Present Structure

1. Pension plan may invest up to 10% of its assets in the employer's
securities or real property.
2. Profit-sharing plan may invest all of its assets in the employer's
securities or real property.
3. An employer's securities (other than stock) must be 'marketable"
and an employer's real property must be a substantial number of
parcels which are dispersed geographically.

B. Proposed Structure

1. Pension or profit-sharing plans should be allowed to invest up
to 50% of their assets in loans to the employer, provided interest
and security is adequate, or in real property of the employer.
2. The "%arketability" rule should not apply to lcxnns to the employer
unless the loan exceeds $200,000.
3. The "beographical dispersion" rule should not apply to real property
of the employer unless the property exceeds $200,000.
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C. Supporting Argwents

1. A loan with -adequate security and interest is a safer investment
for a pension or, profit-sharing trust than employer stock.
2. Investment in employer stock is expensive and difficult for a
small business which does not have its stock traded on a stock
exdhww.
3. A loan to the employer would provide a valuable source of capital
for the employer and contribute to its growth and ability to provide
better benefits for its employees.
4. Participants' investment in the employer's business would encourage
productivity.

V. Taxation of Participants When Plan Inadvertently Disqualified

A., Present Structure

When a plan becomes inadvertently disqualified all benefits become
fully vested and are taxable to participants even though they are
not distributed. This is the present position of the IRS as set
forth in proposed regulations.

B. Proposed Prcedure

When a plan which originally qualified as an employee benefit plan
subsequently becomes temporarily or permanently disqualified, the
contributions previously paid into the trust by the employer on
behalf of employees should not become taxable to the employees in
the year of disqualification. The employee should not be taxed
until the benefits are actually distributed or made available to
him. This was the position of the IRS prior to the issuance of
its proposed regulations.

C. Supporting Arguments

1. The present position of the IRS does not appear to be directly
based on the law or the intent of Congress.
2. It is unfair to require participants to pay tax at regular tax
rates on all of their benefits in a plan which becomes inadvertently
disqualified for a short period-of time when they have not received
any of these benefits. Participants should not have to pay tax on
their benefits until the benefits are actually distributed or made
available to them.

VI. Estate Tax Exclusion

A. Present Structure

All stock owned at the date of death is included in the gross estate
for estate tax purposes.
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B. Proposed Stniotur

1. A percentage of the value of stock given to an employee stock
ownership plan (or a profit-sharing plan) on the death of the
=or should be excluded frcm the gross estate for estate tax

purposes.
2. The percetage of the value of the stock excluded from the
gross estate could be on a sliding scale -starting at 200% for a
taxable estate of under $500,000 and decreasing to 100% for a
taxable estate of over $1,000,000.

C. Supporting ArVmets

1. This would help to prevent small independent businesses from
having to be sold, liquidated or merged to pay the substantial
amounts of estate tax due-on the death of the owner.
2. The growth of employee stock ownership plans (and profit-sharing
plans) wuld be stimulated. This would encourage personal motivation
and productivity of the employees.
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EQU IZATION

I. Same Wles for All Types of Entities

A. Present Rules

1. Present rules are most restrictive for individual retirement
accounts.
2. Keogh plans for sole-proprietors and partnerships are subject
to less restrictive rules.
3. Plans for Sub-Chapter S Corporations are subject to even less
restrictive rules than Keogh plans.
4. The plans for corporations which have not elected to be taxed
under Sub-Chapter S are subject to the least restrictions.

B. Proposed Rules

1. The present four sets of rules should be reduced to two.
2. Individual retirement accounts should continue to be subject
to simplified rules.
3. Plans for sole-proprietors, partnerships, Sub-Chapter S
cor nations, and regular corporations should all be subject to
the same rules. Preferably, the special restrictions applied to
Keogh and Sub-Chapter S plans should be eliminated.

C. Supporting Arguments

1. The restrictions applied to Keogh plans encourage many businesses
to incorporate although from a practical operational viewpoint they
can be conducted more effectively without incorporation.
2. The present rules tend to discriminate against the small business.
Very few large businesses are subject to the Keogh and Sub-Chapter S
restrictions.
3. Eliminating the different rules for different entities would help
the small business in understanding this complex subject and probably
result in many more plans being created.

II. Keogh Plan Trustees

A. Present Structure

1. The trustee for a Keogh plan must be a bank or other person who
demonstrates to the satisfaction of the.Treasury Department that he
will administer the trust in a manner consistent with the tax law.
2. Any person may act as trustee for a Corporite plan, without
obtaining permission from the Treasury Department.

B. Proposed Structure

1. Any person should be allowed to act as trustee of either a
Corporate or a Keogh plan without obtaining approval frcm the
Treasury Department.
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C. $uWortig Arm ts

aijon vnIdi a, adds to th trut$on costs of a
,% !,,lan adiafatrIdeeigmn loeernetingup
2. The limitations on who may be a Keogh plan trustee discriminatesa- inst uninoorpoted businesses. This encourages many businesses
to Incoporate even though from an operator viewpoint the businessan be most effectively conducted as a sole-prorietorship.
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SIPLTFICATION
I. Prototype Plan and "Reporting Package"

A. Present Procedure

1. Plan and trust agreement are prepared by attorney.
2. Determination letter is r quested from Tnternal Revenue Service.
3. OMPrhenive plan description (Form EBS-l) is filed with
Department of Labor.
4. Summary plan description is given to individuals who are plan
participants and filed with Depatment of Labor.
5. Plan and trust agreement are amended to comply with 1974 Pension
Reform Law.
6. Smary descriptions of plan modifications is given to participants
and filed with Department of Labor.

B. Proposed Procedure

1. Many of the 400)000 small independent businesses which are members
of the National Federation of Independent Business are interested in
setting-up new pension and profit-sharing plans or are required to
amend their present plans to comply with the Pension Reform Act.
However, the cost of creating, amending and administering an inde-
pendently designed plan deters many members.
2. The use of flexible prototype plans with matching partially filled-in
forms could eliminate much of the paperwork, and its cost, for both
the employers and the federal government agencies.
3. The Internal Revenue Service and the Departnent of Labor could
encourage employers which now have a plan that needs to be amended
to comply with the Pension Reform Act.and, also, employers which may
be considering setting-up a new plan, to consult with their attorney,
accountant and pension consultant concerning the savings in time and
money which can be achieved by utilizing a prototype plan instead of
an individually designed plan.
4. It is estimated that 90% of the 450,000 plans which need amending
have under 100 participants each. The vast majority of these plans
could adopt a prototype plan and save a substantial amount of expense
without any real loss of flexibility as to investments, benefit formula,
or other plan provisions.
5. The present advantages of prototype plans could be considerably
increased by requiring that the Internal Revenue Service approval of
a prototype plan should cover not only the plan, trust agreement and
adoption agreement but, also, a summary plan description for partici-
pants and a Form EBS-l, for the Department of Labor. The summary plan
description would cover the basic terms of the plan and refer partici-
pants to the adoption agreement to see which options were selected by
their employer. The filing of the detailed Form EBS-l by the employer
would be eliminated. Instead, the employer would file with the Depart-
ment of Labor a copy of his adoption agreement.
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6. The National Ibderation of Independent Business is now In tin
ocess of developing a series of prototype plans and would certainly

beiling to prpare the elated rbrm EDS-1 and summary plan
descriptions ifihe above p could be implemented.
7. Pirther savings could also be achieved for both employer and the
goverment if the adoption of any prototype plan ws deemed qualified
without the necessity of applying for a determination letter from the
Internal Revenue Service. this would extend the present automatic
qualification of Kogh prototypes to cororate prototypes. Of course,an employer which elects in the adoption apemt to cover only a
certain class of employees (e.g. salaried eployees only) would not
be exempted fromt applying for a determination letterP.
8. It is understood that the Internal Revenue Service will not be able
to accept applications frtm sponsors for approval of amended prototype
plans until October or Novembeq 1975. It may therefore be worthwhile
to consider whether the effective dates df the 1974 Pension Reform Act
could be postponed to allow the orderly development and Inplementation
of the suggested prototype plans and reporting packages.
9. Prototypes should be reviewed periodically by Internal Revenue
Service and sponsors should be notified if changes are necessary.

C. Supporting Arguments

1. Employers would save a considerable amount of time and money in
the set-up and operation of a retirement plan. This would encourage
more employers to set-up retirement plans for their employees and
prevent many existing plans from being terminated due to the admini-
strative costs being beyond the means of many small businesses.
2. Complying with changes in the pension law would be greatly simpli-
fied. any small businesses may decide to terminate their plans
instead of incurtdn the administrative costs of making the necessary
amendments.
3. The federal government departments would save substantial amounts
of time and money in eliminating much of the review and processing of
probably 90% of all plans.
4. More employees would be covered by plans due to the simplification
of administration encouraging more employers to set-up plans.

II. Consolidated Annual Reports

A. Present Procedurs

1. Administrator files Premium Payment Declaration on Form PBGC-1 with
Pension Benefit Ouarantee COrporation and pays premium.
2. Fiduciary files Exempt Organization Business Income lax Return on
Form - with Internal Revenue Service Center, reporting and paying
tax due on unrelated bdiness income of trust.
3. Fiduciary files Annual Return of Fiduciary of Employees' Pension or
Profit-SharLg Trust on Form 990-P with Internal Revenue Service Center
along with Schedule A, Form 990-P.
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4. Employer files Annual I)iloyer's Return for. tployees Pension
or ofit-S Plans on Form 4848 and the Annual Status Report
of an Tiployees' Pension or Profit-Sharing Plan on Schedule A
(Form 4848) with the appropriate Internal Revenue Service Center.
S. loyer or plan fiduciary files Financial Statement of Employees'
Peio rProfit-Shardn Fund or Fiduciary Acoout on Form-4849.
. furishes Form W-2P to reipients of periodic retirement

pla--dstribuiones showing amount subject to tax and the amout
of tax withheld.
7. Payer furnishes Form 1099R to recipients of lump-sum dietributios
froiFq'-lified retirement plans showing tax status of various seg-
ments of the distribution.
8. Payer files copies of Form W-2P and 1099R furnished to recipients
witgapropriate Internal Revenue Service Center, along with trans-
mittal Form W-3.
9. Admnistrator files Annual Report with Pension Benefit Guarantee
C.rp o....o.n. ..

10. Administrator files Annual Report with Secretary of Labor.
11. &rnlistrator furnished Summay Annual Report to participants.
12. Eloyer of a terminating plan files Termination of Employees'
Pnsionor-Profit-Sharing Plan on Form 966-P and attached it to
Schedule A (Form 4848).

13. Administrator of a terminating plan files such terminal or
suppementary reports as the Secretary of Labor may prescribe and
send a copy to the Pension Benefit Guarantee Oorporation.

14. In additional to the above Federal reporting requirements, each
State has its own reporting requirements.

15. Most of the reports listed above must be filed every year.

B. Proposed Procedure

1. The various reports now required on different dates by the Internal
Revenue Service and other government agencies should be consolidated
into one annual report.
2. The-onmat of this annual report should allow the Administrator
to give participants a copy of this report instead of a separate
summary annual report.
3. The same information should not be required every year.
4. Plans with less than 50 participants should be Allowed to file a
simplified report.
5. Information from the single annual report should be input into the
Internal Revenue Service computers. The portions of the information
needed by other government agencies should be given to them on magnetic
tape.

C. Supporting ArguVments

1. Employers would save a substantial amount of time and money on the
preparation of retirement plan reports.
2. Federal government agencies would save a considerable amount of time
and money on the processing of reports.
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III. Exceptions from Oertifiod Annual Reports

A. Present Procedure

1. Annual report to Departent of Labor certified by an independent
accountant.
2. Annual report of a defined benefit plan certified by an aotuary.

B. Proposed Procedure

1. Plans with 50, or fewer, participants should be exempt from filing
an opinion by an independent accountant.
2. Defined benefit plans with 50, or fewer, participants should be
exempt from filing an actuary's certificate.

C. Support ing Argizpnts

The cost of obtaining an accountant's opinion and an actuary's certi-
ficate is a very heavy burden for a plan with few participants and in
many plans these costs will exceed the earnings on the trust invest-
ments.

IV. Effective Dates

A. Present Procedure

The effective dates of changes in the pension laws are fixed when the
laws are passed by Congress.

B. Proposed Procedure

1. The effective dates of changes in those pension laws, which impose
different operating or reporting requirements, should not be earlier
than 1 year after the final regulations are issued by the government
departments.
2. The effective dates of such changes as an increase in the percentage
limitation on profit-sharing contributions could be effective immediately.

C. Supporting Arguments

It is very difficult to comply with changes in pension laws imposing
different operating or reporting requirements before detailed regulations
are finalized. ror example, a new pension plan in 1975 is required to
c mly with the 1974 Pension Reform Law even though many of the regu-
lations have not yet been issued.

V, Reduce Discretion of Internal Revenue Service

A. Present Procedure

1. The Internal Revenue Service has a certain amount of discretion
regarding such things as vesting and coverage.

62-209 0 0 To - 31
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2. The Internal Revenue Service y reduce the vesting periods stated
IA the Pension Reform Act of 1974 if it considers it necessary to
mnvent possible discrimination.
KThe DIternal Revenue servicee my disqualify a plan covering a certain
class of employees (e.g. salaried employees) if it considers the
coverage to be discriminatory.

1. The Internal Revenue Service discretion regarding such things as
vesting and coverage should be limited.
2. The Internal Revenue Service should not have discretion to reduce
vesting periods below a defined minimum. The minimum could be 50% of
the vesting periods stated in the Pension Reform Act of 1974.
3. The Internal Revenue Service should not be allowed to disqualify
a plan covering a certain class of employees if not more than 50%
of such class of employees are officers or highly paid employees.

C. Supporting ArVmnts

1. Definite limits on Internal Revenue Service discretion would assist
employers in setting-up their plans. They could design their plans
to comply with the most restrictive terms and avoid the time and cost
of negotiating with the Internal Revenue Service concerning discretionary
items.
2. The Internal Revenue Service would save a considerable amount of
expense by limiting negotiations regarding many provisions in benefit
plans.

VI. Committee on Pension Simplification for Small Business

A. Present Procedure

1. Pension laws are often written with the mediurn and large business
in mind. The point of view of small businesses and their compliance
problems resulting from their limited administrative staffs may be
overlooked.
2. Changes in circumstances over a period of years result in many
sections of the pension laws becoming inapplicable.
3. Pension laws and the interpretations issued by government depart-
ments are not reviewed to determine whether their application is
within the intent of Oongress.

B. Proposed Procedure

1. A permanent standing committee of the Federal Goverment should be
established for the purpose of devoting continued attention to the "
simplification of the pension laws, regulations and other publications
relating to small businesses.
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C. Supporting Argwwnts

1. The ocamtt.e would provide a form for regular contact between
the various redral agencies concerned, the businesses affected
and the Congres.
2. The development of pension laws and regulations, their revision
in accordance with changing aircumtwes, and the review of their
application, would not overlook the viewpoint of the small business.
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XMMONL FEI~ATON OF Th NMCW BWXNES8
SURVEY MULTS

Mambe who attended the pension swd held by the National Federation ofIndependent Business at its Washington National Cbnference in June 1975 wereasked to indicate whether or not they supported the pension reform proposals.The results are as follows:
Syes No Nopn

A. A prototype plan and reporting package should be approvedby the Internal Revenue Service. 84 10 6
B. Small business should be exempt from filing certifiedannual reports. 89 9 2
C. tbifonm rules for all types of entities. 80 13 7
D. OQnmdttee on pension simplification for small businessshould be established. 91 7 2
E. Effective dates should be 1 year after final regulationsare issued. 94 3 3
F. Limit on contributions to an individual retirement accountshould be increased. 91 8 1

'G. Limit on contributions to a target benefit plan should beincreased for older employees. 72 14 14
H, Limit on oontributions to a profit-sharing plan should beincreased for older employees. 73 17 10
Z. An indiVddual should be allowed to act as trustee of aKeogh plan. 78 7 1s
J. Plans should be allowed to invest up to 50% of their assetsin loans to the employer. 76 18 6
K. Benefits in a disqualified plan should not be taxable toemployees until distributed. 90 - 10
L. Thternal Revenue Service discretion on vesting, coverage,etc. should be limited. 92 4 4
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NATIONAL FEDERATION OF INDEPENDENT BUSINESS
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FOR DP(FOZATE RELEASE
September 25, 1975
Contacts Jim Sheehan - 202-554-9000

or Gary Huckaby - 415-341-7441

SMALL BUSINESS TAX MEASURE
MULD CUT UNOW1YM wf

Wahington, D.C. - A proposed investment credit for small business Job creation

could put over 10 million people back to work and cut the nation's unemployment

compensation costs by $2.5 billion.

Bruce Fielding, a California CPA and member of the board for the National

Federation of Independent Business, outlined these and other benefits in a compre-

hensive small business tax package proposed before a joint hearing of the Senate

Small Business Comittee and Senate Finance Committee in Washington Thursday.

Fielding said that existing tax investment credit measures create incentives

for larger businesses to buy equipment that replaces people in production. A

small business "Job creation investment credit", he said. vould provide incentive

to put at least 13 per cent of the country's 8 million unemployed back to work.

"This measure alone would save several billion dollars at no extra cost to the

taxpayers," said Fielding. 'The loss to the Federal government in taxes would be

offset by a corresponding savings in unemployment compensation costs."

Fielding's package of tax measures designed specifically for snal business is

greatly needed he said, to defeat the nation's current economic problems.

"Small business employs over half the private sector workers in the nation

and accounts for 43 per cent of the Gross National Product," added Fielding, "and

the Congress has yet to advance any measures to stimulate this important sector

of the economy."
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9/25/75

Fielding also called for tax measures that vould treat small business

S partnerships and proprietorships as incorporated businesses. Re said current

tax standards are not equitable to nearly 75 per cent of the nation's small

businesses.

Fielding represented WFIB's 425,000 member small businesses before the

Senate hearings. N713 is the largest business organisation in the United States.
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Senator BzNsz. Thark you. Let m'~e say, the things I cited to
ou in the way of affirmative action in some of this Iegislation that

ha been introduced is the result of some of these h ; some of
these things that I was telling you about earlier. Now I am hopeful
too that we will see those finally implemented into law. .

Mr. FIELDIG. We will do all we can to help in the implementation
of those. Perhaps we need more publicity.

- Senator BxNszzrs. Mr. Chairman, I have no further questions.
. Senator NzLsoN. Thank you very much, Mr. Fielding. We appre-

ciate your taking the time to draft your very comprehensive statement
and supplemental material. We are interested in all aspects of it as
well as specifically the pension reform proposals that you make.

I would hope that we could arrange either hearings in the Finance
Committee or Joint hearings of the wall Business and Finance Com-
mittees on this precise question of the pension reform proposals.
Thank you very much.

Our next witness is Mr. William McCamant, executive vice presi-
dent, National Association of Wholesaler-Distributors. Mr. McCamant
we are pleased to have you here today. Your statement will be printed
in full in the record. You may present it however you desire.

[The prepared statement of Mr. McCamant in full follows:]
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My name is William 0. MoCamant, Executive Vice President of the

National Association of Wholeler-Distributors (NAW). With me is our

Association's consylting economist Dr. Norman B. Ture, President of

,. Norman B. Ture, Inc.

The National Association of Wholesaler-Distributors (NAW) is a

federation of 95 national commodity-line associations which in turn are

composed of 30,000 merchant wholesaler establishments located through-

out the fifty states. As will be detailed later, our industry is composed

primarily of small, closely-held, family-owned businesses.

We believe that your in-depth study of the effects of the tax structure

on small business---of which these hearings are a part---Is most important

to the future economic health of small business. We appreciate and value

this opportunity to appear here today.

Capital Formation Is The Ke'

While there is a lengthy list of tax policy matters of import to small

business, we will focus our attention today on the need for modifications

in the tax code which significantly increase small business' ability to raise

capital. A capital formation deficiency is our most urgent economic problem.

It is, in large measure, attributable to existing tax policy. Failure to resolve

it will have profound implications for the national economy, not just for our

industry.

I stress the role of tax policy in creating this capital shortfall. The

Congress, thanks in large measure to the leadership of this Committee,
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recognized this in concept in the Tax Reduction Act of 1976, which tempo-

rarily increased the corporate surtax exemption to $50,000. We are here

today to urge a permanent increase in the corporate surtax exemption to

$100,000.

We recognize that the Congress needs hard-headed, factual analyst

In order to evaluate tax proposals and to reach decisions about appropriate

changes in the tax law. Our objective is to provide a factual basis to assist

in examining tax reform for small business,

Dr. Ture is a recognized expert on capital formation and tax policy

whose reputation is well known to you and which thus needs no elaboration.

He has prepared a detailed examination of the capital formation process within

wholesale distribution and the role played by tax policy in this process for

presentation at these hearings and inclusion in your study's data base. A

primary objective of Dr. Ture's.study was to determine whether a capital

shortfall is in prospect for our industry and, if so, the type of tax reform

which most effectively would correct this deficiency. Additionally, he was

asked to examine the revenue impact and overall economic impact of an in-

crease in the corporate surtax exemption.

Wholale-Distribution: A Primary Economc Sector

Dr. Ture's analysis will be presented to you momentarily, First, I would

like briefly to familiarize you with the merchant wholesaler-distributor in order to

establish the significance of our industry and Its functions.

Merchant wholesale distribution is an industry of predominantly small
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businesses. In 1972, (the latest year for which census data are available)

for example, there were on the average, only 10.4 employees per establishment

in the industry. Total sales of these companies, however, were about $300

billion. In short, merchant wholesale distribution is a very large industry of

a very large number of small firms.

Wholesaler-distributors perform an essential economic function. They

make goods and commodities of every description available at the place of need,

at the time of need. Wholesaler-distributors purchase goods from producers,

store, break bulk, sell, deliver, and extend credit to retailer dealers, and in-

dustrial, commercial, Institutional, governmental, and contractor business users.

Wholesaler-distributors are essential to the efficient distribution of our

everyday consumer and business needs. Further, by the market coverage

which they offer suppliers and the support which they provide customers,

they preserve and enhance competition, the critical safeguard in our economic

system. According to a recent NAW survey, the typical wholesaler establishes

the market connection between 133 manufacturers and 633 business customers.

Many of these manufacturers are themselves small businesses who must rely on

wholesaler-dstributors to establish, maintain and nurture markets for their pro-

ducts. Many customers are small businesses also who must look to the merchant

wholesaler to provide merchandise availability, credit, and other services.

A healthy wholesale distribution sector is fundamental to the economic-

health of the nation at large. Yet, our ability to sustain, let alone improve our

contribution to the economy will be seriously weakened unless appropriate revi-

sions are made to augment the availability of saving and capital for the industry, as

Dr. Ture will now detail.
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SUM RY OF STATEMENT BY DR. NORMAN B. TURE

The National Association of Wholesaler-Distributors believes that a large

and varied list of tax revisions ts needed to adapt the Federal tax system to the

economy's long-range requirements. Because oftime constraints, we are limiting

our comments on this occasion to a single proposal --- to increase the, orporate

surtax exemption to .$100,00. The enactment of this proposal, we believe, by

materially enhancing the financial capacity of merchant wholesaler-distributors

and other independent, small and medium size businesses to acquire additional

capital resources, will by 1977 provide about 720,000 additional jobs in the pri-

vats business sector. It will also increase real wages by about $10 billion over

the amount that would otherwise be reached in that year, GNP originating in the

private business sector would be more than $17 billion higher (in constant dollars)

than otherwise. The additional output, employment, and Income would generate

additional Federal revenues at least equal to the "initial Impact" revenue loss.

The Nation's Surging Capitl Requirements

The most critical challenge facing the U.S. economy is to Increase

substantially the share of GNP which is save and invested. This increase is

essential If we are to maintain at least the postwar trend rate of increase in em-

ployment, productivity, and real wage rates, while meeting a wide range of

government-imposed demands for capital to advance the Nation's housing stand-

ards, protect the environment, achieve a substantially higher degree of energy

self-sufficiency, expand and improve mass transit systems, etc. All of these

objectives impose demands for allocating a larger share of our total production
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capacity and output to capital formation.

Tg Chmnes Needed to nree Savn4

Since there must be a dollar of saving for every dollar of capital outlay,

meeting these surging capital demands will require a substantial Increase In

the proportion of GNP which Is saved compared to that which is consumed or

used by government. Attaining a higher rate of saving and capital formation

will require reducing the bias in the existing tax system against private saving

and investment compared to consumption. Finding appropriate means for moder-

ating this anti-saving tax bias is the most critical challenge facing the Congress.

It cannot be emphasized strongly enough that if appropriate changes in the tax

system are not made, hence, if the private saving and investment rate Is not

materially increased, the principal cost will be inadequate growth in Jobs,

productivity, and real wage rates.

Diversity of Demands for Capital

There is an understandable inclination to think of increases in capital

formation solely in terms of fixed investment---plant, machinery, and equipment.

To be sure, capital In this form constitutes a substantial part of the total stock of

capital, and more rapid growth in fixed capital is an integral part of the overall

requirements for accelerating capital formation. Making permanent an increased

investment tax credit and-re-dcing the capital recovery periods for depreciable

assets, therefore, are highly constructive measures.

These are not, however,-tUbnly tax-revisions which should be under-

taken. Of equal urgency are more broadly applicable tax changes to allow all
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business and individual taxpayers to increase their saving in order to meet

the highly diverse demands for capital throughout the economy.

Merhant Wolesaler-Dtrbutors' CaitL Demad

The prospective surge in the Nation's capital requirements is not confined

to goods producing, energy, transportation, and utility industries. Expanding

manufacturing capacity and output necessarily requires increases in the capacity

of merchant wholesaler-distributors to distribute these goods to users. The capi-

tal requirements of merchant wholesaler-distributors, therefore, will expand at

least as rapidly as those of the rest of the business sector. Failure to satisfy these

requirements will significantly impair the efficiency, hence raise the costs, of the

wholesale function of collecting and distributing the myriad variety and huge number

of manufactured products to the enormous number of buyers of these products.

Merchant Wholesaler-Distributors Depend on Retained Earnings

For merchant wholesaler distributors, growth in capacity depends far

more on growth in working capital than on expansion of fixed capital. These com-

panies, preponderantly small to medium sited and closely held, have extremely

limited access to the capital markets for equity financing of their expanding capi-

tal requirements. They must depend very largely on short-term borrowing and

on internally generated funds, only a relatively small portion of which can be

provided by depreciation allowances. Prudent financing of their expanding capi-

tal requirements makes them highly dependent on retained net profits. This de-

pendency is reflected in the fact that for many years past, merchant wholesaler-

distributor corporations have retained and Invested in productive assets 80 per-
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cent of their after-tax profits, a far higher ratio than that for all corporations.

Ingregg the Coraton 19r!Wax xm on to -l0 I0

If merchant wholesaler-distributors are to be able to finance thejdditional

capital they will need to provide the wholesale distribution services the economy

will require, their Internally generated saving will have to Increase at an accelerated

rate. To meet this objective with a minimum loss of Federal revenues, the corporation

surtax exemption should be increased to $100,000 on a permanent basis. At 1975

levels of economic activity, we estimate that this surtax exemption increase would

result in an "Initial impact" revenue loss of about $2 billion. By far the largest

proportion, about 60 percent, of these tax savings would be realized by corpora-

tions with net Incomes of $100,000 or less. It must be emphasized that this reve-

nue estimate unrealistically assumes no change in the volume of economic activity

resulting from the tax reduction and consequent increase in business saving

and capital formation, Taking these responses into account, a substantial net revenue

gain would be realized.

Economic Effects of Increasing Surtax Exemption

The proposed increase in the surtax exemption would result In a

significant increase in employment. Based on historical relationships, we

estimate that the increase in business investment and output resulting from

the increase in the surtax exemption would increase full time equivalent em-

ployment by 720,000 and total real wages and salaries by about $10 billion

by 1977. Total business sector output would be $17.2 billion greater than

otherwise. These increases in output, employment, and income would result

in additional Federal revenues more than offsetting the "initial impact" reve-
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nue loss; by 1977, a net revenue gain of $3 billion would be realized.

Meeting the Naton's saving and capital requirements will require a

large number of tax revisions, We respectfully submit that Increasing the

corporate surtax exemption to $100,000 is high on the list of tax changes

appropriate to this end.

TAX REVISIONS AND THE NATION"$ CAPITAL FORMATION GOALS

The Current Focus-of Tax Policy

Earlier this year, massive individual and business income tax reductions

were enacted, aimed at arresting the recession and promoting economic recovery.

There are now numerous indications that the recovery phase is well underway.

The possibility of false signs, of course, must not be discounted, nor should

the Congress, the Administration, and the monetary authorities relax their concerns

over the present high rate of unemployment and the underutilizaton Qf production

capacity. Notwithstanding these cautions, shifting thefocus of tax policy from these

concerns to the long-range requirements of the U.S. economy Is timely, indeed urgent.

The basic long-range problem facing the economy Is whether we can accumulate

sufficient capital to provide both for maintaining---if not accelerating---the postwar

average rate of increase In productivity and real wage rates and rapidly expanding

government-Imposed demands on total production capacity.

From 1947 through 1973, the number of full-time equivalent employees In the

business sector Increased at an average annual rate of 1.S percent, while their pro-

ductivity and real wage rates advanced, on the average, by 2.3 percent a year. This

Increase In jobs, productivity, and real wage rates was related to an average annual
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rate ofincrease in the nrt stock of capital of 4.3 percent and in the ratio of capital

to labor inputs oC2.7 percent a year. It Is this increase in the amount of capital

with which employees work, along with advances in the state of the industrial arts,

which principally determines the pace of improvement in workers' productivity, hence

their real wage rates, Maintaining at least this trend rate of increase in jobs and

real wage rates means that, in constant 1974 dollars, the total stock of capital in the

business sector will have to increase by about $675 billion through 1985; this will

require capital outlays of about $2.4 trillion.

Substantial additional amounts of capital formation, however, will be

required to meet public and private demands for housing, to achieve environmental

protection goals, to attain some substantial degree of energy self-sufficiency, to im-

prove and expand mass transit systems, to provide safer and healthier working con-

ditions for labor, and to realize a wide range of other objectives set by the political

processes in the Nation.

Every dollar of capital outlay, of course, must be matched by a dollar of saving.

On very conservative assumptions about the magnitude of these total capital require-

ments---those determined In the private-market place plus those imposed by public

policies---and of government budget deficits, and about the rate of Inflation, the

private sector's saving will have to finance a total of $4.3 trillion through 1985.

At the implied rate of growth of GNP, meeting these saving targets will

require a 12.7 percent increase in the fraction of GNP saved by the private sector,

from the postwar average of IS. 68 percent to at least 17.67 percent. With more

realistic assumptions about inflation and the magnitude of government-mandated

62-209 0 - to - $1
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capital requirements, the required increase in the private saving rate Is far more

substantial, 15 percent or more greater than the postwar average. Indeed, even

the most conservative estimate of the required private saving rate significantly

exceeds the highest rate achieved in any postwar year,

What will happen If private saving does not Increase sufficiently? Clearly,

some capital formation will have to be foregone. If government requirements

and demands are not relaxed, a smaller amount of capital will be added in the

form which contributes directly to increasing productivity and output. The

consequence will be a slower rate of growth of jobs and real wage rates.

Solving the capital shortage problem, about which the Committee has

heard at length, is a primary concern for all Americans, not merely business.

Indeed, since the labor share of our total national income is three times

that of the capital share and since the increase in labor income depends funda-

mentally on increasing the amount of capital with which labor Is employed, the

capital shortage problem is---or shoUld be---of even greater concern to labor

than to those who own the capital.

As indicated, resolving the capital shortage problem will require a sub-

stantial increase in the private saving rate. That increase will not occur auto-

matically. Providing a tax climate in which Individuals and businesses will want

to and will be able to save a larger fraction of their incomes Is the most urgent

challenge facing tax policy today.

The present tax system is heavily biased against private saving and

investment and in favor of consumption. Analysis of the economic record shows
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that business and personal saving and investment are highly sensitive to tax

changes which Increase or decrease the weight of the anti-saving tax bias. Tax

policy today, therefore, faces not only a serious challenge but major opportunities

to ease the extra tax burden on saving compared with consumption and to deal

vigorously and effectively with the problem of capital inadequacy,.

Emphuis Has Been On Deprecalble Asset

In the past, the Congress has on occasion perceived the desirability

of reducing tax Impediments to private saving and Investment and has enacted a

variety of tax measures to this end. For the most part, however, these measures

have been directed primarily toward increasing capital outlays for depreciable

facilities. This emphasis is understandable; most of us are inclined to thlnk of

capital principally in the form of fixed investment in manufacturing plants, other

industrial structures, machinery, and equipment. To be sure, these production

facilities constitute a substantial part of the total stock of capital; more rapid growth

in fixed capital is an important part of the overaU requirements for accelerating

capital formation.

The investment credit, accelerated depreciation, the guideline life system,

and the ADR have been highly constructive measures In moderating the anti-saving

and anti-investment tax bias. By the same token, such tax revisions as increasing the

Investment credit, on a permanent basis, and extending the ADR to, say, 40 per-

cent, would contribute significantly to the solution of the capital shortage problem.

The National Association of Wholesaler-Distributors endorses and vigorously sup-

ports such progressive measures In the interests of expanding jobs, output, and
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real wage rates not only in the near future but over the long term as well.

RIvers Ity Of Dema09id for Cauita[

These tax revisions, however, do not exhaust the far larger list

of tax changes which should be undertaken in pursuit of these objectives. Of equal

importance are more broadly applicable tax revisions to allow all business and

individual taxpayers to Increase their saving and investment in order to meet

the highly diverse demands for capital throughout the economy.

The surge in the Nation's capital requirements is not selective. The cap-

ital shortage problem is not confined to this or that Industry. Urgent as are the

demands for more rapid capital formation in the goods producing, energy, trans-

portaton, and utility industries, there are equally urgent requirements for a higher

rate of capital additions in all of the major sectors of the economy. And since the

character and form of the capital required varies from industry to industry, all

sorts of additional capital, not solely plant and equipment, are required.

The high degree of interdependence of all parts of the business sector Is

so commonplace a fact that we tend to ignore it. Surely, however, it must be clear

that focusing solely on the expansion of one sector or one type of capital formation

while failing to provide for or restricting expansion of others reduces overall

economic efficiency. Expanding output of raw agricultural products, for example,

without a commensurate increase in capacity to transport this output to the mrArkets

in which it has the greatest value obviously reduces the overall productivity of the

agricultural sector. For precisely the same reasons, it should not be overlooked

that expanding production capacity and output of manufactured goods Increases the
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capacity required by merchant wholesaler-distributors to perform their essential

function.

Importnce of Merchant Wholesaler Distributors to the Economy

Most of us probably seldom give a thought to the critical role of merchant

wholesale distribution In advancing the economy's overall productivity and living

standards. The more than 500,000 merchant wholesaler-distributors, while only

about 4 percent of the U.S. business population, perform an enormously complex

function of mobilizing a substantial proportion of the myriad number and enormous

volume of manufactured products for allocation to the millions of retail outlets selling

these products and to the hundreds of thousands of other business customers. Over

the 10-year period 1964-1973, merchant wholesaler-dstributors collected and dis-

tributed between 27 percent and 32 percent of the total output of the manufacturing

sector. In 1973 over $270 billion of manufactured products were sold to merchant

wholesaler-distributors. (Table 1)

Another measure of the importance of the merchant wholesaler-distributor

function is the volume of manufactured products distributed by merchant wholesaler-

distributors to retail purchasers. As shown in Table 2, in the 10-year period 1964-

1973 merchant wholesaler-distributorsI sales ranged from 86 to 97 percent of the

total volume of goods acquired by retailers. Since about 50 percent of wholesale

sales are to non-retailer and non-household purchasers, the annual perentages

shown in the table overstate the proportions of retailers' purchases accounted for

by purchases from merchant wholesaler-distributors. Of their total purchases, re-

tellers' purchases from merchant wholesaler-distributors ranged during the 10-year



J2oo

Table 1
Percent of Manufacturers# Total Sales

Distributed by
Merchant Wholesler-Distributors

(dollar amounts in bmions)
Manufacturers' Sales

Year Total Sales to Merchant
To Merchant Wholesaler-Distributor

Wholesaler-Distributors As Percent of Total

1964 448.0 132.7 29.6
1965 492.0 142.4 28.9
1966 538.4 154.7 28.7
1967 557.4 153.4 27.5
1968 603.4 162.5 26.9
1969 642.7 173.8 27.0
1970 634.3 179.6 28.3
1971 671.0' 194.8 29.0
1972 749.6 216.8 28.9
1973 856.8 273.3 31.9

Source: U.S. Depart.nent of Commerce, Survey of Current Business.
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Table 2
Merchant Wholesaler-Distributors' Sales as Percent

of RetallrsTotal Purchase

(dollar amounts in billions)

Merchant Wholesaler-
Distributors' Sales

Year Retailers' Amounts Percent of
Total Retailers'

Purchases Purchases

1964 198.6 174.3 87.8
1965 218.6 187.1 86.4
1966 231.0 203.8 88.2
1967 235.7 205.2 87.1
1968 255.6 219.9 86.0
1969 264.3 236.7 89.6
1970 276.1 246.6 89.3
1971 299.5 267.4 89.3
1972 331.4 298.2 90.0
1973 376.0 364.9 97.0

Source: U.S. Department of Commerce, Survey of Current Business

period from about 43 percent to 481 percent.

It is obvious that manufacturers distribute so huge a volume of output

through merchant wholesaler-distributors only because they can and do perform

this distribution function more efficiently, i.e., at a lower cost, than manufac-

turers could themselves. By the same token, it is clear that retailers acquire

so much of their inventories from merchant wholesaler-distributors only because

it would be more costly for them to purchase directly from manufacturers. If

merchant wholesaler-distributors are unable to expand their capacity and in-

crease the productivity of their work force at least in line with the expansion

of manufacturing output, the ultimate costs of manufactured products to their
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final purchasers will have to Increase above the levels that would otherwise

prevail.

The Increasing value which the economy as a whole places on the special-

ized distribution function performed by merchant wholesaler-distributors is

shown in Table 3. The value added by merchant wholesaler-distributors to

the total value of goods and services produced by the business sector of the

economy has increased quite steadily over the 10-year period 1964-1973, from

about 7.5 percent In the mid-sixties to 8.4 percent in 1973. In 1971, the 515,321

merchant wholesalers represented only 4.2 percent of the total number of U.S.

businesses, yet they accounted for 8.2 percent---almost twice as large a pro-

portion---of total GNP originating In the business sector.

Over half of merchant wholesale r-distributors' gross product is employee

compensation, about the same proportion as for the entire business sector (Table

4). In contrast with the rest of business, however, Indirect business taxes (pri-

marily sales and excise taxes) represent a sizeable portion of merchant wholesaler-

distributors' value added, about one-fourth compared with about one-ninth for all

business. And while merchant wholesaler-distributors' capital consumption allow-

ances on fixed assets have been a rising fraction of the industry's gross product, it

is less than half the ratio for all business.

Profits are a Small Share of Merchant Wholesaler-Distributor's Gross Product
and Sales

Of particular importance is the fact that profit-type income I/is a substantially

Profit-type income, as measured In the National Income Accounts, consists of pre-tax
corporate profits after inventory valuation adjustment, proprietors' income, and
rental income of persons
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Table 3
Merchant Wholesaler-Distributors'

Gross Product*

(dollar amounts in billions)

Merchant Wholesaler-
Year Wholesaler-Distributors Sector Gross Distributors' Gross

Gross Product Product Product as Percent
of Total Business

Sector

1964 41.6 $48.2 7.6
1965 44.7 594.4 7.5
1966 49.1 648,9 7.6
1967 51.8 681.6 7.6
1968 57.4 739.0 7.8
1969 62.9 794.1 7.9
1970 67.0 827.0 8.1
1971 72.6 890.5 8.2
1972 81.4 977.9 8.3
1973 91,6 1,'096.8 8.4

* Gross product is equal to the gross national product originating in or gross
value added by the industry of sector.

Source: U.S. Department of Commerce, Survey of Current Business.
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Table 4
Percent Distribution of Grdss Product

by Components of Gross Product

A. Merchant Wholesaler-Distributors

Year Indirect Capital Employees Net Profit-
Business Consumption Compensation Interest Type

Taxes A11wanCes Income

*1964 23.8 4.3 $3.4 0.7 17.8,
1965 24.6 4.3 53.5 0.7 16.8
1966 24.0 4.3 53.4 0.8 16.7
1967 2t,1 4.4 54.2 0.8 15.4
1968 26.0 4.4 53.3 0.9 1S.5
1969 26.1 4.5 53,7 1.0 14.9
1970 26.6 4.5 44.s 0.9 13.6
1971. 28.1 4.4 S3.4 0.8 13.1
1972 26.8 4.8 52.3 0.9 1S.2
1973 26.3 4.8 $1.7 1.0 16.2

B. Total Business Sector

1964 11.1 10.2 50.8 2.9 24.5
1965 11.0 10.1 $0.2 3.1 25.2
1966 10.6 9.8 50.7 3.3 24.7
1967 10.8 10.1 $1.1 3.6 23.3
1968 11.1 10.1 S16 3.6 22.4
1969 11.3 '10.3 $3.0 3.8 20.8
1970 11.7 10.5 53.5 4.4 18.9
1971 12.0 10.5 52.9 4.7 18.9
1972 11.7 10.5 $3.0 4.7 19.2
1973 11.3 10.1 52.8 4.8 20.3

Source: U.S. Departnent of Commerce, Survey of Current Business.
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smaller share of the merchant wholesaler-distributor's gross product than in business

generally. This income component of merchant wholesaler-distributors fell from

17.8 percent of gross product in 1964 to 13.1 percent in 1971 before recovering to

16.2 percent in 1973. For the entire business sector, profit-type Income declined

from about 25 percent of gross business product In the mid-1960's to 18,9 percent

in 1971, recovering to 20.3 percent In 1973. Including capital consumption

allowances, gross returns on capital are also consistently a substantially smaller

share of the industry's gross product than is the ease for the entire business

sector. For merchant wholesaler-distributors, profit-type income plus capital con-

sumption allowances ranged from a low of 17.5 percent to a high of 22. 1 percent of

gross product; for the total business sector, the ratio ranged from a low of 29.4

percent to a high of 35,3 percent. (Table 4)

Merchant wholesaler-distrIbutors' before-tax profits are also consistently a

smaller fraction of sales than in the case of the total business sector. Per dollar of

sales (business receipts), proPt are consistently less in the merchant wholesale-

distribution Industry than In all industries taken together. (Table 5)

The relatively small profit-type income share of the sales dollar and of gross

product in merchant wholesale distribution takes on particular significance in view

of (a) the type of assets upon which growth In the capacity of these companies depend

and (b) the constraints on these companies In financing their capital additions.

Wholesalers' Growth Deljn$ i tn Working Capital

A very large proportion of the growth In merchant wholesaler-distributors'

capacity to perform their distribution function depends on the increase in their
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Table 5

Profits Before Tax as a Percent of Business Receipts
1964 - 1971*

Year Merchant Wholesal-Distribution All Industries

1964 2.00 7.52
1965 2.77 3.00
1966 2.79 8.01
1967 2.71 7.59
1968 2.88 7.57
1969 2.76 6.63
1970 2.54 5.59
1971 2.95 5.92

*Profits of Incorporated and unincorporated businesses.

Source: U.S. Treasury Department, Internal Revenue Service,
StaUstics of Income, Business Income Tax Returns,

inventories and other current assets. As Table 6 shows, over the 10 year period

from 1960 through 1970, more than 27 percent of the increase in the total assets of

the average merchant wholesaler-distributor corporation consisted of increases in

inventories: an additional 20 percent consisted of increases in accounts receivable,

notes receivable and cash. More than SS percent, In other words, of their total asset

growth consisted of relatively quick assets. For the average of all corporations, in

contrast, only S. 7 percent of the increase in total assets was accounted for by in-

ventories; the growth in quick assets was only 34. 8 percent of the increase in total

assets.

These data are limited to corporations since balance sheet Information is not
available for unincorporated businesses.
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Table 6

Increase in Assets and Sources of Savin'g for the Average Merchant
WholesI*r-Dlstributor Corporation and the Average of All Corporations

1960- 1970

(dollar amounts In thousands)

Merchant Wholesaler-
Distributor Cororations

Increase In Gross Aests

Currnal
Cash. Notes,
inventories

& Accounts Receivable

Fixed Assets. Investments, And All
tier Asets

Increase in:

Total LiabiUtles
Capital Stock and Paid-In Surplus
Internal Funds (Earned Surplus

and Capital Recovery Reserves)

Total

Amount (Percent)

167.1

45.2

75.2

115.4
8.7

43.0

167.1

100.0

27.1

4.0

69.1
5.2

25.7

100.0

All
Corporations

Amount (Percent)

594.4

206.?
M T

33.9

387.6

430. 6
S7.S

106.3

594.4

100.0

34.8

S.7

65.*1

72.4
9.7

17.9

100.0

Source: Department of the Treasury, Internal Revenue Service, Statistics of
Income: Cororation nom a eu~..

. ... .... .. .. , ,, . , ,,, , ,, , ,,,,,

III II I m II
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In the very nature of their business, merchant wholesaler-distributors' ex-

pension of sales depends on the increase in their inventories to # far greater extent

than In most other business". Businesses whose output and sales depend more on

fxed assets enjoy substantial latitude in timing the acquisition of additional facilities

without significant near-term impact on output and sales volume, In contrast, in-

crease In Inventories by merchant wholesaler-distributors cannot be deferred to

any significant degree without quickly reducing sales. Very much the same is true

with regard to counts receivable. Virtually all of merchant wholesaler-dtetributors'

sales are made on open trade account, with an estimated average duration of 40 to 4S

days for such credit extended to customers Accounts receivable, therefore, must

Increase in lock step with an increase in sales. Financing these accounts receivable,

of course, imposes costs on merchant wholesaler-distributors, since for the most

part, no explicit Interest or service charges are imposed on customers for the credit

provided them. The increasing physical volume and rising costs of their inventories

and the increasing costs of financing their trade credit Imposes continuing pressures

on merchant wholesaler-distributors therefore, to plow back the largest possible

proportion of their net cash flow into financing their working capital requirements.

Merchant Wholesaler-DistributorE. AM Hlohly Decendent on Retailned Earninas

To a substantially greater extent than most other businesses, merchant

wholsaler-distributors must depend on Internally generated funds. The companies

are preponderantly closely-held, small to medium site companies. As shown in

Table 7, almost 70 percent of merchant wholesaler-distributor corporations in 1970

had total assets less than $250,000; the average amount of total assets for these
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corporations amounted to about $509,000.

Table 7

Distribution of Merchant Wholssaler-Dstributor Corporations
by 8ie of Total Assets, 1970

Asset Size Class Number of Returns Percent

Under $260,000 116,509 69.8
$250,000 under 500,000 24,38? 14.7
500,000 under 1,000,000 14,009 8.5
1,000,000 under 10,000,000 10,959 6.6
10,000,000 under 50,000,000 600 0.4
50,000,000 under 100,000,000 53 *
100,000,000 and over so *

Total 165,575 100.0

*Less than 1/2 of 1 percent

Source: U.S. Treasury Department, internal Revenue Service,
StatistiCe of Income-Oororaione Ineome Tax Returns.

As small to medium sie, closely held companies, merchant wholesaler-

distributor corporations' access to th* capital markets for equity financing of

their expanding capital requirements is highly limited. Table 6 shows that the

increase in capital stock and paid-In surplus between 1960 and 1970 represented

only 5.2 percent of the average merchant wholesaler-dietributor corporation's in-

creae in gross assets; for the average ofall corporations, new equity financing

amounted to 9.7 percent of the increase in gross assets. Internal funds, i.e., re-

taned earnings and capital recovery allowances, on the other hand, provided 25.7
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percent of the Increase in total assets of the average merchant wholesalr-distributor,

compared with 17.9 percent for the average of all corporations.

Since depreciable assets are a relatively small fraction of their total assets,

merchant wholesaler-distributor corporations derive a far smaller part of their net

cash flow from capital recovery allowances than do other corporations. In 1971,
these allowances wore $3,8 percent of internal funds for merchant wholesaler-

distributors; in sharp contrast, capital recovery allowances were 78.9 percent of

net cash flow for all corporations In that year (Table 8) Merchant wholesaler-dis-

tributors, accordingly, must rely on retained earning* to a considerably greater

extent than corporations generally. To this end, their dividend payout policies

are highly restrictive in comparison with that of all corporations. As Table 8 shows,

merchant wholesaler-distributor corporations paid out only 25.2 percent of their after-

tax net Incomes I/ in 1971 , compared with 60.? percent by all corporations that

year. Over an extended period of years, merchant wholesaler-distributor cor-

porations have had to retain and reinvest in productive assets a far higher propor-

Uon of after-tax incomes than other corporations.

Although merchant wholesaler-distributors retain so high a fraction of

their after-tax earnings, their outlays other than for additions to working

capital and fixed assets are smaller in relation to their sales than in the

case of all corporations. As Table 9 shows, merchant wholesaer-distributor

corporations' deductions for compensation of officers, contributions to pension

Profits after tax and after inventory valuation adjustment. Ignoring the
inventory valuation adjustment, the payout rats was about 80 percent. ,



78.7

37.5
47.6)

41.2
52.4)

60.7)

16.2
19.3)

60.4

76.8
21.1)8.9)
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Table S

Pretax Net Incoe, Income Ta.e, Dividends, and Cah Flow,
Merchat Wholeealr*Diltributor and All Comorions, 1971

(dollUr mounted In billions)

Merchant Wholesaler- An C
Dltributors

Pretax net Income* 4.5

corporate profite tax 2,2
(Percent of pretax net income) (50.)

Net income after tax 24
(Percent of pretax net Income) (46.5)

Dividends .
(Percent of net income after tM) (25.2)

Retained earnings 1.7
(Percent of not income after tax) (74.0)

capital recovery* allowances . ,9

Net cash flow 3.6
(Percent: Retained earnings (46.2)

Capital recovery allowances (53.0)

,Prouts after inventory valuaticn adjustment.

Source: U.S. Department of Commerce, Surey of Currewt Business.

Note: Percentages calculated from unfounded numbers.

603.09 0 - 16 * St

;orporstons
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Table 9

elected Business Doductions a Percent of Dusiness Receipts,
Merchant Wholesaler-Distributors end AU Corporations, 1970

Pleret -Of allns ReCOlnRA
r~due/on L,,,. Merchant Al..

-.Wgolear-DMstrlbutor ggrrjons

Compensalon of otfiers 1.3 2.0

Pension, profit-sharing, oc1
bonus, annuity plans 0,2 0.0

Other employee benefit plane 0.1 0.5

Other deductions* 10.$ IS.3

Includes administration, general, and selUng expenses, bonuses and
commissions, travel and entertainment expenses, salaries and wages not
reported as cost of sales, and miscellaneous Items.

Source: U.S. Treasury Osparment. Internal Revenue Service, Statistloss
of Income-pororated Rturns.

and profit sharing plans, other employee benefit plans, and so forth are

significantly, smaller fractions of business receipts than In the case of all cor-

porations. The explanation for their high rate of retained earnings is not to be

ibund in merchant wholesaler-dIstributors' use of business financial resources

to pay inordinately high sales or other compensation for stockholder-officers.

The explanation, Instead. Ue In the facts cited above---thoir Uimted access

to external sources of funds, the relatively small contribution of depreciation

allowances to their net cash flow, and the continuing financial pressures they

encounter in meeting the rising costs of their inventory and working capital

requirements.
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Of signal Importance in merchant wholesale distribution, as noted above,

IS the extent to which these businesses finance their customers' purchase

through the extension of open account credit. As Table 10 shows, the ratio

of accounts and notes receivable to sales is very close to 100 percent each year

from 1960 through 1970 (the latest year for which data are available). By far

the largest proportion of the total of the receivables are accounts receivable,

an which, of course, no Interest 15 earned. erchant whoiealer-distributors,

therefore, provide credit financing at sero interest expense to their customers,

for virtually the enutre amount of their annual sales

To be sure, merchant wholesaler-distributors are also the boneAciary

of open trade credit extended to them by their suppliers. Table 11 shows,

however, that merchant wholeealer-dilstributori incur a substantial net amount of

Implicit Interest costs, that is, the amount of the Interest income they forego by

extending open trade credit to their customers exceeds the amount of interest

expense they do not Incur on the open trade credit extended to them by their

suppliers. Moreover, merchant wholesaler-distrbutors make substantial

interest payments on the notes payable and other short-term loans they obtain

to help finance their working capital requirements

In periods of stable conditions in financial markets, with relatively low

interest rates, the net real costs incurred by merchant wholesaler-distributors

in financing their customers' purchases may be acoomodated as an expected and

customary ost of doing business. On the other hand when financial conditions

are highly unstable and subject to substantial inflationary pressures, as in
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Table 10

Trade Credit and Sales, Merchant Wholesaler-Distributor Corporations,
1960-1970

(dollar apowt. In millions)
Notes and Sales Ratio of

Year Accounta Receivable (Business 8 eonts) Receivables to Sales
1960 130,034 130,637 1.002

1961 139,308 130,5$8 1.0$9

1962 -

1963 149,266 14.810 1.024

1964 156,304 !57,538 .992

196S 175,623 171.414 1.025

1966 185,879 182,166 1.020

1967 179,179 182,687 .981

1968 211,305 204,042 1.036

1969 233,446 229,101 1.020

1970 239,944 234,885 1.022

./Annual volume of notes and accounts receivable, assuming accounts are out-
standing an average of 42.5 days.

Source: U.S. Treasury Department, Internal Revenue Service, StUtics of
lncome-Cor o income Tax Returns.



Table II

Net Interest Income Foregone and Interest Expense of
Merchant Wholesaler-Diszributor Corporatiom.

1960-1970
(dollar amounts in millions)

Interest Interest Mortgages Interest interest
Income Expense not Net and Notes Expense on Foregone

Foregone on Incurred on Interest PayaWe in Mortgages Pins Interest on
Accounts Accounts Accounts Income Less Tha and Notes Short-term

Year Receivabley Paabl P e Foregone One Year Pay&le Debt

1960 670 9,966 439 231 4,8S3 214 445

1961 593 10,510 387 206 5,144 18 395

1962 - - ----

1963 706 11,284 459 247 5.529 224 471

1964 910 12,298 61S 295 6.249 312 607

1965 983 14,W67 677 306 7.440 358 664

1966 1.259 15.422 897 362 8.325 485 847

1967 1.249 14,669 878 371 8.497 s 880

1968 1.643 17.158 1,146 497 10.167 679 1.176

1969 2,23S 19,733 1,620 615 11.815 970 1.585

1970 2.369 20.351 1,726 643 13,109 1.112 1.755

_/Computed using the average annual rate on short-term business loans from U.S. Department of
Commerce. Survey of Current Business.

Source: U. S. Treasury Department. Internal Revenue Service. Statistics Of Income-Corporation
Income Tax Returns.

ba'
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recent years, the Implicit net cots Incurred by merchant wholesaler-distributors

in extending so large a volume of non-interest bearing trade credit become a

matter of significant concern. In such circumstances, Interest rates, particularly

those on short-term obligations, tend to rise sharply. The foregone Interest revenue

on any given amount of accounts receivable, therefore, also escalates (as does

the Interest expense they do not Incur on their accounts payable). So, too, does

their actual Interest payments on the substantial amount of their short-term borrowing.

On balance, therefore, these companies face sharply rising net Interest costs on

(1) the excess of their accounts receivable over their accounts payable and (2)

their short-term borrowing.

In view of the fact that growth in their capital requirements, to a sub-

stanually greater extant than In corporations generally, takes the form of additions

to Inventories, accounts receivable, and other current assets, merchant wholesaler-

distributor corporations derive less financial assistance from tax provilsons affecting

fixed depreciable assets than do corporations in general. Given their substantial

dependence on retained earnings to finance their Increasing capital requirements,

merchant wholesaler-distributor corporations must look primarily to the growth of

pretax net Income as a percent of sales and to the Federal income tax bite out of that

net Income. Yet as Table 12 shows, merchant wholesaler-distributor-corporations

pretax net income has consistently been a smaller proportion of the sales dollar than

is the case for all corporations. Out of that smaller share, corporate Income taxes

have consistently taken a larger fraction than from all corporations. Thus, even

though merchant wholesaler-distributor corporatiOns' dividends are, as already
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Table 12

Pretax Net Income*. Income Taxes, Dividends, and Retained Earnings
Per Dollar of Sales, Merchant Wholesalor-Distributor and All Corporations,

1964-1973

(Cents per dollar of sles)

-Year Pretax Net Income Income Taxes Dividends Retained Earninas

Wholesale All Wholesale All wholesale All Wholesale All

1964 2.0 6.9 0.8 2.9 0.2 1.9 1.0 2.1

1965 2.0 7.2 0.9 3.0 0.3 1.9 0.8 2.4

1966 2.1 7.1 0.9 3.0 0.3 1.8 0.9 2.4

1967 2,0 6.5 0.9 2.7 0.3 1.0 0.9 2.0

1960 2.0 6.4 1.0 3.0 0.3 1.8 0.8 1.6

1969 1.9 5.4 1.0 2.7 0.2 1.7 0.7 1.0

1970 1.8 4.5 0.9 2.3 0.2 1.6 0.6 0.6

1971 1.7 4.8 0.9 2.3 0.2 1.S 0.6 1.0

1972 1.9 5.0 0.9 2,2 0.2 1.5 0.9 1.3

1973 1.8 4.8 0.9 2.3 0.2 1.4 0.7 1.2

*Pretax net incorre is corporate profits before tax after inventory valuation adjustment.

Source: U.S. Department of Commerce, Survey of Current Business.
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noted, a far smaller share of their after-tax Income, their retained earnings per

dollar of sales are substantially less than for all corporatons. Merchant whole-

saler-distrbutor corporations can hardly look to an increase In pretax net Income

per dollar of sales as a source of the additional saving they require. And, clearly,

there Is little opportunity for these companies to Increase their saving by reducing

their dividend pay-out rates. Inreaslng their financial capacity to meet their

expanding capital requirements, accordingly, will depend significantly on re-

ducing the Federal income tax.

Prgspectve Capital §hortfall

Over the 24-year period, 1947 to 1971, merchant wholgsaler-distributor

co'lporatlons' net Cash flow (Ie., retained earnings plus depreciation) has in-

creased on the average by 6.0 percent a year. The adequacy of continuing growth

in cash flow at this rate obviously depends on the rate of expansion of these cor-

porations' demands for capital. If cash flow growth lags behind the increase in

capital required by the Industry to keep pace with the business sector, either

merchant wholesaler-distrlbutors will have to rely Increasingly on borrowing to

finance their capital requirements or their growth In capacity will fall short of the

demands on it from the rest of business. Since these companies must rely primarily

on short-term borrowing and since the costs of such borrowing tend to rise faster

than the general level of prices in Inflationary periods, Increasing dependency on

borrowing to meet their capital requirements is particularly precarious and costly

to merchant wholesaler-distributors.

In either event, whether they turn more to borrowing or their capacity growth
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lags, the result would be a slower growth in productivity and eficiency for mer-

chant wholesler-distributors, hence rising unit costs of wholesale distribution

operations, to the detriment of the economy as a whole.

On the basis of the Increasing ratio of merchant wholssler-distrlbutors' grcd

business product to total butLress product, the industry's capital requirements are

uotimted to Increase at an average annual rate of 4.9 percent through 198S. Since

this estimate is measured lit constant dollars, It is highly conservative; it takes no

account of any possible --- Indeed, probable --- increase in the general level of

prices, hence of the Uklihood that inflation will increase capital requirements

more rapidly than over the past decade. If inflation is projected at even the

moderate rate of 3.0 percent a year (compared with the actual average annual

rate of S.8 percent from 1969 through 1974), the Industry's capital requirements

ar estimated to grow at a rate of 7.9 percent annually, substantially fater than

the projected grow0 in its internal funds. With a higher inflation rate, e.g.,

5.8 percent, the Industry's capital requirements are proJected to grow at an

annual rate of 10,? percent. The capital shortfall is, prospectively, even larger,

In the Ught of these projected capital requirements, the dependence of

merchant wholesler-distributors on retained net-profits, and the estimated in-

adequacy of the growth in retained earnings, It ti obvious that the Industry is

most unlikely to be able to meet its growing demands for capital unless Federal

income taxes are reduced.

Economic Effects of ncreasing the Suax Exmetion

The NAW respectfuly submits that the most efficient way to effect this
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reduction in the corporation Income tax Io by Increasing the surtax exemption.

Specify ally, RAW urges that the corporation surtax exemption be increased to

$100,000, on a permanent basis

At estimated 1975 levels of economic activity, this inorease in the surtax

exemption would result In en 'initial impact' revenue loes of about $2 billon. As

shown In Table 13, by far the largest proportion, almost 60 percent, of these tax

savings would be realised by corporations with net Incomes of $100,000 or less.

Moreover, the Increase in after-tax net earnings would be proportionately far

greater for small and medium suze companies than for very large corporations,

Table 13

rdstrlbuon of Tax Saving from Increasing Surtax Exemption
to $100,000, All Corporations, by Net Income Classes, 1975

Net Income Class Tax Saving
Amount Percent of Total

under $50,000 418,204 20.0
$50,000 under $100,000 796,283 38.0
$100,000 under $250,000 520,280 24.8
$250,000 under $1,000,000 267,636 12.8
$1,000,000 and over 93,717 4.S

as Table 14 shows, Since small end medium itse companies are generally more

dependent than large companies on retained earnings to finance their capital out-

lays, the indicated distributions of tax savings and of percent increases in after-

tax net income shows that the proposed Increase in the surtax exemption is par-

tcularly suitable to the needs of such companies.



1221

Table 14

Percent Increase In After-tax Not Income From
$100,000 surtax exemption, by Not Income Class", 1975

Net Income Class Percent Inoreases In
After-tax Not Income

under $S0,000 S.3
$50,000 under $100,000 27.0
$100,000 under $250,000 12.9
$250,000 under $1,000,000 4.4
$1,000,000 and over .2

The Olnital ImpactO revenue estimate, It must be emphasized, Is based

on the whoUy unreallstic assumption that there Is no change In the volume of

sononto activity resulting from the proposed Increase In the surtax exemption

and the consequent Increase in private saving and capital formation. Even on

very conservative assumptions about the responsiveness of the amount of pri-

vate saving to the reduction in its cost from InreasLng the surtax exemption,

however, substantial Increases In Jobs, wages and salaries, and other income

must be expected.

On the basis of the postwar relationships among Inoreases in the stock of

capital, full-time equivalent employment, total output, productivity, and real wage

rates In the business sector, It is estimated that the Increase In the surtax exemp-

tion to $100,000 would result in a 1.2 percent increase In full-time equivalent

Jobs in the business sector. At the present trend rate of Increase In business

sector employment, the increase In full time equivalent employment in 1977 would
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be about 720,000.

Associated with the Increase in Jobs and In capital, business sector gross

product would be $17.2 billion greater (in 1974 prices). Total employee com-

pensation in the business sector would also rise above the amount projected with-

out the surtax exemption Increase; ignoring Inflation, real wages and salaries

would be about $10 billion more. The resulting increase in Federal tax revenues

would more than offset the 'initial impact" revenue loss and generate a net revenue

gain of about $3 billion in 1977. 1/

One of the difcult facts of political Ue with which the Congress must

continuously deal is that any proposal to make private saving and capital for-

mation relatively less costly is characterized as a 'loophole', a "tax expenditure",

a tax 'break", for business or for upper bracket individuals.

It is, one must acknowledge, difficult to get past these pejoratives to the

analytical substance ot'what we may reasonably expect to result from such tax

revisions. But if we carefully examine the Government's national Income accounts,

we find that employee compensation represents a highly stable share of total na-

tional income over an extended period of years. A solid Inference to be drawn

from these data Is that for every additional dollar of capital the economy accumu-

lates, it gets about four additional dollars of wages and salaries.

However imbalanced a tax proposal may be made to seem In terms of who

The derivation of these estimates of the effects of increasing the surtax exemption
Is described In the attached appendix.
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gets the Ninitlal Impact" tax saving, It is essential to look beyond to the ultimate

effects on national Income and the labor share thereof. This perception, I believe,

affords a far more constructive way of examining tax proposals, In this context,

the proposal to Increase the surtax exemption to $100,000 warrants favorable con-

sideration as an effective means not only for dealing with the urgent capital demands

of U.S. business but for more rapidly advancing the productivity and compensation

of U.S. labor, as well.
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Proceures for EsimidF-th Economic Is e
eel r4msn toWM InM to 121

The enactment of an Increase In the corporation surtax exemption to

$100,000, proposed by the National Association of Wholesaler-DIstrIbutors,

would by the end of 1977 increase the business sector's GINP by more than $17

billion (measured In 1974 dollars), add about 720,000 new jobs, and generate

Increases In Federal tax revenues which would more than ofhet the "initial impact

revenue loss.

The quantitative analysis which produces these estimates begns with a

determination of the effect of the Increase In the surtax exemption on the cost of

capital. Cost of capital may be defined In alternative but equivalent ways. A

useful concept Is the requiredamount of the annual pretax cash flow on a given

amount of capital If the present value of the after-tax cash flow is to be equal to

the present value of the expenditures to acquire the capital. So defined, cost

of capital is sensitive to effective tax rates and to the discount rate used to con-

vert future receipts and expenditures to their present values. Effective tax rates

are determined by the statutory rates, allowable deductions (e.g., for deprecia-

tion), tax credits, and other provisions of the tax laws and regulations.

An Increase In the cost of capital results In a reduction In the optimum

stock of capital business will want to hold at any point In Us; a decrease in

the cost of capital will Increase the desired stock of business capital.

A change In the stock of capital relative to the amount of labor services
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changes the marginal productivity of labor. An Increase in the capital-labor

ratio raises labor's productivity; a decrease in this ratio reduces labor's

productivity, The amount of the change in labor's productivity and In total

output for a given change In the amount of capital depends on the technical

conditions of production, I.e., the production function.

To maximize its profits (or minimize its losses), a business will use that

amount of any production Input which just adds as much to its total revenues as

It adds to its total costs. Thus, if a change in the tax law reduces the cost of

capital, businesses will want to use more capital In combination with a given

amount of labor services. The Increase in the amount of capital businesses will

want to use will depend on the extent of the reduction In the cost per unit of capital,

the conditions of supply of capital and of labor services, the production function,

and the conditions of demand for output. With quantitative estimates of these con-

ditions, therefore, It is possible to estimate the increase in the net stock of capital,

in output, in the amount of employment, in labor's productivity, and in real wage

rates. On the basis of these estimates, it Is also possible to estimate the increase

in business GNP, total wages and salaries, and total returns to capital. Finally,

these last estimates permit calculation of the increase in total tax revenues.

Effect of Increase in Surta Exemption to $100,000 on Cost of Capital and
$tock of Capital

An increase in the corporation surtax exemption to $100,000, at estimated

1./
This is the outcome of the law of diminishing returns which holds that the

greater the amount of one production input used in combination with a given
amount of other inputs, the less is the addition to output of the marginal unit
of that input. By the same token, the greater is the addition to output of the
marginal unit of one of the other production inputs.
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1975 levels of economic activity, is equivalent to a 2 percentage point reduction

in the effective corporation income tax rate. In turn, this would decrease the

cost of capital, as defined above, by 1.2 percent. The change In the desired

stock of capital In response to this 1.2 percent decrease In Its cost depends on

the elasticity of demand for capital and the elasticity of supply of saving. On

the basis of an estimated production function for the business sector in the post-

war period, we estimate the elasticity of demand for capital as equal to -1.1/ This

means that the desired stock of capital would increase by 1.2 percent in response

to the 1.2 percent decrease In the cost of capital. Assuming the elasticity of the

supply of saving is quite large,l/ the net result is a percentage Increase in the

stock of capital closely approximating the percentage reduction in Its cost, I.e.,

a 1.2 percent Increase in the net stock of capital.

This increase In the net stock of capital will not be effected instantaneously.

For a substantial proportion of fixed capital, there is a significant lead time be-

tween the decision to Increase the stock of it and delivery and installation of the

facilities. A three-year transition period to the new desired stock of capital has

been assunied in this analysis.

Cf. Norman B. Ture, Tax Policy, Capital Formation, and Productivity, A
Study Prepared for the Committee on Taxation, National Association of Manufac-
turers, 1973, pp. 35 ff.

a,
Abstract analysis argues that the elasticity of private saving with respect to

its relative cost must be extremely high. Empirical analysis tends to confirm,
not to refute, this conclusion.
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Effect of IncreUe in 8tck of 2Ital on Vmglgvment and Wages and Salgaie

The increase in the net stock of capital, over and above the increase which

would otherwise have occurred, Increases the marginal productivity of labor. The

result will be a faster increase In real wage rates and/or in the total number of

Jobs than otherwise. In either event, the total amount of wages and salaries paid

in the business sector will increase by roughly the same proportion as the

Increase in capital, I.e., by about 1.2 percent, above the amounts otherwise

paid. With present and prospective unemployment conditions, a substantial

fraction of the increase in total employee compensation Is likely to reflect in-

creases in the number of jobs above the trend Increase in employment. By

the end of 1977, it is estimated that the trend level of employment in the busi-

ness sector would be 60.6 million full-time equivalent employees. The estima-

ted 1.2 percent increase in employment, thus, is about 720,000 more Jol8s in

that year, created by Increasing the surtax exemption.

Real wage rates, on these assumptions, wbuld increase at their trend rate

in 1975 through 1977. With the estimated increase in employment resulting from

the Increase in the surtax exemption, total business sector employee compensa-

tion is estimated to rise $9.7 billion (in 1974 dollars) above the level otherwise

attained in 1977.

Effect on Federal Tax Revenues

In constant 1974 dollars, the estimated Increase In employment and in

capital in the business sector resulting from the increase in thesurtax exemp-

tion would raise national Income originating in the business sector by about 1.2

62-309 0 - to - 34
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percent above the trend level in 1977. Assuring no changes in indirect business

tax rates or in capital recovery provisions, business sector GNP would Increase

above trend in the same proportion, or by about $17.2 billion (constant 1974

dollars) in 1977.

These increases in business sector output and income obviously increase

the Federal tax base and revenues as well. The Increase in Federal tax revenues

results from

o the increase in taxes --- at an estimated effective rate of 33 percent,

giving effect to the Increase in the surtax exemption--on the profits on the

additional 6pital;

o the increase in Individual income taxes and payroll taxes---at a

combined marginal rate of about 33 percent---on the additional wages and

salaries; and

o the increase In excise tax and other indirect business tax revenues,

roughly 1.9 percent of business GNP in recent years.

In all, these revenue sources would add more than $5 billion to Federal

tax revenues In 1977. Instead of the $2 billion "initial impact" revenue loss,

which unrealistically assumes no change in investment, employment, output,

and income in response to the increase in the surtax exemption to $100,000,

this tax change would generate a substantial Increase in Federal tax receipts.
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STATEMENT O WILLIAM 0. MoAMAXT, EXZCUTIE VIOE PRESI.
DENT OF TIE NATIONAL ASSOCIATION OF WHOLESALER.DIS.
TRIBUTORS, ACCOMPANIED BY DR. NORMAN B. TURE, CONSULT.
ING ECONOMIST

Mr. MCCAMANT. Thank you very much, Mr. Chairman. My name
is William MoCamant and I am executive vice president of the
National Association of Wholesaler-Distributors. I have with metoday out consulting economist, Dr. Norman Ture.

We are a federation of 95 national commodity-line associatonF
which, in turn, ore composed of *30,000 merchant wholesaler
distributors.

We are primarily concerned about problems of capital formation,
which is the worst problem and most urgent in out industry, and the
impact of tax policy on capital formation.

we are very grateful for the work that this committee did which
led to the Tax "Reduction Act of 1975 which temporarily increased
the corporate surtax exemption. We are here to recommend that it
be Increased permanently to $100,000.

Senator PAiKWOOD. Do you think it ought to be extended? I
notice in the testimony just prior to yours they were suggesting a
stepped increase on small business from 10 to 60 percent up to$590,000.

Mr. McCAMANr. Up to what? Oh, no, our recommendation is not
a step.

Senator PACKWOOD. Not a step?
Mr. MCCAMANT. Our recommendation is primarily to have it at

$100,000.
Senator NELSON. To whet figure?
Mr. MCCAMANT. To $100,000.
We have done what we feel is a very fine study, a very fine data base

prepared by Dr. Ture simply so that this committee and others in
the Congress will have a core of hard facts on which to base a decision.
- Wholesale distribution is primarily small business. I might say the

overage wholesale firm has 10 employees. I would also like to indicate
the type of role wholesalers play in the economy. We ate about the
only way a small manufacturer can go to market. We are alFo about
the only way a smaller businessman can purchase, whether he be a
contractor or a building contractor or whether he is a retailer or in
another type of business. The average wholesale firm distributes the
product of- 133 manufacturers and has approximately 533 business
customers. These small people are looking for the services of the whole-
saler distributor so we help a great deal toward competition in the
marketplace, which we feel is very important from an economic
standpoint as well as for extended credit and the usual things that are
typical of wholesalers and distributors.

With that as a preliminary statement, I would like to ask Dr. Ture
to detail the findings of his particular study which incorporates the
foundation for our recommendations.

Dr. TuRs. ThAk you. I am Norman B. Ture, and am president
of Normana B. Ture, Lo,

The National Association of Wholesaler-Distributors believes that
a large and varied list of tax revisions-is needed to adapt the Federal



1280
tax system to the economy's long-range requirements. Because of timeconstraints, we are limiting our comments on this occasion to a single
proposal to increase the corporate surtax exemption to $100,000. Theenactment of this proposal, we believe, by materially enhancing the
financial capacity of merchant .wholesaler-distributo and otherindependent, small. and medium-size businesses to acquire additional
capital resources, will by 1977 provide about 720,000 additional jobsin the private business sector. We estimate it will also increase real
wages by about $10 billion over the amount that would otherwise bereached In that year and it is measured in constant 1974 dollars. GNP
originating in the private sector would be more than $17 billion higher,
In constant dollars, than otherwise. The additional output, employ-
ment, and income would generate additional revenues at least equalto the "initial impact" revenue loss. And we believe the enactment
of this would actually increase Federal revenue by about $3 billion
net.

The most critical challenge facing the U.S. economy is to increase
substantially the share of GNP which is saved and invested. Attaininga higher rate of saving and capital formation will require reducing thebias in the existing tax system against private saving and investment
compared to consumption. Finding appropriate means for moderating
this antisaving tax bias is the most critical challenge facing the Con-
gress. It cannot be emphasized strongly enough that if appropriate
changes in the tax system are not made, hence, if the private saving
and investment rat4 is not materially increased, the principal cost will
be inadequate growth in jobs productivity, and real wage rates.There is an understandable inclination to think of increases in
capital formation solely in terms of fixed investment-plant, ma-
chinery, and equipment. To be sure capital in this form constitutes asubstantial part of the total stock o capital, and more rapid growth infixed capital is an integral part of the overall requirements for ac-celerating capital formation. Making permanent an increased invest-
ment tax credit and reducing the capital recovery periods for depreci-
able assets, therefore, are highly constructive tax revisions.

These are not, however, the only tax revisions which should beundertaken. Of equal urgency are more broadly applicable tax changes
to allow all business and individual taxpayers to increase their saving
in order to meet the highly diverse demands for capital throughout
the economy.

The prospective surge in the Nation's Capital requirements is not
confined to goods producing, energy, transportation, and utility
industries, about which we hear most. Expanding manufacturing
capacity and output necessarily requires increases in the capacity ofmerchant wholesaler-distributors to distribute these goods to users.
The capital requirements of merchant wholesaler-distributors, there-
fore, will expand at least as rapidly as those of the test of the business
sector. With their cash flow projected at average postwar year levels,merchant wholesalers and distributors will come up about 5 percentshort each year of their capital requirements. This shortfall will
significantly impair the efficiency and therefore i aise the costs of the
wholesale function of collecting and distributing the myriad variety
and huge number of manufactured products to the enormous number
of buyers of these products.
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For merchant wholesaler-distributors growth in capacity depends
far more on growth in working capital han on expansion of fixed
capital. These companies, preponderantly small- to medium-sized and
closely held, have extremey ited access to the capital markets for
equity financing of their expanding capital requirements. They must
depend very largely on short-term borowig and on internallyener-
ated funds, only a relatively small portion of Which can be provi ed by
depreciation allowances. prudent financing of their expanding capital
requirements makes them highly dependent on retained neot profits.

This dependency is reflected in the fact that for many years past,
merchant wholesaler-distributor corporations have retained and
invested in productive assets 80 percent of their after-tax profits, a
far higher ratio than that for all corporations taken together.

If merchant wholesaler-distributors are to be able to finance the
additional capital they will need to provide the wholesale distribution
services the economy will require, their internally: generated saving
will bave to increase at an accelerated rate. To meet this objective
with a minimum loss of initial impact Federal revenues, the corpora-
tion surtax exemption should be increased to $100,000 on a permanent
basis. At 1975 levels of economic activity, we estimate that this
surtax exemption increase would result in an "initial impact" revenue
loss of about $2 billion. By far the largest proportion of this, about 60
percent, of these tax savings would be reMized by corporations with
net incomes of $100,000 or less.

Senator NELSON. What was that again?
Dr. Tun.u. About 60 percent, sir. It must be emphasized that this

revenue estimate umealistically assumes no chan$e in the volume of
economic activity resulting from the tax reduction and consequent
increase in business saving and capital formation. Taking these
respjonses into account, a substantial net revenue gain would be
realzd.

The proposed increase in the surtax exemption would result in a
significant increase in employment. Based on historical relationships,
we estimate that the increase in business investment and output
resulting from the increase in the surtax exemption would increase
full-time equivalent employment by 720,000 and increase total real
wage and salaries by about $10 billion by 1977. Total business sector
output would be $17.2 billion greater than otherwise. And these are
all measured in constant 1974 dollars, Mr. Chairman. These increases
in output, employment and income would result in additional Federal
revenues more tan osettg the "initial impact" revenue loss; by
1977, a net revenue gain of $ billion would be realized.

Meeting the Nation's saving and capital requirements will require
a large number of tax revisions. We respectfully submit that increasing
the corporate surtax exemption to $100,000 on a permanent basis is
high on the list of tax changes appropriate to this end.

Wenator NELSON. Thank you. Do you have any questions?
Senator BENTSEN. I have no questions.
Senator PACKCWOOD. I have a question. Earlier this year Secretary

Simon testified and said one of the ways that Western Europe manages
to achieve such a large formation of capital, even though they have
a high per capita taxation, is they have shifted heavily to consumption
taxes.
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Dr. Tuin. I think that is a major contribution.
Senator PACKWOOD. And maybe also the value added tax--
Dr. TuRI. They also have a much more favorable capital consump-

tion allowance.
Senator .PACKWOOD. Would you recommend this country move

toward the value added tax?
Dr. TuRs. I think there is a great deal to be said for introducing

the value added tax as a-replacement for part or all of the presently
taxed business income.

Senator PACKwooD. Thank you.
Senator NELSON. Thank you very much, gentlemen. We appreciate

your taking the time to prepare this testimony and present it to our
two committees.

Our next witness is Mr. Murray Mendelsohn, member of the Inde-
pendent Stores Board, National Retail Merchants Association, Mr.
Mendelsohn, if you would identify for the record your associates?

STATEMENT OF MURRAY MENDELOEN, MERCHANT, AND MEM-
BER, INDEPENDENT STORES BOARD, NATIONAL RETAIL MER-
CHANTS ASSOCIATION, ACCOMPANIED BY VERRICK 0. FRENCH,
NRMA, VICE PRESIDENT FOR GOVERNMENTAL AFFAIRS; AND
MARTIN B. AIDUR, OF WEIL, GOTSHAL & MANAGES OP NEW YORK
CITY, AND COUNSEL TO THE NRMA

Mr. MzND.msopn. Thank you, Mr. Chairman.
Good morning. My name is Murray Mendelsohn, and I am president

of Mendelsohn's Luggage Shop, Inc. of Paramus, N.J. I appear before
you today however, not in my individual corporate capacity, but
rather on behalf of general merchandise retailing as spokesman for
the National Retail Merchant. Association ('"NRMA '). I am ac-
companied by Verrick 0. French, NRMA vice president for govern-
mental affairs, and Martin B. Amdur of Weil, Gotshal and Manges
of New York City, counsel to the NRVA.

The National Retail Merchants Association, a nonprofit corpora-
tion, represents approximately 30,000department, chain, and specialty
stores in the United States, many of which are operated by small
retailers. The aggregate annual sales volume of our members exceeds
$80 billion. I would just like to add that I represent all those. zeros
at the end.

The retailing industry is a labor intensive industry which is required
to employ its capital resources predominantly in payroll, inventory,
receivable's and other current working capital requirements. We
employ a large percentage of the Nation's labor force and operate on
a profit margin which is quite low in comparison to most other indus-
tries. Retailing also is very sensitive to changes in the economy, in
consumer buyng habits and in prices. This is due in large part to the
fact that retailing is highly competitive, with many apparently
dissimilar businesses operating in close prbximity.

Because many members of the NRMA, including myself, are small
retailers, the NRMA would like to present its views on small business
tax reform. Also, since no major small business tax reform legilation
has been enacted since 1958, it now is appropriate that attention be
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directed to the problems faced by small business, problems which
wete caused in part by the substantial inflation over the past decade.
Such inflation has resulted in one of the more immediate and direct
problems faced by every small business owner-limited availability of
capital for both the normal conduct of business and possible expansion.

As an aside I should like to begin by paraphrasing a famous saying:
"God must love the smail business owner because heo created so many
of them." It soeem that everyone else also loves the small business
owner, as I have yet to hear the first bad word about him or her.
Unfortunately, most of the time it ends right there. While everyone
claims to want to lend a helping hand;-actual assistance has been
relatively limited, present company excepted,

Time could be running out for many small businesses unless certainconcrete efforts are made. Tax legislation is an excellent place for
Congress to start I should like to idd that the tax savings suggested
later in my remarks, of course, will remain in and be reinvested by the
small business owner in the business. In these days when every stimulus
Is needed for our ecohlin*b-rcovery, it is the small business owner
who offers a significant source of potential for economic growth,
because he or she, almost by definition, reinvest in his or her business.
Furthermore, many of the innovations in our economy have been
started and advanced from very modest and humble beginnings.
There thus is tremendous growth potential in many small businesses-
If the are given the opportunity to nurture.

It s important to point out the large amounts of capital necessary
today to op n a small business, such as a small store like mine.

If I could just digress from the printed record? We just opened a
Aew store in a large regional shopping center last year. And while I
c side myself a mallbusineseman, and I am, the amount of money
that we had to raie to open this business was really quite considerable.
I feel it is the type that not ever small businessman would beinterested
in taking on as a risk. And I think this is one of the problems we face
In the continuation of small entrepreneurship. The minimum costs
required for our construction in our shopping center in New Jersey
was in the neighborhood of #25 to $30 a square foot.

We came in even higher than that because when you come in with
major department stores and specialty chains in a center such as ours,
you have to come in in a competitive manner. You cannot look any
worse than the other stores when you have an Abraham and Straus
at one end and a Sears at the other end. In this situation you are not
going to come in with a plain piperack store to display your merchan-
ise. So this requies a considerable investment. It is very difficult

for the average small businessman to accumulate the capital necessary
for this type of operation. He looks to his usual friends and relatives
and I guess they don't remain his friends vefy long. As far as relatives
are concerned, not too many of us have rich uncles. The banks of
course, are the primary source for this type of operation, but their
rates are extremely ]ig and discouraging to the small businessman.
We ourselves turned to the SBA. And contrary to the many horror
stories about the SBA, we were pleasantly surprised with the relative
ease.with which our loan was made.

We have had .a problem in the sense that we feel that the interest
rates that we pay oihj .SBA loan are far too high. We feel that with
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the Government guaranteeing 90 percent of this loan, there is no reasonthat we have to pay several percentage points above the prime rate.
The bank has very little exposure on loans of our type. We also feel
hat may of the requirements of the SBA as to collateral, mortg aiof everyt and so.on an.too.stringent. My hous mortga

100 percent to he BA. God forbid that something should happen
to our busmess. I will be out on the street. But, of course, I haveenough confidence in my own ability that I am filing to take that

S risk.
Now, to go back to the statement. Because we are dealing withsmall business it must be recognzed that any proposal to be meaning.

ful must not further complicate an already overly complex tax struc-ture. Complex and highly sophisticated legislation favoring small
business, while it might achieve abstract equity among small busi-nees., would not like accomplish the desired purpose because of thelimited resources avaable to most small businesses for tax planning
and tax return preparation.

The NRMA believes the following proposals represent appropriate
legislation to assist the small business owner, while at the same timeproviding simplicity in the tax structure that is of special significance
to him. We also feel they are quite modest as we realize the Govern-
ment is called upon from all sides to assist in many areas and we feel
that we want to be responsible in these proposals.

JWOR3DA89 OF CORPORATE OVATAX UUMTON

Although the coprorate surtax exemption was recently increased to$50,000 by the Tax Reduction Act of 1975, this increase was tem o-
rary; the exempton will revert to its former $25,000 level for taxaXyears ending after December 31, 1975. Accordingly, despite the sub.
stantial erosion of the dollar in the last quarter of a century, theexemption for taxable years endin after 1976 will be no greater thanthat available in 1950. The NRM-A believes it now is appropriate to
permanently increase the surtax exemption at least to $50,00.

senator PACKWOOD. I am curious about something you skipped over.
You say you reject as overly complex a "notch" corporate tax. I
don't see what Is complex about it.

Mr. M31DE6ORN. Well Senator, I think while It is not complex inthe overall view, I think the average small businessman is just not too
aware of many of the niceties of the law. I think that we basically
have to keep, it simple.

Senator PACKWOOD. But here isn't it relatively simple? If you arehaving a notch, you simply pay a certain pecenta based on what
-your profit is, so It is not different from the indi-dual notch. Thatwouldn't be beyond the ken of most small businessmen to figure out.

Mr. AMDUR. I think, Senator, the thing that has concerned anumber of the members of NRMA was the ability to realize that
suddenly by expanding the business you are shifting into a signifi-
cantly or potentially significantly higher tax bracket.

Senator PACKWOOD. So it would be an inducement to keep
businesses small or middle sized?

Mr. AMDUR. Well an inducement not to expand. That is what wewere sort of afraid of. It was the same problem that Congress faced
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the maximum tax on earned income; the fear that suddenly we are
going to have a small businessman being told by his accountant to
not expand too much because you are going to shift the tax bracket
significantly. That was the kind of fear we were afraid was going to
present potentially a problem. It Is not complex in the other senf e
but it was the fear of the possibility of gettg Into these kinds of
adverse planning possibilities and we thought this was questionable.
It certainly doesn't answer the question,

THE INCREASE IN FIRST YEAR DEPRECIATION ALLOWANCE

Mr. MENDELsouN. The current additional first-year depreciation
allowance contained in Section 179 of the Internal Revenue Code
was added in 1958 as part of the small business tax reform enacted
in that year. As noted in the legislative history of the Small Business
Tax Re vision Act of 1958, H.R. 8381, not only have small businesses
traditionally obtained funds for expansion and development through
the reinvestment of earnings, but also depreciation reserves tradi-
tionally have been a major source of internal financing by small
businesses.

The first-year writeoff was designed to make possible the use of
depreciation reserves for expansion, since normal depreciation reserves
were viewed only as enabling business to maintain its current position.
By limiting the cost of property to which a first-year writeoff can be
talen, thebenefits of Section 179 are concentrated largely in the area
of small business. I would like to add there is an extremely high
mortality rate in small businesses. We are of course, concerned with
the small retail area in the first 3 years anA with those stores that are
opening up in shopping centers, for many of these centers just do not
start to do business in a normal manner for 1, 2, or 3 years. Anything
that will assist the small businessman to get over the hump of the
startup years will be highly advantageous.

In the light of the growth of our economy and the continuing need
to incur sizable investments in equipment-which for the small
retailer means store fixtures that must be paid for by means of internal
financing--the NRMA believes It appropriate to Increase the per-
centage of the total cost of an asset which may be written off in the
year of acquisition and the dollar limit on the cost of property (with
respect to which the percentage writeoff can be taken) from the
current 20 percent of a $10,000 maximum cost to 100 percent of the
first $25,000 and 50 percent of the next $25,000.

Senator NESoN. $25 000?
Mr. MENDzLsoII. Yes sir, the first $25,000, Senator, and then

50 percent of the next $25,000.
These increases in the section 179 limitations will encourage small

business modernization and expansion. The changes do not require
complexor novel legislation and, thus, are consistent with the goal
of simplicity. Again, the Small businessman cannot stand still these
days ith the large competition he faces on all sides. He must make
at least periodic modernization improvements in his own business.
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PERMANENT ADDITIONAL SMALL BUSINESS INVESTMENT CREDIT

The Tax Reduction Act of 1975 changed the investment credit
rate from 7 percent to 10 percent. This change was designed to be a
temporary measure effective only through 1976. The NRMA ad-
vocates the permanent use of the investment credit mechanism as an
Incentive to small business investment. While a substantial across.
the-board increase in the investment credit rate would have a salutary
effect on business investment, the NRMA believes that such a
program could precipitate an unjustflably large decline in the Fed.
eral revenue. Accordingly to limit the. impact of the credit to the
small business area, the NRMA supports a permanent investment
credit having a rate of 15 percent for the fist $50,000 of qualified
investment and 10 percent thereafter.

DECREASE IN TRE FREQUENCY IN THE PAYMENT OF COLLECTED TAXES

The NRMA favors a limitation on the frequency with which small
business is required to remit withheld income and employment taxes.
Sp'ecflcally the NRMA believes that a small business whose ag-
gregate withheld income taxes employment taxes and manufacturers'
excise taxes do not exceed $I,000 in a calendar quarter should not berequired to deposit these taxes more than once each quarter. For
the small business whose tax collection obligation Is under the dollar
limitation suggested, current recordkeeping and reporting require.
ments necessitated by the more frequent depositing of taxes impose a
burden out of proportion to the revenue advantage and the business'
other recordkeeping requirements. In this area it would be of great
advantage to many small businessmen in the sense that where they
are now required to make these deposits on a monthly basis, and many
of them have an accountant come in to do so, if this could be done on a
quarterly basis, many of the stores could eliminate the accountant
coming in eight extra times a year. This would be a considerable
saving to the small businessman. I think that the amount of money
involved in the tax fund would not be that great.

We want to thank the committee for the opportunity to comment
on the small business tax reform legislation, which is of special signifi-
cance to many of our members. We would like to request that our
statement be included in the printed record of the committee's
hearings. Representatives of the National Retail Merchants As-sociation woud be more than happy to render assistance to the
committee and its consideration of these proposals.

[The prepared statement of Mr. Mendelsohn in full follows :]
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BEFORE TJ.Z
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ON

SMALL BUSINESS

September 25, 1975

Good morning. My name is Murray Mendelsohn, and

I am President of Mendelsohn's Luggage Shop, Inc. of Paramus,

New Jersey. I appear before you today, however, not in my

individual corporate capacity, but rather on behalf of

general merchandise retailing as spokesman for the National

Retail Merchants Association ("NRMA"). I am accompanied

by Verrick 0. French, NRMA Vice President for Governmental

Affairs, ard Martin B. Amdur, of Wail, Gotshal & Manges of

New York City, counsel to the NRMA.



1238

The National Retail Merchants Association (NRIHA"),

a non-profit corporation, represents approximately 30,000

department, chain and specialty stores in the United States,

S many of which are operated by small retailers. The aggregate

annual sales volume of our members exceeds $80 billion.

The retailing industry is a labor intensive industry

which is required to employ its capital resources predomin-

antly in payroll, inventory, receivables and other current

working capital requirements. We employ a large percentage

of the nation's labor force and operate on a profit margin

which is quite low in comparison to most other industries.

Retailing also is very sensitive to changes in the economy,

in consumer buying habits and in prices. This is due in

large part to the fact that retailing is highly competitive,

with many apparently dissimilar. businesses operating in prox-

imity.

Introduction

Because many members of the NRIA, including myself,

are small retailers, the NRHA would like to present its

views on small business tax reform. Also, since no major

small business tax reform legislation has been enacted since
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1958, it now is appropriate that attention be directed to

the problems faced by small-business, problems which were

caused in part by the substantial inflation over the past

decade. Such Inflation has resulted in one of the more im-

mediate and direct problems faced by every small business

owner--limited availability of capital for both the normal con-

duct of business and possible expansion.

As an aside I should like to begin by paraphrasing

a famous saying: "God must love the small business owner

because he created so many of them." It seems that every-

one else also loves the small business owner, as I have

yet to hoar the first- bad word about him or her. Unfortun-

ately, most of the time it ends right there. While everyone

claims to want to lend a helping hand, actual assistance

has been relatively limited.

Time could be running out for many small businesses

unless certain concrete efforts are made, Tax legislation

is an excellent place for Congress to start. I should like

to add that the tax savings suggested later in my remarks,

of course, will remain in and be re-invested by the small

business owner in the business. In these days when every

stimulus is neAded for our economic recovery, it is the

small businesab owner who offers a significant source of
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potential for economic growth, because he or she, almost

by definition, reinvest in his or her business. Further-

more, many of the innovations in our economy have been

started and advanced from very modest and humble beginnings.

There thus is tremendous growth potential in many small

businesses -. if they are given the opportunity to nurture.

It is Important to point out the large amounts of

capital necessary today to open a small business, such as

a small store like mine. In order to open a competitive

small retail store in the average lrge shopping center,

$50,000 typically is the minimum investment. Our problem is
raising the $50,000. We believe that our proposals represent

practical means by which the tax laws can enable the small

business owner to make that investment and to make our

economy grow and prosper.

Because we are dealing with small business, it

must be recognized that any proposal to be meaningful must not

further complicate an already overly complex tax structure.

Complex and highly sophisticated legislation favoring small

business, while it might achieve abstract equity among small

businesses, would not likely accomplish the desired purpose

because of tts limited resources available to most small
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businesses for tax planning and tax return preparation.

The N RA believes the following proposals repre-

sent appropriate legislation to assist the small business

owner, while at the same time providing simplicity in the tax

structure that is of special significance to him.

Small Business Tax form Proposals

1. Increase of Corporate Surtax Exemption

Although the corporate surtax exemption was recently

increased to $50,000 by the Tax Reduction Act of 1975, this

increase was temporary; the exemption will revert to its former

$25,000 level for taxable years ending after December 31,

1975. Accordingly, despite the substantial erosion of the

dollar in the last quarter of a century, the exemption for

taxable years ending after 1975 will be no greater than that

available in 1950. The NRHA believes it now is appropriate

to permanently increase the surtax exemption at least to

$50,000. As noted in the Legislative History of the Revenue

Act of 1964, H.R. 8363, it is important to provide a lower

rate of tax for small businesses because of the importance of

small enterprises in maintaining competitive pricing in nur

economy and the greater difficulty small businesses encounter
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in securing outside capital to finance day-to-day activity

and expansion.

Many other legislative proposals directed to fund&-

mentar small business tax relief have been introduced in

the recent past, particularly the concept of an initial

start-up exemption for new small businesses. After extensive

consideration, we have rejected such a concept partly be-

cause of its obvious and inherent complexity: When is a

small business enterprise "new"? Similarly, we have rejected

as overly complex such other concepts as a "notch" corporate

tax and an interest-free start-up tax deferral for new

businesses. Finally, while others have proposed larger

increases in the surtax exemption, in view of current federal

budgetary demands we are concerned that a surtax exemption

In excess of $50,000 may not be appropriate at the present

time.

2. Increase in First-Year Depreciation Allowance

The current additional first-year depreciation

allowance contained in Section 179 of the Internal Revenue

Code was added in 1958 as part of the small business tax

reform enacted in that year. As noted in the Legislative
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History of the Small Business Tax Revision Act of 1958, H.R.

8381, not only have small businesses traditionally obtained

funds for expansion and development through the reinvestment

of earnings but also depreciation reserves traditionally

have been a major source of internal financing by small

businesses. The first-year writeoff was designed to make

possible the use of depreciation reserves for expansion,

since normal depreciation reserves were viewed only as

enabling business to maintain its current position. By

limiting the cost of property to which a first-year writeoff

can be taken, the benefits of Section 179 are concentrated

largely in the area of small business.

In the light of the growth of our economy and the

continuing need to incur sizable investments in equipment--

which for the small retailer means store fixtures that must

be paid for by means of internal financing--the NRMA believes

iL appropriate to increase the percentage of the total st..-

ot an asset which may be written off in the year of acquisition

and the dollar limit on the cost of property (with respect

to which the percentage writeoff can be taken) from the current

20% of a $10,000 maximum cost to 100% of the first $25,000

and 507. of the next $25,000. These increases in the Section

*209 0 - t7 - 83
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179 limitations will encourage small business modernization

and expansion. The changes do not require complex or novel

legislation and, thus, are consistent with the goal of

simplicity.

3. Permanent Additional Small Business Investment Credit

The Tax Reduction Act of 1975 changed the investment

credit rate from 7% to 107.. This change was designed to be

a temporary measure effective only through 1976. The NRHA

advocates the permanent use of the investment credit

mechanism as an incentive to small business investment.

While a substantial across-the-board increase in the investment

credit rate would have a salutary effect on business investment,

the NRMA believes that such a program could precipitate an

unjustifiably large decline in the federal revenue. Accord-

ingly, to limit the impact of the credit to the small business

area, the NRMA supports a permanent investment credit having

a rate of 15 for the first $50,000 of qualified investment

and 107 thereafter.

4. Decrease in the Frequency in the Payment of Collected Taxes

The NRMA favors a limitation on the frequency with

which a-mall business is required to remit withheld income and

employment taxes. Specifically, the KRMA believes that a
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small business whose aggregate withheld income taxes, employ-

ment taxes and manufacturers' excise taxes do not exceed

$3,000 in a calendar quarter should not be required to

deposit these taxes more than once each quarter. For the

small business whose tax collection obligation is under the

dollar limitation suggested, current record-keeping and report-

ing requirements necessitated by the more frequent depositing

of taxes impose a burden out of proportion to the revenue

advantage and the business's other record-keeping requirements.

5. Other Comments

In recognition of the numerous other small business

tax reform proposals contained in the various bills introduced

in the past several Congressional sessions, the NRMA would

like to add a brief commentary. In general, we favor reason-

able increases in the dollar limitations contained in many of

the Code sections, assuming such changes are compatible with

revenue needs. The recent increase in the minimum accumulated

earnings credit, as part of the Tax Reduction Act of 1975, is

a provision on which future changes of this type could be

modelled, provided that the specific alterations do not add

to the level of complexity in the tax law. In this vein,

the NRMA believes it appropriate to strive toward a simpli-
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fication of the tax structure and reporting for small

business. We favor proposals to study the impact of the

Internal Revenue Code on small businesses, such as the

creation of an intra-governmental committee on tax simplifi-

cation for small businesses.

We appreciate this opportunity to comment on

small business tax reform legislation, which is of special

significance to many of our members, and request that our

statement be included in the printed record of the Committee

hearings. Representatives of the NRMA would be pleased to

render assistance to the Committee in its consideration of

these proposals.
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Senator NuxsON. Thank you very much, gentlemen. We appreciate
your very fine statement.

Our next witness will te a panel on estate and inheritance taxes
composed of Mr. Dean Treptow, president, Brown Deer Bank, and
chairman of the Legislativ C committee, Independent Business Associa-
tion of Wisconsin; iGerald Sherman, attorney and general counsel for
the Association for Advanced Life Underwriting; Donald R. Haldeman,
president of the Wisconsin State Farm Bureau John C. Davis, III,
president of Davis Brothers, Inc.. and a wholesaler from Denver,
Oolo.' Jared How publisher of the Free Press, Mankato Minn.;
and Wichard B. dovey, attorney, and special counsel to die Trus
Division of the American Bankers Association. Those of you who have
prepared texts, your statements will be printed In full in the record.
You may present theta, however you desire. Who is going to lead off?

PANEL DISCUSSION OF TIE PANEL ON ESTATE AND INHERITANCE
TAXES: DEAN A. TREPTOW, PRESIDENT, BROWN DEER DANK,
AND CHAIRMAN, LEGISLATIVE COMMITTEE, INDEPENDENT BUB!.
NESS ASSOCIATION OF WISCONSIN; GERALD SHERMAN, ATTOR-
NEY, SILVERSTEIN & MULLENS, AND GENERAL COUNSEL, ASSO-
CIATION FOR ADVANCED LIFE UNDERWRITING; DONALD R.
HALDEMAN, DAIRY FARMER, AND PRESIDENT, WISCONSIN
STATE FARM BUREAU; OHN 0. DAVIS III, PRESIDENT, DAVIS
BROS., INC., AND A WHOLESALER, DENVER, COLO.; JARED HOW,
PUBLISHER, THE FREE PRESS, MANKATO, MINN.; AND RICHARD
B. COVEY, ATTORNEY, CARTER, LEDYARD & MILBURN, AND SPE-
CIAL COUNSEL TO THE TRUST DIVISION OF THE AMERICAN
BAXERS ASSOCIATION

Mr. TR PTow. I was listed first so-I gess I-will go first. My name
is Dean Treptow and I am president of the Brown Deer Bfank of
Milwaukee, Wis., and chairman of the Legislative Committee for the
Independent Business Association of Wisconsin. It is in that capacity
that I am speaking here today representing our Wisconsin small
business group.

I appreciate the opportunity to testify before the committee on
behalf of our small business group. The subject matter, of course, is
Federal estate taxes. I think it is an interesting subject to discuss
at this time in view of the numerous proposals offered here today and
in prior testimony for tax reform. Estate taxes are probably one of the
oldest and most widely accepted forms of taxation in this country.
I suspect acceptance of this Form of taxation is based upon the fact
that the American society has long felt that they were perhaps opposed
to the accu.mulation of large wealth in relatively few hands,. We felt
we would like to bootstrap our own futures and be responsible for our
own economic development. It is the pioneering spirit so to speak.
Perhaps this has led to acceptance of estate taxes.

I think there are some unique problems, however, associated with
this that were not really intended by the writers of the estate tax
laws and the administrato s o' this tax over the years.
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Basically we have no quarrel with the concept of estate taxes. Asa matter of fact from a study I have done, it appears both estate and

taxes together aggregate only about 2 percent of the total Federalrevenues. The real problem in my opinion is that the presentdministrative structure of the estate taxes tehds to motivate a con.centration of small business into lare corporations or into oncen-trations of fewer numbers of business-firms,
Senator Nmzesox. What do you mean by "administrative

stuctur6?"
Mr. TRDYnrow. Well the actual tax structure. I will elaborate onhow this tends to happen in the course of my testimony.The underlying piolem or the source of this problem is liquidityof the assets that comprise an estate. And anestate can be comprised6( puythng from pure cash to actual currency to real estate or evenintagble values of aents royalties, and so forth. Of course there isagreatdifterencein the ability of an estate to a it. taxes, dependingupon what is liquidity ad a source of cash in t a estate. Here is wherewe get to the problem of the motivation for business concentrationor for small businesses to be sold to larger and larger firms.

Now to try to elain this I'm going to use an example. To makeit very simple I will choose my own situation. I don't want anyoneto think that I ampleadm or looking for tears for bankers. I am nottestifying on behalf of bankers in this case, but just ving you myown situati6n as an owner or a part owner of a bank. This night beviewed as a situation where an individual owns a small business,because in fact the Brown Deer Bank is a suburban bank in the northside of Milwaukee with $25 million in total assets at this time. Soin effect I am a small businessman because the Brown Deer Bankis a sinail business and we serve smail business people in the Milwaukee
community.

But my situation is this at this point from an estate standpoint. Iam 37 years old, married with four children. My financial assets arereally amounting to the retention of my earned income from prioryears. I have had no great inheritances to myself nor do I anticipatean, inheritances of consequence in the future. io my investment inths bank is what I retain from my own earnings in my lifetime.The majority of my assets are centered in my Cvestment in thisbank. It does not represent a control interest, but it does representa substantial stockownership in the bank. Now in planning my estateand. attempting to prepare for an -untimely early death,_ am reallyConcerned about the following problems. One, I do not have enough
cash in my estate and in my present financial situation to pay theprojected estate taxes on my estate. Second the valuation of mybank stock is highly questionable as to how ft might be valued. Asthe minority stockhol er, for example, it might be worth one value,but experience in the Milwaukee area indicates that a small bank,it controlling interest is represented in a sale, that the value can rangefrom 28 to 60 percent greater than if only a minority interest is being
sold.

Now as concerns the possibility of my death within the next severalyeats, I am prepared to make certain risk in regard to this liquidity.What I can do to prepare for this is I can buy all the insurance thatI can afford or quite franWlfy I could pray a lot and hope that an early
death doesn't come.
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But tty to project this present situation forward if you will 26
years from now. Now I have been successful in carrying out m plans
and ambitions for this bank, hopefully and I Probabiy w I still
remain a substantial minority stockholder of this bank. but if I am
typical of most human beings, my ambitions will probably be some-
what dulled and I will be more concerned about preserving for my
family and those Immediately within my concern about them, then
I wil[be In bulldh a future head of me. By that time I would be 62
years old. Now if present tax laws still prevail at that time, I really
have these alternatives:

1. I could seek out an ambitious young man who might want to
buy my bank stock and start where I started 25 years earlier and he
could try to build this stock and his ownership interest to a greater
value.

2. I could attempt to-and this is perhaps a better business decision-
I could attempt to gain control of my bank, *

3. And probably more likely, I could try to find other stockholders
who would join with me in agregating a controlling interest and then
I could attempt to sell that or a greater valuation.

Finally, I could simply retire and let my estate worry about the
profits of my assets in my Brown Deer Bank stock.

Now let's examine what might happen in each of these instances.
First of all if I were to sell a minority interest to this young man
who would like to take off from where r had 25 years earlier, it would
probably be for a cash sale. I would have a taxable incident at the
time I sold this stock. I will get to the comparisons of this impact
in a moment.

Second, I would be selling a minority interest and it would not be
worth as much as I could presume to set through majority control.

If I joined forces with other stockholders to try to get majority
control, I would immediately have an economic advantage because I
could probably get 25 to 50 percent more for my investment, And
good tax counse, CPA's and attorneys, they would recommend that
we sell this stock to a firm or a larger bank having a listed security to
exchange for equity because then would not incur a taxable incident
at that time. My estate would immediately benefit because it would
have liquidity. It might have a New York Stock Exchange listed
security as its assets rather than the closely held nonmarketable
stock of the Brown Deer Bank. I would gain 25 to 50 percent value
in my estate by getting control. I have then solved a tax problem to
some degree by eliminating the income tax incident in my lifetime
and I have gained liquidity in my estate, which is going to make my
administrators' and my wife's job a lot easier at the time of my death.

In the third instance, assuming that I decided to simply retain
stock and let my estate worry about the problems, first of all upon
my death the administrator of my estate would have to decide how
to value the stock. This is commonly done by having your attorneys
or CPAs prepare a case for valuation based upon experiences in
representative cases, and they would present that to the IRS. This
would be open to challenge. And in closely held bank stock, as in
any small corporate stock, there are probably 101 ways in which you
could establish valuation. It leads to an open-ended situation with a
lot of complexity. To provide the cash, ultimately they would have to
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find a sale for the stock. It would have to be done under duress
because obviously the estate would have to get liquidity and the
potential buyers of the stock would know that I-would be under some
pressure to sell. Therefore the price would be reduced.

Now section 303 redemption is frequently open to businesses and
my specific situation a section 803 redemption doesn't work because
a State-chartered bank cannot own its own stock, it cannot own
Treasury stock. That wipes out a section 303 redemption. For similar

. " types of business corporations it might be a viable entity, but at any
rate it seriously reduces working capital. And the testimony I know
you heard yesterday and in the June hearings already stresses the
shortage of working capital in small businesses, which 'bears directly
ohyour ability to exercise a section 303 redemption.

But let's asg actual values to this case, this situation. Let's use
some round numbers here. bet's assume that the original cost of my
bank stock was $100,000 and 25 years from now it would be worth
$200,000. So I had a gain in valuation of $100,000, which would be
an increase in my estate. If I were to sell the stock for cash and let's
say $200,0 and if I qualified for the alternative tax on capital
gaPns, I would Incur a $30,000 income tax bill at the time of sale. My
motivation again for selling would be to get liquidity into my estate.This would reduce the proceeds of my stock and the net value to my
estate to $170,000 from the $200,000 sale. And if I should die shortly
thereafter, my estate would have cash, but then it would pay estate
taxes. Now let's assume a marginal tax rate of about 40 percent on
my estate. That would amount to $68,000, and the net residual of
my estate with regard to my bank stock would now be redut-ed to
$102,000.

On the other hand, however let's assume I accepted the advice
of my tax counsel when they said: "Treptow, in anticipation of your
death; and you are 62 years old now, why don't you find-some.ody
to join with you to represent control and then sell this out to a larg
bank that is represented on the New York Stock ftichapge. Ex-
change equity on it." So let's assume I do that. I would ificur no
income tax during my lifetime.

At the time of my death, I would pay the estate tax. Prior to that
I would still be $30,000 ahead because I hadn't paid the income
tax. Again, assuming the 40 percent marginal estate tax rate the
estate taxes would amount to $80,000 and my net estate would be
educed to $120,000 after payN taxes, thus realizing a benefit of

$18,000 for having sold out to thelarge corporation or for an exchange
of stock.

So I think we can draw two conclusions, First, an almost 20 percent
differential in my net estate after payment of estate taxes, that
wouldn't really lie a substantial motivation to cause me to sell out
for the listed security. Certainly, I think any prudent man who has
My regard for his family really would not consider leaving the stock
in his estate and let them worry about valuation, sale, and all the
long-term intaglements that. could result if he could benefit to the
tune of $18,000 by t the alternative structure. I think this is
the incentive that exists in all small business today. Viable and
growing small businesses sell out and force the concentration into
largerr hands.
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Now the situation I described refers, as I mentioned, to my own
situation. We think these principles are identical for most rapidly
g owing small business enterprises, however.

This tendency to concentration is significant and it is widespread.
We attempted to research business acquisitions here to date in the
State of Wisconsin. Now I am sure we didn't get all of the small firms
throughout the State that were sold to other enterpres without
public knowledge, but by searching the public records, we, became
aware of some 1 business acquisitions within Wisconsin so far this
year.

Senator NzULoN. How many?
Mt. Tan iow. Eleven of a size that reached public records.
Senator NmsoN. Business acquisitions by other corporations?
Mt. Taxprow. By other corporations. Now 6 of these 11 firms were

sold to larger corporations. The principals of these firms or officers
of the fitms that we interviewed stated specifically that 5 of these 11
firms were sold for estate tax liquidity for the prior stockholders. Now
three out of the five, that were sold for estate tax liquidity, were sold
to the New York Stock Exchange listed firms. Four of these five firms
were sold to an over-the-counter company and the fifth was sold to
an international conglomerate. I think this supports the rationale
I have been talking about this morning. Now accounts for 6 of the 11.
Seven of these fifa were sold to the New York Stock Exchange
listed firms, but not for estate tax p ses, but for shortages of
working capital. They had grown so rapidly they could not get the
necessary equity capital ororrow funds to support this growth. I
think this bears out the testimony given yesterday by my associate,
Mr. Mauer, from the Independent Business Association of Wisconsin.
In his testimony on surtax exemptions and accelerated depreciation.

Now the remaining 4 firms out of the 11 were sold for reasons that
cannot really be related to taxation as. far as we can determine.
But here is out of the 11 firms that were sold presumably for tax
purposes in accordance with our conversations with the principal
stoccholder and officers of these companies

Now in my prepared testimony I Wave documented the situations
in each of these 11 firms and what the type of industry circumstances
wer surrounding that. I won't go into that in detail today.

But our recommendations are these: First, we don't have a panacea
to suggest to you today to solve this rather complex problem. I don't
clalWto have all of the answers. We have done as much research to
date "as we can do and we will continue to dig into this matter further
and hopefully have the opportunity to make specific recommendations.
We thfik this problem is sinificant enough that our first recommenda-
tion is we would like both the administration and Congress to join
with us, as is this committee joining with us today by hearing our
arguments, and ask them both to try to find means to solve what we
think is a very real problem. Let's apply our creative energies to this
problem to avoid concentration of business due to estate taxes.

Second, we recommend that the exemption for estate tax purposes
be incn ed from the present $60,000 to $200,000. A reason for
stating this is this. First of all, it would eliminate a lot of small re-
tailers, wholesalers, and probably the vast majority of American
family-owned farms from falling iito this problem I have been talking
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About. I think certainly estates under $200,000 who really represent
businesses that are small and the farmers and the like I thFnk the
law really was never intended to catch them-I mean the estate tax
laws were never really intended to catch these anyway. We aren't
talking about accumulations of huge wealth Into bij family fortunes
when we are talking about estates of this size. Also, and r have not
been able to document this, but I think we would all have to agree
there would certainly be a reduction to some degree in Government
expense in administering and reviewing valuations of these kinds of
estates. I think a value could be put on this In conjunction with the
Internal Revenue Service.

Next, we would like Congress also to consider further modification
of the recently passed Pension Reform Act. Some testimony has been
given this morning already on this. I would like to relate our recoin-
mendations specifically to employee stock ownership trusts. This Is a
relatively new Item as far as public attention today, although the
concpt lis been available for a number of years. It is a technique
that Iam h oping to use within our bank to support our capital needs,
which are sig fcant. 1 project them to be $1 million within the next
5 years of capital 1 am going to have to raise. Now we are going to
raise a signicant part of this through employee stock ownership
trusts, hopefully if We can accotaplish it. What this does is place a
significant part of the ownership of our bank in the hands of the
emp oyees. I think in our situation this is good. I think it is good
motivation. My employees are almost unaniniously enthusiastic about
this concept. It supports the growth that we need in our bank and
solves a lot of problems in a relatively easy fashion for a closely heldarm.

There is only one big barrier at this point and that is this old valua.
tion problem again. We would have to employ a nationally reputed
valuation firm whms# validity could always be challenged by someone;
it could be challenged by a stockholder, an employee, the IRS, or
whatever. This valuation would have to be made every time the trust
acquired stock in the bank and every time a disbursil was made on
this stock upon retirement or severance from the bank. This is a very
knotty problem. I think that with good tax counsel and the help of
otkae of our CPA irms that we could'come up with valuation formulas

for smaller companies that are not publicly listed. You don't have a
market that establishes their value. I'm talking about coming up with
'some standards for valuation that could really ease the implementation
of ah employee stock ownership trust, which is a concept that I think
has long-ru benefit to small business..r referred to section 308 redemptions in my comments today as being
a difficult opportunity for most small businesses to exercise. I would
like to.mike two suggestions in regard to 308 redemptions, however.
lIt current -law aft estate may qualify for a 308 redemption if the
company capital represents 38 percent of the gtoss estate, or 50 percent
of the taxable estate. We would like to recommend a reduction of
20 and 40 percent, respectively, for this. Where the 303 redem -
tions cotild possibly be consummated by small business, we think thisIi hnpottant, in my testimony, the l largest firm that we analysed that
was acquired by an international conglomerate was acquired because of
five stokhlders, none of whom had control singly, but had aggregate
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control togther for the sale, and they did this because they couldn't
sell the stock Individually and they tried for over 2 years to find buyers
for their estate liquiditypurposes and could not fln(I a buyer that would
accept less than control .6 think by reducing this percentage you
might tend to solve this problem. The corporation In this case would
have been interested in taking the 303 redemption, but it couldn't
because the stock In the company didn't qualify under the 35 percent
of gross estate or 50 percent of the taxable estate. I think those reduc-
tions could ease the problem.

The other area of 808 redemption we would like to make a recom.
mendation on presently under a hardship case the company can
redeem the stock in Its company up to the amount of estate taxes due
on a 10-year installment plan, but the interest rate recently has gone
from 4 to 9 percent.

As a banker, personally I'm in no position to uarrel with the
Government wanting to get a higher interest rate. [ think you have
to get a value there. I'm willing to concede this as an independent
businessman as is our independent business association. But I think
we need to ease the qualifications for the 10-year installation plan.
We would like to see some tax benefit given on the dividends on the
corporate stock that is owned by the estate. We would like to see
Just a small modification like allowing the corporation to treat these
dividends as a tax deductible expense and that would ease the cash
flow in that estate and I think would ease the whole problem of
administration under 303 redemption.

This concludes my formal testimony and I thank you gentlemen
for your attention.

[The prepared statement of Mr. Treptow in full follows:)
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Messrs. Chairmen and Members of the Committees

I appreciate the opportunity to testify before

this Committee on behalf of the Independent Business

Association of Wisconsin. The subject on which I have

been asked to testify is Federal Estate Taxes. Death

taxes are mong the oldest and most accepted forms of taxa-

tion in our country. I think this has been particularly

true in our American society, as we have always had a

great deal of respect for individuals to pull themselves

up by their own bootstraps. $state Taxes are levying

revenue for the Federal Government at a time when the creator

of the wealth has deceased and the only real cost is to the

heirs who probably did not contribute to the development

of the wealth. I think this is consistent with the American

philosophy that has prevailed for most of our history. We

generally oppose the amassing of huge wealth in the hands

of relatively few people# particularly where the inheritors

of this wealth have not themselves contributed to its

creation.

We have no quarrel with this concept. Relative

to the total Federal tax structures estate taxes do not

represent a major source of revenue to the Federal government.

In fact, in recent years the total of both estate taxes and

gift taxes have stabilized at about 2% of total Federal



1266

revenues. Why then should we be concerned enough about

this relatively small source of revenue to the point of

testifying before this Committee.

N h i 1 a this tax does represent a relatively minor
it

source of revenue to the government,/does have a signifi-

cant affect in producing a tendency toward

realignment of business ownership. This effect r am al-

most certain was never intended by those drafting our tax

laws. I would like to describe for you what r believe is

the reason behind this undesirable affect, and then attempt

to quantify the impact and offer some suggestions for im-

provement in the estate tax structure.

The source of the problem lies in the liquidity of

the assets that comprise an estate. Stated another way,

the vastness of wealth that comprises an estate has absolutely

no bearing on the estate's ability to pay taxes when levied.

The type of assets represented in an estate of any given

size can range from cash, or U. S. Government securities, to

real estate, corporate stock or intangible assets such as

patents or franchises. Obviously the ability for an estate

to write a check for the estate taxes due will vary greatly

in proportion to the type of assets that are held. The un-

desireable effect of the lack of liquidity in an estate

is the built in motivation for business concen-

tration, i.e. for small businesses to be sold to larger
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corporations, particularly those with listed securities. I

can describe a case situation that -1 think will illustrate

the nature of the problem and the likely consequence. My

personal situation, X believe, will serve our illustration

well.

I grew up oq a small dairy farm in Wisconsin and

after graduating from college, I worked for two major corpora-

tions, prior to buying an interest in a suburban bank in the

Milwaukee area, which X now manage as president. I am 37

years old, with a wife and four children. My financial assets

are totally the result of retention of earned income. I have

had no inheritances nor do I anticipate any inheritances of

consequence in the future. By far the majority of my assets

are represented by the stock I own in The Brown Deer Bank, a

$25,000,000 bank, the stock of which is not publicly traded.

My ownership interest in the bank is a substantial percentage

of the total shares outstanding, but it does not represent

control. In planning my estate and attempting to prepare for

an untimely early death, I am concerned about the following prob

lems. 1) 1 do not have sufficient cash assets to pay the

projected estate taxes on my estate. After savings are ex-

hausted, the administrator of my estate would probably be

faced with having to sell my Brown Deer Bank stock or selling

our personal residence to liquidate the equity that we 
have

in that real estate. 2) Valuation of my bank stock is
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difficult. Further, in our region the sale of a controlling

interest in a small bank can make a difference of 25 to 50%

of the per share value, as compared to a minority interest.

As concerns the possibility of my death within the

next several years, I have decided to accept certain risks

in estate liquidity. Our bank is growing rapidly and I have

every reason to believe that it will be profitable in the

years ahead and my investment should be a good one, for my

family and ultimately for my estate. I can offset the risk

by buying as much life insurance as possible and praying a

lot.

Try to project with me, if you will# what my situation

might be like 25 years from now. If I have been successful

in carrying out my plans and ambitions# the value of my

estate will have appreciated substantially due to the increased

value of my bank stock. If I am typical of most human beings

at that time, my ambitions may be somewhat dulled and I will

probably be more concerned about preserving what I have built

than in taking risks and building a life ahead of me. Any

wealth that I may have created will be largely through my

own doing and I would certainly prefer being able to pass

on as much of my estate as possible to members of my own
If

family. /present tax laws still prevailed at that time, I

would have these alternatives.
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1) I could seek an ambitious young man who might

want to buy my bank stock and start where I had 25 years

earlier.

2) I could attempt to increase my percentage owner-

ship and obtain control of the bank or probably more likely,

seek to find several other existing stockholders in the bank

to join with me in aggregating control percentages and seek

to sell out a controlling interest which can be presumed to

be of far greater value than my individual minority interest.

3) I can simply retire, continue to own my Brown

Deer Bank stock and permit the stock to become part of my

estate.

Now lets examine what might happen-in each of these

instances. As regards finding someone who might want to buy

my interest and follow the same path that I had pursued, I

would probably not place a high priority on this possibility.

First I would be selling a minority interest which would not

have the value thtthe sale of control would represent.

Further, such a buyer would probably pay me with cash, or

a cash equivalent and I would have to pay income taxes as

a result of this sale which would reduce the value of my

estate.

If I were able to join forces with other stock

holders, an aggregated group that would represent controlling

62o209 0 e 16 -b 36
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interest in the bank, we could probably sell our respective

interests for a much higher value than we could individually.

If we sold to other individual investors for cash, we would

incur the same income tax described in the first situation.

A far more likely alternative would be for us to seek out

a larger bank with securities listed on the New York Stock

Exchange and accomplish a tax free exchange of common stock

at which time we would have been able to obtain the higher

value for our stock, supported by the controlling interest,

Wb would not have incurred an income tax at the time of sale,

but yet our estates would have had a marketable security as

an asset as opposed to the stock of a closely held corporation.

In the third instance, assuming hat I decided to

simply retain stock and let my estate worry about the problems

of liquidity, I would probably create a very complex situation

for the administrators of my estate. First they would be

faced with the problem of how to properly evaluate the stock.

They would have a minority interest and would not be able

to achieve maximum value. They would have to be prepared to

come up with a logical evaluation and defend this to the

Internal Revenue Service. Secondly they would have to seek

the market for the stock and would probably suffer a real

discount in value because the sale would be under some durress

and the potential buyers would have a preferential position

in negotiation. A Section 303 redemption would be out of

the question in my situation as banking statutes, for all

practical purposes, preclude a Section 303 redemption that
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would otherwise be available to other corporations.

Assuming that a Section 303 redemption were possible, however

it would probably place the corporation in a very. difficult

position. If I had been successful in meeting my objectives

as manager of the bank, we would have had a growth oriented

bank that for all of the 25 year history of my management

would have been fighting a capital adequacy problem. Re-

demption of stock by a growth oriented corporation of any

type, bank or non-bank, is a difficult proposition. The

Section 303 redemption diverts funds for estate tax purposes

that are almost always desperately needed to support the

on-going operations of the corporate business.

Lets assign some actual values to this case situation,

and look at what the actual tax impact would be. For the

purpose of simplicity I will use round numbers. Let us say

that the original cost on my bank stock was $100,000 and

25 years from now it would be worth $200,000. This represents

a gain in valuation of $100,000. If I were to sell the stock

for cash, for $200,000 and if I qualified for the alternative

tax on capital gains, I would incur a $30,000 income tax bill

at the time of sale. This would reduce the proceeds of my

stock to $170,000. I would at that time, have cash, or

cash equilavent which would provide me with a potentially

liquid estate. If I were to die shortly after this sale for

cash, the estate taxes on $170,000 might be assumed to have

a marginal rate of 40% or $68,000 and the net residual of
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my estate with regard to my bank stock would now be reduced

to $102,000.

On the other hand, if at age 62 2 were to sell this

stock by exchanging it for the securities of a large bank

S that was listed on the New York Stock Exchange, and realized

$200,000 in value on the listed security, I would incur no

income tax and I would still have a liquid asset to forward

to my estate but I would be $30,000 further ahead. Assuming

again that I died shortly after this transaction, and assuming

a 40% marginal estate tax rate, the estate taxes would amount

to $80,000 and my net estate would be reduced to $120,000,

thus realizing a benefit of $10,000 for having exchanged my

stock for the listed security as opposed to selling for cash.

I think we can draw two conclusions from this comparison.

First, an almost 20% differential in my net estate after

a payment of state taxes, is a substantial motivation to

cause me to sell out for the listed security as opposed to

cash. Certainly I think any prudent man who has any regard

for his family would not consider holding the closely held

bank stock up to the point of his death, in subjecting his

estate to the complexities described above, if he had the

alternative to exchange his stock for a listed security as

described. The situation I have described refers to

my own situation in a bank, the principals involved however

are identical to any small business man in any type of busi-

ness venture. I am sure you will agree that the present tax
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structure does build in a strong incentive for the business

man to seek out a publicly traded corporation and exchange

his company stock for a listed security, Thus the tax

structure tends to shift business owrtrship from a wide number

Sof independent owners into fewer and fewer larger entities.

This tendency to concentration# we are convinced, is

a significant and wide-spread problem. We have attempted to

research the business acquisitions of Wisconsin corporations

that have occurred thus far in 1975, To the best of our

knowledge, 11 business acquisitions have taken place in Wis-

consin to date this year. Interviews with the officers or

former stockholders of the corporations that were sold,

revealed the following information

Five of the 11 were sold to the larger corporations

specifically for an estate liquidity of the prior stockholders.

Three of these firms were sold to New York Stock Exchange

listed firms, one was sold to an over the counter company

and the fifth was sold to an international conglomerate.

Two of the 11 firms sold were sold to New York Stock Exchange

listed firms of national reputation because they had grown

so rapidly that they could no longer obtain the working

capital to support their growth. This is no direct bearing

on estate tax problems, but it certainly lends support to

the testimony given by my associate Mr. Bruno Maurer on the

importance of the surtax exemption and accelerated deprecia-
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tion. The remaining four firms were sold for reasons that

cannot really be related to taxation. The important point

is that seven out of the 11 firms sold were stated to have

been sold specifically for reasons of tax impact five out

, of the 11 specifically for estate liquidity. A brief

synopsis of the firms sold for estate liquidity is as follows:

1) A large financial institutionwhich had several

large private stockholders who felt that they were looked

in. Their stock ownership ranged from 2t to 11I each of the

total stock outstanding, despite the fact that the stock of

this corporation was traded over the counter there was no

market from individuals who wanted to acquire blocks unless

they were gaining control. It was five stockholders who

were concerned with their liquidity problem and they were

all over 6S. In order to find a market for their stock at

an acceptable price, they worked to aggregate a number of

stockholders that could represent a controlling interest and

the sab was consummated. In the opinion of management of

the corporation concerned, this sale would not have taken

place if these five large stockholders had not been seriously

concerned with the liquidity of their estate.

2) A packaging container company was sold to an

over the counter traded corporation of a larger size as the

company was closely held and family owned. Members of the

family were seriously concerned with how to meet the taxes

upon their death and none of the individuals involved, nor

the corporation, had sufficient cash assets to most the
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estate tax obligations.

3) A technically oriented metal working company

was sold to a New York Stock Exohange listed firm. A

majority owner of the firm who had recently retired as

Executive Officer had built the firm to a net worth of

close to $2,000,000. His interest in this non-public

company, represented most of his net worth, and his estate

taxes would have been in a magnitude where the company

could not possibly have afforded a Section 303 redemption.

As a result, he sold his company.

4) An engineering firm which was a manufacturer

in the metal workings trade was sold to a New York Stock

Exchange listed firm. The company had been founded 49

years ago and was totally owned up to the date of sale

by a husband and wife who had founded the firm and they

had determined, in their opinion, that the sale to a

New York Stock Exchange listed company was the most prudent

action that they could take.

5) A substantial printing company was sold to

a New York Stock Exchange listed firm. One individual who

managed the company for much of its history was now over

75 and owned over 50% of thecorporation. It was reported

to us that this individual's interest in selling to a larger

corporation was almost totally motivated by estate liquidity

prior to death.
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We are aware of no panacea for this complex problem

created by estate taxes* We do feet however, the problem

is significant not only to small business mn but the type

of business structure and economy that the majority of

Americans seeo to desire. Accordingly we would like Congress

to consider the followings

1) We would like both the administration and

Congress to join with us seeking out the most effective means

by which we could solve the problems described without signi-

ficant impact on flow of revenues to government. we have some

suggestions which we will outline here, but we really think

the whole area needs some extensive research, which is a very

worthwhile undertaking for government as well as our small

business sector.

2) We recommend that the exemption for estate tax

purposes be Increased from the present $60,000 to $200,000.

We believe that this is important because it would remove

hundreds of small firms from the estate tax planning problem

entirely. We would be interested in receiving a revenue

impact study from the Treasury Department on this proposal.

If the revenue impact could be justified it would largely

solve the estate liquidity problem for all of the smallest

firms that are least capable of retaining the professional

counsel that is necessary for adequate tax planning. This

would include small retailers, wholesalers and probably a

vast portion of America's owner-operated farms.
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3) We would like Congress to consider modification

of the recently passed Pension Reform Act to simplify the

establishment of Employee Stock Ownership Trusts This special

form of a qualified profit sharing plan has recently received

a lot of attention. It has many virtues such as spreading

ownership of a corporation among numerous employees providing

a vehicle by which existing stockholders ownership can be

acquired and redistributed with the people who have a vested

interest in the success and perpetuation of the corporation-

the employees themselves. Valuation requirements for acquisi-

tion of the company stock by an Employee Stock Ownership Trust

and valuation for purposes of distribution to employees upon

termination of employment and/or retirement is very complex.

Revision of existing statutes to ease the implementation and

operation of the E.S.O.T. would be a very significant step

toward solving the problems that I have discussed today.
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4) Section 303 redemptions reflected an effort

by the writers of the tax codes to give 0 partial solution

to the problem we have described here, It has given some

relief. We do believe, however, that Section 303 can be

amended so as to make it a viable alternative to far more

companies. Two suggestions would be (a) in current law an

estate may qualify for a Section 303 redemption if the company

capital represents 35% of the gross estate, or 500 of the

taxable estate. We would like to rmommend a reduction of

201 and 40% respectively. We believe that there is a great

incidence of minority stockholders who can have great impact

on the sale of a controlling interest in a company, when they

themselves do not presently qualify for a Section 303,

liberalizing the qualifications would be beneficial. Present-

ly under a Section 303 redemption, the estate tax obligation

may be paid off on a ten year instalment payment program.

The interest rate on these instalment payments have recently

increased from 4 to 9%. This has made the redemption more

costly. We can justify the increase in the interest cost

as something that is properly due the government for waiting

for its tax payment. A very significant improvement of Section

303 redemptions could be made if the dividends on the corporate

stock paid to the estate were to be made tax deductible to the

corporation as an expense. This would significantly reduce the

after tax cash flow required to pay the estate tax levy.
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Thank you for this opportunity to testify before

your Committee today. We welcome this opportunity to communi-

cate directly with our Legislative leaders and certainly

desire to maintain this communication in the future.
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Senator NUamOx. On the same isue you addressed yourself to
respecting the sale of stock to another conglomerate corporation,
one of the witnesses was arguing for the following proportion for
the small businessman with a family business, who had to sell for
cash and had to pay a capital gains tax. He argued'for the propose.
tion that he ought to be able to sell it for cash to an independent
buyer who wanted to maintain the business; and that if he reinvested
that money with x priod of time, that that would postpone the
incidence of the capital gains tax until he either dies or sold the stock
in which he invested, arguing that there would be no loss to the
Treasury in the long pull.

Mr. TRUm'ow. Right, I understand.
Senator Nxrsor;. And that would be true whether he exchanged

stock with a corporation or not?
Mr. Tazpvow. Yes.
Senator NLsoN. That was the first time in our hearings, as far

as I can recall, that that particular proposal was made. It sounds
like an interesting concept. What do you think of it?

Mr. TREPTOW. I personally subscribe to that theory for the small
businesses that I have had experience with because it really relates
to the problem of who Is going to be the most productive user or
administrator of that capital; either the business where it is employed
or funneling it back into the economy. I like the concept of leaving
that capita[ untaxed, maybe declared perhaps, but unpaid as long as
it is employed in the small business. Perhaps you could tax it only when
the owner of that capital or that estate achieves liquidity by sale
for cash or marketable securities at a later date. I don't know what
the impact of that would be or if we could properly restrict that and
assign t to just thos situations. But I certainly endorse the concept
of leaving the capital untaxed as long as it is productively employed
to support sales, employment, and support manufactured goods in
the economy.

Senator NiLsON. It would not only leave the money in the market-
place in one way or the other working, but it also might help avoid
the problem of the absorption of independent businesses by con-
glomerate corporations.

Mr. TRYpTow. It would directly and favorably affect that situa-
tion no doubt. I think it is an excellent concept.

Senator NatsoN. Thank you very much for your very thoughtful
contributions to the hearing.

I will call next on Mr. How, publisher of the Free Press, Mankato,
Minn.

Mr. How. My testimony is going to be repetitious of the testimony
immediately given before in many instances, but perhaps will serve
to emphasize the points that have been made.

I am Jared How, principal owner of the Free Press Co. which pub-
lishes daily newspapers at Mankato and Owatonna in Minnesota.
When I inherited the majority interest in the company about 19
years ago, the value of the company was modest. The estate taxes
payable were tolerable. The specific exemption of $60,000 covered a
substantial part of the company's value and the remainder of the
value fell into the low and middle end of the graduated rate.

Today, partly as a result of inflation and partly as a result of the
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greaC growth of group newspaper operations and very impressive
advance In technology, market value of our company, as d6termined
by formula used by the IRS has increased tremendously. The same
situation, of course, faces the owner of any enterprise where avals-
bility is in short supply.

The trouble Is my business, which, like farming, involves a very
valuable asset, does not throw off enough income to pay estate taxes
on top of the cost of operating and modernizing the business. The

* value in the marketplace is far greater than the value to my heirs.
While my company's profits over the last decade have, to some

extent, kept pace with inflation, market value has increased about
seven times. Stock in the company valued at $800 a share when in-
herited would, on the bas of prices paid for a comparable newspaper
property today, be worth close to $6,000 a share; On this kind of a
value estate taxes would run over 1i million.

It is diicult to see how the company could generate enough cash to
allow my heirs to handle this amount of tax.

It would be helpful if the present' provisions permitting pa ent of
estate taxes over a period of years in installments were liberaized, but,
these proposals assume that the deferred tax will be based on a value
equal to thepice a buyer might be willing to pay at the time of the
owner's death, and, of course, the recently enacted 9 percent interest,
charge on unpaid balances, pretty well negates the value of the install-
ment method to an estate. The trouble rith this is that it makes it
very difficult for me to pass ownership of my business on to my family.

If I can't lay up enough cash during my lifetime to pay my estate
taxes, what should I do?-I am better off to sell out to a large, publicly
owned company in a tax-free reorganization. This will give me my
m.arketable stock that can be sold to pay my estate taxes; however,
this means that there is no guarantee of family continuance in the
operation of the company. a

Senator NzLsot;. You are talking about a sale i which he receives
the. stock of a company listed on a stock exchange?

Mr. How. Yes sir a merger.
1n&t ri~ so. o even if you wanted to sell it to an independent,

yOu. couldn't afford to do so because you have to pay immediately a
caMJ'tal ais tax, whereas if you exchanged the stock you, wouldn't?

Mr.' how. I gues the capital gained problem, which I Wlbe coming
to a little later Senator, is not that important to me. I think in my
particular case and I am'arguing in the statement afgrast consolida-
tion, is that tiere is nob ody to sell it to except tose already i
business because of the value.

My responsibility, as a publisher of a privately held newspaper, is
to myself. Group management's responsibility is to public stock-
holders. Their primary responsibility is to maximize profi..

i feel that individual or family ownership of a business or farm is
a good thing. From a market vaLue viewpoint some small businesses
and farms may not necessarily be small business any more, but they
are businesses with close personal ties to their communities and are
apt to have a continuing interest in and commitment to that com-
munity's future;. -

As family-owned businesses and farms pass into ownership of
publicly owned corporations or are consolidated into larger holdings,
'tihe co tratlo of wealth is enhanced.
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I am concerned about this increasing concentration, at least some

of which is brought about by estate taxes. In my own field I am con-
cerned about the decreasing number of real decisionmakers. I think
the managers of today's newspapers are, generally, public-s irited,
concerned citizens who are doing a good job, but do feel that the
communications industry could do a better job if there were more
decisionmakers, more competitors for America's attention. In short,
I think there is a public interest to be served in making it possible for

people like myself to pass ownership of their businesses on to their
zaa zes.

It seems an anomaly to me that while the recent thrust of business
and social legislation in this country has been directed at a redistri-
bution of wealth and the maintenance of a healthy, competitive
market, our inheritance laws, designed to further these objectives, are
bringing about exactly the opposite result.

What can be done to achieve the goal of passing on family business
ownership?

First, the specific exemption must be increased to a level that
reflects the enormous increases in the value of business assets brought
on by technology, inflation and lack of availability. I think the
present $60,000 exemption should be increased to at least $160,000.

Second, estate tax rates should be reduced especially at the upper
end of the bracket where they are almost confiscatory. An owner may
sell his farm or business during his lifetime at capital gain rates which
are less than half of the top inheritance tax rates. The property
received in that sale can then be disbursed among a number of famlly
members so as to greatly reduce the estate tax that will be payable on
the seller's death. This fact creates an enormous pressure to sell out
rather than pass the business on to one's family.
, Third, and perhaps most important, it seems to me that the estate

tax on a family-owned business ought to be more closely related to
what that business has earned historically in the years preceding the
owner's death. In other words, my widow should pay a tax based upon
the value of the property to her.-what it can provide her in dividends,
salary, or other forms of compensation rather than the price she can
get for the business if she sells it.

If she should sell it at a later time for a higher value, she would
pay tax on the difference either in the form of a capital gains tax, or
in the form of a deferred estate tax.

I recognize that fixing the value at which the property should be
initially taxed to the family poses some difficult problems, but I
don't think the solution of those problems is beyond the ingenuity
of this country's tax experts.

I would like to depart, if I may, from my written testimony to
say that I think this is really the crux of the matter. There are a good
many reasons why a newspaper group operation, and I think these
reasons pertain to many hundreds of small businesses, can pay more
for a property than the value of that property to an individual. These
can be summarized very briefly. There is the in-house expertise that
can be spread -over many properties and reduce overhead very con.
siderably. In my particular case, for instance, because of the pro-pensity of people mg ibel suits today, we need good sound legal
counsel. Also because of the complexities of the tax laws and de-
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prectation schedules, we.need good accounting counsel, and because
of this our accounting and legil fees run around $25,000 a year. As
one more unit in group operation, that $20,000 in a group operate n
which has centralized accounting and which has adequate legal
counsel, well that portion of our overhead then disappears. And. this
is also true of our mechanical expertise and other expertise. And it
seems to me that if privately owned business could be taxed on the
basis of its profits, on the basis of its book value or its asset value or
something like that, at least the owner would be protected from the
arat surge in market value which comes about fiom inflation. So I
Diink some formula could be worked out. I think it would be important
to plan it carefully. I have consulted with tax people about my own
estate. One of the problems which we face or I face personally in
trying to plan to keep the business in the family is that nobody can
be sure at this point in time what valuation would be acceptable to
the IRS at this moment. Now this is kind of a rough situation, Senator.
And the variation between what mY -accountants and my attorneys
feel, that variation between the minimum and the maximum is so
great that it is really impossible to pwan with any degree of safety.

Now setting back to my testimony, in summary, I believe our
tax poclies should be a aimed at diffusing ownership ol American busi-
ness throughout the widest group possible. Our present estate tax
system works the other way and tends to concentrate the ownership
of our farms and businesses into ever larger units-conoentrations
which bring problems arising from lack of competition, problems such
as public suspicion, of administered prices and other monopolistic
practices. I believe in family ownership of small American business. I
hope this committee can be instrumental in making changes in the
estate tax system that will help us keep the owners p of American
business in as many hands as possible.

Senator NLsoN. Thank you very much. As you know, Senator
Mondale has introduced a bill in the estate tax area,

Mr. How. Yes, I learned it just this morning.
Senator NaLsox. Well thank you very much Mr. How.
[The prepared statement of Mr. How in full Iollows:J
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I am Jared How# principal owner of the free Press Company

which publishes daily newspapers at Mankato and Owatonna in Minn-

soota. When I inherited the majority interest in the company

about nineteen years ago, the value of the company was modest.

The estate taxes payable were tolerable. The specific exemption

of $60,000 covered a substantial part of the company's value and
the remainder of the value fall into the low and middle end of

the graduated rate.

Today, partly as a result of inflation and partly as a
result of the great growth of group newspaper operations and

very impressive advances in technology, market value of our

company, as determined by formulae used by the I.R.S. ha,, In-

creased tremendously. The same situation, of course, faces the

owner of any enterprise where availability is in short supply.

The trouble is my business, which, like farming, involves

a very valuable asset, does not throw off enough income to pay
estate taxes on top of the cost of operating and modernizing the

business. The value in the marketplace is far greater than the

value to my beirs.

While my company's profits over the last decade have, to
some extent, kept pace with inflation, market value has kncreased

about seven times. Stock in the company valued at $800 a share when
inherited would, on the basis of prices paid for a comparable

newspaper property today, be worth close to $6,000 a share. On

this kind of a value estate taxes would run over a million dollars.

It is difficult to see how the company could generate-enough
cash to allow my heirs to handle this amount of tax.
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It would be helpful If the present provisions permitting

payment of estate taxes over a period of years in installments

were liberalised, but these proposals assume that the deferred

tax will be based on a value equal to the price a buyer might

be willing to pay at the time of the owner's death, and, of course,

the recently enacted nine percent interest charge on unpaid balances,

pretty well negates the value of the installment method to an estate.

The trouble with this i that it makes it very difficult for me

to pass ownership of my business on to my family.

If I can't lay up enough cash during my lifetime to pay my

estate taxes, what should I do? I am better off to sell out to

a large, publicly owned company in a tax-free reorganization.

This will give me marketable stock that can be sold to pay my

estate taxes however, this means that there is no guarantee

of family coittinuanoe in the operation of the oompanyt

My responsibilityy, as a publisher of a privately held news-

paper, is to myself. Group management's re sponsibility is to

public stockholders. Their primary responsibility is to

maximise profits.

I feel that individual or family ownership of a business

or farm is a good thing. From a market value viewpoint some

small businesses and farms may not necessarily be small business

anymore, but they are businesses with close personal ties to

their communities and are apt to have a continuing interest in

and commitment to that community's future.

As family owned businesses and farms pass into ownership

of publicly owned corporations or are consolidated into larger

holdings, the concentration of wealth Is enhanced.

I am concerned about this increasing concentration, at

least some of which is brought about by estate taxes. In my

own field I am concerned about the decreasing 'number of real

decision makers. - think the managers of today's newspapers

Are, generally, public spirited, concerned citizens who are doing

62400 0 06 851
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a good job, but I do feel that the Communioations industry could

do a better job if there wet; more decision makers# aore competitors

for America'e attention. In short, I think there is a public

interest to be served in making it possible for people like myself

to pass ownership of their businesses on to their families.

It seems an anomaly to ma that while the recent thrust of

business and social legislation In this country has been directed

at a redistribution of wealth and the maintenance of a healthy,

competative market, our inheritance laws, designed to further

those objectives, are bringing about exactly the opposite result.

What can be done to achieve the goal of passing on family

business ownership?

First the specific exemption must be increased to a level

that reflects the enormous increases in the value of business

assets brought on by technology, inflation and lack ot availability.

I think the present $60,000 exemption should be increased to

at least $150,000.

Second, estate tax ra'te should be reduced especially at

the upper end of the bracket where they are almost confiscatory.

An owner may sell his farm or business during his lifetime at

capital gain rates which are less than half of the top inheritance

tax rates. The property received in that sale can then be

disbursed among a number of family members so as to greatly

reduce the estate tax that will be payable on the seller's

death. This fact creates an enormous pressure to sell out rather

than pass the business on to one's family.

Thirdly, and perhaps most Important, it $eems to me that the

estate tax on a family owned business ought to be more closely

related to what that business has earned historically in the years

preceding the owner's death. In other words, my widow should pay

a tax based upon the value of the property to her -- what it can

provide her in dividents, salary or other forms of compensation

L t4:her than the price she can qet for the business It uhe itlli it.
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If she should sell it at a later time for a higher value*

she would pay tax on the difference either in the form o 4,

capital gains tax$ or in the for. of a deferred estate tax.

I recognise that fixing the value at which the property

should be initially taxed to the family poses some dif cult prob-

Isms, but I don't think the solution of those problems I beyond the

ingenuity of this country's tax experts.

In summary, I believe our tax policies should be aimed at

difusing ownership of American business throughout the widest

group possible. Our present estate tax system works the other

way and tends to concentratethe ownership of our farms and busi-

nesses into ever larger units -- concentrations which brings

problems arising from lack of omp petition, problems such as

public stapicion of administered prices and other monopolistic

practices. I believe in family ownership of small American business

I hope this committee can be instrumental in making changes in the

estate tax system that will help us keep the ownership of American

business in as many hands as possible.
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Senator Njuox. Our next witness will be Mr. Gerald Sherman,attoney, Silverstein & Mullen., general counsel of the Association
for Advanced Life Underwr tin. A

Mr. SNXJMAN. Thank yu ssa yy, I moenral counselOf the Association for Advanced aife underwriting, a national asso.elation of life Insurance agents who specialize in one or more fields of
advanced life undew.iting. Collectively our members are responsible
fox annual sales of life insurance in excess of $2 billion.

If I may, I will paraphrase selected portions of the introductorymaterlss In my written statement and then go on to summarize
briefly some of the substantive aspects on which the statement
touches.

Our members are familiar with many of the problems of smallbusinessmen and farmeis because these individuals corn p*se a sub.stantial portion of ou clientele. Indeed, our member rsp i itself
Composed of small businessmen. The life underwriter i frequently
asked to counsel small businessmen on many matters connected withthe Federal tax system, particularly those matters dealing wth theachievement of sufficienliquidity to pay Federal and Sto deathtaxes, the prebervation within the family structure of an interest in
a small busmess-or farming operation-after the death of its pinci.al owner, and the Implementation of cros-purchase oi stock re-
aemption agreements In closely held corporations.

I should emphasize that the life insurance industry as a whole
might transitoily profit in a narrow and selfish way iithe tax rulesaffecting small busieses, particularly the transmittal of interest insmall businesses at death, were made harsher. Presumably, if estatetax rates were increased or exemptions decreased or if death was held
to become the occasion for the realization of capital gains on agii-cultural -or business piopoity and the stock of small, closely held
corporations, then the more insurance might be sold-for a while.
We believe, however that adding to the tax buidens of the smallbusinessman and family farmei will ultimately serve to decrease theirnumbers; We feel that this would be bad for the country and bad forour membership, Aqcordinqly, my testimony will be based on thepremise that the preservation and encouragement of small business
m. the United States is in the public interest.

In my written statement I touch on a broad range of tax mattersof an racome, estate, and gift tax nature which arise on the occasionof the lifetime and after-death transfers of business. I will not here
try to address each one of these points, many of which have beenspoken to by other witnesses, but will focus primarily on those issues
on which the life underwriter is particularly familiar because of his
professional work.

I refer you to our written statement for specifics of our comments
o the other issues. The issues about whicli I speak now may notneces sarily be as intellectually stimulating as matters such as inte-grating the estate and gift taxes, but they are of immense importance
.eause they concern the direct involuntaxy cash costs of the transfer

of busixess interests among family members and among groups of
explolqqes. If this cash costbecomes too severe, such transfers cannote0aly take place and the stage is set unfortunately for sales of con.trollng blocks of stock In smil businesses to outside conglomerates
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and large business since this may be the only means, as other wit-
nnoses have said, of raising the necessary cash. We urge this.panel
to put its weight behind substantive tax measures which will Insure
that the tax burden of lifetime transfers and after-death transers
are reasonable ones and ones that are consistent with the preservation
of the small business entrepreneurship group in this cutry.

Now, on the occasion of after-death transfers there are in our
experience three normal ways in which cash is made available for the
kinds of taxes and administrative costs that arise. One way is, of course,
through the availability of life insurance; another way is through the
utilization of cash which has been accumulated over time by the
small business-and I am contrasting here the small business with the
small businessman whose estate may indeed be lacking in cash and
cash equivalents-a third method is the extension of credit or time over
which to pay the expenses and the taxes.

Our Federal tax system, that is, the income, estate and gift tax
system, provides comfort to varying degrees in the raising of cAsh
in these ways. One of the problems, or perhaps the prime problem
in terms of its effect on small business, is that the different degrees of
comfort which are given can often act in a highly capricious ihas on.
One small business can find relief in the Revenue Coae and the other
small business can find death in the same Code. Typical aspects of
1he Code which tend to provide this relief are those provisions which
permit capital gain treatment where ordinary income dividend
treatment mi ht otherwise be applicable in the case of distributions
from the small business corporation or indeed, from any corporation.
It is the standard rule under the IRS Code that a corporate distribu-
tion will generate dividend ordinary income treatment unless a special
exception applies, for example, a complete termination of interest
of the stockliolder whose stock is being redeemed. That exception is
itself encumbered by an exception which says that if there are certain
family attributions, that is, if certain family members own stock,
you can't have the capital gain treatment unless you waive certain
aspects of the family attribution rules.

Another capital gain kind of generating event is the section 303
situation to which other witnesses have spoken and which covers
expenses and taxes of the estate. The instaRlment payment of estate
taxes, to which Senator Mondale spoke this morn ng, is a means of
providing credit terms for the payment of taxes. Section 101 of the
Internal Revenue Code provides some comfort in the utilization of
life insurance proceeds so that those proceeds can be fully utilized to
fund buy-out provisions ameng natural recipients of small businesses,
that is, members of the faI lyof the small businessman and his other
business associates. 1.

Unfortunately, although each one of these methods can sometimes
be extremely useful to the small businessman, they can likewise be
very detrimental in a totally capricious way.

I thought that what I mIght usefully do in the oral portion of my
testimony today Is present an illustration of what we consider a proto-
type situation-a situation which involves the death of a small busi-
nessman and which illustrates a number of ways in which we fail to
achieve tax results that are available to others without there seemingly
being rational differences. The illustration I have developed for tio
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purpose reftes on the presentation of numbers. It is rather sp efic. Itseems to me the mo useful way to dramaticaly illustrate the point
to be made. I hope it is followabls.

Let's take the ase of Mt. Abel. Mr. Abe died on June 80, 1975.At'his death, he owned 88 percent of the outstanding stock of KingMachine Co. and approximately 29 percent of the outstanding capitZstock of Queen Macbinp Co. lie was active in the management of
." both companies. The value of his stock in King was $180,000 and thevalue of hlis stock in Queen was $100,000. These ar not overpowering

figures and I think they are reasonable for small businessmen. Mr.Abel's son owned $165,00 in value of King stock and Mr. Baker anunrelated person, owned the remaining $155,000 In value of kingstock and the remaining $250,000 of Queen stock. There were no othershareholders in either corporation. Mr. Baker, like Mr. Abel, was
active in the management of both corporations.

The remainder ofMr. Abels estate at his death consisted of $35,000)n cash, marketable securities bnd other liquid assets, and $600,000mi value of real estate. That real estate was purchased at a relativelylow cost by Mr. Abel in 198 for long-term investment purposes. itis undeveloped' thee is no relationship between that real estate andthe King ad iQueen businesses and it is simply being held by Mr.
Abel in anticipation of long-term growth. Because of current marketcoaditions, them would be subtantial difficulty in arranging a promptsale of the assets. In effect the teal estate Is, f6r all praotical purpose
Illiquid. It seemS to me this kind of fact development is not.at allunusual with regard to the small businessman who has accumulated

Shis business a certain amoufit of net wofth ove the years and
Wants to place that net worth, which is no longer needed. in thebusiness, in growth potential, assets which are generally related to
the economy.

Mr. Abel's estate is also subject to short-term liabilities of $50,000and can'anticipate expenses and State death taxes of $40 000 or atotal, of between 4 and 5 percent of the gross estate. Mr. Abels will9tdvides forf marital deduction trust for the benefit of his wife, a
highly tytcial provision, ith the remalndbr of his estate going t6his c&lldren. Federal estte taxed can be computed as approimately
$92,000. The gross estate is in the nature of $850,000 to $900,000.

Senator Nsisom. Pardon?
Mr. SainMANx. The gross eAtate is in the nature of $850,000 to$900,000, and the Federal estate taxes are $92,000, 10 percent of thegross estate. I don't think that is a particularly unfair amount to

pay with regard to estate taxes.
However, you have to note that the estate has cash needs foa

$90,000 in Federal estate taxes plus $40 000 in State death taxes andexpenses and $50,000 in lohg.tern liabilities or $182 000 bf reason.ably immediate nitd. The mtate has cesh and otherIiqui d assets of
$85,000 and it i in trot0le. No*, how can we be assured here that
thb estate will be able to take care of its cash needs?

Mt. Abel and Mt. Baker had entered into a *ritte agreement b
tvhich, Ut1n Mr. Abel'N dth, Mr. Baker Would tthase Mr. Abels
Iter t ii ( en fot its then fi arke valte. With respeot to King,It wits undedrtdod thatt bl Mf. Al'N death, Jbhn Abel, his son,*duld continue to ownli Rib hars nd oontrl the company and Mr.
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Abel's shares would be redeemed by the company for cash. Mr.
Baker wa, In effect, willing to say, "I will go along with King andyour estate can pull cash down out of the company. With regard to
Queen, I will buy all your stock from your estate."

In 1965 before Mr. Abel and Mr. Baker had entered into their
understanding with respect to the disposition of the stock, Mr. Abel
had taken out a $100,000 policy on his life. In 1970, when the parties

~ entered into the stockholder agreement, Mr. Abel was no longer
insurable. Therefore, Mr. Baker purchased the policy from Mr. Abel
for its then cash value, $10,000. He has since paid an additional $8,000
in premiums. It is his anticipation to use the insurance proceeds to
fund the purchase price of the Queen stock, which we have assumedto be $100000.

I should state that in my assumption as to the value of the stock
in small businesses I am obviously taking liberties. The difficulties
of that evaluation are pointed out in our written testimony and have
been described by other witnesses today.

Now as I said, we consider this a prototypical situation. It is a
combination of circumstances which is repeated day in and day out.
The inability of the Internal Revenue Code to operate equitably in
all cases respecting small businesses will cause the following detri.
mental tax consequences, which will substantially impede the parties'
plans for an orderly after-death transfer of Mr. Abel's stock. What
they had anticipated with respect to the use of the cash in King Co.
and the use of the insurance proceeds will be interfered with capri-
ciously by the operation of the Internal Revenue Code.

First, A redemption of Mr. Abel's stock in King by that corporation
in the amount of the value of the stock, $180,000, will generate a like
amount of ordinary dividend income rather than capital gain simply
because Mrs. Abel Is a beneflciarr of Mr. Abel's estate through the
marital deduction trust. Such a distribution would have qualified for
capital gain treatment if Mrs. Abel had owned the stock directly. I
can't see the relevance of that distinction. Economically, Mrs. Abel is
in the same position, However, it is the Internal Revenue Service's
position that if there is an Intervening trust, ordinary income is the
result. We would urge that this result be changed through the legisla-
tive process.

Second. No part of a redemption of Mrs. Abel's King stock qualifies
for capital gain treatment under section 303 as being referable to
Federal estate tax, State death tax, administrative expense and lia-
bilities, since the value of neither the King stock nor the Queen stock
in Mr. Abel's estate is at least as great as 80 percent of the net estate
nor is it at least as great as 35 percent of the gross estate; figures
that approximate $300,000 to $400,000. His total interest in this
stock is $280,000 even if you could aggregate the two companies-an
aggregation which section 303 will not permit. If Mr. Abel had a
greater value in King or Queen stock and, thus, had been a sub-
stantially wealthier man, hie could have obtained a capital gains
benefit. This seems to me to be an irrational result since the poorer
Mr,'Abel is in total net worth and the poorer he is in cash, then the
worse is his income tax result,

Third. Not having been able to effect a capital gains redemption,
Mr. Abel's estate is also not able to utilize the 10-year installment



spread forward in the payment of the estate tax obligation otherwise
vallable under section 6166. However as with respect to conclusionNo. 2 above, this deferral of tax would have been available If Mr.Abel owned a Oreater value in King or Queen and had been a sub-

stantially wealthier man.
Fourth. In terms of the kinds of difficulties this example is intendedto illustrate, upon the receipt by Mr. Baker of the $100,000 insurance

r !oceeds, he *il have taxable income in the amount of $82,000--
100,000 minus his total acquisition and premium cost of $18,000-

and thus, asuming a 50-percent income tax bracket, which may be
modest considering the fact he is going to be burdened with an addi-tional $82,000 in Income in 1 year, he will be responsible for income
taxes of $41,000 and will have only $59,000 of the proceeds availablefor the agreed buyout at $100,000. If Mr. Baker had taken out thepolicy on Mr. Abel's life directly-that is, if Mr. Abel had been in.surable at the time'of the stockhIolders' agreement-Mr. Baker would
not have been charged with taxable income and the full $100,000 in
proceeds would have been available for the stock purchase. The meritsof this distinction avoid me. There may be some merit to it, but I
can't find it.

Rather than repeat what we have said in-our written statement,we will terminate our testimony. We won't burden the time of thecommittee any further except to urge correction of the problems which
we have described. Thank you.

[The prepared statement of Mr. Sherman in full follows:]
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STATEMENT OP OSRALD H. SHERMAN

SUMMARY

The Rgle of Life lInsurange. The major role of

life insurance in the small business context is to provide

the liquidity which will enable the business to continue

to function despite the death of a proprietor, partner or

shareholder.

Transfers of Life Insurance. Present Internal

Revenue Code provisions which allow the transfer of exist-

ing insurance policies for valuable consideration without

the imposition of income tax on the prooeeds when received

by a beneficiary should be broadened to include transfers

between shareholders in closely-held corporations.

. Split-Dollar Life Insurance. Legislation is

needed to make clear that the proceeds of "split-dollar"

life insurance policies on the life of a controlling share-

holder are not subject to the estate tax when the insured

has relinquished all incidents of ownership in the policies

prior to his death, The present treatment of this type of

life insurance by the Revenue Service discriminates in

favor of executives of publicly-seld corporations.

Stock Redemptions Under Code Section 303. Seo-

tion 303 of the Internal Revenue Code should be liberalized

in the interest of preserving small businesses from the

necessity for liquidation or merger.

i
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Extension or Time FoE PayMent oL state Tax. Pro-
visions of the Internal Revenue Code allowing payment of

the estate tax in installments when a substantial part of

the estate consists of an interest in a olosely-held

business are believed to be under-utilized for a variety

of reasons. It is suggested that a return of the interest

rate on installment payments to prior levels and liberali-

zation of the eligibility requirements might make the use

of Code Section 6166 a viable alternative to liqu-idation

or merger.

Valuation Problems of Small Businesses. One of

the mobt difficult problems facing a shareholder in a

small corporation is the necessity for valuing his interest

in the business upon death. A "rule of thumb" or balance

sheet approach to the valuation of a closely-held corpora-

tion after the death of a principal shareholder ignores

subjective factors and may often be invalid. Some sugges-

tions are made which might ameliorate this problem.

Increasing-Estate-and Oift Tax Exemptions. The
impact of estate and gift taxes on the transfer of interests

in small businesses could be substantially lessened by a

realignment of estate and gift tax exemptions and tax rate

tables to compensate for the effects of inflation.

Other Esotateand Gift-Tax Chanes

1. The Marital Deduction. Adoption of a 100 percent

ii



1287

estate tax marital deduction is appropriate if the family

Is considered as a single economic unit.

2. Integrating Estate and 01ft Taxes. A brief

summary is made of considerations involved in the full or

partial integration of the estate and gift taxes.

3. The Gift Tax Anomaly. Mention is made of

certain circumstances under which the full benefits of the

annual gift tax exclusion and the gift tax marital deduc-

tion become unavailable.

Imposition of a Capital Gains Tax at Death. Re-

cent proposals to impose a capital gains tax on the unrea-

lized appreciation of capital assets at death are shown to

be very inhibiting to the continued welfare of small busi-

ness. The AALU strongly recommends against the adoption

of any such changes.

Other Tax Matters Reviewed Briefly

1. Corporate Surtax Exemption. The enlargement

of the corporate surtax exemption to $50,000 for 1975 only

should be made permanent and increased to compensate for

the effects of inflation.

2. The Accumulated Earnings Tax. The mere exis-

tence of the accumulated earnings tax substantially inhi-

bits the achievement of adequate liquidity, self-financing

of business expansion and the amassing of funds for the

redemption of stock in closely-held corporations. Considera-

tion should be given to a further increase in the accumulated

ii!



earnings credit.

3. Subchapter S Simplificationand Reform. The
extreme complexity of provisions of Subchapter 8 of the
Internal Revenue Code have often caused this form of

Selective business taxation to be characterized as a trap

for the unwary. Reform and simplification of Subchapter S
would be of substantial benefit to small businessmen and

could be accomplished with little or no revenue loss.

4. Stock Ownership Attribution Rules. Redemp-

tions of stock without ordinary income dividend conse-
quences by shareholders of closely-held corporations are

strictly circumscribed by statute. Action is urged to

clarify the intent of Congress with respect to the filing

of waivers of the family attribution rules under Code Sec-

tion 302(c) in view of the position of the Internal Revenue

Service on these matters.

iv
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STATEMENT OF

GERALD H. SHERMAN, ESQUIRE

BEFORE THE

SELECT COMMITTEE ON SMALL BUSINESSAND THE
SUBCOMMITTEE ON FINANCIAL MARKETS

OF THE FINANCE COMMITTEE,
UNITED STATES SENATE

Washington, D.C.

September 25, 1975

MR. CHAIRMAN:

My name is Gerald H. Sherman. I am a member of

the Washington, D.C. law firm of Silverstein and Mullens and

counsel to the Association for Advanced Life Underwriting

(AALU). The AALU is a national association of approximately

a thousand members who specialize in one oFiiire fields of

advanced life underwriting. Collectively, they are responsi-

ble for annual sales of life insurance in excess of $2 billion,

mostly in circumstances involving complex factual situations

and often dealing with business planning considerations.

AALU is affiliated with the National Association of Life

Underwriters (NALU), the largest life insurance industry field

force organization in the United States. NALU has a member-

ship of approximately 120,000 life insurance agents.

I am most appreciative of the opportunity to pre-

sent our views on several aspects of the Federal tax system

affecting small business.

I
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Our members are familiar with many of the problems

of small businessmen and farmers because these individuals

comprise a substantial portion of our clients. Indeed, our

membership is itself composed of small businessmen. The life

underwriter is frequently asked to counsel small businessmen

on many matters connected with the Federal tax system, par-

ticularly those matters dealing with the achievement of suf-

ficient liquidity to pay Federal and state death taxes, the

preservation within the family structure of an interest in

a small business (or farming operation) after the death of

its principal owner, and the implementation of cross-purchase

or stock redemption agreements in closely-held corporations.

The life insurance industry as a whole and some of

the members of our organization might transitorily profit in

a narrow and selfish way if the tax rules affecting small

businesses, particularly the transmittal of interests in

small businesses at death, were made harsher. Presumably,

if estate tax rates were increased or exemptions decreased

or if death was held to become the occasion for the realiza-

tion of capital gains on agricultural or business property

and the stock of small, closely-held corporations, then more

insurance might be sold -- for a while. We believe, however,

that adding to the tax burdens of the small businessman and

family farmer will ultimately serve to decrease their num-

bers; we feel that this would be bad f6r the country and bad

2
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for our membership. Accordingly, my testimony will be based

on the premise often enunciated by the Select Committee and

by the Congress as a whole that the preservation and encourage-

ment of small business in the United States is in the public

interest.

I will first address myself to the kind of problems

which are repeatedly encountered and observed by our member-

ship in their roles as life underwriters and insurance

counselors, i.e., those tax and related problems affecting

the preservation and encouragement of small businesses and

the transmission of interests in small businesses during

life and at death. Appropriate emphasis will be given to

tax considerations involving the use of life insurance by

the small businessman. I shall conclude my remarks with a

brief word on a few other tax matters affecting small busi-

nessmen which are not frequently called to the attention of

our membership, but which the AALU believes worthy of mention.

Your Committees have probably received testimony on most of

these items. The AALU would simply like to commend such

subjects to your attention and add our voice to those of

others expressing opinions on these subjects.

THE ROLE OF LIFE ;NSURANCE

A major role of life insurance in the small business

context is to provide liquidity which will enable the business

3
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to continue to function despite the death of a proprietor,

partner or shareholder. Without sufficient liquidity, the

business may have to be partially dismantled or sold to pay

debts, expenses and taxes. The effect of estate and inheri-

Stance taxes on a small business after the death of one of

its principals depends in large part, of course, upon both

the overall size of the business and the portion of the

decedent's estate which it constitutes.

The 50 percent marital deduction and the $60,000

exemption provided by Sections 2056 and 2052 of the Internal

Revenue Code allow passage of a net estate of $120,000

free from any Federal estate tax liability.!/ Even in such

a case, however, there may be several thousand dollars of

state death taxes payable. The small businessman's principal

asset is usually his business and because of lack of easy

access to capital from outside sources his savings must usu-

ally be reinvested in his business if it is to grow and to

meet competition. As the value of the business increases,

the amount of liquidity needed to pay Federal and state death

taxes increases sharply due to the progressive nature of

these taxes. For example, if a decedent's net estate is

$1 million and he is able to take advantage of the maximum

marital deduction, the Federal estate tax is $126,500 (if he

Q/ Hereinafter, all statutory references are to sections of
Vhe Internal Revenue Code of 1954 unless otherwise indicated.

4
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were not survived by a spouse the Federal estate tax would

be $303,500).

Insurance on the life of a principal shareholder

may be purchased by the corporation to facilitate a redemp-

tion'of stock by his estate under Section 303 to pay admin-

istrative expenses, debts and taxes. Insurance funding is

also frequently used in connection with shareholder cross-

purchase or buy-sell agreements in closely held corporations

where the remaining shareholder or shareholders need a source

of funds to purchase the stock of a deceased shareholder.

In sum, life insurance often plays a significant

role in ensuring the continued existence of a small business

after the death of its owner or a substantial shareholder by

providing the liquidity necessary to meet the cash needs

occasioned by death and/or to facilitate the orderly trans-

fer of the decedent's interest in the business to other active

shareholders or'partners. For the sake of brevity, I will

refer in my subsequent remarks principally to small busi-

nesses organized in corporate form. Naturally, similar prob-

lems are usually faced by small businessmen operating as

proprietors or in partnerships.

There are certain aspects of the tax laws dealing

with life insurance which, if changed, would facilitate the

preservation and continuance of small businesses after the

death of a principal owner. One of these is the so-called

5
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"transfer for value" rule contained In Section 101(a)(2).

TRANSFER FOR VALUE

In a small business organized in corporate form

there are not Infrequently two o more unrelated shareholder-

employees for whom the business 'provides the principal source

of livelihood. As the business matures and the shareholders

grow older, it becomes necessary to plan for the contingency

of a shareholder's death. If the wives of the shareholders

have not been active participants in the business, the share-

holders may be unwilling to have stock ownership (with its

attendant voting rights) and a proportionate share of the

profits go to a non-employee. Or, even if this is not un-

acceptable, the surviving spouse of a shareholder may have

substantial cash needs upon death which can only be satis-

fied from a disposition of the decedent's interest in the

business. Typically, the market for such an interest is

limited to the remaining shareholders who may not themselves

have the cash necessary to purchase a fellow shareholder's

interest.

This problem is frequently resolved by shareholder

buy-sell agreements funded with life insurance. Unfortu-

nately, however, by the time the shareholders reach the age

ow where the establishment of such arrangements becomes of vital

concern to them, they may be uninsurable,.or because of age

6
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or health problems) insurance may be available only at a

very high premium. If such a shareholder has an existing

insurance policy or policies, he might wish to transfer

them (for adequate consideration) to a fellow shareholder

who would commence paying the premiums and, thus, be able

to use the proceeds to purchase the stock of the insured

frbm his estate.

Section 101(a) provides that the proceeds of life

insurance received upon the death of an insured are not con-

sidered taxable income to the recipient unless the policy

was transferred for valuable consideration. In such case,

the insurance proceeds in excess of the sum of the considera-

tion paid for the policy and the premiums paid subsequent to

transfer are taxable income to the recipient. The purpose

of the "transfer for value" rule has been stated as one of

preventing speculation on the death of the insured.!! In

enacting Section 101, Congress recognized that there were

situations involving the transfer of insurance policies for

valuable consideration where it need not be concerned with

such speculation. Exceptions-were provided in the case of

transfers of policies to the insured, to his partner, to a

partnership in which he is a partner, or to a corporation in

which he is a shareholder or officer. These transfers have

!7 S. Rept. No. 1622, 83rd Cong., 2d Sess., p. 14.

7
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been recognized as being made for "legitimate business rea-

sons, .

In establishing these exceptions, the legislature

omitted any provision exempting shareholder-to-shareholder

% transfers. We feel that the omission of shareholder-to-

shareholder transfers from the excepted categories for the

purpose of funding a buy-sell agreement is an oversight which

would aid the orderly continuation and continuity of owner-

ship of smalls closely-held corporations if remedied. It

should not be difficult to set up a few simple criteria which

would prevent abuses in circumstances where there was no

legitimate business purpose. A suggested approach to curative

legislation may be found in H.R. 11450, introduced in the

89th Cdngress by former Chairman Mills at the request of the

American Bar Assooiation.!!!

00/ H.R. 11450 contains the recommendations of the American
Iir Association for a wide variety of changes in the Inter-
nal Revenue Code. Section 3 of that Bill would also extend
the exception from the transfer for value rule to spouses,
former spouses, parents, lineal descendants and adopted
children. The explanation of H.R. 11450 published by the
ABA concludes that these persons, as well as shareholders
of closely-held corporations, have an insurable interest
in the life of an insured and, thus, could initially pur-
chase from an Insurance company a policy covering the in-
sured and receive the proceeds without undesirable income
tax consequences.

8
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SPLIT-DOLLAR LIVE INSURANCE

The proceeds of a life insurance policy receivable

by someone other than the executor or administrator of an

insured are not included in the taxable estate, providing

Sthe decedent possessed at death no "incidents of ownership"

in the policy.-/ The Revenue Services however, through the

issuance of regulations of questionable validity under the

statute, has asserted that the proceeds of "split-dollar"

policies on the life of a sole or controlling shareholder

payable to a person other than the corporation are includ-

able in the insured's estate.!-/ The position of the Reve-

nue Service in this matter results in a serious discrimina-

tion against small businessmen in favor of executives of

large, publicly-owned corporations.

A split-dollar life insurance policy is one in which

both an employer and an employee participate in the benefits

and share the premium payments of the policy.w- In such an

arrangement, the employer pays that part of the annual premium

'7 section 2014(2)

**/ Treas. Regs, §20.2042-1(c)(6). The regulations do not
iefer specifically to split-dollar insurance, but can easily be
read as including such insurance within their grasp. Discus-
sion with representatives of the Revenue Service at the time of
the issuance of the final regulations confirmed this reading.

t/ In some cases the employer may pay all of the premiums.
MYso, the employee is deemed to have received additional
taxable compensation in an amount equal to his share of the
premium payment.

9
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equal to the increase in the cash surrender value of the

policy and the employee pays the balance. Upon the death

of the employee the employer is the beneficiary of the

policy proceeds to the extent of its cash value at death

or the total of premiums paid. The designated beneficiary

receives the balance of the proceeds.

Such an arrangement enables an employee to carry

substantial amounts of insurance on his life at relatively

low cost. This is especially useful to small businesses

because ft allows the business to build up a reserve against

the unfavorable consequences of the death of a principal

employee or for purposes of redeeming the employee's stock.

At the same time, the beneficiary will receive funds enabling

him or her to pay Federal and state death taxes and the costs

of administration of the employee's estate.

In the case of a shareholder owning more than 50

percent of the corporation's stock, however, the Revenue Ser-

vice has taken the position in Treas. Regs. $20.2042-1(c)(6)

that the incidents of ownership of the employer in the policy

are to be attributed to the deceased shareholder-employee,

thus causing that portion of the proceeds received by the

individual beneficiary to be included in the decedent's tax-

able estate, whether or not the decedent has given away his

incidents of ownership in the policy. The executives of

large corporations where stock ownership is more widely

10
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distributed may easily cause their portion of the policy

proceeds to be excluded from their taxable estates by trans-

ferring all incidents of ownership to the intended bene-

ficiary, notwithstanding the fact that such executives may

effectively "control" such large or publicly-held corpora-

tions. The resultant discrimination against small businesses

can easily be said to be another factor which may encourage

the absorption of small businesses by larger ones. It also

clearly inhibits the use of insurance to provide the liquidity

needed to ensure the continuance of a small business upon

the death of a principal shareholder. This form of discrimi-

nation against the continued existence of a small business

after the death of a principal shareholder can be eliminated

through a clarifying amendment to Section 2042.

REDEMPTIONS UNDER CODE SECTION 303

Section 303 of the Code allows the estate of a de-

ceased shareholder to receive capital gains treatment (rather

than ordinary income or dividend characterization) of amounts

received in redemption of the stock of a deceased share-

holder which do not exceed the amount of the federal and

state death taxes payable plus administrative expenses. How-

ever, to be eligible under this section, the stock owned by,

the decedent must comprise more than 35 percent of the value

of his gross estate or more than 50 percent of his taxable

11
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estate. If the decedent owned stock in two or more corpora-

tions, such stock may be treated as the stock of a single

corporation for purposes of Section 303, providing the es-

tate owns more than 75 percent in value of the stock of

these corporations. It is submitted that a lowering of

these limitations would facilitate the preservation of small

businesses from liquidation or mergers, particularly in the

case of the 75 percent rule applicable to stock in two or

more-corporations. It would seem difficult to Justify the

retention of these rather arbitrary limits.

All that Section 303 accomplishes is to provide

that amounts received from the redemption of the stock shall

not be treated as ordinary income -- a capital gains tax is

payable on any increase in value of the stock over its tax-

able value in the estate of the decedent. Moreover, if the

stock owned by the decedent consisted of readily salable

shares of a publicly-held corporation, the sale of such

publicly-held stock would always result in capital gain treat-

ment to the extent the proceeds of sale exceeded the stock's

value in the decedent's estate. In effect, Section 303 is an
implicit recognition of, and a partial attempt to ameliorate,

the numerous discriminations against small business built

into the Internal Revenue Code.

12
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EXTENSION OF TIME FOR PAYMENT OF ESTATE TAX

Where a decedent's estate consists in substantial

part of an interest in a closely-held business, i.e., where

such interest comprises 35 percent of the value of the gross

estate or 50 percent of the taxable estate, the executor

may elect, under Section 6166, to pay all or part of the

Federal estate tax attributable to the value of the interest

in not more than ten equal installments. For purposes of

that Section, a "closely-held business" is defined as: (1)

a proprietorship; (2) a partnership having no more-than ten

partners or one in which the decedent had a capital interest

of at least 20 percent included in his gross estate; or (3)

a corporation having no more than ten shareholders or one

in which 20 percent or more in value of the voting stock was

included in the decedent's gross estate. Interests in two

or more closely-held businesses are considered as a single

business for purposes of this section, provided the decedent

owned more than 50 percent of the total value of each busi-

ness. Other provisions of Section 6166 provide for accele-

ration of payment in the case of the failure to pay any

installment on time, and in other defined circumstances.

It is understood that very few taxpayers take ad-

vantage of Section 6166 because of the various limitations

contained therein and for the very practical reasons that

the executor remains personally liable for the tax until it

13
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is paid in full and because the Treasury may require the

posting of bond for payment. Inquiry in the Washington,

D. C. area has found that bonding is probably unavailable

unless the-executor is able to pledge liquid assets to the

surety company. It was also learned that the premium for

such a bond would be substantially higher than for the

normal executor's bond. A further practical difficulty is

that if payment of the installments is to be made out of

the earnings of the business, and given that the executor

.remains personally liable until the tax is paid in full,

the executor's own personal assets remain at the hazards

of the business for a protracted period of time -- if the

business fails or is unable to generate sufficient funds

to pay the tax, the executor will be liable either to the

government or to the surety.

Related Section 6161 allows the Commissioner to

extend the time for payment of the estate tax for a period

not in excess of ten years if he makes a determination that

"undue hardship" would be imposed on the estate by requir-

ing prompt payment. Under Section 6161, the determination

of "undue hardship to the estate" is a matter of administra-

tive discretion rather than a matter of right. Even if the

required degree of hardship is found and an extension granted,

the problems of prolonged personal liability and bonding dis-

cussed above are also present. Further, effective July 1,

14
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1975, the interest rate on deferred payments of estate tax was

raised to nine percent. It was formerly six percent under

Section 6161(a)(l)!-/ and four percent on that portion of the

estate tax attributable to a qualifying interest in a closely-

Sheld business (i.e., under Section 6166) or in case of "undue

hardship" under Section 6161(a)(2).

Although Section 6621 provides for adjustment of the

statutory rate of interest at intervals of two or more years

based on the level of the commercial prime rate, it seems doubt-

ful that the favorable four percent and six percent interest

rated under Sections 6166 and 6161 will be approached in the

foreseeable future. Thus, because of the high interest rates

and the other factors discussed above, it would appear that these

sections of the Code are of very little help in preserving small

businesses intact upon the death of a substantial shareholder.

Because of the fact of prolonged personal responsi-

bility which may tie the executor's pers6iral finances to the

prosperity of the small business and because bonding may not

be available, it seems doubtful that any lowering of interest

rates or a liberalization of the eligibility criteria for

Section 6166 would make installment payments of estate tax more

attractive. However, because it would be a step in the direc-

tion of protecting small business, we recommend that the interest

rate for installment payments under Section 6161(a)(2) and

1/ Section 616 R1a)(l) allows the Commissioner to grant a 12
month extension of time to pay the estate tax for "hardship."
The interest rate under Section 6161(a)(1) was formerly six

percent.

15
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under Section 6166 be returned to the 4 percent level, and

that the 35 percent of gross estate/50 percent of taxable es-

tate eligibility rule/and the 50 percent of the total value

of each of multiple businesses rule-be substantially re-

s, laxed or eliminated, An alternative might be provided whereby

the entire estate tax could be paid in installments1 as a

matter of right, if a specified percentage of value of the

gross or taxable estate was comprised of an interest in a

closely-held business. Sufficient liberalization of Section

6166, together with a low interest rate'on-installment pay-

ments# might tend to make the use of Section 6166 a viable

alternative to liquidation or merger.

VALUATION OF SMALL BUSINESSES

One of the weightiest tax-related problems which

inevitably must face the small businessman who does not sell

or terminate his business during his lifetime is valuation

of the business at his death for estate tax purposes.

Particularly troublesome is the valuation of stock in

closely-held corporations for which there is no market.

Usually the only potential buyer is another shareholder

(if there are any). In most circumstances, however, what

another shareholder might be willing to pay will probably

not constitute a value usable for estate tax purposes.

7 Section 6166(a).

*V Section 6166(d).
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There are no truly objective standards for the

valuation of the small, closely-held business. Furthers

the typical revenue agent is not an expert in business

valuation nor does he have the time o spend in an exhaus-

tive investigation and analysis of a business. Accord-

ingly, a rule of thumb using some multiple of earnings

averaged over the last few years prior to the death of

the shareholder, or other' mathematical approach based on

balance sheets and income statements, is usually employed,

The computed value using such rule of thumb methods may be

highly unrealistic simply because it ignores the intangible

factors which play such a large part in the earnings

apabllity of a small business. In many small businesses

the going concern value is heavily dependent upon the com-

petence, reputation and energy of the proprietor or prin-

cipal partner or shareholder. Small businesses often have,

no depth in management. The death of the principal guiding

force of the business may reduce its value to-a liquidation

value overnights even if there has been an impressive

earnings record in the past. Further, even though there

may be one or more competent adult shareholders or partners

surviving, the ability of the business-to generate earnings

may be greatly diminished because it now lacks the earning

power of the services contributed by the decedent.

17
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Aooordingly; because of these and other factors, the post-

death value of a small business cannot be determined solely

by a formula approach.

Even though the executor is provided with the

S option of valuing the decedent's property on the alternate

valuation date (six months after death), the diminution in

value caused by the death of a principal may not be fully

manifested within such a short time, It the formula ap-

proaoh is used in conjunction with the alternate valuation

date, the pre-death earnings will over-weight the formula.

Another approach to valuation endorsed by the Treasury

Regulations Is to assess the small business on the basis

of comparisons with publioly-held oompabies for which pub-

lished financial data is available. Again*_ this approach

ignores the subjective and personal factors which figure

so importantly in the worth of a small business. Further&

it is unrealistic to assume that-an investor will pay as

high a multiple of earnings for unmarketable stock in a

small, closely-held business as for stook in a larger busi-

ness which is publicly traded.

The fact that there is at present no real solution

to the valuation issue for many small businesses is undoubt-

edly a factor contributing to liquidations and mergers dur-

ing the lifetime of the principal owner. One possible solution

18
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for businesses organized in a corporate formsl/might be to

change the tax laws to permit estates holding stock of

businesses qualifying under prescribed criteria as "small

businesses" to elect the use of a "oarry-over" tax basis

for such stock rather than being subject to a formal

determination of fair market value at'death.U/ Upon the

subsequent sale of the stock, a capital gain or loss would

be realized. Thus, an estate tax could be traded for an

income tax. Since in some oases the estate tax rate

would be higher than the capital gains tax rate, provi-

sion would have to be made to achieve some approximate

measure of equity. One way this could be accomplished would

be to add the stockholder's prorate share of the corpora-

tion's accumulated earnings and profits (roughly, his share

of retained earnings) to his tax basis to arrive at a figure

which would be used both for estate tax valuation purposes

and for computing gain or loss on a subsequent sale of the

stock. There are some practical difficulties with this

SThis approach would probably pose too many Qomplioations
It applied to unincorporated businesses, particularly if
fractional interests or multiple beneficiaries were involved.

.m/ This would cause the stock to be valued in the de-
ceased shareholder's estate at its tax basis, i.e., its
basis for determining the amount of taxable gain or loss
upon the sale by the shareholder during his lifetime. This
would be the cost of the stock in most cases.

10
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approach$ however, and substantial revisions of the Internal

Revenue Code would be required.

Another possible solution might be establish-

ment of special valuation teams oomnosed of'independent

skilled Appraisers in the various Internal Revenue Ser-

vice Regions. The members of these teams (who would be

independent consultants rather than civil servants) would

make a detailed and subjective investigation of interests

in closely-held businesses when a dispute arose between an

estate and the examining revenue agent. Such valuation

teams might also be established under the aegis of the

United States Tax Court if the valuation dispute ended in

litigation. Unfortunately, the chilling effect of poten-

tial litigation on valuation after the death of a small

businessman is with us at present as a factor encouraging

pro-death liquidations and mergers. The fact that a fair

valuation might be arrived at if the Tax Court were to

utilize a valuation task force composed of independent skilled

appraisers often might not outweigh the delay, inconvenience

and considerable expense of resorting to litigation. Another

variation would be to allow some type of binding arbitra-

tion by a valuation board composed of members selected by

the Revenue Service and the estate. This would seem to be

a costly and somewhat cumbersome approach, however.
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INCREASING ESTATE AND GIFT TAX EXEMPTIONS

The impact of estate and gift taxes on the transfer

of interests in small businesses could be substantially

lessened by a realignment of estate and gift tax exemptions

and brackets to compensate for the effects of inflation. /
The current $60,000 estate tax exemption# the $30,000 gift

tax exemption, the $3,000 gift tax annual exclusion and

the present estate and gift tax rate tables were enacted by

the Revenue Act of 1942. In the Interval between 1942

and July of this year the consumer price index has risen

from 48.8 to 162.3. !00/ This represents an Increase of

approximately,232.6 percent, Applying this increase to

the $60,000 estate tax exemption would produce an exemption

of about $140,000 currently. The $30,000 gifttax lifetime

exemption would become approximately $70,000 and the $3,000

gift tax annual exclusion would be now about $7,000. To

compensate for the effects of inflation the brackets in the

estate and gift tax tables would have to be iorrespondingly

widened. The combined effect of these adjustments would be

to remove many small businesses or Interests therein from

being subject to significant amounts of estate and gift taxes

V/ A number of bills have been introduced to increase the Federal
estate tax exemption in an attempt to compensate for the effects
of inflation. Recently, Senator Curtis (R-Meb.)., ranking mtitority
member of the Finance Committee, has Introduced a bill (S. 1173)
to increase the estate tax exemption to $200,000. The estimated
Revenue loss is about $2 billion.
00/ Bureau of Labor Statistics Consumer Price Index for Urban
Wiger Earners and Clerical Workers, U.S. City Average, all items --
Series A (1967 equals 100).
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upon transmission. Presuming the 50 percent marital deduction

applied, a net estate of approximately $280,000 could be

passed without incurring Federal estate tax. About

81 percent of the estate tax returns filed in 1972 on

which some tax was payable involved gross estates under

$300,000. ! / The revenue loss from an increase in the

estate tax exemption to $140,000 1r-1972 would have been

approximately $806 million, or about 19.4 percent of the

more than $4.1 Billion in estate taxes levied in that

year. Quite naturally, an expansion of the estate tax

brackets to allow for inflation would have an additional

effect on revenues but would also assist in the preservation

of small businesses from liquidation or sale upon the death

of the principal owner.

OTHER ESTATE AND GIFT TAX OHANOES

1. The Marital Deduction. A frequently recommended

estate tax revision is to allow a 100 percent marital deduction

rather than the current 50 percent deduction. If a husband

and wife are considered one economic unit, and often in small

businesses the wife may be significantly responsible for the

operation and success of the business, then there would seem

to be no logical reason to levy death taxes on this economic

unit in two stages. At present, if the first spouse to die

leaves his entire estate to the survivor, half of the

estate is subject to tax at the time of the first death.

'/ Internal ReVenue Service; Statistics of Income - 1972, "Estate
Tax Returns."
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Upon the death of the surviving spouse 100 percent of the

estate existing at the time of the death of the first

spouse (less any amounts consumed) is taxed again# thus

causing the economic unit to be in effect taxed one and

- a halt times. With the 100 percent marital deduction only

one tax would be imposed on the transmission of property by

the economic unit. _/

2. Integrating Estate and Gift Taxes. An un-

known but probably large number of persons who die leaving -

taxable estates never make a taxable gift during life and

thus lose the benefit of the $30,000 lifetime gift tax

exemption. Many such persons are undoubtedly small businessmen

who were unable or unwilling to give away part of their business

during their lifetime.- Suggestions for change in this area

range from an overall integration of the estate and gift

tax (both rates and exemptions) to-merely allowing the estate

of a decedent to utilize whatever portion remains unused of

his lifetime gift tax exemption. The latter approach would

provide a greater degree of equality between those persons

who made intervivos gifts and those who did not. However,

since there is a decided tax advantage in passing property

by gift rather than by will or intestate succession, true

'/ It is realized that these comparisons are crude because no
allowance can be made f or consumption in the estate of the
second spouse or of the effect of the $60,000 estate tax
exemption on the absolute amount of taxes paid in each spouse's
estate. It is clear, however, that the overall amount of the
estate tax paid by a family unit would be somewhat less if a
100 percent marital deduction were in effect,
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equality would nof be achieved. Full integration of estate

and gift taxes is too complex and time consuming a subject
(and perhaps too tenuously related to small businessmen) to
be discussed at any length here. In general, such an

integrated tax would make no distinction between lifetime

giving and the passage of property at death. For

computational purposes, each successive transfer would
be added to prior transfers and the additional increment

would be taxed at the higher rate for the bracket in which the
increment found itself. It would operate essentially in the
same manner as our present system of gift taxation except that

lifetime gifts would be "grossed up," i.e,, the amount of
the gift would be considered to be the value of the property

transferred plus the amount of the tax.

3. The Oift Tax Anomaly. We would like to invite
your attention to a gift tax anomaly which, although having
no specific connection with small businessmen, certainly

could affect any of them who make gifts to-their spouses.
Prior to the amendments effective in 1971 which provided for
quarterly rather than annual filing of gift tax returns,

a husband or wife could give a totalof $6,000 per year to
the other spouse without incurring any gift tax liability or
using any part of their lifetime exemption because half of
one spouse's gift to the other is exempt from tax, and

because of the $3,000 per person annual gift tax exclusion.
However, upon the change to quarterly filing of gift tax
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returns (which was intended solely to speed up gift tax collec-

tions), the making of gifts to one's spouse in more than one

quarter of any calendar year totaling in excess of $3,000

will always occasion some additional and unintended tax

liability unless the first gift is at least $6,000. This

is because of a method of computation of the gift tax prescribed

by the Treasury Regulations promulgated in conjunction with

the switch to quarterly filing.

These Regulations provide that the $3,000

annual exclusion is to be deducted from the amount of the gift

prior to the application of the marital deduction. Thus, on

the making of two $3,000 gifts to a spouse in the same year

in different quarters, the $3,000 annual exclusion would

be used up upon the making of the first gift and the marital

deduction applicable to that gift would betzero. When

a second $3,000 gift was made there would be nothing left

of the annual exclusion and since the marital deduction applied

to only one-half ($1,500) of the second gift, the remaining

$1,500 would be taxable. Contrast this with a single gift

of $6,000 in one calendar quarter. The $3,000 annual

exclusion is first subtracted from the amount of the gift,

leaving $3,000. Then a marital deduction of one-half ($3,000)

of the amount of the gift is subtracted from the $3,000

remaining after the deduction of the annual exclusion; the

25
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result is a zero taxable gift. / A similar result occurs

In all interspousal transfers in excess of $3,000 in any

calendar year where two or more gifts are made in different

quarters and the first gift is less than $6,000. It would

appear to be an exAmple of legislation by regulation which

should be corrected.

PROPOSED CAPITAL OAINS TAX AT DEATH

Under present law, the assets of a decedent receive

a fair market value tax basis upon the former owner's death

and no gain or loss is realized by the estate because of this

change in basis. This rule is generally quite advantgeous

to the small businessman who died owning highly depreciated

real property or stock in a closely-held corporation. The

fair market value basis which attaches at death generally

means that there will be little or no gain by the estate

or beneficiaries on a sale within a short time after

the date of death.

Persons interested in tax reform have for many years

been advancing the proposition that this adjustment to basis

constitutes a tax loophole and tends to discourage frequent

alienation of property (thus immobilizing amounts of capital.

for long periods). Typically, the taxpayer's shares in a small

business corporation laboriously built up over many years

47 Treas. Regs. 525.2523(a)-l(c), examples I and 2.
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will have a very low tax basis, often representing only the

original capital contributed to the firm. Proposals

have been made to treat death as a sale of capital assets

thus triggering capital gains and losses in a decedent's final

taxable year.

Whatever the merits of such a system in promoting

tax equity, it is clear that the taxation of unrealized

capital gains at death would have a very adverse effect

on small businesses. It would make tax-free mergers during

a shareholder's life resulting in the receipt of stock of

a publicly traded company even more attractive and would

tend to force the liquidation of some small businesses in

order to obtain funds to pay the tax.

If the property could not be sold because of a

desire of the heirs to continue the business or because

no buyer could be found, the additional liquidity requirements

inherent in such a tax would be extremely burdensome.

Proposals have been made to ameliorate this by providing for

Installment -payment of taxes on capital gains deemed to have

occured at death. Any such installment payments would be

subject to the same disadvantages outlined earlier in my

discussion of Section 6166. They would also constitute an

additional burden on small businesses.

We strongly recommend against the adoption

of any income tax changes which would result in imposing a
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tax upon unrealised appreciation in property passing at

death. Virtually the same bbjeotives could be met.py
providing that property passing at death would have a
carry-over basis, i.eo. that it would retain the basis it
had in the hands of the decedent. Thus a capital gain

would be realized only when the property was disposed of
by the beneficiary. Even this system would have an indirect

unfavorable effect on small business, however, since

the present system of giving capital assets a fair market

value basis at death might be deemed to constitute an
Incentive or "reward" to the business entrepreneur for having

successfully built up a profitable business. It would
also discourage transfers of stock in small businesses

from beneficiaries who were inactive in the business
to remaining active shareholders under stock redemption and

cross-purchase agreements.

OTHER TAX MATTERS

1. Increase In Corporate Surtax exemption. The
Tax Reduction Act of 1975 provided for an enlargement

of the corporate surtax exemption for 1975 from $25,000 to
$50,000. This has the effect of reducing the tax rate

on corporate earnings between $25,000 and $50,000 from
48 percent to 20 percent; the maximum tax reduction which

can be achieved is $7,000 for one year. We believe that
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this surtax exemption should be retained after 1975 and,

perhaps, enlarged to take into account the effect of in-

flation on small business corporations. Since the present

tax benefit applies to all corporations having taxable

income in excess of $25,000, it may be deemed desirable

to provide for the phasing-out of the surtax exemption

after corporate income reaches a specific amount. Such a

rule would limit the tax benefit to small corporations.

2. The Accumulated Earnings Tax. Sections 531

through 537 of the Code limit the amount of earAings which

can be retained without risk of the imposition of a puni-

tive accumulated earnings tax to those amounts which a

corporation can prove to have been retained for the "rea-

sonably anticipated needs of the business."-/ For taxable

years beginning after December 31, 1974, a corporation is

allowed a buffer in the form of a minimum credit of $150,000,

regardless of size.-A/ Accumulated earnings in excess of

the minimum credit may be taxed at the rate of 27-1/2 per-

cent of the first $100,000 and 38-1/2 percent on amounts

exceeding $100,000 unless their retention can be Justified.M

j/ Section 537(a).

1 Section 535(c), as amended by the Tax Reduction Act of
'375. The minimum credit for 1974 and prior years is $100,000.

***/ Section 531. When added to the ordinary corporate tax
rae of 48 percent, the accumulated earnings tax produces
total rates ranging from 75-1/2 percent to 86-1/2 percent.
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Although the law does not restrict the application
of the tax to olosely-held corporations, with minor excep-
tions only relatively small) closely-held corporations have
been subject to challenge by the Revenue Service in this
regard.!! In the only meaningful court test to date of the

applicability of the accumulated earnings tax to publicly-

held corporations, the U.S. Court of Appeals for the Ninth
Circuit decided, on the basis of the legislative history,

that Congress did not Intend for Section 531 et seq. to be

applicable to publicly-held corporations.iW/

In the face of an assertion by the Revenue Ser-
vice that a corporation is liable for the accumulated

earnings tax, the taxpayer must prove that the accumula-

tions do not exceed the reasonably anticipated needs of the

business and that the purpose of the accumulations was not

to avoid the imposition of the individual income tax on

shareholders.!.!-- It is a tremendously difficult burden of

i The official position of the Revenue Service is that the
accumulated earnings tax is applicable, "in the appropriatecase," to publicly-held corporations. Revenue Ruling 75-305,30 IRB 12. As far as can be determined, the Service has onlypressed this position once in recent years.

!*/ Oolconda Mining Corp. v. Commissioner, 507 F.2d 594 (1974).
Of*/ Although Section 534 would appear to shift the burden ofproof to the Revenue Service in cases before the U.S. TaxCourt providing certain requirements are met, in practice itwould seem that the corporation must always be prepared to
shoulder the burden of proof.
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proof and defense of an accumulated earnings case Is com-

plicated and costly. The problem is that what is "reason-

able" is an almost entirely subjective matter in the majority

of instances.

Because of difficulties of proof and the expense

of litigation, not to mention the financial consequences,

the mere possibility of an imposition of this punitive tax

inhibits the achievement of liquidity, self-financed busi-

ness expansion, and the amassing of funds for the redemp-

tion of the stock of deceased or retiring shareholders.

The Tax Reduction Act of 1975 increased the accumulated

earnings credit from $100,000 to $150,000. It is suggested

that small business would be helped in a substantial manner

by a further reasonable increase in the credit.

3.. Subehapter I Reform and SimplIfication. A

large number of small businesses (in 1972 more than 280,000

(about 28 percent) of the U.S. corporations with total assets

of less than $1.0 million) elect to be taxed under Subchap-

ter S of the Internal Revenue Code of 1954.-Y Under the

provisions of Subchapter S, a corporation's income is taxed

directly to the shareholders, whether or not distributed and

no tax is imposed at the corporate level.!-*/ Although

'. Sections 1371-1379.

.1 Except on certain capital gains under Section 1378.
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Subohapter 8 Is utilized mainly by small businessmen with
restricted access to sophisticated tax advisors, it is one
of the most complex and poorly understood parts of the

Internal Revenue Code. Because a failure to understand
S and comply with all of the rules governing Subohapter 8

corporations can trigger extremely severe and often retro:
active tax consequences, Subchapter 8 has been the cause
of a large amount of tax litigation and Is frequently

characterized by the courts as "a trap for the unwary."

While the subject of overall reform and simplification of
Subchapter S is too complex a matter to dwell on at this

time, we would like to commend it to your attention as an
area of the tax law where substantial benefits could be
achieved for small businessmen (and small business thereby

encouraged) with little or no revenue loss. A few of the
more important and widely recommended changes were included

In the stillborn Tax Reform Act of 1974. It is to be hoped
that these and other needed changes will be incorporated in
current tax reform legislation.

4. The Family Attribution Rules. The final item

I would like to mention in conjunction with the effect of

tax laws on small businesses is the matter of the family

attribution rules regarding "constructive ownership" of
stock in closely-held corporations. Absent the exception.

provided by Section 303 in the closely defined circumstances

32



1321

mentioned earlier# the redemption of stock in closely-held

or "family" corporations is subject to characterization as

a dividend rather than as a sale of stock unless there is

full compliance with the rules set out in Section 302.

These rules are complicated and subject to being misunder-

stood by small businessmen not sophisticated in tax law.

Section 302 provides that a redemption shall not be treated

as a dividend if it is substantially disproportionate with

respect to the shareholder redeeming the stock, or if it

results in a complete redemption of all the stock of the

corporation owned by the shareholder.

The constructive ownership rules ofSection 318,

however, state that an individual is to be considered as

owning the stock owned directly or indirectly by or for

members of his family, and by partnerships, estates, trusts

and corporations in which he has an interest. Correct in-

terpretation of these stock ownership attribution rules is

difficult, but absolutely essential if ordinary income

treatment of a redemption of stock in a closely-held cor-

poration is to be avoided. This is because stock legally

or beneficially owned by other persons or entities may be

deemed under these rules to belong to the individual dis-

posing of his stock and, thus, prevent the shareholder

from achieving a substantially disproportionate redemption

or a complete termination of interest in the corporation.
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Provision has been made in Section 302 for a waiver of the
family attribution rules provided that: (1) Immediately
after the redemption the former shareholder has no interest

in the corporation (including an interest as officer,
" director or employee) other than as a creditor; (2) the

shareholder does not acquire any such interestsother than

by inheritanoewithin ten years; and (3) proper notifica-

tion is made to the Revenue Service by such shareholder.

While the rules regarding stock redemptions in

closely-held corporations constitute a heavy burden for

small businessmen doing business in this form, we agree that

objective standards in this area have merit because they

prevent abuses. We teel, however$ that changes should be

brought about in the extremely rigid Interpretation of the

attribution rules by the Internal Revenue Service, particu-

larly with regard to the waiver of the application of these

rules provided for in Section 302(c) of the Code. The Ser-

vice has taken the position, unsanctioned by the statute,

that estates and trusts holding stock in closely-held family

corporations may not file waivers of the family attribution

rules provided by Section 302(c). Accordingly, estates and

family trusts are effectively prohibited by the Revenue

Service from redeeming stock in family corporations no matter

how necessitous the circumstances since such redemptions

34
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would be treated as an ordinary income dividend.-! We urge

that appropriate corrective action be taken to clarify the

intent of Congress in this regard.

Mr. Chairman and Members of the Committees, on

behalf of the Association for Advanced Life Underwriting,

I would like to thank you for the opportunity given me to

express the Assooiati6n's views today on these subjects.

1i one taxpayer has successfully challenged in the Tax Court
the Revenue Service's contention that an estate cannot file
a waiver of the family attribution rules. Lillian M.
Crawford v. Commissioner, 59 T.C. 830 (1973). The case may
be subject to being distinguished on its facts$ however, and
there is no indication that the Revenue Service will not
continue to litigate the issue. There has been no deter-
minative litigation concerning a waiver of the family
attribution rules by a trust.

35
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Senator N.isort. Tank you very much for your presentation.next witness will be Mr. Donald Haldeman, president of theW issn State Farm Bureau.Mt. 11ALDUMAN. Thank you. I am a dairy farmr from west-centralWisconsin. I don't con. here with any spedal expertise in the areaof tax except an observation from the standpoint of a dairy farmerto what is happening to us. I would like to present the writtentestimony on bealf of the American Farm Bureau Federation and~ the Wisconsin Farm Bureau Federation. I will just kind of skip overit In view of the time constraints.

Senator NaLsNO. Would you pull the microphone up closer?Mr. IIALDIMAN. I will just skip over the portions relating to thefact that we a argt of the general farm organizations with 2,893,000
mfemberfailes

Farming and ranching are predominantly family enterprises sofarmers and ranchers are deeply Interested in the orderly transfer oftheir businesses to succeeding generations. Currently, upon the deathof a farmer or rancher, many families find themselves faced with suchhigh estate taxes that they are forced to sell the farm or ranch regard.
less of their desire to keep it in the family.The hardships caused by estate taxes have grown increasinglymore commort and more severe in recent years. Unfortunately, manyfamilies are not aware of their Federal estate tax liability until afteran unexpected death. Conse.uently, a ground swell of public pressurehas not developed as rapidly on this issue as on other issues wherethe effects are more intnedit6 apd better understood. ..I was visiting with a farmer, this past week in a neighboring State.You may be ifnterested in some of the observations I would make fromhis case as to what a family farmer may be faced with. You are ina business where the profit levels aren't as high as maybe they oughtto be. But in 1968 he purchased some land at about $650 an acre.Due to the inflated values of land today, that land is worth about

$2 000 an acre.
9natop NutaoN. For a farmer?
Mr. HALDERA. Well, this is in a farming community where therearen't any outside pressures necessarily. It is just a demand forland. If a fanner wants to stay in business, he has to pay in order

to stay in business.
Senator NxrsoN. What I meant to say was I meant to raise thequestion as to whether or not at $2,000 an acre, whether he could makea Hvin dairying on a farm.S Mr. HALDSMAN. I have a feeling that what he is doing here is thathe has a unit he wants to add to and he is amortizing across all of it.He is also taking a look at the fact he figures it is going to appreciatein value more in the future. This is in ihe State of Iowa, of course,*here land values are higher than in the State of Wisconsin. I am inagreement with you that at $2,000 an acre, to try to raise corn onthat kind of value, you would have to be quite enthusiastic about thepossibilities ot the future. But I would state and carry this thingthough an example. Say that a family farmer purchased 200 acres in1988, and the last land purchased before that was $6850 an acre. Thiswould give hifn a cost oI $130,000. If he just had a mortgage at thattime of 70 petcont, which would be about a $91,000 mortgage. If the



mortgage was just continued at the $91,000 with only the interest
payments made and he was able to maintain and farm his land until
now, upon death this would give a value on his land of only $309,000 for
estate tax purposes, Now that land, if he has a youngster that wants
to farm, now using those figures, that land in all possibliy will be sold
because that youngster at such an early age is not going to be able to
handle that tax because the income isn t there in order to pay the tax.
He would probably farm it through an outside interest. This is why
the farmer is aware of what is happening. In my State of Wisconsinwe aren't up to the $2,000 figure, but we didn't start out with the

$650 fi ure. I'm sure you are familiar with the area I am from.
The Federal Government's estate tax is essentially the same today

as it was more than 25 years ago. The present rates and schedules were
adopted in 1941. The last sgniflcant change, the addition of the
marital deduction, was made in 1948. Since that time, the purchasing
power of the dollar has been eroded by inflation and the size and the
value of an economically sound farming unit have undergone drastic
changes. Urban development also has pushed land values up, and
farms located in populouskareas are threatened with extinction by
rising assessed values based on nonfarm uses.

To offset the cumulative effect of more than 30 years of inflation
and to help check the adverse effect of urban sprawl on farm produc-
tion, Farm Bureau has three recommendations for changes in our
present Federal estate tax laws. These are:

1. To raise the specific, estate tax exemption from $60,000 to
$200 000 This would adjust the estate exemption for the inflation
which has occurred since 1942, when the $60,000 exemption went
into effect. This should apply to all estates, not just to farm estates.

2. To raise the marital deduction from 50 percent of the value of
the adjusted gross estate to $100,000 plus 50 percent of the total value
of the adjusted gross estate. This would recognize the importance of
partnerships between husbands and wives. Again, it would apply- to
all estates.

As a matter of equity, we do not think the transfer of property
between spouses should be taxable-particularly on the death of a
husband or wife-however, the proposed increase in the marital
deduction would provide considerable relief for the estates that most
peed it.

3. To establish a procedure which would permit the executor of
an estate to elect to have its property assessed for extate tax purposes
on the basis of current use rather than higher potential uses. Presently
land is assessed for estate tax purposes on the basis of its market value.
This policy often forces an estate to sell farm-property for a nonfarm
use i order to provide funds for the payment of estate taxes. Under
the proposed change if the executor elects to have the estate assessed
at its value for farming purposes, the land in the estate should be re-
quired to remain in farming or ranching for a period of 5 years. If
it did not, an additional tax based on the higher use value should be
assessed and collected. A period in excess ofi 5 years would create a
hardship by clouding title to the land in an estate and thereby impairing
its collateral value.
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]Bills encompassing these recommended changes in the Federalestate tax laws are now pending in both bodies of the Congess. Inthe Senate, S. 1173, introduced by Senator Curtis and other Senators,Is now pendig before the Senate Finance Committee. In the HouseH.R. 1793, introduced by Representative Burleson and cosponsoredby over 50 other Representatives, Is pending before the House Ways

and Means Committee.
We recommend that you urge the Senate Finance Committee to~ consider this legislation favorably in the 94th Congress.
We appreciate the opportunity to present our views on this matter.Senator NoEsoN. I can assure you it will be considered becausethere are six members of the Small Business Committee who are onthe Finance Committee and Senator Curtis is also a member of theFinance Committee and so Is Senator Talmadge. What we will comeout with I am not certain, but there is a very real interest in doingsomething about this problem. Where did you say you were from!Mr. HALDDMAN. Southern Monroe County just out of Sparta.Senator NxLsoN. Just out of Sparta?

Mr. HALDEMAN. Yes,
Senator NELSON. In the Sparta area what would be the averageappraised, and I don't mean appraised for tax purposes, but theaverage value of a 200-acre farm with 40 or 50 milkn cows?
Mr. HALDEMAN. It would be pretty easy to figure out. Just forreal estate alone, the buildings you are talkinj about $105,000.
Senator NELSON. And personal property would be another $50,000

I take it?
Mr. HALDMAN. Yes, and probably better than that today becausewe have seen some extremely high increases In the past 24 months

as far as evaluation of farm machinery.
Senator NELsON. Just as an aside, has that constitutional amend-ment that was adopted to allow the appraisal of land for tax purposesto be distinguished from for agricultural purposes, has that been put

into operation?
Mr. HALDEMAN. No it hasn't. There has been quite a discussion inthe State legislature as to what it is going to be. I don't think it willbe passed in the very near future because we had land controls thatare getting tied in with the issue of taxation. This is going to be a

very sensitive issue.
Senator NrLsON. Thank you very much for your presentation.We deeply appreciate that. Where is Bill Kasakaitas?
Mr. IALDEMAN. Well he is busy in the State house.
Senator NELSON. Tell him I said to say hello.[The prepared statement of Mr. Haldeman in full follows:]
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SAR1hN? Of TOI ANXIOAI ?ARM IA3 FZDFRAION
3110o* II S MAIN 511.3? CONNTU S OR SNA MINUS8

AND TRSI ?8 WA10 SOOMNIt13 01 111AI AR NAITS
VR |hOARD TO FID2A0 MAI TAX LAV

Presented b!,onald Bel4omen, 409oedot
Viconsin fare Burea, ?ederation

September 250, 1976
% £ appreciate the opportunity to present the reoommendations

of tbe American farm ureasu federation vith respect to federal
estate taxes. these recommendations are strongly supported by
my ov state organimation, the Vieconsin rar $ureas Federation.
e 0oiseed the Senate Select 0osmittee on Small business and theSenate Finance Subcommittee on Financial Markets for holdine these

hearings* We hope that your efforts vil hiblight some needed
changes in the federal $etate tax laws.
Fare )ureau is the largest *eneral tarm orgasisation in the
United States with a membership of 2 393,731 families in
forty-nine states and Puerto Rico. it is a voluntary, non-goverasental organisation, representing farmers who produce
virtually everr aricultural commodity that Is produced on acommercial bas 6 this country. As a coneequence, we havea deep interest Im all aspects of taxation, Including estate
teas, that affect our members*

Farming and ranching are predominantly family enterprises
so farmers and ranchers are deeply interested in the orderly
transfer of their businesses to succeeding generations. cur-restly, upon the death of a termer or rancher, many families
find themselves faced with such high estate taxes that they are
forced to sell the tarm or ranch regardless ot their desire to
keen It in the family.
the hardships caused by estate taxes have grown increasinglymore common and *ore severe in recent years. Unfortunately, many
families are not aware of their federal estate tax liability untilafter an unexpected death. Oonsequently, a groundswell of public
pressure has not developed as rapidly on this issue as on
other issues where the effects are more Immediate and betterunderstood. lovever, for several years rarm Bureau *sbers
have adopted policies which reoor:e the problems emanatini
from federal estate taxes and Farm bureau has been seeking
reforms in these tax lays.

the federal government's estate tax Is essentially the same todayas it vas nore than tventy-five years ago. the present rates
and schedules were adopted in i941. ?he last significant change.
the addition of the marital deduction, was made in 1948. Since
that time, the purchasing pover of the dollar has been eroded by
inflation and the alme and the value of an economically sound farm-ing unit have undergone drastic changes. Urban development also
has pushed land values up, and tarms located in populous areas arethreatened with extinction by rising assessed values based on non-
fare uses.
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To offset the cumulative effect of more than thirty years of inflation
and to help check the adverse effect of urban *prawl on farm
production, Fare Bureau has three recommendation$ ftr changes in
our present federal estate tax laws. ?bess areas

(1) To raise the specific estate tax exemption from $60,000
to $200,000. this vould adjust the estate exemption for the
inflation vhich has occurred since 1942, when the $60,000
exception vent into effect. this should apply to all estates, not
just to farm estates.

(2) To raise the marital deduction from 50 percent of the
% value of the adjusted gross estate to $100,000 plus 80 percent

of the total value of the adjusted gross estate, this would
recognize the importance of partnerships between husbands and
vives. Again, it vould apply to all estateS.

As a matter of equity, we do not think the transfer ofproperty between spouses should be taxable--uarticularly on the
eath of a husband or wife-however, the proposed increase in the

marital deduction would provide considerable relief tot the estates
that most need it.

(3) To establish a procedure which would permit the
executor of an estate to elect to have its property
assessed for estate tax purposes on the basti of courent use
rather than higher potential uses* Presently, land Is
assessed for estate tax purposes on the basis of Its market
value, This policy often forces an estate to sell farm property
for a nontarm use in order to provide funds for the payment
of estate taxes. Under the proposed change, If the executor
elects to have the estate assessed at its value for ftrminr
purposes, the land in the estate should be required to retain
i farming or ranching for a period of five years. If it did not,
an additional tax based on the higher use value should' be assessed
and collected. A period in excess of five years would create
a hardship by oloudiox title to the land in an estate and
thereby impairing its collateral value.

bills encomuasslne these recommended chances in the federal
estate tax laws are now pending in both bodies of the Congress.
In the Senate S. 1173, introduced by Senator Curtis and other
Senators, is now pendlu before the Senate Finance Committee.
In the Rouse R.I. 1793, introduced by Reuresentative Burleson
and cosponsored by over fifty other Representatives, is pend-
ing before the House Vays and Means Committee.

We recommend that you urse the Senate Finance Committee to
consider this legislation favorably in the 9*th Congress.

We appreciate the opportunity to present our views on this
matter.
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American Farm Bureau Federation GENKRAR. OFFPII
OV R A HALF ENTUR OW (W$ VIOW TO AMURIGl AGRICULMUq SA ?UH AVNSM

P WoI. ILUN5 000

P1055.8121 Sewam

September 4, 197$ OA.IS A0ootS. A PAURKSO

senator Oqlord Nelson, Chairman
select Comittee ca "mall Business
United States Seoate
Washington, DO 2010

Dear Senator NIelons

We appreciate the invitation conveyed by your letter of June 16, 1975
for us to contribute to your current study of the business tax system
with specific reference to small business.

Farm Bureau Policies for 1915 include the following recommendations with
respect to the taxation of business-related income, including the income
of farmers and tarm cooperatives:

Tax policy should be designed to encourage private initiative,
help etabilize the dollar, promote sbiloymont and economic
growth, and distribute the tax burden equitably.

55e5e

Taxpayers should be given the option to treat investment
in capital equipment for the abatement of air, vater, and
soil pollution a a current expense for federal Income tax
purposes since such investments generally increase costs
without increasing production.

We recomend that farmers continue to have the option of
filing income tax returns on either the cash or the accrual

basis.
ees.e

Investmt Credit

Ve favor the investment credit as a permanent feature of our
tax system. This credit should apply to both domeetio and
imported equipment.

Capital G ains

The tax treatment of capital Sains should encourage investment
without creating tax loopholes or discouraging the sale of
property.
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s senator arlord elson, Chairman
select Cooitte on mll $Uanes Page Tvo

The present law results in the taxation of "gains" which reflect
in port & decline in the value of the dollar. This penalizes
property owners and disoourgee the sale of property. As a par-
tial answer to this inequity we recend that the rate of tax on
capital gaims be reduced as the Iingth of thf holding period In-
*reaes. We favor retention of the present lniom holding period.

Where famland is acquired for public use by eminent domain or
private treaty, the ovnere should be pomitted to reinvest in
farming or another business with the sane tax treatment. In
addition, ve recmend that persons whose property is taken for
public use be allowed to invest the proceeds in government or
mUnicipal bonds without paying the capital gains tax.

We oppose proposals to apply the capital gains tax to the appre-
elated value of property transferred by reason of the death of
the owner.

We support the present law with respect to capital gains treatment
for sales of breeding livestock.

Depletion Alasenes

We favor the we of depletion allowances as an encouragement for
the Investment of capital in the extraction of exhaustible resources.

Tax Lost Atdn

We recomend an amendment to the Tax Reform Act of 1969 to limit
further the opportunity of a taxpaer to offset farm losses
against nopfara income.

We recomsnd that the cost of developing all orchards, groves,
and vineyard$ be capitalized on the same basis as developmental
expenses for citrus and almond groves.

Taation of ooneraivee nd Other Corrations

Ve oppose an effort to tax cooperative& on disbursements or
credit taxable in the hands of their patrons.

The net savings and income of farm cooperatives should be sub-
Ject to a single federal Income tax to he paid either by the
cooperative or the patron as earned.

Any legislation affecting the tax status of the Cooperative
Farm Credit Institutions should include an exemption for income
used to build legally required reserves or returned to the members
of the institutions.

Corporations should be permitted a deduction for earnings distri-
buted to stockholders as dividends and taxable in the hands of
stockholders.
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-Senator GOlord leleson, Chairman
select Comaittee on small Iusiness Page Three

Sales and hoisg Taxes
ceaso

... The higavy use tax should be mended to provide on exemption fortarm tracks.

We oppose the use of taxee a a method of implementing ZPA
standards.

Recent legislation provides for additional taxes on aircraft
fuels to help finance ne and improved service* and facilities
for the nation's airva system. We oppose the use of these
funds for the operational expenses of other federal agencies.

We oppose the adoption of a federal value added tax.

Your consideration of these recmmendations vill be appreciated.

Sincerely,

William J. "itfass, President

W,.Kt b

cc: Roger Fleming, Director
Washington Office
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Senator NzLsox. Our next witAess is John Davis I1, president of
Davis Brob., Inc., Denver, Colo.

Mr. DAvis. Thank you, Mr. Chairman. I am delighted to be here.
I would like to say at the outset that I wish the wholesale industry
hod done as good a job as apparently the Mankato Free Press has
done in the growth of Its assets value over the last 17 years.-I m .appearin here today as a past president of the National
Association of Wholesaler-Distributors. I am also present of Davis

- Bros., a wholesale drug company located in Denver Colo.
Our members, consisting preponderantly of small business, have a

vital Interest In the impact of taxes on the continuation of smaller
business enterprises. We are particularly concerned with the matter
of estate and Oft taxation, which already poses a serious problem for
many small wholesale-distribution firms. - i c

As table 1 below Indicates, the wholesale trade is characterized by
smal, closely held, family-owned businesses. Ninety percent of all
wholesaing corporations had assets of less than $1 million in 1970
and such It ris accounted for approximately two.thirds of the total
sales by who.seale-distributi0n corporations. The industry, nonethe-
leap, Is'a significant factor in the economy, with sales by merchant
wholesalers of $448.1 billion in 1974.

First, I would like to address the impact of current estate taxes on
the perpetuation of smaller wholesale corporations.

At the present time, the first $60,000 of net personal worth of a
deceased ii exempt from the Federal estate tax. That exemption level
was established In 1942. No change has been made in this level of
exemption des pite the change In the purchasing power of the dollar.
The fact that Congress has made no change in the estate tax law does
not mean that no change has occurred. Indeed, a very significant
change has occurred for the heirs of the deceased and for the future of
the business.

The effects of inflation on estates have been dramatic, and have
resulted in hug tax liabilities which the business must pay when
faced with the death of a principal owner.

What would have happened If the estate tax exemption had been
increased with the changes in the value of the dollar? To illustrate
this change, we have used the implicit price deflator for the gross
national pioduct for the years 1940 to 1974-table 2.

The following table indicates what would have been the result.
We can see from the table that based on the decreased purchasing

power of the dollar, the exemption in 1976 would have equally
$192,000 if the same amount of purchasing power was exempted
from Federal estate taxes. It should be noted that the current tax
on the $192 000 estate is now $30,300, but no Federal estate tax
would have been due on th. same amount of purchasing power in
1942.

Inasmuch as there has been a further decline in the purchasing
power of the dollar, we recommend that the Congress econe ti
situation by increadn the estate tax exemption to $200,000.

We are very much concerned with the problems of perpetuating
small business enterprise in our industry

The level of estate .taxeswill have a great effect on whether this
buwinm can e pas tured. There t po questI9% but that because
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no change has been made in the Federal estate tax exemption forover 30 years, the tax bite is more severe than it was in 1942, andthat a smaller portion of these businesses will be able to continue past
one generation.

For example, the estate tax on a total estate of $350,000 is $78,500.If the exemption has been "indexed" with the implicit price deflatorthe taxable estate would now equal $158,000, and the tax due wouldbe $38,100. This would have permitted the retention of an additional
.$140,400 for the continuation of the business. It is an illustration of thetypical situation that smaller business-the closely held corporation-f!i-e--what Is in reality a constant effectiv., increase in the rate oftaxing estates. The chang is brought about by a constant in thedollar value o* the estate tax exemption and a continuing decline

in the value of the dollar.
What s the intent of the Congress? Does it intend to continue theI -crease in the effective rate of taxing estates? Congress has never so

stated, but the result is as real as if it had.In my written testimony I go through some examples of what is
happening in smaller estates.

Clearly, the effect of a constant exemption and a declining dollaris felt more by the heirs of smaller estates than the heirs of verylarge estates. The problem of small business perpetuation is therefore
increasingly more difficult for them.

Another measure of how the estate tax is now ap plied to moreestates due to inflation Is indicated in table 5 of my written remarks.
In 1941, less than I estate out of 100 required a Federal estate tax,compared to over 6 out of every 100 estates in 1973. That is an in-crease in the rate of estates taxed of over 600 percent. As stated earlier,the estate tax is dipping down into smaller estates-measured by

purchasing power-than It did in 1941. .Now let us take a couple of minutes to examine the options availableto the small business in order to pay the estate tax and still perpetuate
the business.

As has been indicated, the bulk of the deceased's assets are in theclosely held corporation, and stock in such businesses is not easilysaleable, as there is not a ready market compared to stock traded onan excnanm .We should also examine the capability of the heirs to borrow to pay
the estate taxes. In 1969, wholesalers already had current liabilities
equal to 1.15 times net worth, and total liabilities equal to 1.53 timesnet worth. For firms in the $1 to $8 million asset size class, the ratios
were 1.29 times and 1.69 times, respectively.

This means that the debt is already at a rather high figure andfinancial source, main commercial banks are unlikely to extendadditional credit. Indeed,.the contrary is likely to happen as the prin-cipal owner is also the chief executive officer, the one looked to bythe bank to manage the business in such a way that the bank will berepaid its. already outstanding loans to the small business. When thesmall business loses its chief executive officer-usually the president-the bank is very likely to recall a portion of the loan or decline toextend additionid time or renew current loans until the future of thebusiness is more certain. The bank knows that cash must be generated



to pay existing high estate taxes, and if this capital is somehow
tkn out of the business by the heirs, it would increase the debt-to-
net-worth rato to the detriment of the bank's position. Bankers ate
required to protect the money they loan. We can validly conclude
that banks are not a likely source of capital upon the death of a small
businm owner.

The problem of maintaining the viability of these small enter.
priss with average debt to equity ratios, whch regularly exceed 100
percent, is often insurtnountale w-ithout the add6d7 buren of a hu
estate tax. The addition of a laree tax liability to the already hi
debt structure of the typical wiolesaling corporation would surely
mean the sale or liqutdafoit of a majority of these corporations.

In view of the ihceasfinz difficulty of smaller btishtess enterprises t6continue due to the delay reforming and updating estat taxation,
we believe this committee should give serious consideration to our
recommendation to increase the estate tax exemption to $200,000.

I have attempted briefly to outline some of the difficulties currently
eneounteredby smaller wholesaler-distributorb in the area of estate*
taxation and business perpetuation. We note- that some tax reform

posals introduced in the Congress do not contemplate any increase
i the estate tax exemption, but rather propose another change-the

imposition of a capital gaias tax on assets traafefted at death. Such i
tax would sound the death knell for small businesses such as those
engaged in wholesale.dlstribution.

I ut the committee to update the estate tax exemption from
#0,O0( to 200,000, to account for the effects of inflation since 1942.
We believe that the adoption of this ptoposa would, on balance,
hate a minimal effect on total tax revenues, and would be an important
step toward pmeration of a viable small business sector in our
economy.

We lso urge the committee not to appy a 0aital g tax to an
imaginary gain. Taxation of an action foun ed only on the assuibption
that it hasln fact occurred is not a realistic basis for taxaton.

In my written remarks I have skipped over some tables. I have
done my best to ste you time. I wouff appreciate it if they would go
in the ecord. I appreciate the opportunity to appear here.

Senator NstsOi. Thank you ver much fr your pteeentation.
Your statement with all thd tables w be printed in full in the record.

(The prepared statement of Mr. Davis in full follo1s:J
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Mr. Chairman, Members of the UAlI. business Committee and

the Financial Markets Subcommittee of the Finance Committees

My* name is Johi C. Davis, ZU. Z appear here today as a

past president of the National Association of Wholesaler-Distrib-

utors (MAW). t am also president of Davis Bros., a wholesale

drug company located In Denver, Colorado.

UM is a federation of 95 national commodity-line wholesale-

distribution associations with approximately 30,000 member firms

representing merchant wholesaler establishments or warehouse -

operations in the 50 states.

Our members, consisting preponderantly of small business,

have a vital interest in the impact of taxes on the continuation

of smaller business enterprises. We are particularly concerned

with the matter of estate and gift taxation, which already poses

a serious problem for many small wholesale-distribution firms.

As Table I below indicates, the wholesale trade is character-

ized by small, closely-held, family-owned businesses. 93 percent

of all wholesaling corporations had assets of less than $1 mil-

lion in 1970, and such firms accounted for approximately two-

thirds of total sales by wholesale-distribution corporations.

We are nonetheless a significant factor in the economy, with

sales by merchant wholesalers of $448.1 billion in 1974.
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Distribution of Merchant Wholesaler-Distributor Corporations
by Sise of Total Asets, 1970

Asset sixe Class Number of Returns Percent
Under *250,000 U5, 09 69.8$20,000 under 500,000 24,367 14.7*500,000 under 1,000,000 14,009 8.5*1,000#000 under 10,000,000 10,959 6.6*.0,000,000 under 0,000,000 606 0.4
$50,000000 under 100,000,000 53,
100,000,000 and over so *

Total l1s,57S 100.0
*Less than 1/2 of I percent
Sources U.S. Treasury Departmento, nternal Revenue service,

Statistics of zncoe - Cororation IncoMe Tax Returns

First, I would like to address the impact of current estate
taxes on the perpetuation of smaller wholesale corporations.

At the present time, the first $60,000 of net personal worth
of a deceased is exempt from the Federal estate tax. That exemp-
tion level was established in 1942. No change has been made in
this level of exemption despite the change in the purchasing
power of the dollar. ZA 1942, milk cost 130.a quart, a pair of
men's leather shoes *6.00 and a white shirt $3.50. The fact
that Congress has made no change in the estate tax law does not
mean that no change has occurred. Indeed, a very significant
change has occurred for the heairs of the deceased and for the
future of the business.
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The offsets of inflation on estates have been dramatic*

and have resulted in huge tax liabilities which the business

must pay when faced with the death of a principal owner.

What would have happened if the estate tax exemption had

been increased with the changes in the value of the dollar?

To illustrate this change* we have used the implicit Price

Deflator for the Gross National Product for the years 1940 to

1974. (Table 2)

Table 2

Implicit Price Deflator for Gross National Product
Selected Years, 1940-1974

Year implicit Price Deflator Annual Rate of I Change
(1958-100) From Preceding Period

1940 43.07 --
1942 53.03 10.0
1945 59.66 6.3
1950 80.16 6.1
195S 90.66 2.s
1960 103.29 2.6
1961 104.62 1.3
1962 105.78 1.1
1963 107.17 1.3
1964 108.8S 1.6
196S 110.86 1.6
1966 113.94 2.8
1967 117.59 3.2
1968 122.30 4.0
1969 128.20 4.8
1970 135.23 5.5
1971 141.61 4.7
1972 146.12 3.2
1973 154.31 5.6
1974 170.18 10.3

Percent Changes

1940-74
1942-74

Sources Sconom,

+287.91
+220.9t

ic Report of the President, February, 1975

*3209 0 a 76 * 41
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The. fQlloWiAng table indicates what would have been the
results

Rotate Tax Exemption Adjusted for Change
'n Implicit Price Deflator Since 1942

Year Exemption

1942 $ 60,000
1950 90,720
1960 116,680
1970 153,000
1974 192,000

We can see from the table that based on the decreased
purchasing power of the dollar, the exemption in 1974 would
have equalled $192,000 if the same amount of purchasing power
was exempted from Federal estate taxes. It should be noted
that the current tax on the $192,000 estate is now $30,300,
but no Federal estate tax would have been due on the same amount

of purchasing power in 1942.

Inasmuch as there has been a further decline in the pur-
chasing power of the dollar, we recommend that the Congress
recognize this situation by increasing the estate tax exemption

to $200,000.

We are very much concerned with the problems of perpetuating
small business enterprise in our industry. For this purpose,
a special study was conducted of the members of our industry.
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From a universe of 18,000 firms asked to participate in the

survey, over 51000 responded.

Among-wholesale-distribution firms which are closely-held

corporations, we now know that this is the most typical owner-

*ship profile:

A) The firm has a net worth of between $250,000 and $499,000.

B) The Chief Executive Officer (CEO) himself owns from

51 to 74 percent of the firm's outstanding stock.

C) Thi'C20-himsblf is between 50 and 59 years of age.

D) The CEO's personal maximum federal tax bracket is in

the range of 35 to 49 percent.

E) His ownership in the company represents from 51 to

74 percent of the CEO's personal net worth.

F) Less than $100,000 in life insurance on the CEO is

owned by the corporation, and payable to it upon the

death of the CEO.

The level of estate taxes will have a great effect on whether

this business can be perpetuated. There is no question but that

because no change has been made in the Federal estate tax exemp-

tion for over 30 years, the tax bite is more severe than it was

in 1942, and that a smaller portion of these businesses will be

able to contfhue past One generation.

For example, the estate tax on a total estate of $350,000

is $78,500. If the exemption had been "indexed" with the Im-

plicit Price Deflator, the taxable estate would now equal $158,000,

and the tax due would be $38,100. This would have permitted the
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retention of an additional $40,400 for the continuation of the
b siness. Zt is an illustration of the typical situation that
smaller business.(the olosely-held corporation) faces -- what
is in reality a constant effective increase in the rate of
taxing.estates. The change is brought about by a constant in
the dollar value of the estate tax exemption and a continuing

decline in the value of the dollar.

What is the intent of the Congress? Does it intend to con-

tinue the increase in the effective rate of taxing estates?

Congress has never so stated, but the result is as real as if

it had.

What has been the result? The true rate of estate taxes

has increased, and at a greater rate on the smaller estates

than it has on the very large estates. For example, what has

happened to the taxes due on a estate worth $10 million? The

current tax on a total estate of $10 million (assuming a taxable

estate of $9,940,000) is $6,042,600. By applying the ONP Im-

plicit Price Deflator and indexing the exemption, we can calculate

that the estate would have been valued at $3,125,000 in 1942

and taxed $1,299,600, or 41.51 of the total estate. In 1974,

the estate tax would take 60.4 of the total estate, an increase
of 45.51. However, the estate valued at $350,000 was taxed

in 1942 at 6.34 of the total estate. (The value of the estate

in 1042 assumed to be $109,375.) In 1974, the same estate
would be taxed at 22.4% of the total estate, an increase of

255.5%. (Table 3) Clearly, the effect of a constant exemption
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Table 3

Comparison of Estate Tax Rates, 1942/1974

Estate Tax Under Present Statutes

Total Estate
Exemption

Taxable Estate

Estate Tax

Average Estate Tax Rate:

Total Estate
Taxable Estate

$350,000
60,000

$290,000

78,500

22.4%
27.1%

Estate Tax Based on 1942 Value (Implicit Price

Total Estate, 1974 $350,000

Total Estate, 1942 109,375
Exemption 60,000

$ 49,375

Estate Tax 6,862

Average Estate Tax Rate:

Total Estate
Taxable Estate

6.3%
13.9%

Deflator Applied)s

$10,000,000

3,125,000
60,000

$ 3,065,000

1,299,600

41.5%
42.4%

Source: Derived from Table 4 and Implicit Price Deflator

$10,000,000
60,000

$ 9,940,000

6,042,600

60.4%
60.7%
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Table 4

UOWZVAXVNt UTAT TAX STRUCTU8A, 1942 and 1974

seio ixmton
1942

$0,000
1974 equivalent

$192,000

fRate Table to: Taxable State
(A)

Taxable state Equal
to Move Than --

1974JU gultvat

-0.

10,000
20,00(
30,000
40,000
50,000
60,000

100,000
250,000
500,000
750,000

1,000,000
1,250,000
1,500,000
2,000,000
2,500,000
3,000,000
3,500,000
4,000,000
5,000,000
6,000,000
7,000,000
8,000,000

10,000,000

W0-
16,000
32,000

1 64,000
96,000

126,000
10,000
192,000
320,000
$00,000

1,600,000
2,400,000
3,200,000
4,000,000
4,800,000
6,400,000
8,000,000
9,600,000

11,200,000
12,800,000
16,000,000
19,200,000
22,400,000
25,600,000
32,000,000

(a)
Taxable atate
leiI Than

'Ta on Amount
Ln Column (A)

1974 1974
eMa Va41 I2±L mAnvaz

$,000
10,000
20,000
30,000
40,000
SOO00
60,000

100,000
250,000
500,000
70,000

1,000,000112SOO000
1SO0,O00

2,000,000
2,500,000
3,000,000
3,500,000
4,000,000
5,000,000
6,000,000
7,000,000
6,000,000

10,000,000

I4,000
33,000'
64,000
94,000129,00

140,000
192,0001320,000

3,00,000
2,400,000
3,200,000
4,000,000
4,800,000
4,400,000
8,000,000

9,600,000
11,200,000
12,600,000
16,000,000
19,200,000
22,400,000
25,600,000
32'000,000

-o-
1SO

1,600
3,0004,800
7,0009,O00
,00
1S700

145,700
233,200
325,700
423,200
520,200
753,200
996,200

1,263,20o
1,543, 200
1,838,200
2,466,200
3,130,200
3,836,200
4,560,200
6,060,200

-0-
480

1,600
5,120
9,600

15,360
22,400
30,400
66,240

210,240
466,240
746,240

1,042,240
1,354,240
1,690,240
2,410,240
3,194,240
4,042,240
4,938,240
5,882,240
7,698,240

10,042,240
12,282,240
14,610,240
19,482,240

Source: A Guide rF to er1 te and Gf£ Tix ,*Q, Znternal Revenue!Service, 1971, and 1974 equ valents are aed grow Implicit price deflatorshown in Table 2.

4

atebot Tax
On 9icess
Over Amount
n Column A

3
711

14
16
22
25
26
30
32
3S
37
39
42
4S
49
53
s6
s9
63
67
70
73
76
77
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and a declining dollar is felt more by the heirs of smaller

estate$ than the heirs of very large estates. The problem

of small business perpetuation is therefore increasingly more

difficult for them.

Another measure of how the estate tax is now applied to

more estates due to inflation is indicated-in Table S. This

indicates that in 1941, there were 1,432,000 deaths with

13,336 taxable returns filed, or 0.9 percent. In 1973, there

were 1,962,000 deaths, with 120,761 taxable returns filed, or

6.2 percent.

Table 5

Number of Estate Tax Returns Piled By Citizens and
Resident Aliens In Relation To Total Deaths

Total
Year Number of
of Returns

Filing Filed

1941 15,977

1951 27,9S8

1961 64,538

1970 133,944

1973 174,889

IPn preceding year.

Taxable
Returns
Filed4

13,336

18,941

45,439

93,424

120,761

D,4th00

1,432,000

1,460,000

1,700,000
1,926,000

1,962,000

Ratio ofTotal- Total
Returns Returns

to to
Deaths- Deaths

1.1 0.9

1.9 1.3

3.8 2.7

7.0 4.9

8.9 6.2

SOURCE: Statistics of Zncome. Estate Tax Returns, 1965, 1969,
1972, Statistioel Ab ptrot_ of The United Statesi 1974
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Expressed in other terms, in 1941s less than one estate out

of 100 required a federal estate tax, compared to over 6 out

of every 100 estates in 1973. That is ah increase in the rate

of estates taxed of over 600 percent. AS stated earlier, the
, estate tax is dipping down into smaller estates (measured by

purchasing power) than it did in 1941.

Now let us examine the options available to the small

business in order to pay the estate tax and still perpetuate

-the business.

As has been indicated, the bulk of the deceased's assets

are in the olosely-held corporation, and stock in such businesses

is not easily saleable, as there is not a ready market compared

to stock traded on an exchange.

We should also examine the capability of the heirs to borrow

to pay the estate taxes. Table 6 presents R8 data with respect

to the ratio of liabilities to net worth, In 1969, wholesalers

already had current liabilities equal to 1.15 times net worth,

and total liabilities equal to 1.53 times net worth. For firms

in the $1 to $5 million asset site class, the ratios were 1.29

times and 1.59 times, respectively.

This means that the debt is already at a rather high figure

and financial sources, mainly commercial banks, are unlikely

to extend additional credit. Indeed# the contrary is likely

to happen as the principal owner is also the chief executive

officer, the one looked to by the bank to manage the business

in such a way that the bank will be repaid its already outstanding
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Table 6

holesale Trade: Ratios of Current
Liabilities and Total Liabilities to Nat 0orth

Asset Class (Thousands)

zero
Over 0, under 50
50, under 100
100, under 250
250, under S0
500, under 1,000
1,000, under 5,000
5,000, under 10,000
10,000, under 25,000
25,000, under 50.000
50,000, under 100.000
100,000, under 250.000
250,000 or more

Total All Sizes

By Asset Size Class, 199

Total
Liabilitie
(Killion&)

775
1,119
3,446
4,570
5,577

11,943
4,684
3,972
2,606
1,901
2,967
5,595

49,155

Liabilities
(Millions)

480
793

2,524
3,511
4,414
9,676
3,687
3,065
1,925
1,373
1,880
3,410

36,738

not
worth

249
815

2,822
3.763
4.145
7,SS
2,479
2,376
1.621
1,103
1,728
3,455

32,061

Ratio of
current Total

Liabilities Lablities
to net Worth to not Worth

(Times) (Times)

1.93
.97
.89
.93

1.06
1.29
1.49
2.29
1.19
1.24
1.09

.949

1.15

Source: Internal Revenue Servic
Statistics of Income. 1

e, Corporation Source Book of

I

3.11
1.37
1.22
1.21
1.3S
1.59
1.89
1.67
1.61
1.72
1.72
1.62

1.53

i is | i
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loans to the mall business. When the small business loses
"its C2O (usually the president), the bank is very likely to
recall a portion of the loan or decline to extend additional
time or renew current loans until the future of the business
is moro certain, The bank knows that cash must be generated

to pay existing high estate taxes, and if this capital is

somehow taken out of the business by the heirs, it would in-
crease the debt-to net worth ratio to the detriment of the
bank's positions Bankers are required to protect the money
they loan. We can validly conclude that banks are not a likely
source of capital upon the death of a mall business owner.

The problem of maintaining the viability of these small
enterprises with average debt to equity ratios, which regularly

exceed 100 percent# is often insurmountable without the added
burden of a huge estate tax. The addition of a large tax
liability to the already high debt structure of the typical
wholesaling corporation would surely mean the sale or liquidation
of a majority of these corporations.

in most cases, some life insurance proceeds are available.
However, in our business perpetuation survey, information was
requested to determine to what extent small companies hold
life insurance on the life of the principal. Such insurance
is used to facilitate the small corporation to buy out the
interest or a large part of the interest from the heirs. This
is particularly useful when the continuation of the business

management will fall on others than the heirs. Typically,
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it is the case of younger "ployeo* who have minority stock

intorosts. Out of the 5,000 firms which participated in

the survey, only 1,800 firms responded to the question on

life insurance. (Table 7) The survey concluded that relatively

0 few owners, regardless of corporate net worth, have initiated

substantial amounts of corporate-owned insurance on their own

lives. ror example, the table indicateS that 0.76t of the

respondents hold insurance payable to the corporation valued

at less than $100,000. Such amounts would rarely be sufficient

to purchase a departed CO's interest from his heirs.

Table 7

Corporation-Owned Znsurance on CR0

Amount of insurance tof Respondents Holding

Under $100,000 39.16
100,000 - 249,000 30.13
250 - 499,000 8.43
Over $SOO00, 000

sources Small Business Perpetuation Study

In view of the increasing difficulty of smaller business

enterprises to continue due to the delay in reforming and up-

dating estate taxation# we believe this Committee should give

serious consideration to our recommendation to increase the
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estate tax exemption to $200,000.
1 have attempted to outline some of the difficulties

currently encountered by smaller whOlesAler-distributors in
the area of estate taxation and business perpetuation. We note
that some tax reform proposals introduced in the Congress do
not contemplate any increase in the estate tax exemption, but
rather propose another change -- the imposition of a capital
gains tax on assets transferred at death. Such a tax would
sound the death knell for mall businesses such as those engaged
in wholesale-distribution.

Those who favor such a tax argue that unrealized appreciation
of capital assets, regardless of kind is income which currently
escapes taxation when held until death. They maintain that this
unrealized capital gain should be taxed as if it had been sold
the day before death, as if it had been realized.

To the typical small wholesale-distribution firm, a tax
on capital gains transferred at death, coupled with estate taxes
due, would most probably preclude the business being transferred
to the next generation. Our association has attempted to analyse
the impact of the proposed legislation on specific firms in the
wholesale-distribUtion industry. Let me give you an example
of the operation of proposed tax legislation on one such firm --
typical according to IRS data and also a typical-small wholesaler
of refrigeration equipment. This firm was founded in 1948 with
invested capital of $13,000. The firm has been continuously
profitable throughout its existence, though its profits have
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never been large either in relation to sales or net worth.

The continuously growing capital requirements of the business

necessitated that every dollar of profit be reinvested in the

business. As a result of this pattern of reinvestment, the

Snet worth of the business increased to $495,000 at the end

of 1974.

In Table 8, we attempt to portray the tax consequences for

this firm under existing estate tax legislation, as well as

those under one of the frequently mentioned proposals for

tax change -- a capital gains tax on assets transferred at

death. The principal owner# whose spouse died in 1971, has

three prospective heirs, a son who is active in the business

and two married daughters. Reoause the growing business has

absorbed all of the firm's profits* the firm comprises virtually

all of the owner's estate. For simplicity of illustration,

we will therefore assume that the firm comprises the entire

estate. You will note that, based on the existing estate tax

structure, the heir would owe an estate tax of $124,900. As-

suming that this estate were granted an extended period (i.e.

ten years) in which to pay the estate tax due based upon a

hardship finding, the first annual payment of estate tax and

interest would amount to $23,731, or $6,131 more than the

average annual after-tax profits of the firm over the past-seven

years. (I ght observe that if the estate tax exemption and

rate structure were adjusted to establish an "inflation-adjusted

parity" with the tax structure legislated in 1942, the total
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Table 6

Tax Consequences of Death of.... . Present ow er .........

Based on Present Based on squivalt
.. Tax Rase -..... 1974 RatesV

Net Worth, December 31, 1974 $495,000 $495,000Basic Exemption 192 000
Taxable Estate 303000
Estate Tax 124,900 61,400
Minimum Annual Tax Pay ent Due 23,731 11,601
Average Annual Profit (1968-74) Zd,0 17.600
Net Profit after Payment to state - 6,131 5,919

Present estate Tax Rates
FALIusP. C-ia GisTax

Net Worth, December 31, 1974 $495,000
Oritgnal Investment, 1946- 13.000
Capital Gains Subjot to Tax 48200
Capital Gains Tax (2S% Rate) 120,500
Taxable Estate after Capital Gains-

Tax Deduction 3?40500
Exemption '0,000
Estate Tax 04,340
Total Tax Liability 206,840
Minimum Annual Tax Payment V 39,230
Average Annual Profit 17,600
Net Deficit After Payment To Rstate -21,630

AssumeS hardship finding# includes 9 percent interest rate plus
10 percent of principal# Tax is for first year.

Sources Actual case study. tnterviev and analysis of corporate
financial records. Tax consequences based on estate tax
tax structure and revised rates set forth in Table 4.
Capital gains proposals based on Stated assumptions.
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estate tax liability would be only $61,480 _and the firm would

be able to generate a small annual profit, $50919, after

satisfying the minimum allowable payment towards the estate

tax liability.)

Now let us consider the consequences of superimposing

capital gains taxes over the existing estate tax structure,

for our sample firm. You Vill recall that virtually the entire

not worth of the firm would be considered a capital gain and

the capital gains tax liability alone would be $120,300. This

amount combined with an estate tax liability of $86,340 would

result in a total tax liability of $206,840. The minimum annual

tax payment -- again assuming a hardship finding -- due on this

liability the first year would be $33,094, or nearly double the

average annual after-tax profit of the firm during the last

seven years. Under this tax burden# the mounting deficits

of the firm would certainly force an early liquidation of the

enterprise. Our analysis indicates that the experience of this

firm is not unique. Corporations in the $1 to $5 million asset

size category simply cannot generate sufficient income to pay

their yearly income taxes, plus the capital gains tax, plus a

minimum of 10% of the total estate tax, plus the interest pay-

ment for the outstanding estate tax.

Finally, the liquidity crisis noted-in Table 9 does not

take into account a critical element in the survival of the

family-owned enterprise -- the need for new investment capital

to sustain corporate growth. Assuming the heirs were able in
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some way to scrape up the capital to cover the deficit shown
in Table 8, they would still be lacking the capital needed
to maintain a viable competitive position for their firm.

It is important to understand that, for the typical
S wholesale-distribution firm# growth is not a mere luxury but

an absolute economic necessity. A wholesale-distribution

business cannot stand still. It either grows or it fails.

Since 1940, the typical firm would have had to increase its
sales by an average of close to 4 percent annually merely to

keep up with the general rate of inflation in our economy.
Moreover, our suppliers are steadily expanding their range of

products, and we must expand our inventories and services ac-
cordingly if we are to retain the confidence and goodwill of

our customers and our suppliers. To achieve the sales growth

necessitated by inflationary and competitive factors, the
typical wholesaler-distributor must generate a proportionate

increase in assets. Here it is particularly important to under-

stand the peculiar character of the wholesale-distribution

industry, as discussed earlier today by Mr. McCamant and Dr. Tura.

Virtually all of our assets consist of current assets, largely

inventories and accounts receivable. For the family-owned

wholesaler-distributor, the sources of capital needed to increase
assets, which must be expanded in rough proportion to sales,

are effectively limited to retained earnings. That is why the

typical wholesale-distribution corporation distributed only
25.2 percent of its after-tax earnings in 1971 compared with
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Table 9

Pretax Net Income, Income Taxes#
Dividends, and Cash .loW,

Merchant Wholesaler-Distributor
and All Corporations, 1971

(dollar amounts in billions)

Merchant Wholesaler-
Distributors

Pretax net income*

Corporate profits tax
(Percent of pretax net income)

Net income after tax
(Percent of pretax-net income)

Dividends
(Percent of net income
after tax)

Retained earnings
(percent of net income
after tax)

Capital recovery allowances

Net cash flow
(Percent:

Retained earnings
Capital recovery allowances

4.4

2.2
(50.5)

2.2
(49.s)

.6

(25.2)

1.7

(74.8)

1.9

3.6

(46.2)
(53.8)

All
Corporations

78.7

37.5
(47.6)

41.2
(52.4)

25.0

(60.7)

16.2

(39.3)

60.4

76.8

(21.1)
(78.9)

*Profits after inventory valuation adjustment.

Source: U.S. Department of Commerce# Survey of CurrentBusiness.

Note: Percentages calculated from unfounded numbers.

6e-209 0 - YS * 48
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60.7 percent for the average corporation. (Table 9) The
remainders or almost three-quarters of total earnings, were
retained to provide the capital needed for expansion. with-
out that expansion* the business would be doomed to failure.

Z am confident that this Committee will recognize the
dangers of such a form of taxation to the smail, closely-held
business enterprise Unfortunately, such legislation would
precipitate the demise of such businesses unless special con-
sideration is granted to the unique problems they face.

t urge the Committee to update the estate tax exemption

from $60,000 to $200,000, to account for the effects of in-
flation since 1942. We believe that the adoption of this
proposal would, on balance, have a minimal effect on total
tax revenues, and would be an important step towards preserva-
tion of a viable small business sector in our economy.

We also urge the Committee not to apply a capital gains
tax to an imaginary gain. Taxation of an action founded only

on the assumption that it has in fact occurred is not a realistic
basis for taxation.

Senator Nmso.. Seonaitor IIlisen, who i% also i 1 beiiber of the
Finance Committees ha, jolled iis. I know he h11s I) inion-.I' in this
subject and also repr,.nWi lot.- of fa'inol-s 11i ri'ieillel- il Wyoming.

Mr. bAvis. He is a good neighbor.
Senator IH os. Tell that to the people to the north, Mr. Davis.
Mr. DAVIS. J wll work ,t. it, Semiltor.
Senator NE.,soN. Oor final wrltnek,4 iq Ricllud Covey, special cotn1-

eel to the trust division , of the American B kotiken As:sointion.
thI wonder, Senator t1ansen, if you would Chair hr livia'ing4 fion

this point on. I regret I have to lsve. There is a. Democriatic eontfer-once licheon, in whieh we are taking tip some bt. .s that I havo
to attend. I appreciate very mu1ch foi* your taking the time to colie
hero todIy. I think a1l tlese witnesses have given most valuable
testimony" for our consi(Ilrat ion.

Oh, and I did wont. my pe'epared sMttement placed in the record.
.Senat.fr lrI.N 1 b. Mr..(1 ,ovoy, as I an certain you have hear

other witei,-4es being similarly instructed, your entire statement will
be included in the record as though it were read. You may summarize
it or present it, as you like.

[The prepared statement of Mr. Covey in full follows:]
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STATEMENT BY RICHARD B. COVEY, ATTORNEY,
CARTER, LEDYARD & MILBURN, 2 WALL STREET,
NEW YORK, NEW YORK 10005
BEFORE JOINT HEARINGS OF THE SENATE SELECT
COMMITTEE ON SMALL BUSINESS AND THE SUBCOMMITTEE
ON FINANCIAL MARKETS OF THE SENATE COMMITTEE ON
FINANCE ON SEPTEMBER 25, 1975

PANEL ON ESTATE AND INHERITANCE TAXES

My name is Richard B. Covey. I am an attorney

practicing in New York City. A considerable part of my

practice involves the application of the federal tax laws

to trusts and estates. I appeared by invitation before the

Committee on Ways and Means of the House of Representatives

during 1973 at the panel discussion on estate and gift tax

revision. Since 1970 I have acted as special counsel to

the American Bankers Association on trusts and estates tax

matters. However, the views that I express here today are

my own and not those of the Association.

Small Business and Estate Tax Revenues

At the outset it is useful to have some general

idea regarding what percentage of the federal estate tax

revenues is attributable to small business. This percentage

is difficult to estimate and depends on how the term "small

business" is defined. The figure of 5% was suggested to the

House Ways and Means Committee during the 1973 hearings on

general tax reform. See, e.g., Small Business Tax Reform,

1970-74, Select Committee on Small Business, United States
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Senate, July 25, 1974, at 139 and 175. I believe that this

estimate is low and suggest that a range of 9-11% would be

more accurate. The supporting data for using this range is

set forth in Appendix A#

The estate tax collections for the year ending

June 30, 1975 were $4.6 billion. Using a 10% small business

estiamte, the total estate tax on all small businesses could

be eliminated at a revenue lose of $460 million. Thus, in

determining whether changes should be made in the estate

tax laws relative to small business, revenue considerations

do not loom large.

Major Policy Decisions - Reducing Estate Taxes On
Small Business and Imposition of Capital Gains Tax
At Death

Other members of this panel have greater knowledge

of the effect of the estate tax on the continuation of small

businesses. It is, however, clear to me that the current

level of estate taxation is making the continuation of family

businesses and family farms by different generations difficult

in-many cases. The testimony of the National Livestock Tax

Committee and the National Association of Wholesaler-

Distributors before the Committee on Ways and Means of

the House of Representatives during the 1973 public hearings

on General Tax Reform (4008-043, 4079-4126) on this subject
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is convincing and confirmed by testimony given on June 17,

18 and 19, 1975 on Small Rusiness Tax Reform at the joint

hearings before the Committee and the subcommittee holding

these hearings. See pages 4, 471, 544, 628, In my view the

major policy decision is whether the desirability of continuing

small businesses is such that an estate tax incentive should

be created to encourage such action.* This is not an easy

decision to make. Today's tax incentive often becomes

labeled tomorrow as a tax loophole.

While reasonable men may differ concerning the

desirability of reducing estate taxes on small business,

there should be no dispute about the devastating effect 
the

imposition of a capital gains tax at death would have 
in

this area unless the new tax were accompanied by a reduction

in estate tax rates. In commenting upon such a tax during

the 1973 public hearing on General Tax Reform before 
the

House Committee on Ways and Means the National Livestock

Tax Committee stated

"It has been suggested that if we give farmers and

ranchers estates enough time to pay this tax 
that

this will solve the problem. However, we think this

is no solution because if you have to sell the busi-

ness to pay the tax, we feel that nothing has been

accomplished. In fact, a great detriment has been

caused." (page 4011).

;it should be recognized-that in many, if not most, cases of

small business assets, estate t~xes-cannot-be 
reduced

significantly by the transfer of these assets 
during life-

time by gift because the owner must retain 
control over the

assets.
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Using current estate tax and capital gains tax rates, the

combined effect of the two taxes could be in the 40-50%

range for an estate of $500,000 with substantial unrealized

appreciation. Zven those who favor the imposition of a capital

gains tax at death recognize the difficulty of applying this

tax to small business assets. See Small Business Tax Reform,

1970-74, Select Committee on Small Business, United States

Senate, July 25, 1974, at page 175.

Proposed Legislative Solutions

A. Introduction

A substantial number of bills have been introduced

in Congress during recent years with the stated purpose of

reducing estate taxes on small business, and particularly

family farms. So far during this year eleven such bills

(S.568, S.678, S.679, S.702, S.1164, 8.1173, S.1803, S.2038,

S.2187, S.2267, 8.2272) have been introduced by ten different

senators, including Senators Bartlett and Dole. In past

years three other current members of the Select Committee

on Small Business, Senators McIntyre, Mondale and Javits,

have supported such legislation.

B. Types of Approaches

The "relief" provisions of the bills generally

fall into three categories (1) increasing the estate tax

exemption from the current $60,000 to a larger figure,*

*A bill recently introduced by Representative Rousch would create
an exemption of $200,000 for a family farm. Congressional Record,
September 17, 1975, H.8783.
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(2) increasing the marital deduction from the current one-

half of a decedent's adjusted gross estate to a higher

.figure of $100,000 plus one-half of the adjusted gross

estate and (3) permitting an alternate method to be used

to value one or more types of small business assets provided

the business is operated by the decedent for a stated period

before his death and by his beneficiaries for a stated period

after his death.

C. Revenue Effects

The revenue effects of these three approaches vary

significantly. Any increase in the estate tax exemption will

be of benefit to all decedents who would pay an estate tax

under the current law and not merely to those with small

business assets. This approach would maximize the revenue

loss when compared with the other two approaches. An exemption

of $200,000, which is the figure most frequently suggested,

bears approximately the same relationship to the present

$60,000 exemption as the cost-of-living index bears to the

index in effect when the $60,000 exemption became a part

of the estate tax law in 1942. Thus, viewed in terms of

purchasing power in the smaller estates, there is some basis

for the increase. Based upon statistics for decedents dying

during 1973, the last year for which published figures are

available, the revenue loss for that year from an increase
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in the exemption to $200,000 would be more than $1.37 billion,*
which is approximately 304 of the total estate tax before

credits (see Table 1?, fStlais of IncomeL 172 Estate Tax
eturms, Internal Revenue Service Publication 764 (4-75)).

The second approach of increasing the marital

deduction would result in a short term revenue loss, but

little or no revenue loss over the long term. The reason
for this is that, in general, the marital deduction merely

postpones the imposition of estate tax until the death of a
surviving spouse. There would be revenue loss from the third

approach of creating an election to value a business by a

"use" approach rather than a fair market value approach,

but the loss should be small.

D. Critique

1. Increased Exemption

In my view a general increase in the exemption is
the wrong approach to the small business estate tax problem

for three reasons:

(i) This approach is likely to run into considerable

opposition, particularly if the increase is substantial. Some
members of Congress have in recent years proposed or supported

legislation to lower the estate tax rates and to Impose a

capital gains tax at death. See, e.g.# S.512 introduced by

*All tax generated at rates below 304 and 40/150 of taxgenerated at 30% rate. The actual revenue loss would behigher because the increased exemption would operate as adeduction in computing the tax at the estate's highest rather
than lowest estate tax rates.

11
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Senator Haskell# t fail to see how these persons could

support a general increase in the exemption.*

(ii) Any approach which does not create an incentive

for the continued operation of the small business is in my

judgment defective. An increase in the exemption bears no

relationship to the continued operation of the business after

the decedent's death. If an estate disposes of a small

business shortly after the decedent's death and receives

cash, I see no reason to grant any type of tax preference to

that estate.

(iii) An increase in the exemption has the effect

of granting the estate a deduction in computing the estate

tax owed. The benefit to the estate would be the increase

in the exemption times the estate'ls highest estate tax rate

or rates. For example, if a decedent has a taxable estate

in excess of $10,000,000 an increase in the exemption would

benefit him in an amount equal to the highest estate tax

rate (77%) times the amount of the increase. If the exemption

is to be "increased", a more satisfactory approach would be

to have the exemption operate as a credit against the tax

at the lowest estate tax rate or rates. The credit approach

would minimize the estate tax revenue loss.

2. Increased Marital Deduction

An increase in the marital deduction is of limited

*For a criticism of 8.1173 proposing an increase of the exemption

to $200,000, see.Tax Notes, Tax Analysts and Advocates, 
September

22, 1975, at pages 10-12.
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utility and Is in large part misdirected because the liquidity

problem for small businesses is most severe when the business

passes from one generation to another rather than when it

passes from husband to wife or vice versa. My feelings in

this regard are similar to those expressed by the National

Association of Wholesale-Distributors in testimony before

the Committee on Ways and Means of the House of Representatives

during 1973 on General Tax Reform when that organization stated

"While NAW heartilyendorses the 100 percent marital
deduction we would like to emphasize that it in no way
solves the long-term problem of perpetuating a family-
type business from one generation to the next. Our
support for the 100 percent marital deduction is therefore
tempered by reality--the harsh reality that the exemption
while needed in no way solves the basic problem of continuing
family-type enterprises under a highly progressive estate
tax system." (page 4094)

3. Alternate Valuation Based Upon Use

The third approach, which is essentially one of

creating an optional method of valuation based upon use

(capitalization of earnings), has the virtue of being limited

in its effect to one or more types of small businesses. There

are, however, drawbacks to this approach. Two different

valuations would have to be made. An estate might agree

with one of the values arrived at by the Service under

either the fair market value approach or the use-capitalization

of earnings approach but would not agree with the valuations

under both approaches. The estate would then be required to
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litigate the result under an approach which because of later

events might become mobt.- Purther, in the closely held stock

area, I am not sure that the capitalization of earnings method

will be of significant economic benefit to estates. An

approach which merely establishes more certainty of valuation

does not meet the liquidity problem.

My Suggestions

A. Improvement of Existing Valuation Procedure

While I believe the alternate *use" (capitalization

of earnings) valuation approach is deficient, it focuses

upon a problem which concerns many lawyers and accountants

representing estates. A belief exists that agents auditing

estate tax returns with assets which are not susceptible of

precise valuation are with some frequency proposing inflated

valuations. A possible solution to this problem, which I

believe is real, would be for an estate to be able to compel

production by the auditing agent of a valuation report on

any asset whose value cannot be easily ascertained.* When

the Service has used the services of an appraiser, the

agent would be required to disclose the name of the appraiser

and give the estate a copy of the appraisal report. Similarly,

in the case of closely held stock, the agent would have to

give detailed information regarding the valuation method

which was used and any comparable companies. The present

*The estate probably cannot compel production of the Service's
material under the Preedom of Information Act. See NLRB v.
Sears Roebuck & Co., 421 U.S. 132 (1975).
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practice of not giving the estate this type of material should

be changed.

B. A Method for Creating Small Business Retate Tax
Relief

If this Committee determines that legislation is
. desirable to reduce the impact of estate taxes on small

businesses in order to encourage continued family control

of such businesses after a decedent's death, I suggest for

consideration the creation of a tax incentive which increases

as the period of time from the decedent's death increases.

Section 6166 permits an extension of time for a period of up

to ten years for paying the estate tax attributable to a closely

held business. My proposal would grant a forgiveness of tax

on each annual installment due under this section (and interest

on the unpaid balance of the tax) and the forgiveness would

increase at the rate of 10% per year as each installment

payment is made. To illustrate, if the estate tax deferred

under section 6166 were $100,000 with annual installments of

$10,000 there would be a forgiveness of 10% on the first

installment, of 20% on the installment and interest for the

second year, of 30% on the third installment, and so on

until there would be a total forgiveness of the installment

and interest for the 10th year. The tax previously forgiven

on prior installments would not be affected by acceleration



of the remaining installments under section 6166(h) but no

forgiveness would be available with respect to any unpaid

tax or interest after this provision becomes operative. The

maximum tax forgiveness for all ten installments would be

S55 of the tax attributable to the closely held business,

with the greatest part of the forgiveness concentrated in

the sixth through tenth years.

A slightly different approach to forgiveness which

would produce a smaller revenue loss would be to apply in-

creasing percentages of forgiveness to the unpaid balance

of the tax immediately before the payment rather than to the

amount of each installment. The forgiveness would commence

at It and increase by 1% per year. If this were done the

total forgiveness would be 40% of the tax attributable to

the closely held business. Interest would be forgiven as

discussed in the preceding paragraph.

While my proposal is keyed to section 6166

forgiveness of tax could be granted to a more limited

group of small business assets than those described in

section 6166(c). In this regard, it might be concluded

that one of the two qualification requirements for stock -

20% of the voting stock of the corporation being included

in gross estate - is too broad. If further restrictions

on tax forgiveness are deemed advisable in the stock area
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there are many ways to restrict this benefit. One possibility

would be that the nunber of shareholders be set at a higher

figure ut made a dual rather than an alternate requirement.

Also, a dollar limit could be imposed on the value of a closely-

held business as to which tax forgiveness would be available.

C. Interest on Deferred Estate Tax

All estate tax extensions are now subject to an

interest charge at a "floating rate" based upon the prime

rate, and the current rate is 9%. The special 4% interest

rate for extensions under section 6161(a)(2) or 6166 was

eliminated effective July 1, 1975. This represents an in-

crease of more than 100% in interest payments under these

sections and will create a cash flow problem for many

business assets. Inquiries that I have made suggest that

adequate consideration was not given to this problem. The

elimination of a special rate was ill-advised at least in

terms of section 6166. The reduced rate was designed to

enable estates to pay the deferred tax out of earnings of

the closely-held business. The House Committee Report says:

"This provision is primarily designed to make it
possible to keep together a business enterprise where
the death of one of the larger owners of the business
results in the imposition of a relatively heavy estate
tax. Where the decedent had a substantial proprotion
of his estate invested in the business enterprise, under
existing law this may confront the heirs with the
necessity of either breaking up the business or selling
it to some larger business enterprise, in order to
obtain funds to pay the Federal estate tax. Your



committee believes that th,' result has an especially
unfortunate result in the case of small businesses, which
traditionally also are closely held businesses. There-
fore,, although not removing any Federal estate tax in
these oases, your committee hopes that by spreading out
the period over which the estate tax may be paid, it
will be ot il f o o eett tax2 in most-cases to

bpai for out ol earn .1n-gs of- R the business, or at-
least that it will provide the heirs with tine to ob-
tain funds to pay the Federal estate tax without up-
setting the operation of the business. Your committee
believes that this provision 10 particularly important
in preventing corporate mergers and in maintaining the
free enterprise system." (emphasis added)

See H.R. Rep. No. 2198, 85th Cong., 2d Seas. 7 (1958).

I suggest that interest on amounts deferred under

section 6166 be set at two-thirds of the 'egular interest

rate from time to time in effect.* I would not make this

change for section 6161(a)(2) permissive extensions since

such a change would make it more likely that the Service

would apply a restrictive policy in granting such extensions.

D. Technical Changes

There are a number of changes which should be mado

in various sections of the Code that are generally concerned

with the liquidity problem and the payment of estate taxes.

1. Section 6165 - Bond

This section authorizes the Service when an extension

of time is granted to pay the estate tax to require the estate

to furnish a bond in an amount not to exceed twice the amount

*If the forgivenes;s proposal(which includes a forgiveness of
interest suggested above)were adopted, I would make no further
change in the interest payable.



1370

covered by the extensionb The cost of a bond is no different

from the payment of additional estate tax. The bond require-

ment should be eliminated unless the Service can demonstrate

that it is needed.* If the bond requirement is not eliminated,

alternate security devices to a bond should be provided as

recommended by the 1968 Treasury Studies and there should be

a uniform practice followed by all District Directors in

requiring bonds. No such practice now exists.

2. Section'2204 - Executor's Personal Liability
for Tax

When payment of estate tax is extended the executor

remains personally liable for the payment of the tax. This

potential liability, when coupled with the bonding requirement

of section 6165 and the estate tax lien of section 6321, seems

like legislative overkill. The continuing personal liability

of the executor has restricted the use of section 6166. Con-

sideration should be given to eliminating the personal liability

of the executor-after the estate tax has been finally deter-

mined and all estate tax has been paid except amounts as to

which an extension has been granted, particularly if the bonding

requirement is retained.

3. Section 303 - Stock Redemptions and Avoiding
Dividend Treatment

Section 303 permits redemptions of stock included

*The estate tax lien provided by section 6321 remains in
effect until ten years after a decedent's death.
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in a decedent's gross estate to be treated as an exchange of

property and not as the receipt of a dividend to the extent

of death taxes and funeral and administration expenses if

certain requirements are met. Imposition of dividend treatment

would present a serious liquidity problem for a decedent's

estate in need of cash tc pay estate taxes. Thus, sections

303 and 6166 are each aimed at providing relief for an estate's

liquidity problem. The percentage requirement of section 303 -

0 of the taxable estate or 35% of the gross estate - is

the same as that applicable under section 61669 The time

periods under the two sections are, however, different. The

estate tax may be deferred for ten years under section 6166

but a qualified redemption under section 303 must in general

be accomplished within three yearb after the estate tax return

is filed. Since the redemption proceeds may be used to make

the installment payments under section 6166, the time re-

quirement of section 303 should be extended to ten years to

conform with section 6166.

Sections 303 and 6166 also differ regarding their

application to stock of two or more corporations. Section 303

has a 75% multiple corporation rule - the decedent's gross

estate must include 75% of the value of the oustanding stock -

while section 6166 has a 50% multiple corporation rule. The

percentage should be the same for each section. Further, a

50% requirement is too high and shouldbe lowered to 33 1/3%.

2-2040 a TO 4
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4. Section 6161(a)(2) - Permissive Extensions

This provision permits the Service to grant an

extension of time to pay the estate tax for up to ten years

if payment of the tax would result in "undue hardship" to

the estate. The word "undue" should be eliminated since

no one is sure what it means but it suggests that something

more than "hardship" is needed. "Hardship" alone should be

a sufficient ground for a permissive extension.

5. Section 6166 - Ten Year Extension

This provision contains alternate requirements in

the case of stock - 20% or more of the voting stock or 10 or

less shareholders. The 10 or less shareholder test is too

restrictive and should be broadened to include at least 25

shareholders.

A problem exists concerning the application of

section 6161(h) to trust property. Under this provision -

certain events may cause an acceleration of the deferred

payments. Ono of these events occurs if 50% or more of

the interest in the closely held business "is distributed,

sold, exchanged or otherwise disposed of". Treas. Reg.

520.6166-3(e)(1) states:

"A transfer by the executor of an interest in a
closely held business to a beneficiary or trustee
named in the decedent's will or to an heir who is
entitled to receive it under the applicable intestacy
law does not constitute a distribution thereof for
purposes of determining whether 50 percent or more
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of an interest in a closely held business has been
distributed, sold, exchanged, or otherwise disposed
of."

This result appears to be inconsistent with the result when

the distribution is made from trust property which is included

W in a decedent's gross estate. Treas. Reg. $20.6166-3(e)(3)

provides

"An interest in a closely held business may be

'distributed' by either a trustee who recevied it from
the executor, or a trustee of an interest which is in-
cluded in the gross estate under sections 2035 through
2038, or section 2041."

There is no rational basis for any such distinction. Why

should a distribution by an executor be "clean" and a dis-

tribution by a trustee of a-revocable trust used as a will

substitute be "tainted"? This trap for the unwary should

be eliminated. Section 6166(h) should be revised to make

clear that a distribution of property by a trustee will

not cause an acceleration of the payment of deferred estate

tax.

The Service has recently issued three rulings

involving whether section 6166 applies to certain businesses

operated by a decedent at his death. Revenue Rulings 75-365,

75-366 and 75-367, IRS 1974-34 at 24-47. Revenue Ruling 75-365

states in part:

"What amounts to a 'trade or business carried on' within

the meaning of the statutory language of section 6166(c)
(1) of the Code ('an interjstas a proprietor in a trade
or business carried on a" prior torshiP'), should not
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be determined merely by reference to a broad definitionof what 'business' is or to a case-law definition of theterm for purposes of some other section of the Code suchas section 162, but should be found in keeping with theintent of the legislature in enacting section 6166.Although the management of rental property by the ownermay, for some purposes# be considered the conduct ofbusiness in the case of a sole proprietorship, section6166 was intended to apply only with regard to a businesssuch as a manufacturing, mercantile, or service enter-prise, as distinguished from management of investment
assets."

The service's restrictive interpretation of section 6166(c)
is not supported by the legislative history of section 6166.
-Congress should refine the meaning of the term "trade or
business" as used in this section.
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APS'EDIX A

Estimate of Estate Taxes On
-o" mallBinees..

The Internal Revenue Service periodically publishes

statistics from federal estate tax returns. The most recent

such statistics are for returns filed during 1973 and are

found in Statistics of Income, 1972 Estate Tax Returns,

Publication 764 (4-75). Unfortunately, they do not give

detailed information regarding what portion of decedents'

property consists of small business assets except to state

that "non-corporate business assets" comprised $890,025,000

of which $754,259,000 was included on taxable returns. 
These

figures do not include real estate. The total gross estate

figure for 1973 returns was $38,868,676,000, of which

$33,293,565,000 was included on taxable returns. -

The most recent information made available by the

Service regarding closely-held stock is in Statistics 
of

Income, 1965 Fiduciary, Gift and Estate Tax Returns for

returns filed during 1966. Corporate stock is classified

into three categories - traded, closed corporation and un-

identified. "Closed corporation" refers to "a family owned

closely-held corporation". The breakdown for these three

categories is as follows:



1876

Traded $7,180,969,000

closed Corporation 978,004,000

Unidentified .. 047, 577,00

$9,214,550,000

$924,234, or 94.5t, of the total closed corporation figure

covered taxable returns. This percentage is somewhat higher

than the percentage of the total gross estate figure included

in taxable estates. The ratio of closed corporation stock to

the total gross estate figure of $21,936,000 is 4.5t. The

statistics for returns filed during 1966 also include "non-

corporate business assets". This category showed a gross

figure of $549,426,000, or 2.5 of the total gross estate

figure.

Small business would also include real estate used

in farming or livestock businesses. The statistics for 1966

returns make a differentiation in real estate between "primary

residence* and "other". The "othee category shows a gross

figure of $3,328,589,000, of which $2,677,883,000 is included

in taxable returns. There is, of course, no way to determine

how much of the "other" category is real estate used in farming

and livestock operations. An estimate of $550,000,000, the

same figure as non-corporate business assets, seems like a

minimum figure.

In summary, based upon the statistics for the
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returns filed during 1966 it seems reasonable to assume that

small business assets comprised at least 9t of the total

gross estate figure, This percentage should not vary

significantly from 1966 to 1975. While the stock percentage

may now be somewhat lower the real estate percentage should

have increased as a result of substantial increases 
in the

value of farm land.



++ 187$
ITTM. N OF OVZT, ATTORW , OATR L
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Mr. COm. I would like to stay away from my statement and lookat somb ofthe thi that havehere today, and come up
with Sole alternatives to what has been ousted.I thin what we end up with here,.s wook over this whole are,S Is we've got four Separate considerations that have to be taken into
account#

No. 1 we've got the social policy of preventing corporate mergersand manig the free ent tem. That certainly speasfor trying t do something to hep out te small businessman. If therewas ever a cls for estate tax relef that is a compelling ease, It is thesmall businessman's case. Thpr is no question about that.No 2, wo vq got the fairness concept that taxpayer with thesame estates should pay the. same estate taxes. To give an ilustration,I the small busipeiman salls qut 1 month after thie date of death forcash I don't r6slly feel. very sympathetic for him. I see no reason whyhe 4ouln' t the sa"e estate tax as somebody who has listed
smiurte. h s anlimportant consideration you've got to keep inm i n d . -"" -

NO. 3. is revenue conslder)tions. This I will get to in a minutewhen we start tlkg. about thespe.ifc exemption. If the exemptionIs increased across the *toarmd, a scatter gun or spray gun approachto the problems of ignan busiessmen, I don't think it would be wise.No, 4 Is the hardship case. Here again, we come back to the smallbusinessman and his liqudity problem.
Now, a lot of bills have ben introduced that have suggested in.creasing the estate tax exemption to between $150,000 to $200,000.1 really think that is a sq.tter gun approAch to the question of the smallbusinessman. It has nothing weaver to dp with whether he continuesin that business after date of death. Not only that, it is not an exemp-tion. It is a deduction which operates at the highest estate tax rates.So the effect of going from $60,000 to $200,000 is that you are giving anincreased deduction, not an exemption. To a person in a 77 percentbracket, multiply 140,000 times 77 percent, and you get the benefit

to his estate.
It would seem to me that If you are talkifig about increasing theexemption, you would be muCh better 6ff to do it in terms of a creditagainst the estate tax; in other words, permit'a tax credit at the lowestestate tax rate. You Will still be able to get a lot of people off the estatetax rolls. If you have a credit against taxes down below, the benefitis the same to the big businessman as it is to the small man. This,essentially, i the same problem that is presented in the come tax,

that is, should ,there be an exemption-deduction--or should therebe a tax credit? This has generated a considerable amount of
controversy.

Now, let's look at revenue. As best as I can figure out, the estatetax attributable to snall business is probably about 10 percent of theestate thx revenues. Maybe somebody can tome up with a betterestimate. Howl get to.tis ure is set out in the appendix to mystatement and is based on statistics published in past years.



Our estate and gfft tax revenues are roughly $4.8 billion. Let's
assume we exempted all mall business from the estate tax. The net
result would be a revenue loss of about roughly $450 million. If we
Increase the exemption to $200,000 we are n about a revenue
loss of somewhere'between $1.4 billon and $2 billion It seems to me
this points up that if we are talking solely about small business, to
raise that exemption is a very expensive way to solve the problem,
You could solve the problem by exempting all small business from

, estate tax entirely at something less thAh lf the cost.
So, it seems to me what we essentially have got to do is to get this

thing into propet focus. If you thin there is an estate tax problem,
sad to me there is a demonstrable problem in many cases, then let's
see whatwe can do to focus on the problem and then give some relief
to the people that you think should get some relief but let's not do
it by means of increasing the exempt tion.,

S second, on increasing the marit deduction, that doesn't really
he) you, because the problem here is not from the husband to the
Vie or from the wife to the husband; the problem is between genera-
tions. We. already have a marital deduction which solves the problem
on one-half the estate being exempted from taxes. So, I view this
solution as not really addreiin itself to the problem.

The third solution that has been suggested is valuation. It has been
suggested we are viguing the property in the wrong manner. If the

perty stys as a fam It ought to be valued as a faim. The difficulty
Have with changing the1 method of valuation is that it opens up a
can of worms. We fe the estate tax return 9 months af death.
The auditing agent walks in andfwhat are ou going to do? Are you
going to establih a double valuation proceure?

Let's say we value it on its fair market value and we value it on its
farm value and let's say we get two different figures. If the property Is
sold within 5 years a tax is paid at the higher figure; if it is retamied
after 5 years the tax is finalized at the lower figure. That means
we have a valuation for two purposes, and this seems to me kind of
foolish, because. you may be going through a valuation process that
is moot later on. You may agree on the farm uee, but disagree on the
fair market value use, or are you going to wait for 5 yearsto see what
occurs and then try to value it 4 or 5 years later? This has Droblems.All right, essentially what I woud sy that if we think t here is a
compelling case for relief here then let's focus on it. Well, what have
we got in the code today? We've got trovisons in 616 to give an
xtesion of time to pay the estate tax, his was put In the last major

bill that dealt with relief for small business. It permits him to pay
the estate tax over a 10-year period.

Well, suppose you took this approach to it and said the way we
ought to do this is to give the estate tax reduction based upon the
amount that he can defer under 6166. Then it seems to me that if
you are thinking of an incentive to keep the small business operating,
you want an incentive which increases with the passage of time. The
oni er the small business is retained, the longer his hers stay in with
it, the more the incentive should be.

So in my paper, what I have suggested is an approach that might
be like thii. The estate has to make its first payment 9 months after
date of death on the first Installment when the estate tax is due. Let's



• z"e wM have a estate t of 4100 000 attributable to the c.oldheld busiss, and thdefor the es~te wold piy ofe-enlth, or
.10,000, 0 mokits.safter date of death. I would say at t0&t intintue, give him a reduction in tax of 10 percent. So, instead ofGay
$01000, the estatewould pay $9,000.

Mnqn we come to I year and 9 months after date of death,.when the
second installment Is due, and. I 'Would, sy at .that point in t"seive a 20.-prcnt reduction in tax. So, listed of peyin *10,000
the estate would a ,000. 'The estate also tw a 10ivenessof
20 percent of e t that Is duo at that tme. The ogveness
f int t p~arallels 'eactly what fo*gvenes of.princlpal is.You w0id continue olz tht same schedule until the 10th payment,

st which tWime thb ehtire payment lb forgiven And all interest on theup aldbalifik rivn
Result of this, would be that youa would have a forgiveness of

55 percent of the tax attzbutable to the closely held bu&sne. The
incentive to cntink the business Is not based on a single evqnt,'each year the i, iv e to contimi. l4creases. It seems to me that ist e ro sroe~ 'If yu 'fe goi to'try to create incentives.

lIsht, ffyoU xk tat is a gttle too rich for your blood be.cause' you say 55 percent l* too high, then how could we scale it downa little? ef It down would
Otweay .sw i it dwn would w ee to have the forgiveness ba d

on tho uupqld amount of indebtedness. So that the first year thebidebtednes would be $100,00 and I would give him a 1-percent
t))r'k5.ies, or $1,000.

The second yea, on the $90000 that is left, I wold give him a-p ercelt or $1,800. The. tird year, again, would be 3 percent of
$80;000. The end result would be a f0tegivoeness of $40;000, or 40percent, father than the 56 percent. under the previous methyl.I wouldipoint out. that at. these fi s, you attack the problem
kuch more diectly at 'a lower revenue cost than by increali the

Imtlon. .w'v gob a
gures. re I but $450 million estate tax onimal !as fiess, un yer my'appcih there is a 55-prcont reduction intax...Now, 'what does. that.mesa? The reVenue ossis roughly $250,000,

Contrast his 'with ieasi e exemption in termsof revenue loss,
1Soi it just seems to me .tha we ought to stop horuni' around, and
piitn4'g that we should iolve the problem inlrectly.Now, what isthe af ty wfth my approach?

Well, the difficulty is oiously that something that is labeled "a
itax inctive" do d, vevp no *ith a good purpose behind it, becomestoorro-'s " qo 6." That the problem, This is why, I suspect

many people, lo have testified here, have taken the way out, o
increasing the exemption, which Ipplies across the boAz4.and gets
everj~bdy relief,and not just the small businessman. I thibnkthat is
the WI* .way to go. I tliik it also raises some very diff iult vau
.dgnrents as to the relative weight of the estate tox and th6jncom e

Ma", A 16t, of , pl, incl ouding, some -meinbots,of .-thisc-oimitteefavor increasing estate taxis. For example, Senator .ilk has bi
in which it would educe the exemption fm $860,60 O,00, or
$25,000, nid start t ix in at 20 percent. That would koF thesmall businewqfi. 8ezor *~kl ~ a d da caia ai ta at

deatb~orit~p~f It,i 0i oi~ ki ull i t "e
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Very frankly, I don't view the function of thelleot Small Business
Committee as being to set general policy for what the estate tax

-exemption should bi. I think that is more within the province of the
Fnnce committee and the House Ways and Means Committee in
the first Instance. Rather, I would view It as saying, "We think there
is a problem in the small business area, and we think this solves our

Now, maybe my proposal will oet no place, Maybe it stinks. But, at
least It has the 4irtue of being addressed specifically to what people
say tIe problem Is,

One of the difficulties with my proposal is that the requirements of
section 8166 are not limited to a small businessman, It could apply to
a multimllion- dollar corporation, I could conceivably see where you
might want to place some restrictions on tax forgiveness, if you
goThis route. You might want to cut back some.

There are obvious ways to handle this. You can restrict the amount
of forgiveness or. you can restrict the number of shareholders. There
are 4 lot of ways to tinker with it.

It seems to me that the function of this committee is to decide the
following: No. 1, is there a problem; and No. 2, how do we try to
solve th problem. -

Thankyou. .
* Senator HANSEN. Well, gentlemen, thank you very much for your

appearance here today. I think youhave been, as far as I can gather
of what I have heard of the testiony this morning, real contributors
towards a better understanding by the members of the Finance
Committee and the Committee on Small Business.

We appreciate your appearance here today.
Theconmittee stands in recess.
Ih[ ereupon at 12:30 p.m., the committee recessed, subject to

th al fte &5 air.)





SMALL BUSINESS TAX REFORM

T UMWAY, NOVAMNBX 18, 1975

U.S. Senate,
SELECT COMMITTEE ON SMALL BuSINnS

AND THE SUBCOMMITTEE ON FINANCIAL MARKETS
OF THE COMMITTEE ON FINANCE,

Wdohington, D.C.
The Committees met at 9:30 a.m., pursuant to call, in room 2221,

Dirksen Senate Office Building, Senator Gaylord Nelson (Chairman
of the Select Committee on Small Business) presidin

Present: Senators Nelson, Haskell, Brock, and Roth.
Also present: Herbert L. Spira, tax counsel, Senate Small Business

Committee; Judah C. Sommer, minority counsel, Senate Small
Business Committee; David Allen, office of Senator Bentsen; and
Philip Kawior, office of Senator Brock.

folle prepared statements of Senators Nelson and Bentsen in full
(1383)



JOINT HEARINGS BEFORE SMALL BUSINESS COMMITTEE AND
FINANCIAL MARKETS SUBCOMITTEE, SENATE FINANCE COMMITTEE,

ON SHALL BUSINESS TAX RWFORK

NOVEMBER 13, 1975

OPENING STATEMENT OF SENATOR NELSON

This morning's session will conclude the public hearings

on small business tax reform which were jointly undertaken this

year as a part of an in-depth study by the Financial arkets

subcommittee of the Senate Finance committee wder the chairmanship

of Senator Bentsen and the Select Committee on Small Business under

my chairmanship.

The work of these two bodies during 1975 cbn also be traced

back to Senator Bentsen's earlier reports on the capital shortages

of small business in his report on the two-tier stock market

in 1973 and to the development and introduction of the first small

business tax reform proposal by the Small Business Committee in

1970.

In the intervening years, the tax and financial environment

has grown worse for small and medium-sized businesses under a

business income tax structure dating from 1950 and an estate and

gift tax system established back in 1942. Inflation has rendered

many of these provisions completely out of date.
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Over the years, also* the tax system has become so top-heavy

with complexity and paperwork that in terms of effective tax rates,

the growing medium-sized business may pay twice as high a rate of

federal taxes as his giant corporate competitor in this country.

He is also paying a significantly higher rate than the same

bus ness in Canada which can claim's $100,000 equivalent of a

surtax exemption.

Some statistics about this small business community under-

score its importance to U. S. economic vitality. Small business

furnishes 52% of all private employment, 43% of the entire U. S.

business output, and one-third of the gross national product.

it is the traditional source of over half the significant inventions

and innovations and thus a prime factor in local and national

economic growth.

The efforts of our Committees have made some progress in

spreading recognition of the needs for small business tax reform

among the Executive Branch and Congress. We are pleased that the

Treasury Department has devoted some resources to these urgent

matters in preparing today's testimony.

Unfortunately, until this year the work of our Committees

did not produce any changes in tax legislation, and therefore no

relief for the hard-pressed small and medium-sized independent

businesses. Early in 1975, the emergency Tax Reduction Act of 1975
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did, as a result of Congressional action, provide for a 2% rate

reduction for companies earning under $25,000, and a 26% reduction

on the next $25,000 of earnings.

However, this relief was enacted for a period of one year

only.

The legislative history of 1975 is a classic illustration of

how the small business community must work twice as hard to receive

half as much.

At the outset, the investment credit--nearly half of which

goes to the largest 350 corporations in the country--was the only

benefit proposed for business in 1975. After Congress insisted

on some rate reductions for smaller firms, the investment credit

was still enacted for twice as long a period as the rate cuts.

But, the current proposal in the other body compounds this imbalance.

That bill proposes that the small business provisions be extended

from the end of 1975 to the end of 19771 while the big business

provisions are to be extended from the end of 1976 to the end of

1980.

In my view, this formula would be an ironclad guarantee that

small business would fall farther and farther behind in our economy.

I feel that legislative action is necessary in the Senate to

redress the inattention to this sector of economic life, and by

restoring vigor to new, small, and independent business, benefit



1387

our free, private enterprise system and the entire economy.

we are looking forward to this morning's testimony to assist

our two Committees in summing up our investigation so we can

formulate concrete and responsible small business proposals for

consideration in connection with the pending tax reform legislation.

Our first witness will be the Deputy Assistant Secretary of

the Treasury for Tax Policy, mr. William Goldstein.

62-90 ##4

62-209 0 -76 -44
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STATEMIN O HON. LLOYD BENTSEN, A U.S. SENATOR FROM THE STATE'S Or

TacAs,

This morning we begin the third round of joint hearings of the Senate Financial
Markets Subcommittee, which I chair, and the Senate Small Business Committee,
chaired by Senator Nelson, on the tax and financial problems of small business,

We are very fortunate to have as our lead of witness this morning Mr. William
Goldstein who was recently appointed as the Deputy Assistant Secretar of the
Treasury for Tax Policy. Tis is Mr. Goldstein's first appearance before the
Finance Committee and I would like to welcome him,

Americans too often forget the indispensable role of small business In promoting
healthy competition In our economy, creating Jobs for a growing work force and
developing Innovative ideas and products. Small business, In many ways is the
essence of our country's promise. It is the small businessman who forms tie eco.
nomic backbone of our Nation. It Is the small businessman who provides Jobs
for about one-half of our private work force. The survival of small businesses
across our Nation Is indispensable If we are to maintain healthy competition In
our economy.

Following our first round of joint hearings last June, Senator Nelson and I
Introduced legislation to provide greater tax equity to our Nation's small business-
men by extending the provisions of the 1975 Tax Reduction Act which apply to
small business. These provisions, Increase the corporate surtax exemption from
$25,000 to $50, 000 and also reduce the tax rate on the first $25,000 of corporate
Income from 21 to 20 percent. In addition, the amount of used property that can
qualify for the Investment tax credit Is increased to $100,000 from $50,000. The
House Ways and Means Committee has approved an extension of these provisions.

In an effort to reduce the mounting Federal paperwork burden, I have proposed
legislation to amend the new pension law to specifically require the Secretary of
Labor and the Secretary of the Treasury to issue simplified reporting and dis-
closure requirements for small pension plans. In addition, I introduced legislation
which would require that all new legislation proposed by Congress Include an
explanation of the paperwork burden it would impose on business, particularly
smaller enterprises.

Small businesses, especially "mom and pop" operations, must fill out numerous
reports, as many as 52 tax forms In a single year. This Is not an example of a
Government which Is concerned and responsive to the needs of Its people. It Is
not a Government which Is protecting free enterprise. It Is Instead a Government
which favors only those large concerns that can satisfy repetitious requests for
data, statistics and information.

We have to cut this tangle of redtape. We have to hold back the growing
number of Government forms.

Earlier this week I Introduced a limited small business tax reform bill which
I believe has a good chance of quick Congressional action and which can offer
some assistance in providing a healthier economic climate for the growth of
small business.

First, this bill would allow a new business to carry forward for ten years any
net operating losses incurred during the first ten years of operation of that new
business. These net operating losses would be deductible against profits. This
will assist small business growth which would help promote greater competition
In our economy.

Second this bill would expand the existing "Subchapter S'" provisions of the
Internal Revenue Code In order to enable a greater number of business enterprises
to take advantage of these existing tax provisions which were enacted in 1958 to
meet some of the special problems of smaller firms.

Third, it would allow the taxable year of a partnership to close at the death of
a partner, with respect to the interest of the deceased partner, in order to provide
greater flexibility for those enterprises that are organized as partnerships.

Finally, this legislation would also direct the Department of the Treasury to
conduct a study to simplify Inventory tax accounting for smaller businesses.
Small businessmen lack the money to hire sophisticated tax lawyers and ac-
countants and are simply unable to take full advantage of many existing tax
provisions. We must enable smaller firms to utilize existing tax incentives.

This tax reform bill would result in a negligible revenue loss to the Treasury
but would provide greater business flexibility for many small enterprises through-
out our Nation.

Enactment of legislation to extend the smal business provisions of the 1975
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Tax Reduction Act; to reduce the paperwork burden; and to provide small
business tax reform will be steps in the right direction.

But more is required. Government policy must be directed towards creating a
favorable economic climate that will strengthen small firms and enable them to
operate on a more equal basis with larger colnpetitors.

The goals of these hearings is to formulate such a policy.

?ACT IHBZU, SEIATOR LLOYD DZ3NTBUN'5 SMALL SU5NESO TAX REFORM AfT, B. 2648

1. Net Operaing Losses for Nero Buinesae.-Under this proposal, for the first
ten years of operation of a new business the period over whioh net operating losses
may be carried forward and deducted against profits would be Increased from
the present limit of 5 years to 10 years, New enterprises are generally more
dependent on internally generated capital for growth and the current 5 year
limit on the net operating loss carryover can have an adverse effect on growth.
Since new businesses are frequently unprofitable for the first few years after
formation operating losses incurred in the early stages of a business enterprise
often cannot be recovered In the limited 5 year carry forward period now per-
mitted. Thus although well established companies can usually utilize the net
operating loss deductions, newer enterprises often cannot and this proposal
would help eliminate this tax inequity.

R. Subchapter 8 Changes.-Last year the House Ways and Means Committee
approved four tax changes which would facilitate use of the "Subchapter 5"
provisions of the Internal Revenue Code by small businesses. These four changes
are included in this legislation. Under Subchapter 8, the shareholders of closely-
held corporations are taxed as though they were carrying on their activities as
partners. Thus Subchapter S relieves the corporation itself from taxation but
only on the condition that each stockholder reports his share of the corporation's
income whether distributed to him or not, on his Individual tax return.

Subchapter S was enacted by Congress in 1958 to permit small corporations
which are essentially partnerships to enjoy the advantages of the corporate form
of organization without being made subject to the possible tax disadvantages of
the corporation and to eliminate the influence of the Federal income tax in the
selection of the form of business organization which may be most desirable under
the circumstances.

(1) Under this legislation the maximum number of shareholders which a Sub-
chapter S corporation is allowed to have would be increased from 10 to 15.

(2) In addition, in three types of situations trusts would be permitted to be
qualified shareholders in Subohapter S corporations: (1) voting trusts; (2) grantor
trusts (where the grantor is treated as the owner for tax purposes); and (3)
instances where the holding by the trust is only temporary, for example, where it
passes through a residuary trust to individual beneflari.es.

(3) Also under this legislation when Subchapter S stock has been held by a
husband and wife, the estate of one of the spouses would not be considered a
shareholder for purposes of determining the number of shareholders of the Sub-
cha ter S corporation.

(T) Finally, a Subchapter S election would be terminated under this proposal
only u pon a new shareholder's affirmative refusal to consent to a continuation of
the Subchapter S election (instead of upon the failure of a new shareholder to
consent to the election).

These reforms in Subchapter 8 which were approved by the House Ways and
Means Committee last year would make it possible for many smaller enterprises
to utilize these provisions which were originally enacted in 1958 to assist small
firms.

8. Closing of Partnership Taxable Year on Death of a Partner.-Under this
proposal the successor In interest of a deceased partner may elect to close the
taxable year of the partnership with respect to the Interest of the deceased partner
as of the date of his death, instead of waiting until the close of the partnership
taxable year or the date his Interest is sold, exchanged, or liquidated. This would
provide partnerships with greater flexibility.4. Treasury Department tudy to Simplify LIFO Accounting for SmaU Business.-
Under existing law, any business, whether incorporated or not, may value its
inventory and determine its cost by use of the LIFO method (last-In first-out).
In practice, however, a significant number of smaller enterprises find that they
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are unable to use LIFO because of the ambiguity and complexity of the currentregulations. This proposal would direct the Treasury Department to conduct astudy to simplify the mechanics of applying LIFO.

Senator NzLSON. Our first witness this morning Is Mr. WilliamGoldstein Deputy Assistant- Secretary for Tax Polioy,Mr. Goldstein, the committee is very pleased to have you presenthere this morning., i you will identify your associates so that thereporter will have the record correct, and then you may proceed topresent your testimony however you may desire. It will be printed
and included in the record.
STATEMENT OF HON. WILLIAM M. GOLDSTEIN, DEPUTY ASSISTANT

SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE TREAS.
VRY, ACCOMPANIED BY SEYMOUR FIEKOWSKY, ASSOCIATE DI-
RECTOR OF BUSINESS TAXATION, OFFICE OF TAX ANALYSIS,
TREASURY DEPARTMENT; AND CHARLES TEMKIN, LEGISLATIVE
COUNSEL, TREASURY DEPARTMENT
Mr. GOLDSTEIN. Thank you, Senator.This is Mr. Seymour Fiekowsky who is Associate Director of Busi-ness Taxation in the Office of Tax Analysis in the Treasury

Department.
This is Charles Temkin an attorney on the Tax Legislative Counsel's

staff.
If it's all right with you, Mr. Chairman, I would propose to followthe outline of my remarks, but I will try to skim through it somewhat

if I could.
Senator NELSON. All right.If you car, summarize as you go along the main points, the state-ment will be printed in full in the record.
Mr. GOLDSTIMN. Thank you.The first thing to observe is that I am new on this job and up until2 weeks ago I was engaged in the private practice of law in which Iwas intimately concerned with the tax and financing problems ofsmall- and medium-sized businesses.
So I may from time to time in my remarks refer to some experiencesthat I have had in my practice which I hope will be helpful to the

committee.
The way that the discussions of the subject of taxation of smallbusiness have typically evolved, there is a lot of time spent in defini-~ tional matters, trying to figure out what a small business is andt aling about the amounts of assets, sales, and number of employees,

and so on.
I think in order to proceed with the discussion we do need somecategorization, but I would like to use a somewhat less formal statistical

approach than has been taken in the past.As I see it there are four categories of businesses that we need to beconcerned about which I will attempt to define in my own way.The first I call small business; second, startup business; the thirdmedium-sized business; and the fourth large business.
Now the first three categories are all in my view within the juris-diction of the interests of this committee. A small business, as I seeit, is the privately owned local producer of goods and services.



A typical company-this is a rough test only-would havo net
sales, that is, sales less cost of goods sold, of less that $10 000

As you are aware, the great preponderance of such businesses are
proprnetorships and partnerships, -but there are also a reasonable
number of subchapter S and regular corporations in this category.

Perhaps the best way to, understand the definitional approach
which I am striving toward this morning is to look at the goals or
ambitions of the owners of the businesses,, and I mean to look at those
as a significant item than any specific numbers.

Thus, in-what I call the small business category, we find the owner-
operators who derive from their businesses their principal source of
livelihood, and their goal is simply to improve their livelihood.

They are workinganen who happen to run a business rather than
work for somebody else. For example, the goals of the owner of the
neighborhood drycleaning establishment or restaurant or small
grocery store might be to expand his own operation, to make it more
profitable and, perhaps, to open one or two more locations.

There are at least 10 million of this type of business based on the
latest statistics I've seen and we believe, and I'm sure the committee
believes, that the significance of these businesses goes well beyond
their number or their contribution to the various gross national
product statistics, and so on.

It's these businesses that give us the personalized goods and services
which add a little spice and variety to our lives.

The second category of business in broad terms is the "startup
business." That is the individual or group of individuals with an
"idea," whether a technological idea marketing, or otherwise, which
they believe if properly nurtured can Form the basis of either a medium-
sized or a large corporation at some future date,

ObvioDsly what I'm talking about is the early stages of Xerox
or Polaroid. They could be extreme examples of what we are talking
about here.

Now these businesses may not be operating yet or barely operating,
and they may not be in a position to proiide anyone's livelihood,
but they are different from the category that I just talked about
because the goals of their founders are considerably more ambitious.

It seems to us that there is little doubt that there should be a
national policy to encourage and foster the creation and development
of this type of enterprise. .

The tlird category which I call the "medium-sized business," is
the upper range, middle to upper range, of what traditionally has been
referred to here as small business.

Some of these are pretty good-sized enterprises for a rough defini-
tion picture a company perhaps with net sales between $1 million
and $20 million and assets of roughly three-fourths of these amounts.

Statistics show that this is a normal ratio in that category.
Now these businesses may be quite different in their ownership

even though they are roughly the same size. They may be privately
owned; they may be owned by a relatively small group of shareholders
who have acquired the stock in private offerings; they may be partly
owned by a large corporation but with some individual shareholding;
or they may be publicly held companies but not the major ones.

They may have had a public offering of their securities and may be



registered, with the Securities and Exchange Commission, but theyarestil nt mjor national corporatio.
Using what I call the "ambi,. on" analysis , if you want to look at

It that way, the owners of these medium-size companies, depending
on where they are in the spectrum, either have, the goal of growing
within the nidlum..slzed category Itoward the, top, or they want to
move into the next category of the- large business enterpis.The large businss category, is, of course,, the easiest recognize,

Salthough again there have been- arguments about Just where you draw
the line.

It is those few thousand corporations which qualify as major
national business organizations. Typically they are listed on major
stock exchanges and have substantil foreign operations.

They borrow money in the public bond market issue commercial
paper and have multimillion dollar lines of credit Km syndicates of
major banIng intitutions.
iThey belong to major trade associations and are well represented
iStat government matters and in Washington as well.
I would now like to talk about the major tax considerations that

affect each of these four caeoisas I have described them.
That is, I would like to examine how Federal income taxes affect

the realization of the goals or ambitions which the owners of each
class of business have set for themselves,

Every one of these enterprises, in one way or another, is interested
in growth and profitability. What we need to look at is whether our
current system of taxation is a hindrance or a stimulant to achieving
these goals.

Since, in turn, the problem of capital formation is in many instancesPrerequisite to such desired growth, we think it would be o particular
importance to see how our system of taxation affects the problem of
capital formation in each of these four classes.

Tow, to look first at the small class of businesses, or the elas which
I have described as "1small"1 it would seem that the owners of such
businesses are virtually indistinguishable as taxpayers from wage orsalar earners-in, let's say, the $10,000 to $20,000 annual income
classification.

Even if these businesses an incorporated, the statistics indicate
that they do not h , any sign ant corporate tax.

This is prim ari huse of the fact that they will Pay salaries and
bonuses to a sufficient extent to reduce their tax liability to zero or
close to zero.

This is not to suggest that such businesses don't have any tax
problems however. The burden of State and local franchise, capital
stock, sales, property, gross receipts, and income taxes, Federal and
State employment taxes, unemployment compensation premiums,
which may be regarded a a tax for certain purposes, may be among
the most significant burdens these small businesses do face.

With regard to Federal income taxes, although the actual payment
of dollars to Washgton may not be very significant, the time and
expense involved in keeping the necessary records and in filling out
the myriad of prescribed forms may boigle the mind of the small
businessman.

With regard to tax relief for the proprietors regardless of form



of thiM type of business, since we view themd essentially as equivalent
to wage or salary earners at the same level, we think the relief that
they could best use is simply the enactment of the President's program
for individual tax cuts, that is the basic reduction in the tax burden
Which they have to pay when they send their form 1040's down to the
District Director's office at the end of the year.

It should be noted that the proprietors, partners, and shareholder-
employees of these small. businesses who have adjusted gross income
precise equal to that of the wage-earners and salaried employees to
whom I have been comparing them are still better off under our tax
system in the practical way in which it's administered than the wage
or salary earners.

That is, even the really small businessman takes opportunities to
realize untaxed income in the form of deductible travel and entertain-
ment expenses, the use of company cars, and so forth.

He may defer the taxation of economic income through some use of
accelerated depreciation and, *finally, he has certain flexibility in
accounting matters particularly in regard to the calculation of closing
inventories as a tax minimization or deferral technique.

Even the smallest corporation if profitable can take advantage of
such tax benefits as plans to pay the medical expenses of its
shareholder-employees with pretax dollars.

In summary, what I'm saying is that if you compare the salaried
employee whose W-2 form shows $15,000 with a small business
proprietor who shows $15,000 at the bottom of schedule C in terms
of real economic position, I think the small business proprietor is
somewhat better off. How much better, of course, varies from situation
to situation.

There is no doubt that the small businesses that I've just been
talking about have the need for increased capital in the form of both
debt and equity.

Our view, however, is that the payment of Federal income taxes
is not a material factor in such companies' ability or lack of ability
to raise this type of capital.

Simplification of the tax laws, mitigation of the overall tax burden
on these businesses, and the general tax relief proposed by the Presi-
dent seem the most helpful steps to be taken with regard to this
first category of business.
. I would like to turn now to the tax situation of what I've called the
startup business. It follows from their description that it is likely that
these businesses pay no taxes at all.

As a matter of fact, it's almost certain so long as such a business is
truly in the startup phase. Indeed, as you know, the goal of these
companies is to some day be in a position to be able to pay some
Federal income taxes.

In addition to the techniques I mentioned before to minimize
federal income taxes, the startup company would typically be in a
position to use the section 174 election to provide substantial de-
ductions for research and development.

If It is an operation that uses a pilot plant, it will have depreciation
deductions available to it, and ifit's engaged in sales typically its
sales and marketing expenses will be running well ahead of its income.

As you have recognized in the past, a more likely problem for the
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startup company than the burden of Federal income taxes is thefact that theloso carryovers which develop during its earlier years mayriM out before it ever has any tax liability.

The startup company, on the other hand, has a very significantproblem in its lack 6f access to capital markets.
This was the situation in which the fellow with the idea used tocome in to see me. This was their typical problem-"How can weraise the money? We've got this ter o -Idea, if we can only gotS $50,000, $100,000, or a quarter of a milon dollars, we can go out and

beat the world."
And I was always very sympathetic to these people and did mybest to support them in this connection.
I think. the pattern of State and Federal regulation of the issuanceof securities plays a major role. For example, I can cite to you thecase of a type of new business in which I think your committee would

be particularly interested. .These folks appeared to have invented a turbine en ne which ismore efficient than present automobile engines and whict contributes
less pollution to the atmosphere.

The company went out and raised a modest amount of capital inkind of a hit or miss fashion to finance its initial operations by sellingits securities in several "intrastate" offerings.
At this point they were ready for the next step in their financingpattern, but what they had previously done had placed them in sucha difficult position that before they could even get started on steptwo, they had to incur some very substantial expenses including thecost of making the rescission offer required by the relevant State law

to all shareholders.
Only at, that point was the company in a position to raise newequity capital with all the costs attendant to that effort.Of course, you realize that if you're out to raise $500,000, $1 million,or even a quarter of a million dollars, the cost is not materially differ-ent so that the cost of raising the capital compared to what you raise

is very significant.
Obviously what I'm talking about here goes well beyond pure taxconsiderations but I thought I would highlight it for you in the

interest of aiding small business.Borrowing when you've got a little equity capital no matter howyou've raised It is also a difficult task for the startup company.First of all there's the risk factor which nobody can deny. That'sa necessary aspect of the startup company. The other is the cost toN the lending institution of investigating and administering loans tostartup businesses or any small business for that matter.It is far easier if you're a banker to add another half a milliondollars or $2 or $3 million to the line of credit supplied by a bankingsyndicate to a major company than to investigate and supervise five$100,000 loans to startup companies.
In our view, there's at least one area where tax policy can behelpful to startup companies. This is to make the tax consequencesof investing in such companies more favorable to anyone so inclined.Also, by increasing the flexibility of tax-oriented forms of businessorganization, startup companies can be made more attractive as

investment vehicles.
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Aad I'd like to say some more about that at the end of my remarks.
To turn to the medium-sized business although this group has

perhaps received less attention than it should from the twrlting
committees of Congress and the Treasury Department, it can be
argued that the companijes at this level are the most important with
regard to capital formation and the future growth and vitality of
our economy.

At the outset, I think it should be noted that the owners of many of
thee medium-sized businesses which are privately held are very
wealthy people.

This is not to suggest that these companies are not in need of careful
consideration where tax equity is concerned.

It is merely to approach the problem with our eyes open. These
people were, for the most part, the clients with whom I dealt up until
a few' weeks ago.

To put it another way, a closely held corporation with between a
million and $5 million in net sales which reports more than $50,000
in taxable income is something of a rare bird; that is, it will do so only
if the principal shareholder-employees, and in many cases their
children and other relatives, are all drawing salaries which bring them
well into the 50-percent bracket.

Indeed, with the enactment of the 50-percent maximum tax on
earned income, and with the unreasonable compensation test of Code
section 162 as the only real linnitation on the ability to pay large
salaries, it makes very little sense for a privately owned company to
incur a tax of 48 percent and then still have the problem of getting
the money out to its shareholder owners by paying dividends whic
again are subject to tax at high rates.

Or even if at some.,future date the shareholders in effect realize that
benefit of its accumulated earning s by selling their stock at a price in
excess of what they paid for it, they will incur a capital gains tax.

So as long as the corporation is privately held andat the relatively
lower end of this broad category of what I've called a medium-sized
business, every effort will be made to minimize its tax and to stay
belovw the surtax level.

Medium-sized corporations have additional tax minimization-
opportunities that go beyond those I have noted before for the small
business or for the startup company.

If privately held, they may elect to be taxed under subchapter 8
aud thereby avoid the corporation income tax altogether.

Furthermore they are likely to have enough income tax labi
and the need for capital equipment that they can take meaningful
advantage of the investment tax credit.

And, again, if they are at the relatively smaller end of the medium
category, they at least have the potential for getting a better break
than the larger companies because they can offset the first $25,000 of
tax liability in full.

The surtax exemption is in itself a substantial benefit to these
corporations, and I have an example here of the corporation which has
$100,000 of taxable come.

Its corporation income tax bill would be $34,500; therefore, the
surtax exemption is obviously a meaningful factor in reducing the
effective rate at that point.



13986

But even that liability could be reduced to less than $5,000 If the
corporation in question purchased investment credit property that
year at a cost of $300 000, and that's not a gigantic task assuming
its a capital intensive business for the type of company that might
have $100,000 in. taxable income.

I have a sort of a parenthetical paragraph here which is not in-
tended to sound as cynical as it may come off, but it represents an
experience that I had many times in representing the acquiring

~ company of a medium.sized business.
YOu begin of course, by asking for the financial statements which

typically are the same as the tax returns. This is a privately owned
company, and it will show, let's say, $100 000 of earnings.

And they will tell you the asking price For their business, and they
will tell you what multiple they applied. And you'll wonder. There
seems to be an arithmetic gap here, and the explanation is, well,
although we only had $100,000 on our books, and for tax purposes,
anybody who took over this business would very substantially in-
crease these earnings because although my brother Jack and I have
each been taking $50,000, you could get a professional manager to
do both our jobs for $40,000.

Obviously, we don't need five or six Cadillacs. My wife doesn't
need one. Your professional manager can drive an Oldsmobile. And,
furthermore-

Senator HASKuLu. I hope they don't make those admissions in
front of Internal Revenue.

Mr. GOLDSTEIN. They make the admissions. When the agent
brings the subject up, what typically happens is they get in an argu-
ment as to whether it's necessary, and maybe the agent will ultimately
say: "We think it should only be $70,000 for you and your brother
Jack. That's enough."

Or maybe "one of the six Cadillacs isn't necessary," but that still
leaves five. This is the typical way these businesses conduct them-
selves, and I'm not intending to be critical of them. I think that the
Internal Revenue Service does the very best job to police these
things. But these are the facts of life.

On the other hand, and I think more important, we must consider
the private company's situation even after all these techniques have
been utilized, as well as the relatively small publicly owned corpora-
tion which needs to maximize corporate earnings and which really
can't use a lot of these techniques because it is carefully audited by
major accounting firms and files all sorts of reports with the SEC.

In other words when you start to get significantly above $50,000-
$100,000 of taxable income; the corporation income tax does become a
most substantial burden.

And, for example, as the tables in the appendix that you'll find
attached to the printed text today show, corporations with assets of-
$2,500 000 to $10 million pay Federal income tax at the effective
rate of 36.7 percent.

Thus, at the larger end of the range of what we have generally
described as medium-sized corporations, the Federal income tax is a
very considerable burden indeed.

There are several sigificant consequences of this burden. First of
all, it is the most obvious manifestation that our system of taxation
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impinges most heavily upon business earnings, and particularly upon
the earnings from business capital.

In rough numbers, a corporation that's going topay taxesat the
effective rate of 86.7 percent has to earn over a doIIr and a half to
wind u~p with a dollar of earnings.* fth o

So if you're an investor, in view of the competition in the capital
market, you're going to put your money to work where it is going to

< , get the greatest return.
And, therefore, the capital of corporations has to be used more

efficiently than capital in other types of ventures such as unincor-
porated real estate or oil and gas operations.

This system of double taxation of business earnings, in our view,
has long since been discredited; and as you have heard many times
before Pm sure, most of the modern, industrialized countries have by
this time fully or partially eliminated any tax at the national level
which resembles our Federal corporate income tax.

Having noted the burden of double taxation, it is not surprising to
find that largely on account of it these medium-sized businesses face
serious problems in capital formation, both with regard to debt and
equity.

For example, one of the tables in the appendix we've, attached
shows that the debt to equity ratios of the medium-sized corpora-
tions show the least debt in their capital structures.

Although modified to a degree, the reluctance of bankers that I
mentioned before to lend to medium-sized enterprises derives from
the same factors, that is, the cost of administration, investigation and
so on.

With regard to the equity capital market, the experience of recent
years has made it clear that the ability to raise meaningful equity
capital in a medium-sized enterprise has to do with the general state
of the market.

Back in the good old days of 1968 and 1969 it was my observation
that almost any startup or medium-sized company could go to the
equity market and raise some money regardless of its merits.

Whereas for the past 3 years or so, again regardless of merit, the
equity market has no interest in these companies.

This is in contrast to some of the largest corporations which, even
though they may not like the price at which they have to raise equity,
still ave well-defined methods for doing so.

As far as what must be done about this, the obvious answer is to
CAW facilitate capital formation for the medium-sized company by elimi-

nating or substantially mitigating the impact of our Federal corporate
income tax.

As you know, the Treasury Department has proposed a program of
integration, as part of its overall program of capital formation.

ow there are various versions of how this might be done. Our
program combines the dividends paid deduction at the corporate
Ievel and a credit to be taken by the shareholders with regard to
income that they receive for taxes paid by the corporation.

We think that this is the best waytodo it, but I believe that any
steps toward the accomplishment of this goal would be very beneficial

to the types of corporations that we are talking about.
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In the absence of Integration, there are still some meaningful steps
which can be taken to facilitate the growth of the medium-sized
business enterprise,

Some of these are the ideas I mentioned before that make these
vehicles more attractive. A second item which you will I think be
hearn more about from other people in the Treasury Department
within the near future is a more widely accepted and widely used
version of the employee stock ownership plan.

Finally, simplification of the Internal Revenue Code and its admin-
istration will 'benefit medium-sized corporations as well as the smaller
compares.

I have tossed out one idea here which I think has been suggested
by others, but it seems like a good one. It focuses on the cost of putting
hi a qualified pension or profit-sharing plan.

What we would like to see happen is that prescribed forms and
language be suggested by the IRS. There might also be a data sheet
to rook at the questions of distribution and discrimination which can
really be used'by any business or the financial officer of the business
without having to use a pension consultant and a battery of lawyers.

In other words, at the very least if you are willing to follow these
forms you've got a qualified plan. If you want a more elaborate plan
or try out some new theory fine. That's your own decision and you
could proceed on that basis.

Turning to the large corporations for just a moment, I think there
is one important point to cover. I think you may have heard it before,
but no matter how many times it is discussed, the idea persists.

We frequently hear that the largest corporations pay a lower rate
of tax than the medium-sized corporations that I just discussed.

The tables in the appendix indicate that any such apparent advan-
tage is not present when the treatment of foreign source income is
properly taken into account.

To put it another way, the apparent advantage of the largest
corporations in terms of the effective rate of Federal income tax
largely disappears if their wide-world income tax burden is compared
with their worldwide income or if their U.S. income tax is compared
with their U.S. income.

If you make that analysis on the companies where traditionally
the comparison has been U.S. income tax and worldwide income-
and if you also exclude the petroleum and the paper and lumber
companies--you see that the effective rate is 44 or 45 percent, which
is higher than the medium-sized companies.

n Te exclusion of these petroleum and lumber companies is because
presumably there have been for many years independent decisions
of Confess to give these companies special treatment. There are other
examples such as shipping which you are well familiar with.

Another factor has led to some distortion I think in viewing the
largest corporations compared with the medium-sized is the inclu-
sion in the averages of some very large corporations, in terms of assets
and sales, which-had large losses but paid no tax at all.

Finally, as the tables in the appendix do indicate, and this of course
tends to cut the other way a little bit, the largest corporations do
realize somewhat greater benefits from the investment credit than
the medium-sized corporations.
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The tables also indicate that obviously there are some businesses
which are more capital Intensive and make more use of the invest.
mont credit the marketing and investment enterprises.

Since they are not the principal subject of our concern this morning,
I will say no more abont large corporations other than that they are
also suffering from the discrimination in our tax system against
business income and income from capital.

Once again I recommend a solution in terms of making our corporate
Enterprises competitive on a worldwide basis which is the integration

of the corporate income tax.
I would like to turn now to the concluding part of my remarks

which deal with at least a few things which we think can usefully be
done right away, and in effect we agree with various bodies that have
considered this before.

All but one of these provisions are contained in H.R. 237, which
has commonly been called the Bible-Evins bill.

Some of them have been previously considered and viewed favorably
by the Ways and Means Committee, but they've never been reported
out, they have never found their way into legislation.

Some of these changes I guess you can call technical, but we think
as presumably their proposers believed, that they still could be very

healso have one idea that appears to be new that I'dlike to mention

for your consideration a little bit later.
But first since you're pretty familiar with these proposals, I think

I can be very brief about them because you've heard them before.
The first has to do with how long should net operating losses be

-carried forward into the future.
As you know, the present rule for losses is 3 years back and 5 years

forward, and I think it's been properly suggested that for the small
business, the startup business, that this may not be a long enough
period to be fair.

And the proposal has been for a 10-year carry-forward for small
corporations and we at the Treasury favor this and will support it as
it's considered by the various committees of Congress.

In the partnership area, I think the first thing to note since a lot
of small businesses have to operate under these rules is that they are
unbearably complicated.

I recall well my tax professor coming to the chapter in our text on
the taxation of partnerships. We were idl eager to have that mystery
unveiled to us. Re made a terrible face and said, "I ve been trying to
study this for 3 years." This is Ernest Brown from Louisiana, and
"I can't understand it. And if I can't understand it I see no reason
to expect you to." And then he proceeded to ay, 'We'll go to the
next chapter."

That was my introduction to partnership taxation. Fortunately in
my law firm I had a partner who teaches partnerships at the NYU
graduate prowam, and so we all eagerly referred our partnership
questions to him.

Senator NELSoN. When you say "the rules," are they IRS rules?
Mr. GOLDSTEIN. The statute in the first place, and then there is an

attempt by regulations and rulings to male some sense out of the
statute. So it's the whole group of hles.
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Senator Nzjso. Are we back to where we were? We are getting
extensive complaints on pension plan reporting. We didn't establish
any rules for reporting, but every accountant, every tax lawer, every
small pension plan administrator, is saying, "theIRS is killing us.

And we are going to be taking testimony and to talk with actuaries
and CPA's and administrators who handle plans. Businessmen are
saying compliance with the reporting f6rms are driving their pension
plans out of business.

So very frequently we pass a law which may be somewhat complex,
which is the Congress fault. But, when you start looking at the rules
and regulations that the IRS establishes to be sure that one crook out
of 100,000 is caught, you may find that the rules just ruin 99,999 in
order to get one when you'd be better off to have something simple.

Mr. GOLDSTEIN. I agree with you, Senator on that but I dare say
no one will propose to write a statute or regulation which is intended
to allow one cheat in a thousand plans.

But I wonder whether the gentleman who made that remark or wrote
that letter to you whether he was talking about--

Senator NELSON. The proposed form 5500-
Mr. GOLDSTEIN. Right.
Senator NmLsoz;. That's the one they are talking about.
Mr. GOLDsTmS. There's still a lot more to come, and one of the

things our office is involved in daily is the continuing process of trying
to get regulations out, and of course we work with the Labor Depart-
ment on that.

Senator NzLsoN. We will have testimony of CPA's that say that
the cost per pension beneficiary will run as high as $1,000 a year.

They are better off to get rid of the plan and give them the $1,000.
That's when you're down to 10 or 15 or 16 participants.

But they are willing to come in and testify that they have clients
which are having to charge them $700 per beneficiary, or more,
annually.

Now there's something pretty wrong with a reporting system which
does that. Now, Senator Bentsen and I are proposing that you have
a standard form that would be simple and cover the 93 percent of
them which are trulysmall plans.

Mr. GOLDSTEN. That, as I indicated, is what I think we should
work toward. I don't know whether you cover 99 percent or 70 percent
or 50 percent-but we should make it easy for a very substantial
number and let the others that want more exotic plans or unusual
provisions bear the cost of it. I think that we are working toward that
goal.

I fully agree with you, and I know what you mean. And even in the
law firm we had a pension plan for 15 years and we just kind of sailed
along. Nobody paid any attention to it. Now we have some committees
just trying to handle-our own little problem without regard to our
clients. problems.

I think we've tried to hire three, four, five-new people just to work
on this. It is a very serious problem.

Senator NELSON. If you drive all the little ones out of business, it
certainly wouldn't be very worthwhile legislation.,

Senator HASKELL. What are the complications that Senator Nelson
referred to, the additional costs the accountants say have to be in-
curred to comply with the new pension law?-
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What are the elements that make for complication? ._
Mr. GOLDSTEIN. I am not really familiar with the particular

problem the Senator raised, and I am also not the resident pension.ex p ert ... .So what I would like to do on that is to get some further colloquy

established. If I could find out what's been presented to you and maybe
respond, or have my office respond to you, at a later date and see if
we can nail it down.

~ Senator NaLsoN. We intend to have some hearings on that precisepoint anyway. _Mr. GOLDSTEIN. I must confess that in ny years in practice I've

made a concerted effort not to know very much about pensions so
I'm going to have to learn.

Senator HIASKELL. So you're the wrong guy to ask. We'll have to
ask somebody else,

Mr. Gowsmsn. But we do have people that know about it.
Well getting back to some of the things that are in this pending

legislation, I A refer to one of the consequences of the death of a
partner and support the suggestion which is in the bill to permit an
election to have the deceased partner's year end with regard to his
partnership either on the date of his death or on the dateof the termi.
nation of the partnership's year.

With regard to subchapter S provisions several of those that we
favor are contained in the Bible-Evins bhl. In 1969 the Treasury
Department submitted a laundry listen effect of ideas and provisions
to make the election more widely available and easier to comply with.

And since, obviously, I've been speaking in favor of integration
today and against the corporation income tax, and since the one way
to avoid the corporation income tax at the moment is to make the
subchapter S election, we generally favor proposals which would
accomplish that result.

For example, as you know the&e is a limitation on passive income of
20 percent. There was a good reason for that when it was put in. It
had to do with pension considerations. "

But since 1969 that reason no longer exists because subchapter S
corporations are subject to the H.R. 10 limitations and the Treasury's
position would evei go beyond that of the Bble-Evins bill and
eliminate entirely the requirement of less than 20 percent on passive
income.

Senator HASKELL. Mr. Goldstein, just so I understand you. I
understand t V"I ncome to be the ownership of an apartment
house where you just get rental.

Mr. GOLDSTRiN. Dividend and interest. Yes, sir.
Senator HASKELL. And you would elinilnate that entirely?
Mr. GOLDSTEIN. There's a requirement now that in order to main-

tain your election under subchapter S that type of passive income not
exceed 20 percent of the corporation's gross.

Senator HASKELL. You would eliminate that requirement?
Mr. GOLDSTEIN. Yes sir.
Senator HASKELL. Then what you would do. to go further in that

direction, at least as I would view it, of permitting-there's a great
dispute as to whether there should be allowed depreciation where part
of the property is financed with a nonrecourse note.
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And you would really move in the direction of allowing people to in

effect take deductions in the nature of depreciation by use of a sub-
chapter S corporation in which basically maybe they only have an
equity of say 25 percent, and they borrowed the re of it from the
bank. They get the full depreciation basically without over having
any investment in it.

Would you really advocate that?
Mr. GOLDSTEIN. No, sir. I don't believe that's the way It would

-"'work, because the way that does work in partnerships the regulation
which has permitted you leverage on a nonrecourse bass, typically
in a limited partnership, is the provision in the regulations which
permits the Investor to add to his basis in his partnership interest his
share of the nonrecourse indebtedness of the partnership

In other words, so long as no partner is liable on the debt. If you're
a 20-percent partner and the partnership has borrowed a million
dollars to buy this office building, you can add $200,000 on to your
actual investment and take deductions up to that amount.

Under subchapter 8, there is no comparable provision. In a sub-
chapter S corporation, you are limited in the deductions that can flow
through the subchapter 8 corporation to your actual investment.

Senator HASKELL. Well, let me just give an example. Let's say
you're buying an apartment house. Subchapter S corporation buysan apartment house for $100,000. I have oily invested, say, in the
subchapter S corporation, $20,000.

I go to my friendly banker and he puts up the $80,000. Now it seems
to me that if I remember correctly that then the depreciation by the
corporation would be taken on $100,000.

Mr. GOLDSTEIN. Yes. And let's say--
Senator HAsxKLL, And therefore I get the benefits since there's

no corporate tax and everything flows through to me. I get the bene-
fit of the full depreciation on the $100,000.

Mr. GOLDSTEIN. But you don't.
Senator HASKELL. Isn't that what you're advocating?
Mr. GOLDSTmIN. No, sir. Not at all.
I'm trying to explain to you that that would not happen. If you

did that as-an indiRidual and, let's say by resaon of depreciation and-
other deductions even though you'd invested only $20,000 of your
own money and borrowed the other $80,000 the excess of the deduc-
tions over the income that year was $30,000, as an individual you
could deduct $30,000 that year even thoughyou only invested $20,000.

If you did that through a subchapter S corporation you would
be limited to $20,000 even though the corporation would show a loss
of $30,000.

You could not take that yourself as a sole shareholder.
Senator HASKBELL. I see. You are not advocating-I thought you

were going in the direction of-
Mr. GoLDSTEIN. No, sir. We are not i any way trying to prolif-

erate tax shelters. Now I should add that even n the partnership
area and in the individual area, the legislation which has been re-
ported out by the Ways and Means Committee which Treasury has
supported would prevent you from offsetting that type of excess
deduction even as an individual or as a partner against your income
from other sources.
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Senator HASKxULr. I misunderstood what you were driving at.
Mr. GOLBTBDIN. All I'm trying to do is in effect, increase the

flexibility, and what I'm focusing on is not Ish lose situation but the
profit situation.

Basically you can run an investment club, if you want to call it
that, as a partnership. But you can't run it as a subchapter 8 corpora-
tion. I see no reason to make the distinction. That's all that proposal

i relates to.
I think I can skip over to our views on section 1244. FIrst of all

It's been proosed-well, let me remind ou, at least it it's not fresh
in your mind, what a section 1244 stock is.

It is stock which can be issued by a small business corporation as
defined in the Internal Revenue Code which, if the business does well,
as the investors hope, and the stock is sold someday or the corpora-
tion is liquidated the typical tax treatment is capital gain.

But, on the other hand, if the corporation fails and you sell your
stock or your corporation is liquidated, you are permitted an ordinary
loss.

The purpose of this legislation was to encourage investment in the
small business or the startup enterprise.

There is a proposal to liberalize this provision in several ways. The
first way would be to increase the amount of loss which the individual
or married couple could claim from $25,000 and $50,000 a year,
respectively, under the present law to $50,000 and $100,000.

Furthermore there is a proposal to modestly increase the size limits
defining a small business corporation for this purpose.

We are reviewing these proposals to see if there is anything wrong
with them, but my inclination is that we will shortly be in a position
to endorse them.

A new idea, though, one that hasn't been proposed before that we
also think merits careful consideration is to permt not only individuals
and estates to purchase and own section 1244 stock; we believe that
all taxpayers should have the opportunity to buy this stock, whether
corporations, partnerships or trust, thereby in effect increasing the
market for those owners of small businesses who are seeking equity
capital and would like to have a tax advantage to sell along with the
great hope and promise they have for their venture.

And as I said, this is being considered. It seems like a helpful ex-
tension of what already exists in this area.

Also in the 1244 area, the way it's set up now, I have found from
personal experience that the requrement of the adoption of a plan is
largely a trap for the unwary. The rigamarole that you have to go
through to show that you have 1244 stock is unduly complicated;
we alibuld seek an approach where something very simple such as
stamping g a certificate to show that it's a section 1244 stock.

And we are going to look into that as well. We understand that
Senator Bentsenhas just or is about-to momentarily introduce a bill
containing several of the provisions which I have discussed orally here
today. Obviously, to the extent te have already indicated our ap-
proval, we hope that this bill finds its wqa' to enactment.

We understand that a further provision in that bill requests the
Treasury Department to study the LIFO method of inventory ac-

02300 0Ow $ a43
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counting with a view toward simplifying such method to make Itmore easily usable by small businesses,The e are at the moment in my office at the Treasury Departmenttour or live project having to do with IIJ, and I've been electedto handle them, so Ism t to sort it out.,i ar e with you that it's complicated. I would also point out thata administration favors the LIFO method as a more reaistic methodof reflecting income in our inflationary economy.And I guess the message is that we are already studying LIFO,and we would be happy to study proposed simplifications of it to makeits use easier by sa oller businesses.Needless to say, there are many other proposals outside of the Bible.,Evins bill for easing the tax burden of 6mall businesses.Some of these seem unsuited to accomplishing their purpose. Othersthat I haven't mentioned we do favor, and we stand ready at any timeto explore any new Idea In this area.AsI have noted, we are supplying you with an appendix today whichI haven't dwelt upon in any detal, but I think you and your staffsmay find some very helpful data there in comparing businesses ofvarious sizes as they are affected by our tax system.It's been a real pleasure for me to appear before you today, andIf you have any further questions, I'll be g lad to answer them, or try to.Senator NxLSON. Thank you very much, Mr. Goldstein.[The prepared statement of Mr. Goldstein in full follows.-
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WILLIAM M. GOLDSTEIN

BEORE TE

SENATE SELECT COMMITTEE ON SMALL BUSINESS

AND.THE SUCOMMITTEE Ot CAPITAL MAlETS
NOVEMBER 131 1975

Mr; Chairman and Members of the Committee and Subcommittee:

My name is William M. Goldstein, and I am the newly
appointed eputy Assistant Secretary for Tax Policy of the
Treasury Department. I welcome thd opportunity to appear
before you to comment on certain aspects of the taxation of
smll business. Because until very recently I was engaged
in the private practice of law and heavily concerned with
the tax and financing problem of small and medium-sized
business, I may, from time to time draw upon such experiences
in stating my views on the issues at hand.

At the outset, it appears that we must discuss certain
definitional matters in order to create the proper frame of
reference. In his testimony before the Committee last
February, Assistant Secretary Hickman, as you will recall,
attempted to place certain parameters upon the description
of small business. We have also supplied the Committee and
Subcommittee with an Appendix contai in$ certain statistical
information prepared by our Office o2 Tax Analysis which
p resents information based upon various categories of
business determined by reference to assets, sales, and
income. -In my remarks today, however, I would generally
hope to be somewhat less specific and refer to certain
general categories of businesses in which we understand you
have the most interest.

VS-467
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In my remarks, I propose to deal with four such cate-
gories of business enterprises - (1) small business (2)start-up business (3) medium-sized business and (4) largebusiness. I shall begin by attempting to define broadly
these categories and then proceed to discuss certain taxconsiderations affecting each of them in turn. Finally, Iwould like to discuss certain pending legislative proposals
which are intended to aid "small business" and to suggestbriefly some other types of assistance which might merit
further consideration.

For purposes of today's discussion my concept of a"small business" is the privately owned, local producer ofgoods and services. A typical company would haie net sales(that is, sales less cost of goods sold) of less than0100,000. As you are aware, the great preponderance of suchbusinesses are proprietorships and partnerships, but thereare also a reasonable number of Subohapter S and regular
corporations.

Perhaps the best way to understand the definitonalapproach I am striving towards this morning is to look atthe goals or ambitions of the owners of the businesses inquestion. Thus, in the small business category, we find theowner-operators who derive from their businesses their
prIncipal source of livelihood; their goal is simply toimprove that livelihood. For example, the goals of the
owner of the neighborhood dry cleaning establishment orrestaurant or small grocery store might be to, expand his ownoperation, to make it more profitable and, perhaps, to open
one or two more locations.

Taken together there may be at least 10 million ofthese enterprises but their primary importance lies neither
in their number nor in the share of private business pro-duction they account for, although such share is not incon-siderable in terms of output or in terms of their role asconsumers of the output of other business enterprises. Theprime-importance of these small businesses does lie in thetangible expression they give to the ideals of freedom andindividual choice which our society cherishes. It is these
small businesses upon which we rely for personalized goodsand services which lend spice and variety to our lives. Itis these small businesses and the start-up businesses to bementioned hereafterV and particularly the opportunity toestablish one, which assures us of the maximum likelihood
that new ideas will Set a fair trial and that the economic
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needs of particular commznities will be met. New ideas and
less-than-national needs may not be recognized by the
bureaucracies of large businesses or get lost in couittees-
Smell businesses are the humanizing element of an economy
and it has been and will be a matter of concern to Congtess
and to the Administration that no inadvertent burden be
imposed on this element of the private business sector.

The second category of business of present concern is
the "start-up business.' That is, the individual or group
of individuals with an idea," whether technological,
market g, or other ise, which they believe if properly
nurtured can form the basis of either a medium-sized or
large corporation at some future date. Obviously, the early
stages of such companies as Xerox and Polaroid come readily
to mind. Unlike the small businesses just discussed, these
start-up companies may not even be in operation and may not
be providing anyone's livelihood, but the goals of their
founders are considerably more ambitious. There seems
little doubt that it should be a national policy to en-
courage and foster the creation and development of such
enterprises.

The third category, the "medium-sized business,"
without attempting to be too specific would seam to have
net sales of between $1 million and $10 million and "assets,"
as defined in the Appendix, of roughly three-fourths of
these amounts; L.. a business which is clearly out of the
fledglins tage-i't is not a major factor on the national
scene. Such businesses may be 10) privately owned, (2)
owned by a relatively mal .group of purchasers who have
acquired their stock in "private offerings," (3) owned
partially by subsidiaries of larger corporations, or (4)
registered with the Securities and Exchige Commission but
not listed on # maior stock exchange. indeed, they may have
had their initial public offering but see no'near term
possibility of further financing of this ,,type; indeed, the
'market" may actually be depressing the value of their
stock, Using the "ambition" analysis, the owners of these
medimrsized cop anies have the desire either to grow within
the rather broad category described above or to move into
the next category of the large business enterprise.

The fourth and final category--"large business"--is
perhaps the easiest to recognize. It is the few thousand
corporations which qualify as major national business
organizations. Typically they are listed on major stock
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exchanges and have substantial foreign operations. Theyborrow money in the public bond market) Issue cpmercialpaper and have multi-million dollar lines of credit fromsyndicates of major banking institutions; they belong tomajor trade associations and are well represented\in theirdealings with both State and Federal governments.
I would like to turn now to the major tax considera-tions which presently affect the operation and growthprospects of the four classes of corporations describedabove. Put another way, I would like to examine how Federalincome taxes affect the realization of the goals or ambi-tions which the owners of each class of business have setfor themselves. Since each of these enterprises, in one wayor another, is interested in growth and profitability, wemust consider whether our current system of taxation is ahindrance or a stimulant to achieving these Soals. Since,in turn, the problem of capital formation is in many instancesa prerequisite to such-desired growth, it will be of partic-ular imortance to see how our system of taxation affectsthe problem of capital formation in the business enterprises

under consideration.,

Looking first at the class of businesses which I havedescribed as "sal"it would seem that the owners of suchbusinesses are virtually inistingishable'from wage orsalary earners in the Ul0000 to p20 000 annual incomeclassification. Even if such busises are incorporated,no significant corporate tax is paid due to the offsettingof corporate income with salaries and bonuses.
This is not to suggest that such businesses do not haveany tax problems. The burden of State and local franchise,capital stock, sales, property, gross receipts, and incometaxes, and Federal and State employment taxes, unemploymentcompensation premiums etc., may be among the most signi-ficant burdens these b usinesses face. With regard toFederal income taxes, although the actual payment of dollarsto Washington may not be very significant, the time andexpense involved in keeping the necessary records andfilling out a myriad of prescribed forms may boggle the mindof the small businessman,

In our view, the most appropriate tax relief for theproprietors of the type of business now under considerationwould be the enactment of the President's program forindividual tax cuts. That is, the proprietor, partner, or
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shareholder-employee of a small business who nets $15,000
per year of adjusted ross income from his enter rise will
kind his Federal tax burden most expeditiously lnghtened by
a basic cut in the effective rato of tax he pays with his
Form 1040 each year.

It should be noted that the proprietors, partners, and
~ shareholder-employees of small corporations who have adjusted

gross income from their small businesses which is precisely
equal to that of wage-earners and salaried employees are
nevertheless generally favored over the latter type of tax-
payer under the practical administration of our present tax
system. That is, even the really small, businessman takes
opportunities to realize untaxed income in the form of
deductible travel and entertainment expenses and company
cars, to defer the taxation of economic income through some
use of accelerated depreciation and tb further defer tax-

ation through the understatement of closing inventories.
Similarly, even the smallest corporation if profitable, can
take advantage of such tax benefits as plens to pay the
medical expenses of its shareholder-employees with pre-tax
dollars.

There is no doubt that the small businesses we are now
discussing have the need for increased capital in the form
of both debt and equity. Our conclusion, however, is that
the paunt of Federal income taxes is not a material factor
in ac Fompanies' ability or lack of ability to raise this
type of capital. Simplification of the tax laws, mitigation
of the overall tax burden on these businesses and the
general tax relief proposed by the President seem the most
helpful ste s to be taken with regard to these small busi-
nesses at this time.

Turning to what I have described as a start-up business,
it is likely that there will be no payment of Federal income
taxes, and hence no burden at all, at least as they are
starting up. Indeed, the goal of most of these companies is
to some day be in the position of having to pay some Federal
'income taxes. In addition to the techniques described above
with regard to tax minimization by business enterprises
which are not available to the wage or salary earner, the
start-up company would typically be in a position to use the
section 174 election to deduct research and development
expenses, claim depreciation deductions on its pilot plant 

"
(perhaps including additional first year depreciation) and
to deduct the initial marketing and advertising costs asso-
ciated with a new business enterprise. As you have recognized
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in the past, a more likely problem for the start-up enter-prisemay be its inability to carry forward its Federal tax
Sfor a Ion$ enough period for them to become useful.
As I see it, one of the most significant problems ofthe start-up business is its lack of access to capitalmarkets. In this connection the pattern of State andFederal regulation of the issuance of securities plays

major role. For example, I can cite the case of a type ofnew business which your Committees appear to be most anxiousto encourage - e, a company that appears to have invented
* a turbine engino--ich is more efficient than presentautomobile engines and which contributes less pollution tothe atmosphere. The company had raised a relatively modest

amount of money to finance its initial operations by sellingits securities in several "intrastate" offerings. in order
to place it in a position to proceed with $urtner financingon a proper basis, this company would have had to incursubstantial expenses including the cost of a rescissionoffer to all shareholders. Only at that point would it havebeen in a position to raise new equity capital with all thecosts attendant to that effort, particularly when viewed as
a percentage of the dollars raised. Obviously this examplegoes beyond pure tax considerations, but I thought thismatter should be highlighted in the interest of aiding small
business.

Similar problems exist in connection with the raisingof capital by start-up companies through borrowing. Inaddition to the risk, or apparent risk, of lending to suchcompanies, the cost of investigation and administration bylending institutions is very high in relation to fundsdisbursed. It is far easier to simply add $5O0,O00 to theline of credi supplied by a banking syndicate to a majorcompany than to investigate and supervise five $100,000
loans to start-up companies.

There is at least one area where sound tax policy and -new tax legislation may prove helpful to start-up companies.
This is to make the tax consequences of investing in suchcompanies more favorable to anyone so inclined. Also, byincreasing the flexibility of tax-oriented forms of businessorganization, start-up companies can be made more attractiveas investment vehicles. I will have further remarks in thisarea at the end of my presentation.
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I turn now to what I have previously described as the"medium-sized" business. Although this group has perhaps
received less attention than it should from the tax-writing
Counittees of Congress and the Treasury Department, it is
arguable that the companies in question may be among the
most important with regard to capital formation and the
future growth and vitality of our economy.

At the outset, it should be recognized that many of the
owners of these medium-sized businesses which are privately
held are very wealthy people. This is not to suggest that
these companies are not in need of careful consideration
where tax equity is concerned; it is merely to approach the
problem with our eyes open. Put another way, a closely held
corporation with between $1 million and $5 million in net
sales which reports more than $50,000 in taxable income will
usually do so only if the principal shareholder-employees,
and in many cases their children and favorite nephews are
all drawing salaries which bring them well into the 56
percent tax bracket. Indeed, with the enactment of the 50
percent maximum tax on earned income, and with the unrea-
sonable compensation test of Code section 162 as the only
limitation, it makes very little sense for a privately owned
company to pay corporate income tax at the rate of 48 percent
and still run the risk of further taxation of its accumulated
earnings upon the payment of dividends or the ultimate sale
of the corporate stock. Parenthetically, of course, the
bracket considerations favoring the pay-out of large cor-
porate salaries also have a negative effect on capital
formation.

Medium-sized corporations have additional opportunities
for tax minimization in addition to those discussed above,
-First of all, if privately held, they may elect to be taxed
under Subchapter S and thereby avoid the corporation income
tax altogether. Such corporations are likely to have enough
income and need for capital equipment that they can take
significant advantage of the investment tax credit in
addition, the fact that they can offset the first $25,000 of
their taxable income in full through such credit permits
them a potentially fuller realizationof such credit, at
least on a percentage basis, than larger corporations.

The surtax exemption is in itself a substantial tax
benefit to those corporations whose taxable income does not
greatly exceed the surtax dividing line. That is, even
after paying substantialsalaries, contributing to pension
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and profit sharing plans, paying for group term insurance
and the medical expenses of shareholder-employees, and
playing year-end games with inventories, a corporation which
has $100,000 in taxable income will only have a Federal
income tax bill of f34,500; and this in turn would be
further reduced to less than $5,000 if such corporation

purchased property In that year which qualified for the
investment credit and cost 300,000.

Incidentally, if your Committees are skeptical about
whether the tax minimization techniques just described are
in fact used by privately owned medium-sized business, I
could share with you numerous experiences in which the
owners of such companies have explained to me how the

100 000 of apparent earnings for tax purposes should
"really be viewed as $300,000 or $500,000 by a potential
acquiring company if Uncle Max was taken off the payroll,
the credit cards and Cadillacs were turned'in and the
inventories were properly valued.

On the other hand even after all the techniques
described above are fuily utilized in the case of a pri-
vately owned corporation, or in the case of a relatively
small publicly owned corporation which needs to maximize
corporate earnings, the corporate income tax does become a
most substantial burden as taxable income rises above the
levels just considered. Indeed, as the tables in the
Appendix show, corporations with assets of $2,500,000 to
10,000,000 pay Federal income tax at the effective rate of

36.7 percent. Thus, at the larger end of the range of what
we have generally described as medium-sized corporations,
the Federal income tax is a very considerable burden indeed.

There are several significant consequences of this
burden. First of all, it is the most obvious manifestation
that our system of taxation impinges most heavily upon
business earnings, and particularly upon the earnings from
business capital. Because of the extra burden on capital
held in corporate form, investors who naturally look for the
highest yield will turn to corporate equity investments only
if the after-tax return compares favorably with the after-
tax earnings of other types of investments. Put another way,
a corporation subject to corporate income tax at the effec-
tive rate described above must be substantially more pro-
ductive in the use of its capital on a pre-tax basis than
other competing forms of investment such as unincorporated
real estate or oil and gas operations. This system of
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double taxation of business earnings should long since have
been discredited; as you well know, most modern, industrial-
ized countries have by this time fully or partially elim-
inated any tax which resembles our Federal corporate income
tax.

Having noted the burden of double taxation, it is not
surprising to find that medium-sized businesses face serious
problems n capital formation, both with regard to debt and
equity. For example we are submitting herewith statistical
information which illustrates debt to equity ratios in
various classes of business enterprises. As one might
suspect, the medium-sized companies seem to be at a relative
disadvantage in terms of raising money through the issuance
of indebtedness. Although modified in degree, the basic
reluctance of bankers to lend to medium-sized enterprises
derives from the same factors previously noted when dis-
cussing loans to start-up companies.

With regard to the access to the equity capital markets,
the experience of recent years has made it clear that the
ability to raise this type of capital in the case of a
medium-sized enterprise depends upon the general state of
the market. As I observed in my law practice, in 1968 and
1969 almost any start-up or medium-sized company could go to
the equity market, regardless of its merit, whereas for the
past 3 years no such company could arouse any investor
interest, also regardless of its merit. The fact that the
equity capital market and its managers' tend to over-react on
both the up and down sides is most severely felt by the
medium-sized company which lacks an established method of
providing a regular in-flow of equity capital.

One important consequence of the difficulties experi-
enced by medium-sized companies in raising debt and equity
capital is the continued trend to mergers and acquisitions.
Too often the cycle, even after an initial, successful
public offering, ends with the sell-out to the large company
when it is time for the second major infusion of capital.

Speaking simply about what must be done, the obvious
answer is to facilitate capital formation by the medium-
sized company. The most significant step in accomplishing
this would be to eliminate or substantially mitigate the
impact of our Federal corporate income tax. As you know,
the Treasury has proposed a program of integration, as part
of its overall program of capital formation, which combines
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a corporate deduction for dividends paid and a creflit toshareholders for corporate income taxes paid by theircompany. We urge upon you the need to recognize the wisdomof this legislation as a benefit not only to the largest
class of corporations but also to those companies which I
today have classified as "medium-sized" but which under
traditional tests have long been withinyour field of
interest under the classic cation of "small business"

In the absence of integration, there are still somemeaningful steps which can be taken to facilitate the growth
of the medium-sized business enterprise. Some of these
encompass the same type of statutory changes which would
benefit and make more attractive the start-up businesses
discussed above. A further development which could prove
most beneficial would be a widely accepted and widely usedversion of the employee stock ownership plan which will
shortly be discussed in more detail by other representatives
of the Treasury Department. Finally, simplification of theInternal Revenue Code and its administration will benefit
medium-sized corporations as well as the smaller companies.
For example, in the area of pension and profit sharing
plans, we would hope that regulations containing model plans
which would be automatically acceptable to the IRS could beado pted so that such plans could be effectively implemented
by business enterprises without unnecessary administrative
delays and substantial expenses for legal fees and con-
sulting services.

Turning to the large corporations which must be viewed
by you .for purposes of comparison, it seems most significant
to comment upon the frequently heard remark that such
corporations pay a lower effective rate of tax than themedium-sized corporations discussed above. The tables in
the Appendix indicate that any such apparent advantage isnot present when the treatment of foreign source income isproperly taken into account. Put another way, the apparent
advantage of-the lar est corporations in terms of the
effective rate of Federal income tax largely disappears iftheir world-wide income tax burden is compared with theirworld-wide income or if their United States income tax is
compared with theiF'United States income. For example, in1970, of the largest 100 corporations 82 had positive netincome; the effective rates of tax paid in such year by 59of these 82 corporations (excluding only petroleum and paper
and lumber companies) were 44.1 and 45.1 percent, respec-
tively, on the bases just described.



Another distorting factor which has led to some mis-
apprehensions in recent years has been the inclusion in the
"averages of some very large corporations in terms of
assets and sales which have had large losses and hence have
paid no tax at all. Finally, as the tables in the Appendix
indicate, the largest corporations do realize greater
benefits from the investment credit than their medium-sited
counterparts.

Since they are not the principal subject of our concern
today, I will say no more about large corporations other
than that they also suffer from the discriination in our
tax system against business income and income from capital.
Once again, our recontended solution in terms of making our
corporate enterprises competitive on a world-wide basis is
the integration of the corporate income tax.

I would like to turn now to the concluding part of my
remarks which deal with certain changes which can be made in
the Internal Revenue Code to encourage the establishment and
growth of start-up and medium-sized businesses. Although,
as I indicated previously, many of the problems of such
businesses in the capital formation area must look to
solutions outside of the tax area, we should certainly
proceed with any tax law changes which might prove helpful.
Th changes I have in mind are largely familiar to. you and
are not dramtic. Rather, they tend to make the operation
of the tax-laws somewhat sipler or produce a more sensible
result in certain factual situations. These changes may be
described as "technical," but this does not mean that they
would not be significant.

It is appropriate to focus attention on the set of
small business proposals commonly referred to as the Bible-
Evins Bill. We will shortly submit for the record a lengthy
report which the Treasury Department has prepared on this
Bill, which was introduced in the House this year as H.R. 237.
As the report shows, some of these proposals seem to us to
be helpful and others do not. I am briefly going to discuss
several of these proposals in order to illustrate the nature
of the areas where changes would be meaningful. I will then
discuss one new idea which might prove helpful to certain
small businesses trying to raise equity capital.

Under present law, most taxpayers can carry net operating
losses back 3 years and forward 5 years, offsetting income
earned in the carryover years. The issue of whether this
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carryover period is adequate for taxpayers Senerally raisesmany hard questions. On. point ofwhich we feel relativelysure is that this period is too short for small businesses.This is especLally true for start-up businesses which havesubstantial start-up costs and which do not expect to show aprofit until some years down the road. In 1971 the Treasurysponsored legislation which would have provided a 10-yearcarryforward for individuals and for corporations with nomore than 250 employees, 250 shareholders, and $1 million ofequity capital. Last year the House Ways and Means Com-mittee tentatively decided on a similar measure, but neverreported it out to the House. The Bible-Bvins Bill wouldalso create a 10-year carryforward for small businesses asdefined in the Small Business Act. While the terms of thesethree proposals are not identical, there appears to be aconsensus on the basic idea, and we intend to continue
efforts to see it enacted.

A court once noted that the rules governing the taxa-tion of partnerships are at least as complicated as thosegoverning corporations. Indeed, my tax law professorskipped the entire chapter on partnerships on the groundsthat if he could not understand the subject, there was noreason to expect us to.
Under present law there may be an unfortunate.tax con-sequence when a partner dies. At death, the partner'staxable year closes; income received subsequently is taxedto his estate or heirs. However, the partnership's taxableyear does not close when one of the partners dies if thepartnership continues to operate as before. Thus, unlessthe partner dies precisely at the close of the partnership'staxable year, the partnership's taxable year will end afterthe partner's last taxable year. Because a partner includeshis share of partnership income in the year within or withwhich the partnership s year ends, the partner's share ofthe income earned prior to his death will nevertheless betaxed to his estate. This result may seriously distort theincome of the partner's last year and the estate's firstyear. It can be avoided, but only with careful tax planningand only under certain economic circumstances.

The Bible-Evins Bill would permit the personal repre-sentative of a deceased partner to elect whether to have thepartnership year with respect to the deceased partner end onor after his death; in the absence of an election, thepartnership year would end on his death, thereby avoiding
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the result I Just described. Permitting this type of
flexibility wis recommended by the American Bar Association
almost 20 years ago. The Treasury Department supported this
proposal when it was discussed last year by the Ways and
Means Comittee. Like the loss carryover measure, it was
tentatively agreed to but never reported out.

Under subchapter S of the Code a corporation may elect
not to be taxed as a corporation but instead to have its
shareholders taxed approximately like the partners of a
partnership. In 1969 the Treasury Department submitted an
extensive series of recommendations designed generally to
make the election more widely available, easier to comply
with and generally more attractive. A number of these
proposals are incorporated in the Bible-vins Bill.

Present law limits the permissible number of share-
holders to ten and allows only individuals and estates to be
shareholders. The reason for these restrictions was that
the Congress was dealing with a novel concept, had the small
partnership in mind as a model and had to draw the line
somewhere. However, we now believe that these restrictions
are too narrow. The Bible-Evins Bill would increase the
permissible number of shareholders to 15 generally and to 25
in the case of corporations in existence for at least 5
years. It would also permit grantor trusts, voting trusts,
and trust created by wills which hold the stock for not more
than 60 days to be shareholders. These changes would make
the on-going operation of subchapter S corporations more
flexible and may give the subchapter S corporation greater
potential as a vehicle for attracting capital.

Secondly, subchapter S corporations are now forbidden
from having 'passive" income such as rents, dividends, and
interest account for more than 20 percent of their gross
receipts. Originally, this limitation was necessary because
subchapter S corporations could participate in pension
arrangements on terms more favorable than those op en to
self-employed individuals. Since the H.R. 10 limitations
were imposed on subchapter S corporations in 1969, this
limitation is no longer necessary The Bible-Evins Bill
would retain the 20 percent test in modified form--i.e., the
subchapter S election would be terminated only if tWe'
corporation exceeded this limit both in its current year and
in one of the 3 prior years. The Treasury Department
believes that this test should be eliminated entirely.
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A third area in need of revision is the rules dealingwith losses. Both shareholder of a subchapter 8 corpora-
tion and a partner of a partnership face the limitation thatthey may deduct their share of losses only up to the amount
of the adjusted basis of their interest in such entities.
However, in the case of the partner, any excess of the lossover basis is allowable as a deduction when such excess Is
restored to his Partnership capital account--for example byhis making an additional capital contribution or by failLn
to withdraw all of his distributive share of partnership
rofito in a subsequent year. In 'the case of the Subchapter
shareholders on the other hand, such excess is not carriedover to future years but is lost forever. The Bible-Evins

Dill would remove this inequity by entitling the subchapter
$ shareholder to partner-type treatment. The Treasury
agrees with this change subject to the proviso that the
right to the deduction upon the restoration of basis should
not be transferable from the shareholder who incurred the
loss.

The foregoing items are examples of the types of
legislation with narrow but nevertheless significant aims
whose usefulness has been recognized but which has, for one
reason or another, never been adopted. We hope that these
hearings will create the momentum necessary for them to be
acted upon.

I would also like to present another matter for yourconsideration. Code section 1244 creates a category of
stock which, if sold at a gain, produces capital gain but
which, if sold at a loss, produces ordinary loss. The
corporation issuing such stock must be below a certain size
and must issue the stock pursuant to a special plan. Only
taxpayers who are individuals are entitled to the benefit of
section 1244, and the maximum amount of losses which can
receive ordinary loss treatment is $25,000 in any one year
($50,000 for married individuals filing jointly).

So far as we know, the only attention section 1244 has
received in recent years has been with regard to its dollar
limitations. The Bible-Evins Bill, for example, would raise
the annual loss ceiling to $50,000 for a single individual
and to $100,000 for married couples filing jointly and would
modestly increase the permissible corporate size limitations.
The Treasury is studying this provision to determine whether
or not such an expansion of section 1244 is desirable and
will shortly state its position.
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In addition we are considering whether or not in-
vestment in section 1244 stock should be made available to
all taxpayers. This would permit the owners of small
businesses to seek financing not Just from individuals with
funds to invest, but also from corporations, partnerships,
and trusts. There would have to be a corresponding amend-
ment of the accumulated earnings tax provisions to the
effect that the reasonable needs of a business will include
the ownership of section 1244 stock. The possibility of
abuse should a corporation own section 1244 stock in a
fellow member of a controlled group of corporations would
also have to be considered. The requirement that section
1244 stock be issued pursuant to a special plan, a rule
which has served mainly as a trap for the unwary, might well
be simplified,

We understand that Senator Bentsen just introduced a
new bill which includes many of the points just discussed.
Obviously, in general, we wish it well. We understand that
such bill also includes a requirement that the Treasury
Department study the LIFO method of inventory accounting
with a view towards simplifying such method to make it more
easily usable by small businesses. We are presently engaged
in a variety of regulations and rulings projects involv ng
the LIFO method which hopefully will result in a more
workable system for all businesses. As you know, the
Treasury Department favors the use of the LIFO method as the
most realistic method of accounting in this inflationary
economy. We will be happy to proceed with the study under
any terms mandated by Congress.

Needless to say, there are many other proposals outside
of the Bible-Evins Bill for easing the tax burden of small
business. Upon examination, many of these seem ill-suited
to accomplishing their purported ends. On the other hand,
we are always willing and anxious to explore new ideas and
you may be assured of our prompt response to any such ideas
coming from your Committees or elsewhere.

We are submitting with my statement today an Appendix
containing statistics developed by our Office of Tax Analysis
which we think you will find helpful in comparing the tax
status of small, medium-sized and large businesses. By and
large, the tables in the Appendix supplement data supplied
to you on prior occasions by our Department.

It has been a great pleasure for me to appear before
you today, and I thank you for the opportunity.

U-2O0 0 - Is - "
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Statietical Appendix

General description of date and tIgag Nsed.,

All data are extracted from 1972 tax returns wbich were sampledby the Statistics Division of the Internal Revenue Service for theirregularstatitical reporting function published annually as Igtstios12
of Inte: Balmorat I turns. The samplius procedures
employed are described in these annual volumes which also presenttables of sampling variability.

In order to achieve a greater degree of homoSeneity within theasset classes reported herein, the so-called "sero asset" returns
have been deleted. "Zero asset" corporations are those in liquidations.or bankruptcy, as well as U.S. branches of foreign corporations, for
which financial statements filed are either literally "zero" or
incomplete summaries of financial and operating magnitudes.

Additionally, data for corporations engaged in miniga, agriculture
and fisheries, finance and real estate, and those which weore unclassi-fiable are not reported here. These exclusions were made for the
reasons that the industrial classification resulted in extreme heter-
ogoneity and that, for small businesses, excessive sampling variability
masked underlying relationships.. -

In all other respects the basic data are the same as those whichwill be published in standard format by the Internal Revenue Service.

SMr1 and descriggion of tables:

A. Dbt-ouity ratios., by asset, sie of corngoation. solecgtd .Industries.

One important indicator of the way business firms are financed isthe ratio of debt to equity, or the ratio of creditors' claim againstthe assets of an enterprise to the residual claims of shareholders. Inorder to construct the asset-size classification system, and for computa-
tion of the debt-equity ratios presented, an adjustment was made to
individual corporation balance sheet information.

Since every business firm is, to one extent or another, an extender
of trade credit or a receiver thereof, this credit was "nttid-out."1
That is, if accounts receivable plus notes receivable within one-year
were exactly eqqal to accounts payable and notes payable within ons-year, both the balance sheet total assets and liablilities were reducedby the amount of the credit, the remainder beings the net assets employed
in the business which ost be financed by long-term debt or by owners'equity. If trade credit extended (accounts and notes receivable) ex-ceeded trade credit received (accounts and notes payable), the trade
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credit received wa subtracted from both the total assets and liabilities.
tn this instance, a portion of the net assets eswployed in the business
is net trade redit extended, presumably necessary to carry out the
business function of the enterprise. Finally, if trade credit received
exceeded trade credit extended, trade credit extended wos subtracted
from both total assets end liabilities. In this instance, a portion of
the assets employed is financed by trade credit received, which then
becomes a par of the total debt financing of "sets employed in the
business. It is this adjusted asset figure for the corporation which
Is used for site classification purposes. Similarly, the adjusted total
liabilities and net worth figure (equal to adjusted assets) is the basis
for computing the debt-equity ratios within asset-sims classes.

it should be noted that within each industry-asset-sme class, the
debt-equity ratio is a ratio of aggregates of actual debts and equities
of the individual flrs, not en average of individual firms' ratios.

Within each of the industry categories reported, debt-equity ratios
tend to declin with asset sie. Corporations ensged in construction
and ervies have generally higher debt-equity ratios than the others;
corporations engaged in mufacturing have generally lower ratios.

Although time did not permit classification of these same firms by
sie of business receipts, gIven the close relationship between business
receipts and slso of assets employed within a given industry, it is
highly probable that the sae patterns of decline with increasing siUs
as measured by business receipts would hold.

3. _e &nIs 2er dollar of assets emoloe:

The total product of business enterprise, the value of goods and
services produced during a year, represents purchases of materials and
supplies froi other firms, payments for labor services and a gross
return to the assets (capital) employed. When depreciation is deducted
from the gross return to assets, the reminder is herein called "earnings."
Earnings thus defined differ from conventional measures of "taxable
income" or "net Income" in the following ways:

(a) "Earnings" are inclusive of charitable contributions, which
are deductions from income for tax purposes. They are included in
earning because charitable contributions are a conscious dispostion
or allocation of the income flow from assets which is encouraged by the
lax laws, not a cost of employing capital.

(b) " trnings" are inclusive of Federal corporation income tax
liability. The value of enterprise product is determined in the market

place; it is the prices paid for this product which determines income

shares of the factors which produce that product. Since mone of the
income share to capital is paid as interest to creditors, who then are
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subject to income tax, th* only consistent measure of total earningsfrom assets partially financed by debt is one which treats all income
claim before incoe tax.

1-1 MnNs net dolleg of usetl mmloa, officer. -A-gtion icludMei.

Corporate officers are simultaneously shareholders, particularly inthe bulk of all corporations which are ownd and controlled by one person,
his finally, or a small group of associates* In this event, an inde-terminate part of the compensation paid such officers Is most likely ashare of the Income flo from assets allocable to equity. Lacking abasis for estimting the portion of officers' compensation which vay beregarded as earnias of the assets employed, the "earnings" in this
table are inclusive thereof. tn the following table, "earniass" are net
of officers* copensation.

Within each industry group, earnings par dollar of assets employed
tend to decline vith asset sie.

a.2 &aMrgna ge dollar of assets iIScoa. net of officers' c-i-n-nsAjtLoA.

Naturally, exclusion of officers' compensation reduces the measureof earnings more for smaler enterprises than for the very largest, since
the connection between ownership and control is highest among the small.As a conseqnuce earnings par dollar of assets employed declines more
slowly with iase.

C. TaxablIlty of corratlions 9f different sies.

Siue taxable income as defend in the Tax Code differs substantiallyfrom economic income, and because of statutory special deductions, surtax
exemption, the alternative tax rates on capital gins, tax credits, andother special provisions, the apparent effective rates on income of U.S.corporations may vary substantially smong industries and sizes of firms
in any year. in addition, some corporations may elect to be taxed
essentially as partnerships under Subchapter S. ffective tax rateshave been computed for those Industrial divisions which are accorded
"normal" tax treatment, I.e,, for which certain special provisionssuch as percentage depletion, reserves for bad debt, and capital gains
are relatively unimportant. In addition, income of Subehapter 8
electors is omitted since it is untaxed at the corporation level.Similarly, corporations without net income in the study year are excludedsince their losses do not lead to reduction in tax in the same year.

The overall conclusion that emerges from the pattern of effective taxrates is that when si is measured by total assets the tax rate is
.two for the smller-sised corporations. The average rate increases
as firs become larger, at least up to $25 million of assets. Lover
rates of tax for the remaining 1.6 percent of corporations, which are
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largest in term of net assets, are primarily due to the treatment
of income from foreign sources. Foreip Income so included in the
denominator of the reported tax rates, but the foreign income tax
paid a4 accrued is eliminated from the ntsratorl thus the reported
ratio is reduced. When adjustment i made to separate income from
foreign sources, or to add foreign taxes paid to total tar, the apparent
lover rates for 8iant corporations disappear.

The results of the tax studies reported here strongly suggest that
avere* effective corporation income taxes do increase with the sio of
corporations when sine is measured by total asets.

C.1 Effective corgoration income Sal rates. by asset sie of corporation.
elected industries

The definition of "effective tax rate" employed here is the ratio of
"tax liability after credits" to "net income" which is measured by total
receipts loss total "ordinary and necessary" business deductions plus
contributions to charity (which are regarded here as uses of income
rather than offsets to income). Sy this definition# net income includes
a nusber of item which are not fully subject to tax. Among these are
(1) interest on tax.exempt bonds, (2) dividends received from other

corporate entities, (3) taxable income of related foreign corporations
and (4) contributions to charity. In addition, net income by this
definition is before deduction for carryforward of prior year net

operating losses and for statutory special deductions, The effective

tax rates in the table may be lower than the statutory normal and surtax

rates, therefore, because the income definition is more inclusive than

that of the tax Code. The rates are also reduced by the investment,
foreign, and WIN tax credits, and by the lover alternative rate on long-
term capital $ains.

The relative importance of these various tax-reducing provisions

among several industries may be seen in Table C.l by comparing tax rates

in each column. However, despite variations in tax rates among industries,

the tax rates within every industrial class increase with corporation

siue until at least the smallest 93 percent of firms are accounted for.

The principal reason for the lower tax rates for smaller firms is the

surtax exemption. The fact that net operating loss carryforward is a

larger share in the income of smaller firms also contributes to the result.

C-2 Effects of forsim and investment tax credits, all industries:

When taxes are measured before foreign tax credits, the foreign

tax credit is shown to have little effect except in the four highest asset

classes, which contain the largest 5 percent of firm. Therefore, one

may regard the measures of effective tax rates presented in Table C-1 
as

not seriously biased by their inclusion of foreign-source income, and the

exclusion of foreign income taxes paid, except for these large corporations.
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The tax reduoin8 effect of the investment credit is virtually con-I
stant except for the three lovest classes, which receive little benefit
from it.

2-3 Aitgoative g' gne of efetiv to rat*& fog 82 of thin 1arges

The importance of adjusting for foreign-source income when comparing. "big-business" to smaler corporations, is shown by a separate study of
tax returns of the largest .8. non-financial corporations. These data
are from an analysis of the 1970 tax returns for 97 of the 100 largest
corporations included in the Fortune 500 list of U.S. corporations. I/
Of these 97, fifteen did not have net taxable income in 1970, and they
are excluded.

The first two colirs of tax rates in Table 3 illustrate the problem
of mismatching U.S. taxes with measures of income which include foreign
source income. In the first column, taxable income is as defined as in
the Internal Revenue Code. This column is comparable to rates presented
in Tables C-1 and C-2 (although the definition here i slightly less
broad). The second column includes in income a number of income items
no fully subject to U.8. tax. This column shows clearly that the low
effective tax rates often reported for largest class of torpOrations are
largely due to the relatively great importance in that class of certain
low-taxed industries.

The effect of subtracting foreign source income from the base naybe seen from comparison of colums two and three. Column three is
derived by subtracting from income all foreign source income that is
subject to income tattion by other countries. This adjustment brings
the average effective tax rates fov all industries except petroleum,
paper, and lumber to 45.1 percent--near the statutory rate.

Another appropriate measure of effective tax rates for corporations
with foreign-source income i to add to U.S. tax liability those income
taxes "accrued, paid and domed paid" in other countries and to compute
this as a fraction of world-wide economic income. The resultant rates
are shown in Column (4). They will be smaller than those in Column (3)
for most corporations because U.S. tax liability will be incurred for
foreign source income whenever income tax rates are lover in the country
where income originates, (This also explains why the rate may exceed the
statutory U,. rate in Column (3) and (5).)

1/ The 1970 returns are the latest available for which the necessary
foreign source income and foreign taxes paid and accrued data items
are tabulated. The 1972 data elements will not be processible until
late Icmber, 1975.
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colms (5) and (6) shoo the effect of treating the investment tax
credit "s a direct subsidy rather than as a reduction in tax liability,
Since it is clear that the tax credit is an incentive measure rather than
a refinement of income definition, it may be appropriate for purpose of
these comparisons to calculate effective rate as "tax liability before
investment credit" divided by income p.ja the subsidy represented by the
credit. This method i used in computing Columns (5) and (6).

D. Income status of owners of caital.

In the Federal tax system, income from capital is taxed partially at
the source--if the source is incorporated enterprise equity--and when it
is realized by the owner of capital. In these tables, two related statis-
tical descriptions of the comparative "taxability" of business income are
presented. In both, the data are from a sample of individual tax returns
constructed to be representative of the 1975 tax return fCilin population
As is vell known, many income recipients are not required to file a return
because their reportable incomes fall below the legal minimum for their
filing status--sinSle, married, head of household, As a consequence, "factor
incomes" reported in the tables are understatements of national totals,
particularly in the case of wages and salaries. moreover, since the like-
lihood i* greater that non-filers have personal service incomes rather
then' property income, the tables tend to understate the greater proportion
of personal service incomes at the low end of the income distribution.

It should also be.Vted that notwithstanding the labelling of "interest"
in the tables as income from capital, a considerable, but indeterminate,
fraction of reported interest income receipts originates in the nonbusiness
sector, as service of government and consumer debt. However, while the
magnitude of interest income receipts may be overstated, the distribution
of the receipts is probably unaffected.

A related problem exists with respect to proprietorship income. In
this case the mounts reported include not only a return to the proprietor's
equity in his business, but also his personal service income as a manager
of the enterprise. Again, although the mount of proprietorship income
is overstated by an indeterminate amount, the distribution-is probably
not severely affected. To the extent it is, business incomes of proprietors
at the low end of the income distribution are more greatly overstated.

D-! Distribution of returns reportina items of factor incomes by form
of income and size of taxpayer's income.

These percentage distributions show that income from capital in
various forms is far less frequently reported by taxpayers than personal
service incomes and that receipt of income from capital is more concentrated
among the higher income taxpayers.
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Returns reporting Partuership and Bubchaeptr a corporation' inComereceipts are the forms of income that mots frequently so to high lncomindividuals; among property Income, interest most frequently accruesto low income Individuals. Wages and salary item are least frequently
reported by high Income individuals,

D-2 Distribution of. factor incomes, by form of inom an fsie of
to ravr's inCeM..

This table distributes the amounts of the several forms of factor
incomes by site of the recipient's total Income. These show that theincome from ownership of capital is far more "concentrated" among high
incometaxpayers than wages and salaries, and givan the progresivity of
income taxes# the capital income share becomes more heavily taxes than
personal service income. Subchapter S corporation incomes are most con-centrated, interest incomes least concentrated among the form of income
from capital.

B. Distribution of cornorations. by IgustEv. tSmuavin status..e asset

Corporations classified as deriving the major portion of their
receipts from trade were most numerous in 1972; corporations engaged in
transportation least nmrous.

Using 2.5 of assets as the upper-limit for smell corporations--
since this is generally the limit reached by Subchapter 8 corporations--
within industry concentration of smll business is highest in the services
Industries, lowest in manufacturin8.

/ Subchapter S corporations are those corporations owned by 10 or fewer
persons whose stockholders elect to have the corporation's income taxed
essentially as proprietorships. Consequently, Subchapter S corporations
accrue no corporation income tax liability.



Table A
Corporate DOebt-gquity Ratio for Selected Inastrie for Firm with Not and Witbout Zom by Asset Clas. 1972

Aeat clas d $25- : $50- $100- $20 : $500- $1,000- $2,500- : $10,000- ,000- Ot-enuds) ;1 2Si 5o 100 250 500 .000 2,500 10,000 : 25.000 ,00000 : 100.00

Ninfactwi4 19.34 2.23 1.41 1.13 .91 .80 .81 .62 .58 .62 .69

letyice 3.73 1.96 1.39 1.42 1.71 2.33 2.52 2.17 1.87 m.82 L34

Cemeguatiou 7.13 2.58 1.61 1.38 1.70 1.75 1.79 2.22 2.38 1.13 1.17

3.96 2.06 1.52 1.41 1.20 1.3 1.40 1.36 1.36 1.46 1.19

1bounmae md
recall tZade 5.15 2.06 1."6 1.10 1.00 1.06 1.20 1.16 1.19 1-09 LOS

Office of the Secrety of tba esureeey U r1,17
Office of Tat Aalys



Table S-1
ISTIMRsP Iclu6lu5 Compeeftimo of Offices. per Dollar of Assts, fo-r Corporatiom With sod Witsost Ut icme by Asset Clas, 1972

Asset cluss Oader $25- : $0 $0-0- $250- $Soo- : $1.000- $2.500- : $10,000- $25.000- : Over
(thommamn) : 25 5O 100 250 Soo0 1.000 : 2.300 10.000 : 25,000 100.000 : 6 W.000

Wmf, acturia" .49 .39 .35 .28 .24 .22 .18 .16 .14 .12 .10

Services 2.42 1.03 .53 .29 .19 .13 .11 .09 .09 .09 .07

Comettuctiou .85 .53 .40 .30 .23 .19 .16 .13 .09 .08 .05

T ~rinspoc ioe .42 .. 26 .26 .23 .18 .15 .13 .11 .10 .06 .05

I1.aee and .12
retail trade .49 .34 .29 .24 .21 .20 .17 .15 .12 .09

Office of the Secretary of the Treamg Novmber 12.137I

Office of Tax Anelysim

lncome - total receipts - total deductions + inter~et + officers' compensation chaitable coutsitions
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Zeta~ ~l3Table D-2Cmy ios of office, per Dolar of AaAets for Corpotiom. With a6 Witbout Not inc Y Asset Claus, 1972

Asset class Under $25- : 50- : $100- $2 : $500 : $1.000- $2,500- $10,9- : $Z,000- : Over
tm"s $25 5 100 : 250 500 : 1.000 2.500 10.000 25.=7 100000 S_.000

x Inugi' -. 13 .00 .06 .07 .09 .11 .12 .13 .12 1 .11 .10

Services 2.12 .99 .10 .09 .08 __,97 .07 .06 .07 .06 .06

Comstructos -. 04 .02 .09 .09 .06 .09 .09 .07 .06 .06 .05

T"m atics -. 03 .05 .07 .09 .09 .09 .09 .09 .09 .07 .05

kyboloasle an
retailtrd -. 07 .0 .07 .10 .11 .11 .12 .07 .U .11 .09

Office of the Secretary of the reampry 5Wmer 12. 1975

Office of T Analysis

I n total receipt - total deductioas + interest + chaiitable cccributlon

-I

1
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lable C-1
ttfeSttve TA Xate. (teaCc) for TxpayiUG C.p e,- r with Net Income, by Siam of Asset., Selected nmAtia.s 1972-

Under .$25- $W : $200- $$3 :$1.000.000-'.5o .o00 0,0-: S.o o0.00000-: Overzadueetxie M6500 50.000 100000 :250-0 :500-000 :100000 2,500.000 :10-000.000: 25.000.000 :100.000.000 :$100.O000- me

All Indutries Tax Uate 13.3 16.4 19.5 22.6 25.0 32.7 36.0 36.7 34.4 32.5 28.5 30.0
No. of fdims 162.3 114.4 1M4.4 225.2 1"A.8 75.3 4.1 26.6 9.2 6.1 2.9 9"7.4

tMmufactacM Toz lace 9.9 13.8 17.7 20.6 29.6 35.4 38.9 41.1 40.9 40.5 31.9 33.9
3.. of im 10.4 14.5 15.1 24.3 13 13.6 10.6 6.5 1.4 .9 .6 112.6

Cometwmctio Tax %ate, 11.2 '17.4 17.7 21.4 28.0 31.6 36.6 37.3 36.7 36.0 31.4 31.6go. of fims 13.3 8.3 12.6 17.6 9.7 6.1 3.6 1.6 .2 .1 .02 73.0

Trade Toz ltl 12.1 16.1 20.6 24.1 24.3 34.0 36.9 36.3 32.0 29.4 36.7 32.6
IU.. of firm 36.3 35.2 53.4 W0.7 47.5 25.5 13.6 5.7 .6 .4 .1 304.4

famoport.at.l Tax mate 15.0 14.1 14.0 17.9 26.2 32.6 34.7 36.4 39.2 34.2 34.3 33.9
go. of ftrma 5.6 S. 6.2 7.9 4.4 2.6 1.6 .8 .2 .2 .2 34.6

Services Tax Rate 14.9 17.4 19.6 23.3 27.8 31.5 32.0 34.6 37.4 33.2 33.4 29.2Ut. of tim 58.5 24.7 23.3 22.9 10.6 5.1 2.6 1.2 .2 .1 .04 149.5
Office of Cts Sec:retary of the Treasry Ulsver 6. 1975

Of.Ice of Tm AMtlysis

*Assets and mer Of ftre in tbosead.

Effective tax rate - U.S. corporation income tax labillcy after credic/tatel receipts - "ordinary and necessary" buinse dedtioae + contributions to charity.
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2" t befoe foreiud
tax czerlt 13.3 16.5 19.5 22.7 25.1

Tax before tferei 4
-1AveaC m reIt 13.8 17.5 20.9 24.5 30.1

Office of the Secey of the Tamy
Office of Tan hn7eie

Sem mno to Table C-I.

32.7 36.1 '37.0 35.2 33.9 37.6 35.6

35.0 36.3 39.0 37.0 35.9 40.9 38.4

November 6, L975

Ef t O f Table C-2fr All ?mpVGVl Corposatiom by se of aea 1972-

:Mdr : $25- "- 0 : $0 : $230- : *500- :$1*000.000- :$2.500,000- :$IO0,0.000-:$zso0,oo0-: Over
:S25000 : 5O00O :1*- 25O. 500.000 : 1.000.0 250000000 : 20 ::p.00 000 -O 000 :100.00- :510.000.0--: A ,ce.

"Ta te r cet 13.3 16.4 19.5 226 28.0 32.7 36.0 36.7 34.4 32.5 28.5 30.0



A
A l t r u m s t v e N ~ e ~ O f -1 m i e v 1 - - 1 a t e e ([ p a xc n f o r 8 2

m c33 of r letic
1 :0.S. 4 foeei : z U.S. adI tax U.S. tax ho:rs tax befor.mom Sim afte trouts- ccrod TLuvesomec cislte: icwrse Credit
: us. Of cPei : mbV : z c 'wreiu : Preuptve dw :-.1p, v Po;i;Fr-tg~nesa s Wordwide . umsscio t World-wide I ecomo incme uid* am. ILMsselabodtry em. "PW e . "Doiwo ): : mO c -MM : mm00 0 300 : UcM-M Zace..: ISO , a st comet 4lmst. *cvdit

01 O- cacs6b lmGClle) (2) (3) (4) (,) (6)mha * 5- 25.9 46.9 47.2 47.1 47.3
02 - Motor vebiCles . 31.1 30.5 45.1 43.6 46.6
03 - Ar-spece I 38.4 36.7 43.A 0.5 ".3 43.1
04 - Nersl fabroets m 33.A 2.7 38.3 38.7 40.6 40S

Gi- Food and relatedI .to it 41A. 40.5 46.4 46.0 46.9 46.4
06 - Drus. Chdelcsarelated ptducts 23 36.5 34A 42.8 45.7 43.9
07 - alt lCM & elsoc-

crueos products 7 39.3 35.8 44.2 41.6 50.1 43.2
06 - Congtoi uae 29.9 27.0 42.7 4L.9 43.2 42.1
09 - Macs tlinmo4 4 38.1 36.6 42.9 41.0 43.9 42.9
to - peerotem 16 12.8 1.9 23.6 33.9 15.8 35.0
1 - Paper ad Lmber 7 21.3 20.6 2.4 25.3 30.1 29.3
All ladustrise 82 28.0 24.4 3S.2 40.4 36.7 41.4
All l dntrilos exceptptoem .d pae 5) 33.5 32.0 45.1 4".1 46.3 "4.9
office of a Secrtary of %he ?reaGa3 

7Office of TAU alyis 31,. W5r
•5* accMlRYtO tat for defl ,ti.. of t sd m scome meesurs.

i I

,,P"



Otsrlb~i.g o 1 .tun.by Term of Tactur P~lTable 0-IDistributions Of TM **&A=*P tsnc epeed. by Adjustefd Ore" teome Ctla of Inciet. 197S

umbe of re u
In cboumet S3,999 $7.34' $3.27 389 $12.063

AGI of recipiet:

Uider $$.000 30.3 30.3 20.4 20.8 13.2 13.2 11.7 .7 U.7 .7 17.8 17.8
5.000 - 10.000 24.2 54.5 90 3%.8 10.3 2.5 5.7 17.4 16.9 2L6 20 38.2

10.000- 25.000 3.A 9.1 42.6 82.4 40.6 "8.l 39.9 57.3 48.7 75.3 49.7 8W.9
25.000 - 40.000 5.1 9.2 11.7 94.1 20.5 S4.6 22.8 79.9 15.9 92.2 5. 39.4
40.0m0 - 75.000 1.4 99.6 4.6 98.7 11.2 95.8 14.1 94.0 6.4 97.8 2.5 99.3
75.000- 030.000 .3 99.3 1.1 99.8 35 9.3 4.6 39.8 1.8 98 .A 99.9

150,000 - 500.000 .1 100.0 .2 100.0 .7 100.0 1.1 99.9 .4 to.0 .1 200.0
"00.00 - 1.500.000 4* 100.0 4. 100.0 4+ 100. .2 100.0 4. 100.0 4, 100.0

1."O.O000- 5000.000 4. 100.4 4. 100.0 . 100.0 .. 100.0 4. 100.0 M 10.0
5.000.000 ed oee 4 100.0 ,4. 100.0 m 100.0 4. 1 00.0 4. 100.0 4. 10.0

Office of the Secretary of the Treeeury 
N er 12.1"S

Office of Tax Anelysis

.eve tham .1 portent.
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tstibeiummolactor Incoe portod . Tax Pturm by F- &a 1.&dcb Paid. by AtJoeted Geg 1som. Clam ad beep41 17

twom froe iCAL-:.. temi ele Sl " e~t .. . .. : : ee .cag s : reei. 1mm

1mcof 1,€. Cbi1Im) 6762.0 55.1 *1,.2 $4.1 920.0 644.1

• 1 of r.e-ig ..eet
0uder $$,000 4.7 4.7 -2.4 -2.4. -13.0 -13.0 -1.46 -14.4 7.2 7.2 11.0 11.0

$ ,004 - 10.000 17.1 25.6 7.7 5.3 '3.5 -9.5 2.7 -U.9 7.3 14.5 17.4, 2.4k
10.000.- 25.000 50.1 869 34.7 4,2.0 30.1 20.4 195.0 7.1 27.7 423.2 39.1, 4,7.5
25.000. - 40.000 12.2 !14.1 27.9 49.9 30.7 51.3 25.6 30.9 1.5.4 57.4 15.6 05.1
40.000 - 75.000 4,.1 16.2 20.9 .8 30.0 61.5 29.4 60.5 14.4 74.,0 4.9 92.0
75.000 - 150.000 1.4 9;9.4 7.9 99.7' 13.9 16.2 25.5 0.4 12.3 643 4.7 14.7

/,50.000 - 500.000 -4 100.0 1.2 9)9.9 3.6 919.0 .13.$ 51.6 97.4 9. 16.7 2.4, 99.3
500.000 - 1.500.000 4. 100.0 .1 100.0 .5 99.5 1.3 16.9 2.4 16.5 .5 99.6

1.500.O00 - 1.000.000 4. 100.0 4. 100.0 .1 99.4 .4 99.5 1.4 99.7 .1 100.0
5.000.000 mm me 4. 100.0 ,,. 100.0 .4. 100.0 .5 100.0 .3 30.0 4.. 100.0

Offitce ad the Secrtaryn of the Tweeeery 
e~ru wOffice of Tarn Amelyre 
rvnm 2 9

Total. my moc add became of roeeta.*mludee reunee with aed v Mchoe see ladcam.
4-Ae the o. p$rce0c.
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Uhleele ad retal uI -t

,,kd ma -- got lom 441.90 18.9 14.3 2.7 23.3V12 me Im.e, 364,40 U.9 11.6 17.5 26.6
. S Loem .
812k aof itbfe ne 1ocam. =.Am 25.9 18.2 20.6 22.8812b ue s e 70.3M0 17.1 16.4 21.8 26.3
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Senator NELSON. Do you have any questions?
Senator ROTH. Could I take a few minutes?
Senator NELSON Yes.
Senator RoTH. I am sorry. I just returned to Washington and I

missed your testimony. But in Delaware, the State I represent, I
made-I had a young summer intern who was interested in the
problems of small business, and we made a survey of small businesses
in Delaware to determine whether or not they were experiencing
diflicultieA with Federal regulations and paperwork.

And the two agencies that came out on top one was OSHA-
which was not too surprising-and the other was the Internal Revenue
Service.

Generally speaking, most of the criticisms of the Internal Revenue
Service--and if youTve already answered these, tell me and I'll go
back and read the testimony.

Mr. GOLDSTEIN. I didn't answer them, but I did sugqcst that one
of the most significant burdens on small businesses coming from the
tax part of the Government is not so much how much tax such business
pays but rather how much paperwork is required.

Senator ROTH. That's exactly one of the points that I was going to
make. But there are two or three things, the general paperwork
problem, the IRS requirement which was particularly serious.

Are you doing anything to review-I guess you're new in the
business.

Mr. GOLDSTEIN. Yes sir.
Senator ROTH. But what is Internal Revenue Service doing?
Mr. GOLDSTEIN. As you know, the President has spoken as forcefully

as anybody with regard to trying to reduce the burden of paperwork.
Senator ROTH. But what the President says and what the Congress

says doesn't mean much unless translated into action.
Mr. GOLDSTEIN. Within the IRS there's a Small Business Com-

mittee which has been established whose principal if not sole purpose
is to try to meet this problem.

I don't know what progress, if any, they've made.
Senator ROTH. But I'd like to suggest--the chairman isn't here-

I realize you're new, but I'd like to know exactly what progress has
been made.

.Lt me say there isn't a problem in this Government that a com-
mittee or special task force or something hasn't been formed on.

I'm not being critical of you; don't misunderstand me, but that
Doesn't mean anything. And wivhat I think we're interested in is what,. in fact, you ais trying to do to simplify the whole thing.

I'm really shocked as I go around at home and hear of the number
of small businesses, and many of them are going out of business.

They just find that the redtape and the bureaucracy and the regu-
lations as they say, "has taken the fun out of being in business for
yourself."

And I would just like to have some kind of a report as to what your
task force is doing.

Mr. GOLDSTEIN. Yes, sir. The only comment I would add to that
is that I did note in my earlier remarks that it's not all the Federal
Government by any means, it's State and local people as well.
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Senator ROTH. i'm talking about the Federal Government. The
study of the complaints came-I agree with you. A lot of the problems
are at the local level, but this complaint, the No. 1 complaint, was
Internal Revenue sharing that distinction with OSHA.

The other general criticism-and perhaps you have discussed this-
centered on the requirements to deposit funds in advance for income
tax and social security withholding purposes. The dissatisfaction with
the depository requirements centered on the frequency required which
created cash flow problems and heavy bookkeeping costs for particu-
larly the very small businesses.

Mr. GOLDSTEIN. I know that that has been a subject of concern.
That's in the bill.

Mr. TEMKiN. I would say in the last year we proposed new regula-
tions about depositing employment taxes which will have substantial
liberalization erects for employers who have less than $25,000 liability
in a quarter.

I believe also we initially proposed-we had said that we were going
to do away with the 90-percent test. We were going to require a 100-
percent tax to be put in under a certain time, but, in the last few days,
that was relaxed so that we backed up and we are back to 90.

Together these should ease considerably the filing requirements for
really small businesses. Of course you get into the problem that
the Government has to satisfy itself that the money is deposited. In
total, substantial sums of money are involved and there is some tend-
ency on the part of the businesses which are having trouble to stop
paying Uncle Sam first.

And as a matter of protecting the revenues, we have to be fairly fast
with collections.

There's also the problem of certain social security interests that
aren't really Treasury interests, but they have to know what is going
on each quarter in order to figure out benefits for people, and that
complicates the whole scheme.

We tried to do something about that, but like many things it's
just complex inherently. h

Senator ROTH. But when you make these changes to what extent-
I'm relatively new to the Finance Committee-to what extent do you
keep either the staff or the Ways and Means and Finance Committees
advised of what you're doing? d

Mr. TiMmiN. It's my understanding that the staff of the Joint
Committee on Internal Revenue Taxation worked out these new
deposit requirements with us.

I wasn't personally involved in that, but I'm positive they were
consulted on that and they are familiar with it.

Also we are doing this in proposed form so that interested people
can submit comments before the regulations become final.

We recognized that there was a problem there, but it's just- like
many things, there are no easy solutions.

Senator ROTH. Mr. Chairman I won't take more time. As I said,
we made a little survey of smail businesses at home. A number of
complaints came, and I would like to submit them to the Treasury
and ask them to comment for the record.

Mr. GOLDSTEIN. We would be delighted to do that.
Senator ROTH. Thank you, Mr. Chairman.
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Senator NXLSON. Anybody else?
Senator HAsxaLL. Yes, Mr. Chairman.
One thing-and I realize that you're new to your position, Mr. Gold-

stein. But the real complexities of the Internal Revenue Code I think
you might agree come from the special considerations that Congress
in its wisdom and the administration in its wisdom decides to give
certain business enterprises.

And from my experience as a practicing lawyer the Internal Revenue
of* Code has a great resemblance to swiss cheese.

We had, for instance, we sat in this room a few months ago and in
came the paper recyclers, and they said the timber people had an
advantage, so they in turn wanted a comparable advantage.

Mr. GOLDSTmN. I too have heard from the paper recyclers.
Senator RASKELL. One good loophole deserves another. The metal

recyclers came in and perfectly properly said that they were at a
disadvantage because the natural resources industry had percentage
depletion. They didn't get what they wanted because nobody could
quite figure out exactly what they wanted. They wanted $10 a ton.
The AEPA said the advantge was $1.75 a ton, so that kind of con-
fused us. So we didn't give them the advantage.

But I don't know. I'd like to see the Treasury Department-and I
don't think it will because your immediate superior when he was
being confirmed in answer to a question seemed to think that things
were pretty good the way they were.

Somebody some time ought to give a little look at why not make
the Internal Revenue Code provisions comparable to normal ac-
counting practices.

You mentioned, for'example, the conversion of the financial state-
ment of a small corporation when they decided to go public.

And I've had the same experience. They restate their income in
accordance with normal accounting practices. They obviously raise the
income, and it's all perfectly legal.

So many of these complexities arise because of our desires to help
Joe because Joe has something. I would like at some point-I notice
all the witnesses that follow say, "raise the investment tax credit."

Well, the investment tax credit is just a check from the Government
to somebody who buys machinery. Senator Nelson in his State has a
lot of dairy farmers.

Why shouldn't the dairy farmers get something when they buy a
cow?

I wish somewhere, sometime somebody in Treasury would take
a look at the real way to simplify the tax code and that s to write out
the special goodies and then you can reduce rates.

Now I don't know whether you are in a position to do that, and this
is more speech than a question, but it's just something-

Mr. GOLDSTEIN. Let me respond to it if I may.
First of all, with regard to Mr. Walker, who is my boss, one of the

ways I came to know him, and one of the reasons why I'm here is
because he asked me to be here, was that we were both on the Special
Committee on Simplification of the American Bar Association Tax
Section as is Mr. Asbill who is sitting behind me.

And I think all of us on that committee favor real simplification.
I think the problem is that it's terrific to talk about it when you're



In the bar ssociation, and as part of my education here I am learning
the things that you have already learned.

Because, as I said, I've heard from the paper recyclers already, andthey haven't given up.

Senator Hsxuxt. Oh, no. Nor have the copper recyclers I'm sure.
Mr. Gom iTmi. And the fact Is that this system that we have has

been with us a long time. As soon as a new idea comes up, a new as-
sociation is formed and the arguments of equity as among various

Groups are appealing, and as you,,know the advocates are well or-
ganized.

There have been numerous studies. The bar association itself did
one 10 years ago of the general concept of broadening the tax base,
reducing rates dramatically, and treatig everybody more or less alike.

But, of course, I'm sure that you have heard-and will hear again
the position of the petroleum industry and how such treatment of
them, for example, would have very serious consequences.

Senator HAsiamLL. Everybody sayb that. Ad you've got to step on
an awful lot of toes. You've got to step on the timber folks, the real
estate folks, the natural resource folks.

But really that's the only way to get true simplification.
Mr. GOLDSTEIN. Well another thing that Mr. Walker and I have

discussed when we get a little spare time late in the day is that we would
like to hire--we would plan to add to our staff at least one person who
has nothing else to do no other responsibilities but to sit in a room by
himself, read everytU.hn that's been written and report to us peri-
odically on really basic reforms and simplification changes that can
be made.

There are also numerous studies recommending Presidential
Commissons and so forth.

Senator HASULL.. I'm very pleased to hear that because I think
if that is done-I realize the political pressures are such that it would
be tough to got it through but I think it would be very useful-a very
useful exercise for your ofAce and I'm delighted that you are putting
something in order, I . .

Mr. GoLnsTmO. I think the point to be made is that we are
willing to take the initiative on that but obviously if anything is
really going to be done you and your colleagues would probably
have to do it.

Senator HAsxxLL. If I could get a few folks to join me, I would be
glad to take that up. I thank you very much.

Senator NELSON. Well, thank you ver. much. I wish we had more
thue. But, we-do have a panel of three witnesses, and it's 5 minutes to
11 so I think we'd better move on.

Thank you very much.
If the committee members have some further questions, I assume

you will be glad to respond to them in writing?
Mr. GOLDSTEIN. Yes, sir. And I think there will be some based

especially on our pension-
Senator NELSON. One of them that we will probably want to send

you, ad we did not mention this morning, is the question of the
estate tax, and the fact that since the exemption was set at $60,000
the current inflationary rate would have to be $146,000. If it was valid
at $60,000 in 1942, what do you think it ought to be today?
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But we will send you that in order to expand on the record.
Mr. GoLveTUDT;. Thank you.
Senator NLxSn. Our next witnesses will be a panel of legal,

financial, and accounting experts.
Mac Asbill, Jr., attorney and former chairman, tax section, Ameri-

can Bar Association, Washington, D.C.
Dr. Allen Sinai, director of financial economics, Data Resources,

Inc., Lexington, Mass., and visiting associate professor of economics
and finance, Massachusetts InstiTute of Technology, Cambridge,Mass.

William Penick, chairman, Federal tax division- American In-
stitute of Certified Public Accountants, and CPA, Washington, D.C.

The three panel members have submitted their statements to the
committee and I have your statements-here and they will be ncluded
in full in the record.

So if you could avoid re st what other witnesses have said,
we would be able to finish wit the time allotted. s v

STATEMENT OF MAO AIL, JR., ATTORNEY-AND FORMER CHAIR-
MAN, TAX UMON, AMRIOAN BAR ASSOCIATION

Mr. AsBtLL. Mr. Chairman, do you have a copy of my statement?
I have extra copies here.

I am an attorney who has been engaged in the private practice of
law here with emphasis on tax matters ior some 25 years.

And in that capacity, Mr. Chairman, I have represented a number
of small, medium, and large businesses.

I've been very active, as you've noted, in the tax section of the
American Bar Association, and in my capacity as an officer of that
association I worked rather closely with the staff of this committee, and
particularly with Mr. 8pira in aspects of tax legislation and adminis-
tration relating to small businesses.

It has been a pleasure to do so. I am appearing today not in any
official capacity as a representative of the tax secton, but simply in
my individual capacity as an interested practitioner who's concerned
about the problem and who appreciates the work you gentlemen have
been doing.

I think the select committeee has played a very significant role
in this drama. I think it's been responsible for some significant tax
legislation, although I'm sie you feel yourself, and I agree with you,
that your achievements have not come up to your expectations yet
in that regard.

But much more importantly, it seems to me you have focused the
attention of Congress and the attention of the administration and the
public, I think, on the plight of the small businessman under the
existing tax laws.

You've identified major areas where relief is necessary or appro-
priate, and you've started some in-depth studies which might bear
sificant fruit.

And I would like just to look very briefly at what you have done as
I see it from my perspective as a platform from which to suggest some
this that you might concentrate on in the future.

8. 1089, which is the 1973 version of the Small Business Tax Sim-



plification Reform Act and which was the successor as you know to
previous bills, was described in the words of Senator Bible as "a
vehicle for the systematic consideration of the Tax Code from the
small business viewpoint."

Now I think that is a very important concept. That legislation
itself was not comprehensive at all. It had several vey sigifcant
suggestions and legislative provisions in it, but it was not
comprehensive.

But viewed as a vehicle for systematic consideration it seems to
me it is a landmark, and I think systematic consideration is needed if
we are ever going to get anywhere.

I want to come back to that in a minute with emphasis on simplifi-
cation and sort of reiterate the theme that Senator Haskeli initiated.

This bill had eight titles and I think that indicates its scope. I am
going to talk about that a little bit later.

It covered the adjustment of rates, provisions to encourage the
establishment of small businesses, the growth of small businesses
provisions relating to partnerships, Subchapter 8 corporations, &P
the reservation of email business independence. r

Ttle I of the bill, which focused on simplification, would have
established an "ntragovernmental committee to study on a permanent
bw.is tax simplification for small business.

It would have also created in the Office of the Treasury Department
an Office of Small Business Tax Analysis which I take it is roughly
what Mr. Goldstein told you they are contemplating doing now.

Now I think the most significant feature of Title I is its reco-
nition, as I said, for the-of the need for a systematic approaclo
to the problem of simplification.

This is something which I believe in very strongly. I had the
pleasure last summer of testifying on a panel before the Ways and
Means Committee, as part of its hearings on tax reform, on the general
subject of simpliflcation.

Our panel recommended that a deliberate, long-range approach tothe revision of the Internal Revenue Code was necessary if real
sziplification was to be achieved.

We suggested that the Tax Writing Committee, prepare an agenda
which miht extend for 4 or 5 years, that on that agenda be scheduled
parts of the Code for in.lepth consideration with an eye toward
simplification, that the comniittees commit themselves to the main-
taining of that agenda in the sense that they would commit to take
up and pass on, one way or another the items on the agenda at the
time the agenda indicated they would be considered, so that the public
would know the schedule and be able to make whatever input it
thought desirable.

It was our view that some permanent organization would be neces-
sary in order to conduct the analysis an( the studies necessary to
accomplish this.

We Vtought thata newly-created branch of the staff of Joint Commit-
tee on Internal Revenue, beefed up, would be the best vehicle to do this.

This would be a branch of that staff which, in our view, would
have to be sort of insulated from the day-to-day pressures to which
that staff is subjected.

And it would conduct long-range studies, confer with the public,
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businessmen or: other sources of available information. Whetherthat mechanism is better than what 8. 1098 has suggested im the caseof small business studies, and intragovernmental committee, I think
perhaps s open to debate.

We chose the staff because we thought its relationship with the tax-writing committees and its experience might make it abetter vehicle.I think that what is not debatable is tat some such organizationto study simplification on a long-range, fundamental basis is necessaryif we are ever going to get anywhere.
And I think the recognition of this fact by the legislation as iteminated from the Senate committee is a very significant thin1 .Some of the recommendations in S. 1098, as you know founthereway into the consideration by the Ways and Means committee ofTax Reform, and many of them or some of them found their way intothat committee's tentatively approved version of the Tax Reform Act

of 1974.
As you know, that verson foundered in the last days of the listCongress because of the time pressured imposed, and was not enactedbut then you kept at the job and you made your influence felt, Ithink, in the Tax Reduction Act of 1975.
That act did not satisfy you and it didn't satisfy a number of otherpeople insofar as its impact on small business was concerned.And Senator Nelson and some of his colleagues introduced S. 2149to be considered by the Finance Committee In conjunction with theHouse version of the tax reduction bill.
Several of those recommendations that you made then found theirway into the final legislation in one form or another, an increase inthe minimum accumulated eM credit, a temporary reductionin the normal tax for the first $25,0 dollars of corporate income, anda temporary increase to $100,000 in the limitation upon used property

qualifyig for the investment credit.
Now you weren't satisfied with that result I don't think, and Iwasn't either. I don't think a lot of people were, but I am encouragedbecause I think the significant thing Is that this committee made itspresence felt and it did so because of its extensive work and its per-

severance in calling to the attention of the taxwriting committee theneeds of small business.
Now that gets me down to 1975, and to a look into the future. Inthe summer of 1975 Senators Nelson and Bentsen appeared beforethe Ways and Means Committee in connection with the renewedactivity of that committee on the subject of tax reform legislationand suggested a number of reforms that they thought would be

helpful to small business.
They dealt with lower rates, a simplified capital recovery system-and I want to talk about that a little more in a minute-with lesseningthe tax burden on the employment of labor-and we just had somediscussion of that in response to Senator Roth's question-with theeffect of tax legislation and other legislation on industrial combi-nations, or mergers, and the ability of small business to remainindependent on the death or withdrawal of a member of the family.You didn't stop with those recommendations, though. As late aslast month Senator Nelson announced that you were studying a com-prehensive estate tax reform proposal which would mitigate the impact
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of death taxes on small business, that you were studying simplifieddepreciation and capital recovery with particular emphasis on small
busimws, and that you were lo into the impact of ERISA, the
Pension Reform Act, upon small bu e.

Now these recommendations, in my view provide a checklist ofitems which certainly deserve consideration by the tax writing com.
mittees.

And I think they are quite broad In their scope and they would go a. long way, if they were carefully considered, toward providing needed
relief to the small business,

You recognize, and I think this is probably the most significant
thing about the whole business as far as I am concerned, that small
business with its limited resources cannot always obtain the necessaw
technical and professional assistance to permit Itto deal with complexlegislation suchn as our tax laws,

You recognize that in that situation, complexity in itself is inequity,and that it imposes an unfair burden on taxpayers that they shouldn t
have to bear.

And I think you are aware as I am that unless we achieve some sim.plification it seems to me quite likely that voluntary compliance bysome substantial number of taxpayers in this country is going to
suffer.

1 think a good example of the need for simplification is the provision
in the law, the provisons in the law and regulations, dealing with

'aitaI recovery
e got something called the ADR system, the asset depreciationrange system, which was initiated several years ago, which gives some

relief as fa as capital recovery is concerned.
It provides some relief and flexibility and I think it does a Jot forsubstantial businesses, but if you get a small businessman who canunderstand the regulations on ADK he's a very unusual follow.
I've studied them at length, and I iave a great deal of difficulty with

them. And I think the fact of the matter is that the system is simply
not designed for the average small businessman. It is designed for big
business.

And something simpler than it is necessary to give appropriaterelief in my view in the capital recovery area to smallbusiness.
Incidentally, and this bears on the question that was previously

asked, the Revenue Service has recently formed a Small Business Advisory Committee, a committee of outside experts, to advise the Con-
missioner about what he can do to help small business cope with Its
problems under the tax laws.

My law partner, Randolph Thrower, who is a former Commissioner
of Internal Revenue, is the coordinator of that committee, and hetells me that this business of some simplified method of capital re-covery is one of the things to which the committee is giving early
attention.

Now, they have also in that committee spent some time on anotherproblem which Senator Nelson identified and which has been talked
about today, and that is the impact of this new pension legislation on
small business.

I'm sure you gentlemen are aware that this new legislation isprobably the most complex that we have seen in the tax field.
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I, like Mr. Goldstein have tried to stay away from it as much aspossible and I get somebody else in my office to do it because it is an

absolute nightmare.
It was borne out of a desire to protect the interest of employees,which obviously is a laudable desire, but I'm afraid that its complexrequirements and the severe penalty which it imposes in the event

people make mistakes, make it counterproductive in the case of manysmallemployers.,They are going to say either "we can't afford toestablish a plan," or they are going to say "let's get rid of the planthat we've got" in order to avoid having to cope with this maive
complexity.

I think some attention is needed rather soon on this to avoid adrop in the number of retirement plans available in this country.
Finally Mr. Chairman, I'd just like to say that small businessneeds a champion. It doesn't have any ready-made champions, butthis committee has served as its champion.
I think you have focused on the issues that need consideration, andyou have persisted m your efforts, maintained the pressure that isnecessary to insure that something is done about it.You've got on your agenda as outlined by Senator Nelson some ofthe most fundamental issues that are affecting the future of small

business.
I think what is needed is more of the kind of activity that you haveconducted. I commend you for your efforts and just hope that you will

keep it up.
Thank you, Mr. Chairman.
Senator NzLSON. Thank you very much, Mr. Asbill.(The prepared statement of Mr. Asbill in full follows:]



Statement by Mac Asbill, Jr.
Before Senate Seledt Committee on Small
Business and the Financial Harkets Sub-
committee of the Senate Finance Committee

November 13, 1975

mr. Chairman, and members of the Committee and

the Subcomittee --

My.name is Mac Asbill, Jr. I have been engaged

as an attorney in the practice of tax law in Washington

for over 25 years, During that period, I have represented

a number of businesses small, medium and large in con-

nection with their federal income tax problems. For many

years, I have been active in the Section of Taxation of

the American Bar Association, an organization containing

approximately 17,000 lawyers interested in tax practice,

and in 1971-72 I was Chairman of that organization. As

an officer of the Section of Taxation, I had the pleasure

over the course of several years of working with the Staff

of the Select Committee, and particularly with Herb Spira,

in an effort to improve the tax laws# and the administra-

tion of those laws, relating to small business. Together

we worked on such matters as legislation, forms, and the

Tax Handbook for Small Business. I do not appear today

as a representative of the Section of Taxation, however,

but rather as an interested practitioner who is concerned

about the impact of federal taxes on small businesses, and
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who appreciates the efforts of the Small Business Committee

and the Financial Markets Subcommittee in this area. I

welcome the opportunity to address you briefly on this

subject.

The Senate Small Business Conmittee has been

directly responsible for some significant legislation

granting a measure of tax relief to small business. But

even more important, in my view, it has succeeded in focus-

ing the attention of Congress and the Administration on

the plight of small business under our existing tax laws

it has identified the major areas where relief is appropri-

ates and it has initiated in depth studies of some of these

areas which, hopefully, will lead to enlightened and compre-

hensive legislation. It might be helpful, as a guide to

possible future action by the Coumittee, to review briefly

what it has already done.

The underlying theme of the Committee's legisla-

tive recommendations has been to "provide a seed from which

meaningful small business tax reform can spring, and a

framework from which a more equitable free enterprise tax

system can be built.w (Compilation on Small Business Tax

Reform, 1970-74, Select Committee on Small Business, U. S.

Senate, July 25, 1974, p. 3.) Thus, for example, S. 1098,

the Small Business Tax Simplification and Reform Act of

1973, which was the successor to earlier similar bills, was
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offered, in the words of Senator Bible as *a vehicle for

the systematic consideration of the Tax Code from the

small business viewpoint.* It is useful, I believe, in

assessing the contribution of this Committee,-to focus on

some of the provisions of that bill. Its eight Titles

indicate the scope of its coverage. They covered siwplifica-

tion, adjustment of tax rates, provisions to encourage

establishment of small businesses, provisions to assist

the growth of small businesSes, provisions relating to

partnerships, those relating to Subchapter S corporations,

business development corporations and, finally, the preserva-

tion of small business independence.

Under Title I the bill would have established an

intra-governmental com ittee to study on a permanent basis

tax simplification for small business. The crying need for

such simplification is evident to anyone who represents

small business in federal tax matters. The bill would also

have established in the Treasury Department an Office of

Small Business Tax Malysis to study on a continuing basis

the impact of taxes on small business. It would have re-

quired a study of simplified depreciation policy and equaliza-

tion of the treatment of retirement plans as between in-

corporated and unincorporated small business enterprises.

I believe the most significant feature of the ap-

proach taken in Title I of this legislation was its recognition

62409 0 * 10 a 48
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of the need for a systematic approach to the problem of

simplification. I had the pleasure last summer of partic-

ipating in a panel discussion before the Ways 6 Means Com-

mittee on the general subject of simplification. It was

the conclusion of our panel that if basic simplification

is ever to be achieved, a systematic, continuing, long-

range approach to the problem is required. It was our view

that perhaps the best organizational structure for this

purpose would be a newly created separate branch of the

Staff for the Joint Committee on Internal Revenue Taxation

which would be responsible for in depth consideration of

basic simplification and which would be relieved of re-

sponsibility for day-to-day legislative matters. Whether

such a mechanism is preferable to an intra-governmental

commission such as that provided for in S. 1098, is open

to debate. What is not debatable, I think, is the fact,

recognized by the drafters of S. 1098 as well as by our

panel on simplification, that some permanent on-going

organization is required to study the problems of simplifi-

cation and to make recommendations on them if any significant

progress is to be achieved.

I might pause to say that a number of the specific

provisions in S. 1098 have their counterparts in legislative

recommendations which have been approved from time to time

by the Section of Taxation of the American Bar Association.
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These include provisions relating to the amortization of

organizational expenses of.partnerships: simplifying and

liberalizing depreciation methods for small business:

increasing the-minimum accwuulated earnings credit, per-

mitting amortization of expenses incident to the issuance

of stock; making partnerships more workable and decreasing

the extent to which they can be a trap for the unwary;

liberalizing certain of the provisions relating to electing

small business corporations under Subchapter 8; and elimina-

ting the discrimination against self-employed individuals

and against closely-held corporations with respect to quali-

fied pension and profit-sharing plans.

The recommendations in S. 1098 formed the basis

for a great deal of input into the Ways 6 Means Committee's

deliberations in 1973 and 1974 on the general subject of

tax reform. The work of the Senate Small Business Committee

in this regard stimulated interest in other areas. Thus,

for example, Congressman Chamberlain and eight other members

of the Ways & Means Committee in 1973 introduced H.R. 14837,

the Small Business Tax Relief Act of 1974. This Act pro-

vided for increasing the investment credit from 7% to 10%

on the first $20,000 of qualified investment, for increasing

first-year depreciation, for simplifying the LIFO inventory

method insofar as it applied to small businesses, and for

increasing the loss carry-forward from S to 10 years. Several
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of these suggestions were tentatively approved by the Ways
& Means Committee as part of its 1974 tax reform package.

Other provisions in S. 1098 were similarly approved,
including the increase in the minimum accumulated earnings
credit, a provision relating to the close of a partnership
taxable year upon the death of a partner, and a provision

liberalizing certain of the Subchapter S rules.
As all of us are aware, however, time pressures

in the waning days of the last Congress prevented the
passage of the Ways & Means tax reform package. Instead,

in early 1975, that Committee reported out H. R. 2166
which later became the 1975 Tax Reduction Act. Since that
bill did not give adequate recognition to certain of the
problems of small business, Senator Nelson and his colleagues
introduced S. 1119, the Emergency-Small Business Tax Reduc-
tion Act of 1975, which was considered by the Finance Com-
mittee in conjunction with its consideration of the Ways
& Means Committee bill. S. 1119 contained a number of
provisions relating to capital recovery and tax rates which
would have been of considerable assistance to small business.
Not all of these provisions were acceptable to the Finance
Committee. However, a number of them were, and three of
them found their way Ipto the final legislation in one form
or another. These were an increase in the accumulated earnings
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minimum credit from $100,000 to $150,000, a temporary re-

duction of normal tax rates on the first $25,000 of corporate

income from 22% to 20%, and a temporary increase to $100,000

in the dollar limit upon used property qualifying for the

investment credit.

Thus, it is clear that this Committee made its

presence felt, largely as a result of the extensive work

and study which it had conducted in recent years, and

particularly during 1974-75, and because of its persistence

in calling to the attention of the tax-writing committees

the reed for relief for small business.

This brings the story down to the summer of 1975

when Senators Nelson and Bentsen appeared before the Ways

& Means Committee in connection with the renewed activity

of that committee on the subject of tax reform and urged

again favorable consideration of tax relief for small

business. They recommended that the temporary relief

granted by the Tax Reduction Act of 1975 be made permanent

(and they introduced S. 2149 to accomplish that result);

that lower rates be applied to -mall and medium sized

businesses in recognition of the fact that they do not

have access to public capital markets; that capital re-

covery provisions of the Code be greatly simplified insofar

as smaller businesses are concerned; that the tax burdens on

the employment of labor (i.e., the reporting and deposit

N
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requirements) be reduced and that the tax-writing committees

study the long-term effects of tax legislation (including

the various estate tax provisions and the provisions relat-

ing to corporate reorganizations and adjustments) on industrial

combinations and on the ability of a small business to remain

independent upon the death or withdrawal of its founder.

Your Committee did not stop with these recommenda-

tions. As late as last month, Senator Nelson announced that

you were studying a comprehensive estate tax reform proposal

which would mitigate-the impact of death taxes upon small

businesses; that you were at work on a proposed simplified

depreciation and capital recovery system; and that you

were studying the impact of the Pension Reform Act (ERISA)

upon small business.

Your recommendations in the summer and fall of

this year with respect to tax reform designed to aid small

business have been far-reaching and fundamental in nature.

They provide a checklist of items which certainly deserve

the most careful consideration by the tax-writing committees.

I would like to comment briefly on a few of those recommenda-

tions which relate to the need for simplification.

Your Committee has reocgnized that, particularly in

the case of small businesses whose limited resources cannot

always obtain the necessary technical and professional

assistance, undue complexity is itself an inequity. It imposes
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unfair burdens on taxpayers, burdens which they should not

have to bear. While the need for simplification is great

in virtually every aspect of our tax laws, it is particularly

urgent in the case of small businesses. I hope you will

. ,s continue your efforts to see that it is achieved. Unless

it is achieved, I fear that voluntary compliance by a sub-

stantial portion of the taxpaying public will suffer.

A good example of the need for simplification is

afforded by those provisions of the law and regulations

dealing with capital recovery. Your Connittee has recog-

nized that many of these provisions are simply too complicated

to be of much use to many small businesses. The asset

depreciation range system instigated several years ago is

helpful to many substantial businesses, but few small busi-

nesses can cope with its complexities. Soe simpler, easier

method is necessary. Senator Nelson has referred several

times to the newly formed Small Business Advisory Committee

which the Commissioner of Internal Revenue has established

to assist him in dealing with the problems of small busi-

ness. My law partner, Mr. RandolpliThrower, former Commis-

sioner of Internal Revenue, is coordinator of that Committee.

He advises me that one of the committee's prime concerns is

consideration of capital recovery systems which will be

comprehensible and usable by small business.

That Advisory Committee has also spent a considerable
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amount of time on another problem Identified by Senator

Nelson -- the lest manifestation of complexity to which

I shall refer -' and that is the impact of new pension

legislation on small business. As you undoubtedly know,

that legislation is probably the most complex that we have

seen in the tax field in many a day. it was born out

of a desire to protect the interest of employees -- a

laudable objective. But I fear that its complex require-

ments and severe penalties may make it counter-productive

in the case of many small employers who may decide to

terminate existing retirement plans or not to adopt new

ones just because they are unwilling to foot the cost and

the inconvenience of compliance with the myriad require-

ments of the new Act. Prompt action is warranted, not to

give tax "relief to small business, but to encourage small

business to adopt and continue retirement plans for its

employees.

Small business needs a champion in the tax area.

The Select Comnittee has filled that role admirably. It

has focused on the issues that need consideration; it has,

through constant and sustained effort, maintained the pres-

sure that is necessary to ensure that such consideration is

forthcoming. On your agenda as outlined by Senator Nelson

are some of the most fundamental issues affecting the future

of small business. What is needed, I submit, is more of the



1459

kind of dedicated persistent effort already exhibited by

your Committee. Keep up the good work!
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Senati Nusios. I don't know whether it was so much persistenceon our part In the Fnance Committee. I think the more practi.CAl reason that- we sot a few things done is because we have six mem-bers of the Small Business Committee who are now voting on theFinance Committee, which is always helpful in such matters.Thank you very much for your very fine rentation.
I think that's ifthe other members don t object, we will get all thest temekt presented in the record, and then if there are questions weS will ask them at that.time, and then if we do not have time to get tothe questions, I'm assuming we will send you some questions that youwill respond to fto the recorA.
Now, next ii Dr. Allen sinai, director of financial economics, DataResources, Inc.
Dr. Sinai, your statement will be printed in full in the record. Youmay present it however you desire. If you can summarize the keypoints, it would be very valuable, very useful to the committee, and

economical on the matter of time.
Go ahead, please.

STATEEN 1 DI ALLME SINAI, DIR TOR OF FINANCIAL ECO.
NOXIJ, DATA RSOUROES0, INC., AND VISITING ASSOCIATE
PROFESSOR OF ECONOMICS AND FINANCE, IAMASSACHUSETTS IN.

T 01 T MeN Oy
-Dr. SmAt. Thank you, Mr. Chairman.
.Probably the best-way for me to proceed is to briefly explain andsummarize the work that we have been doing at Data Resources onhe question of tax incentives, capital formation, and the financial

portion of business.
It would be helpful if everyone had a copy of the statement since11 be referring to some of the charts and tables.
I'm: not sure that other people have had access to it. There aren'taiy on the table, so it would be useful-does everyone have a copy?
The perpective that I bring to the question of small- and medium-sized business tax reform is one of the analytical economist rather thana proponent of any tax incentives or a sot of tax proposals or as an

accountant or As a lawyer.My interest is in determining the effects of tax policy in an economy-wide context by using the tools of economic analysis.The crux of our work has been directed at evaluating capital needs;4 and determining the prospects for capital shortages. Capital shortagesaffect all busine-ses, large and small, and therefore are certainly ofinterest.
The nature of the analysis that is required to deal with this questionis more broadly based and macroeconomic than it is microeconomio.

So I think my testimony will be -quite different from the typical[testimony that has been presented before the committee.Nevertheless the study of the quantitative effect. of tax policy onbusiness capital formation, liquidity, and firms' creditworthinme thatwe have done -with the Data Resources model of the U.S. economyshould be quite relevant to the questions that concern you.Now, in the debate over whether a capital shortage threatens the
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U.S. economy, virtually all of the participants agree that the financial
position of business has steadily deteriorated during the last decade.

The depleted liquidity and balance sheet instability of the business
sector have been partially responsible for the weakness in capital
outlays since 1974 and the limited access to capital and stock markets
by small- and medium-sized businesses. At best, under existing tax laws,
tem financial condition of business will probably improve over the

Sneaw tem, but still be fragile as the economic recovery proceeds.
" Without a drastic improvement in business sector liquidity and the

structure of its balance sheet, a prolonged expansion would prove to be
vey difficult.

Thus, a critical question is whether tax reform for business is needed
to promote capital formation, to ease the financing of fixed investment,
and to improve the liquidity of the business sector. A related issue
concerns the benefits and costs of tax subsidies for business in terms
of the effects on the overall economy

In our study, the effects of the follong changes on tax policy were
considered. Flit, a permanent increase in the investment tax credit
on equipment from 10 to 12 percent; second, a two-stage reduction in
the tax rate on corporate profits from 48 to 42 percent, 22 to 19 percent
for businesses with incomes between $25,000 and $50,000 and 20 to
17% percent where earnings are less than $25,000; and third, the
Institution of an allowance for replacement cost depreciation. The
benefits and costs of these policies, in an economy-wide context, are
also briefly assessed.

The focus of the study was on the nonfinancial corporate sector so
that the effects on small business, the businesses that are proprietor-
ships and partnerships really could not be determined. But the general
conclusions in the stuay would likely apply to all businesses, and not
just nonfinancial corporations.

The method of study is computer simulation of the tax policies
with the DRI econometric model of the United States to determine
the effects of tax incentives on capital formation, liquidity, and the
business balance sheet. Business liquidity and the degree of riskiness
in the balance sheet structure of business as evidenced by certain
measures, for example, the debt-equity ratio, the maturity structure
of debt, the quick ratio, and several others, are analyzed with the
model.

Essentially what we do is to put in tax incentives and use the model
of the U.S. economy to find out for 1976 to 1980 the effects of these

* incentives on the balance sheet in terms of the measures that I've
mentioned. Alternative simulations which embody the various tax
policies were obtained for the next 5 years and compared to a baseline
solution of the model in order to determine the impact of the tax
incentives.

Let me briefly summarize the conclusions and then turn to some of
the tables and charts in the appendix to provide a little more detail.

First, business tax reform would enhance capital formation and the
ability of firms to finance new investment at a minimal cost to other
sectors of the economy- A higher investment tax credit, reductions in
the corporate profits tax, or an allowance for replacement cost do-
preciation would lower the effective price of capital goods and raise
real business casliflow. Thus the return on new capital formation and
availability of finance would be increased.
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Second, each tax polley considered stimulates business capital
formation and eases the demand for external funds. The liquidity of
business Improves, the balance sheet becomes less risky, and the
creditworthiness of firms is enhanced. This conclusion would hold
even more stronaly for small businesses which typically suffer greater
financial difficulties in times of tight credit conditions.

Third, after the tax incentives are imposed, firms rely more on
internally generated funds to finance capital outlays, reduce bankA-O* loans and new issues of bonds, and sell more common stock.

The increased cashflow from the tax incentives and modest risesof short-term interest rates are responsible for the decreasing use of
external sources of funds, After-tax profitfA are higher with a taxcredit or reduction in the corporate profits tax, thus contributing to
an improving climate for equity issues.

Fourth, the most potent tax policy is the reduction of the tax on
oprate profits, which increases cashflow by a large amount. Thehigher investment tax credit has only minhal effects on capital

formation since the amount of the increase is small and applies only
to producers' durable equipment expenditures. I

Fifth, the los of tax revenues causes a greater Federal budgetdeficit and increases new issues of Treasury debt. In the absence ofaccommodating monetary policy, short-term interest rates rise as
Treasury requirements for capital have to be met before some off-
setting dlelines in the credit needs of the business sector. The higher
short-trm iftterest rates lead to some deposit outflows from financial
inMtitutions, a reduction in the availability of mortgage money, and
fewer housing starts.

Sixth the overall performance of the economy is essentially un-
cha e from the baseline simulation, but business capital spending is
a higher proportion of GNP, and residential construction is lower.

The economy is essentially the same, but the mix of the expenditureschanges to favor the business sector as against the residential construc-
tion sector. Thus, without accommodating monetary policy or anyfurther tax reform, the primary cost of the business tax subsidies is a
reduction in housing. Real growth and the unemployment rate do
not change. The capital stock of the economy increases and so does
potential GNP.

Last, if monetary policy accommodates the larger Federal budget
deficit, which is on the order of $3 to $5 billion as a result of the busi-
ness tax subsidies there are lower costs to the economy of a more
liberal tax policy. Interest rates are essentiall unchanged, deposit
flows and mortgage money remain ample, and tie housing sector doesnot suffer. There is no additional inflation because of central bank
accommodation. In fact, the performance of the overall economy isenhanced and the unemployment rate drops slightly. The rate of
growth of tho narrowly defined money supply, while somewhat higher
that *Ithout Federal Reserve accommodation, still remains
no " ationtary.

Let id turn to the appendix for a moment, and get an idea of what
these analyses show by looking at a few graphs. These will quickly tell
the store.

The first five charts in the appendix show how the liquidity and
riskiness of the business balance sheet has worsened since 1965. The
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measures in history and also that are forecasted by our model are
familiar ones. The first is the ratio of cashfiow to capital outlays.
The second is the ratio of the debt burden of the nonfinancial corporate
sector to its cashiflow. The third shows the proportion of total fiabili.
ties held in short-term debt. The fourth is the quick ratio, financial
assets to short-term liabilities. And the last is the debt-equity ratio.

All of these charts indicate that the frality of the business sector
balance sheet has worsened rapidly since 165. Each of these measures

Illustrates something about the liquidity of business and something
about their riskiness and creditworthines. Each of the measures pro.
vide some information on the ability of firms to finance their capital
outlays and to not get into so much trouble that they might go
bankrupt.

The obvious correlation between the pattern in these charts to what
is going on in the economy is that inflation rates have steadily 'worsmed
since 195, and in fact inflation is primarily responsible for business
liquidity problems since it raises nominal credit requirements, causes
higher interest rates, and reduces the real value of cashfilow.

The current tax laws have not yet been changed to offset these harm-
ful effects of inflation on business. Now, what would happen to the
measures on charts I through 5 under each of the tax proposals that
I've mentioned the increase in the tax credit from 10 to 12 percent, two-
star reduction in the tax rate on corporate profits from 48 to 42 per-
cen .and an allowance to bring historical cost depreciation more in
line with inflation costs.

Charts 12 to 15 indicate the results under each of these simulations
of the economy, and there you will see an improvement in each
measure of business liquidity and business balance sheet riskiness.

What has happened to business use of external financing under
each of the tax policies In charts 18 to 18 we see that increased
casliflow from the tax incentives lead to a reduction in bank loan
financing, a reduction in new bond issues, and in chart 18, an increase
in new issues of equity.

This means that common stock issues, which have been very difficult
for both large and small firms to sell, would be made easier by any
of the tax incentives. Actually the one that is--turns out to be the
mostpotentand the one that has the greatest effect is the corporate
profit tax reduction in various stages.

What would happen to the economy as a result of these policies#
Tables I to 8 show increases in business fixed investment. The result-
! ing capital stock of the economy and the ratio of business fixed
investment to gross national product are higher for each of these
tax incentives. You will note that the effects are delayed, but that by
1977 to 1980 they are quite strong.

There is a range of $1 billion to $5 billion increases for business
fixed investment. The capital stock of the economy, both for plant
and equipment, rises and the share of gross national product that goes
into fixed investment is higher.

In table 2 we see some improvement in the economy as measured
in terms of real gross national product. We see an increase in the
potential of the economy and we see that there are no inflation costs
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of these policies. There is no difference in Inflation rates for each of
these siulations of tax policies compared with the baseline solution.

What would be the cost of the business tax subsidies in terms of
the rest of the economy being harmed? In charts 19 and 20 we see
that the Federal budget deficit ises because of the loss of tax revenues
from each of the tax incentives. This of course, forces the Treasury
to issue more bonds to finance the deAcit. Assuming that the Federal
Reserve does not accommodate that deficit, the result is higher interest
rates, especially short-term, and that's shown in chart 21 where the
3-month bill ries above what it is in the baseline simulation.

The major effect on the economy of the deficit-induced higher
Interest rate is to reduce residential construction and in charts 23 and
24 I've pictured the shares going to fixed investment and to residential
construction under each of the tax alternatives. The cost, however,
is not great in terms of the number of housing starts, e.g., 80,000
housing starts per year for 1 or 2 years.

The cost of the business tax incentives can be avoided by a monetary
policy that accommodates the higher deficit and such action will not
be tationary. Tables 3 to 6 present the result of each tax incentive
simulation under the assumption that the Federal Reserve Board will
keep these rates constant.

The overall conclusion-
Senator Rociff. Can I ask you a question?
Can you explain-I'm not an economist-but you said by our

monetary policy we could take care of the impact without any infla-
tionary impact.

Is there a general agreement on that among economists?
Dr. SINAI. It would depend on how much the monetary authorities-

how much in the way of reserves the monetary authority would have
to provide to maintain interest rates at the same level as before.

The revenue loss to the Treasury from these tax incentives ranges
from $2 billion to $5% billion a year, and the increase in the Federal
Budget deficit is about that amount. So we are talking about the
Treasury having to issue an additional amount of debt that is not
very great. Yetit does push short-term interest rates up.

Now for the Fed to take out the increase in the higher short-term
rates, the amount of reserves that is necessary is fairly small and that
is why the accommodating monetary policy does not lead to any
resurence of inflation.

If, on the other hand we were talking about a revenue loss of $20
billion or $30 billion and the monetary authority accommodated that,
then the potential of overstimulating the economy and causing infla-
tion would be much greater.

Well these model simulation tests lead us to an overall conclusion
that additional business tax reform can significantly improve capital
formation; business liquidity, and the ability of business to finance
their activity. -

The costs of helping business through the kinds of measures analyzed
in the study are minimal and could be almost fully eliminated through
the use of monetaD policy or other methods of neutralizing the
revenue loss to the Treasury.

Senator NoLsoN. Thank you very much, Dr. Sinai. We appreciate
your presentation.

[The prepared statement of Dr. Sinai in full follows:]
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TAX flicmzl, CAPITAL ORMATION, X

R INAtICZAL POSITION or BUSINESS

by Ailen Sinai*

1. introduction and Summary
In the debate over whether a capital shortage threatens theU.S. economy, most participants agree that the financial positionof business has steadily deteriorated in the last decade.' Thedepleted liquidity and balance sheet instability of the businesssector have been partially responsible for the weakness in capitaloutlays since 1974. Furthermore, even in a steadily recoveringU.S. economy the outlook for fixed investment, the financing ofnow capital formation, and the balance sheet of the business sectorIs uncertain, Atbest, under existing tax laws, the financial con-dition of business will improve over the near-term but still befragile as the economic recovery proceeds. Without a drastic im-provement in business sector liquidity and the structure of itsbalance sheet, a prolonged expansion may prove difficult.

Thus, a critical question is whether tax reform for businessis needed to promote capital formation, to ease the financing offixed investment, and to improve the liquidity of the businesssector. A related issue concerns the benefits and costs of taxsubsidies for business in terms of the effects on productivity,potential output, real economic growth, employment, prices, interestrates, flows-of-1unds, and the expenditures of households or govern-
mental units.

This statement presents some preliminary results from aforthcoming DRZ study of tax policy and the potential for acapital shortage in the corporate sector of the U.S. economy.2

*Terry Olomeki and Roberta Gerson provided the research assistance
for this testimony.

1New York-Stock Exchange, The Need for Equity Capital, February 1975;B. Bosworth, J.S. Duesenberry, and A.S. Carron, Capital Needs in theSeventies, Washington, D.C.: Brookings, 1975, pp. 58-6OFK.Sii..andE Brinner, The Capital Shorts ei Near-Term Prospects and Long-Term Outlook, Lex ton, as.; Da sources, , Augst97p 17'180""73-27, 62-671 R. Jones, "Why Business Must Seek TaxReform, Harvard Business Review, September-October, 1975.
2A.?. Brimmer and A. Sinai, "The Effects of Tax Policy on Capital
.Formation, Corporate Liquidity, and the Availability of InvestableFunds: A Simulation Study," to be presented at a joint session ofthe American Economic Association and the American Finance Associ-ation Meetings, Dallas, Texas, December 28, 1975.
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Specifically, the effects of the following changes in tax policy
are considered I a permanent increase in the investment tax credit
on equipment from 10 to 12%, a two-stage reduction in the tax
rate on corporate profits from 48 to 42% (22 to 194 for businesses
with incomes between $25,000 and $50,000 and 20 to 17.5% where
earnings are less than $25,000) and the institution of an allowance
for replacement cost depreciation. The benefits and costs of
these policies, in an economy-wide context, are also briefly

~ assessed. Finally, some conclusions are drawn about the appro-
priate mix of fiscal and monetary policy to maximize the benefits
from any business tax reform.

The effects of changes in tax policy on the small businesses
that are proprietorships or partnerships thus cannot be determined.
But the general conclusions would likely apply to all businesses,
not just nonfinancial corporations.

The method of study is computer simulation of the tax
policies with the 1975 version of the DRI econometric model of the
United States. Several features of the DRI model facilitate the
analysis. First, an integrated flow-of-funds model for the non-
financial corporate sector has been developed with equations for
capitol exnAnditures, tho volume of financing that is needed, and
the distribution of this financing between internal funds, short-
term debt, bonds, and new stock issues. Second, the business
balance sheet is explicitly modeled to provide a framework for
analyzing the interrelations between tax policy, business spending,
and financial decisions. The equations for business fixed invest-
ment utilize an expanded version of the Hall-Jorgenson-Coen rental
price of capital that fully reflects tax incentives and changes in

3The focus of the study is on the nonfinancial corporate sector of
the U.S. economy, which includes both large and small companies.
Corporate nonfinancial business comprises all private corporations
not specifically covered in financial sectors. It includes holding
companies and investment companies on a consolidated basis, and
also real estate firms. It is identical with-tke-norinancial
corporate group shown in the Department of Commerce tables except
that it excludes farm corporations. The industry breakdown of the
nonfinancial corporate sector is food and beverages, textile mill
products, paper, chemicals, petroleum, rubber, stone, plain glass,
primary metals, machinery except electrical, electrical machinery,
transportation equipment, railroad transportation, transportation
except rail and air, air transportation, communication, public
utilities, mining, contract construction, services, wholesale and
retail trade, insurance, and other durable and nondurable goods.

$2409 0 - 7s a 49
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the cost of financial capital. The effective price of capital
goods, the cashflow, and the debt burden of the business sector
have explicit effects on fixed investment. Feedbacks from the
balance sheet to business expenditures'for plant and equipment,
inventories, and payrolls give the real economy a strong response
to financial constraints. Third, measures of financial insta-
bility and illiquidity have been developed for the nonfinancial
corporate sector and can be analysed through the various simu-
lations to provide a tracking of the financial position of business.
Alternative simulations which embody the various tax policies are
obtained for the period 1976:1 to 1980:4 and compared to a baseline
solution of the DRI model in order to determine the impacts of the
tax incentives.

The conclusions are:

1) business tax reform would enhance capital formation
and the ability of firms to finance new investment
at a minimal cost to other sectors of the economy.
A higher investment tax credit, reductions in the
corporate profits tax, or an allowance for replacement
cost depreciation would lower the effective price of
capital goods and raise real business cashflow. Thus,the
return on now capital formation and availability of
finance would be increased

2) each tax policy considered stimulates business capital
formation and eases the demand for external funds. The
liquidity of business improves, the balance sheet becomes
less risky, and the creditworthiness of firms is en-
hanced. This conclusion would hold even more strongly
for small businesses which typically suffer great
financial difficulties in times of tight credit con-
ditions)1

3) firms rely more on internally generated funds to finance
capital outlays, reduce bank loans and new issues of
bonds, and sell more common stock. The increased cash-
flow from the tax incentives and modest rises of short-
term interest rates cause the decreasing use of external
sources of funds. After-tax profits are higher with a
tax credit or reduction in the corporate profits tax,
contributing to an improving climate for equity issues;

4) the most potent tax policy is the reduction of the tax
on corporate profits, which increases cashflow by a
large amount. The higher investment tax credit has only
minimal effects on capital formation since the amount of
the increase is small and applies only to producers'
durable equipment expenditures;
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5) the loss of tax revenues causes a greater Federal budget
deficit and increases now issues of Treasury debt. In
the absence of accommodating monetary policy, short-
term interest rates rise as Treasury requirements for
capital must be met before some offsetting declines in
the credit needs of the business sector. Also, the
financing of the Federal government sector directly
affects the three-month Treasury bill rate. The re-
duction in the use of external funds by business is dis-

tributed between bank loans and bond issues# thus only
indirectly affecting short-term money market rates. 

The

higher short-term interest rates lead to deposit out-
flows from financial institutions# a reduction in the
availability of mortgage money, and fewer housing 

starts,

6) the overall performance of the economy is generally

unchanged from, the baseline simulation, but business 
capi-

tal spending is higher and residential construction lower
as a share of GNP. Thus, without accommodating monetary

policy or further tax reform, the primary cost of the

tax subsidies is a reduction in housing. Real growth

and the unemployment rate are essentially unchanged.

The capital stock of the economy rises and so does
potential GNP;

7) if monetary policy accommodates the larger Federal

budget deficit, there is little cost to the economy

of the more liberal tax policies. Interest rates are

essentially unchanged, deposit flows and mortgage

money remain ample, and the housing sector does not

suffer. There is no additional inflation because of

the central bank accommodations in fact, the per-
formance of the overall economy is enhanced and the

unemployment rate drops slightly. The rate of growth

of the narrowly defined money supply, while somewhat

higher than without Federal Reserve accommodation,
still remains noninflationary.
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APMDIX

Results of Simulations
Charts and Tables
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Chart 11. - Effects of Tax Incentives on Rental Priea of
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Table 1. - Effects of Tax Incentives on Business Capital Formation
(entries relative to baseline solution)*

1976 1977 1978 1979 1980

Business Fixed Investment (Bils. of $s)
Tax Credit
Profits Tax
Depreciation

Capital Stock-Plant (ils. of 1958 ,M)
Tax Credit
Profits Tax
Depreciation

Capital Stock-Equipment (Bils. of 1958 $Is)
Tax Credit
Profits Tax
Depreciation

Fixed Investment/Gross National Product (S)
Baseline
Tax Credit
Profits T. x
Depreciation

0.6 1.8
0.7 1.8
0.9 2.6

0.1
0.1
0.1

0.2
0.1
0.2

9.8
9.8
9.8
9.8

0.2
0.4
0.4

0.8
0.6
0.9

1.9
2.7
3.3

0.3
0.8
0.7

1.6
1.2
1.9

10.2 10.0
10.3 10.1
10.3 10.2
10.4 10.2

2.2
4.0
3.8

0.4
1.4
1.2

2.3
2.2
2.9

2.6
5.1
3.8

O.S
2.1
1.6

3.2
3.3
3.8

9.8 10.4
9.9 10.S

10.0 10.6
9.9 10o.S

*tax credit: permanent increase in rate of investment credit on equipment from 10 to 12%,
beginning in 1976:1

profits tax: two-stage reduction of corporate profits tax rate from 48 to 42% (22 to 19Ifor profits between $25,000-50,000 and 20 to 17.5% for profits below $25,000) in 1976:1and 1978:1
depreciation: indexing depreciation at historical cost to inflation rate for pleat andequipment
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Table 2. - Tax Incentives and the Economy

(entries relative to baseline solution)*

1976 1977 1978 1979 1980

Real Gross National Product (als.. of $'s)
Tax Credit
Profits Tax
Depreciation

Potential Gross National Product
(Bils. of 1958 $0s)

Tax Credit
Profits Tax
Depreciation

Inflation (Implicit Gross National Product
Deflator, 1)
Tax Credit
Profits Tax
Depreciation

PQ Growth (t)
Baseline
Tax Credit
Profits Tax
Depreciation

0.8 0.2 -0.1
0.2 -0.1 0.2
0.5 0.7 0.6

0.1
0.1
0.1

8.5
8.5
8.4
8.5

0.6
0.5
0.7

8.6
8.5
8.5
8.5

1.3
1.2
1.7

7.9
7.9
7.9
7.9

1.2 0.8
0.7 1.4
1.8 1.2

2.3
2.9

8.4
8.4
8.2
8.5

2.6
3.7
3.9

8.4
8.3
8.4
8.3

*tax credit: permanent increase in rate of investment credit on equipment from 10 to 121,beginning in 1976:1
profits tax: two-stage reduction of corporate profits tax rate from 48 to 42% (22 to 19%for profits between $25,000-50,000 and 20 to 17.51 for profits below $2S,000) in 1176s1and 1978:1
depreciation: indexing depreciation at historical cost to inflation rate for plant andequipment

CAt
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Table 3. - Tax Incentives and Sector Shares of Gross National Product
(nonacco dating monetary policy)

1976 1977 1978 1979 19"0
Business Fixed Investment as a Ratio
of Gross National Product (1)

Baseline
Tax Credit
Profits Tax
Depreciation

Residential Construction as a Ratio
of Gross National Product (M)

Baseline
Tax Credit
Profits Tax
Depreciation

Federal Budqet (NIA) Deficit as a Ratio
of Gross National Product (M)

Baseline
Tax Credit
Profits Tax
Depreciation

Consumption as a Ratio of Gross National
Product M1

Baseline
Tax Credit
Profits Tax
Depreciation

9.,
9.8
9.8
9.8

3.6
3.6
3.6
3.6

10.2 10.0 9.8 10.4
10.3 10.1 9.9 10.5
10.3 10.2 10.0 10.6
10.4 10.2 9.9 10.5

4.0
3.9
3.9
3.9

4.3
4.2
4.2
4.2

4.1
4.1
4.0
4.1

4.4
4.3
4.3
4.4

-3.6 -2.3 -1.5 -1.8 -1.0
-3.7 -2.5 -1.6 -1.9 -1.1
-3.8 -2.6 -2.0 -2.4 -1.6
-3.6 -2.4 -1.5 -1.9 -1.0

63.2 62.9 62.6 62.6 62.1
63.2 62.8 67.6 62.6 62.1
63.2 62.8 62.6 62.6 62.1
63.2 62.8 62.6 62.5 62.0

*tax credit: permanent increase in rate of investment credit on equipment from 10 to 12s,beginning in 1976:1
profits tax: two-stage reduction of corporate profits tax rate from 48 to 42% (22 to 19%for profits between $25,000-50,000 and 20 to 17.51 for profits below $25,000) in 1976:1and 1978:1
depreciation: indexing depreciation at historical cost to inflation rate for plant andequipment
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Table 4. - Effects of Tax Incentives on Business Capital Formation

(entries relative to baseline solution, accommodating monetary policy)*

1976 1977 1978 1979 1980

Business Fixed Investment (Bils. of $'s)
Tax Credit
Profits Tax
Depreciation

Capital Stock-Plant (Bils. of 195S8 $'5)
Tax Credit
Profits Tax
Depreciation

Capital Stock-Equipment (Bils. of 1958 $'s)
Tax Credit
Profits Tax
Depreciation

Fixed Investment/Gross National Product (B)
Baseline
Tax Credit
Profits Tax
Depreciation

0.8
0.8
0.9

0.1
0.1
0.1

2.4
2.6
2.9

0.3
0.4
0.4

3.7
4.8
4.6

0.5
1.0
0.9

0.2 0.9 2.1
0.1 0.8 2.0
0.2 1.0 2.3

3.6
7.3
5.2

0.8
1.9
1.5

3.3
3.6
3.7

9.8 10.2 10.0 9.8
9.8 10.3 10.2 9.%e
9.8 10.4 10.2 10.1
9.8 10.4 10.2 10.0

*tax credit: permanent increase in rate of investment credit on equipment from 10 to 12%,
beginning in 1976:1

profits tax: two-stage reduction of corporate profits tax rate from 48 to 42 (22 to 19Sfor profits between $25,000-50,000 and 20 to 17.5% for profits below $25,000) in 1976:1
and 1978:1

depreciation: indexing depreciation at historical cost to inflation rate for plant and
equipment

3.2
9.0

'4.1

1.0
3.0
1.6

4.0
5.5
3.9

10.4
10.5
10.7
10.6
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Table 5. - Tax Incentives and the Economy
(entries relative to baseline simulation, with accomodatin monetary policy)*

1976 1977 1978 1979 1980
Real Gross National Product (Bils. of $s)

Tax Credit
Profit* Tax
Depreciation

Potential Gross National Product
(BiLs. of 1958 $Ss)

Tax Credit
Profits Tax
Depreciation

Inflation (Implicit Gross National Product
Deflator, 1)

Tax Credit,
Profits Tax
Depreciation

Ml Growth (S)
Baseline
Tax Credit
Profits Tax
Depreciation

0.8
0.4
0.5

0.1
0.1
0.1

1.9
2.0
1.7

0.6
0.6
0.7

2.6
3.7
2.9

1.7
1.8
2.0

1.5
5.2
2.7

2.8
3.6
3.5

0.3
4.6
1.2

3.7
5.8
3.9

0.1
---- 0.1

8.5
8.5
8.5
8.5

8.6
8.7
8.7
8.7

7.9
8.0
8.0
8.0

8.4
8.3
8.5
8.4

8.4
8.3
8.4
8.1

*tax credit: permanent increase in rate of investment credit on equipment from 10 to 12%,beginning in 1976:1
profits tax: two-stage reduction of corporate profits tax rate from 48 to 42% (22 to 19%for profits between $25,000-50,000 and 20 to 17.51 for profits below $25,000) in 1976:1and 1978:1
depreciation: indexing depreciation at historical cost to inflation rate for plant andequipment
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Table 6. - Tax Incentives and Sector Shares of Gross national Product
(with accomodating monetary policy)*

0o

Business Fixed Investment as a Ratio
of Gross National Product (S)

Baseline
Tax Credit
Profits Tax
Depreciation

Residential Construction as a Ratio
of Gross National Product (1)

Baseline
Tax Credit
Profits Tax
Depreciation

Federal Budget (NIA) Deficit as a Ratio
of Gross National Product (0) f

Baseline
Tax Credit
Profits Tax
Depreciation

Consumption as a Ratio of Gross national
Product (M)

Baseline
Tax Credit
,Profits Tax
Depreciation

9.8
9.8
9.8
9.8

3.6
3.6
3.6
3.6

10.2 10.0 9.8 10.4
10.3 10.2 9r9 10.5
10.4 10.2 10.1 10.7
10.4 10.2 10.0 10.6

4.0
4.0
4.0
4.0

4.3
4.2
4.2
4.3

4.1
4.1
4.1
4.1

4.4
4.2
4.3
4.4

-3.6 -2.3 -1.5 -1.8 -1.01
-3.7 -2.4 -1.5 -1.9 -1.1
-3.8 -2.5 -1.9 -2.2 -1.5
-3.6 -2.3 -1.4 -1.8 -1.0

63.2 62.9 62.6 62.6 62.1
63.2 62.8 62.6 62.6 62.1
63.2 62.8 62.5 62.5 62.0
63.2 62.8 62.5 62.5 62.0

*tax credit: permanent increase in rate of investment credit on equipment from 10 to 12%,beginning in 1976:1
profits tax: two-stage reduction of corporate profits tax rate from 48 to 420 (22 to 19%for profits between $25,000-50,000 and 20 to 17.5% for profits below $25,000) in 1976:1and 1978:1
depreciation: indexing depreciation at historical cost to inflation rate for plant andequipment

1976 1977 1978 1979 1980
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Senator Nueoc. We will now hear from Mr. William Penick,
chairman of the Federal Division of the American Institute of Certi-
fied Public Accountantis.

OAT*XIMT OF WILIAX PEIK CAKAN, FEDERAL TAX
D'M ON, AEICROAX INSTITUTE O CRTI PUBL10 A0-

Ie, Mr. PNIC. Thank you Mr. Chairman.
I'm a tax partner in the hirm of Arthur Andersen & Co., and some.

what in line with Mr. Asbill's comments, I've spent quite a period of
time in tax practice on the accounting side.

With me nore today representing the Tax Division of the American
Institute of CPAs is Mr. Malcolm Mints on my left who is a mem-
ber of our executive committee and also a member of Mr. Alexander's
Advisory Committee on Small Business, which was referred to earlier,
and Joel Foster, who is our tax director, is sitting behind me.

In the short time we have available, I'd like to comment on three
of the major areas included in our written statement, and to some
extent these touch 'on points that other speakers have made, but I
don't think there will be too much repetition.

I'd like to talk first about capital needs and sources, particularly as
it relates to the small business sector.

You've heard from many witnesses in the course of your hearings
of the need for capital to keep U.S. business competitive and to develop
the productive facilities that we need to create job opportunities for
American labor.

These capital needs have been thoroughly described and I won't
attempt to repeat what you've already heard. Suffice it to say that
we believe our needs will exceed available capital by many billions of
dollars over the next few years.

The tax laws by themselves are not going to solve these problems.
Nevertheless we think that there are some positive steps that have
been taken and some others that should be continued to partially
eliminate the problems created by the tax system in this area.

We've concentrated our consideration of capital needs area along
three lines. First, the importance of business profits and retained
earnings in the creation of capital; second, the significance of capital
recovery methods to preserve the capital now avaiable-I might as
an aside say that these two are extremely significant to small business.

And, finadly, basic changes in our tax system that may eliminate
some of the present bias againt savings, particularly equity securities.

Let's talk first about the importance of profits in this equation.
We think that, to some extent, an increase in the corporate surtax
exemption and the reduction of tax rates at lower income levels
p mits the retention of more earnings in a business, which in tuin
ill help supply some of the capital needed.

We generally approve the action'recently taken by the Ways and
Means Commttee, although we see some merit in further increases
in the surtax exemption in recogition of this problem.

We also applaud the objectives of your bill, S. 2149, which was
cosponsored b)y other members of your committee several months
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agO. This bill would make permanent the corporate rate and surtax
canes adopted earlier this year.

Trying now to capital recovery techniques, we strongly advocate
retention of the investment credit and the accelerated depreciation
methods.

While neither of these steps solves completely the problems created
by inflation, on which I will comment later, nevei theless by permitting
quicker recovery of capital invested in plant expansion and moderni-
zation, this can preserve some of the capital required to keep business
operations going.

Senator NsLsow. What do you mean by "accelerated depreciation?"
The current law?

Mr. Punic. The current law. The ADR system, and I'll comment
in a moment about the need to consider alternatives to this.

But what I am referring to here is what is in the present law.
While we have not considered specifically further changes in the

ADR depreciation system, we do think that attention should be given
to this since even our present capital recovery measures fall short of
what other major countries are permitting.

Aside from this factor, a point that Mr. Asbill made earlier of the
need for a simpler system for smaller business, we would certainly
agree with that.

The ADR system, I think, is accomplishing a great deal in elimi-
natm some of the uncertainties in the depreciation area, but without
question its rules are complex and compliance with those rules is a
burdensome thing.

Turn to the final portion of our capital needs considerations
the multiple taxation of corporate earnings have given us a great deal
of concern for many years, and we applaud the initiative taken by
the Treasury Department in suggesting that we review the present
system where corporate earnings are taxed once at the corporate level
and again as dividend distributions to Phareholders.

We ve had a special task force working on this problem for some
time, and hope to-have a report completed within the next few months.
Copies will be given to your committee when it is completed.

At its worst, our present scheme for taxing corporate profits imposes
total taxes of nearly 85 cents on each dollar of earnings that are
distributed as dividends. This practice clearly creates a bias against
investments in equity securities.

I mentioned earlier the problems created by inflation and this has
concerned our division greatly over the last few months.

The very high rate ofinflation we experienced last year had signifi-
cant impact on business earnings--and on the level of business taxation.

While most economic indicators reflected a period of almost no real
growth last year, corporate tax collections for the year ended June 30,
1975, were up nearly $6 billion from the previous year.

Individual taxes were up more than $10 billion and a substantial
part of this undoubtedly related to the partnership and proprietorship
operations.

In our view, the increases in these taxes represent to a great extent
a levy on fictitious profits. The two principal factors that create
inflated business profits during the period of high inflation are (1)
the failure to recognize price level changes in fixed asset costs which



results in inadequate charges for the real capital consumed and(2%the inventory profit caused by inflated inventory prices.With rempect to the underdepreciation of asset costs, a lot of con-sideration has been given to some form of 'rie level adjustment toisset costs that would permit a more reaistic depreciation chargeagainst earnings. Again we've had a special group studying thisMatter for some time and while its considerations are not as far alongas we would like, w3 would hope to get their position paper within the
~ next year.

With respect to inventory proflt, resent tax laws permit the LIFO
maethod of mventory cosi which oes provide at least partial relieftgm taxing such vronits.

basically, fhe WFO method makes an arbitrary assumption as tothe flow of goods .through a business under which the most currentcogtq of goods acquired or manufactured will be charged against current
X*venues.

This tends to understate the carrying value of inventory for balancesheet purposes, but it does present better matching of current costs
gainst current revenues.
Unfortunately, present LIFO procedures for tax purposes are rathercomplex and create substantial recordkee ing and management

Problems for businesses which adopt the LIF method.Several sug8estions have been made for a simpUed LIFO system,particularly' or smaer taxpayers,, and we think this is an area that
deserves seriouq conlderatioq.

As one of th, sleakers noted earlier, we were pleased to see inSenator Bentsn's recent bill a requirement that Treasury study this
problem.

The final subject I'd like to comment on in my oral remarks is theimpact of the estate taxes on small business and farmers.
In our view, this subject has not received the attention it deserves.We realize that extensive studies have been made in the entire area ofestate and gift taxes and the Ways and Means Committee has an-nounced that reform in this area would be considered in its next phase

Of hearings.
* Aside from the overall reform of estate and gift taxes, I would liketo comment on two fairly specific areas of estate taxes that havesg flcant impact on farmers and small businesses.
The present estate exemption of $60,000 has been in the law for over30 years. If $60,000 was a fair level of exemption in 1942, the greatinflation we have experienced makes it clearly inadequate today.Several tions have been made to increase this t $180,000 to$200,000. h serious consideration should be g t me

duitantial increase in this area.
The next area of concern is the liquidity problem that faces small6tWates when an owner or major shareholder of a small business dies.We've seen many cases where the business interest'was the principalAsset of a person's estate, and because 'of the lack of liquid assets totisfy estate taxes and settlement costs, the businesses were forced tobesold, sometimes at less than true values.
Section 6166 of the Internal Revenue Code provides partial reliefiik this area by permitting the payment of estate taxm for certainclosely held business interests over a 10-year period.
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Furthermore, until recently this provision had coupled with a
favorable interest rate--4 percent--that would apply to payments
deferred under this section.

With the change in interest rates that was enacted as part of the
Tax Reduction Act of 1975, the 4 percent rate was increased to 9
percent, and this has changed dramatically the benefits available
under section 6166.

We urge that serious consideration be given to cutting back the
interest rate applicable to estate taxes deferred under this section. We
propose that itbe pegged at a level at least one-third less than what-
ever normal rates apply to tax deficiencies or deferred tax payments.

Finaly, we believe that the present provisions of section 6166
which define the types of situations that are eligible for deferred
payments are too restrictive, and we think that consideration should
be given to broaden the provisions of this section to permit greater
applicability to closely held businesses.
" I've been given a note from Mr. Spira that I will comment on in a

minute.
There is one matter on which I would like to comment which is not

part of my written remarks and is not part of the remarks prepared
or oral presentation, and it just came to my attention this morning

In the area of the imposition of recordkeeping requirements and
reporting for small businesses under the ERISA Pension Plan Act,
as an example of the complexities that can be created, a few days ago,
proposed regulations were issued by the Department of Labor that
would elimiinate a prior exclusion from having an independent audit
made of data furnished under the pension plan reporting require.
ments for plans with les than 100 employees.

I have not seen the text of the proposal, but I understand it will
eliminate that exemption and would now require that independent
audits be made of all plans, regardless of the number of employees.

I guess in the self-interest of my profession I should not protest this,
but to me it's almost the height offolly to extend it that far.

There are desirable elements in having independent verification
made of large plans that affect many peop e, but I think it is a step
backward in implementing the requirements of the ERISA Act.

Mr. Chairman, that completes the remarks I wanted to make. I
have a couple of points here from Mr. Spira. I don't know whether
you want me to cover these now or perhaps you or Mr. Roth might
have questions you might like to ask first.

Senator NUsoN, Go ahead if you wish to and the others. may
want to comment on them.

[The prepared statement of Mr. Penick in full follows:]
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The American Institute of Certified Public Accountants is

pleased to present the following comments and recommendations

regarding the taxation of small business.

The American Institute of Certified'Public Accountants is

the sole national organization of professional CPA's. It was

established in 1887 and currently has more than 110,000 members.

CAPITAL NEEDS AND S RCES

Ovor the last few months, many prominent economists and

other observers of our economic scene have expressed increasing

concern over the capital shortage facing our country. Various

estimates of the shortage have been made, and it seems likely

that it could amount to many billions of dollars each year.

At your hearings in September 1975, Dr. Norman Ture testified

on capital formation and capital recovery. This testimony ahong
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with other testimony you have received emphasizes the importance

of capital consumption allowances and retained earnings in pro-

serving and accumulating capital.

The institute's Tax Division has also been quite concerned

with these problems. We have concentrated our considerations

in three major areas; (1) the importance of business profits in

the creation of capital (2) the significance of capital re-

covery methods to preserve present capital, and (3) basic changes

in our tax system, such as the integration of corporate and share-

holder taxes, to encourage investment in equity securities. In

our view, all three of these concepts are relevant to small busi-

ness and deserve your careful attention.

To some extent, an increase in the corporate surtax exemption

and the reduction of tax rates at lower income levels permits the

retention of more earnings in a business, which in turn will help

supply some of the capital needed. We approve the action recently

taken by the House Ways and Means Committee in this regard, although

we see merit in further increasing the surtax exemption in greater

recognition of this problem. we also agree with the increase in

the basic accumulated earnings credit enacted earlier this year.

By today's standards, however, even the increased level of $150,000

seems inadequate.

In the area of capital recovery, we strongly advocate reten-

tion of the investment credit and accelerated depreciation methods.

While we have not officially taken a position with respect to
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liberalizing the ADR system (such am providing a 40% range),

steps in this direction should be encouraged. Other countries

that compete with us in worldwide markets havq, much more liberal

capital recovery methods. Serious consideration should be given

to an entirely new capital recovery system for tax purposes.

With respect to the investment tax credit, we were pleased

with the decision of the Ways and Means Committee to continue

the 10% investment tax credit through 1980. This provides greater

certainty to business in planning capital expenditures, and should

encourage plant modernization and expansion.

The AICPA Tax Division has a special task force studying

the possible integration of corporate and shareholder taxes. Our

present system of multiple taxation of corporate earnings creates

a bias against investment in equities that concerns us greatly

in this period of capital shortage. Our task force is nearing

completion of its study,. and a full report should be released

within the next few months. We will provide your committee with

copies of the report when it is finished.

Our tentative conclusions favor reduction in the overall

impact of our present dual taxation system, working toward eventual

elimination of the system. This can be accomplished by permitting

a deduction at the corporate level for dividends paid or at the

shareholder level by imputation of corporate tax paid before profits

are distributed. Both systems work towards solving the problem.

From an administrative viewpoint, it appears that the dividends paid

deduction approach may create fewer problems, although there"are

arguments on both sidos.
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THE IMPACT OF INFLATION
The high rate of inflation experienced last year had a

significant impact on business earnings and also on the level of
business taxation. In spite of a downturn in the economy, and
basically a period of no growth in Gross National Product, corporate
tax collections for the year ended June 30, 1975, were up $5 billion
from the previous year. Individual taxes also increased over $10
billion, and a substantial part of this undoubtedly related to
partnerships'and proprietorship operations. To a large extent,
increases in business taxes represented a tax on *phantom profits."

The two principal factors that inflate business profits are
(1) the failure to recognize price level changes of fixed assets,
resulting in the understatement of real capital consumed, and (2)
the artificial inventory profit element caused by inflated inven-

tory prices.

Recovery of Asset Cst. Where assets are held for long periods of
time, the accumulated effects of inflation are particularly acute
when they are sold or replaced. The United States Department of
Labor Consumer and Wholesale Price Indexes, using 1967 as the base

year, indicated the following changes.

Consumer Wholesaleyear Price Index Price Index

1957 84.3 93.3
1961 90.6 94.0
1961 100.0 100.0
1972 125.3 119.1
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In 1974 the consumer price index rose to nearly 148, a rise of

about 10 percent for the year. For the first nine months of 1975,

it has risen by another 5 percent. The consumer price index has

risen almost 70 percent in the last 15 years, and almost 35 per-

cent in the last 5 years.

The impact of inflation is particularly significant in the

area of depreciation of business assets. Based on the above price

indexes, if a businessman purchased a machine five years ago for

$100,000, he would now have to expend $135,000 to replace the same

machine. However, his depreciation allowance to offset taxable

income is based on his cost of $100,000. His actual replacement

cost is not considered, although he may have to replace the asset

in order to continue in business. Furthermore, even with present

accelerated depreciation methods, he will have substantial capital

invested for a rather long period of time, during which erosion

due to inflation will continue. This is a simple example, but,

it points out a serious problem in this area of capital recovery

and emphasizes the need for positive action.

The AICPA Tax Division currently has a task force appointed

to study the effects of inflation on depreciation accounting. One

objective of this study will be to review the adequacy of current

capital recovery techniques. The techniques currently in use

may be inadequate in view of today's inflation and, in this regard,

we are studying what other countries in similar circumstances have

done to alleviate the problems business is faced with in recovering

its capital investment.
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Inventory Profits. Partial relief from the taxation of inventory

profits is available through the LIFO method which is elective

for tax purposes. Unfortunately, present LIFO tax rules involve

a number of complexities which make it difficult for many small

businesses to comply. Substantially increased record keeping is

' required and the careful management of inventory levels can signi-

ficantly affect the benefits derived from the LIFO system.

Several suggestions have been made for a simplified LIFO

system for smaller businesses, and we urge that serious attention

be given to the development of simplified procedures that would

achieve the desired benefits without the complexities now involved.

Other-Inflation Matters. We have also considered a number of fixed

dollar amounts in the Internal Revenue Code. Many have been in the

law for a long time and, if appropriate when adopted, should be

reviewed in light of today's economic conditions. Our preliminary

study indicates there are approximately 100 such dollar limitations

in the Code. Most of these need updating to reflect inflation.

Several of them are in the current Ways and Means Committee draft

tax reform bill (II.R. 10612) - the $50,000 corporate surtax exemp-

tion and the $100,000 limit on the amount of used property qualify-

ing for the investment tax credit.

ESTATE TAX CONSIDERATIONS

The impact of estate taxes on closely held businesses is

becoming much more significant. Here again, inflation has created

problems by increasing values subject to estate taxes, thereby

subjecting estates to higher estate tax brackets. The two princi-
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pal problems that seem most relevant to small business in this

area are (1) the size of the estate tax exemption, and (2) lack

of liquidity when a closely held business passes through an estate.

The present exemption of $60,000 has been in the statute for

over 30 years. If that level was desirable based on economic

conditions existing in 1942, a substantial increase is required

if the same objective is to be met today. Several proposals have

been made that would increase the exemption to $150,000 or $200,000.

We think these should receive serious attention when consideration

for estate and gift tax reform commences.

A very real problem of liquidity exists for many small busi-

nesses when an owner dies and the business must go through an estate.

In many cases sales of businesses are forced by the burden of estate

taxes and sometimes the beneficiaries do not realize full value like

they would if the business could be continued. .

There are several provisions in the statute to mitigate this

problem to some extent, including Section 6166 for the deferral of

payment of estate tax if Certain conditions are met. Unfortunately,

when Congress changed the traditional pattern of interest rates to

be charged on tax deficiencies and late tax payments, proper recogni-

tion was not given to the effect this would have on the deferred

payment of estate taxes. Accordingly, effective July 1, 1975,

the rate on deferral of tax under Section 6166 increased from the

statutory 4% rate to 9M. If the 4% rate was appropriate when the

general rate was 6%, it seems to us equitable that whatever statu-

tory rate applies to deficiencies normally should be reduced by

at least 1/3 when applied to taxes deferred under Section 6166.
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Oir Tax Division has also had under consideration a series

of position papers on various estate and gift tax issues. These

too are nearing completion and copies will be submitted to your

committee when they are released.

PROPOSALS CURRNTLY BEFRX CONGRESS

Investment Tax Credit. The Ways and Means Committee in H.R. 10612

has adopted the following changes in the investment tax credit:

" Extension to 1900 of the temporary increase in the credit

to 10 percent made by the Tax Reduction Act of 1975.

" Extension also to 1980 of the temporary increase

in the maximum amount of used property qualifying

for the credit to $100,000.

The Institute supports the general concepts of extending the

increase in the investment tax credit. The need for capital in-

vestment by business is acute, and the investment credit has proven

to be an effective incentive.

Corporate Tax Rates. Un4er H.R. 10612, the temporary changes made

to the corporate tax rate and surtax exemption would be continued

through 1977. The first $25,000 of a corporation's taxable income

would be taxed at 20 percent and the next $25,000 at 22 percent.

The 48 percent rate would apply on income above $50,000.

The Institute agrees that a reduction of the corporate tax

rate should provide a stimulus to the economy and will be helpful

to small businesses. le feel that the stimulus provided should

be reviewed and adjusted periodically as conditions warrant.
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Extension of the increased corporate surtax exemption will

benefit both the small and the large businesses, While there is

no immediate benefit from the increased exemption for corporations

whose income is less than $25,000, it attempts to recognize the

effects of inflation upon the definition of small business. For

a corporation with taxable income of $50,000 or more, the increased

exemption means a direct tax reduction of $6,500. The AICPA supports

this provision.

ttli-W- - NESS.... TAX- P&OP2SALe...

Part I of Title II of the Ways and Means Committee's six-title

tax reform package of 1974 was specifically directed toward

lessening the tax burden of small business. It contained five

sections (Sections 211-215) which would affect the tax treatment

of small business. One of these provisions, increasing the accu-

mulated earnings credit to $150,000, was enacted in the 1975 Tax

Reduction Act. The remainder of the items will no doubt form the

basis for the Committee's decisions when they take up the subject

of small business tax problems in Phase II of their tax reform

work. The items they iF1-IvIiIIer areas

Changes in additiOnal first-year depreciation. With respect to

the additional first-year depreciation allowance, the committee

would

* Increase the dollar limit on the amount of property

which may qualify for the allowance from $10,000 to

$15,000 ($30,000 on a joint return); and

* Eliminate the requirement that the property eligible

for the allowance have a useful life of 6 years or

more.
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Ten-year carryover of not operating losses. In the case of new

businesses, the period over which not operating losses may be

carried would be increased from 5 years to 10 years during the

first 10 years of operation.

Closing of partnership taxable year. The successor in interest

of a deceased partner would be able to elect to qlose the taxable

year of the partnership with respect to the interest of the de-

ceased partner as of the date of his death, instead of waiting

until the close of the partnership taxable year or the date his

interest is sold, exchanged, or liquidated.

Changes relating to Subchapter Sjrporations. The committee
would make four changes dealing with subchapter S (the election

of certain small business corporations not to be taxed as cor-

porations).

o Increase in number of sharehoglders. The maximum

number of shareholders which a subchapter S cor-

poration may have would be increased from 10 to 15.

* Certain trust ownership. In three types of situations,

trusts would be permitted to be qualified shareholders,

in subchapter S corporations: In the case of (1) voting

trusts (2) grantor trusts (where the grantor is treated

as the owner for tax purposes)t and (3) instances where

the holding by the trust is only temporary (e.g., where

it passes through a residuary trust to individual bene-

ficiaries).

* Estate of deceased sppuse not to be treated as share-

holder. When subchaptor S stock has boon held by a husband

and wife, the estate of one of the spouses will not be

considered a shareholder for purposes of determining the

number of shareholders of the subchapter S corporation.
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* New shareholders must affirmativel elect to terminate

eleStlgn. A subchapter 8 election is to be terminated

only upon a new shareholder's affirmative refusal to

consent to a continuation of the subchapter 8 election

(instead of upon the failure of a new shareholder to

consent to the election).

The Institute endorses the approach by the ways and Means

Committee to provide small business tax relief. Several of the

proposed changes are similar to proposals suggested by the Institute

in its booklet "Recommended Tax Law Changes," which are'attached

to this statement as Appendix A.

Our booklet was recently distributed to all members of

Congress and contains over 100 recommendations for changes in

the existing tax law. Only those recommendations which seem

particularly relevant to the tax problems of small business are

included in the Appendix. We believe that adoption of these

recommendations would alleviate some of the critical problems

faced by small business, particularly with regard to "start up"

costs and the continuing difficulties encountered in the forma-

tion and preservation of adequate capital.

63.-0 0 * To a 53
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Selected Xtems horo ,uReconinded Tax Law Changes"
Submitted in Con2junction With Prepared Statement on

Tax Problems of Small Busingso
Small BUsiness Committee, United States Senat

.!qvembr . 3 1975
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22NTJNI8

Internal Revenue
C ,o section efcription !w

Sec. 43 Used Section 38 Property A-3

sec. 172 tight-Year Carryover of initial Losses A-4

Se. 212 Deduction for Preliminary Investigation

of Business or Investment Opportunities A-5

Sec. 248 Deductions for Organizational and Reorgani-

sational Expenditures A-6

Sec. 303 Distributions in Redemption of Stock to

Pay Death Taxes A-7

Sec. 331 installment Method Reporting in Section

337 Liquidationst A-$

Sec. 333 Time Securities Considered Held In Section

333 Liquidation A-9

See. 333 Liquidating Distributions Acquired Before

December 31, 1953 A-9

sec. 351 Securities Received in Exchange Transactions

Governed by Subchaptor C A-10

Sec. 357 Treatment of Accounts Payable as Liabilities

Upon Incorporation of a Cash-basis Taxpayer A-11

Sec. 534 Burden of Proof A-12

Sec. 703 Partnership Organizational and Reorganize-

tional Cxpenditures A-13

Sec. 703 Deficiency Elections for Partnerships A-13

Sec. 706 Closing of Partnership Year A-14

Sec. 754 Basis Adjustment of Partnorship Property

for Gift Tax Paid A-15
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Internal Revenue

See. 1244

Sec. 1371

8e. 1375

sec. 6015

Sec. 6166

see. 6425

Dtscription

Qualification as Section 4244 Stock

Treatment of Corporate Joint Ventures

Distributions of Previously Taxed Income

Installment Payments of Estimated Tax

by Individuals and Corporations

Extension of Time for Payment of Estate

Tax

Quick Refunds (Forty-Vive Days) as to

Certain Corporate Quarterly Overpayments

A-16

A-18

A-19

A-20

A-21
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SECTION 48

Used Section 38 Property

Investment credit should norTnally be avowed to a purchaser in a
transaction if the seller sustained an investment credit recapture as a
result of disposing of the property in that transaction. [Section 48(c)(1))

Under existing law, it is not infrequent for one party to a transaction
to suffer a recapture of investment credit without the other party to
the transaction being allowed any investment credit. The used property
limitations were designed to prevent obtaining an investment credit in
each of a succession of transactions involving related parties, but were
apparently not intended to result in a complete or partial denial of
investment credit (subject to the used property dollar limitations) solely
because of such transactions.

The recommendation contemplates allowance to a buyer of in-
vestment credit in all such transactions, in the maximum amount of
the investment credit recaptured by the seller, subject to the used
property dollar limitations as to utilization.
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SECTION 172

Eight-Year Carryover of Initial Losses

A carryback-carryover period of eight years should be allowed in thecase of corporations which have been in existence less than three tax.
able years. ISection 172(b)(1)]

It frequently happens that new corporations, particularly small busi-
nesses, undergo a substantial period of operating losses at the beginning
of their existence and may find that the inability to carry back such losses,
coupled with the five-year carryover limitation, results in a period insuffi.
client to permit taxable income to rcach a level where initial losses can
be fully absorbed.

In order to provide relief to new corporations, it is recommended that
n combined carryback and ..irryover period of eight years be provided.
Thus, it loss sustained in ihe first year should be cligiblo as a carryovcr
for eight years following the loss year; a loss sustained in the second year
should iv ,ligillc for ai one-year carryback and a svcn-year carryover,
and so forth. This would provide elutality of treatment with exiting
corporalions in Ihlt an cight.year period would he available to all.
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SECTION 212

Deduction for Preliminary Investigation of -
Business or Investment Opportunities-

Expenses paid or incurred by an Individual during a taxable -year with
respect to expenditures Incurred in search of a prospective business or
Investment &hould be deductible regardless of whether the proposed
transaction was consummated.

Prior to 1957, the IRS followed I.T. 1505 (1-2 CB 112) in permitting
a deduction for cxpcnscs incurred in detcrinining whcthcr or not an
Investment should be made. The ruling held that such an investigation
constituted a transaction entered into for profit and that upon abandon-
ment of the enterprise the expenses incurred became a loss deductible in
the year of abandonment.

I.T. 1505 was based upon Section 214(a)(5) of the Revenue Act of
1921 and related regulations, This section of the 1921 Act corresponds
to Section 165(c)(2) of the Internal Revenue Code of 1954, which allows
a deduction by individuals for "losses incurred in any transaction entered
Into for profit, though not connected with a trade or business ... "

Revenue Ruling 57-418 (1957-2 CB 143) revoked I.T. 1505 after
reviewing the history of the application of the rule and established i new
rule that "a loss sustained during a taxable year with respect to expendi-
tures incurred in search of a prospective business or investment is
deductible only where the transaction has actually been entered Into aJd
the taxpayer abandons the project."

Expenditures made in connection with a preliminary investigation of
business or Investment opportunities should be deductible even if a tax-
payer abandons the prospective project before entering into a material
amount of activity in connection with it. Such preliminary expenditures
should be equivalent to those which are admittedly deductible where the
taxpayer has engaged in material activity. See Charles T. Parker, I TC
709 (1943), distinguished by the IRS in Revenue Ruling 57.418.

There appears to be no equitable justification for limiting the deduction
of investigatory expenses to situations where the prospective business or
Investment was actually cntercd into and subsequently abandoned. If a
taxpayer makes a good faith investigation of a business prospect which
Is clearly identifiable and incurs expenditures reasonable and necessary
thereto, then ordinary standards of equity and fairness should permit
deduction of those expenses. The requirement of material activity in
the business before deduction of those expenses is permitted places an
arbitrary and unbusincsslikc burden on individuals interested in develop-
ment of new economic opportunities.
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SECTION 248

Deducions for Organizational and
Reorganizational Expenditures

Orgnnizational expeiiditures should be amortizable free of any election,
and such treatment should be expanded to cover stock Issuance and
reorganize aion expenses (including sock dividends and stock splits),
expenses 'acurred in mergers and acquisitions, costs of obtaining equity
capital, regibtratlon and stock listling costs, and similar expenses of
partnerships.

Section 248(a) provides that organizational expenses may, at the
election of the taxpayer, be amortized over a period of not less than
sixty months to be selected by the taxpayer. The regulations require
that this election be made in the return for the taxable year In which
the taxpayer begins business and that all of the expenditures subject
to the election be specifically identified.

The election requirement of Section 248(a) constitutes an unneces-
sary complication of the Code. The ded ctibility of an item should be
determined by the nature of the item rather than by strict compliance
with the requirements of an election. Organizational expenses and ex-
penses of a like or similar nature should be deductible over a period of
not lcss than sixty months, free of any election.

In addition, the deduction under Section 248 should be expanded to
cover stock issuance and reorganization expenses, including the costs of
stock registration and stock listing and the cost of printing certificates,
whether for original issue, stock dividends, or stock splits. There should
be no statutory distinction between creating the legal entity and its
reorganization or recapitalization, however accomplished, nor between
the cost of creating the entity and the costs incurred in obtaining the
equity capital with which to carry out the entity's purposes, either initially
or subsequently.

The scope of Section' 248 should be broadened to cover partnerships
as well as corporations, since such expenses are incurred by partner-
ships as-well as corporations, and there seems no sound reason for dis-
criminating against them.

Assuming the validity of Revenue Ruling 73-580 (1973-2 CB 86),
requiring capitalization of salaries of officers and employees and of othcr
expenses in mergers aind :Icquisikiions, it should be miade l ss onerous by
allowing amorlization or such items under Section 248 to the extent
that they would otherwise qualify a.s organization and reorganization
expendcs if paid to outsiders.
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SECTION 303

Distributions In Redemption of Stock to Pay
Death Taxes

The present provisions of Section 303(b)(2)(B), permitting the benefits
of Section 303(a) in situations where the decedent's estate includes stock
holdings of two or more corporations, seem unduly restrictive. The
percentage of ownership as to the stock of each corporation required in
order for the 35.50 percent tests to apply should be calculated using
constructive ownership rules. '

This section of the Code now provides for aggregating the values of
stock In two or more corporations if the estate owns more than 75 per-
cent in value of the outstanding stock of each of such corporations. In
Estate ol Otis E. Dyrd v. Commissioner, CA-5, 388 F2d 223 (1968), it
was held that this test applies only to dirccty owned stock. Thus, it is
possible for an estate to own beneficially most of the stock of scvcral
corporations and yet not qualify for aggregation of the values, simply
because some of the stock might be held by other corporations in the
same group. It seems equitable that the constructive ownership rules
of Section 318 be applied for detcrminirg qualification under Section
303(b)(2)(B). These rules now apply to redemptions under Section 302,
and there is no logical reason why they should not also be considered in
Section 303 redemptions.
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SECTION 331

Installment Method Reporting In Section 337
Liquidations

The Installment method of reporting gain should be extended to gain
attributable to the receipt of an Installment obigation originally received
by a corporation in a sale of property under Section 337.

Section 337, which was designed to insure that gain on the sale of
corporate property is taxcd no more than once, operates in conjunction
with the rules under Section 331. The provisions of Section 331 require
that property, including installment obligations originally received by
the corporation in conjunction with the sale of assets and, in iurn, re-
ceived by shareholders in exchange for stock of the liquidating corpo-
ration, be valued at fair market value in determining gain or loss recog-
nized on the liquidation.

The present law does not allow a shareholder receiving an installment
obligation upon a complete liquidation to report his gain on the
installment mclhod notwithstanding that the obligation was originally
received by the liquidating corporation pursuant to a sale of property
under Section 337. The only allowance made for the receipt of an
installment obligation is consideration given to the terms and maturity
date in valuing the obligation. This results in a situation where no
gain may be recognized on the corporate level, but a tax will be due on
the shareholders level. Substantial taxes may be payable, although
liquid assets may not be received. On the other hand, taxes can be
deferred by selling the corporate stock on the installment method.

It is recommended that Section 331 be amended to allow a share.
holder to report on the installment method that portion of gain on the
liquidation of a corporation attributable to receipt of the installment
obligation. Satisfaction of the installment reporting rules under Section
453 would have to be met at the time of liquidation. It Is anticipated
that the recapture of depreciation and investment credit would continue
to be taken into account at the corporation level. This recommendation
is consistent with the purpose of Section 337 and is more reflective of
the economics of a liquidation in which installment obligations are the
principal assets distributed to shareholders.
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SECTION 333

Time Securities Considered Held in Section 333
Liquidation

The caMryover holding period for stock or securities acquired in tax-
free exchanges should not be limited only to liquidations which occurred
In 1970, but should be made a permanent part of the Code.

Section 917 of the Tax Reform Act of 1969 provides, in general, that
for 1970 liquidations only, stock or securities acquired ., a Section 351
exchange which had been held by the transferor in any period prior to
1954 are to be considered as pre-1954 property. However, based upon
the purpose of Section 333 and the tacking of holding periods permitted
under numerous other circumstances in the Code, there do not appear
to be any policy reasons to restrict tacking to Section 351 transfers.
Limiting applicability to 1970 liquidations should also be eliminated.

SECTION 333

Liquidating Distributions Acquired Before
December 31, 1953

The cutoff date with respect to the acquisition of stock or securities
distributed by a corporation liquidating under Section 333 should be
revised. [Sections 333(c)(2), 333(f)(1))

In determining the amount of realized gain that is to be recognized
by a shareholder in a Section 333 liquidation, present law provides that
realized gain may be recognized to the extent that the shareholder re-
ceives money or stock or securities acquired by the liquidating corpora-
tion after December 31, 1953. Originally, this cutoff date was neccs-
sary in order to prevent the investment of cash in stock or securities in
anticipation of a liquidation under Section 333. The date is now unreal-
istic. The statute should be changed to fix a cutoff date five years prior
to the date on which the corporation adopts its liquidation plan.
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SECTION 351

Securities Received in Exchange Transactions
Governed by Subchapter C

The nonrecognition provisions of Section 351 extend to transfers of
properly to a corporation solely in exchange for stock or "securities"
In such corporation. The term "securities," for purposes of Subchapter
C, should be defined by statute to include a note, bond, or other evidence
of Indebtedness with a maturity of five years or more. Section 385
would be amended to conform to this definition of "securities."

One of the problem areas undcr Subchapter C is to determine the
meaning of the term "securities." The nonrccognition provisions of
Section 351 extend to transfers of property to a corporation solely in
exchange for stock or "securities" in such corporation. The phrase stock
or "seturitics" is also found in other provisions of Subchapter C, such as
Sections 312(d), 354, 355, and 361. A statutory definition of "sccuri-
ties" would provide guidance to taxpayers and eliminate unnecessary
conflict. The definition should provide that a note, bond, or other evi-
dence of indcbtcdne.s with a nmatrity of five. years or more would
qualify as a security under Subchapter C. Section 385 would also bc
amended to recognize the new definition of "securities."



1527

SECTION 357

Troatmont of Accounts Payable as Liabilities
Upon Incorporation of a Cash-Basis Taxpayer

Section 357(c) should he amended to make it clear thal accounts pay.
able of a cash-IhNsis Inpayer are not liabilities within the infted of the
section for purpo.ss of dctermining gain ,pon incorporation of a bui.
ness In a Section 351 transaction.

Section 357(c) provides, in part, thai in nn exchange to which Sec-
tion 351 applies, if the sum of the liabilities assumed excccds the
adjusted basis of a property transferred, then gain will be recognized
to the cxtcnt of the excess. In the case of a cash basis taxpayer (that
never received tax basis nor deductions for trade accounts payable), a
literal interpretation of the section leads to an inequitable result clearly
not within the intent of Congress. In many cases substantial income
may be realized. Scq, -for example, the following decisions: David
Rosen, 62 TC 11 (1974); Peter Raich, 46 TC 604 (1966); Willord E.
Thatcher, 61 TC 28 (1973).

However, in John, P. flongiovc, i, CA-2, 470 12d 921 (1973), the
Second Circuit reversed the Tax Court. It analyzed the legislative his-
tory of the provision and, consistent with its interpretation of Con-
gressional intent in enacting Section 357(c), concluded that such trade
accounts payable are not "liabilities" for this purpose, drawing a dis-
tinction between tax liabilities and accounting liabilities.

The Second Circuit's analysis and interpretation of the section in
Bongiovanni seems to arrive at an equitable result. It is therefore
recommended that in order to prevent litigation, the wording of the
statute should be amended to make it clear that the Bongiovanni holding
reflects the correct interpretation of the law.



1528

SECTION 534

Burden of Proof

Section 534 should be amended to provide that the burden of proof is
always on the Secretary or his delegate irrespective of the court In
which the case is tried or any pleading by the Secretary or his delegate.

Under present law, Section 534 shif,, the burden of proof to the Sec-
retary or his delegate in an accumulated earnings tax case in the Tax
Court if the taxpayer filcs "a statement of the grounds (together with
facts sufficient to show the basis thereof) on which the taxpayer relics
to establish that all or any of the earnings" have not been unreasonably
accumulated.

In cases having arisen to date involving the Sec. 534(c) statement,
the Secretary or his delegate, in answering the taxpayer's petition to the
Tax Court, has generally denied the sufficiency of the grounds and
adequacy of the facts set forth in the Section 534(c) statement and has
generally pleaded an affirmative answer. Only in rare instances has the
Tax Court found a taxpayer's statement sufficient to shift the burden of
proof. Experience has shown that more often than not the taxpayer's
statement of facts in support of the stated "grounds" for the accumula-
tion was found wanting.

It has been a traditional concept of tax procedure that the taxpayer
should be allowed to select the forum that is most convenient to him.
Accordingly, if the burden of proof can be shifted to the Secretary or
his delegate in deficiency proceedings, it should also be possible to
shift it to the government in refund proceedings.

The tax imposed by Section 531 on corporations improperly accumu-
lating surplus is a penalty tax rather than a tax on income. In any pro-
ceeding, the burden should be on the Secretary or his delegate to show
that a penalty is warranted, rather than on the taxpayer to show that
a penalty should not be assessed. Accordingly, it is recommended
that the filing by a taxpayer of a Section 534(c) statement in an ac-
cumulated earnings tax proceeding should shift the burden of proof to
the Secretary or his delegate in all cases irrespective of (I) the court in
which the case is tried and (2) any pleading the Secretary or his delegate
may file with respect to the suficicncy of the statement. The require-
ment of a statement of facts in a Section 534(c) statement should be
eliminated.
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SECTION 703

Partnership Organizational and Reorganizational,
Expenditures

Section 703 should be amended to permit partnerships to deduct organi-
salonal and reorganizational expenditures.

Present law in Section 248 provides for deduction of corporate organi-
zational expenditures. Section 703 should be amcndcd to provide parallel
treatment for partnrships. This would include a deduction for expendi-
tures incident to the creation of the partnership and preparation of the,
partnership agreement.

The recommendation for Section 248 suggests expanding the deduc-
tion under Section 248 to cover reorganizational expenditures. Partner-
ships should receive parallel treatment.

SECTION 703

Deficiency Elections for Partnerships

Section 703(h) should provide that elections permissible at the part.
nership level will be considered timely If made in connection with a
determination (hat a partnership in fact exists, notwithstanding the failure
to have made such elections on a timely filed partnership return.

Code Section 761 provides only a brief definition of a partnership. It
is possible that an examination by the IRS may result in the determina-
tion that an operational format utilized by taxpayers was in fact a part-
nership under Section 761. Where taxpayers have acted in good faith in
reporting taxable income or loss predicated on the belief that a part-
nership did not exist, they should not be penalized for failure to make
otherwise allowable elections on a partnership return. Accordingly,
the concept of an elective deficiency remedy, similar in intent to that of

.Section 547 regarding deficiency dividends, should be made applicable
under Section 703(b). It should cover situations in which an IRS deter-
mination that a partnership exists would have the effect of nullifying
good faith elections made at the taxpayer level, or would prevent elec-
tions at the partnership level which would otherwise have been valid if
a timely partnership return had been filed.

0.
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SECTION 706

Closing of Partnership Year

The taxable year of a partnership should close with respect to a part.
ner who dies unlcs his personal representative elects otherwise. (Section
706(c)(1))

Present law provides that the taxable year of a partnership does not
close with respect to a partner who dies, unless as a result of such
death, the partnership is terminated or a sale or exchange of 'the
decedent's interest in the partnership occurs on the date of death.
This provision prevents bunching of income in the final return of a
decedent partner where otherwise two partnership years could close In
such year. However, the inability to include such income in the
decedent's final return many times results in the loss of deductions and
exemptions which could otherwise be offset against the decedent's share
of partnership income to the date of death.

It Is recommended that the present rule be amended to provide that
a partnership year with respect to a deceased partner shall close as of
the date of such deceased partner's death, unless the deceased partner's
personal representative or other person responsible for filing the dece.
dent's final tax return elects to continue such partnership year for the
decedent partner's interest.



1531

SECTION 754

Basis Adjustment of Partnership Property for
Gift Tax Paid

The Section 754 election should be applicable to transfers by gift where
the donor's basis is increased by (he gift tax Paid on transfer of the
partnership interest.

The optional adjustment to basis of partnership property pursuant
to election under Section 754 is designed to reflect basis In partnership
assets on transfer of a partnership interest when the transeferor's basis
does not carry over to the transferee, such as in the case of a distribution
of property under Section 734(b) or the transfer 'of a partnership
interest by sale or exchange or on death under Section 743(b). Although
transfer of a partnership interest by gift involves carryover of the donor's
basis, the adjustment to basis in the hands of the transferee as a result
of the gift tax paid, can be substantial. Accordingly, it is recommended
that transfer by gifts be covered by the Section 754 election, subject
to an exclusion for de minimus gift taxes, in order to enable such addi-
tional basis to be reflected in partnership assets on behalf of the trans-
feree.

1111sOl 0 * e * 1
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SECTION 1244

Qualification as Section 1244 Stock

The requirement that Section 1244 only applies if a plan exists should
be eliminated. [Sections 1244(a), 1244(c))

Section 1244 was added to the Internal Revenue Code of 1954 by
the Small Business Tax Revision Act of 1958. The purpose of the Act
as set forth in H. R. Rep. No. 1298, 85th Cong., 1st Sess., reprinted
In 1959-2 CB 709, 711, was to aid and encourage small business. Ad-
mittedly, it was not an attempt to settle all of the tax problems of small
businesses. Specifically, the House Committee on Ways and Means
summarized the primary goal of the bill as follows:

The bill Is designed to increase the volume of outside funds
which will be made available for the financing of small business.
Encouragement of external financing is provided by the ordinary
loss treatment accorded investments in small business which do
not prove to be successful. In this manner the risk element in small-
business investment will be decreased for all such investments,
including the enterprises which ultimately succeed as well as those
which fail.
During the period since the adoption of Section 1244, a number of

cases have been litigated, most of which have denied ordinary loss treat-
ment to shareholders of small business corporations. In these cases,
the stock qualified as Section 1244 stock within the meaning of Section
1244(c), except that the corporate records did not document the ex-
istence of a plan at the time of issue.

The limitations of the benefits of Section 1244 to taxpayers who
insert certain phraseology in corporate records places undue emphasis
on form and is inconsistent with the objectives of the 1958 Act. Rather
than encourage additional investment in small business, these continuing
limitations serve to stifle investment and increase the risk factor.

Accordingly, Sections 1244(n) and (c) should be amended to broaden
the scope of a qualified investment entitled to ordinary loss treatment
and to eliminate the requirement that a plan be adopted. Loss on in-
vestments in small businesses in the form of stock or capital contribu-
tions held by a shareholder otherwise qualifying under the limitations
of Section 1244(a) and meeting the definitional requirements of Section
1244(c)(1) (as amended) and Section 1244(c)(2) should be treated as
Section 1244 property eligible for ordinary loss treatment.
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SECTION 1371

Treatment of Corporate Joint Ventures

Joint ventures of corporate -shareholders should be allowed under the
Internal Revenue Code to "flow through" current profits or losses to
the covenlurers regardless of the legal organizational form used for
the ventures.

It is fairly common practice for two or more nonrclated corpora-
tions to participate in a particular business venture of mutual interest
to all participants. Under existing provisions of the Internal Revenue
Code, it is possible to "flow through" current profits or losses to all
participants only if a partnership or joint venture type of organization
is used. This may be satisfactory in some cases, but the continued
prevalent use of corporate form indicates that, in spite of the tax
treatment, there are overriding reasons for use of corporations, par-
ticularly in foreign operations where doing business in an unincor-
porated form may not be feasible. Another widespread reason is the
limited liability afforded through a corporate form of organization.

The Internal Revenue Code should be changed to permit the current
profits or losses of the joint venture to be included in the gross income
of the participants where the venture is conducted in corporate form.
The availability of the "flow through" should be limited to corporate
shareholders whose stock ownership in the "joint venture corporation"
is at least 20 percent but less than 80 percent.

The change probably could best be accomplished by adding a new
section to the Code (possibly Section 1380) rather than through the
amendment of Section 1371.
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SECTION 1375

Distributions of Previously Taxed Income

Section 1375 should be amended to prescribe that the distribution of
property other than money should be recognized as the distribution of
previously taxed Income.

The Subchaplcr S election has proved to be substantially less useful
than was original ly intended because of complex and restrictive rules
in the statute and in regulations issued by the Treasury Department. In
particular, only a limited opportunity is granted for distribution of
previously taxed income in later years. In this respect, the rules vary
substantially from partnership treatment where withdrawal of earnings
is not a taxable event.

This problem should be remedied by amending Section 1375 to pro-
vide that the distribution of property other than money should be per.
titled as a distribution of previously taxed income.
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SECTION 6015

Installment Payments of Estimated Tax by
Individuals and Corporations

Sections 6015(n) and 615460 should lie amended to ralsic the minimum
amount required for individuals and corporations to pay eslimated
Income tax.

Section 6015 provides, in effect, that individuals arc required to file
a declaration of estimated tax and pay such tax if they reasonably ex.
pect the estimated tax to exceed $100.

Section 6154(a) provides that corporations that reasonably expect
their cstimatcd tax for the year to be $40 or more shall make payments
of estimated tax.

The complexities of computation and the burden of payment re-
quirements upon small businesses and individual taxpayers with limited
resources, coupled with the expense of professional advice in order to
understand and comply with these statutory requirements, necessitate
the amendment of these sections of the Internal Revenue Code.

It is therefore recnmmcndd that estimated income tax payments for
individuals be required only when it is reasonably expected that esti-
mated tax will exceed $500 and that corporations be required to pay
estimated income tax only when income tax payments are reasonably
expected to exceed $1,000. These changes will not materially affect the
revenue collections but will help reduce the paperwork, filing require-
ments, and technical complexity existing throughout our tax system.
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SECTION 6166

Extension of Time for Payment of Estate Tax

An extend on of time for the payment of elutte tax where the estate
consists largely of an interest in a closely held business shouldd be
permitted in more situations.

Section 6166(a) currently provides that deferment may be elected if
the value of a closely held business that is included in determining the
gross estate of a decedent exceeds either 35 percent of the value of the
gross estate or 50 percent of the taxable estate.

However, the term "interest in a closely held business" as defined
in Section 6166(c) limits the application to partners with 20 percent
or more of the partnership capital, unless the partnership has no more
than ten partners, and to stockholders with 20 'percent or more of
the value of the voting stock, unless such corporation has no more
thin ten shareholders. These limitations should be eliminated.

The 35 percent and 50 percent standards conform to the similar
standards of Section 303 permitting redemption of stock to pay
death taxes.

The present limitation to situations where there are ten or less
partners or stockholders, or where there is a 20 percent voting stock
equity or 20 percent partnership capital, is an unreasonable limitation.
A deceased 5 percent partner in a ten-man partnership could qualify,
but a deceased 15 percent partner in a fifty-man partnership would
not qualify, even though the amount involved, the percentage of the
estate, and the need for deferment of estate tax could be greater in
the latter instance.

A similar inequity can occur in closely held corporations. It is not
unusual for such a nonqualifying equity to constitute the bulk of a
decedent's estate. Such interests are frequently not marketable, and
the ten-year deferment of estate tax could permit an orderly realization
of the moneys to pay the tax liabilities. Of course, the application of
Section 6166 should be limited to instances where the decedent's stock
is not readily marketable.
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SECTION 6425

Quick Rofunds (Forty-Five Days) as to Certain
Corporao Quarterly Overpayments

Section 6425 should be amended to allow a corporate taxpayer to file,
prior to the end of the taxable year, for a "quick refund" (forty.five
days) as to certain overpayments of cstilmated installments.

Section 6425 provides that a corporation may, after the close of the
taxable year and on or before the fiftcenth day of the third month
thercaftcr, and before the day on which it files a return for such taxable
year, file an application for an adjustment of an overpayment of esti-
mated income tax for such taxable year. Within a period of forty-five days
from thc date on which an application for an adjustment is filed, the
IRS may credit the amount of the adjustment against any liability in
respect of any tax on the part of the corporation and shall refund the
remainder to the corporation provided the amount of the adjustment
equals or exceeds (a) 10 percent of the amount estimated by the cor-
poration on its application as its income tax liability for the taxable
year and (b) $500.

Section 6425 was added in 1968 in order to try to avoid corporate
overpayments as a result of the phase-out of the $100,000 exemption
and the increase of the 70 percent test to 80 percent.

However, there is no prcscnt provision which would allow a corporate
taxpayer to request a "quick refund" as to the overpayment of a specific
estimated installment; the corporation must wait until the close of its
taxable year. This does not permit the prompt refund of overpayments
needed by a corporation faccd by a sharp reduction of income from
sudden business reversals.

Therefore, Section 6425 should be amended to allow a corporate tax-
payer to file, prior to the end of the taxable year, for a "quick refund"
(forty-five days) as to certain overpayments of estimated installnients.
The same 10 percent and $500 limitations applicable to past year-end
applications (Porti 4466) should apply to these refunds.
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Mr. PENICK. I'll simply read the questions.
"Can you compare the 10-year carry-forward suggested by Treasury

with the 8-year provision in our statement?"
Our written statement does suggest that under certain conditions

an 8-year provision will be appropriate. Frankly, I have not studied
the Treasury bill to that extent and I don't think I really could com-
ment on it at this point.

Senator NELSON. Anybody else familiar with the issue raised by
Mr. Spira?

Mr. PENICK. We will be glad to consider that and give you our
written views on it.

Senator NELSON. All right.
Mr. PENICK. The next question which I guess cuts across a lot of

comments. many of us have made, "Can you also comment on the
simplfication of paperwork possibilities?"

I would applaud the suggestions that were made by Mr. Asbill,
particularly of some approach on al organized basis to review the tax
laws to simplify it in terms of the tax reporting requirements, the de.
sign of the tax form and things of this type.

I'm really not optimistic. We've had a task force active in our tax
division for a number of years. Mr. Mintz has been heavily involved
in this, and each year we review the tax forms before they are released
with the idea of making them as understandable as possible.

Perhaps I should let him comment on this, but I'd say that our
general view is that the Internal Revenue Service does a pretty good
job of trying to accommodate all of the complexities they have to
accommodate somehow on the form.

But the real solution, I think, is a basic, new approach to simplifica-
tion. One point which we suggested in our testimony before the Ways
and Means Committee several weeks ago in the area of simplification
was that, as a new concept is being considered by the taxwriting
committees, it be measured against some sort of a standard of the
complexity it will create.

If you have a certain objective that you're trying to accomplish,
perhaps you could accomplish 90 percent of the objective with, let's
say, 10 percent of the complexities.

But I think it's something all of us have to constantly keel) in mind
and I approve the idea of having a group of people, whether part of
the joint committee or howeverit is structured, a group that would
concentrate on this orea.

And as Mr. Asbill suggested, it should be taken aside from the
day.to-day frustrations and l)ressures. I think it is going to take an
organized effort on the part of you gentlemen and certainly those of
us who are in tax practice to try to achieve this.

Senator NELSON. Do you have any questions?
Senator ROTH. No.
Senator NELSON. You commented, I think, and made reference to

the question of recovery of asset costs, and you mentioned the problem
of inflation.

I suppose that you are referring to the fact that a piece of equipment
you buy today at $5,000, 10 years later would have appreciated and
would then be worth $25,000.

Mr. PENICK. In most sectors I don't think the rate of inflation has
been quite that drastic, but it can certainly be pretty bad.

)'p
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And that is one of the very real problems.
Senator NELSON. Then let's make it $10,000.
Mr. PZNicz. That's not unrealistic.
Senator NELSON. Do you agree with that? Was that the problem

you were referring to?
Mr. P ENICK. Yes, sir.
Senator NiLaON. Are you familiar with what the Canadians have

done with the depreciation question for 2 years?
Mr. PENICz. The indexing technique? Yes, sir. I am somewhat

familiar with it.
rinator NELSON. If my recollection of it is correct, they allotv a

writeoff of 50 percent in one year, and 50 percent the second year, or
at the option of the company if it wishes to stretch it out.

* A Tteasury representative was asked about it in the hearing in
February before the Small Business Committee. Well, I think they
think it will cost the Treasury money, which in short term it would.
But, I can't see how it would in long term.

But in any event, how would you view that? The Canadians have
had this System about 3 years, I guess. And they tell us that they are

h y wit it
'*• Tey put it in 3 years ago for a 2 year trial, now the Government has

miade it permanent. Anybody have any comments on that?
Mr. PENICKt. I would give my view, but I've been doing too much

talking. PI1 give these gentlemen a chance to say something.
The advantage of that type of i capital recovery system and I think

in the United Kingdom you get a coniplete charge-off in the first year,
but the advantage of this is to return through a reduction of taxes a
significant amount of capital that can then be put to work in the
business.

To some extent, that's what our ADR system and the declining
balance do provide, a quicker recovery of capital. And obviously, the
quicker the recovery, the quicker you have that money back to put
back into the business.

This does not completely solve the problem that you illustrated, the
$5,000 machine that you buy today that may cost you $10,000 tore lace.

"ut -nevertheless you have recovered your original investment
quicker and have had a chance to earn on that investment by the
time you do have to replace it, the item of equipment.

Senator NELSON. That means you can recover it very close to the
equivalent value dollars.

Mr. PzNICx. Correct.
Senator NELSON. Anybody else?
Dr. SIAI. The idea is quite correct. It's absolutely essential to

begin to get the depreciation accounting on a basis that reflects
inflation because we are not going to get id of the kind of inflation
that we've had, so the laws of depreciation will have to be changed.
But writing the assec off in 2 years seems a little too rapid to me
bedause it would induce a misallocation of resources.

Two years for writing off the asset is far from the lifetime of any
asset, and I would think that some indexing scheme. that raised
depreciation allowances more in line with current rates of inflation
or capital list prices would not only be helpful, it would also not cause
the Tteasury to lose so much revenue so *quickly.
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So it seems to me that the Canadian plan is a little too accelerated.
The idea is right, and I would-urge the committee to consider very
hig I on its agenda the catching up of depreciation accounting with
infation.

Senator ROTH. Would you carry that a step further and say that-
would you support indexing in general, then we won't have this
problem with depreciation with just the average taxpayer.

Dr. SiNAi. We've done a little bit for the average taxpayer. We
haven't done anything for business yet.
-Senator ROTH. I guess the question you are really asking, you are

familiar with thi3 concept of indexing?
Dr. SINAI. Yes.
Senator RoTH. What is your view on it?
Dr. SINAI. I would favor policies that would reduce the rate of

inflation to 2 or 3 percent a year. We haven't been able to manage
that, and if we can't then I'm going to have to fall back and say that
we ought to do a lot more indexing in this country than we are doing.

In fact, that's what we are talking about when we talk about
changing the depreciation allowances from original cost to replace-
ment cost. That's what we talk about when you say that an exemption
for real estate taxes is too low. That's what we talk about when we
raise the standard tax exemptions for individual taxpayers.

This trend toward indexing shows we are slowly throwing in the
towel on inflation. I hate to see that.

Senator ROTH. You feel that indexing means that you are sort of
throwing in the towel?

Dr. SINAI. Yes, you are. I could talk for a long time about what we
ought to do about inflation, but I will not. We have had 6 or 7 years
of it pretty intolerable rates of inflation.

The cost to business in terms of their capital formation and the
inability to finance is even greater for small businesses. It is so great
that at some point you have to bite the bullet and say, "If we can't
get the inflation down to rates that we want, then we have to do
something to index t xes or business will forever be in financial
difficulty."

Senator NELSON. What about reverse indexing?
Dr. SINAI. I favor that. If the prices of capital goods drop, then

depreciation accounting should also fall.
Senator NELSON. I've had letters from constituents over some

period of time suggesting that salaries of Congressmen should be cut
in direct proportion to the increased inflation..

I thought that if that is a good idea for us, why not do it with
profits interests, prices, and to solve it overnight, all wages,
everything?

Dr. SINAI. None of our salaries have been rising fast enough to
keep up with inflation. If we ever get downturns in prices to the
extent we are arguing to maintain purchasing power if prices go up,
we ought to be willng to take a reduction when prices go down.
It is pretty safe to assume, though, that prices will not go down for
quite a while anyway, so it won't be a practical problem.

Senator NELsoN. 6K.
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* Mr. AeBILL. Mr. Chairman,. may I make one brief comment on the
capital recovery thing. This is an area in which I'm really not an
expert, but I think it is important for us to keep in mind the overall
picture and to keep in mind something Senator Haskell said a while
ago about the desirability of making the tax laws conform to the
generally accepted accounting principles, if you will, and to business
stand:%d.

And I simply note that if you permit writeoffs at will, if you let~ taxpayers deduct capital expenditures immediately, you are moving
a lQng way from matehi income and expense in any real scientific
sense. You are doing it in order to achieve a stimulus which you
thi k isnece ary or esirable.

But that is the kind of thing which, if carried too far, I think leads
.follow who doesn't have a capital-intensive business to sayI "Well1

yQu did that for that guy; I want you to do something similar for me."
I think I would agree with the remarks here that if you move to 1

year or 2 years, that would be a serious and drastic move.
Senator NzLasoN. Well, maybe we'll find out before very long what,

i fact, the impact is in the real-life situation, because that's what
Canada has been doing for 3 years.

We want to explore the question further, and some staff members
have been talking with appropriate Canadian officials about it.

Thank you very much, gentlemen. We appreciate your time in
coming over and giving us the benefit of your views on these important
$ubets. We appreciate it.

[Whereupon, at 11:55 a.m., the hearing was adjourned.]





APPENDIXES

APPENDIX I

AUTOMOTIVE SERVICE INDUSTRY ASSOCIATION,
Chicago, Ill., September 06, 1976.Hon. GAYLORD NELSON,

Chairman Senate Select Committee on Small Business, Russell Senate Office Build-
ing, oWahington, D.C.

DrAR MR. CHAIRMAN: The following remarks were made in my capacity as
President of the Automotive Service Industry Association. You should also know
that I am Vice-President of Fochtman Motor Company, Inc., wholesaler-distrib-
utors of automotive parts and equipment with our main store and ten branches
operating in northern Michigan.

The Automotive Service Industry Association is the automotive world's largest
and most comprehensive organization, with its membership encompassing more
than 7,000 independent automotive wholesalers, warehouse distrlbutors, heavy-
duty parts and equipment distributors, automotive electric service distributors,
manufacturers and remanufacturers of replacement parts tools, equipment,
chemicals, paint, refinishing materials, supplies, and accessories.

ASIA enjoys affiliation with the Automotive Booster Clubs International, and
maintains close and constant liaison with the Automotive Service Council- Na-
tional Congress of Petroleum Retailers; Equipment and Tool Institute; Auto-
motive Wholesaler Association Executives; Production Engine Remanufacturers
Association; and the Automotive Industries Association of Canada, giving ASIA
representation at every point of the automotive service market from the manu-
facturer to the ultimate consumer.

First of all we wish to express our support for the statement before your Com-
mittee on capitall Formation and Capital Recovery" on behalf of the National
Association of Wholesaler-Distributors, by Norman B. Ture. We believe that
Dr. Ture's extensive research and analysis presents a sound case for the perma-
nent increase of the corporate surtax exemption to $100,000. As I am sure you
have noted, Dr. Ture's studies show that by 1977 such an Increase will provide
approximately 720,000 additional jobs in the private sector and increase real
wages by about $10 billion over the amount that would otherwise be reached In
that ear.

ASiA was a strong supporter of the Congressirnal increase of the corporate
surtax exemption earlier thi year from $25,000 to $50,000 for the one year period.
We believe this was a step in the right direction, but would urge you to increase
the exemption to $100,000 and make it permanent to keep pace with the deVAl-
uation of the dollar since the exemption was first enacted In 1950 at its $25,000
level. This type of relief is vital for our industry because of the need for growth
CApital.OKr members are all small businessmen which, unlike large corporations, do

not have a wide variety of sources from which to obtain capital. Our members
are limited to only a few sources which include the owner's equity retained earn-
ings and bank loans. An increase in the corporate surtax exemption to $100,000
would aid our after-tax profit picture and help our members to convince financial
institutions to lend them funds for capital improvements based on the profit-
generating potential of the company. As many other small wholesale businesses,
ill of our members' assets consist of current assets, largely inventory and accounts
receivable. According to data compiled for the entire wholesale-distribution indus-
try, current assets account for approximately 75% of the total assets of the average
member.

(1543)
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We would urge your Committee recommend to the full Senate Finance Com-
mittee that there be an increase in the corporate surtax exemption to $100,000 as
the most equitable way to spur the economy. Dr. Ture's studies show that by far
the largest proportion, almost 60%, of the tax savings realized through such an
increase in the surtax exemption would be by corporations with net incomes of
8100,000 or less.

We would also like to briefly comment on a proposal to increase the estate
taxation exemption. As you know, the exemption was set at the first $60,000 of
net personal worth of a deceased In 1942. That in no way relates to today's dollar.
The effects of inflation have altered that amount considerably. Statistics have
been presented to your Committee showing that were the estate tax exemption
adjusted for change in the purchasing power of the dollar the exemption in 1974
would have equaled $192,000. Taxes on that $192,000 estate would now be $30,300
versus no federal estate tax due on the same amount of purchasing power in 1942.
Because of this erosion of the dollar due to inflation, we would urge your Com-
mittee recommend that Conress increase the estate tax exemption to $200,000.
This is an essential increase i we are to perpetuate small business firms such as
our members.

The results of the erosion of the dollar since 1942 have been an actual increase
in the effective rate of estate taxation although we do not believe Congress In-
tended that to occur when the initial tax was implemented. As a simple matter of
equity we would again urge your Committee recommend estate tax exemption be
increased to a level comparable In today's dollars to the initial estate tax exemp.
tion set by Congress in 1942.

The most frightening proposal which we have heard expounded upon before
your Committee is that of the possible Imposition of a capital gains tax on assets
transferred at death. This taxing of a firm's capital gains as though it were sold
at the time of the owner's death would unquestionably make It Impossible for our
members' heirs to continue to operate the firms.

We would urge you to carefully consider the differences between capital gains
taxation on a "portfolio" of regularly traded and instantly marketable stock in a
public corporation with a so-called "portfolio" which consists only of stock in
one small, closely-held family business. If our members are faced with paying a
capital gains tax on top of estate taxes on a firm valued as though It were sold at
the time of the owner's death, the resultant tax liability would force the heirs to
sell the firm.

For most of our members, the appreciation in the value of capital assets is not
only unrealized, but unrealizable. As you know, the valuation of the assets of a
closely-held firm is inherently arbitrary and imprecise.

We believe that should proposals to revise the present tax treatment of capital
gains be enacted to implementa tax on assets transferred at death it would sound
the death-knell of the small automotive aftermarket firm. These small, closely-
held family businesses could not survive such a tax liability.

In summary, Mr. Chairman, the Automotive Service Industry Association
would like to urgently request your Committee recommend to the full &mnate
Finance Committee that the corporate surtax exemption be made permanent and
raised to $100 000; the estate tax exemption be brought in line with today's
value of the dollar versus the 1942 dollar which would increase it to $200,000; and
finally, reject out of hand any proposals to impose a capital gains tax on assets
transferred at death.

We respectfully request that this letter be made part of your current hearings on
tax reform.Sincerely, n yVINCENT A. FOCRTMAN,

President, ASIA.



1545

APPENDIX II

Testimony of Jack Pester, Senior Vice President
of the National Oil Jobbers Council

Offered Before the
Senate Select Commit'ee on Small Business

Subcommittee on Financial Markets of the Senate Finance Committee
September 25, 1975

Mr. Chairman, my name is Jack Pester, I am President of Pester Derby Oil
Company of Des Molnes, Iowa. I am testifying today as Senior Vice President of
the National Oil Jobbers Council whose 42 state and regional members represent
almost 15,000 Independent petroleum marketers. These marketers distribute
approximately 25% of the gasoline and 75% of the home heating oil consumed in
the Unitcd States.

Our members share the concerns and problems of other small businessmen
and therefore we are heartened by the efforts aimed at bolstering the viability of
America's small businessmen being made by this committee. I would like to do
two things in my testimony today. First, I wish to join with the other small
business representatives you have heard to express NOJC's support of S. 2149,
and second, I would like to draw your attention to, and hopefully enlist your
support on, a special problem which many of our members are having with tire
Internal Revenue Service.

S. 2149's proposed extension of both time 20% tax rate on small businoeos
(under $25,000) tind the $50,000 corporate surtax provision are necoary
(nensures which serve to assure the small business community that it will not
face a return to the previous higher federal tax burdens at a time when inflation,
business necessities and regulatory changes require Increased capital
investments.

Our industry, like most others, has been faced with a tremendous new cost
rise. Much of this rise is being caused by inflation, but a substantial portion is
the result of new federal and state regulations of the environment, occupational
health, and public safety to name only a few. in addition, compliance with the
recently ended federal regulation of the petroleum industry has cost our
members much time and money. We believe all of these things make the
extension of the small business rate reductions and the investment tax credits
imperative. Our only comment is that increased assistance to allow small
businesses to face all of these challenges should be considered.

The oil marketer's rising expenses are best Illustrated by example. Let me
use environmental costs for this purpose. In 1970 the Congress rightfully singled
out the automobile as a major source of many air pollutants. EPA then proposed
the catalytic muffler as a means to alleviate this problem. The costs for this
device were to be shared by all purchasers of new ears and the capital costs were
to be placed on the automakers. Small business, it seemed, would not be overly
affected. Unfortunately, the catalytic muffler requires unleaded gasoline, and
EPA mandated most service station operators to carry unleaded. Thus these
small business marketers had to make a huge Investment In pumps, storage,
trucks and other equipment to handle unleaded gasoline.
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The average Investment was 6,600 dollars per station or $702 million
nationally. This expense amounted to 6% of the total cost ($101,200) for the
construction of an average service station. This expenditure was made solely for
environmental purposes. No economic benefits have accrued to the dealer or
supplier-lessor from the sale of unleaded gasoline, and none are anticipated.

Currently, the control of hydrocarbon vapors at service stations Is under
-.0e EPA study. These vapors are present in the automobile gasoline tank when a

motorist drives into a service station for gasoline. They are forced into the
atmosphere by the pressure of the gasoline being dropped into the tank at the
station. To effectively capture these vqpors, a tight seal is needed between the
auto fill neck and the pump nozzle. The best way to accomplish this would be
federally mandated standardized ill pipes and pipe access on automobiles which
would enable a simple balance system to recover the vapors. EPA hits refused to
require this standardizition of fill pipes and access ways and is currently
pluniimg to require service stations to iviitall not n simple vapor balance system
at at ct,;t of upiroximattely $U,000, bul the more complex vacuum assisted system-
whiel will cost the small businessmen who own these stations approximately
$12,000.

Tlhe e'qenditures requi;ud for handling nonlended gasoline and vapor
recovery show the increoed start-up cost for any small businessman wishing to
enter or slay in the gasoline busin-s. The expenditures In these two exitmnplel
alone can amount to is mutch us 20 percent of the total cost for s.ttlng ul) a
service station. The increased paper work required by EPA is ilso a great
iniiudinment to the small busilesmum who mintit employ sol)h ti, ted ad
expieive asistance in order to comply. TILse costs are especially dif fielift for
the siaill nonproducer who h;.s no profits on vrudo oil to off-set them.
Complitine with IPA and othee regulations thu threatens the vObility of small
bus iu .inen wlo have groat difficulty In finaucii the mlterilal and personnel
costs Involved. I have used EIP\A regulations for my example, but I could have
used OSIIA, FlA or the v rc as well.

Earlier I stated that many petroleum mnrketors had it specific problem with
the Internm I Revenue S,:rvlcc which requires your imnmcdite oasistanee. This
Issue is whether contract opurattors of service station31 who operate on a
cominis.lan baiis are idependmit contrautors or employees of their re.scctivc
distributor. It has become a major area of dispute between snmIll business
Independent distributors amnd Internal Revenue Service. ilhe dispute revolves
around recent IlS actions In this area whirlh depart froim long standing practice.

The primary Issue involves a determination of the factors or circumstances
which indicate that operators of gusoilne retail sales outlets are independent
contractors (rs oppor".d to employees) 'for purposes of the Pederal Insurance
Contribution Act (FICA), the Federal Unemployment Tax Act (PUTA), and the
collection of income tax at source on wmtes (WT). It huAs been common practice
In the industry for gnsaline jobber-wholesalers to either own or leano the
premises on which the gasoline service station is located. This jobber-wholesaler
will enter into a written lease agreement with the Individual who is to operate
the particular station. Because the operator-lensee generally does not have
adequate capital, the jobber-wholesaler will often enter Into a consignment
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agreement wherein the gasoline is delivered to the particular operator-leasee for
resale and the operator-lease. agrees to pay for the products at a stated price
when the products are ultimately sold. The only general rules issued by the
Internal Revenue Service dealing with the question of whether the operator-
lessee Is an independent contractor or an employee of the Jobbor-wholesaler are
set forth in Internal Rdvenue 69-305, 1909-1 which was originally published in

0, 1939 and has been republished in 1969, and Revenue ruling 70-443 which was
%* originally pubUshed in 1938 and was republished in 1970.

The problem with the small Iusinessman in attempting to fulfill the Intent
of both parties (i.e., namely that the operator-leasee is Intended to-be an
independent contractor) is that neither ruling deals with a true consignment fact
situation nor does either ruling provide any precise guidelines under present
marketing practices employed by the industries throughout the country. Both
rulings really discuss two extreme situations and do not attempt to advise the
small businessman concerning handling of matters that lie somewhere in
between. This problem has been discussed at length over a period of several
years with the Joint Tax Committee staff, IKlS. and officials In the Treasury
Department. While initially staff of the Joint Tax Committee thought the
problem could be handled, through administrative procedures and partially
through Jelnlntive action, it appears that the staff hos now concluded that
legislation is the only mcnns to satisfactorily resolve the problem. Discussions
with IRS have resulted in no relief being granted.

In view of the fact that the problem Is attaining such complexity and is
creating a financial burden for so many oil Jobbers throughout the country and
that the IlRS has refused to grant administrative relief of any nature, our
members have come to the conclusion that remedial legislation is the only meaos
of relief. We ask this committee to assist us with this situation and work with
the appropriate House committee in drafting and passig such legislation.

What is needed are specific Instructions to the Internal Revenue Service to
treat gasoline marketers who market on a commissioned basis as independent
businessmen. Alternatively, any treatment of such marketers as employees
should be require to be made on a prospective not retroactive basis. This should
occur only after formal notice of such action has been published (with
appropriate guidelines) in the Federal Register.

Thank you very much for your time today, we appreciate the Interest which
this committee has shown in the past, and I am sure will show in the future, t'9
the problems of small businessmen.

62-300 0 * 76 - 64
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APPENDIX III

1312) 4859506

e LAND IMPROVEMENT CONTRACTORS OF AMERICA

NO LICA 9515 Ogden Avenue Brookflield, Illinois 80613

• hPAUL A. SUCIA * o ieh. *"my

October 1, 1975

Honorable Gaylord Nelson
U. S. Senate
Washington, D.C. 20510

Dear Senator Nolson

One of your constituents, Mr. Francis Fleoch of Jeneille, Wisconsin, has
been kind enough to share with other mbrs of our association a recent
letter he received from you endorsing a Federal use tax exemption for
conseervation vehicles. A copy Is enclosed.

The Land Improvement Contractors of America, of which Hr. Fleech is a
Director, has been working with mbers of the Finance and Ways and Means
Comittees for som months to develop background information on S. 17 which
would provide such an exemption. Some of that material was sent to you in
our letter of May 2 to all Finance Comittee member. (An additional copy
is enclosed.)

In light of your continuing interest in such a tax provision, we vented to
share with you new information and key endorsalensm which have developed
recently. These include a lost-revenue statement from the Joint Comittee
on Internal Revenue Taxation; an endorsement from the Soil Conservation
Service, U.S. Department of Agriculture and two letters to Chairman Long
from state officials in Illinois and South Dakota where special state
exemptions are nov provided for conservation vehicles. These last two
letters point out that state privileges for these vehicles have not been
abused and have not been burdensome to administer.

It is our understanding that the Ways and Means Committee villa consider
"Small Business Tax Problems" in the second phase of tax reform. We also
understand your committee on mall business will be making comprehensive
recommendations to the Ways and Means Comittee shortly on this same subject.
Since the average company this exemption would affect is 6 employees, and
would foster more conservation [or the tax dollar, ye hoped it could be
considered a part of the Comittee's recommendations.
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Honorable Gaylord Nelson
October 1, 1975
Page To

I plen to stop by your office in a few days and perhaps can supply any
further information which eight be of help to you or your staff.

Host sincerely yours,

Michael 1. Strothor
Weshington Representet ive
700 Seventh Street, S.W. 0613
Washington, D.C. 20024
488-0904

Inclosures
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CONGRESS 0F TE UNITED STATES,
JOINT COMMITTEE ON INTERNAL RzVzNUE TAXATION,

Hon. ROD~nT DOLE,, D.C., Seplmber 8, 1975.Hon, RoivgRT DOLE,
U.S. 84a*,
Was.hingon, D.C.

DEAR SENATOR DOLE: This refers to your letter of August 5, 1975, in which
you ask us to assess revenue impact of two bills in which you are interested. .

1. S. 17 (94th Congress) would exempt highway motor vehicles used exclusively
S in olil and water conservation and in transportation of equipment used for soil

and water conservation from the highway use tax. It is estimated that enactment
of this proposal would reduce the excise tax liability for the first full year by
about $7 million.

2. S. 1105 (93rd Congres) would permit an Immediate deduction for expenditures
to remove architectural and transportatlonal barriers to handicapped and elderly.
It is estimated that enactment of this proposal would reduce the income tax
liabilities for the first full year by about $10 million.'

Sincerely yours, LAURzNCE N. WOODWORT.

U.S. DEPARTMENT or AGRICULTURE,

8o11, CONSERVATION SERVICE,

1 . Rosnt DWashington, D.C., July 1, 1975.

DXAR zNA1OR DOLE: This Is in response to your letter of July 17 1975, con.
corning the impact of the Highway Uis Tax on vehicles used exclusively In soil
Ad Water oonservatioo work.

Most contractors who install ponds, terraces, waterways, and other soil and
Water conservation measures are small, local operators. They usually own a few
pieces of earthmoving equipment, and trucks to transport the equipment from
one farm or'ranch to another.

These contractors, in most states, seldom travel for long distances over paved
highways. Many times travel Is over unpaved roads that parallel or cross majorhighways.Since these small operators use highways considerably less than other truckers,

some feel they should not have to pay the same rate of highway tax (according to
Title 26 of the Internal Revenue Code, Section 4481 now based on a taxable gross
weight of more than 26,000 pounds at the rate of $ per year for every thousand
pounds of taxable gross weight or fracton thereof). We must recognize; however,
that to exempt only these vehicles, when farmers and others use highways on a
comparable basis but would continue to pay the tax would also be unfair.

In recent years, there has been a shortage of contractors to erform soil and
water conservation work approved by conservation districts with Soil Conserva-
tion Service technical help, Any incentive to encourage contractors to enter or
remain in this field of work would help ensure that more land gets the protection
it needs on time.

Today when full farm production Is a major national thrust resource protection
is vital. Most acres now being brought into crop use to meet food and fiber needs
will require careful conservation measures for sustained production and protec-

b tion against air and water pollution. Thus, there is a need for more conservation
contractors to place the practices on the land.

Your concern for soil and water conservation work is greatly appreciated.
R. M. DAvis, Administrator.

OFFICE or THE SECRETARY or STATE,

Ike A. 17 and ii. R. 260. Springfeld, Ill., September It, 197.

lon. AL PULLMAN
Chairman, House Ways and Mean. Committee, U.S. House of Representatives,

Washington, D.C.
DAN CONORESMAN: I have been requested by the Illinois Land Improvement

Contractors Association to write you about . 17 and H.R. 2260, which provide
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that any motor vehicle used exclusively in soil and water conservation work and
in the transportation of equipment used for soil and water conservation is exempt
from the Federal highway use tax.

In 1968 the Illinois General Assembly passed the following law:
"3-809.1 1 3-809.1 Vehicles of second division used for transporting soil and

conservation machinery and equipment-Registration fee. Not for hire vehicles
of the second division used, only In the territory within a 76 nr.le radius of a
designated point, solely for transporting the owner's mactdnery and equipment
used for solland water conservation work on farms other work on farms and in
drainage districts organized for agi cultural purposes, form the owner's headquarters
to a farm, from farm to farm, and returning to the headquarters, shall be registered
upon the filing of a proper application and thepayment of a registration fee of
$325 shall be paid in full and shall not be reduced even though such registration is
made during the second half of the registration year." (Ill. Rev. Stat. 1973,ch. 95-1I/2, 13.809. 1.) . . .,

We refer to the license as the "conservation plate."
The law was enacted following a survey which clearly indicated that vehicles

used for soil and water conservation work travelled a relatively small number of
miles on the highway when compared with other vehicles. In addition those using
the conservation plate make a great contribution in the areas of soii, water and
natural resource conservation. Further, there is a shortage of land improvement
contractors in Illinois. It is hoped that the plate will encourage young people to
enter the field.

This privilege has not been abused.' Only 233 vehicles In Illinois have the
conservation plate. The plate has not resulted in a significant loss of revenue and
has not caused administrative problems, "

The Illinois Land Improvement Contractors Association has carried on an
effective educational program to ensure that the plate is used only on vehicles it
was intended for.

If S. 17 or H.R. 2260 should become law, this office can provide representatives
of the Federal Government the names and addresses of the persons in Illinois who
have the conservation plate. It appears to me that If either one of these bills become
law, the vehicles in Illinois entitled to the exemption would be those with the
conservationn plate."

Sincerely, MICHAEL J. HOWLE,

Secretary of State.

SOUTH DAKOTA HIOHWAY PATROL,
September 11, 1976.

Hon. RussELL B. LoNG,
Chairman,'Senae Finance Commiile,
U.S. Senate, Washington, D.C.

DFnA MR.'LoNG, This office has been contacted regarding pending legislation-
This action involved certain exemption and fee reductions for vehicles utilized for
soil and water conservation construction projects.

From an enforcement viewpoint, our Division has experienced only very minor
problems with the special exemption granted to these vehicles by our State
Legislature. We have not found that the exemptions granted are difficult to

01 enforce. In fact the members of the State Conservation Contractors Association
do a commendable job of self-policing.

The only area that enforcement encounters any difficulty lb an unclear or
insufficient legal definition as to precisely what soil and water conservation
practices entail. If legislative action could more clearly define this, it would help
enforcement considerably.

If we can be of further service, please communicate with us.
Kindest personal regards, Colonel DENNis EKSNACH, Supei't n i.

LAND IMPROVEMENT CONTRACTORS OF AMERICA,Brookfleld, Il1., Mali 1,1976.

Hon. RUssELL B. LONG,

Chairman, Senate Finance Commitie, U.S. Senate, Washington, D.C.
MT DEAR SENATOR LONG: The Land Improvement Contractors of America

is a national organisation of some 2,500 conservation contractors from 33 states.
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The average LICA member Is a relatively small businessman. He is primarily
engaged In work for the Agriculture Department's Soil Conservation Service,
Agricultural Stabilization andConservation Service, and local farmers construct-
ing terraces, waterways, erosion control structures, stream bank stabillsations,
and watershed projects.

We are writing to bring to your attention the fact that there are approximately
15,000 conservation vehicles in this country which pay full highway use tax and
never travel on the Federal Interstate System for which the tax Is collected. These
trucks belong to conservation contractors-some of the first field-deployed
environmentalists in this country-who are participating In government oonserva-
tion projects under the Agricultural Conservation Program (AOP-REAP) and
others. These vehicles transport earth moving and digging machinery to and
from conservation sites, and remove earth from these proJects.

In an effort to assemble the broadest spectrum of Information possible on this
subject, LICA has taken the following steps: (A) conducted a comprehensive
nationwide survey of the industry; (B) compiled statistics and state law Informa-
tion through our state chapters; and (C) prepared and given testimony to a
Congressional committee. We wanted to share the results of our Investigations
with you so we've pulled them all together here in a concise form. The complete
summary of our survey results Is enclosed. The following passages are excerpted
from the testimony given by an LICA spokesman before the Senate Agriculture
Subcommittee on Production, Marketing and Stabilization of Prices on June 27,
1974:

"We want to bring to the committee's attention the fact that conservation
contractors doing work for SCS pay the same Federal highway use taxes as do
over-the-road commercial haulers. They pay the same even though they often
travel fewer miles in a whole year than a commercial rig does in a single week,
The average contractor probably uses Federal highways in only 10-2047 of his
mileage a year. Many never use the Federal highway system at all. But because
they own certain class vehicles, they must pay these taxes into the Highway Trust
Fund for construction of Federal-aid roads. And many state highway use taxes
are far steeper than Federal ones. Yet these contractors are primarily engaged in
conservation work which will prevent floods, save valuable wet lands, conserve
soil, and reduce food costs.

"Five states that we know of now have laws on the books which help alleviate
this situation: Illinois, Kansas, Nebraska, South Dakota and Texas. We would
seek the Committee's advice on how to get the Federal g overnment to take the
lead In exempting bona fide conservation vehicles from the highway use tax.
Such as initiative, in turn, would encourage other states to follow suit on their
own use taxes, and thus significantly Increase the Incentives to attract and hold
new contractors for SCS work.

"The Federal highway use tax ranges up to several hundred dollars, and state
taxes into the thousands. A contractor can pay taxes of $1 000 a year on a tractor.
trailer combination that carries a bulldozer from field to field logging under 1,000
miles a year. Hence, use tax outlays can be significant to the small contractor."

House and Senate bills designed to accomplish this very exemption have been
introduced in the 94th Congress. They are S. 17, and H.R. 2260, now pending
before the Senate Finance and House Ways and Means Committees respectively.
We feel, however, that such an exemption should rightfully be part of proposed
major tax reform legislation to be taken up by Congress this year. As the corn-

( mittees and the whole Congress consider tax reform for the nation In the coming
months, we hope that you will take a close look at the tax inequity born by this
small but Important group of conservationists. If the Congress will take the lead
In exempting bona fide conservation vehicles from the Federal highway use tax
we are certain efforts to remove state highway use taxes on these vehicles would
also be successful. Your leadership could provide the incentive and help further
all our efforts to preserve the nation's soil and water resources.

We sincerely appreciate your review of our proposals, and If we can be of any
further help, please don't hesitate to call on us.

Respectfully yours, .. .
PAUL A. BeCHA, Executive 8eretary.

Enclosure.



POSITION STATEMENT ON FEDERAL HIGHWAY USE TAX

This material has been summarized as a result of a survey conducted by LICA
in 1974 among its members.

LICA, the Land Improvement Contractors of America, consists of 2,500
members in 33 states whose primary occupation is performing conservation work
for the American farmer. LICA members are representative of conservation
contractors in the United States and comprise approximately 15% of all conser-
vation contractors in the United States.

Equipment owned--Conservation contractors pay Federal use tax on low boys
and dump trucks which they use on a not-for-hire basis in performing their
work on agricultural projects. Their low boys are used to haul earth moving
equipment to the job site while dump trucks are used in earth moving work on
the Job site.

Tazee paid--About 80% of the contractors own equipment on which they are
required to pay.Federal use taxes. Taxes paid by the contractors ranged from
a low of $90.00 to a high of $240.00 per unit owned per year. TIhe average
contractor pays an average of $175.00 per year taxes on each piece of equipment
they own.

Since the average contractor owns more than one piece of equipment (usually
a low boy and a dump truck) his Federal use tax bill amounts to $235.00 per year.

Mileage driven-The survey revealed that conservation contractors drive their
equipment an average of 5,000 miles per year. Most of this mileage is over county
and state highways. About 30% of the contractors ever use the interstate high-
way system. 70% drive entirely on county and state roads and never use the
interstate system. Those that do use the interstate systems average about 2,000
miles per year per contractor. 80% of conservation contractors drive less than
5,000 miles per year on vehicles on which they pay the Federal use tax. Most con-
tractors engaged in conservation work perform their work within a radius of
50 miles or less and 95% of these contractors do their work within a radius of
100 miles or less.

SUMMARY OF NUMBER OF CONTRACTORS WITHIN CERTAIN ANNUAL DRIVING DISTANCES

Cumulative
Percent (percent)

Drove less than 1,000 miles ...................................................... 14.
Drove between 1,001 to 2,000 miles ............................................... 22 3
Drove between 2,001 to 5,000 miles ............................................... 43 79
Drove between 5,001 to 10,000 miles .............................................. 14 93
Drove between 10,001 to 20,000 miles ............................................. 5 98
Drove between 20,001 to 40,000 miles ............................................. 1 99
Drove over 40,000 mileS .......................................................... 1 100

Projected U.S. lost revenue-Assuming that there are between 20 000 and 30,000
land improvement contractors in the United States who use their equipment
almost exclusively for work connected with soil and water conservation and each
of these contractors, as is true of the LICA member pays $235.00 per year, the
total revenue lost from subject bills S. 17 and 1.R. 2260 would be between
$4,700,000 and $7,050,000 which is an insignificant sum as far as the U.S. budget
is concerned but is a considerable sum to the small contractor business man.
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APENDIX IV

TRAYLOR, PALO, COWAN 8 ARNOLD
ATTONNEYG AT LAW

?846 PROPSSSIONA. lULLOIIIO

44$ NONT OTSCRT
OHANL ., TRAYLOR MAILING ADO RU P 0 sOx 8540
DAV* 0 PALO
OARY ft. COW&" October 22, 1975 GlAND JUNCTION. COLOADO SI1M1
OIIlARD P ARNOLD 3I071. 5ll
PAVID f. NIMINLI?

Select Committee on Small Business
U. S. Senate
424 Russell Building
Washington, D.C. 20510

Gentlemen:

A monthly report from one of our banks indicates that you are
interested in hearing from the public concerning the impact of
Federal estate taxes on small enterprises. I can comment on two
areas:

(1) If the $60,000.00 estate tax exemption has any
realistic basis, it would appear logical to tie it to inflationary
facto.-r. $100,000.00 to $150,000.00 would, on this basis, be more
realistic.

Current law requires filing of a Federal return if
the gross tax estate exceeds $60,000.00, even though the estate is
non-taxable. For example, an estate of $120,000.00, where the
marital deduction is applicable, pays no tax. Under modern probate
procedures, e.g., the Uniform Probate Code, the processing of such
an unnecessary Federal return extends the probate time from a possi-
ble four months to about nine months in our area. We don't file
income tax returns when the estate is non-taxable. Why should we be
required to file estate tax returns when the estate is non-taxable?

(2) Estate tax returns involving a faro or ranch operation
should allow valuation on an income approach rather than using com-
parable sales, particularly where the beneficiaries are heirs. In
Western Colorado, there have been numerous sales of ranch and farm
lands at inflated values up to and over $1,500.00 per acre to wealthy
outside parties fbr recreation or speculation. Appraisal for Estate
tax purposes consequently puts the value per acre completely out of

. proportion to valuation as a going ranch or farm business, and can
Result in putting a family farm or ranch out of business.
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Paqe Two 561ectCoiisittee on Small BusinessOctober 22, 1975

For purposes of assessing value in Colorado for ad valoram property
taxes, farms and ranchos receive special treatment, i.o., the County

Ansessor appraises banicly on an income approach.

By way of further comment, if the heirs elect to sell, the Treasury

will receive a fair charo on capital gains tax.

Yours very truly,

TRA:R, PALO,gOWAH & ARNOLD

DBP:MjC David B. Palo
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APPENDIX V

VANKIRKI MARTIN & ASSOCIATES,

Senator GAYLORD NEmsoN Cincinnati, Ohio, October St, 1075.
Select fommilLee on Small Businets,
Old Senate Office Building,Washington, D.C.

I)sAR SENATOR Nxtsoi;: Thank you for the opportunity to present the thoughts
of The Cincinnati Institute for Small Enterprises (CISE) in connection with your
current hearings on possible legislation to assist small business. CISE represents
the interest of small business in the greater Cincinnati area with an SMSA seven
county population of 1,200,000.

The primary concerns of CISE members are in the following areas:
i. The ability to be able to handle positive growth.
2. The ability to survive in times of economic crisis.
3. The ability to make a positive contribution towards the long term unem-

ployment problems facing our area and the nation in general.
The creation of one million jobs would save the Federal Government 22 billion

dollars.
First, our thought on employment. The economic cost of unemployment and

welfare are a continuing burden which small business cannot but fear over the
long run. Since we pay the major cost of this burden it is to our advantage and to
the advantage of the nation to assist you in some solution. The following facts
bear on thi problem.

I. It Is an empherlcally documented fact that a large business is relatively
capital intensive and a small business is relatively labor intensive. Studies by the
Small Business Administration show that on the average it takes about $4 400
of capital to create one new job for a small business. According to L. Wiliiam
Scidman Assistant to the President for Economic Affairs it takes on the average
$35,000 for a large business to create one new job.

2. These figures suggest that the long term employment problems of the nation
will be solved largely through the growth of small business. This is not to say
that assistance to large business should cease but rather the emphasis should be
changed. Most tax and other legislation in recent years has been designed to
stimulate large business and it has done little to help cope with chronic widespread
unemployment.

3. We support the recent legislation proposed to offer small business a tax
credit equal to %4 the salary paid for a maximum of two employees hired during
a taxable year. For every million new jobs the Federal Government will gain
16 billion dollars in revenue 14 billion dollars in taxes and 2 billion in unemploy-
ment insurance payments. the total cost to the Federal Government in terms of
the tax credit will be about 2 billion dollars.

Another area of importance to small business is the ability to secure funds to
sustain growth so that they can remain independent, foster competition, and
provide needed jobs for the economy. A small business usually sells out to a large
firm because they lack the capital to nourish their growth. A large business is In
essence a "Bank" with huge cash resources and offers small growing firms their
only capital chance for expansion. There are only four sources of capital.

I . Hquity-Target non-existant for Small Business.
2. l)ebt-Almost always short term for small business since banks are their only,

constant source are basically not long term lenders.
3. D)epreciation-A limited source since small business is labor intensive, not

capital intensive.
4. Retained Earnings-The primary source of funds for most small business.
Institutional changes are needed to allow small business to finance growth

methodically over the long run. This dictates access to the long term capital mar-
kets. A small business can not be run on 90 day demand notes. There must be
legislation tht creates institution that can loan funds long run to small business.
SBA loan activities meet a mere fraction of the total need. Freeing Savings and
Loans of current restriction on business loans would be useful. They are long term
lenders. Could fulfill a current void in the vital long term capital picture. On the
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creation of Federally chartered institutions to handle long term obligations up to
5 million dollars per customer Is an alternative. Equity funding needs to be en-
couraged through expansion of subchapters of to 25 shareholders and retention of
capital gains provisions for those who Invest in small business equity.

Depreciation schedules need to be revised to allow for faster write offs and to
allow depreciation of assets by classes rather than by item.

The proposal represents our thoughts on some of the possible moves that could
be made by the Congress to help solve the concerns condition of long term unem-
ployment that now exists.

Yours very truly, JOHN E. VANKIRK, President.
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APPENDIX VI

NATIONAL TOOL, DIE &
PRECISION MACHINING ASSOCIATION

9300 LIVINGSTON ROAD, WASHINGTON, 0. C. 2002 02486200

October 2Z, 1975

The Honorable Gaylord Nelson
Chairman, Select Committee on Small Business
United States Senate
Washington, D. C. 20510

Dear Senator Nelson:

Per discussion with your committee staff, we are pleased to submit a
statement for the hearings record of the committee's investigation into
small business ownership and inheritance taxes.

We appreciate your continued interest in this vital area of taxation and
are grateful for your indulgence in allowing us to submit our industry's
position.

Should you or any members of your staff have any questions relative to
the content of our statement, we shall be most happy to respond to them.

Cordially,

Willim E. Hardian
Executive Vice President.

WEH.dk
Enclosure



STATEMENT O THIE

NATIONAL TOOL, DIX & PRECISION MACHINING ASSOCIATION

SUBMITTED TO TIlE SMALL BUSINESS COMMITTEE

OF THE UNITED STATES SENATE ON THE

S EFFECT OF ESTATE TAXATION ON SMALL BUSINESS

October 20, 1975

The National Tool, Die & Precision Machining Association

is a trade organization representing 2,100 small businesses each

with an average employee work force of between 25 to 30 persons.

These tooling and machine companies are independent contract manu-

facturing businesses which design and produce special tools, dies,

jigs, fixtures, molded, gauges and other special machinery and

precision machined parts and components. Although the companies

comprising this Association may engage in auxiliary work such as

metal stamping, their primary business is the custom manufacture of

special tooling or precision machinery made to the unique require-

ments of industrial customers.

These companies are generally closely-held or family-owned

and are usually dominated by men who have come up from the skilled

trades to build their own companies. The industry is a highly

capital-intensive and skill-intensive ono. Large expenditures arc

required for machinery which ultimately has a short life due to rapid

technological And dftuign changes. Huge expenditures are also rvjuired

for the spociallred training required of personnel. These costs

are~unusually largo when compared to those of companies of conparablo

site and sophistication in other industries.
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American industry is unusually dependent upon the products

of members of this Association. The automotive, appliance, aero-

space, business machines, electronics, argicultural implements, ordi-

nance, transportation, environmental, construction equipment, and.

nuclear industries are among its major customers. At one time or

S another, nearly every manufacturer does business with members of

our Association.

Tooling and machining companies function on a "contract"

basis to service industrial customers whose needs do not justify

their own full-time in-houso production of special tooling or preci-

sion machines. Generally, our companies are the first to feel a

decline in economic cycles and the last to recover, since during

these periods industrial customers tend to fill In-house capacity

first before sending contract orders outside. A typical example is

the situation which has occurred within the automobile industry,

traditionally our largest customer. As a result of the reduction

in the number of automobile models and the frequency of model changes,

much of the demand for new tooling has ceased. This policy change

has eliminated a largo portion of the overflow which traditionally

has provided contract for our member companies. Now, many businesses

either have failed, or are presently floundering. Those which have

survived have had to seek now markets.

There is no question that there is a continuing need and

demand for special tooling and precision machining. This demand

will continue as long as now metal products are developed. We

believe that the tax laws should not present a stumbling block to
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this development, but rather they should encourage the needed growth

our economy requires, particularly at this time. Thus, it is clear

that positive tax reform is necessary so that this industry can

survive fluctuations in demand to which it is so sensitive and can

assume a more competitive position with companies abroad.

We believe that certain income tax revisions will provide

this needed economic stimulus and permit our companies to improve

their competitive relationship abroad. In addition, certain estate

tax revisions are needed to help remove estate tax considerations

by owners of member companies from their business decisions. Set

forth below are our specific recommendations. We believe these are

essential to the revitalization of the economy and the stabilization

of small business as effective competitors in our free enterprise

system.

INVESTMENT -TAX CREDIT MND ADR REFORM

As we all know, both the investment tax credit and the Asset

Depreciation Range wore devised as incentive devices to stimulate

a sagging economy by encouraging the acquisition and modernization

of productive business assets. Since companion of the tooling and

precision machining industry must make extraordinarily large expendi-

tures for equipment., a capital recovery system is required which

will allow these small businesses to continue to modernize, increase

production and compete effectively with foreign markets. Presently,

domestic companies are at a distinct competitive disadvantage, since

most foreign firms are permitted under their respective tax laws to

write off capital equipment expenditures in a fraction of the time

allowed in the United States
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We recommend that a permanent 15% investment credit be

established. This permanent increase is necessary so that

businesses in generals and small businesses particularly, can make

needed capital investments for expansion and growth. Our member

companLes especially require this increase in the investment credit,

q since they must make inordinately high capital expenditures as

compared to companies of other industries. We further recommend

that the temporary $100,000 limitation on used S30 property, on

which the investment credit may be claimed, be made permanent.

We believe that the present 20% depreciation range under the

ADR system is useful, but inadequate. Current practices allow a

businessman to recover only his historical costs this is particularly

inadequate with the impact of inflation on current costs. An

editorial in the July 1, 1975, issue of American Machinist graphically

illustrates this point. Even though the Caterpillar Tractor Company

had used an accelerated method of depreciation, its capital invest-

ment in plant, machinery and equipment for 1974 was still more than

2 1/2 times the depreciation taken, indicating that current deprecia-

tion practices are not realistic when one considers replacement

cost levels.

The Code should be changed to require a 40% range for ADR

purposes. A 40% range would permit small businesses to increase

the pace of capital recovery and offset, to some extent, the compar-

able incentives provided by other nations to their domestic businesses.

Although these revisions would still provide a lower degree of capital

recovery than that of other countries, such improvements would be
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extremely beneficial to growing small businesses of the nature of

those within our industry.

CORPORATE SURTAX EXEMPTION

The impact of rapid inflation on small businesses was

< recognized in the Tax Reduction Act of 1975 when the corporate surtax

exemption was increased and the effective corporate tax rates

reduced. Unfortunately, these revisions were only temporary and

did not go far enough. Inflation has continued to rise and small

businesses are continually struggling for survival. We recomend

that the surtax exemption be permanently increased to $100,000. We

further recommend that a graduate rate structure be used for the

first $100,000 of corporate earnings and that the maximum corporate

tax rate be reduced from 48 to 424. We recommend the following

graduated tax rates.

154 on the let $25,000 of corporate earnings
20% on the 2nd $25,000 of corporate earnings
22% on the next $50,000 of corporate earnings
421 on earnings in excess of $100,000

ACCUMULATED EARNINGS TAX CREDIT

Since companies of the tooling and machining industry are

not producing for inventory, but rather on a contract basis,

projections are often difficult to make as to the amount of working

capital required for the needs of the business. More liquid funds

are needed by these companies than may be needed by companies of

other industries which do not operate in a like manner. This factor,

coupled with the unavailability of credit at reasonable prices to

small businesses, makes an increase in the accumulated earnings

credit essential. We recommend that the credit be increased to

SI-Is0 0 * -a5
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$250,0C0 so that companies can accumulate up to that amount without

concern about the imposition of the accumulated earnings tx.

$250,000 in clearly a more realistic figure in light of the current

economic situation.

AMORTIZA12N 2F POLTION CONTROL ?.NR 31VIRONMENTAL EQUIPMENT

Tooling and machining companies are especially affected by

the newly imposed governmental regulations which require that

environmental and pollution control equipment be installed. These

requirements are economically devastating to small businesses which

already are desperately seeking capital for routine capital replace-

ment, expansion and growth. We recommend that the cost of pollution

control and environmental equipment required by government regulations

bG permitted to be depreciated over a three year period.

CORPORATE DEDUCTIBILITY OF PREFERRED STOCK DIVIDENDS

As previously discussed, small businesses continually

experience great difficulty in the financing of their operations.

Owners of most of these companies would clearly prefer to obtain

additional capital by issuance of a class of preferred stock rather

than through debt financing. But these owners are deterred from

doing this because of their inability to deduct preferred dividends

as business expenses. We believe the Code should be amended to

allow a taxpayer to deduct the payment of preferred stock dividends

in the same way a taxpayer may presently deduct interest on debt

obligations. This would be an incentive for such offerings and

would certainly result in more equity investment in American business.
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DOMESTIC_ INTERNATIONNl. SAIX.S CORPORATION (JDISC)

The DISC concept was originally instituted to stimulate

United States' exports by granting special tax status to corpora-

tions that sell abroad products produced or manufactured in the

' United States. With DISC h company can offer its export products

to foreign markets at prices which are more competitive than they

otherwise would be. Among our members, the DISC has served as an

inducement to enter export activities or to expand existing sales

in foreign'markets. A further advantage provided by the formation

of a DISC is that the parent company can make increased capital

investments due to the greater liquidity resulting from the tax

deferral permitted under DISC. Tooling and machining companies

must compete with foreign markets in order to survive. Tooling and

machining companies must also have adequate funds to make the

frequent equipment and plant modifications and modernizations

required by technological advancements. The Association strongly

supports the continuation of the DISC provisions.

SUBCHAPTER S CORPORATIONS

The provisions of Subchapter S are of significant importance

to many of the small businesses which comprise our Association.

Obtaining adequate capital is one of the most serious problems of

small businesses. We support the proposals to change Subchapter

S to provide for an increase in the number of allowable shareholders.

If Subchapter S corporations are allowed to increase the number of

equity investors above the current level of ten, we believe more

capital could be obtained for investment and growth of the businesses.
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For the same reasons, we also support the revisions which would

permit a trust to be a Subchapter 8 shareholder.

CAPITAl GAINS

As previously stated, our tax laws should encourage oapitak

formation. We believe this can be done by adding an inflation

adjustment to the tax basis of a capital asset when it is sold or

by decreasing the effective rates of tax on capital gains depending

on the iangth of time the assetss are held.

ESTATE TAXES 0

Our member companies have a vital interest in the impact of

estate taxes on the continuation of the small business enterprise.

Such taxes have a direct effect on the perpetuation of the small

and independent business enterprises and the jobs that they create.

The inability of a small business to survive the death of its owner

may cause the owner to lose the incentive to operate the business

in such a fashion as to anticipate the continuity of the business.

This loss of incentive could result in decisions being made which

result in short-term tax and cash savings at the expense of long

range planning for increased productivity and jobs.

The present estate tax potential burden has the undesired

effect of promoting the concentration of business at the expense of

the small enterprise. Owners of small business often consider

merging with large corporations in order to have marketable stock

available to pay estate tax rather than continue to operate as a

small business and, in effect, pass the estate tax burden on to the

next generation. This pressure, when added to the tendency of larger
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consumers of our services to establish in-house operations, further

reduces our ability to exist and compete.

As small businessmen, our members are also concerned about

their business' inability to generate enough cash after their death

to pay estate taxes baled on the value of the business determined by

a fictitious sale price at date of death as well as have the funds

necessary to pay salaries and acquire equipment.

In the area of estate taxes, we recommend the following to

help small business exists

(1) No Capital Gains Tax at Death

We are opposed to the concept of a capital gains tax at

death. Typically, our member's investment in his business is smll,

having been laborously built up over a number of years. Often his

investment, for basis purposes, is represented only by the original

capital contributed by him to the business. The proposed capital

gains tax at death would trigger a tax based on unrealized gain at

a time when both the small business and small businessman is least

able to pay. The net effect would be even greater attempts at

reorganizations during the owner's lifetime to secure a more

marketable asset with a more readily determinable value -- stock --

and a further concentration of business in large corporations.

Capital gains tax at death would also tend to force liquidations of

small business after the death of the owner in order to gain funds

necessary to pay the tax.
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(2) Liberalise the Redemption Provision of Section 303

Section 303 of the Internal Revenue Code gives the

estate of a deceased shareholder capital gains treatment on limited

amounts received from the redemption of a deceased shareholder's

stock interest. Under present law, for an estate to be eligible

under this section, the stock owned by the decedent must comprise

more than 35t of the value of the gross estate or more than 50%

of the taxable estate. If the decedent owned stock in two or more

corporations, only those corporations in which he owns more than

75t of the stock interest can be consolidated in order to determine

if the 35t or 50t tests are met. Assuming the percentage tests are

met, a qualified redemption under section 303 must, in general, be

accomplished within three years after the estate tax return is

filed. The percentage restrictions should be reduced to permit

increased internal business generation of funds necessary to pay

the estate tax and thereby encourage continuity of family owned

enterprises. This is especially true of the 75% consolidation

requirement. This percentage should be reduced so as to be consistent

with the 50% requirement for consolidation for purposes of section

6166 and 6161 discussed infra. In addition, the three year time

requirement should be increased to tie into the time periods

permitted by section 6166 and 6162 discussed infra.

(3) Extension of Time for Payment of Estate Taxes

Section 6166 of the Internal Revenue Code permits an

executor to elect, assuming certain mechanical tests are met, to

pay all or part of the Federal estate tax in not more than 10 equal

installments. These mechanical test are similar to those under
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section 303 insofar as the 351 of gross estate and 501 of net

taxable estate are concerned. With respect to consolidation of

ownership of two or more corporations, section 6166 requires a 50s

ownership in each corporation. In addition, the executor remains.

< personally liable for payment of the estate tax during this period

and the Internal Revenue Service frequently requires that the

executor post a bond to secure payment.

In the discretion of the Commissioner of the Internal

Revenue Service, section 6161 of the Internal Revenue Code permits

the granting of an extension of time for payment of estate taxes

not in excess of 10 years. This extension is only granted if a

determination is made that prompt payment would result in "undue

hardship" to the estate. As with a section 6166 extension, the

same personal liability and bonding requirements are present.

To make these extension provisions more readily available to

executors of deceased owners of small businossus, the percentages

of gross estate and taxable estate which must be represented by the

small business assets should be reduced. In addition, the word

"undue" should be eliminated from the statute in section 6161. Its

inclusion suggests something more than hardship is required, and it

is our position that "hardship*, coupled with the Commissioner's

discretion should be enough. Finally, the personal liability of the

executor as a prerequisite to the extension and the bonding require-

ment should be eliminated unless the Service can demonstrate

their need in each individual case.
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(4) Valuation

In many small businesses, the method used by the

Internal Revenue Service In valuing the business is a rule of thumb

using some multiple of average earnings. This method does not take

into account that the going concern value of a mall business is

often heavily dependent upon the individual attention, competence

and skill of the owner. Those businesses generally have no depth

of management and the death of the owner may result in the value of

the business becoming its liquidation value.

Even though the executor may value assets on the alternate

valuation date, this often does not satisfactorily take into account

the death of the owner since the predeath earnings figures in the

averaging formula will far outweigh the post death earnings factors.

We believe that, at the option of the executor, stock interests

in closely-held businesses be included in the estate at their carry-

over basis and that such basis be used by the beneficiaries instead

of fair market value at date of death.

(5) Increase Estate Tax Exemption

The present estate tax exemption of $60,000 was set in

1942. Since that time, inflation has so eroded the purchasing,

power of the dollar that an exemption in today dollars should be

$200,000. We recommend increase of the estate tax exemption to

$200,000 with provision for future adjustment based on cost-of-living

factors.
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(6) Marital Deduction

The present marital deduction computed at one-half of

the adjusted gross estate should be liberalisxd to $150,000 plus

one-half of the adjusted gross estate.

(7) interest on Deferred Tax

Effective July 1, 1975, the special four percent (4t)

interest rate for extensions under section 6161(a)(2) and 6166 was

eliminated. The present interest rate is nine percent (90)o to be

adjusted based upon the prime rate. The former reduced rate was

designed to better enable estates which qualified for deferred pay-

ment to pay the tax, plus interest, out of current earnings. To

continue the purpose for which the reduced rate was originally

designed, we believe that a preferred rate of two-thirds of the

present rate be permitted whenever deferral of tax is permitted under

either section 6161(a)(2) or section 6166.
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ArrDIx VIII
(Fom AWsn XaWnWt MAane, Otober X9,

PLANT.sISZ ANALYSIS

SMALL PLANTS PLAY KEY ROLE

SMALL PLANTS HAVE HIGHER CONCENTRATION OF EQUIPMENT AND DO BETTER JOB
OF KEEPING THEIR MACHINES UP TO DATE; LARGE PLANTS, HOWEVER, LEAD IN
SOME MACHINE TYPES

A plant-size factor was again used in calculations on the I Ith Inventory. Such
a factor was used for the first time in 1968 and has made possible the development
of data showing the relationship between plant size and machine-tool holdings.

Plants are classified in three sze groups: under 50 employees, 50 to 99 employ-
ees, and 100 or more. These divisions were chosen originally because they provided
suitable dividing lines for statistical purposes It was believed that there was an
essentially homogeneous relationship between the number of employees and the
equipment in these groups. The primary purpose of the plant-size factor was to
keep large plants, from which a larger percentage return was anticipated, from
unduly blaming the results.

Further, it was thought that small plants have a higher concentration of
machine tools in relation to employees than large plants (as indeed they do). It
was also learned when this division was first made that the small plants have
newer equipment than the larger ones.

Both relationships are confirmed in the l1th Inventory. The plant-size data
are summarized on the facing page, where the number of units of each major
type of equipment is shown in each plant-size group along with the percentage
of units under 10 and over 20 years oldIn each case.
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310030? PLANTS ARS OLDZ4?

A special run was made this time of the plants with more than 1000 employees
to see If they differed substantially from the plants with 100 to 1000 employees.
The program did not permit doing this for Individual machine types, but It was
done for metalcutting as a whole, metalforminS as a whole, Joining, and "other
equipment."

In the case of metalcutting machines, 37% of the machines are less than 10
years old, both In the smallest plants and in those with 50 to 99 employees. The
percentage of young machines drops to 31% In plants with 100 or more employees.

, It drops to 30% In the plants with 1000 and more employees.
- At the other end of the life span, 23% of the metalcutting machines are more

than 20 years old In the two smallest plant-alsie groups, The percentage of machines
more than 20 years old rises to 32% In plants with more than 100 employees and
to 37% in plants with more than 1000.

Plants with more than 1000 employees thus have a little less new equipment
but are holding on to more of their 20-year-old machines.

With metalforming machine, the percentage under 10 years Is 31 %' In the
smallest plants, 29 in the next size, 30% In the plants with more than 100
workers, and also 30° in those with more than 1000 workers. This does not
indicate any clear sie-related trend.

However, in the case of metaforming machines more then 20 years old, the
proportion Is 26% In the smallest size group, 28% in the nbxt larger size, 30%
in the next slse, and 33% in the largest plants.

For joining equipment, the percentages under 10 years old are (from small
plants to large) 54, 50, 52, and 49. Again, a clear trend toward less modern equip-
ment in the larger plants. At the other end of the scale, the percentage of joining
equipment over 20 years old Is 1 I' in the smallest plants drops to 9% in
the plants with 50-99 employees, then jumps to 12% In the plants with 100 or
more workers and to 16% in the plants with 1000 workers or more.

The trends are similar with "other equipment," covered in the fourth major
section of this study. The percent of units under 10 years old, which Is 49% for
plants with more than 100 employees, drops to 45% for the plants with more
than 1000 employees. Conversely, the 15% of units more than 20 years old in the
100 worker and up plants jumps up to 20% in the plants with more than 1000
employees.
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sMALL-PLANT CONCBNTRATION
In the metalworking universe used for the I lth Inventory, there are 105,000

plants with less than 50 employees. They employ 1 million people. These plants
have 9% of the employees. They also have 32%0 of the metalcutting machine tools,
25% of the metalcuttng machines, 22% of the Joining equipment, and 20% of the
other equipment.

In the medium group, the plants with 50 to 09 workers, there are 10 000 plants
with 661,000 employees. This is 6% of the workers in metalworking. These plants
have 114 of the metalcutting and Joining equipment, 12% of the metalforming
equipment, and 9 % of the other equipment.

The group with the largest plants, those with 100 or more employees, Includes
nearly 7,000 plants with 9.3 million employees. This Is 85% of the workers In
met working. These plants have 57% of the metaloutting machines, 63% of the
metalforming machines, 67% of the joining equipment, and 71% of the other
equipment.

These generalizations do not apply in every case. The larpe planes hae 86% of
th4 automatic aewmbly mackinaand 68% of lhes machine are less than 10 years
old against only 61% young in the smaller plants. t 1

The large plants have 90% of the special way-type and transfer machines, but
the limited number of these machines in the plants of the smallest sue have a
lower average age; 67% are less than 10 years against 55% in the large plants.

Broaching mactnes, planers, gearcutting equipment, mechanical presses, and
forging machines are all categories in which the machines are somewhat more
concentrated In large plants, though in no case is it in proportion to employment,
and the percentage of these machines under 10 years old is higher in the large
plants than in the smaller ones. However, In all these categories, the equipment
averages much older than it does for most other types of machines.

The final exception is riveting machines, which, in the large plants, are younger
than average, with 40% being under 10 years old, and these plants have 73% of
the machines.

In all the other categories, the general rule holds true: The percentage of young
machines is much higher In the smaller plants.

With turning machines, the percentage under 10 years old Is 32% in the small
plants but only 29% in the large ones.

For drilling machines, it Is 35% in the small plants and only 25% in the large.
For milling machines, it is 43% for the young machines in the small plants and

onl y 33o in the large.
Grinding machines are 41 % less than 10 in the small plants, only 33% less than

10 in the large plants.
Among the newest types of machines, the large plants have only 57% of the

electrical machining units. Of these, 73% are less than 10 years old. In the smaller
plants, the percentage of machines less than 10 years old rises to 81% in the
plants with less than 50 workers and to 84% in the plants with 50 to 99 workers.

It seems likely that in many cases the particular machines installed in large
plants may be larger and more expensive than those of the same type in small
plants. Thus, the division of investment in terms of value will not be the sime in
ever case as it is in units. Some indication of this may be gained from a study of
the individual machine types within each category. A larger proportion of profile
mills than of vertical ram.-type mills, for example, will be found In the large plants.
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N NOW METALWORKIN4o EQUIPMENT AIES
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"Vertic finet loth" and vertical boring mills are Incuded In Turning machines, starting In 196. They had bon In
I No comparable data exists.
Source: Amerian Machinist I 1th inventory.

But even when allowances are made for this the evidence Is conclusive thatplants with less than 100 em loyees are equipped with substantially more modernmachine tools than are plants with more than 100 employees.And consider the case of multifunetjon machines. These are the modern, expensive,sophisticated machining centers. Plants with more than 100 employees have 03%of the multifunction machines, and 75% of them are less than 10 years old.However, plants with 50 to 99 employees have 10% of the muitifunction machinesand 76% of them are under 10 years old. Finally, the plants with less than 56orkers--plants that have only 0% of the employees-have 27% of the multi-function machines, and 83% of these machines are less than 10 years old.' And on all types of NC machines and equipment covered by the Inventory,the division by plant size Is 72% for the plants with more than 100 workers,6% for those with 60 to 99 employees, and 22% for the plants with less than50 employees. 
0The distribution of equipment between plants with more than 100 workersand those with less is the same as it was in the 10th Inventory in 1968. flowever,in the plants with under 100 workers, the smaller group now includes 9% of thetotal workers, whereas it was 8% five years ago. These plants now have 32%0 ofthe metalcutting machines Instead of the 30% they had then. They now haveonly 26% of the metalforming machines. They had 28% in 1968.
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APPENDIX IX

Im State tvrsftj &mw sw 4ev,. ow imo

October 31, 1975 DeawiEen

Mrs Herbert L. Spire, Tax Counsel
United States Senate
Select Comittee on Smll Business
Veshinston, D.C. 20510

Dear Mr. Spiral

In response to your letter of October 2i, I an enclosing a copy of a recently
published regional bulletin that night be of interest.

Our research and educational efforts fall heavily in the farm estate and
business planning areas. We are, therefore, deeply Interested in the subject
matter areas involved.

It should be noted that eubstential opportunities exist for planning inter
generational property transfers between geerations under current law. In the
past 10 years, I have made presentations, most of an all-day nature, on farm
estate and business planning in, I believe, 29 states and to Bar groups in about
15 states. I have, therefore, become well acquainted vith the estate and business
planning problem of a broad cross section of farm people. in general, we
place farm businesses (in term of objectives) in two categories: (1) those
planning for the continuation of the farm business, and (2) those planning for
the termination of the farm business at retirement or death of the parents.

Historically, relatively few farm businesses have been transferred from
generation to generation intact. Host farm businesses terminate at retirement
or death of the parents. Typically, at the parents' deaths, the children are
between 30 and 50 years of aSe and are either established in farming or are
pursuing another occupation. The proportion of farms in which efforts are mde
for continuation of the parents' operation appears to be rising but traditionally
fare firms have been "born" and have also "died" within a lifetime. Thus, it
is important to separate concerns about lost of capital passed on to the next
,generation as a matter of inheritance from loss of capital from going farm
businesses. A major part of my work over the past 17 years has been with problem
of those fare firms for which the individuals hold as an objective continuation
of the farm business into the next generation.

An increase of the federal estate tax exemption in the face of evidence that
concentration of wealth has been increasing in the United States raises a
question about the relative benefits from such an increase. - For example, raising
the exemption from $60,000 to $200,000 would be worth $107,8N for an estate
in the 77 percent tax bracket, But it would be worth only $28,000 for.an estate
in the 20 percent tax bracket.
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Mr. Herbert L. Spira
October 31, 1975
Pas 2

An alternative would be to eliminate the exemption and substitute a credit
against the federal estate* tax. Federal estate tax lov already allowed four
credits spinet the tax. This, the fifth credit, could be set at an appropriatelevel, perhaps *10,000 to *15,000. The "value" of the credit would be thesae to all taxpayers.

A plan to provide for special treatment for aSricultural easets such as landshould be considered with great cars. Preferential treatment for one sector of
the economy inevitably encourages investment in that sector by outsiders. ThereIs evidence that introduction of substantial aurnts of outside equity investmentand concomitant control would be objected to by some individuals.

If we can be of further assistance in this matter, please feel free to write
or call.

Meil I. Harl

Professor

NEHtImh

enclosure

cct Senator Dick Clark
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AND TAXES'

Pan One

THE CURRENT SITUATION

W. Fred Woods, Economic Research Service,
US. Department of Agriculture
Harold D. ;uither, University of Illinois
Leonard R. K)le, Michigan State Unixersilty

THE ISSUES IN BRIEF
Inflation, rising prices, and improved technology in re-
cent years have pushed values of fann property, upward
U.S. farm real estate values per acre in early 1975 aver-
aged about eleen times higher than n 1940 and three
times higher than in 1960. Since 1940, the average size
of farm has more than doubled Corsequently many
landowners find that the %alue of their farm property is
greater than they had ever expected it would be.

Medium-sized farm properties that would have
escaped estate taxes a few )ears ago ire now of such
value as to incur major estate tax payments An average
midwestetn farm owner no-, may have accumulated an
estate worth a quarter to half a million dollars The large
westem or southern landowner may be worth several
millions.

The estate tax has been a permanent part of the
federal revenue stern since 1916; the present $60,0C)0
exemption has been in effect since 1942 and the present
rate wale since 1941. Although all federal tax r.tes have
been changed infrequently and .have seriously lagged
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WHY THIS PUBLICATION?
In recent years, changes in federal estate and gift tax laws
have been proposed. Congress had not yet acted in mid.
1975. Any changes in policies dealing isith transfer taxes
could affect (I) the transfer of farm property upon death
of the owners, (2) the amount of revenue received by the
federal treasury, (3) the future control and organization of
U.S. agriculture.

In this publication the authors briefly discuss the back-
ground of transfer taxes (gift, estate, and inheritance), the
current policies and some proposed changes, and the pos-
sible consequences ol these changes - for the farm owner
or operator, the rural community, and the total agricultural
sector of the economy. The proposals discussed here are by
no means the only kinds of changes that could be made,
They arc chosen because they have received some serious
legislative consideration.

Many policy decisions must be made on judgment and
logic without benefit of clear-cut evidence. Death tax policy
is no exception. While this publication discuses economic
and social implications and identifies aleratives and pos-
sible consequences, the authors recognize that funher re-
search is needed to more fully evaluate these important
issues.

No attempt is made to suggest how to manage individual
estates to reduce the tax obligation. While estate planning
is an important pan of financial management for individual
farm families, this publication is not meant to deal xith
this objectt.

i POLICY ISSUES AFFECTINGFARM PROPERTY TRANSFERS
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behind the general rate of inflation, only the gift tax has
ma-ined fixed for a long a time as the estate tax So

the question arisea, should exemptions from these tas
or the tax rates be raised, lowered, or remain the asie?

Looking ahead, farm owners and their hein ee
further proponionate loss of their estate or inhentance
to the federal government through the estate tax because
of value incrteses in recent yeasn. unless there is a change
in either the exemption or the rates.

Gift taxes are closely linked with estate taxes and pre-
vent holders of large estates front giving away their prop-
erty to completely avoid transfer taxes. However, gift tax
rates are less than estate tax rates. Also, availability of
rift tax -xiemption makes it possible to reduce the size
of estates if planning is done long ersiugh before the
owner's death.

Exemptions and rates for gift taxes are different from
those for estate taxes One proposal suggests combining
the two schedules into a unified transfer tax, Would this
idea encourage more estate plartning and use of transfer

a methods such as incorporation, to facilitate partial trans-
' t: fen that would carry little or no transfer t:,a!

Rapid appreciation in farm property values has built
a high capital gains tax habitv into estate values. Some
owners are reluctant to sell property because of the
capit.1 gains ta they would have to pay So they may
leave it in their est, te where it escapes the capital gains
tax. although it d,.s become subject to estate and in.
heritance taxes The question has been raised as it
whether such appreciated value should be taxed sep.
arateh, as art all capital gains.

Today, inflation has reduced the purchasing power of
the dollar by more than 65 percent of what it was when
the present tax exemptions were established. If the ex-
emptiont were considered reasonable in 1941 and 1942
when they %ere established, it could be argued that they
are too low today. With the uncertainty of inflation and
deflation in the years ahead, would some sytem of ad-
justing the value of estate and gift tax exemptions for
inflation be appropriate for the future?

The present marital deduction has pennitted half
the value of gifts and adjusted gross estates to pan to the
spouse without gift or estate taxation. To increase the
50 percent marital deduction to 100 percent, as has been
proposed, would reduce the amount of tax collected by
the federal government ^hen one spouse dies It could
encourage placing more wealth in the possession of the
spouse who is expected to live longer.

"Generation skipping" is a practice of transferring
property, usually through a trust, to grandchildren or
others more than one degree in family relationship below
the transferor. As a practical matter, it is generally con.
fined to fairly large estates but may result in substantial

estate tax savings. The proposal to tax such transfer
would amount to applying more uniform taxation on all
property tiansfes.

Undentarnlaby, present property owners would like to
tee their estate and gift tax obligations reduced, Others
will disagr and would not favor change in estate tax
rates without adjusting other taxes However, since re.
ductions in estate taxes have been proposed, it is timely
to ask just what effect lower estate and gift taxes would
have upon (1) the incentive for nonfarm landowners
to acquire land il the future; (2) the amount of
land coming onto the market for sale; (3) who owns and
controls farm real estate; and (4) the future structure,
organization, and control of agricultural production and
marketing?

WHY DEA'H TAXES?
Taxes have three main purposes in our society: (I)

to raise revenue, (2) to redistribute wealth, and (3) to
direct the course of society. Death taxes may contribute
toward achieving all of these purposes.

The right of private ownership of property is vigor-
ously defended in our society; government protects the
rights of the individual in his property and supervises its
transfer. This function is especially important for trans-
fen of property at death.

Therefore, federal and state governments have long
regarded property transfers by a person to his heirs as
appropriate objects of taxation The resulting tax",
called "death taxes," have two major forms: inhenitancr
taxes and etsat taxes. The inheritance tax is levied on
the separate shares of an estate that are transferred to
the heirs, It is thus considered to be a tax upon the
privilege of an heir to receive property. The estate tax
is levied upon the entire estate left by a deceased person
and is assessed before the estate is distributed to its heirs.

Since gifts made during one's life are an obvious al.
temative to transfer at death, the gift tax is generally con-
sidered together with death taxes. The gift tax is levied
upon the person who makes the gift (the donor), based
on the amounts in excess of allowable exemptions, and
it is paid during the donor's lifetime.

In the United States, the federal government levies
an estate tax whereas most of the states levy inheritance
taxes. A few suites impose both inheritance and estate
taxes. The inheritance tax usually applies lower rates
to the shares passing to ,lose relatives than to those pass-
ing to distant relatives or unrelated persons. Gift taxes
are levied by the federal and some state governments.
Neither gifts nor inheritances are considered as taxable
income to the recipient, although income produced by
property so received must be included in gross income
when filing income tax returns.

2



1583

deathh taxes were introduced to generate revenue and
they still serve this purpose, They also have been regarded
i a means to prevent excessive concentration of wealth
and power among a few individuals and to redsstnbute
this wealth. Estate and inheritance taxes have been justi.
fled because (I ) inheritance is an indication of an ability
to pay, (2) inheritance represents unearned windfall in.
come to heirs, (3) they serve to equalize opportunity as
past unequal holdings of wealth are partially corrected,
and (4) they are relatively easy to assess and collect and,
moreover, can reach incomes and assets that may have
escaped taxation during the owner's lifetime.

1it this publication, major attention will be given to
federal estate and gift taxes. They apply nationwide and
generally take a larger share of a total estate than do
state inheritance and estate taxes.

SIGNIFICANCE OF DEATH TAXES

The relative revenue position of federal estate and gift
taxes has stabilized at about 2 percent of total federal tax
receipts over the last five years even though the dollars
of tax collected increased steadily from about $1.6 billion
in 1960 to $4.9 billion in 1973. State death and gift tax
collections make up about the same proportion of total
state collections as in the federal picture - approxi-
mately 2 percent. For fiscal year 1972, state death tax
collections were $1.3 billion out of total state tax collec-
tions of $5,9.8 billion. Although some individual state
death taxes levy a sizable tax bite, the state death taxes
are generally minor when compared with the federal tax.

How then do we justify the considerable current in-
terest in what, from the standpoint of yield, seem to be
minor taxes? First, the number of estate tax returns filed
has increased from 17,000 in 1940 to 175,000 in
1973. The uptrend in number of estate tax returns is
partly explained by an increasing number of older per-.
sons in the U.S. population. But the filing of estate tax
returns seems even more closely related to the growing
dollar value of personal wealth components. This growth
in personal wealth has, of course, been intensified by the
inflation of recent years.

Second, although wealth transfers are only a small
multiple of annual income and occur by death only
once in each generation, estate and gift taxes do present
complex legal, economic, and social problems. It has been
charged that the various provisions of the death tax laws
produce complexities in estate planning, encourage dis-
position of assets contrary to the best interests of tax-
payers, beneficiaries, and the economy, and work in-
equities among taxpayers.

These reasons are particularly applicable to recent
trends in American agriculture. The increase in farm size
and rapid appreciation in value of farm assets have made

many more fan estates and their heirs face the potential
payment of death taxes than has been the case In the
past. The average value of fait assets per farm rise from
$51,440 in 1960 to $169.711 in 1974. In 1960 there were
800,000 farms that had gross sales of $10,000 or more
and their total assets averaged almost $150,000 per farm.
By 1970, the number of farms with $10,000 or more ol
gross sales had increased to about one million, with as.
sets approaching $200,000 per farm. Of this one million
farms about 600,000 had gross sales of $20,000 or tnore
and average total assets of $250,000. There were 240,000
farns that grossed $40,000 and over in 1970 and had
average assets of some $350,000,

RATES, EXEMPTIONS, AND INFLATION

Although used as an mergency measure in previous
periods, the estate sax became a permanent part of the
federal revenue system in 1916. The first estate tax car.
ried an exemption of $50,000 and tax rates ranged from
I to 10 percent. Today's exemption of $60,000 has been
in effect since 1912 and the present rate scale of 3 to 77
percent was adopted in 1941.

First introduced in 1932, the federal gift tax is levied
at rates three-fourths those of the companion federal
estate tax. The gift tax has also remained unchanged
since 1942 in regard to rate scale, lifetime exemption, and
annual exclusion. Under present law each individual has
a lifetime exemption of $30,000 ($60,000 per husband
and wife). In addition to the exemption, each person
may claim an annual exclusion of $3,000 ($6,000 per hus.
band and wife) for each complete gift to each different
individual. Between spouses there is, in addition to the
amounts above, a marital gift exemption of 50 percent.

The period since the federal estate and gift tax ex-
eniptions and rates were set has been one of more or less
continual inflation, which has accelerated at a rapid rate
in recent years. The purchasing power of the dollar in
1975 is 65 percent less than when the present tax ex-
emptions were established.

Using a price deflator to adjust for inflation, the
$60,000 personal estate tax exemption authorized in
1942 is worth only $18,000 in 1975 (in terms of 1942
dollar). To establish the exemption at a level equal in
real terms to $60,000 in 1942 would require that the
exemption level be set at approximately $200,000.

RELATING DEATH TAXES TO FARM ESTATES
Taxes on estates and gifts have a direct impact cn

individual farm estates. Table I relates the federal estate
tax schedule to four sizes of farm estates. Credits for
estate and inheritance taxes and prior transfers have not
been included in this example. The tax impact is greater
for two farm transfers (owner to spouse and from spouse

3
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Table i. Percentage of Net Farm Estate Paid in Federal Estate
Taxes.

Two
Transfers- One
from Owner to
Spouse Using
the Marital

Deduction and
Single Transer the Second

Net Valuc of from Owner from Spouse
Farm Estate, to Farm Heir to Farm Heir

(dollars) (percent) (percent)

125,000 8,7 9 3
250,000 19 0 23.4
500,000 25.3 34 8

2,000.000 30 4 43 0

Net after all debts and expenses ae paid but before exemp-
tions on federal and state death taxes ere calculated.

to farm heir), even when the marital deduction is ued
for the estate of the first spouse to die. Obviously, the tax
liability creates a financial obligation for heirs although
technically the estate tax Is levied on the estate itself. The
heir must draw on other sources, sell some of the land, or
incur indebtedness to pay the tax.

Death taxes also may have a larger total potential
impact upon farm than nonfarm estates because more of
them had been operated as single proprietorships or part-
nerships. So estate management tools have come into
use to minimize the future taxes and to facilitate trans-
fen from one generation to the next. Farm ownership
can be shared by family members and not concen.
trated into only one estate with high death tax obliga-
tions, This is accomplished through partnerships, corpo-

-ration organization, and joint deeds in common with
family members owning an individual interest. Farm
transfers may be made more frequently prior to death,
resulting in smaller farm estates for the older family
members and also lower taxes.

The federal gift tax exemptions offer one way of mak-
ing tax-free transfers prior to death. flow much of an
estate can be transferred this way depends upon how
long before death an owner wants to begin disposing of
his estate, how many persons he wants to give it to, and
how satisfactorily certain estate assets such as land can be
partitioned into gifts. Table 2 shows the tax-free transfers
possible for a given number of years and receivers.

A married couple can combine their individual ex-
emptions and so receive twice the exemption of a single
person, So they can give twice the amounts tax-free that
are shown in Table 2.

Awareness of the potential impact of death taxes also
has brought greater use of willa, installment sales con-

Table 2. Tax.free Gifu Possible from Farm Property Owners
to Farm leins.

One Giver
Years One Two Three

to Make Recipient Recipients Recipients
Gifts (dollars) (dollars) (dollars)

5 45.000 60,000 75,000
to 60,000 90,000 120,000
15 75,000 120,000 165,000
20 90,000 150,000 210,000

tracts, trusts, joint deeds in common, and life insurance to
aid in farm transfers and reduce eventual tax obligations.

Since estate management and prior planning can affect
the total tax obligation upon the death of the owner,
steps are being taken by many who see that, without ad.
vance planning, a moderate-sized farm estate could have
20 to 30 percent of its value taken by federal death
taxes. The tax impact can be even greater for larger
estates.

CRITERIA FOR ANALYSIS OF POLICY CHOICES
If we agree that death tax policy, particularly at the

federal level, should be examined in response to changing
conditions, what basis should we use to evaluate the
policy alternatives? Such an evaluation should consider
the goals and objectives of the taxes and the consequences
to various groups and the total society. The following
should be considered:

1. Does the proposed policy promote efficiency in the
use of resources? Does it permit the establishment and
maintenance nf operating units that can produce at the
lowest cost? Or does it maintain high-cost units or di-
vide low-cost units into higher-ost units? If the policy
encourages or perpetuates production units that are too
small or too large for most efficient use of land, labor, and
capital, then some change may be desirable.

2. Does the proposed policy encourage or promote
equity and equality of opportunity for farm operation
and ownership? Death tax policies place pressure upon
large estates through a tax obligation when the owner
dies. Some farmland or other assets may be forced onto
the market rather than being retained within the farm
family. Any land offered for sale on the open market
provides the opportunity for nonowners to acquire land.
Otherwise, a fanner might have to be born into a land-
owning family to acquire land.

3. How does the proposed policy affect government
revenues? Although its revenue yield is not large in rela.
tion to the federal income tax, the federal estate tax does
have a role in the US. tax system. The state death taxes
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Also yield some revenue. Thw 1973 Administration mes.
"V( 00 tax reform asked that changes scored in
federal death taxes be balanced in a way that does not
change the overall estate and g9t tax revenues. How.
ever, it other goals or objectives are seen as more uignifi.
cant, the amount of revenues generated by these taxes
might not be a major consideramon.

4. How does the proposed policy affect the structure
and organization of agricultural production? Proposed
changes in death taxes could affect the number of family
farm owner-operators, the number of total farm units,
and the concentration or dispersion of production on few
or many production units. The structure of agricultural
production may also affect the socia structure of the
rural community. Consumers have a vital stake in a con-
tinuous and abundant supply of food. Rural communi-
ties and local agri-businesanen also have a stake in the
policies that affect the organization and structure of
farm production.

In a discussion of policy choices, it should be recog-
nied that there are some benefits from knowing that
policies and regulations am firmly set. Those who must
make decisions can live with and adjust to the existing
structure. But uncertainty leads to frustration. Many
people have planned on the basis of the current system.
Major changes would alter their expectations. This
reasoning does not suggest that change should not be
made, but only that change comes with a cost. The
present system provides substantial opportunity for plan.
ning farm property transfers.

IDENTIFICATION OF SPECIFIC POUCY ISSUES
Pressure for major revision of federal death tax policies

has been building for several years and there is a desire
to begin consideration of reform proposals at an early
date. Several suggested proposals have potential major
impact on U.S. farms. These proposed changes will be
discussed in the following section.

Par Two

PROPOSED CHANGES IN DEATH TAX POLICIES
- CONSEQUENCES FOR FARM ESTATES

C. Allen Bock, University of Illinois
Ralph E. Hepp, Michigan State University
Gerald A. Harrison, Purdue University

Several changes in the federal estate and gift tax laws
have been proposed in recent years Some of these are
rather far-reaching while others would affect only a part
of the present system. Below is a list of some of the
proposals:

I. Increase the present $60,000 federal estate tax
exemption.

2. Give a special exemption for, or preferential valu.
ation to, farm property Included in a decedent's
estate.

3. Replace the dual federal estate and gift tax struc-
ture with a single unified transfer tax.

4. Tax the appreciation in the value of assets tmns.
ferred by gift or at death.

5. Permit almost all transfers of property between
spouses to be tax-free by increasing the marital de-
duction from 50 percent to 100 percent.

6. Tax generation-skipping transfers.
7. Relax the tax payment time schedule.

Following is a general discussion of the proposals and
their possible effects on farm estates. The analysis will
look only at the possible effect each proposal might have
on the individual estate. A combination of one or more
of the proposals or the insertion of new ideas nay sub-
stantially change the impact of these proposals.

CHANGING ESTATE AND GIFT TAX

EXEMPTIONS AND RATES

FISSNY LAW

Federal Estate Tax. The federal estate tax, on trans-
fers at death, is computed on a taxablee estate" after
deduction of a $60,000 specific exemption (and other
deductions to be discussed later). The tax rate varies
from 3 to 77 percent as shown in Table 3.

Federal Gift Tax. The federal gift tax on lifetime
transfers is also a progressive tax, imposed after allow-
able deductions, exclusions and exemptions, at rates
three-fourths as high as the estate tax rates (Table 4).

P2OPOSID CIO AN
Various proposals have been made to change the

exemptions and rates. Proposals have included increasing
the exemption from the federal estate tax to $100,000,
$120,000, $180,000, or $200,000. Another proposal, which
may receive serious consideration, would leave the exist-
ing federal estate tax exemption unchanged but would
"zero-rate" (that is, reduce to zero) sbme of the lower
estate tax brackets. For instance, in lieu of increasing the
exemption to $100,000, the tax rate on taxable estates of
$40,000 and less would be reduced to zero. Tax rates on
amounts over $40,000 would remain unchanged.

I5FICT ON FARM ASIATI
Increasing the exemption would exclude smaller farm

estates from taxation and reduce the estate tax on larger
farm estates. The alternative of zero rating some of the
lower estate tax brackets would restrict its benefits to
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Table 3. Federal Estate Tax Rate, ca Transfer at Death after
$60,000 Exemption.

Taxable Fatate
(After Deducting the
3,60.0() Exemption) Of Excess
From To Tax over

(dollars) dollarss) (dollars) + (%) (dollars)

0 5,000 0 3 0
5,(X20 10,000 ISO 7 5,000

10,000 20,000 500 11 20,000
20,000 30,000 1,600 14 20,000
30,000 40,000 3,000 18 30,000

40,20 50,00 4,800 22 40,000
50,000 60,000 7,000 25 50,000
60,000 100,000 9,500 28 60,000

100,(00 250,000 20,700 30 100,000
250,000 500,000 65,700 32 250,000

500,00 750,000 143,700 35 500,000
750,000 2,000,000 233,200 37 750,000

1,000,000 1,250,000 325,700 39 1,000,000
1,250,000 1,500,000 423,200 42 1,250,000
1, 500,00 2,000,000 528,200 45 1,500,000

2,000,000 2,500,000 753,200 49 2,000,000
2,500,000 3,000,000 998,200 53 2,500,000
3,000,()O 5,500,000 1,263,200 56 3,000,000
3,50,000 4,000,000 1,543,200 59 3,500,000
4,000,000 5,000,000 1,038,200 63 4,000,000

5,000,000 6,000,000 2,468,200 67 5,000,000
6,000,000 7,000,000 3,138,200 70 6,000,000
7,000,000 8,000,000 3,838,200 73 7,000,000
8,000,000 20,00,000 4,568,200 76 8,000,00

10,000,000 6,088,200 77 20,000,000

smaller estates; no estate tax reduction would occur for
estates falling into non-zero rate brackets. In the above
example, estates of less than $100,000 would pay no tax;
the tax for larger estates would be unchanged. In Table
5, raising the exemption to $100,000 is compared with
the present structure and the alternative of zero-rating
estate tax brackets less than $40,000. Changes in rates
with no corresponding change in the exemption level
would result in a larger or smaller tax impact depending
upon the direction and degree of rate charge.

PREFERENTIAL VALUATION OR EXEMPTIONS

FOR FARM ESTATES

PRESENT LAW

Present law provides no preferential valuation or spe.
cial exemptions for farm estates. Like all estates, farm
property is valued for estate tax purposes at the fair
market value of the property at the date of death or six
months later. The executor chooses the valuation date.

Table 4. Federal Gift Tax on lifetime Tranafen after
Allowable Deductions.

Taxable Gifts Of Excess
From To Tax - over

(dollars) (dollars) (dollars) + (%) (dollars)

0 5,000 0 2 4 0
5,000 10,000 112.50 514 5,000

10,000 20,000 375 814 10,000
20,000 30,000 1,200 I0M 20,000
30,000 40,00 2,250 1314 30,000

40,000 50,000 3,600 16q 40,000
50,000 60,000 5,250 18%4 50,000
60,000 100,000 7,125 21 60,00

100,000. 250,000 15,525 221, 100,000
250,000 500,000 49,275 24 250,000

500,000 750,000 109,275 264 500,000
750,000 1,000,000 174,900 27% 750,000

1,000,000 1,250,000 244,275 29'A 1,000,000
1,250,000 1,500,000 317,400 314 1,250,000
1,500,000 2,000,000 396,150 33%4 1,500,000

2,000,000 2,500,000 564,900 36% .,000,000
2,500,000 3,000,000 748,650 39% 2,500,000
3,000,000 3,500,000 947,400 42 3,000,000
3,500,000 4,000,000 1,157,400 4-44 3,500,000
4,000,000 5,000,000 1,378,650 4714 4,000,000

5,000,000 6,000,000 1,851,150 5014 5,000,000
6,000,000 7,000,000 2,353,650 521 6,000,000
7,000,000 8,000,000 2,878,650 544 7,000,000
8,000,000 10,000,000 3,426,150 57 8,000,000

10,000,000 - 4,566,150 574 10,000,000

Table 5. Effect on Farm Estates, Present Federal Estate Tax
Exemption Compared with Increasing Exemption to $100,000
and Zero-rautng Estate Tax Brackets $40,000 or Less.

Tax with
Present Ex.

emption and
Taxable Tax with Tax with Zero Rates

Estate before Present $60,000 1200,000 for Brackets
Exemption Exemption' Exemption' 84,000 or Less

(dollars) (dollars) (dollars) (dollars)

100,000 4,800 -
200,000 32,700 20,700 32,700
400,000 94,500 81,700 94,500
750,000 212,500 198,200 212,500

1,000,000 303,500 288,700 303,500

Without state sax credit

PSOPOSOlD CAN0a
One proposed change is to increase the exemption for

family farm estates passing to individuals closely related
to the decedent or the decedent's spouse. A second pro-
posal provides that only farm property owned and oper-
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ated by the decedent for a five-year period prior to death
and then owned and substantially controlled and super-
vised by a qualified heir(s) for a similar period would
qualify for the exemption.

Another approach would permit (at the estate execu-
tors choice) qualifying real property devoted to farming,
woodland, or scenic open space td be assessed, for estate
tax purposes, at its value for those uses if that value is
less than its fair market salue. To qualify, the land would
have to be in the approved use at the date of the de.
cedent's death and for the preceding five years. Should
the land be sold, or its use transformed to a notapproved
use within five years after the estate tax return is filed,
additional taxes would become due.

EFFECT ON FARM ESTATES
Any change in tax regulations to give agricultural as-

sets a preferential (lower) value for tax purposes will re-
duce the estate tax burden on farm estates. Regulations to
make the preferential valuation available only to "quali-
fied" farmers could result in overwhelming and costly
administrative problems. It will be important in the
consideration of any such bill to determine what effect
the proposal will have on the ability of the farmers, over
time, to compete with nonfarmers for the purchase of
farm property. England attempted a preferential tax rate
for farm property but recently eliminated most of the
relief, at least partly because nonfarm investors drove
land values above what could be regarded as agricultural
value.

UNIFICATION OF ESTATE AND GIFT TAX

RATES AND EXEMPTIONS

PSESiNT LAW

Under present law, progressive federal estate and gift
tax rates are imposed on property transfers during life.
time or at death. The two transfer taxes are separate
from each other with each having a separate exemption
and rate schedule. Nominally, the gift tax rate is three-
fourths of the estate tax rate. The exemptions for life-
time gifts and estate transfers are as follows:

Gifts. A person is allowed to give up to $3,000 a year
to as many individuals as he wishes. For example, a
father could give $3,000 to each of his children every
year without becoming liable for gift tax A husband and
wife %sho make gifts jointly may each take the exclusion,
even if one of them owns no property. Thus, a husband
and wife, together, could give each child up to $6,000
annually without becoming liable for a gift tax.

In addition to the $3,000 annual exclusion, each per-
son has a $30,000 lifetime exemption. The $30,000 ex-
emption is depleted only when a gift to an individual ex-

ceeds the $3,000 annual exclusion, A husband and wife
who make gifts jointly are allowed a $60,000 lifetime
exemption. Thus a husband and wife with four children
could make total tax-free gifts in one year of P4,000
($21,000 to each child) by using both the annual cxclu.
sion and the lifetime exemption,

One-half of the value of a gift from one spouse to the
other is exempt from gift tax. This provision in the law,
sometimes referred to as the marital deduction, does not
apply to gifts of life estates or other limited interests un-
less the estate or interest is coupled with broad powers to
use the property and designate the next person ssho will
receive the property.

Estates. The present $60,000 of property exempt from
the federal estate tax is not dependent on the relationship
of the person giving the property to the individuals
receiving it.

PsOPOSED CHANGE
One unification proposal suggests a one-time exemp-

tion of $60,000 for transfers made either during lifetime
or at death. A single (unified) transfer tax, at a lower
rate than presently in effect for the estate tax, would
also be instituted. For example, under the present estate
tax rate a taxable estate of $250,000 is subject to a maxi.
mum 30 percent tax rate. The same estate under the uni-
fied structure would be subject to a maximum tax rate of
24 percent (see Table 6). It would be necessary to keep
an exact record of all lifetime transfers so that the cor-
rs.ct tralisfer tax bracket and exemption would be used
at death.

iEFcT ON FARM EsTATs
The effect of such a proposal on farm estates should

depend upon the extent to which lifetime gifts are pres-
ently used in intergeneration farm transfers. Up to now,
it is believed that such usage has been limited.

A substantial opportunity for tax-free transfers would
still exist if the $3,000 per person annual gift exclusion
were not eliminated Over a 30-year period, a farrier
and his wife each transferring $3,000 per year to each
of three children could transfer approximately $540,000
worth of assets free of any transfer tax.

The total tax obligation on an estate of a gisen size
would be higher if only a single $60,000 exemption were
allowed. This is illustrated in Table 7.

A high percentage of all farm production units is pres-
ently operated under the sole-proprietorship form of busi-
ness organization. If the proposed changes were to be-
come law, the corporate form of business enterprise
might become more popular. One of the main reasons for
the increased popularity would be the ease of transferring
small portions of the business ownership (that is, $3,000
per person per year or less).

62-209 0 - 76 - 56
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Table 6. Proposed Transfer Tax Rates under Uniform
Exemption and Rates.

Present Unified
Estate Transfer
Tax Tax Tax at Top

Rate Rate of Bracket
(per. (per- Present Proposed

Taxable Transfer cent) cent) (dollars) (dollars)

0 to $5,000 3 3 I50 150
$5,000 to$ I 0,000 7 7 500 50
$10,000 to $20,000 . II 11 2,600 1,600
520,000 to 530,00 14 1 3,000 2,700
$30,000 to $40,000 18 14 4,800 4,100
$40,000 to W5,000 22 16 7,000 5,700
$50,000 to 560,000 23 16 9,500 7,30
560.000 to $80,000 28 28 25,100 10,900
$80,000 to 1 100,000 28 20 20,700 14,900
100,O00 to 1150,000 30 22 35,700 25,900
150,000 to $250,000 30 24 65,700 49,900

5250,000 to $350,000 32 25 97,700 74,900
$350,000 to $500,000 32 27 145,700 118,400
5500,000 to $750,000 35 29 233,200 180,900
$750,OO to S1,00000 57 31 325,700 258,400
S 1,000,00 to 1,250,000 39 33 423,200 340,900
5 1,250,000 to 5 1,500,000 42 35 528,200 428,000
$1,500,000 to 52,000,000 45 37 753,200 613,000
52,000,000 to 52,500,000 49 41 998,200 818,000
52,500,000 to 53,000,000 53 44 1,263,200 1,038,000
53,000,000 to 93,500,000 56 47 1,543,200 1,273,000
$3,500,000 to $4,000,000 59 49 1,838,200 ,518,000
$4,000,000 to $5,000,000 63 53 2,468,200 2,048,000
$5,000,000 to $6,000,000 67 56 3,138,200 2,608,000
56,000.00 to 57,000,000 70 59 3,838,200 3,198.000
$7,000,0 O0 to $8,000,0)0 73 61 4,568,200 3,808,000
58,000,000 to 5I0,000,000 76 63 6,088,200 5,068,000
$10,000,000 and up 77 65 -

Source: U.S Treasury Department, "Tax Reforto Studies and
Proposals," February 5, 1969, p. 356. U S Government Printing
Ofce.

INCOME TAXATION ON APPRECIATED VALUE
OF PROPERTY TRANSFERRED
BY GIFT OR THROUGH AN ESTATE

PESET LAW
The appreciation in the value of capital assets such as

land and inventory items owned by the farmer and held
until death is not presently subject to income tax. These
assets are gi.en a new value at the death of the owner,
and the heirs use that value as a basis for determining
gain or lons on the subsequent tale of the asset. For ex-
ample, assume Farmer A purchased 100 acres of land at
$100 per acre and, at his death, the land is a part of his
estate and has a value of $1,000 per acre. Under present
law, the $900 in appreciation is not subject to income
tax. The heir or heirs would use the $1,000 per acre as
the new income tax basis.

Gift transfers by the property owner during his lifetime

Table 7. Tax on Estates of Varying Size with 560,O00 Eaute
Exemption Alone and with Additional $30,000 Ufetime Gift
Exemption.

Estate Tax if Present
Estate Tax if 60,00ED tate Exemp-

Taxable Estate . Only $60,000 tion and $30,00OLife-
before the Exemption Es time Gift Tax
Exemption Available' Exemption Is Used'
(dollars) (dollars) (dollars)

I00,000 4,800 500
200,000 32,700 23,700
400,000 94,500 84,900
750,000 212,200 201,700

1,000,000 303,500 292,400

'Asssum no estate tax rate change.

are not presently subject to income tax at the time of the
gift transfer. However, the tax basin of the previous
owner (donor) in transferred to the new owner (donee)
in gift truinfern ($100 per acre in the above example).

PaoPo CHw.@s
The suggested change would impose an income tax

on the appreciation in value of the capital assets, whether
the property was transferred during life time or at death,
Some minimum basis, perhaps $60,000, would not be
subject to the appreciation tax, thereby giving relief to
small estate owners. An exemption for property trans-
ferred to a spouse or to charity might accompany such a
change. Generally the gains would be considered as capi-
tal gains and any tax paid would be treated as a debt of
the estate. One pos bible relief provision would tax only
appreciation occurring after enactment of the law. (For
more information on these suggested changes see 'Tax
Reform Studies and Proposals," U.S. Treasury Depart-
ment, February 5, 1969. U.S. Government Printing
Office.)

FFICT ON FArM IHTATI

The total amount of transfer taxes on moderate-sized
and large farm estates could be substantially increased
because of the appreciation income tax. However, the im-
pact in the short run would be reduced by taxing only
the appreciation occurring after the effective date of the
act. But taxing appreciation in this way would create
problems of property valuation on the specified date.
The impact of such a tax also would be reduced if the
tax were treated as a debt of the estate, thereby reducing
the taxable estate.

If there is a substantial appreciation tax, one debatable
result may be reduced investments in assets that tend to
increase in value but that eam only moderate or small
amounts of income. The consequence could be that the

a



1589

selling price of farmland would be more in line with
income possibilities than with the speculative value of
the real estate.

MARITAL DEDUCTION

PtIIINT LAW
A special deduction is permitted for both estate and

gift tax purposes for transfers of property from one
spouse to another. This deduction is commonly referred
to as the "marital deduction." There are limitations on
the amount of deduction that may be claimed. In the
case of the gift tax the deduction is generally limited to
one-half of the amount transferred, and in the case of

the estate tax, the deduction is limited to one-half of the
adjusted gross estate. (The adjusted gross estate is the
gross estate minus debts of the estate and various admin-
istration costs.) Generally, one spouse may transfer up to
one-half of his or her property to the other spouse free of
tax

Several conditions must be met to qualify for the
marital deduction. When the transfer is made at death,
the property must be transferred from the decedent to
the e rviving spouse. The surviving spouse must be given
outright ownership of the property or its equivalent and

the value must be included in the decedent's gross estate.
For example, a transfer of a life estate in farmland to
the spouse (who has income and possession rights only)
would not qualify for the marital deduction because tie

spouse is not given outright ownership or its equivalent.
A life estate plus the general power of appointment
would be considered equivalent to outright ownership.

PROPOtSEO CHANCI
To reduce the tax burden in small and medium-sized

estates and to provide more flexibility in planning trans-

fen between spouses, one alternative would be to elimi-
nate the 50 percent limitation, eliminate the restrictions
upon the types of interests that qualify for the deduction,
and give the surviving spouse the opportunity to deter-
mine the extent to which the marital deduction should
apply.

sRICT ON FAIM ESTATEs

Any proposal to liberalize the marital deduction would
provide the opportunity to reduce the estate percentage
paid in federal estate and gift tax (see Table 8).

TAX ON GENERATION-SKIPPING

PRISINT LAW
A property owner may now transfer property to his

or her children for their lifetime with the remainder
interest transferTed to the grandchildren and avoid a
transfer tax on such property in the estate of the chil-

Table 8. Comparison of Estate Taxes after 50 Percent and
100 Percent Marital Dedsctlon'

Husband's Estate Wife's Fstate
(dollars) (dollars)

Huband Dies First - 00
Percent Marital Deduction,
All Property to Wife
Grow estate 300,000 300,000
Debts and expenses (15,000) (15,000)
Adjusted gross estate 285,000 285,000
Marital deduction (285,000)
160,000 exemption (60,000) (60,000)
Taxable estate - 225,000
Federal estate tax - 58,200

Combined taxes - $58,200

Husband Dies First - 50
Percent Marital Deductlon,
AD Property to Wife
Grm estate 300,000 300,000
Debts and expecuet (15,000) (15,000)
Adjusted gross estate 285,000 286,000
Marital deduction (142,500)
$60,000 exemption (60,000) (60,000)
Taxable estate 82,500 225,000
Federal estate tax 15,800 58,200

Combined taxes - $74,000

'This tables assumes that the wife has property of her own
equal to the taxes, debts, and expenses of her husband's estate,
and that the wife lives foe at least 10 years after her husband's
death. I the husband has planned his estate and restricted the
kind of interest In property transferred to his wife, then the
above tax comparisons would be different

dren. Although the value of this property will be in-

cluded in the estate of the property owner, the children
(the skipped generation) will have possession and in-
come rights only during their lifetimes. They do not have
ruflicient ownership interest to cause such property to be
included in their estates at death.

PopoaSI CHAOi
The proposal would generally prohibit such genera-

tion-skipping by imponing a substitute tax at the time of
a generation-skipping transfer. A generation-skipping
transfer would, under the proposal, be a transfer to a per-
son more than one degree (father to son is one degree)
in family relationship below the transferor (person trans-
ferring the property). If the transfer is to a nonrelative,
it is generation-skipping if the person who is receiving
the property is more than 25 years younger than the
transferor The substitute tax would apply whether the
tax was in the form of an outright gift or through a trust.

IURICT ON FAILM ESTATE1

Little generation-skipping is used in small and average-
sized estates and the proposal would probably have little
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effect on those farm estates. For large farm estates, taxing
generation-skipping would probably result in more taxes
paid on these estates and a reduction in the planning
opportunities.

RELAXATION OF THE TAX PAYMENT TIME SCHEDULE

MPSENT LAW
Generally the federal estate tax must be paid within

nine months of the decedent's death. The Internal
Revenue Service Code presently contains three provisions
that assist in solving estate tax payment problems created
by this requirement.

I. The pa)Tnent of estate taxes can be extended for
up to 10 years in instances in which the payment in nine
months would cause undue hardship. Regulations have
defined one example of undue hardship as being the sale
of a small business at a sacrifice price.

2. Payment of estate taxes can be extended for a pe-
riod of up to 10 years when an estate contains a farm or
closely held business, the value of which exceeds either
35 percent of the gross estate or 50 percent of the taxable
estate. however, the executor or administrator remains
liable for the taxes until paid. In addition, certain dispo-
sitions of the farm business make the deferred tax im.
mediately due. Finally, the deferred tax is only that
portion relating to the farm or closely held business.

3. Capital gains treatment is accorded certain redemp-
tions of corporate stock, to pay death taxes and funeral
and administration expenses This only applies to a
corporation whose stock comprises more than 35 percent
of the value of the decedent's gross estate or more than
50 percent of the value of the taxable estate, and the
time for such redemption is limited.

PROPOSED CHANGES

I. Make it easier for estates containing farms or other
closely held businesses to qualify for the installment pay-
ment of death taxes. One possibility is to reduce the per-
centages from 35 and 50 to 25 and 40.

2. In addition to liberalizing the installment payment,
permit executors and fiduciaries to obtain a discharge
from personal liability for death taxes, provided ade-
quate security is furnished.

3. Provide additional time for redeeming stock in
closely held businesses, to pay taxes attributable to the
inclusion of that stock in the gros estate.

EFFECT ON FARM ISTATs
It is expected that these modifications could make it

much easier for the owners of any viable farming opera-
tion or closely held business to generate the resources
needed to pay the transfer taxes that become due at the
time of death.

Part Three

ECONOMIC AND SOCIAL PERSPECTIVES
FOR TAX POLICY

Ilarold F. Breimyer, University of Missouri.Columbia
Michael D. Boehlje, Iowa State University

In the final analysis, tax policy, like all public policy,
must be judged according to its effects on not only those
persons or organizations involved directly, but on the
entire population.

As noted in Part One, taxes serve three purposes. They
raise revenue, they redistribute wealth and income, and
the form in which they are levied affects how our society
functions. In agriculture, the last purpose relates to the
structure of agriculture - who is going to own and con-
trol it.

The first purpose is easily served. Tax experts can cal-
culate approximately how much any change in taxes
would affect the revenue received by the federal or state
government.

The second and third objectives strike hard at con-
flicting interests among the public, and at our value Sys-
tems. This is particularly true of policy for death taxes in
agriculture. Lower taxes are appealing, but farm people
also have subscribed to democratic values such as equality
of opportunity.

Taxation of property transferred between generations
historically has had as one purpose the "equalization of
fortunes" (I). When President Theodore Roosevelt asked
Congress to enact a progressive inheritance tax (which
Congress declined to do at that time), he declared that
"the prime objective should be to put a constantly in-
creasing burden on the inheritance of those swollen for.
tunes which it is certainly of no benefit to this country to
perpetuate" (6).

Paarlberg (4) points out that it has been our national
wish to keep a "free and open system of tenure" in our
agriculture. In its early years, our nation took steps to
"prevent the development of a hereditary land-owning
class." Examples are laws prohibiting primogeniture -
the "bequeathing of the farm, intact, to the eldest male
heir" - and entailment - "specifying... that a piece of
property must stay in the family through subsequent
generations."

POLICY EVALUATION CRITERIA

The criteria for analyzing choic'j in transfer tax policy
have been set forth as efficiency, equity, governmental
revenue, and organizational structure. The criteria can
be applied to the transfer of farm and nonfarm property
alike. With regard to organizational structure, for ex-
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ample, it is just as fittinj to ask how a death tax policy
affects continuity of a small nonfarm business as of a
farm. Theae effects are summarized in Table 9.

|FFICIINCY

Efficiency in production and marketing has always
been esteemed in agriculture. Death tax levies have the
possibility of affecting efficiency primarily through their
bearing on availability and cost of liquid assets and on
size of operating unit. It should be recognized that capital
requirements in agriculture per worker and per dollar of
sales are higher than for other industries. In general,
however, it is difficult to show that modest changes in
death tax rates would have much net effect on efficiency.

Modern fanning indeed requires large amounts of
capital, whether equity or borrowed. If transfer taxes
were to be reduced, part of the tax savings would remain
in agriculture. The problem of refinancing to hold
estates intact would thereby be eased. It is difficult to
show, nevertheless, that the present system of private and
cooperative credit is inadequate for financing eco-
nomically organized farms. Moreover, much of the re-
sistance to refinancing comes from the traditional notion
that farmers ought to own their farms essentially debt.
free. This does not apply so generally today, nor is it
usually possible.

It is sometimes argued that present death taxes force
the breaking up of farms into units too small to be
economic. To the extent that is true, there is some loas of
efficiency. But no particular farm size is more efficient
under all circumstances than all other sizes. In fact, the
desirable size is governed in large measure by the man.
agerial ability of the operator. Even if the "best" size

could be named, it could not be assumed that all farms
subject to transfer tax are near that size.

Furthermore, if slices of a farm must be sold to pay
taxes, the acreage sold may be attached to an undersized
unit and add to its efficiency. Thus, for agriculture as a
whole, there may be no net loss in efficiency under present
or proposed transfer tax policies. In fact death taxes may
occasionally lead to the breaking up of farms that have
reached too large a size for best efficiency.

Do death taxes interfere with continuity in manage.
ment? They probably do. However, whether an heir is a
better manager than a new buyer is a debatable question.
A special case arises when farm families convert to a
corporate structure with several owners to circumvent
death taxes. It is difficult to say whether quality of man-
agement may be improved or might be poorer.

SOtItTY
Equity has many dimensions. Each is hard to explain,

yet each is basic.
Consider equality of opportunity first. High exemption

or low taxes on death transfer of farm property give an
advantage to the heirs of the farmer over all other people,
including young persons who would like to buy farmland.
So the equality of opportunity principle is violated.

Furthermore, if it is true that young farmers can more
readily enter farming on a holding somewhat smaller
than many retiring farmers have built up, some division
of large holdings at the time of transfer may particularly
improve equality of opportunity. The aspiring young
farmers would then find it easier to buy a modest-sized
farm.

A second dimension of equity relates to equality of tax

Table 9. Effects of Proposed Property Transfer Tax Proposals.

Efficiency Equity Structure

Amount of
Wealth Farmland Nonfarm

Concen- Buying Op- Revenue Landholding
Policy station portunities Generation Farm Size and Tenancy

Changes in Estate and Gift Tax Exemptions
and Rates
(a) Increased exemption and/or decreased

rates. on all kinds of property' No change Increase Decrease Les Larger I ncreae
(b) Increased exemption and/or decreased

rates on farm property only No change Increase Decrease Len Larger Large increase
Unified Gift and Estate Tax No change Decrease Increase More Smaller Less
Unlimited Marital Deduction No change No change No change Less No change -
Tax on Capital Gains ofGifu or at Death No change Decrease Increase More Smaller Less
Tax on Generation-Skipping No change Decrease Increase More Smaller Less
Extension of Time for Payment No change Increase Decrease No change Slightly Slightly

larger more

'Decreased exemption or increased rates, or both, would have effects opposite to those shown here.

11



1592

levies on farmers and farming compared with other tax.
payers and other businesses. It is complicated by the fact
that farm estates frequently have several origins. They
may involve any of the following:

I. Property previously inherited and left almost un-
changed. This is rare, however.

2. Accumulation of physical assets, as a farmer chose
to retain them rather than convert them to current
income.

3. Cumulative capital gains, on which no income tax
has been paid, and which in turn may come from:
a. General price inflation in the economy.
b. Exceptional increases in the price of farm assets.

The principle of equity is readily applied to point 3
above, where it calls for the same rates on deferred as on
currently paid taxes.

With respect to differences between points 3-a and
3-b, insofar as capital gains arise from general price in-
flation there is no basis for treating agriculture differently
from any other industry or property holding. General
price inflation results in dollar gains that have no increase
in purchasing power. They extend across the economy
and are no different in agriculture than in industry or
trade. How to tax inflationary capital gains is a separate
issue.

On the other hand, insofar as agriculture has out-
distanced other sectors (due, presumably, to the intrinsic
scarcity of land) and thereby has yielded a special "un-
earned wealth," the principle of equity suggests higher
taxes than those levied, for example, on the earned in-
come represnted in point 2 above. Capital gain in ex-
cess of general price inflation is "real" in the sense that
the same quantity of farm asset now represents a greater
purchasing power than before.

It hardly need be added that selective favorable treat-
ment of agriculture in death taxes is not consistent with
equity unless there is some fully counterbalancing benefit
to society.

REVENUE GINIATION

Federal property transfer taxes (estate and gift) gen-
erated $4.9 billion in 1973 -about 2 percent of total
federal tax receipts (8). Although they are not a major
component of central government finance, any tax dollar
lost to lower levies must be replaced by some other gov.
emnment revenue, and any additional inheritance or other
transfer tax dollar collected can reduce some other tax
levy.

There is, however, an interconnection with equity. If,
for example, any revenue lost through lower death taxes
were to be made up by a sales tax or other "regressive"
tax, the effect would be inequitable. If a replacement

tax were instead to be paced on higher-bracket incomes,
equity would likely be improved.

5IN STIUMMA OF AOiJCULTUIE
Not least among the criteria for judging any proposed

changes in death taxes is how they would affect the or.
ganizational structure of agriculture. Various character.
istics are of interest - size of holding, financial control,
marketing arrangement, and ownership and control
generally. Often the question is phrased as whether the
'family farm" will survive. In a series of North Central

Extension reports, this is defined as a "dispersed" agri.
culture (3). It gives proprietary status to the operating
farmer and is based on access to open markets (2, 5, 7).

Most transfer tax policies would have only an indirect
effect on certain structural characteristics such as the
terms of access to markets. On the other hand, they
could have a direct and significant effect on the size of
farm and on ownership and operatorship structure.

Transfer tax policies with high exemptions or low
rates, or both, facilitate the transfer of larger farms as a
single unit. They thereby are more likely to discourage
individuals from nonlandholding families from entering
into farming, particularly as owners, acting instead to
keep land in the same family hands from generation to
generation. Low exemptions and higher rates might force
splitting up of some farms, resulting in a larger quantity
of real estate being forced on the market.

Likewise, selective concessions for agricultural estates
could attract investments of well-to-do nonfarmers in
farmland and tend toward tranfer of ownership and
control out of the hands of operating farmers. It might
be possible to enact laws to restrict these concessions to
"bona fide" farmers but these would involve significant
administrative costs and the potential for abuses.

Although transfer taxes could be chosen in connection
with a comprehensive program to establish a specified
structure such as dispersed family holdings, it is doubtful
that tax policy alone can exert a controlling influence
over structure.

The effect of death taxes on size of farm parallels the
effect on equity examined above. Low death tax exemp-
tions or higher tax rates tend to restrain continued
growth in size of farm from generation to generation,
while higher exemptions or lower rates make it easier
to keep farms large. It is doubtful, however, that the
actual practical effect is very great. Although heirs natu-
rally prefer to use tax exemption to finance keeping an
estate intact, in most cases sufficient credit is available
for that purpose.

Death taxes can have a substantial effect on who owrs
and who operates farms. In a broad sense, any concession
in favor of current owners works toward moving land
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into the hands of a separate landowning class. This is
Likely because ownership as such then becomes parsticu.
larly attractive. Consider, for instance, that portion of
farm estates that is built up from deferred capital gains.
If high death tax exemptions then allow sizable amounts
of such capital gains to escape taxes, high-bracket tax-
payers from everywhere will compete to buy farm prop-
erty that offers such a tax haven.

Whether a particular kind of organizational structure
- family farm or any other - is preferred is a separate
issue. It is not considered here. The only point to be made
is that low death tax exemptions and relatively high rates
have some tendency to preserve an agriculture where
operators own at least part of their land. Higher exemp.
tions and lower rates have an opposite effect. They facili.
tate moving toward a financially elite landholding class
in agriculture, and landholding by other than farm
operators.

EVALUATION OF SELECTED PROPOSALS

Part Two presented six selected proposals to change
death taxes Four criteria for judging social effects have
been set forth above. The six proposals will now be
evaluated according to the criteria.

Foremost attention will be given to how each proposal
would affect (I) equity and (2) structure of agriculture.
The effect of each on tax revenue will be noted briefly.
No further attention will be given to operating efficiency.
It was pointed out earlier that moderate changes in death
taxes would have scarcely any effect on aggregate effi-
ciency of food and fiber production in the United States.-

PROPOSAL ONE, CHANGING ESTATE AND GIFT

TAX EXEMPTIONS AND RATES

Equity. If the larger estates subject to death taxes are
held in families enjoying above-average incomes, then
any increase in the minimum exemption or reduction in
tax rate (for a particular size of estate) would on balance
tend to increase the relative proportion of all wealth
held by the more wealthy persons, That is, it would not
contribute to a more nearly equal distribution of wealth
and income.

When this principle is applied specifically to estates in
agriculture, an increased exemption or reduced rate
could also reduce equality of opportunity to own farm.
land, for it would facilitate hr!ding property in a single
family's hands. But if the exemption and rates were held
at or near their present levels, they might force somewhat
more landholding units into sale, as a whole or in parcels.

Equity arises in a different sense when the separate
sources of farm estates, listed earlier, are considered. To
the extent that estates arise from deferred capital gains
taxes, equity calls for the same tax treatment as applied

to current capital gains - and the same for agriculture
as for all other parts of the economy. If, for example,
capital gains were to be "indexed" (adjusted for changes
in the price level), the procedure should be the same in
agriculture as everywhere else.

To the extent that estates arise from disproportionate
appreciation of asset values in agriculture, no case can be
made for tax concessions on grounds of equity. They
would be unfair to all persons who made equivalent in-
comes from their labor - the so-called earned income.

Revenue Generation. The amount of revenue gen.
erated is directly proportional to the value of the mini.
mum exemption and the schedule of tax rates.

It has been estimated that an increase in the minimum
exemption from the present $60,000 to $100,000 would
reduce revenue to the federal treasury by about $650
million. An increase of $200,000 would result in an
estimated revenue loss of $1.25 billion.

Adjustments in the size of exemptions have a big effect
on tax revenue because a large proportion of all taxable
estates have values of $60,000 to $200,000, which would
be most affected by currently proposed changes in
exemptions.

Structure of Agriculture. A higher death tax exemp-
tion or lower rates could lead to larger farms in the
United States, as there would be less pressure for selling
all or part of a large farm- estate in order to pay taxes.
However, larger farms kept intact following death might
be operated more frequently by tenants than by owners.
Frequently the heirs will not be operating farmers. Fur-
thermore, if present laws for deferring capital gains
taxes are retained, nonfarm investors would find a relaxa-
tion of death exemptions to be doubly attractive. An
influx of outside investment could be expected.

The present exemption level and rates may encourage
some families to convert farms into corporations in which
all heirs are stockholders. The land may be farmed by
one heir or by a tenant. Presumably, if the exemption
were made higher there would be somewhat less incentive
to follow this route.

In other respects it is doubtful that changed exemption
and tax rates would have much effect on the structure of
agriculture.

PROPOSAL TWO. FREFRNTIAL VALUATION

0 EXMPTION FOR FARM ESTATES

The proposal to allow farmers alone the concession of
a higher exemption (or a lower rate) would have the
sane effects as a similar change for all estates, discussed
above, with one major exception. That exception is that
selective exemption for farm estates would increase the
incentive for nonfarm investment in agriculture. This in.
flow of outside capital could be forestalled only if non-
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farmers were to be prohibited from investing in fanning.
It might be possible to grant increased exemptions to

farm estates, provided those estates were retained in a
"family farm" or other desired structure and if agreement
would be reached on what structure was desired. How.
ever, it would be necessary to state exactly what kind of
structure would be permitted. Continuous careful ad-
ministration of such a law would be necessary and sub-
stantial costs would be involved. That is to say, death
tax concessions could be built into a policy to control the
future structure of agriculture, but they would be an
adjunct to that policy and not its major feature.

PROPOSAL THREE. UNIFYING ESTATE AND

GIFT TAX RATES AND EXEMPTIONS

Equity. A key component of the unification proposal is
the single exemption for lifetime and death transfer.

The present separate exemption for gift taxes en-
courages transfer of property before death, and tends
toward extended family (father.son-grandson) owner-
ship of farm property. Allowing only one exemption for
both gifts and estate transfers, if less than the present
two eemptions, could increase the tax liability for larger
estates, and would reduce opportunities to concentrate
wealth within the family structure. It would thereby in-
crease the equality of opportunity to buy farmland, be.
cause more real estate would be on the market when
deathtime transfers occurred.

Any reduction in the tax rate would partially offset the
impact of a decreased one-time exemption.

Revenue Generation. The revenue generation impact
of the unification proposal is unclear. A lower one-time
exemption would certainly increase the tax revenue from
larger estates where both gifts and transfers at death
hase been used in the past. However, simultaneous re-
ductions in the tax rate would partially, if not com-
pletely, offset the increased revenue generation resulting
from the changes in exemptions. On balance, tax revenue
would probably be unaffected or decline somewhat.

Structure. Lifetime transfers of property from parents
to children are frequently used to facilitate the transfer
of farm units between generations. Properly planned, this
procedure enables families to maintain control of farm
units of increased size virtually unaffected by transfer
taxes. The unification proposal would certainly not elimi-
nate lifetime transfers. However, it would reduce the tax
incentive to make transfers before death. Thus, i,,ore
property may be transferred at death, and become avail-
able for purchase by non-family members. The structural
result might be fewer extended family farm holdings and
more opportunities for small- and medium-sized farmers
to acquire real estate.

PROPOSAL FOUl: ADJUSTINO THE MARITAt DEDUCTION
Equity. Allowing the surviving spouse a deduction for

the full value of property received, rather than up to
50 percent of the adjusted gross estate as currently exists,
would have little impact on equality of opportunity but

sisibly some on equity. If the 100 percent marital de.
duction were used, the tax payment would be postponed
until the surviving spouse dies. Funds that might have
been used to pay death taxes upon the death of one
spouse could provide interest until the second spouse dies
and estate taxes become due.

Under current law, a tax incentive exists to transfer
up to one-half of the estate to the surviving spouse. The
tax consequences of transferring the remaining one-half
to the spouse or other heirs are essentially the same. The
proposed regulation could appear to provide an incentive
to transfer the entire estate to a surviving spouse at death
but eventual tax liability may not be less. Thus, the
property would not be distributed among the family
members or nonfamily recipients as may now occur.
however, if one considers the family unit rather than the

individual as the relevant decision-making body, the
proposed change would not significantly affect wealth
concentration or equality of opportunity compared to
present law. However, it might result in very different
distribution patterns within the family unit than exist
under current regulations.

Revenue Generation. The unlimited marital deduc-
tion will enable the taxpayer to transfer more property
to the surviving spouse tax-free. If this incentive actually
results to a larger portion of most estates being trans-
ferred to the surviving spouse, then tax revenues
would be decreased. But since the suriving spouse would
eventually die, the property valuie not consumed would
then be subject to tax. Due to graduated tax rates, the
result could be an increase in revenues.

Structure. If the farm family is considered as the
decision-making unit, the stnctural impact on the un-
limited marital deduction will be minimal.

PROPOSAL FIVE TAXATION OF CAPITAL GAINS
TRANSFERRED &Y GIFT 01 THiOUGH AN ESTATE

Equity. To tax capital gains at the time of transfer
of property, whether by gift or at death, would improve
equity between those whose wealth comes from earned
and unearned sources, provided the rates %ere the same
as any person's tax on capital gains. (Whether it is
equitable to tax any capital gain [increase] at less than
earned income is not considered here.)

If the tax rate applying to capital gains at death were
lower than the current rate, the criterion of equity would
not be as well served. It is difficult to equate a one-time
capital gain tax (at death) and a similar tax paid with
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the annual income tax return. But an approximation can
be made.

Revenue Generation. The amount of revenue gen-
erated depends entirely on the terms of the capital gains
Ivy. Since the tax would be deducted from the gross
estate, it would affect the amount of estate tax due.

Structure of Agriculture. If the capital gains tax rate
is more favorable than the tax on ordinary income, then
investments to achieve capital gains would still be attrac-
tive. However, the rate of increase in land values and
land investment by nonfarsers might be less than now.

Lower tax rates on capital gains than on ordinary
income are especially attractive to high-income investors,
both farm and nonfarm.

PROPOSAL ftX: TAX ON GINtIATION-SKIPPINO

Equity. Although generation-skipping techniques are
not widely used in farm estates at the present time, in-
creased incentives may be expected as farm estates in-
crease in value through growth and inflation. Generation.
skipping techniques have provided one of the most
lucrative means of avoiding taxes and accumulating and
transferring wealth tax-free in nonfarm estates. Limits on
generation-skipping would not only reduce the potential
for concentration of wealth and power through extended
family control of property, but might also result in in-
come and wealth redistribution through the generation
of more revenues that can be used for transfer payments.

The taxing of generation-skipping might also increase
the tax incidence on unearned wealth, and thus could
add an additional dimension of parity between the tax
burden of wage earners and property owners. Of all of
the proposals discussed, limits on generation-skipping
may have the largest potential impact on unearned
wealth distribution and equality of opportunity.

Revenue Generation. Because the use of generation-
skipping techniques is not common in agriculture, the
tax revenue generated from this sector by the proposed
changes will be small.

Structure. Generation-skipping techniques along with
lifetime tax-free transfer (within certain limits) can be
used to acquire and maintain extended family control
over substantial wealth. In agriculture, these extended
family operations may be managed in such multi-owner
business organizations as corporations or partnerships
or placed in trust under professional management. Sub-
jecting accumulated wealth to transfer taxation during
each generation would reduce the potential for the ac-
cumulation of large sums of tax-free wealth and the
concentrated structure of the industry that would result.
Although greater impact might be seen on the structure
of other more concentrated s-ctors of the economy than

in agriculture, the proposed regulation might limit such
concentration in farming.

PROPOSAL SEVItN. tEAXATION OF
INSTAtMINT PAYMENT PROVISIONS

Reportedly, meeting a tax obligation on an estate can
sometimes cause urgent and costly liquidation of a farm
or other small business. To the extent that this Is true,
granting greater latitude in paying death taxes would
have some impact on the structure of agriculture. It
would act to sustain the existing strut sure and to keep
fanning in somesthat larger units than would otherwise
prevail.

Insofar as present rules can put some heirs under a
serious temporary financial strain, the proposal might
contribute to equity.

SUMMARY

Appreciation in value of many farm estates, due in
part to accumulation of physical assets but alo reflecting
increased prices of these assets, has made those estates
much more subject to death tax levies than was true in an
earlier era.

The individual farmer, like every citizen, faors easing
of the amount of tax obligation. The case for such action
is strengthened by the fact that the tax formulas have not
been adjusted to keel) pace with inflation. But the same
may be said of all federal tax rates and deductions, as
they have at best been adjusted only very slowly. (State
tax rates have generally increased.)

When six separate proposals for changes in death taxes
are matched against criteria of effects on efficiency,
equity, revenue generation, and structure of agriculture,
the results show a mixed pattern. Some proposals that
are attractive to individual farmers test out %yell by social
criteria, but others do not. Still others are essentially
neutral.

Few if any of the proposals would hate a clear net
general effect on the efficiency of agriculture. Various
forms of organization ("structure") of agriculture have
about the same operating efficiency. Hence this con-
clusion concerning death taxes.

Tax revenue is generated in direct proportion to the
size of exemption, the tax rate, and allowable deduc-
tions. There is no mystery here. The effect any tax change
would have on revenue can be readily calculated.

Equity and structure of agriculture are the crucial cri-
teria. In general, in the American democratic tradition
equity is not served by increasing the level of exemption
or decreasing rates in death taxes. However, the effect
on equity is complicated by the three separate sources of
appreciation in value of estates. In that regard, the pro-
posal to tax capital gains on gifts and at death could
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improve equity, assuming the levy were the same as in
the rest of the economy. The proposal to tax generation.
skipping would likewise fulfill the equity criterion-
perhaps more clearly than any of the other five proposals.

If the portion of estates that represented buildup of
actual physical assets could be separated out, equity
would be less involved in a more liberal death tax policy
applied to it than in a similar application to the un-
earned-income portion.

Equity is not a major constdcrs0on in proposals to
unify estate and gift taxes or to ca'ange the present
marital deduction.

In many respects the effect that changes in death taxes
would have on the structure of agriculture runs parallel
to their effect on equity. For example, a higher death tax
exemption or lower rates would push toward larger
farms, even perhaps to a hereditary-estate agriculture.
Holding the exemption relatively low, taxing capital
gains at death, taxing generation-skipping, and possibly
even unifying estate and gift taxes -all w uld act in
the direction of keeping farms somewhat smaller and in
more dispersed owner-operator hands.

The proposal that is most certain to move agriculture
toward a system of nonfarm-landholding with more farm
tenancy would be an increased death tax exemption for
farm estates only. Such selective preferential treansent
would also be highly inequitable.
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ATPENDIX X
CLEVELAND TRUST,

August 11, 1975.
Mr. HIERBERT L. SPIRA,
Counsel, Select Committee on Small Business,
Old Senate Office Building, Washington, D.C.

DEAR MR. SPIRA: In response to your inquiry, I enclose copies of various papers
from my file relating to thW-pThTh of death taxation of illiquid assets, primarily
small business. As Dick Covey points out in his material to you, we view the
problem as either calling for a preferential rate (by way of exemption or otherwise)
or of easing the burden of a uniform rate by way of extensions or other means.
The papers enclosed either deal with the liquidity aspects or are some of the better
argued papers on the general problem of changing the present step-up basis rule
with respect to assets passing at death.

The only text I am familiar with is Professor Bosland's book on estate tax valu-
ations of closely held businesses. This work is primarily a discussion of the val-
uations results achieved in the courts, but does include material which comes to
the conclusion that the estate tax valuation problem has significantly led to mer-
gers and concentrations in that area.

The papers enclosed are the following:
(1) American Bar Association paper on the liquidity and extension problem

submitted to the Ways and Means Committee on September 15, 1970.1
(2) American Bankers Association memorandum on liquidity submitted to

the Treasury Department dated October 5, 1970.2
(3) Statement of the National Livestock Tax Committee submitted to the

Ways and Means Committee on March 29, 1973.1
(4) 1963 Memorandum discussing the carry-over basis rule tentatively adopted

by the Ways and Means Committee during that year.'
(5) Statement of William P. Sutter submitted to the Ways and Means Commit-

tee dated March 29, 1973.'
I trust these materials may be helpful to you.

Very truly yours,
J. H. BUTALA, JR.

'Material retained in committee files.
I Memorandum printed as a subsequent exhibit.
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October 5, 1970

MEMORANDUM FOR THE TREASURY
DEPARTMENT CONCERNING LIQUIDITY

I. Introduction

The Tax Reform Studies and Proposals of the Treasury

Department under the prior Administration (the Studies) con-

tain a section captioned "Liberalization of Payment Rules".

The opening two paragraphs of the section accurately state

"Estates which contain farms or closely
held family businesses sometimes encounter
difficulty in finding the cash needed to pay
the Federal taxes which become due shortly
after death. This problem can arise as a
result of improper estate planning, rapid
appreciation in the value of an asset, or
reluctance to sell an asset for sentimental

, or business reasons.. The inability to pay
death taxes in a timely fashion is here

- referred to as the 'liquidity problem'.

Careful business and estate planning can
help to eliminate the liquidity problem.
Moreover,.the Internal Revenue Code already
provides installment payment privileges for
use in situations in which an estate con-
tains a farm or other closely held business.
However, experience has shown that little
use of these installment payment privileges
is presently being made, partly because cer-
tain other provisions of the Internal Revenue
Code create barriers to the use of these
privileges."

The "liquidity problem" will, in many cases, be more

serious than it is under existing law if a tax on unrealized

appreciation at death or a carryover basis rule is substituted
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for the current basis rule applicable to property included

in a decedent's gross estate.

I. Current Law

There are several provisions in current law that may,

in varying degrees be helpful in lessening liquidity problems.

§6161(a)(2). This section permits the time for

paying estate taxes to be extended for "a reasonable period

not in excess of 10 years" if payment of any part of the tax

would result in "undue hardship to the estate". Treas. Regs.

§20.6161-1(a) states that no single extension can exceed one

year. Treas. Regs. §20.6161-1(b), relating to the hardship

requirement, says

"The extension will not be granted upon a general
statement of hardship. The term 'undue hardship'
means more than an inconvenience to the estate.
A sale of property at a price equal to its current
fair market value, where a market exists, is not
ordinarily considered as resulting in undue hard-
ship. however, a sale of property at a sacrifice
price or on a severely depressed market would
constitute an undue hardship. Furthermore, the
necessity for selling an interest in a family
business, which is included in the gross estate,
to unrelated persons will be considered to be an
undue hardship even though the interest could be
sold at a rice equal to its current fair market
value".

§6165. If an extension of time is granted to pay any

part of the estate tax the taxpayer maybe required to furnish

a bond (in an amount not to exceed double the amount as to
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which an extension is granted) conditioned upon the payment

of the extended amount.

§6166. This section permits the time for paying

estate taxes to be extended automatically for a period not to

exceed 10 years if the value of an interest in a closely held

business included in the decedent's gross estate exceeds either

35% of the decedent's gross estate or 50% of the decedent's

taxable estate. The portion of tax as to which an extension

is available is the same percentage of the net tax payable

as the value of the closely held business bears to the gross

estate. The words "closely held business" are defined to mean

a. An interest as a proprietor in a trade or

business carried on as a proprietorship.

b. An interest as a partner in a partnership

carrying on a trade or business if (i) 20% or more

of the total capital of the partnership is included

in the gross estate or (ii) the partnership has

ten or less partners.

c. Stock of a corporation carrying on a

trade or business if (i) 20% or more in value

of the voting stock is included in the gross

estate or (ii) the corporation has ten or less

shareholders.
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The amount of the tax as to which payment is extended plus

Interest is to be paid in equal annual installments.

§6163. This section states that if the value of

a reversionary or remainder interest in property is includible

in a decedent's gross estate the payment of that part of the

tax attributable to such interest may, if the executor elects,

be postponed until six months after the termination of the

preceding interest. Treas. -Regs. §20.6163-1(c) provides that

the tax attributable to the reversionary or remainder interest

is an amount which bears the same ratio zo the total tax as -

the value of the interest bears to the entire gross estate.

J6601(b). This section states that if the time for

payment of estate tax is extended under either §6161(a)(2),

§6163 or §6166, interest shall be paid at a 4% rate rather

than at the usual 6% rate.

303_. This section provides that a distribution of

property to a shareholder in redemption of stock which is

included in a decedent's gross estate is entitled to capital

gains treatment to the extent that the amount of the distribution

does not exceed all death taxes imposed as a result of the

decedent's death and all funeral and administration expenses

of the decedent's estate provided that the stock included in

the decedent's gross estate exceeds 35% of the gross estate

or 50% of the taxable estate.
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III. Proposals of Studies

The Studies proposed changes in some of the sec-

tions of the Code discussed in Part II above and in other

sections.

§6161. This section would be broadened to apply

to capital gains taxes on net unrealized appreciation taxed

as a result of the decedent's death.

§6165. This section would be revised to permit

the use of security arrangements, such as mortgages, pledges

and escrow agreements, in lieu of bonds. The exact form of

the security arrangement would be left to the District Direc-

tor. When determining the amount of the collateral to secure

the payment of taxes where an extension is granted under

§6166, §6165 would provide that the decedent's interest in a

closely held business shall constitute adequate collateral.

56166. This section would be liberalized by.(i)

changing the percentage limitation to 25% of the decedent's

taxable estate, (ii) increasing the shareholder limit to 15

and (iii) broadening the section to cover gains taxed at death

if the gains attributable to the closely held business are

more than 25% of all gains taxed at death. §6166 would be

"tightened" by eliminating the "voting stock" qualification and

by shifting from annual to quarterly installment payments. No
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reason is given for eliminating the "voting stock" provision.

The stated reason for shifting to quarterly installments is

"This conforms with existing collection practice
in connection with estimated taxes and certain
other taxes which are paid in installments. This
cnange will also provide earlier notice of
possible delinquency on the part of the estate."

§6601(b). This section would be revised by, gener-

ally speaking, requiring a higher interest rate on taxes as Do

which extensions have been granted than the current 4% rate.

Specifically the Studies state:

"To achieve interest neutrality so far as
decisions regarding payment of taxes are con-
cerned, a provision is proposed, similar to
section 483, giving the Secretary or his dele-
gate discretionary authority to establish the
rate of interest at any given time in light
of market conditions. To facilitate this
exercise of discretion, and to ease adminis-
trative difficulties, the following guidelines
for the exercise of this power would be followed:
(1) The rate of interest should be adjusted
only on January 1 of any given year, and should
remain constant throughout that year. (2) Ad-
justments to interest rates should be made in
whole point units, rather than in fractions of
a percent. (3) Adjustments should be made in
light of market conditions, determined by
adding 2 percentage points to the Federal
Reserve System's recommended rediscount rate.
(4) The rate of interest applicable on the date
on which a tax becomes payable will remain the
same for that tax liability until it is paid.
For example, if a tax becomes payable on
December 31 of a given year, when the rate
of interest under section 6601 is 5 percent,
that rate of interest will remain applicable even
though the interest rate is raised a few days
later by the Commissioner."

62-209 0 - 76 - 57
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§303. This section would be revised by (i) per-

mitting redemptions to extend over a 10 year period, but not

to allow the use of notes or the like to avoid the time limit-.

ation,and (ii) restricting its application to those persons

liable for the payment of the federal estate tax or the tax

on capital gains at death with respect to closely held busi-

nesses as defined in §6166 (thus automatically applying the

qualifications set forth in thatsection) but not permitting

a "qualified" redemption for state death taxes or funeral

and administration expenses.

§2204. This section relieves the executor from

personal liability when the full amount of the estate tax

determined to be due has been paid. A discharge cannot be

obtained when an extension of time to pay the tax has been

obtained because the tax has not been paid. §2204 would be

revised to permit the discharge of an executor from personal

liability when (i) the executor has paid all taxes assessed

prior to the date of the discharge and for which no extension

has been requested and (ii) the executor enters into a

§6165 security arrangement. Also, similar rules would be

applied to other fiduciaries holding assets includible in
the gross estate and if the fiduciary applies for a discharge

from personal liability and the executor fulfills the two
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conditions set forth in the preceding sentence the discharge

would be available to such fiduciaries.

The Studies also suggest a revision of §535 to

make it clear that post-death earnings could be accumulated

bX a closely held business in a §303 redemption without being

subject to the penalty tax. This change was made by the Tax

Reform Act of 1969.

IV. Comments on Proposals of Studies

We do not believe the proposals made in the Studies

with respect to the "liquidity problem" are a satisfactory

solution to this most difficult problem, particularly if it

is increased by a tax on unrealized net appreciation at death.

Th~s is not to say that some of the proposals are not helpful.

They are. We would like to discuss each of the sections in-

volved in detail, and in so doing will indicate our disagree-

ment with the proposals of the Studies.

§6601(b). The change suggested in the interest rate,

from 4% to a rate 2% higher than the Federal Revenue System's

recommended rediscount rate, will under current conditions and

conditions that are now foreseeable for the future increase

considerably the interest payable when extensions of time to

pay the estate tax are obtained. Interest as well as the tax

is a part of the "liquidity problem". Thus the effect of the
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suggested change is to increase rather than to decrease this
problem. We share the concern of the Studies with respect to
granting a preference in the form of a 4% interest rate when
extensions are granted under §6161(a)(2), §6163 or §6166. We
would, however, prefer a return to the normal 6% rate in all
cases, rather than to a rate based upon market conditions at
the decedent's death. Our support for a change in the inter-
est rate is subject to the qualification that the other liber-
alizing changes that will hereafter be suggested are made.

§6165. We favor the changes suggested by the Studies
in permitting the use of security arrangements rather than bonds
and permitting the decedent's interest in a closely held busi-
ness to constitute adequate collateral. We do, however, believe
that some additional explanation of how the arrangements would
operate is required and that the use of these arrangements

should, to the extent feasible, be"'tandardized" through regu-
lations so as to avoid variances between District Directors

with regard to their use.

§2204. We favor permitting an executor or other
fiduciary to be relieved from personal liability upon the'
payment of the estate tax currently due and the execution of
a §6165 security arrangement, subject to the qualification

'that the security arrangement should be executed by the fidu- -

clary having control over the affected assets who may be a
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trustee rather than the execuitor. The continued personal

liability of fiduciaries has very severely restricted the

use of §6166. We also favor extending the release from

personal liability to thedecedent's income and gift taxes.

§6166. We favor the reduction in the percentage

requirement to 25% of the taxable estate but oppose the change

In the definition of a "closely held business" to eliminate

the 20% voting stock provision. The result of this elimination

would be that a corporation having more than 15 shareholders

(increased from 10) could not qualify under §6166, or in fact

under a §303 redemption since the provisions of §6166 would

apply to §303 redemptions.

The primary difficulty with the position taken

in the Studies is that it fails to recognize that the

-liquidity problem arises from the lack of a market for the

stock and that this may be present regardless of the number
of shareholders which the corporation has. We believe that

the provisions of §6166 should be available whenever the

percentage limitations are met and (i) the stock is not

traded on a national securities exchange or in the over-the-

counter market or (ii), if so traded, the decedent's gross

estate includes 20% or more of the voting stock of the corpor-

ation and suggest that the section be amended to so provide.

Requirement (i) is substantially the same as that suggested
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by the Treasury in determining whether a stock is a "liquid
asset" in its original proposal for accelerating the payment

of estate tax.

We oppose the proposal that installment payments be
required quarterly rather than annually as under current law.

This proposal would increase the liquidity problem and be
more burdensome administratively. The reasons suggested in
.the Studies for the change are unconvincing.

Finally, no percentage limitation should be applic-
able in connection with the application of §6166 to unrealized

appreciation in the closely held business taxed at death. If
the percentage limitation is met for the estate tax, the ex-
tension should be available for, tax on appreciation regardless
of hether any specific percentage of the total appreciation

is represented by the business.

§303. We favor the proposals relating to this
section that would extend the redemption period to 10 years,
broaden the section so as to cover any tax on unrealized appre-
ciarion in the redeemed stock. We also favor the insertion of
a requirement that §303 may be utilized only to the extent she
redeeming shareholder is liable for the payment of death taxes
or funeral and administration expenses. The payment of state
death taxes and funeral and administration expenses is a part
of the liquidity problem. Thus the proposal of the Studies
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that redemptions for these purposes be eliminated worsens

rather than lessens that problem and we oppose such a change.

The Studies give no reason for this elimination. Also we see

no reason to "equate" §303 redemptions with §6166 extensions'.

The policy reasons behind the two provisions are quite differ-

ent. If §303 redemptions are to be equated to §6166 exten-

sions, then the modifications of §6166 suggested above should

be applicable.

§6161(a)(2). The Studies propose no change in this

section except to have it apply to unrealized appreciation

taxed at death. We suggest that the word "undue" be elimin-

ated in §6161(a)(2) so that an extension would be granted upon

a showing of "hardship" as contrasted to "undue hardship". We

believe it is most difficult to split hairs between what is

"hardship" and what is "undue hardship". ",Further, if as men-

tioned above.no special interest rate is available in connec-

tion with extensions there is no reason not to have a liberal

extension of time provision.

We also suggest that the regulations to §6161(a)(2)

be revised to state that an extension will be granted for that

part of the tax attributable to an asset where receipt of the

asset is delayed for a period after the decedent's death until

the asset is collected. To illustrate, if a decedent's estate

a right to receive a payment of $50,000 in each of five
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years after his death the estate tax attributable to the

payment could be postponed until the payment was received.

The policy considerations that led to the enactment of

§6163 are equally applicable to this type of case.

THE TRUST DIVISION OF THE

AMERICAN BANKERS ASSOCIATION

October 5, 1970
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TIIE FIRST NATIONAL -BANK OF CIIICAGO

W'It.LAM It. hrF.VLB/VICZ PIIrIaIDENT
rXL(cU71VE OrFICIm;/TnVT DEPAlT3IhNT

October 2, 1970

Mr. Richard B. Covey
Carter, Ledyard & Milburn
Counsellors at Law
2 Wall Street
New York, New York 10005

Re: American Bankers Association, Trust Division, Taxation
Committee

Dear Dick:

Enclosed is a copy of the statement filed with the Committee
on Ways and Means bythe Section-of Taxation. It covers
suggestions for liberalizing the current extensions of time
for payment of estate taxes.

Sincerely yours,

WKS/vm

cc: Helmut Andresen
John H. Butala, Jr.
Paul F. Butler
Dic L. Dorney
Austin Fleming
C. B. Peterson, Jr.

O-- FIRUT NATIONAL PLAZA/CIICAOO. II.LINOIa OOTO/TL. 3112 73.424
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APPENDIX XI

'UT
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APPENDIX XII

(The following letter was received in response to a letter from Mr. Killough,
upon which the committee requested comment by the Department of Treasury.
The original letter may be found in part 1 of these hearings, page 639.)

THE SECRETARY OF THE TREASURY
WASHINGTON

AUG 111975

Dear Mr. Chairman:

Thank you for your letter of July 8, 1975, to Secretary
Simon, with which you enclosed a copy of a letter from Mr. James
G. Killough of Atlanta, Georgia, commenting on the domestic inter-
national sales corporation provisions of the Internal Revenue
Code, and making some suggestions for changes to make DISC more
useful for small businesses.

We are aware, as Mr. Killough points out, that some DISCs
are having problems investing their accumulated deferred in-
come in qualified assets, and that in many cases the producer's
loan alternative may not be viable, in part because of its
complexity. As an alternative Mr. Killough suggests expanding
the range of assets in which a DISC may invest, and providing
for assistance to DISCs by the Small Business Administration.

In general, a DISC may invest dnly in assets which relate
to the export business. This limitation was considered neces-
sary to insure that the deferred earnings of a DISC could only
be used in the export business. We still believe that generally
this approach is the proper one, and we do not feel that any
substantial change would be appropriate at this time. We do,
however, recognize the special problems of smaller businesses
which could justify special exceptions.

However, it must also be kept in mind that the provisions
concerning DISC are already among the most "complex in the tax
law, and adding special rules dealing with small business would
complicate them further. One problem that small businesses
have been having with DISC is dealing with its complexity. Any
additional complexity would make it even more difficult for the
small businessman to use these provisions.

We agree with Mr. Killough that DISC is a useful provision
and we are glad that many small businessmen have been encour-
aged to enter the export market because of DISC. As you may
know DISC has been listed as one of the provisions of the
Internal Revenue Code which will be reviewed in connection with
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the consideration of tax reform by the House Ways and Means
Committee this year. Secretary Simon in his testimony pointed
out, as Mr. Killough does in his letter, that a repeal of DISC
would hit those who have manufactured for export, at a time
when unemployment is high and investment capital is badly needed.

Sincerely yours,

Acting Se dretary

The Honorable
Gaylord Nelson, Chairman
Select Committee on

Small Business
United States Senate
Washington, D.C. 20510

0


