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TAX REFORM ACT OF 1975

TUESDAY, MARCH 23, 1976

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

The committee met at 10 a.m., pursuant to recess, in room 2221
Dirksen Senate Office Building, Senator Russell B. Long (chairman
of the committee) presidin%. .

Present : Senators Long, Talmadge, Byrd, Jr., of Virginia, Curtis,
Fannin, Dole, and Packwood. _

The Crarryan. I want to thank yesterday’s witnesses for a very
fine presentation. I had occasion to carefully study some of the
statements last night, and I think some of the statements made by
the ranching and cattle businessmen are far better than the things
that have been said by many of these experts on the Hill who have
never known anything about a cow except that it has something to
do with milk they see on the doorstep in the morning. They want to
tell us how that industry could and should be taxeg

This morning we are pleased to have with us as our first witness
Mr. Julio S. Laguarta, chairman of the legislative committee of the
National Association of Realtors, accompanied by Wallace R. Wood-
bury, chairman of the Federal Taxation Subcommittee and Gil
Thurm, Staff Legislative Counsel.

STATEMENT OF JULIO S. LAGUARTA, CHAIRMAN, LEGISLATIVE
COMMITTEE, NATIONAL ASSOCIATION OF REALTORS; ACCOM-
PANIED BY GIL THURM, STAFF LEGISLATIVE COUNSEL, AND
EDWIN L. KAHN, OF ARENT, FOX, KINTNER, PLOTKIN & KAHN,
SPECIAL TAX COUNSEL

Mr. Laguarta. Mr. Chairman, members of this distinguished com-
mittee, I am Julio S. Laguarta of Houston, Texas. I as a realtor and
I appear here as the chairman of the National Association of Realtors
legislative committee. I am accompanied by Mr. Gil Thurm, our staff
legislative counsel and director of tax programs for our government
affairs department and by Mr. Edwin L. Kahn of the law firm of
Arent, Fox, Kintner, Plotkin, and Kahn, our special tax counsel.

The National Association of Realtors has the largest membership
of any association in the United States concerned with all facets of
the real estate industry. The association is comprised of more than
1,600 local boards of realtors located in every State of the Union, the
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District of Columbia, and Puerto Rico. Combined membership of
these boards is approximately 500,000 persons actively engaged in
sales, brokerage, management, counseling, and appraisal of residen-
tial, commercial, industrial, recreational and farm real estate. The
activities of the association’s membership involve all aspects of the
real estate industry, such as mortgage banking, home building, and
commercial and residential real estate development, including devel-
opment, construction and sales of condominiums.

The health of the real estate industry is of vital importance to the
national economy. A healthy real estate industry leads to a healthy
economy because it stimulates employment directly, and in allied
industries such as lumber, concrete, plumbing supplies, glass com-
panies, furniture manufacturers, et cetera. In recent years, real
estate investment has been beset by many adverse forces, such as the
. recession, a host of regulations, accelerating costs of constructing and
gperating real property, high interest rates and lack of mortgage

unds.

In his State of the Union message on January 19, 1976, President
Ford placed high priority on the recovery of the construction indus-
try to continue our return from the depths of the recession which
has plagued the Nation. Treasury Secretary William E. Simon, in
his statement before this distinguished committee on March 17,
1976, acknowledged that the construction industry is one of the most
depressed in the economy and he set forth the administration’s pro-
posals designed to alleviate this problem.

Basically, the administration’s proposal on this issue would permit
very rapid depreciation methods for the construction of new plants
or expansion of existing facilities in areas where the unemployment
rate exceeds 7 percent. The commercial and industrial facilities
which would qualify for this very rapid depreciation include fac-
tories, warehouses, shopping centers, and office buildings.

The National Association of Realtors supports this concept and
urges that residential rental properties be included in this proposal.
Although there have been recent reports of recovery in the residen-
tial real estate sector, almost all of this recovery has concerned
single-family homes. Investment real estate, such as multifamily
residences, remains in a very depressed condition.

Unfortunately, this administration proposal is in serious conflict
with the administration’s continued support of an older proposal—
the so-called limitation on artificial accounting losses which has been
included in the House-passed tax bill, H.R, 10612, The administra-
tion’s new proposal properly calls for more rapid depreciation prac-
tices than are allowed today. On the other hand, LAIL would call
such rapid depreciation an “artificial” loss and deny the deduction
of this amount in certain cases. We respectfully submit that very
rapid depreciation methods are of no benefit if deductions for that
depreciation will be disallowed.

Shopping centers, warehouses. office buildings and other such
commercial and industrial facilities are constructed by individuals,
partnerships and corporations. Although LLAL does not apply to
corporations—an example of its discriminatory aspects which we will
discuss later—LAL does hurt the individuals and partnerships that

\
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are needed to fulfill the President’s objectives of encouraging con-
struction and capital formation.

This committee is continuing to consider important and worth-
while incentives such as the investment tax credit. However, incen-
tives for the purchase of machinery and equipment will not be effec-
tive unless there are new and modern commercial and industrial
facilities in which to place the machinery.

The National Association of Realtors has developed a positive
program designed to stimulate real estate investment and, hence,
the national economy.

One aspect of this program is the consideration of enactment of
provisions which would permit a real estate entity, whether a part-
nership, a trust, or a corporation, to engage in devlopment with the
same multiple ownership and the same tax results as have long been
considered available for limited partnerships. This would be a funda-
mental method for continuing local, rather than absentee, owner-
ship of real estate developments and encouraging a broader base of
capital investment by small investors. We are now considering a
proposal for this legislation. With your permission we will submit
at an appropriate later time a discussion. draft of this legislation
which we consider to be administratively practical for the Govern-
ment.

Another example of our positive program relates to our belief that
all taxpayers should pay a fair share of tax. The National Associa-
tion of Realtors believes that if it is necessary to make a change in
the taxation of individuals investing in real estate, then such a
change should be in the nature of a minimum alternative tax. Under
this method, one would pay the greater of his regular tax or the
minimum alternative tax. We are submitting with our statement
a draft of a legislative proposal for such a minimum alternative tax.

We believe the proposal meets the objectives set forth by Treasury
Secretary Simon in his March 17, 1976 testimony before this com-
mittee. According to Secretary Simon:

First, and foremost, our tax system must be fair. Its fairness and integrity
rest upon three premises: equity, simplicity, and efficiency. A tax system not
built on this foundation erodes both the confldence of taxpayers and the
incentive required for economic progress and well being.

The minimum alternative tax [MAT] proposal which we submit
herewith is equitable, simple and efficient. MAT is equitable because,
unlike LAL, 1t treats all industries in the same manner. It is simple
because only one understandable MAT rule is needed. On the other
hand, the House-passed tax bill, H.R. 10612, contains a separate,
complex and lengthy LAL rule for separate industries. MAT is
efficient because it effectively hits the target cases without the over-
kill and complexity of the House bill’s numerous LAL rules, separate
minimum tax, personal and investment interest limitations, prepaid
interest rules and other such provisions.

At this point, I would like to address in more detail some of the
proposals contained in H.R. 10612 and other matters under consid-
eration by this committee.

H.R. 10612 contains several LLAL, sections designed to limit so-
called “artificial accounting losses.” In fact, when this concept was
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originally introduced in 1973, it was referred to as the Limitation on
Artificial “Accounting” Losses. Since then, however, the word “ac-
counting” has been dropped from the title, perhaps giving a mistaken
impression that only “artificial” losses are being limited.-In the case
of real estate, LAL would disallow the current deduction of interest
and taxes patd during the construction period, and also accelerated
depreciation in excess of straight-line depreciation.

t is a mistake to call construction period interest and taxes “arti-
ficial losses.” There is nothing “artificial” about them. There is noth-
ing “artificial” about the checks that have to be written in payment
of these expenses. These expenses are true economic costs and re-

uire out-of-pocket cash outlays. It is often said, but worth repeating,
that one is not allowed to pay for these expenses with “artificial
checks”.

At one point, the House was considering making LAL even
worse, by eliminating the ability to combine—aggregate—income and
losses from separate real estate properties. That is, if one property
produced income, you pay tax. Yet, at the same time, if another
property had a loss, a deduction would be denied. A harsh amend-
ment to deny aggregation was defeated on the House floor. Treasury
Secretary Simon’s statement before this committee properly supports
aggregation. That is, if an LAL rule is adopted, for real property
investments, aggregation is essential.

Proposals such as LAL present a serious threat to the Nation’s
economy in general and to the real estate industry in particular.
Furthermore, the National Association of Realtors opposes the LAL
proposal because of its inherent discriminatory nature:

(1) Discriminates—all other industries are permitted to deduct
interest as an expense, and this is the correct accounting and economic
treatment of interest.

(2) Discriminates—ILAL favors corporate investors, particularly
very large publicly held corporations which invest in real estate
either directly or through partnerships. LAL discriminates against
individuals who invest as proprietors or through partnerships.

3% Discriminates—economic studies indicate that LAL would ma-
terially reduce the anticipated yield on real estate investment, thereby - -
putting pressure on rents, encouraging conversions to condominiums,
andtcreating difficulty in attracting equity capital for new develop-
ment, A

(4) Discriminates—ILAL is complex to administer, in substance
requiring the taxpayer to maintain two sets of accounting records,
a costly burden for all investors, particularly small ones.

LAL will be even more discriminatory under the Treasury’s pro-
posal set forth by Secretary Simon in his statement before this
committee. For example, Treasury would exempt the oil and gas
industry from LAIL. Also, it would exempt sports franchises to
which the House bill applies LAL. Similarly, Treasury would ease
the House bill’s application of LAL to farming activities.

Thus, LAL would be applied in different ways to different indus-
tries and real estate investment would receive the harshest treatment.
In addition to the discriminatory aspect of this varying treatment
are the numerous economic dislocations which will result from such
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changes in the Internal Revenue Code. The tax incentives Congress
provided in the code relate to various risk-taking investments. Most
of these investments are essential to the economy. Attempts to deal
with them on a one-by-one basis cause distinctions that distort the
flow of risk-taking capital. Taxation cannot be as precise as the LAL
approaches require, with their 100 percent disallowance of deduc-
tions in the affected industries without regard to the many varying
situations.

Proponents of LAL say that it would raise revenues. This propo-
sition 1s based upon the premise that all present real estate activity
will remain the same after adoption of LAL. This is a faulty
premise. LAL would adversely affect yields on real estate investment
and hamper investor’s cash-flow needs.

Attached to this statement are graphs which illustrate the adverse
impact of LAL on yields from real estate investment. There is no
doubt that I.AL hits the highly sheltered individual. However, it
also impacts on all investors regardless of tax status.

According to economist Dr. Norman B:. Ture, the combined impact
of several of the provisions of H.R. 10612 on real estate investment
would be $6.3 billion less real estate investment; $11.2 billion less
GNP; a loss of 280,000 jobs; and a loss of $2.8 billion in Federal
revenues. Dr. Ture’s calculations take account of the fact that as
laws are changed, investments change. Investment capital will not
be available for the real estate industry in the same manner as
today if ILAL is enacted.

It is estimated that LLAL alone would reduce real estate invest-
ment by $1.7 billion, end 74,000 jobs and lose $900 million in Federal
revenues.

We urge this committee to take full account of secondary and
tertiary effects of proposed changes in the tax law. The adverse
ripple effect of LAL on the real estate industry and national economy
would be too great.

The dangers of an LAL approach are further evident by looking
at some developments in Canada.

In mid-1971, Canada amended its income tax laws by enactin%
an LAL concept. That is, certain real estate losses—so-called capita
cost allowances—could not be deducted against income from other
sources.

At that time the Canadian Government recognized that these new
rules would have an adverse effect on the total level of real estate
activity but they were of the opinion that the difficulties would be
temporary and minor, They stated that:

Construction activities would be reduced foir a period of time until rents
rose sufficiently in response to a growing demand to restore the related
attractiveness of real estate investment. The government probably would have
to take action to offset any rveduction in apartment construction during the
transitional period. (Volume 6, Implications of the Proposed Tax Reform.)

In retrospect, it appears that the effects of eliminating these deduc-
tions were underestimated. In the ensuing years the Canadian real
estate and construction industries encountered considerable difficul-
ties. Construction activity decreased significantly and there were
dramatic increases in the price of residential real estate. Although
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much of the decline in construction can be attributed to other factors,
such as high mortgage interest rates, certainly the tax change exacer-
_ bated the situation.

In the light of these distressing trends, the Canadian Government
suspended some of the stringent tax rules that were enacted. In
1975 they reinstated provisions to allow deductions against personal
income of losses on new residential rental properties which were
started within a 1-year period. Recently, this relaxation was ex-
tended for an additional 2-year period.

The message of the Canadian experiment is clear. Disincentives
in the tax law to real estate investment are markedly reflected in
the downturn in real estate activity. This should not be permitted to
occur in the United States. Accordingly, we urge this committee to
abandon any LAL approach to tax revision.

The House-passed tax bill contains a $12,000 annual limitation on
the amount of personal interest, and investment interest in excess
of investment income that an individual may deduct. Personal in-
terest includes home mortgage interest and interest on consumer loans
and educational loans. Investment interest includes interest expenses
related to certain net lease transactions.

The National Association of Realtors is opposed to such limitations
on the deduction of interest expenses. Such a limitation on home
mortgage interest deductions is a foot in the door to the possible
entire elimination of home mortgage interest deductions. .

We endorse the Treasury’s opposition to this drastic interest
limitation.

H.R. 10612 would severely restructure the existing minimum tax.
By adding construction period interest and taxes to the list of tax
preference items, the proposal adds to the discrimination against the
real estate industry. Such expenses are not preference items—they are
legitimate out-of-pocket expenses. Moreover, the complete denial of
an offset for the amount of regular income taxes paid would convert
the existing minimum tax into an oppressive surcharge or add-on
tax.

hWe heartily endorse the Treasury’s opposition to these proposed
changes.

If some change in the present tax rules concerning investment
incentives is necessary, the National Association of Realtors supports
a minimum alternative tax (MAT) concept designed to ensure that
all taxpayers pay a fair share of tax. In this regard, we have at-
tached to this statement a draft of legislative language which could
be used to implement such a minimum alternative tax (MAT).

In the MAT approach, onc would pay the greater of -his regular
income tax or the MAT tax. Thus, it is a true alternative tax concept
in line with the concept which Treasury Secretary Simon recom-
mended to this committee.

Under this approach, a taxpayer would compute his or her tax-
able income under the regular rules. To that amount he would add
any of the tax preference items. The regular income tax rates would
then be applied to 50 percent of this total. The taxpayer would pay
the greater of his regular income tax or this MAT tax. The simple
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computation steps are as follows: (1) Taxable income plus tax pref-
erences equals total base; (2) total base multiplied by 50 percent
equals alternative income; (3) regular tax rates applied to alterna-
tive income results in minimum alternative tax (MAT). Taxpayer
pays the greater of MAT or regular-income tax.

Congress would determine which deductions would be called tax
preferences for purposes of MAT. For example, the existing mini-
mum tax lists nine preference items. Congress could add to or sub-
tract from this list.

MAT is designed to replace the existing minimum tax and avoid
the need for numerous and complex LAL rules, investment interest
limitations, prepaid interest rules, and other such provisions. Any-
time that Congress decides that a particular deduction or exclusion
should be classified as a tax preference item, it could be added to
this one, simple MAT formula. Thus, a new separate and complex
rule would not have to be created as would be necessary with the
House tax bill’s LAL a’piproach.

The effect of the MAT proposal will be to provide a more com-
prehensive approach to dealing with tax incentives than the several
LAL proposals. It would put all incentives in one group and prevent
a taxpayer from shopping for his tax incentive investment. The
propasal is flexible enough so that any item deemed appropriate may
be included. The LAL approaches adopted by the House fail to
provide a comprehensive approach to all tax shelters, and by an
entire denial of deduction represent overkill.

The MAT proposal is not only simple and equitable, but it is
effective as well. MAT zeroes in at the target case-—the highly
sheltered individual-—without the severe LLAL effects on all investors
regardless of tax status.

n studies undertaken by the department of economics and research
of the National Association of Realtors, the MAT proposal was
applied to some of the abuse cases that were presented to the House
Ways and Means Committee by the staff of the Joint Committee
on Internal Revenue Taxation. MAT effectively raised the tax
liability of these taxpayers. The computations are submitted with
this statement. In the first examplc, a taxpayer with income in
excess of $400,000 showed a tax liability of only $1,200. In the first
place, it is not certain that this tax would not be increased upon
audit by the Internal Revenue Service using the present tax rules.
In any event, by applying MAT in this situation, the taxpayer would
be required to pay $116,930 in tax rather than $1,200 as indicated.

Thus, one simple MAT proposal can effectively curb abuse situa-
tions and eliminate the unnecessary complexity of numerous LAL
rules, the existing minimum tax, personal and investment interest
limitations, prepaid interest rules and other such items which would
have to add hundreds of pages to the Internal Revenue Code and
Regulations and be an administrative nightmare for the Internal
Revenue Service and for taxpayers.

Some may say that the concept of simplifying the code is aimed
entirely at the low or middle income individual and that complex
rules such as LLAL are appropriate. They would be incorrect in this
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belief. As stated by Assistant Secretary of the Treasury Charles M.
Walker, in a speech presented at a_session of the American Bar
Association Section on Taxation, on February 9, 1976:

For the upper income and- business taxpayer the complexity, of the tax
law, is much more formidable, arising in part from the sheer difficulty of
defining the income from a business activity. Some would regard the com-
plexity faced by the business enterprise or high-income taxpayer of little
moment on the argument that these taxpayers can afford the services of tax
experts to advise them and prepare their returns. Whatever the intripsic
merits of this view it overlooks the effect on all taxpayers of the existeace
of & tax system which few can understand. The feeling is increasingly wide-
spread that those who can afford the talents of highly skilled tax advisors are
able to avoid paying their falr share of taxes. When few can understand the
law, confidence in general is sure to be eroded.”

We urge this committee to reject LAL., If change in the tax rules
concerning investment incentives is necessary, we believe such change
should be made by the adoption of the Minimum Alternative Tax
(MAT) approach.

As mentioned above, the National Association of Realtors is
continuing to develop positive suggestions to assist in the Nation’s
capital Tormation goals. One aspect of this program is the legislative

roposal for the creation of a new real estate entity. This proposal
18 designed to bring more certainty into the law so that the risk
takers, and their investors, lenders, contractors and tenants can make
and carry out necessarf' long-range plans.

Furthermore, a healthy real estate industry is dependent upon
mortgage money being availableto those who need to borrow funds.
Therefore, any incentives such as deductions for savers and interest

income credits should receive the close attention of this committee.

This distinguished committee is presently considering the energy
tax bill, H.R. 6860, The National Association of Realtors urges this
committee to give special consideration to incentives that would
encourage energy conservation in residential and commercial build-
ings. In this regard, we support a tax credit to homeowners who
purchase insulation and solar energy equipment to achieve conserva-
tion goals. Similarly, we endorse efforts to establish incentives to
convert multifamily residences from single master metering to
individual metering systems. -

We are strongly opposed to the provision of H.R. 6860 that estab-
lishes an excise tax on business use of oil and natural gas and we
urge this committee to reject this unwarranted excise tax.

As a part of its statement of policy for 1976 the National Associa-
tion of Realtors calls upon Congress to refrain from any further
erosien-of -public confidence in real estate—our Nation’s most funda-
mental asset—by resisting attacks on private property ownership.
In addition to the above discussed items, our statement of policy
on Federal Taxation urges Congress to:

Eliminate discriminatory limitations on individual investment
interest deductibility and any other provisions which favor “cor-
porate” owners over individuals; .

Enact capital gains }}),rovisions which recognize the effect of in-
flation and encourage the formation and turnover of capital;
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Increase the existing capital gains exclusion to a sales price of
$35,000 for the sale of a home by a taxpayer over 65 years of age;

Enact as part of the Internal Revenue Code presumptive, realistic
useful lives for depreciation of real property;

Continue the rapid amortization provision for rehabilitation of
low-income housing;

Allow a limited deduction for costs incurred to prevent deteriora-

o, tion of a personal residence; and

Exempt from Federal income tax, funds from assessments held
for the administration, maintenance, and operation of condominium
and other homeowner associations.

Thank you for this opportunity to present our views.

[Attachments to the preceding statement follow:]

Attachment A
MINIMUM ALTERNATIVE TAX

Sec. ——. Minimum Alternative Tax

(a) In Gencral—Part VI of subchapter A of chapter 1 (relating to mini.
mum tax for tax preferences) is amended by inserting immediately before
section 56 the following new section:

“Sec. 55. Minimum Alternative Taxr For Individuals

“(a) I'mpositionof Tar.—In the case of a taxpayer other than a corporation,
in leu of the tax imposed by section 1 and 511, there is hereby imposed a tax
(if such tax is greater than the tax imposed by such sections) determined as
if the taxable income of the taxpayer is an amount equal to one-half of the
taxpayer's alternative income as hereinafter defined.

“(b) Dctermination of Alternative Income.—For purposes of this section, the
term *“‘alternative income” means the sum of-—

1“ (1) the taxable income for the taxable year,
plus .
“(2) an amount equal to the sum of the items of tax preference as de-
fined in section 57.”
{b) Amendment to Section 57.-—Section 57 (relating to items of tax prefer-
ence) is amended by adding at the end thereof the following new subsection:
“{d) Additional Items of Tax Preference.—In the case of a taxpayer other
than a corporation, there shall be included under subsection (a) as items of
lux preference for taxable years beginning after December 31, 1976, the
following:
“(1) (Add here new items of {ax preference to be included).
“(2) (Add here new items of tax preference to be included).
(¢) Conforming Amendments.—
¢ 1gl) Section 56 (relating to imposition of the minimum tax) is amended as
ollows:
(A) by changing the heading to read as follows: “Sec. §6. Minimum Tax
¥or Corporations.” ; and
R (B) by adding at the end of section 56 the following new subsection:
“(d) Applicetion of Scction. In the case of taxable years beginning after
December 31, 1976, this section shall apply only to corporations.”
(2) Section 5(a) (relating to cross references relating to tax on individuals)
is amended as follows:
- {A) by amending paragraph (5) to read as follows: “(5) For minimum
alternative tax for individuals, see section 55.”" ; and
(B) by adding at the end thereof the following new paragraph: *“(68) For
minimum tax for corporations. see section §56.”
(3) Paragraph (1) of section 871(b) (relating to tax on nonresident alien

individuals) is amended by inserting “section §65.” after “section 1”.

(4) Section 877(b} (relating to expatriation to avoid tax) is amended by

inserting *, section 65, after “section 1.

(d) Effective Date—The amendments made by this section shall apply to

taxable years beginning after December 81, 1976.
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Attachment B

Couwmnox Usine MAT APPROACH

FEBRUARY, 1976.
Caske No. 1

Partnership return .
(Type of business: Real estate. Date of startup: Dec. 28)

Capital contributed by partners_ .- . ... .... $225, 000
Liabilities of partnership. . - . _ . .... 0
DGO . e o o o o o o e o oo e e e e e e e e mecmemc—————- 0
BRpenses o . e dcieaceos 215, 000
Interest . o ecmmcdamaana 197, 000
Depreciation- .. ... cmceceaaa-
Real estate taxes_ - __ i ieeaaa- 0
Management and syndication fees._ ... .. ... ....__ 0
Net 1088 - oo e em———aa 215, 000
Net loss as a percent of capital contribution. . ______________.____ 95. 6

Individual tncome tax relurn
(Occupation: Executive)

Wages and salaries__ . _ . o.._. $427, 000
Dividends and interest_ . __ . ._._.. 4, 000
Capital gains (1009,) .. - c oo oo caceeaeceaaaa- 0
Partnership profit and loss (line 2 below) ... ... _..._.... —410, 000
Real estate (3 shelters) ... .. ..t (— 385, 000)
Farm . e eecmcemm————a (—25, 000)
Other INCOMe - - o oo e e e e e mcemcavmmccmmcsmacmmaa—ean 16, 000
Eeonomic inCoOmMe. .. .o e e e memeeaae 448, 000
Adjusted gross income._ - . _ . ii_iooo-_. 37, 000
Itemized deductions._ . - . oL aicaiaao. 27, 000
Taxable Income (line 1 beloW) oo v oo e eee e eaemaae 7, 000
Income tax . - .. oo - 1,200
Minimum taxX. ..o ceececeeao-. 0
Tax credits . - oo ceacemacamacaccmceeaana 0
Total tax after credits... . . iii.o-. 1, 200
Tax as a percent of economic income__..__________ Ammmmmmmmm——n .3
Analysis

The real estate partnership commenced operations on December 28 and lost
$215,000. Expenses consisted of $151,000 of interest on a construction loan (pre-
sumably prepaid interest), $25,000 of commitment fees. $21,000 of guaranteed
financing fees, and $18,000 for advertising and startup renta! costs. For each
$1,000 invested in this partnership, the partners were able to deduct 95 cents in
the first taxable year, which was only 3 days in length.

This individual had wages of $427,000. Almost all of his income was sheltered
by investments in real estate and farm partnerships.

Minitmum allernative lax (MAT)

1. Taxable income perreturn. . - .- ccccceccccanea $7, 000
2, Add: Tax preferences ... oo ceococccccccccccaccmaanen 410, 000
3. Total. .o e e e e ccm————————— 417, 000
4. Deduction—34 line 3. v e (208, 500)
5. Alternative income.. . ____.___..__. e mmmmmmemmcm————an 208, 500
B, TaX ! e e e e e e e —a———n 116, 930
! Based on joint return tax rate; no allowance for 50 percent maximum tax on earned incomae.
Case No. 2

Partnership return
(Type of business: Real estate. Date of startup: Apr. 30)

Capital contributed by partners_ . _______ . _______.._. $53, 000
Liabilities of partnership. . ... 3, 420, 000



Income._ - C i iiecacccaanaa- $118, 000
ERpenses - - . e eeeceaean 321, 000

Interest . ..o ccicaeaoa 186, 000

Depreciation_ - - oo - i iecaeoa-- 116, 000

Real estate taxes_ - - ... 0

Management and syndication fees_ _ .. __ .. ... _.._.._. 0
Net 1088 . - o e 203, 000
Net loss as a percent of capital contribution_ _ .. ... . __.._._.._. 383.0

Individual income laz return
(Occupation: Executive)

Wages and salaries. - . ..o i ieiccacaa- $100, 000
Dividends and interest_ . ... i ____. 51, 000
Capital gains (1009 - _ - oo oo oot c e 0
Partnership profit and loss: Real estate (line 2 below)_____________. — 127, 000
Farming income. _ .. e 97, 000
Rental loss (line 2 below) - - L oo iaoo_. —13, 000
Other income. - . _ e ceeceaea-. 4, 000
Economic income.- - - i accecicaaeao-a 252, 000
Adjusted gross income . _ _ - iieecccaaan 112, 000
Itemized deductions._ _ . . . e emeeeaa 35, 000
Taxable income (line 1 below) . . oo e cieeceeeeas 74, 000
Income taX _ oo oo ccmeememmcmana 30, 000
Minimum t8X. . oo i i iceccccmcecccam———- 0
Tax credits ... ot cicmemccmmaea 0
Total tax after credits_ _ o __ .. oi.-- 30, 000
Tax as a percent of economic income. .. . o .. .._...... 11. 9

ANALYSIS

This partnership, which is building and operating a store, is highly lever-
aged. Partners contributed capital of $53,000 to finance assets of $3,280,000.
In the first year, the partnership threw off a loss of $203,000, almost four times
the investment by the partners. Deductions were for interest $186,000, amortiza-
tion of the financing fee $19,000, and depreciation $116,000.

The executive who invested in this store had large salary, dividends and in-
terest and also has sizable income from a farm. The farm income consisted of a
profit on the sale of cattle and feed grain. This executive used the 50-percent
maximum tax method to compute his income tax.

Minimum allernative tax (MAT)

1. Taxable income per return . - .. oo iciiiccieaeaoans $74, 000

2. Add: Tax preferences. .. . oo . ... 140, 000

3. Total. e oo e et e e me e mmmcmm—————— 214, 000

4. Deduction—}2 line 3. e eiicacae- (107, 000)

5. Alternative income. .. - ... e 107, 000

B. TaX Ve ecemccemcccamemme—m—— - 49, 520
1 Based on joint return tax rate: no allowance for 50 percent maximum tax on earned income.

Case No. 3
Parinership return
(Type of business: Real estate. Date: Second year of operation)

Capital contributed bi Jo1:8 441 1) ¢ SR Q)
Liabilities of partnership_._ - .. .._. $7, 716, 000
Ineome e e eeeamaaaal T e mememema—an 1, 157, 000
EXPeNSeS - o e e e e e oo e e e ecmececeaeen 1, 300, 000
Interest ..o e memmmmemem—eean 609, 000
Depreciation. .. .. oo el 215, 000
Real estate taxes . - - - oo e ma————— 124, 000
Management and syndication fees_ . - _______.___.__.__...... 42, 000
Ground rent - - ... emcmeemmmeim————en 44, 000
Neb 1088 - - o oo e e e e e——————————— 142, 000
Net loss as a percent of capital contribution. ... _____._____...._. ¢

| Not available.
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Individual income taz relurn
(Occupation: Executive)

Wages und salaries .. 150, 000
Dividends and interest. . . _ . . _ L eccaea- 25, 000
Capital gains (100 percent) (line 2 below) - - -~~~ 365, 000
Partnership profit and loss (various) (line 2 below) .. . ____._._._. —151, 000
Rentals (line 2 below) .- a_o_.__ —101, 000
Other inCome.- - - - oo e e mem—————a 13, 000
Economiec income_ . . e ceiciacan 632, 000
Adjusted gross income. .. .o ioo._.- 118, 000
Ttemized deductions._ - . o o . e 97, 000
Taxable income (line 1 below) ... e eceees 16, 000
Income taX. - dmccmcmaceceaaaa 3, 000
Minimum t8X. o oo e mcmmc———a- 19, 000
Tax credits. - - co oo o e e mmemca——aa 0
Total tax after credits_ ... . o o e 22, 000
Tax as a percent of economic income..._ . ... _... 3.5
Minimum allernative tax (MAT)
1. Taxable income perreturn. .. ..o cooccicccceccaaaa $16, 000
2. Add: Tax preferences:
5 ; Partnership 108s. . . ..o icecaeaean (151, 000)
b) Rentals. oot e e - (101, 000;
(0) Capital gain deduction. ... .. ... _._. (182, 500
Total tax preferences. ... .. .o oo 434, 500
3. g o3 7Y SN 450, 500
4. Deduction—tsline 3. . oo rememem e —————- 225, 250
5. Alternative income.. . _ .. i mcieimemenanaaa 225, 250
B, TaX 3 e e camemmememmmemmmmmem———an 128 655

 Based on joint return tax rate; no allowance for 50 percent maximum tax on earned income.

Attachment C

Econoyic CHARTS ON IMPACT OF Tax I’ROPOSALS ON YIELDS
IMPACT OF ALTERNATIVE PROPOSALS ON YIELDS FROM A SUCCESSFUL
REAL ESTATE INVESTMENT

Introduction.—The National Association of Realtors®' Department of Eco-
nomics and Research and its consultant, Dr. Ennis Eisen, have used a computer
model to compare the potential impact of two tax proposals on the yield from
a successful real estate investment.

The analysis of yleld encompasses all economic gains accruing to the investor,
including cash flow, amortization, capital gains, and the tax benefits of shelter-
ing other income. The analysis pertains to a successful residential project and
is bounded by a set of assumptions which characterize the investor, the
property, and its financing. -

Cases.—The following three cases have been considered:

1. Current Tax Law

All construction-period expenses are deducted in the year incurred, compo-
nent depreciation utilized, 1969 recapture rules in effect.

‘2. Alternative Minimum Taz

All tax preferences are added to taxable income. Regular tax rates are
applied to 1% of this amount. Taxpayer pays the minimum tax if it is larger
than his regular income tax.

8. Limitation on Accounting Losscs (LAIL) -

LAL is applied to both construction interest and taxes, and excess depre-
ciation. Full recapture of excess depreciation.
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Findings.—Data from our model of a successful real estate investment are
chartered on the following pages. Some of the more salient features shown by
the data are:

Both the Alternative Minimum Tax and LAL substantially reduce the after-
tax rate of return on a successful real estate investment for highly sheltered
tax-payers.

LLAL impacts heavily not only on the intended target groups of high income
and highly sheltered taxpayers, but on all investors regardless of tax status.

The Alternative Minimum Tax is more selective in its hinpact. It bears more
heavily upon the highly sheltered wealthy individual and impinges only modestly
upon the broad base of middle income taxpayers who form the core of the real
estate industry.

Our data show the yield for a successful real estate venture. If the project
is only marginally successful, the deferred loss account created under LAL is
indefinitely suspended—thus adding an extra element of risk to an already
risky enterprise.

IMPACT Of TAX PROPOSALS ON THL YICLD* FROM A
SUCCLSSIYL RESIDINTIAL RLAL ESTATE INVESTIMINT
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IMPACT OF TAX PROPOSALS ON TIE \;JELD‘ 'ROM A
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- Current
Law

LAL

Alt. Min,
Tax

/ . _
/ * investor is presumed to have a pre-investrent
/ Adjusted Gross Income of $200,0CQ with deduc-
/ ) tions equal to 75X of his AGI.
I} .
,/ Holding Period, Yeors
o 15 20

NATIONAL ASSOCIATION OF REALTORS®
Department of Economics and Rescorch

" March 1976

The CramrMAN. Senator Curtis.

Senator Curris. I think Senator Fannin was here first.

Senator FannNiN, Thank you, Mr. Chairman. I certainly appre-
ciate the fine testimony you have given here this morning, Mr.
Laguarta. I am very interested because of the particular situation
in my State of Arizona where we have an extensive retirement indus-
try. What would be the effect on your industry if the $12,000 interest
deduction limitation provision comes to pass?
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Then I will get, perhaps, to the people who are not retired, but
have a second home, for instance, in our State. -

Because of the cold weather, they may have a health condition
where it is imperative that since they have a winter home they must

o to the warmer climate. How wourd this position of the maximum

2,000 allowable affect your industry?

Mr. LaguarTa. It merely states there is & maximum interest de-
duction of $12,000 which would include the interest expense on a
home mortgage. If a modest investor desires to %o out and put his
capital at risk to develop real property, to develop a small apart-
ment house or any other kind of investment in real estate, this
limitation of interest would be placed on his total interest deduction
over $12,000 which would include his home interest deduction.

Sentor FANNIN. I understand that, but wouldn’t it be discrim-
inatory ¢

Mr. Laguarra. Absolutely. :

Senator FANNIN. I think the general assumption is that the second
home is just a rich man’s second home and generally speaking that
is not true. So, I feel this is very important. Your testimony indicates
your industry feels it is discriminated against, too, by this bill. Would
you summarize your view in this area? The general bill that came
from the House has quite a few items that you have spoken about,
and you feel your particular industry is vitally affected. Would you
want to select what is most damaging to the industry?

Mr. Lacuarra. In particular, corporations are allowed to deduct
their interest expenses in this program as proposed in H.R. 10612,
yet individuals have a limitation placed on them, Senator.

Let’s just take the example I was using of the corporations in our
town that are engaged in real estate development. If they chose to
go the route of funding their capital needs through bonds or through

eneral corporate borrowings, these are deductible for them operat-
Ing expenses. LAL would not apply to the corporations in this
instance, but would apply to the individual so we think that that
is certainly discriminatory against the individual as opposed to the
corporation.

If you were in the same business of manufacturing a 12-unit
apartment as you would be for going into the drug business, as an
example, and you had to buy goods to put on the shelves of your
drugstore, the interest on the loan to create that merchandise on the
shelves of the druggist would still have to be paid and could be
deducted if he put it in real estate, it would not be deductible. We
think it directly points the finger at real estate.

Senator FANNIN. We hear so much about the cases in which people
take advantage of a particular situation. Where they do have a de-
duction, of course, the LLAL provisions in the House bill are trying
to curb extensive utilization 1n some of these accounting losses. But
now this would be eliminated, as I understand it, with the alternative
tax where you take the regular tax to be paid and you take the other
matters that would be included in the LAL, and you divide that by
half, so the amount that is involved could not be too far out of line;
is that correct?

Mr. Lacuarra. That is correct.
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Senator FANNIN. You pay the higher of the two. So if there are
great areas of discrimination, you would feel that the individuals or
the corporation was being given a special privilege beyond the neces-
sity. The minimum alternative tax would take care of that; is that
correct ?

Mr. Lacuarra. That is correct. We understand the concern of
Congress over a few people who have tremendous incomes who pay
no income tax. But the minimum alternative tax would absolutely
catch everyone in that particular field and require that they pay
some tax and not allow anyone to escape payment of taxes entirely.

Sentor FANNIN, Would you say it is fair to characterize the bill
before us as a no growth bill? That this would be the results if you
applied the different stipulations in this bill?

Mr. Lacuarra. Absolutely.

Senator FaxNIN. Who would benefit from enactment of this bill ?
There are all these groups that think they will benefit. There is
reason for this bill including these stipulations.

Who do you feel would benefit from the bill that has come from
the House?

Mr. Lacuarra. I assume the authors feel the public is going to
benefit. We disagree on that point. When there is a cloak thrown
over construction and development, this discourages development,
discourages the economy and there is no productivity so, therefore,
there are no taxes that would come from the productivity. Our
charts and graphs and studies indicate to us that there would be
more tax generated by an encouragement of development rather than
a discouragement of development, Senator.

Senator FANNIN. Also, we are talking about jobs in this country.
Of course, jobs take capital formation and if we are going to have
the jobs that will be needed in the future, in accordance with the
study that has been made by Chase Iconomists, they will need
around $4 trillion in the next 10 years, and even the industry in
which I have been very much associated, the energy industry will
need as much as a billion dollars. Would this bill greatly preclude
the obtaining of capitul formation for your industry ?

Mr. Lacuarra. Yes, sir.

Senator Fax~NiN. Thank you very much.

The CHAIRMAN. Senator Curtis?

Senator Curtis. How important is the outside investor to the real
estate industry? By outside investor, I mean the person not per-
sonally engaged in construction.

Mr. Lacuarta. We feel they are very important. The one I used
in my prepared testimony, the medium-sized investor, the man who
has now saved some money from his earnings, and has a desire to
put this money out with an opportunity for seme reward. If these
_poeple are discouraged from this opportunity, they are left only
with the opportunity to invest in other medias.

Senator Curris. What will LAT, do in your industry?

Mr. Laguarra. We believe it will depress employment and it will
depress the industry, and add to the burden we have in unemploy-
ment in this country. »

Senator Curtis. Quite measurably.
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Mr. LaguarTa. Yes, sir.

Senator Curtis. You alluded to the Canadian experience. What
was that?

Mr., Lacuarta. In our printed testimony on page 8, the Canadians
in 1971 put in a program which basically related to an LAL type
tax program. What happened was that the Canadian real estate
and construction industries experienced considerable difficulties, and
while this was not solely tied to the ILAL type provisions, construc-
tion did almost stop. As a result, the rents escalated dramatically,
and they say that the results of this tax law change was actually
discouraging development, discouraging meeting the needs of hous-
ing in Canada, and they had to go in and make some revisions to

curb this unwanted trend as far as Canada was concerned.

Senator Curtis. Was this a Federal law in Canada or one of the
provinces ?

Mr. Lacuarra. I believe it was a Federal law.

- Senator Curris. In reference to your minimum alternative tax,
how would that work in the case, say, of an individual with $100,000
ordinary income, $100,000 of interest receipts on tax-exempt bonds?
How would this work out ?

Mr. Lacuarta. If I said I was a tax expert, I would be waving
a false flag.

Mr. Kanun. We leave the determination of the tax preferences to
Congress. If interest on municipal bonds are included as a tax
preference, then the taxpayer would compute his income in the
ordinary manner and assume——

Senator Curris. That $100,000 would be on the ordinary income?

Mr. KAnN. Less whatever deductions he is entitled to.

Let’s assume it brings him to a taxable income of $75,000. He
would add $100,000 to that, divide the total, $175,000 by one-half
which T believe would be $87,500 and apply the regular tax rates to
that figure. -

Senator Curtis. The reason I used $100,000 and I should have said
instead of regular ordinary income, I meant ordinary taxable in-
come after reductions in order to make the mathematics easy.

What tax would he be paying on his tax against the interest under
our plan? Assuming the interest on tax exempt bonds is a tax pref-
erence and a man has $100,000 of ordinary taxable income and he
}l;asd$100,000 of that, and $100,000 of interest from tax-exempt

onds——

Mr. Kann. T am sorry I threw the computation off. In that case,
with $100,00 taxable income, add $100.000 of the otherwise tax-
exempt interest, giving a total of $200,000. Divide that in half and
come out with $100,000 subject to the regular tax rate. There would
be no change in his taxable position in that case, whereas his interest
on tax-exempt bonds did not exceed his taxable income.

Senator Courtis. If he had $100,000 of ordinary taxable income
and $200,000 interest from tax-exempt bonds, then what would be
the result?

Mr. Kanun. Then the total of $100.000 and $200.000 would be
$300,000. He would pay tax on one-half of that or $150.000 so, in
effect, he would be paying tax on $50,000 out of his $200,000 tax-
exempt interest.
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Senator Curtis. I would have to look at the tables to see if he
boosted his income into the higher brackets. S

Mr. Kaux. He would have boosted it, assuming a married tax-
payer, assuming somewhere—I don’t have the tables in front of me—
somewhere from 50 percent up.

Senator Curtis. Mr. Chairman, if the committee will excuse me,
I am due at the White House in just a few minutes.

The CaHarMAN. I am concerned about the estimates that we will
not lose revenue but will make a lot of money by confiscatory Gov-
ernment taxes. Maybe counterproductive would be a better word
t{llan confiscatory, even though sometimes it works out to the same
thing. ’

Ing other words, I am concerned about these Government estima_tes
that assume that the Treasury can kick a man’s brains out at mid-
night tonight and the man will nevertheless show up for work to-
morrow morning, earn the same amount of money and pay an even
higher amount of taxes on that money. Those assumptions com?letely
overlook the fact that the man will not be on the job, but will be in
the hospital. In fact, the Government may be paying something
directly when it is trying to save the man’s life after the Government
agent clobbered him the night before. «

Failure to take into account the effect a tax change will have on a
taxpayer leads to poor Government estimates and poor Government
estimates tend to lead to bad law.

For example, the House report says that if this LAL provision is
put on real estate people, it will pick up a revenue gain of $84
million in 1976, increasing gradually on up to a $289 million gain
in 1980. But those estimates only assume what happens with the
first stroke, as if the real estate people will not change what they
do if the provision is enacted.

Now, take a simple transaction. Let’s assume a man can borrow
some money and buy a piece of property for $100,000 and sell the
picce of property after 10 years at a higher price. Assuming he can
sell it 10 years for $200,000, after inflation is taken into account, there
is no real gain. But in view of the fact. that inflation is working on
the money he borrowed as well as on the property, by that time he
has $100,000 in equity, even assuming he has not reduced the in-
debtedness, but has only paid the interest expense. Of course, the
person lending the money has taken one good clobbering. He has
been paying a tax for the privilege of losing money in constant terms.
But if the man who has the property proceeds to sell it, at that
point, under the ILAL approach, as I understand it, he would pay
a 42 percent tax. It would be a foolish thing to sell that property
and pay $42,000 in taxes. The smart thing would be to keep the
property, continue to deduct the interest expense, and find some way
to use the property or hold on to it or trade it or just hang in there
until he can find some way that he can do business in such a fashion
that he can keep more than 60 percent of what he made. The fact
that he will not sell the property simply is not taken into account
in those calculations of the revenue gain. .

If the man sold the property under the way the tax law used to
be in earlier days, and paid a 25 percent capital gain on the inflated
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$100,000 of value, you would then have bricklayers laying brick; you
would have carpenters nailing boards together; you would have
electricians out working on the site; you would have people manu-
facturing building materials; you would have transportation people
transporting people from place to place; and all these people would
be paying taxes on their incomes, income taxes, social security taxes,
unemployment insurance taxes. The State would be picking up
money. All that would be taking place if he sells the property, but
not if he holds on to his property—and there is not 1 penny of that
reflected in these revenue estimates.

Admittedly, some of those workers might find a job doing some-
thing else, and that ought also to be in the estimates. But an esti-
- mate is badly in error if it assumes that all those workers would find
a job doing something else. The last I heard, 18 percent in the con-
struction trades are out of work right now.

By the time they take another $1.7 billion of taxes away from the
oil industry, they estimate they are not going to lose any money as a
result of doing that, even though we all know that the companies
that they are taking it away from after paying taxes put that much
back in and borrow that much more in invest into finding new
sources of energy. So a $1.7 billion net tax in addition to the $30
billion that industry is already paying means that it will reduce their
energy-finding activity by $3.4 billion. The effect of that will be felt
all up and down industry, including the people who make the steel,
who mine the iron ore, who work in the transportation industry,
even the people who dig the mud to deliver it to the spot where
they are drilling. Mud is a secret ingredient—you have to have mud
so the pipe will turn and so the thing will blow not out if you
discover something.

If you allow the industry the incentive to produce oil or gas,
you stimulate a lot of economic activity. That is something you can
sell. If you eliminate their incentive to produce, you will have to find
some other kind of jobs for the people who will be put out of work.
The alternative jobs these people, who want to end the incentives,
are talking about would be to put somebody out there trying to
produce rice or soybeans which we can’t sell, that we have to give
away—and that results in a Government expense, too. Or they want
to get them jobs in the housing industry where people are all going
broke now and need a shot in the arm in the worst kind of way.

I just think that these revenue estimates must be corrected to try
to see how much they really can be expected to raise when you take
- into account the effect they will have on people’s incentives.

The way these people, who want to change the tax law, make
revenue estimates is like saying the batter hit a homerun, and the
only thing wrong about that was that the center fielder happened
to reach up and catch the ball before it went over the fence.

If you people will look at these estimates that appear on page 19
of the House report on the Tax Reform Act, I would be curious to
know how much you estimate will be gained. T would like to see how
you document your estimates, and I will try to provide you the
assumptions on which these revenue gains were estimated by those
who prepared them. I have asked those same people to go back and
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take a look at the secondary and tertiary effects of these so-called
revenue-raising provisions. I believe that we are going to find a great
change in the estimates when we analyze those effects in depth.

I can recall a time when one of our Senators in good conscience
sat here and proposed an amendment which sounded great to give
3-for-1 Federal matching for whatever a State would spend on social
services. That was estimated to cost us $40 million a year. In a few
])J'ears, it was threatening to cost us $4 billion a year. No one ever

othered to assume that if you are going to give a guy $3 every

time he puts up one, that guy will put up more dollars than he
was putting up prior to the time we made the offer. I would be
willing to sit here and trade you $5 bills for $20 bills all day as
long as you can keep coming up with $20 bills.

Those kind of Government estimates lead us into difficulties. I am
hoping we can get much better estimates. I have asked the Treasury
to start looking at their estimates again and talking to the people in
the businesses that are affected.

For example, if you have to pay a 42-percent tax on any gain from
selling property, illusory though the gain may be, are you still going
to sell that piece of property or are you going to hang on to 1t?

I see you are shaking your head. You believe that he is not going
to sell the property if he has to pay 42 percent out in taxes.

Mr. Lacuarra. No, sir.

The CuarryanN. The point is that if he wouldn’t make that sale,
and somebody in the area would like to risk his money to develop
the property into a subdivision but can’t buy the property, then the
city just fails to grow. Isn’t that correct?

Mr. Lacuarra. That is correct. Right on.

The Crarmryan. These revenue estimates will not be corrected to
where they ought to be until we recognize that capital accumulation
does have some value and that we ought to encourage a man to try
to make a little money in the hope that by doing so he will benefit
himself and benefit others besides himself.

I for one do not buy this theory of some of our ivory tower
friends that every dollar a man makes belongs to the Government
first, and that anything he is permitted to keep is a gratuity from
the Government—on the theory that the Government did not have to
permit him to keep any of his earnings. It seems to me that one
of these days we should begin to recognize that if a man earns some-
thing by dint of hard work, then that is his money, and it is not a
tax expenditure to the extent that the Government does not tax it all
away from him.

Senator Byrd ?

Senator Harry F. Byrp, Jr. I yield my time to the chairman. He
is doing so well,

The CrrarrmMan. If T can, T am going to get us some figures that
will show what the real revenue gain from these proposals would be
rather than just the first impact if you assume everything else will
continue to operate as though you never changed the tax law at all.
I would appreciate your giving us the best estimates you ecan, and
I want to thank you for your suggested alternatives. .We all agree
that if someone makes some money, he should pay some taxes. I see
you are nodding agreement at that.
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Mr. Lacuarra. That is correct, sir.

The CHAaRMAN. When people proceed to come forward with so-
called tax reforms which will bring the Government to a halt, cost a
fantastic number of jobs and reverse the progress of this Nation, I
just think we ought to find a better name for it than to call some-
thing like that tax reform.

Senator FaANNIN. I would like to comment that the figures you
have given on page 6 are very impressive, quoting Dr. Norman B
Ture. Could you furnish the committee with an estimate of the
effect the minimum alternative tax and interest limit would have? If
you could furnish the committee with that information, we would
appreciate it. -

Mr. TauurM. We do not have a full revenue estimate of the mini-
mum alternative tax approach. What we have supplied the commit-
tee with is an example of the effectiveness of the proposal on various
so-called “abuse” situations. We will be very happy to supply the
requested information,

enator FaANNIN. Thank you.

[The following statement was subsequently received for the record :]

As we understand it, the Treasury Department is making that calculation, and
it appears that the minimum alternative tax could raise about $300 million.
It is interesting to note that the minimum alternative tax impacts more heavily
on the so-called abuser than does a minimum add-on tax.

Senator Harry F. Byrp, Jr. I note you indicate a job loss of 74,000
jobs on page 6 as a result of LAL alone. Do you happen to have the
figure for the State of Virginia?

Mr. Lacuarta. No, sir, I don’t have the figures for the State of
Virginia.

{The following was subsequently received for the record:]

We have flgures which illustrate that the real estate industry is itmportant
to the State of Virginia. In 1973 Virginia had 141,277 people who were em-
ptoyed directly in real estate and construction. This was 11 percent of the
State's privately employed labor force. In addition, this basie activity probably
supported an equal amount of employment in other related industries.

The considerable role that real estate and construction play in the national
and State economy is in sharp contrast to the smallness of its establishments.
In Virginia an estimated 13,305 firms are actively engaged in real estate or
construction. The majority of these firms are small--70 percent having less
than eight employees.

The CaamrmManN. We have taken longer than we should have be-
cause of our tight schedule, but 1 want to say something to this group
of witnesses, because there are a lot of people who are in your line
of endeavor trying honestly to make a decent living and advance
their communities the best they can. The probabilities are that this
committee will report something that will favor the concept you have
advocated, assuring a fair amount of taxes would be paid by your
industry in such a fashion that the industry can do what the Nation
has a right to expect of it. But if we do, we will have a difficult fight
on the Senate floor maintaining that position. I regret to say that
when you present your views to the Senators you have been talking
to here, it is like the preachers who go to church and denounce people
who don’t come to church. The only people who are hearing the
message are those who don’t need to hear it to begin with.
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Your people had better make some plans, when the fur starts
flying on the Senate floor, to have some of your members come back
to town and talk to some of the Senators who were not available
to hear you or to hear those members of the U.S. Senate who share
your views, -~ )

The few Senators you get a chance to speak to at this hearing
cannot do the job all by themselves. Other people have to explain
the counterproductive features of this tax proposal. I don’t know
anybody who can better explain it than pcople from the State talk-
ing to their own Senators.

I know the great daily newspapers in this town and elsewhere
sometimes seem to question whether a citizen has the right to com-
municate with his Senator or Congressman, but the Constitution
clearly provides that you have a right to petition Congress for a
redress of your grievances, and it gives you that right every bit as
much as it gives these big newspapers to say just the opposite of
what you think.

Thank you very much.

Next we will call Ms. Cushing N. Dolbeare, executive secretary of
the National Rural Housing Coalition.

STATEMENT OF MS. CUSHING DOLBEARE, EXECUTIVE SECRETARY,
NATIONAL RURAL HOUSING COALITION

Ms. Doreeare. Thank you very much.

It is a real pleasure to be here since I have a somewhat different
m?issage from the previous witness or some of the other witnesses
today.

I would like to approach this question in terms of the overall
housing needs of the country. The National Rural Housing Coali-
tion is concerned with people in rural areas. But we are very much
aware that a great deal of the urban housing problem—and I am
speaking now of the low income housing problem—has been caused
because housing and economic development in rural areas has lagged
so far behind needs. Housing and employment opportunities simply
have not been provided. So, a great many people have moved to
cities where they are really no better off.

The National Rural Housing Coalition is concerned with the total
hloulsing problems of people in this country who do not have adequate
shelter.

Our major premise is that the housing needs of low and moderate
income people in this country are urgent and compelling by anv
measure, although there is a wide discrepancy in the measures that
are used.

For example, the Department of Housing and Urban Development
in its own program review in 1973 reported there were 15 million
boush}(l)lds that were eligible for housing subsidies but were not receiv-
ing them.

The Joint Center for Urban Studies at Harvard and MIT, under
contract with HUD, identified a need for 13 million units.

Most recently, in 1974, the Congress reaffirmed, in the Housing
and Community Development Act, the 1968 goal of provision over a

69-460—76—pt. 2——3
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decade of 6 million low and moderate income housing units. We have
provided 2 milion, and two-thirds of the decade has elapsed.

In contrast to this need, last year there was an overhang of some
400,000 houses that were built which builders were unable to sell.
This was due to a variety of reasons: because the economy was weak;
because interest rates were high; but most importantly because those
units of unsold houses were built for people in the top 20 percent
of the income distribution. Most of these potential consumers already
;md adequate houses and, therefore, were not in the market for new
1ouses.

At 1972 rates, when we had the highest level of production of
subsidized housing in the history of this country, we were building
so that the private unsubsidized market would in 14 years provide
a new house for every family in the country with income sufficient
to afford that house, whereas it would have taken 179 years to
provide housing for people at the bottom end of the income distri-
bution, the lowest 20 percent.

In 1973 HUD shut down its subsidized programs because of run-
away costs. Since 1973, the increase in tax expenditures for housing
has been greater than the total expenditure now budgeted for direct
subsidies for low income housing.

We have in this country, if you look at tax expenditures as one part
of our housing subsidy system and direct expenditures as the other
part of our housing system, a subsidy system which is terribly in-
efficient and dramatically skewed to favor people who really, by any
economic test of need, do not need Federal subsidies.

In 1974, for example, the 1 percent of households in this country
with incomes above $50.000 received 10 percent of all housing sub-
sidies. Ninety percent of the taxpayers in that income bracket re-
ceived some form of housing subsidy by making some kind of
itemized tax deduction.

At the other end of the income scale. households with incomes
below $3,000—the neediest group—14 percent of the population, re-
ceived only 7 percent of all housing subsidies and only one house-
hold in 10 received any kind of housing subsidy, either through
the tax system where mortgage payers were deducting interest pay-
ments or because they were occupying low income housing.

, It seems to me, since tax subsidies and tax expenditures are three
times at least as great as direct expenditures, that this committee has
n significant responsibility to address the question of how our whole
housing subsidy svstem should operate, how much should be funded
through the tax system and how much should be funded in a direct
manner,

I am very much aware that the capacity of the Government to
deal adequately with major questions, such as housing, are limited.
We don’t have unlimited resources to spend on low income housing
or on meeting housing needs. Therefore, it seems to me it is of
critical importance to be sure that—however we spend our money,
whether it is through the tax system or whether through direct
subsidies—we are spending that money in a cost-effective way to
meet real needs in the most efficient manner possible.

The Department of Housing and Urban Development a couple of
years ago commissioned the Touche-Ross Co. to make studies of
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the effectiveness of tax expenditures in housing, particularly the
167 (k) deduction for 5-year amortization for rehabilitation and for
some of the efforts to stimulate multifamily construction. The con-
clusion of those studies—and I would be glad to supply the official
summaries for the record if it would be helpful—indicated these are
not really at all efficient in achieving their purpose of stimulating
low income construction, moderate income housing construction or
rehabilitation.

Forty-five percent of our total rental housing subsidies and I am
talking now of public housing and other subsidized rental housing,
45 percent of that cost, again according to HUD’s figures, is in the
form of the tax deductions that are made possible through the pro-
visions of the Internal Revenue Code for excluding interest on hous-
ing authority bonds and for rapid depreciation and other expenses
for the other programs.

The major point that I wish to make is that current tax law seems
to be both bad tax policy in that it disproportionately benefits people
with relatively high incomes. For example, people with incomes
above $50,000 get one-third the benefits of excess depreciation, three-
quarters of the benefits of 167(k), nine-tenths of the benefits of
exclusion of interest on State and local bonds.

The tax system, therefore, seems to me to be bad tax policy in
that it moves away from a progressive system. It certainly is bad
housing policy. These expenditures are costly. They are uncontrol-
lable. They benefit peopf;e who do not need assistance. The same
amounts used for direct lending programs, for example, the pro-
%rams of the Farmers Home Administration in rural areas, would

e far less costly and would benefit far more low income neople.

Therefore, I urge this committee to do two things. First, to explore
how the housing problem can be addressed as a whole. One of the
real fears that those of us are concerned with the problems of low
income housing is that if you adopt ILAL or some other form of
limiting the subsidy, it may have an impact on low income housing
development. So we need something else to achieve that objective,
assuming that the tax provisions are really essential to achieve that
objective. I am skeptical on that point because I read the 1969 hear-
ings that this committee held, and I was particularly impressed—
this was a couple of years ago when I was working on a study—
with the predicted imﬁact of the limitations on depreciation that
were incorporated in the 1969 act on shopping center construction
and other commercial construction and so forth. One would have
thought in 1969 that we would never build another shopping center.
Clearly. there are other factors at play. Clearly. it seems to me it is
impossible to predict with any degree of validity what is going to
happen. We have to use our best judgment. It seems to me we have
to be ready to reconsider, if the impacts turn out to be other than
the ones we wish for.

So, T would urge this committee not to extend 167(k). and to
strengthen the provisions on LA in the House-passed bill. An even
better approach would be to eliminate within 5 years the accelerated
depreciation and expensing deductions. Finally, I urge the com-
mittec to stubstitute a tax credit for the deduction of mortgage
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interest and property taxes because I think people in the middle
income range really need those deductions and we would have to
substitute another subsidy pr;ogram if we eliminated that one.

The CrAIRMAN. Senator Fannin? .

Senator FANNIN. Thank you very much. You have given us many
figures. When you say the top income grou;l) ets more than 90
percent of the subsidies am I correct in concluding that it is not
‘numbers of people you are talking about, but dollars. Isn’t that
right? -

%Is. DovrseaRe. The 1 percent is numbers of people and 10 percent
is dollars. -

Senator FanNiN. The 10 percent—-— ) .

Ms. DoLBEare. 1t is dollars in direct tax expenditures. This is based
on Treasury analysis as far as the income distribution of tax sub-
sidies is concerned. It is based on HUD analyses as to who benefits
from the direct spending programs and those are aggregate totals.

Senator FanniN. Figures can be very misleading, As far as HUD
is concerned, we do have a surplus of low income housing in many
areas of the country, They cannot dispose of them. They are a burden
upon the communities and we receive many complaints,

Ms. DoLseare. It is not a surplus of housing fit for occupancy.

Senator FANNIN. There is a question of whether or not the house
is acceptable from the standpoint of what they previously were living
in, There are many factors involved. I don’t want to get into that,
but I do feel the Farmers Home Administration has been doing an
excellent service. I can cite my State of Arizona. There are many
areas of Arizona that have been supplied with housing where just a
few years ago they were not receiving that consideration. So I do
think the Farmers Home Administration has done an excellent
service, and I think we would have to analyze specifics rather than
just generalities. I do think there are many areas where specifics
could show we have gone forward tremendously in the last few years.

Thank you, Mr. Chairman.

The CrarMAN. T have been looking at your chart here. Of course,
you and your group have a right to look at it this way. Under the
tax law, people were permitted to deduct the interest expense which
they actually paid on their homes and the Government because of
this deduction failed to collect $4.7 billion in taxes. Taxpayers were
permitted to deduct property taxes that they paid on their homes
to government, and that deduction reduced taxes another $3.8 billion.
The fact that in these and other respects they were permitted to
deduct taxes which they actually paid, I, for the life of me, can’t
look upon as a Government handout. It scems to me that this is
money that they were not permitted to keep. While your group
might want to look upon their deductions as a gift from Uncle Sam,
I look upon that as money the people had to pay and, therefore, it
should not be taxed. We went through all of this in Louisiana when
our State legislature undertook to deny a.taxpayer the right to
deduct the Federal income tax that he had paixs) to Uncle Sam on
his State income tax. That proposal was so unpopular that those who
voted for it suffered horrible casualties at the next election, and
great numbers of them were not returned. The most popular thing
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anyone can say who is running for office is that he is not going to
leva taxes on taxes. ' e . .
or my point of view, I cannot buy this concept that we are giving
& man a8 handout when he was not permitted to keep the money he
made. Your people can look at it that way, but I find it very difticult
to buy that concept. - _ .

Ms, DoLBEARE. %Vould you then extend the concept to renters?
What we are really saying is sonmiébody who has an income of say
$20,000 and pays $g,000 & year in rent is not able to keep that money
because they are spending it for shelter on which the landlord pays
the income taxes, but if they own the house and pay some of 1t 1n
taxes they do deduct it. S

That is an_inequitable thing for people in the same classes of
income, as well as being skewed, so that the higher your income, the
more proportionately you benefit from this particular tax benefit.

The CrarmaN. I happened to lead the charge myself to enact the
earned income credit to'say if these people you are talking about
making $3,000 or less by any peradventure of doubt paid any tax
whatever, we would in effect give it back to them through a payment
out of the Treasury. This 14 Eercent group here that you are speak-
ing of with incomes of less than $3,000 is benefiting not only from
the earned income credit—which I don’t see on your chart, by the
way—but they are also benefiting from about every benefit program
other than the one you have mentioned here, such as the food stamps,
the welfare programs, or unemployment insurance. I am not saying
all unemployment benefits are handouts, but to the extent that they
are paid for a full year when a person works for only 3 months,
that is getting very generous. If you look at all the things we are
doing for low-income people, they are not being treated as badly as
you might suggest.

I would like to do more for them, especially if we could relate
the benefits more to their working.

Ms. DorseARe. I am looking at this from my 20 years of experi-
ence in housing. It may be a narrow perspective, but it scems to me
the vast majority of people in this income range have critical housing
problems. The vast majority of them ecither do work or have worked
most of their lives and are now too old to work. I am not in any way
mea.ing to imply that you are any less concerned than I am.

The main thrust of this is, I think, that in housing we nced to
look at the totality of what the Federal Government is doing or is
trying to do in housing. I think that a total housing program, where
most of the subsidies go to people with incomes above $20,000, when
clearly people with incomes below $20,000 nced assistance most, needs
somo kind of very critical reexamination.

The Cratrman. I appreciate what you have said and I hope that
we can just understand that we both have a concern for these less
fortunate people. I want to help them just as much as you do, but I
don’t think it would help them just by making invidious comparisons
as though we did somebody some favor that he would not be able to
gemonstrate sufficient gratitude for before the good Lord calls him

ome.

I will put a chart in the record that I first used some time ago in
arguing for the earned income credit to help these same low-income
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people you are talking about. The chart shows that for those whose
income is under $1,000, if you look at what they paid to the Federal
and State governments as a group, it totaled 44 percent. But if you
look at the transfer payments that they received from Federal and
State governments, it amounted to 126 percent of that, for a net tax
of minus 83 percent measured against income.

When you separate out the working poor—rather than those who
are living on social security, welfare, various disability benefits, or
unemployment insurance—when you look at those who are actually
working, you can say those people were really entitled to a better
break than they were getting, and that is what we voted for, and we
try to take better care of those.

I for one want to help all these people for whom you have a laund-
able concern. I don’t think we are going to be able to help them very
much through the tax system, because they paid so little taxes—to
the point where we have given them in transfer payments amounts
which exceed to one what they are paying in taxes as a group.

I think that if we are to help those people, it will have to be done
by the appropriations route. I don't think it helps them to suggest
that a person has done something wrong because he has been per-
mitted to deduct the expense of a tax he has paid or interest he has
paid. There is nothing wrong with that fellow. He is doing his part.

Ms. Dorseare. T did not mean to suggest that was wrong. I sug-
gested a tax credit rather than a deduction which would benefit
mainly the people in the income range of $10.000 to $20,000.

The Ciramraax. T would like to insert the chart I referred to in the
record at this point.

[The chart follows:]

TAXES AND TRANSFERS AS A PERCENTAGE OF INCOME, 1965
(In percent)

Taxes
State Transfer Taxes less
Income class Federal and local Total payments transfers
Under $2,000.........cciiiemnnnnnnnnn 19 25 4 126 183
$2,000 t0 $4,000.......covirrnnnnnnnn.. 16 11 27 1 16
$4,000t0 $6,000......ccaneemenniiannnn. 17 10 27 21
$6,000 10 $8,000. ... ..coooiiiiian 17 9 25 3 23
ga,ooo 10$10,000.......oeeeennnaa.... 18 9 21 2 25
10,000 to $15,000...... ... .......... 19 9 27 2 25
$15000 andover...................... 2 7 38 1 37
Tolal oo, 2 9 31 ) LI 24

1 The minus sign indicates that families and individuals in this class received more from Federal, State, and local govern-
ments than they, as » group, paid to thesa governments in taxes.

Source: Josepﬁ A. Pechman, “The Rich, the Poor, and the Taxes They Pay,’’ the Public Interest, November 1969,
The data are from the Economic Report of the President, 1959, p. 161.

Herman Miller, *‘Rich Man, Poor Man,”’ p. 17,

The CiramMmaN. FEven though we have the forbidding name of
Senate Committee on Finance. that does not mean that we are not
interested in the poor. I think our record is pretty good in that
respect. While my concern is not quite perhaps the same as yours,
it does extend to poor people.

Thank you very much. -

Senator Harry F. Byrp, Jr. You mentioned these should be credits
instead of deductions. Would this be the way you would envision it,
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the homeowner with say $6,000 of interest payments, instead of
taking that as a deduction from total income you would use that as
a credit against whatever taxes paid? .

Ms. DoLBeARE. Not the total amount, but an amount up to a ceiling.
I have suggested a ceiling of $200. Maybe it should be $300 or $500.
You coulg deduct that from your tax. It would benefit people in the
lower income range where the amount does not get up as high as
$6,000 just as much as the person in the higher income range can
afford to spend roughly $6,000 for those privileges. .

Senator gfmmr F. Byro, Jr. If you have a $200 ceiling on interest
]I)ayments I don’t see how any person could afford to build a house.

f you don’t permit any of that interest to be deducted, I don’t see
how they cou{)d buy a house. ‘.

Ms.. DoLseare. This is why we have to look at the problem as a
whole. In rural areas, such people who need Farmers Home financing
with interest credits. Many of them are being forced to buy mobile
homes because the FmHA credit is not available. To make it pos-
sible for them to afford to purchase, it seems to me you need a
direct lending mechanism with some kind of subsidy. I agree with
you that people can’t afford to pay interest rates of 6, 9, 10, 12 per-
cent, but I think we need a direct approach rather than an indirect
approach.

Senator Harry F. Byrp, JrR. Thank you very much.

The CrarMAN. Senator Packwood.

Senator Packwoon. I have no questions.

The CuammaN. Senator Dole.

Senator Dork. I have no questions. _

The CrairmMAN. Senator Talmadge.

Senator TaLmapge. I have no questions.

[The prepared statement of Ms. Dolbeare follows:]

STATEMENT OoF CUSHING N, DoLBEARE, EXFCUTIVE SECRETARY,
NATIONAL RURAL HousiNg COALITION

TAX SBHELTERS AND TAX SUBSIDIES IN HOUSING

My name is Cushing Niles Dolbeare. I reside at 517 Westview Street, Phila-
delphia, Pa. I am a consultant in housing policles and programs. In that
capacity, I was the author of a study of tax shelters for subsidized. limited
dividend housing for the Rural Housing Alliance, ‘“Federal Tax Rip-offs:
Iousing Subsidies for the Rich,” published in 1972. 1 also chaired a special
tnsk force on taxation and the distribution of wealth and income in the U.S.
of the American Friends Service Committee and the Friends Committee on
National Legislation. I appear today as Executive Secretary of the National
Rural Housing Coalition. a public interest organization concerned with the
urgent housing needs of people who reside in small towns and rural areas.

Tar crpenditurcs for housing dwarf direct federal erpenditures

In 1949, Congress adopted the goal of achieving ‘‘as soon as feasible . . . a
decent home and a suitable living environment for every American famity.”
Major emphasis then, and since, har been placed on providing subsidies and
incentives for private builders and investors to achieve this goal, The direct
subsidies have been provided through programs of the Department of Housing
and Urban Develonment and, in rural areas. through the Farmers Home Ad-
ministration (FMHA) of the Department of Agriculture. The incentives have
lIargely heen provided through the tax system. throngh four major mechanisms:
accelerated depreciation of rental housing. exclusion from income of interest
on honds used to finance public housing and state-financed housing : exemption
of martgage intercst on owner-necupied housing and exemption of local nronertv
taxes on owner-occupied housing. Added to this list of continuing incentives
should be the one-time tax credit of $2000 for purchase of new homes. These,
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and a number of lesser incentives, will total an estimated $13 billion this fiscal
year. Both the magnitude and the rate of increase of tax expenditures for
housing dwarf the direct housing subsidy programs of HUD and FMHA which

total less than $4 billion.
Tax expenditures for housing will total almost $14 billion in Fiscal 1977,

based on OMB and Treasury estimates:
HOUSING-RELATED TAX EXPENDIVURES, 1977

[in millions)
Individuat Corporate Total
Deductibility of mortgage interest on owner-occupied homes. ... ..ccc.... $4,710 L. $4,710
J‘educt_ibilig of pror:)% taxes on owner-occupied homes.. .c........... 3,825 L. eeeee-..- 3,825
Financial Institutions, excess bad debt reserves. ... ... . .coceoe coioaiiiaamenann 570 570
Exclusion of interest on state and local debt (30 percent of total tax

eXPENdItUIG)...cue e e e eceeiiacccacacacecsesmanaanmamraanan 417 945 1,362
Tax credit for purchase of new home, as amended by Public Law94—45. . .. 100 L.oieeano.. 100
Depreciation of rental housing in excess of straight line................ 455 125 580
Expensing of construction period interest and taxes........cccenecane-. 570 1,065 1,635
Deferral of capital gain on home sales. _........... . -3 | 890
Housing rehabilitation: 5-year amortization . 40 L 65

Exclusion of capital gain on home sales if over 65.....ccceeceeneanae.. 50 ieieceeianans
L L P 11,057 2,730 13,787

Source: Table F-1, Special Analyses: Budget for Fiscal Year 1377,

The Budget for FY 1977 shows that tax expenditures for mortgage interest
and property tax deductions are an estimated $8.5 billion, and direct housing
subsidies are $4.3 billion,

The total housing subsidy system is pervcrse and regressive because of the impact
of tax expenditures

Tables 1 and 2, attached to this statement, are an effort, necessarily crude
because adequate data are not available, to analyze the impact and equity of
major housing subsidy programs for this fiscal year., While the data are less
than ideal, the methodology used tends to understate the regressive nature of
our total housing subsidy system.

The resuilts, wholly due to the impact of tax subsidies, are shocking:

The top 19 of the income distribution—people with incomes above $30,000—
gets more than 10% of all housing subsidies. At least 809, of all families and
individuals with incomes at this level receive housing subsidies through the tax
system.

Only 7% of all housing subsidies go the 149 of the population with incomes
below $3,000—although they have the most desperate housing needs. Less than
one household in ten in this income range receives any housing subsidy, either
directly or through the tax system.

’Fhl}gllower half of the income distribution gets only one quarter of all housing
subsidies.

One basice reason for the inequity and perversity of the total housing subsidy
system is that tax subsidies (credits, income exclusions, or deductions) may Le
claimed by all who qualify. In contrast, HUD estimated in 1973 that over 15
million households had incomes low enough to qualify for subsidized housing,
but such housing was not available, Moreover, tax subsidies continue indefi-
nitely, whereas direct subsidies have been curtailed by both Congress and the
Administration.

Last year the Treasury Department, at the request of Senator Mondale, esti-
mated the distribution of tax expenditures by income class. These figures, for
1974, appear in the June 2, 1975 Congressional Record at pages $9173-77. Table
3, showing housing-related tax expenditures in 1974, is drawn from this source,
Briefly, it shows that housing-related tax expenditures totalled $9.7 billion, or
16.6% of all tax expenditures $58.2 billion).

Housing-related tax expenditures benefit low and moderate income people even
less than over-all tax expenditures. The 1974 figures show that 16.89 of all tax
expenditures went to taxpayers with incomes below $10,000, but this income
group received only 6.99% of the housing-related expenditures.

Selected housing-related tax expenditures are particularly perverse. People
with incomes above $50,000 received more than one-third of the benefits of cxcess
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depreciation, more than three quarters of the benefits of rapid rehab amortiza-
tion and almost nine-tenths of the benefits of exclusion of interest on state and
local bonds. . o

Middle-income taxpayers were major beneficlaries of the deductions for mort-
gage interest and property taxes. People with incomes of $10,000-20,000 received
41.5% of the mortgage interest expenditures and 38.3 percent of the property
tax expenditures. If these deductions are repealed, some substitute subsidy
program will have to be invented, or many middle-income home owners will
either be forced to move or the increase in their total housing costs would force
them to curtail other expenditures.

Substitution of a tax credit of not more than $200 for the current tax deduc-
tion would keep the level of tax subsidy to this ihcome group relatively constant,
but it would lower the total cost of tax subsidies and make their distribution

more equitable.

ESTIMATED IMPACT OF SUBSTITUTING A TAX CREDIT OF NOT MORE THAN $200 FOR TAX DEOUCTION
. OF MORTGAGE INTEREST AND PROPERTY TAXES

1973 expenditures Equivalent tax credit of up to $200
Dollars in Percent Doilars in Percent
Income class millions distribution ' “‘millions distribution
2.6 0.03 $16.1 c.3

1.2 0.4 98.0 1.9

130.6 1.6 269.2 5.3
538.8 6.8 800, 0 15.8
1,307.9 16.5 1,472,0 29.1
1,675.3 211 1,137.6 22.5
3,24.3 41.2 1,138.0 22.5
982.8 8.7 95.8 1.9
289.0 3.6 23.6 0.5
$7,943.6 100,0 $5,050.3 9.9

Substituting a tax credit for tax deduction of mortgage interest and property
taxes would be a step toward greater equity. But, as this illustration shows,
such a tax credit would lead to expenditures double those for direct subsidies
for low and moderate income housing—for an income group with far less critical
housing needs. Yet efforts to increase housing subsidies for low income people
have found little Cougressional support because of their cost. Substitution of
direct subsidies, at the level needed to achieve our national housing goal, for the
indirect subsidies of the tax system would be more straightforward and would
require more careful analysis of the true level of housing needs and the true costs
of meeting them.,

The hidden costs of other housing-related taz expenditures

The cost of excess depresiation, above straight-line, for rental housing is
estimated this year at $550 million.

In contrast, HUD's 1976 budget request estimated outlays for rental housing
subsidies (other than low-rent public housing) at $465 million. To put it another
way, only 46% of federal expenditures for rental housing are accounted for by
HUD payments; the remainder {s a tax expenditure. One-third of this tax
expenditure goes to people with incomes abuve $50,000.

OMB'’s tax expenditure estimates for 1976 show a total of $4.8 billlon ag the
cost of excluding interest on state and local debt. In 1978, HUD estimated that
36 percent of the total subsidy cost of low-rent public housing was accounted for
by exclusion of interest on the bonds financing public housing projects. If this
relationship still holds, the 1976 figure is approximately $1.4 billtion. This com-
pares with $1.7 billion in direct payments by the federal government to local
housing authorities. Tn other words. 459 of the direct and indirect federal cost
of public housing is in the form of tax expenditures, and almost 909 of this
subhsidy goes to taxpayers with adjusted gross incomes over £50,000. For each
dollar of public housing subsidy to a low income person, a rich taxpayer gets a
deduction of 90¢. .

There i8 a tax subsidy of $95 million this yvear for B-vear amortization of
rehabilitation costs of moderate income rental housing. In 1974, this exnenditure
amounted to $50 million, and 7689, went to people with ineomes ahove £50.000. In
contrast, Congress annually attaches a rider to the Agricnlture Appropriation
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Act effectively prohibiting implementation of a Farmers Home Administration
program to make rehabilitation grants to low income rural-home owners.

Current Taz Law i8 Both Bad Tax Policy and Bad Housing Policy

There are cheaper and better substitutes available for all of the major housing-
related tax expenditures. Credits or direct subsidies could accomplish the social
purpose of the mortgage interest and property tax deductions.

Direct lending by the federal government would clearly be a surer and less
costly way of providing financing for rental housing than is the tax incentive of
excess depreciation. Legislation is pending to provide this step and for direct
lending to finance low rent public housing as well. Programs, though
inadequately funded, are already enacted to provide for housing rehabilitation.

We urge that tax legislation and expenditures be given the same careful
scrutiny, on an annual or bienial basis, that is given to substantive housing legis-
lation and appropriations, Specifically, we urge that the Finance Committee
strengthen the legislation dealing with real estate tax shelters and limitations on
artificalal losses adopted by the House, and that you _give serious consideration
to proposals, such as that introduced by Senator Hathaway, to substitute tax
credits for mortgage interest and property tax deductions,

TABLE 1,—APPROXIMATE DISTRIBUTION OF FEDERAL HOUSING SUBSIDIES BY INCOME CLASS, 1973

Subsidy
recipients
as percent

of total

Families and Tax subsidy  LM!1 subsidy Total families and

Income class individuals recipients recipients recipients individuals

Under $3,000............... $10, 297, 000 $112, 000 $642, 000 $754, 000 6.7
,000 t0 $5,000............. 8, 385, 000 490, 000 474, 000 964, 000 11.5
,000 to $7,000_............ 7,523,000 1, 436, 000 428, 000 1, 864, 000 4.8
7,000 to $10,000...._....... 10, 688, 000 4, 000, 000 227,000 4,227,000 39.5
0,000 to $ 5.000 ........... 15, 955, 000 7, 360, 000 25,000 7,385, 000 46,3
15,000 to§ 0,000........... 9, 838, 000 5,688,000 .. ............. 5,688, 57.8
20,000 to $50,000........... 10, 023, 000 5,690,000 ................ 5,690, 000 56,8
Over $50,000.....cceeuunenn 606, 0CO 597,000 ... .......... 597, 000 98.5
Total. ..o eeanaenn 73,313,000 25, 326, 000 1, 796, 000 27,122,000 37.0

Note.—This ap?roximation comes from a variety of sources, not strictly compatible with each other. The number of
families and individuals is the total shown in ‘'Money {ncome in 1973 of Families and Persons in the U.S." ,Current Popula-
tion Reports; Income distribution of tax subsidy recipients from table in appendix to 1974 National Housingscoals‘Report;
Income of low and moderate income housing subsidy recipients from information in HUD's Housing in the Seventies. The
point is clear and incontestable: the ma]ontr of housing subsidy recipients have incomes above $10,000 and, roughly
speaking, the higher one’s income, the more likely ons is to receive a subsidy.

LMI=low and moderate income.

TABLE 2.—ESTIMATED AMOUNT OF FEDERAL HOUSING SUBSIDY, BY INCOME CLASS, FISCAL 1976

Total subsicy

—_— Income

Tax subsid LMI? subsid dolfars in distribution

income class (mmions§ (mi|lions§ millions Percent (percent)

* $3.7 $928.2 $931.9 6.7 14.0
o 44,6 86. 4 1.0 5.2 1.4
186.8 618.8 £05.6 5.8 10.3

770.5 327.6 1,058.1 7.9 14.6

1,870.3 36.4 1,9(6.7 13.7 21.8

2,395.7 e 2,395.7 12.2 13.4

4,682.2 .. ...eo..... 4,682.2 3315 13.7

1,405.4 ... ... _....... 1,4C5.4 10.1 .8

11, 359.3 2,€00.0 13,957.3 1€0.1 100.0

1 LMl =low and moderate income,

Note.—This table rests cn scme unreliable assumptiers, ard is illustrative only. The fex subsidy 2sstmes that the dis-
tribution of tax subsidies in 1976, by inccmre cless, is tte teme 25 in 1473, althcugh the emeunts are larger by 43 percent
(the increase from 1973-76). The housing sutsicy essumes (1 el the 32.€ Lillicninicw ard mecerate inceme Feusing subsi-
dies is distributed propertionate to the numter of heusetolcs served ty sutsicy pregrims in 1€73—again, urreliable,
but no better data are available. Finally, \Feinccme cistnlution is essun ec te be dbat of femilies erd individuals in 1973,
for lack of better data. Nonelheless, tbe majer corclusicr—tbetite lowertelf ¢f (b eircome oistrituticn sets only a quarter
of total housing subsidies—is not far off {he mark. Ncris the cerclusion that the 1ep ) percent get 1C percent of sulsidies.

whes
.
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TABLE 3.—1974 HOUSING-RELATED TAX EXPENDITURES, BY ADJUSTED GROSS INCOME CLASS

R T

) i Total tax Mortgage Excess Interest Rehab i Housing as
Adjusted income class Taxable returns expenditures interest  Property taxes dcpreciation exclusion® amortization  Total housing percentvof total 2
Dollars in millions
Under $3,000_ . ... cccceomaan 4,057 $1,085 o eeeeeeooo- $1 $2 e $2 0.5
$3,000t0 35000 ____. . eeienenas 7,579 1,738 $13 24 B e cmeenm—————e—an= 43 2.5
$5,000t0$7,000_____ ... ... 8,273 2,357 52 66 {2 R 128 5.4
$7,000 to $10,000. . oo 11, 428 4,403 265 221 21 $0.3 o eaan 507 11.5
Subtotal___ .. 31,337 9,583 330 312 39 .3 2 683 7.1
$10,000 to $15,000. .. .oo.o-.. 15, 952 8,875 886 583 42 1.2 2 1,514 17.0
$15,000 t0 $20,000._ .. . . oeoocoaiean , 856 8,881 1,133 m 38 6.6 2 1,951 2.0
Subtoial ........................ 25, 808 17,756 2,019 1,354 80 7.2 4 3,465 19.5
$20,000t0 $50,000. .. ooooeoaoaoo. 9, 006 17,414 2,078 1,774 128 29.4 6 4,015 23.0
(\ $50,000 to $100,000__ .. ... 665 6,116 348 407 80 116.7 14 966 15.8
- Over $100,000_. . . eeeo.- 160 s 95 213 48 163.8 24 544 1.4
Subototal . eaae 825 13,422 443 620 128 280.5 38 1,510 11.2
Total. e 66, 966 58,175 4,870 4, 060 315 318.0 50 9,673 16.6
In percent
6.1 ) U R 0.02 (18 4 0.05 - ceoeccaccaee
11.3 3.0 0.3 .6 ) N SO II R I .
12.4 4.1 1.1 1.6 b P ) I .
17.1 7.6 5.4 5.4 5.6 0.09 . ieeeeeone- L3
46.9 16.6 6.8 1.7 10.4 .09 4 6.9 o ieaaeee
$10,000 to $15,000 . . _._____. __..... 23.8 15.3 18.2 14.3 11.2 .4 4 15.7 coccmeemecccnaee
$15,000 to $20,000_ . .oeoooe. 14.7 15.3 23.3 15.0 10.1 2.1 4 W2 et
Totah . oo eeeecceee 38.5 30.6 a5 33.3 21.3 2.5 8 35.9 iiciecceeees
$20,000 to $50,000__ ... ... . ieeo.-. 13.4 2.9 2.7 43.7 u1 9.2 12 4.5 eaeen
$50,000 o $100,000_____________....... 1.0 10.5 7.1 10.0 2.3 36.7 2 10.0 ooooemcennes
Over $100,000_ .. .. ... .. ... .. .2 12.6 2.0 5.2 12.8 515§ 48 5.6 o eicaimceen
( Total.....on e caiiaaans 1.2 23.1 9.1 15.2 Hu.1 88.2 76 ) E -
1.30 percent of total for all tax exempt bonds. 2 Percent of total tax expenditures.

Source: U.S. Treasury tables prepared_for Senator,Walter Mondale, CR June 2, 1975, pp, S9173-71.
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The Cuamman. Next we will call Mr. Don Lavwrence, president,
National A{)artment Association accompanied by John C. William-
son, general counsel.

STATEMENT OF DON LAWRENCE, PRESEEﬁT, NATIONAL APART-
MENT ASSOCIATION; ACCOMPANIED BY JOHN C. WILLIAMSON,
GENERAL COUNSEL

Mr. Lawrence. Mr. Chairman, members of the committee, I ap-
preciate this opportunity today to testify on behalf of the National
Apartment Association in regard to certain pending tax reform
provisions which affect the apartment industry. _

Before going into the specific changes we are proposing, I would
like to comment on the widespread fiction emanating from some con-
gressional sources and in the Nation’s press that the real estate sec-
tion of the tax reform bill had been whittled down to a pile of saw-
dust as one feature writer described the situation recently in a local
newspaper. Actually, there are provisions in the bill which, if
enacted, could have a serious impact on the apartment industry which
is truly a depressed industry. Indeed, there is ample justification for
this committee to reject for the time being any tax reform provision
which constitutes a disincentive to investment in an apartment
project.

Nevertheless, I will address myself to some specific provisions and
lc)(.)lrivey our thoughts as to whether they should be retained in the

ill.

While we cannot deny that there is some merit in the limitations
on artificial accounting losses (LAL) as approved by the House,
there are more compelling reasons to strike it from the bill. These
reasons are: (1) the present depressed state of the rental housing
" industry; and (2) the decision of the Treasury Department, as
expressed in testimony before this committee on March 17, that even
the modest version of LAL in the House bill should not apply to the
oil and gas industries.

We have nothing against the oil and gas industries, but LAL’s
principal, if not sole, claim to validity rests on its even application
to all sectors of the economy involving investments that may gen-
erate so-called artificial accounting losses.

I might add we disagree that the deduction of construction in-
terest, for example, is an artificial accounting loss,

If some industries are exempt from LAL and others are partially
exempt, then the remaining victims, such as real estate, suffer an
erosion of their relative position in the private investment market.
When one realizes that real estate is already a residual receiver of
funds in the capital markets, as evidenced by its current depressed
state, the application of LAL to real estate, under the circumstances
outlined by the Treasury, stands out as a gross act of discrimination.

It certainly cannot be justified as part of a tax bill which is hailed
as an instrument for restoring fairness and integrity to our tax
system.

A further example of the Treasury’s discriminatory approach to
rental housing is set forth in its job-creating tax incentive proposal

t
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for rapid depreciation for business in areas where the unemployment
rate exceeds 7 percent, The Treasury excludes rental housing because
of stimulants administered by the Department of Housing and
Urban Development. These stimulants represent subsidies whose
effectiveness in reviving the multifamily industry is questionable
and whose cost to the taxpayers is astronomical. Our industry is not
asking for this tax incentive alt,hougfh the unemployment rate in
the building trades presents a compelling argument for its applica-
tion to the construction of rental housing. Nevertheless, the exclu-
sion of rental housing from the Treasury’s plan makes it imperative
that present tax laws are not converted into disincentives for the
construction of needed housing.

I want to emphasize that our position against LAL: does not mean
that we believe that everything is perfect in our tax system and its
application to our industry. We must concede that the so-called tax
shelter as it operates in our business does, in fact, result in situations
where taxpayers with substantial economic income pay little and
sometimes no Federal taxes.

The remedy is in a revised and equitable minimum tax, or in a
minimum taxable income (MTI) as proposed by the Treasury in its
March 17 testimony or as advanced Ey several of our allied groups
before the House Ways and Means Committee. Because we have not
had sufficient opportunity to study the Treasury’s MTI, we ask per-
mission to file a supplemental statement in the near future on this
proposal. -
THE MINIMUM TAX

While we recommend an abandonment of LAIL along with the
harsh minimum tax approved by the House, and the substitution of
a minimum taxable income, we would like to discuss some inequi-
table aspects of the minimum tax as set forth in H.R. 10612." -

The House bill would crank into the minimum tax formula the
elements of LAL which are referred because of the need to construct
more rental housing during the next few years.

If excess depreciation and construction period interest and taxes
are offset against unrelated income because of the deferred effective
dates, they become items of tax preference, and are subject to the
14-percent surcharge.

We believe this double play is inequitable and should be stricken
from the bill. The ingredients which make up LAL should not be
considered as items of preference under the minimum tax formula.
We agree with the Treasury that this action is conceptually unsound,
and we concur in HUD’s and the Treasury’s belief that this double
play can have an adverse effect on real estate development. We re-
iterate our opposition to LAL and recite this inequity as additional
evidence of a discriminatory approach to real estate in this tax
reform bill. :

We also recommend two additional changes in the minimum tax
formula, should this be the method adopted by the committee, to
assure that all high income individuals assume a fair share of the
tax burden. First, we believe that the taxpayer should be able to
subtract Federal income taxes paid from the sum of preferential
items. The minimum tax was designed to make certain that everyono
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paid some taxes. Denying the right to subtract taxes-paid converts
the minimum tax into an added tax or surcharge. )

We also recommend that the nonrecognized portion of capital
gains be eliminated as a preferential item subject to the minimum
tax. Capital gains is taxed with rates as high as 35 percent. The mini-
muin tax had its genesis in a desire to make certain that people with
substantial incomes paid some taxes. Therefore, including capital
gains, which is already taxed as a preferential item, makes it evident
that the purpose is to indirectly increase the capital gains rate. We
respectfully submit that this does violence to the basic purpose of
the minimum tax; and capital gains should therefore be eliminated
as a preferential item.-

We strongly endorse the Treasury’s recommendation of a sliding
scale approach for the taxation of capital gains and losses. Under
this proposal capital assets held for more than 1 year and less than
5 would result in half of the gain taxable at the normal rate. For
property held more than 5 years and less than 25, the percentage of
gain taxable at the normal rate would be reduced by 1 percent per
month. so that property held 25 years or more would result in 30
percent of the gain taxable at the normal rate.

RECAPTURE OF EXCESS DEPR.ECIATION

The Housc-approved tax reform bill provides for total recapture
as ordinary income of depreciation deductions. in excess of straight
line, taken on property after December 31, 1975, regardless of the
date the property was constructed or acquired. This would introduce
a retroactive feature in the tax code. We strongly recommend that
the total recapture of excess depreciation begin with respect to
property acquired or constructed after December 31, 1975. In the
interest-of -fairness, taxpayers should not be subject to a change in the
rules in effect when they acquired the property.

REHABILITATION OF RENTAL IIOUSING

We support Section 102 of H.R. 10612, which would extend the

special 5-year depreciation rule for expenditures to rehabilitate low-
income rental housing. The bill increases the amount of rehabilitation
expenditures, that can be taken into account per dwelling unit for
rurposes of the special 5-year depreciation, from $15.000 to $20,000.
Because of the timelag in planning major rehabilitation, we recom-
mend that this provision be extended for 5 years instead of 2 as
provided in the bill. Also, because the rehabilitation of our existing
rental housing inventory looms as a vital element in the renewal of
our cities and in stopping the ominous trend toward abandonment,
we urge that consideration be given to ecxtending this special
depreciation provision to all rentgl housing.
_ In view of the per unit dollar limitation, including the deductions
in LAL, or as preferential income in an MTI in lieu of LAL, and
the recapture provisions of existing law, the benefits from such a
provision far outweigh the temporary advantage that may accrue to
the taxpayer. Certainly, it would provide an incentive for the
preservation of our existing rental housing inventory, a goal of pro-
nounced increasing national significance.
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Thank you, Mr. Chairman.

The Cnamman. Thank you very much. I don’t believe we have
ever begun to consider how much revenue we are losing in the Gov-
ernment and even worse, how much income we are losing the Ameri-
can people by tax laws that discourage the kind of men who know
how to make business succeed from fully employing their talents.
When one gets a taxable approach in a 50-percent tax bracket, from
that point on, a man spends more time trying to find some way of
keeping what he made then he does employing his extensive talents
to find out how to put these many people who want to be put to
work and using these people to produce more income for the benefit
of all concerned.

I hope we can depart from the concept that has been all too well
expressed around here from time to time that the taxation system
should work on the theory that you should only permit a man to
keep after taxes that which the tax planners think he would require
for his daily existence for food, clothing, shelter and a minimal
amount of recreation.

Now, at a lower rate on very successful people, we can generate a
great deal more revenue because they do just a great deal more. You
only have to look at the boxing industry to see what happened when
we put a 50-percent limitation on earned income instead of a cham-
pion putting his crown on the line once a year, he put his ecrown on
the line anywhere from 3 to 4 times a year. So, at a 50-percent rate,
yvou would make 3 to 4 times as much revenue as you would on a 70

‘percent rate on the same individual. I would like to hope those people

are not in business entirely for the purpose of making revenue for
the Government.

We have hardly scratched our potential to raise revenue from
other sources. We don’t have a value added tax here in this country.
We have very few excise taxes other than those on gasoline. There
are many other ways which would not be nearly as counterproductive
as these wartime tax rates on individual incomes.

A proposal had been made—I have been reading some of the state-
ments before they have been made by the witnesses and will be made-
for us by the Association for the Bar of New York City. I would
suggest that your people obtain a copy of it and look at it. It may "~
be available before they a{)pear here. T think those people have
made one of the most useful suggestions I have seen yet as to ways
we could undertake to see that no one escapes paying a fair share
of taxes and at the same time you would not destroy the incentive
of the business people to devote their talents fully to the benefit
of society as well as themselves. When you have had a chance to
study that, I would like to know what your reaction is.

Mr. LAwrence. I will let you know, sir.

The CuamrMAaN. Senator Byrd.

Senator Harry F. Byrp, Jr. No. _questions.

The CuarMAN. Senator Packwood.

Senator PAckwoop. You made a reference to the Treasury discrim-
ir}llati;m and said you had a housing development stimulant. What was
thatt —

Mr. WiLLiamsoN. The current stimulant that we have now in the
market is the $3 billion made available under the Brooke-Cranston
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bill to buy 714 percent mortgages. Since 1946, at least for 30 years,
the Congress has tried to develop some mechanism to stimulate the
multifamily housing industry and to help low- and moderate-income
people obtain decent shelter. It has been a very difficult task. The
trail is strewn with the wreckage of these programs. The costs were
astronomical and the programs abandoned.

Senator Packwoop. Treasury said you had trade offs and you dou’t
need LAL and some of the other incentives you need to extend to
the business.

Mr. WiLLiamsoN. We are not concerned so much about the tax
laws; but the tax laws which have disincentives such as LAL if it
were applied to some industries and not others.

Senator Packwoop. That is nothing much more than a credit
allocation. We would be saying the gas or oil industry is more de-
pressed so therefore we would give it to them.

Mr. WirLiamsoN. Yes, it is a form of credit allocation.

Senator Packwoop. Does your association represent those who con-
struct apartment houses or just manage them?

Mr. WiLriamsoN. Both.

Senator Packwoop. I would have to do it by region. There are
areas in the United States today where there is a dramatic shortage
and there are some areas where there is not a shortage. There are still
very few which are limited everyday but there are still some give-
away programs to rent apartments.

Bastcally and overall today, there is a shortage of apartments in
the United States. The vacancy rates are dropping rapidly.

Senator Packwoop. But you say it varies substantially.

Mr. LAwWRENCE. From city to city.

Senator Packwoon. Why should’t we adopt the approach we
would give ILAL where we need to construct apartments but not
other areas?

Mr. LAwRENCE. I feel in time we will not have the problem. The
vacancy rate in all cities will be gone. I think within the next 8 to 9
months the cities now that have a vacancy rate, these apartments are
going to be rented.

Mr. WiLrtiamson. For example, in Dallas-Fort Worth, the FHA
or GNMA is not making available any of this 714 percent money
because there is an overbuilt situation in Dallas-Fort Worth but in 1
year that could be converted into a shortage.

Senator Packwoop. And the trend is down in the vacancy rate?

Mr. WiLLiamsoN. The vacancy rates—there is a sharp drop in
them and I think various shortages will be manifesting themselves in
the next 12 months,

Mr. LawreNce. In the Los Angeles rate we have a vacancy of 1 to
2 percent.

Senator PAckwoop. You are telling me with the trend down and
this pressure coming on that apartments will still not be built with-

“out LAL?

Mr. WnLiamsoN. I think we are saying that LAL would have a
delayed impact, a various delayed impact because there is a delayed
effective date in the bill. But, yes, LAL would act as a disincentive
to investment in real estate.
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Senator Packwoop. You are saying without the deduction even
though the market is going to be pressuring you and even though
there are shortages, without the artificinl losses, these apartments
are not going to be built? o

Mr. WirrLiamsox. The deduction of construction period in interest
and taxes is not an artificial loss. That is a substantial deduction
that if LAL were approved with the disallowance of the deduction
on construction interest that this would be a disincentive. There
would be less risk capital going into the apartment industry.

Senator Packwoob. If tﬁgre is such a shortage and it is going to
be so tight, then you have a natural LAL situation?

Mr. WrriamsoN. The interest rates are high. Rents have not in-
creased to keep up with increased costs. There is inadequate profit-
ability. It is just a very risky business with & return not enough to
encourage capital from going in.

Senator Packwoop. Why not? You are only faced with rent con-
trol in how many cities in this country?

Mr. WirLiamsoN. It is not that. The money is not there. The rents
Wl;)luld have to be increased 20 to 30 to 40 percent to make it profit-
able. - :

Mr. WiLLiamsoN. Yes. The costs of operating apartments are sub-
stantial and every time you increase the rent to increase costs, there
is generally more and more pressure for rent control. You have it
in some State or other in about 8 States and you never know when
it will assert itself. Philadelphia rejected rent control last year but
I think they have a new city council this year and will probably ap-
prove it. So, this is a very serious deterrent to people investing in
apartment projects.

The FNMA has been developing a mortgage purchase program of
conventional multifamily mortgages. I think they have already
decided they would not buy a mortgage in any area that has rent
control. So, it is a self-defeating proposition and a deterrent along
with other factors. This is just one more deterrent.

Senator Packwoop. Thank you.

The CHAIRMAN, Senator Dole.

Senator DoLE. I have just two questions.

What extent do apartment builders depend on outside equity
financing ?

Mr. LawreNce. The estimated $20 billion, it would be probably $2
billion according to the Treasury figures.

Mr. WiLLiamsoN. Treasury made a study of the impact of LAL
and those are the figures that they gave us based upon 1974 con-
struction of rental housing. It would affect about $2 billion out of
$20 billion because corporations would not be involved, and you are
only talking about the equity that is invested and the fact that a
relatively small percentage would have no real estate related income.
But it is substantial. It i1s about $2 billion out of $20 billion accord--
mg to the Treasury. -

enator DoLe. What do you see as the impact on LAL because of
the availability of such financing$

Mr. WiLLiamMsoN. We have done a lot of a onizing with the
Treasury since it first broached the subject in 19?3. I think the at-

69-460-—T76—pt. 2——4



522

tempt in the House of Representatives to have project by project
LAT, would be disastrous. The House modified it. ]

When you want to exempt certain industries or 1purtm]lv introduce
other industries. you introduce a new note into ILAT, which would
make it disastrous for real estate because it would impair real
estate’s relative position in the investment market. )

Senator DoLk. You mentioned the sliding scale capital gains rate.
How would that assist your industry?

Mr. WiLLiaysoN. It would reduce the capital gains rate for prop-
crty held for a long period of time. I think the Treasury proposal
is a sound one. After the property is held for 5 years, for each year
of the holding period, the amount of the gain taxable under the tax-
payer's normal rate would be reduced 1 percent per month. I think
it wonld act to unlock a lot of properties that were held for a long
period because it would reduce the capital gains rates. I think it
would be a meritorious proposal to gear the rates to the holding

eriod.

P S;\nator Dore. What do yvou see as the purpose of the minimum
tax!?

Mr. WiLtiamsoN. The minimum tax is to assure that everybody
paid a fair share of the tax burden. I think it is a laudable purpose.

Senator Dore. As I understand, you will file a statement in re-
sponse to the administration’s proposal?

Mr., WirriaysoN., We would like to file one not just on the admin-
istration’s MTI but also the proposal mentioned in the testimony of
the National Association of Realtors.

The CrrairMaN. Thank vou very much for a very fine statement.

The next witness, Mr. John Hart, is still testifving before another
fommittoo. on the House side. YWWe will give him his chance to testify

ater on.

We will move on now to Mr. Wallace R. Woodbury, chairman,
Tax Subcommittee, International Council of Shopping Centers. We
are pleased to have you, Mr. Woodbury.

STATEMENT OF WALLACE R. WOODBURY, CHAIRMAN, TAX SUB-
COMMITTEE OF THE INTERNATIONAL COUNCIL OF SHOPPING
CENTERS

Mr. Woopnory., Thank vou, Mr. Chairman. T have with me Mr,
Fdward C. Maeder of the law firm of Winston & Strawn, our legis-
lative counsel. T am a mortgage broker and a savings and loan execu-
tive although my primary activity is shopping center development.

We appreciate the opportunity to testify. We have an extensive
written statement that we would like included in the record.

The CHairman. We will print your full statement in the record
and then if youn can excite us with what you say, we will go home
and read all of your statement.

_Mr. Woonnury. The shopping center business is a capital intensive,
high-risk business. We have very long lead times in developing shop-
}amg centers. A typical lead time is 115 to 2 years for a neighbor-
100od center, and anywhere from 8 to 7 years for a regional center.
It is almtgst never less than 3 years before a developer gets started
on a center.
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We have many uncontrollable conditions present during the pre-
development stage where great sums of money are spent for pre-
development costs, We have the problem at a'l_l stages of develop-
ment of applications for necessary permits being rejected because
of governmental regulations. We are obligated to undertake with our
own money expensive studies in the environmental area and else-
where as a result of the many changes in environmental and land use
laws the past few years. These governmental changes have greatly
increased the front-end costs of developing shopping centers.

We have attached to our written testimony tables which show
statistics on shopping center development which we believe will be
helpful to the committee. The first table shows the development de-
]fays in 1976 caused by additional governmental red tape and other

actors.

Next we show the increase in front-end expenditures, percentage
wise, and in total cost that shopping center development has experi-
enced in the last 5 years. _

We include a study showing the reduction in construction by our
members that would result from a measure which required them to
capitalize construction interest expenses. The LAL provision would
result in the capitalization of these expenses since that is the only
real way out for those who would be affected by LAL. This study
demonstrates that at least 26 percent of projected shopping center
developments would be aborted because of the LLAL provision.

We also have a table showing the slowdown in shopping center
construction during recent yvears, and one showing the loan versus
cost ratio that demonstrates the increasing amount of equity required
to build shopping centers during the period from 1970 to 1974.

Also included is a table showing the net return per square foot on
cquity investment after debt service and before taxes which demon-
strates the decline in internal capital gencration in the shopping
center industry.

We think this inform.ation will be helpful in explaining our present
problems with a seriously deteriorating market for shopping centers.

To couple the House-passed tax proposals with the cxisting de-
]'n'essed cconomic situation in_the shopping center industry would
1ave a cumulative economic effect that would be catastrophic to our
industry. As our survey shows, many shopping center projects would
be aborted as a result of the House provisions.

The equity requirements for shopping center development would
be dramatically increased. This would be far more of a problem for
smaller entrepreneurs who currently have a difficult time in com-
peting for capital with other types of investments and with corpora-
tions, institutions, and wealthier individual entrepreneurs. If the tax
laws are changed as the House suggests, the smaller developers will
be at an even greater disadvantage competing. with these groups
which are not affected by the LLAL rules and the investment interest
rule that is part of the current law.

We believe that the Treasury revenue estimates are invalid. T
won'’t spend a lot of time on these estimates because the chairman
has already elaborated on that subject.

Howeyver, we have attached to our testimony the analysis by Dr.
Ture, which evaluates the direct effects on employment, investment,
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and revenues as a result of the application of three major provisions
of the House tax bill—ILAL, the changes in the minimum tax, and
the changes in the interest rules. This study shows a net revenue loss
of $2.3 billion a year to the Federal Government instead of the $1.5
billion positive gain indicated by the Treasury figures.

The slowdown in development activity resulting from these three
provisions would have a substantial adverse effect on employment.
Dr. Ture’s analysis shows that there would be about 221,000 fewer
jobs in the real estate industry as the result of the application of
these threo provisions. The tax on the traditional deductibility of
interest during the construction period is unwarranted. If interest is
some sort of a tax shelter that should be attacked, it should be
attacked across the board without the singling out of a particular
industry. Construction period interest and taxes are real cash costs,
There is nothing artificial about them.

As a premise, I think it is erroncous to single out construction
preferences. They are a business interest expense of someone trying
to develop shopping centers. They add nothing of intrinsic value to
the property.

Tt is interesting to note that the T.AI, rules applied to real estate
affect only individuals and not corporations. In fact, LAT, would
only apply to smaller individual entrepreneurs since wealthier in-
dividuals would not be affected because they could borrow money
on other assets and take a deduction for the interest paid for that
money since it would not be construction interest. Also, T ecannot
compete with a corporation that builds the same project as T do and
can deduet its interest. Since as an individunal, T cannot deduct the
interest paid. My equity requirements would be increased 50 percent
as a result of TLAT,, and T conld not compete with corporations, insti-
tutions, and wealthier individuals.

The investment limitation provision that is in the law and which

"is made worse by the addition by the House of a $12,000 limitation

is discriminatory against me as a smaller entrepreneur and as an
individual. As is the case with LATL. this provision does not apply
to cornorations. The institutions and the very wealthy can avoid this
provision in the same way they can avoid the application of ILAL.
They have cnough other rental income property to shelter their
interest expenses so they have no excess investment interest. This pro-
vision hurts the little man.

Both the ILAL rule and the investment interest rule affect _the
smaller entrepreneur and not the corporations or the wealthy. This
results in discrimination in the ability to attract capital generally
and within the real estate industry.

With the high risks involved in the shopping center industry. it
would be unconscionable not to permit aggregation. We feel the
Treasury’s most recent testimony recognized the need for aggrega-
tion and accepted our arguments for aggregation.

We could not be in the shopping center development business and
take the high risks that exist during the early years of a project if
we could not aggregate all our real estate-related income against our
front-end expenses, that is, if we could not use the income from one
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project to offset what we lose on a losing project. Man of our
projects don’t reach culmination although we have made major
expenditures of money. Many of those which we do finish either
do not result in a net profitable situation because they are never
leased up enough to make them profitable, or they are not leased up
for many years. o .

Our industry is in a depressed condition. We don’t think any
legislation should be enacted at this time which would increase the
impact of taxation on this depressed industry and cause less con-
struction and more unemployment. .

We believe that if you want to tax more people, and if it is the
individual who shoulg be subjected to this change, the alternative
minimum tax route that the chairman has discussed is by far the
sensible way to go. It would not impact those people already payin
a substantial tax, and it would make everybody pay a fair share o
taxes We have included in our testimony the discussion of a measure
that takes this route.

The CuamrMaN. I am going to see that the best talent we have
available to us will study these cost analysis prepared by Dr. Ture
whom you employed because in your judgment he has fine credentials
as an economist and has a profound understanding of our tax sys-
tem and in my judgment has those credentials. This should be
studied. We-ought to check it and cross-check it and we should also
look at the secondary and tertiary effects. If these figures you have
can be supported, then I find that this House measure insofar as
the real estate industry is concerned to be an absolutely incredible
proposal. Here is an industry where everybody in it has been going
broke. We hope things will turn around and they will start making
money for a change but here is a proposal just in case someone does
make & little money somewhere along the line they want to be sure
they take them anywhere from 50 to 75 percent and to be sure he
does not have any incentive to go into-this industry.

You are saying without looking at the secondary and tertiary
effect on your revenue alone the cost would be 280,000 and that is
not looking at the fact that the carpenter loses a job and he has
less money to spend down at the grocery store. He does not have the
funds to go buy himself a boat to go fishing or enjoy it for recrea-
tional purposes or to go down to the bowling alley so those people
have to cut back on their unemployment. That is just looking at
what you can see for starters, a loss of $2.8 billion.

I just hope that we do not get ourselves into this counterproduc-
tive type thing where nothing more than intellectual arrogance that
we think we know better what somebody should pay than somebody
else would know, that we are going to tax this country into a first-
class depression, bankrupt our Nation in the quest for tax uniform-
ity.

Tt seems to me some things might be more important. I don’t know
of anything more important than putting 100 million Americans
to work honestly and productively for the henefit of society and for
the benefit of themselves and hoping that in doing so they will all
pay a fair amount of taxes to the Government. If in the quest of
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seeing it on a given dollar of income where it is real income or merely
illusory income, we are going to try to build a monument to some-
one stealinf; which would put this country in a deep depression, and
have literally millions of able-bodied American men who want noth-
ing more than a chance to make an honest living among the ranges
of the unemployed tax eater rather than taxpayers. I hope we are
just not that foolish. :

You can be sure we will study this very carefully. I hope that

ou will heed my advice and just because you happen to testify
efore four Senators who can understand what you are saying,
don’t assume by that that 100 Senators get the message. You may
have to repeat this and people in your line of endeavor may have
to take this statement and the evideice that can be used in support
of it and see that those who did not attend the hearing, as well as
those who are not on the committee, those who have benefitted from
some of these novel tax expenditures that are being developed on
some 1<])f these other committees are aware of these other problems
as well.

Mr. Wooprury. I have noticed statements by Senators in opposi-
tion to our position, and we. include in our written testimony the
statement of President Kennedy in one of his tax messages, when
he was faced with a similar economic condition: “The chief problem
confronting our economy in 1963 is its unrealized potential—slow
growth, underinvestment, unused capacity and persistent unemploy-
ment.” Although he proposed reform in some important areas of
tax law, the Congress, at his urging, enacted a tax incentive—the
investment credit—to stimulate the economy. And it worked.

Also, Senator Robert Kennedy, on the introduction of his housing
bill (The Urban Housing Development Act of 1967, Cong. Record
1882240 July 13, 1967), devoted most of his statement discussing
the need for tax subsidies to get private capital to do the job of build-
ing low-income housing, because it was impossible to do it on =
direct subsidy basis. .

t'[;l}}edCIIAIRMAN. Thank you very much. These matters should be
studied.

I was the manager of the bill that emerged from the speech that
President John Kennedy made, when he contended that by reducing
the wartime tax rates and by providing an investment tax credit,
we could get the economy going again. He concluded it would cause
the Government to have more revenues, not less revenues, if you
did those things.

I think that when we repealed the investment tax credit, the dis-
aster that it caused to the economy and Government revenues indi-
cated the impact of that type of stimulus, which one might call a
tax expenditure. Permitting a businessman to keep a fair amount of
the earnings he makes brings in more revenue to the Government—
certainlv in the long run. and often in the short run. We have to
give adequate incentive for businessmen to make an investment
and take a chance. Senator Byrd.

Senator Harry F. Byro. Jr. No questions.

The CrarmaN. Senator Packwood.

Senator Packwoon. I have no questions.
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Senator Dore. You are talking to four of the members of this
committee. We understand the problems in the House. We hope we
can change those in November.

The Cuamman. I hope that you can change a few people before
November.

Senator DoLe. Do you mean a special election

The CrAmrMAN. No, I honestly believe that when people are con-
fronted with facts, especially when they hear them more times than
one, it begins to get to them. I think everybody wants to do the
right thing that is good for the country. If they have failed to do
so, it was bécause they were poorly advised or they did not get
proper encouragement.

Senator DoLe. I want to say very seriously there is that school of
thought in the Congress—and I don’t suggest it is bipartisan in any
sense, and they may be perfectly and properly motivated but, at the
same time, I think the Chairman spelled out some very difficult
problems—if we are going to tax everyone who makes a profit, and
that is what that seems to mean to some members, and there should
be no profit making in this country, they are going to see to it, if
they can, that it not be done—I have not read your entire statement
—I can hardly lift it—that we have some minimum tax.

Mr. Woopsury. We think now is not the time to hit the real estate
industry at all, but if you feel there are some unfair situations with
people escaping taxes, an alternative minimum taxable income pro-
vision would be the right approach. The House bill’s revision of
the minimum tax with the addition to the base of construction period
expenses not disallowed under LAIL, the increase in the rate to 14
percent, and the elimination of all exemptions, including the tax you
are already paying, is ludicrous. I will buy municipal bonds myself -
and spend more time with my wife.

Senator Dor.e. Wouldn’t it be more serious at one stage on the
House side? Weren’t there some last-minute changes that gave you 2
years to go broke?

Mr. Woopsury. They made it a little worse on the floor by elim-
inating the exemption for half of your taxes. In addition, they have
a $20,000 exemption which disappears when you have $40,000 in
tax preference items. This provision requires the payment of addi-
tional taxes with no basis for adjustment. Accelerated depreciation
is one of the preference items. and it is seldom recapturable under
the recapture rules. However, this provision allows for the pavment
of taxes through recapture. If they don’t catch you under LAL,
they catch you under the minimum tax.

The CrAmman. I don’t believe you could find as many as 70
Senators who would vote to do the type of thing you are testifying
to that we find in the House bill if they heard the testimony I am
hearing before this committee.

We are all very busy and very few Senators are going to find
time to read all that is in these hearings. People like yourself are
going to have to do something to get Senators to fully inform them-
selves of what is going on. T know how it was when I was a junior
member of the Finance Committee, I was busv somewhere else. The
Senate is in session right now. Theoretically, Senators should all be
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over on the Senate floor. Then you go to the Senate floor—if you are
a businessman and you are hopin% at that time the chairman or
some member of the committee will explain the problem you have,
only 5 Senators are there. The only chance a businessman has is to
get a list of all the Senators who did not hear his statement and
did not hear the debate on the floor and head down the hall tapping
on doors to see if he can get somebody to at least hear about the
mistake they are getting ready to make. .

In view of the fact that he 1s not a constituent from their State,
they don’t have time to bother with him. The only angwer to that
is to get a delegation from that Senator’s State to tap on his door.
Most Senators have enough political wisdom to listen to their own
constituents.

Senator DoLe. He may be out in his own State.

The CraRMAN. Then catch him there. )

The point is that assuming what you say here is basically correct,
and I Eelieve it is, people like you can’t depend on just a few of
us who hear your testimony before the committee getting through to
all of our colleagues. There used to be a time when you could, but I
regret to say you are going to have to do more to save yourself than
was the case in earlier years. In earlier years, there was a time
when a committee like this one would hear a presentation and if you
could prove that what someone was trying to do to you was very
bad and counterproductive, you could pretty well count on the Senate
going along with the committee. But that is not the case any more,
We find people who feel their judgment is so far superior to
everyone else’s that their judgment should be followed, people who
shout “tax reform” and “tax expenditures” and that type of thing.
Sometimes it is very hard to overcome that in the Senate, just as it is
the House.

Thank you very much for your presentation.

[The prepared statement og Mr. Woodbury follows. Oral testi-
mony continues on p. 541.]

STATEMENT OF WALLACE R. Wo00DBURY, FOR THE INTERNATIONAL COUNCIL OF
SnorPING CENTERS }

SUMMARY OF COMMENTS

The adoption of the LAL, minimum tax and interest deduction limitation
provisions of the House Bill would clearly result in a substantial reduction in
real estate development including new shopping centers. This would have a
ripple effect across the economy that would produce substantial unemployment
in the construction industry and other related professions and businesses.

The consequences of this slowdown would be higher rents and consumer
prices, a substantial outflow of investment capital from the real estate market,
and a reduction in the availability of consumer marketplaces. Thus, the reduc-
tion in real estate development would reduce the demand for manufactured
goods and severely diminish the effectiveness of the current and proposed in-
vestment credit incentives.

Norman B. Ture, Inc., economic consultants, studied the economie and tax
revenue effects of the adoption of the House Bill's LAL, minimum tax and
interest deduction limitation provisions and determined that their adoption
would result in a loss in the real estate industry of $5 billion in {nvestment,
8.8 billion in GNP. and 221,000 jobs. The nef effect on federal revenues would
be a loss of $2.2 billion.

In addition, the adoption of these House passed provisions would diseriminate
against, and effectively eliminate, investment in shopping centers by smaller,
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noncorporate entrepreneurs. This would force the shopping center industry and
other income property development into the hands of large corporations to
which LAL does not apply and institutional and extremely wealthy investors
who build for cash without borrowed money. ‘

The chairman and others have suggested an alternative minimum taxable
income "approach in lieu of the House adopted-provisions. ICS8C finds this
approach far more reasonable than that taken by the House. We suggest that
such a proposal should include the following:

Under the minimum taxable income proposal, the taxable income of an indi-
vidual having tax preferences would be determined as the greater of:

(1) The taxable income determined in accordance with existing tax law, or

(2) Fifty percent (509 ) of the sum of taxable income (or net loss) deter-

mined in accordance with (1) plus all tax preferences (those of the current
year ?lus carryovers less a deduction for tax preferences disallowed in prior
years).

(3) The excess, if any, of the individual's income determined in accordance
with (2) over the income determined in accordance with (1) (representing
currently disallowed tax preferences) would be carried over as a deduction in
subsequent years.

All tax preference items should be grouped for this purpose. Thus, all present
law tax preference items plus other tax preferences currently escaping taxation
would be added to the taxpayer’s taxable income.

This proposal is an alternative to the minimum tax and the investment in-
terest limitation provisions of present law and the several LAL approaches
being considered. The approach will substitute for existing tax provisions a
more intensive approach, much simpler to administer than the existing provi-
sions and the Lk&L approaches agreed to by the House.

The President in his State of the Union Message proposed a short-term pro-
gram to encourage new development by permitting certain properties to accele-
rate depreciation by adopting a shorter useful life (H.R. 11854).

We applaud the recognition that incentives are needed to encourage devel-
opment in the current difficult ecoonmic climate, and such recognition under-
scores the inadvisability of new tax provisions that would discourage develop-
ment and would discriminate heavily against smaller entrepreneurs.

However, it is difficult to evaluate whether the Administration proposal would
be useful because of the uncertainty as to the additional tax impact of new
tax provisions which might more than offset any advantages, and the very short
qualifying term which is substantially less than the front-end time necessary
to place and program major projects such as shopping centers.

Until these questions are answered it is difficult to take a definitive position
in regard to the President’s proposal.

STATEMENT
I. Introduction

Mr. Chairman and Members of the Committee:

My name is Wallace R. Woodbury. I am a Salt Lake City, Utah, based real
estate broker, mortgage broker, attorney, and a non-corporate developer and
operator of shopping centers.

I am a Trustee of the International Council of Shopping Centers and I appear
today on behalf of its members. The ICSC is a business association of. more
than 5,000 members. About 60-percent of its members develop and/or own
shopping centers. About 15 percent are retailers, who operate stores within
shopping centers. Most of the developer-owner members own from two to four
shopping centers each, and collectively have been responsible for most of the
estimated 16,000 shopping centers in the United States. In addition, members
include professionals who service shopping centers, and other individuals and
business firms involved directly or indirectly in the financing, development,
ownership, or operation of shopping centers.

New shopping center construction has traditionally involved investment of
over $6.6 billion per year for building, stores, fixtures, and equipment. It is
estimated that shopping centers provide regular employment for more than
5,000,000 sales and store personnel and that hundreds of thousands more are
engaged in the construction end of the business. The rippling effect on employ-
ment in related professions and businesses, among them law, architecture, engi-
neering, display, advertising, maintenance and cleaning, and the manufacture of
goods used in construction of"and goods sold in the centers, is considerable.
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Shopping centers have a significant influence on the total economy. It Is esti-
mated that, after adjusting for such non-shopping-center-type retail activities
as sales of automobiles, zasoline, lumber and building materials, and fuels,
shopping centers account for 44 to 48 percent of the remaining retail sales in
the United States.

During the 1976-1980 time period, assuming a 1980 U.S. population equal to
222.8 million people and a real per capita disposable personal income equal to
$5.208 (in 1974 dollars), there will be a need for an increase in the gross
amount of shopping center retail space equal to 3069.6 million square feet to
satisfy consumer needs for retail goods and services.

It is my intention to talk about what some of the proposals before you would
do, if enacted, to the ¢conomy as a whole and to the shopping center industry.

II. Construction Period Expcenses

The impact of the proposed changes in the tax laws on the shopping center
industry can best be understood if it is understood that new shopping center
developnent is a high risk, capital intensive, and very complex business.

The development of a shopping center, from the time of its conception to
final completion and opening, is a very lengthy process. The gestation period
may run from one and one-half years to two vears in the case of a neighbor-
hood center, and from three years to seven years and sometimes longer, in the
case of a larger center.

The development of a shopping center is also a highly complex task, requiring
the expertise of people in such disciplines as law, engineering, city planning,
economics, finance, retailing, leasing, environmental protection, and architecture.

.Finally, the development of a shopping center, even before the construction
phase, entails the expenditure of large sums of money for “front-end” costs
with negligible chance of recovery if the project is not ultimately completed and
successful, This front-end money is spent for many purposes, including the
following :

(1) Governmental approvals.—In today's economy and social setting, the
increasingly burdensome requirements for zoning, land use, and environmental
regulatory agency approval from local, regional, state and federal authorities
depends on the outcome of a series of studies the developer undertakes at his
own expense and risk. Often governmental approvals are conditioned on exten- .
sive expenditures for environmental and land use purposes. A representative
list of such studies has been developed by ICSC and it represents a massive
commitment of time and resources by a developer.}

(2) Financing requirements.—A developer must show through extensive
studies that there is a strong market need for the shopping center, that there
exists, from high credit major tenants, a legally binding commitment to operate
on the site, and that the project’s proforma statement indicates economic feasi-
bility. Having achieved these assurances, a developer's access to mortgage
funds is further contingent upon achievement of viable leases with adequate
credit at pre-projected rental rates.

(3) Leasing.—To generate major tenant(s) interest in the site, the developer
must have extensive research studies and physical layout studies prepared. He
must also forecast the center's fixed and operating expenses in order to deter-
mine the required minimwum rent prices for the rentable space, and he must
then lease enough of the retall space for sufficient terms of years at sufficiently
high rental rates to secure a long-terin mortgage loan.

(4) Securing the site—'The developer must tie up the land on an option or
by some other means in order to provide time to gain necessary governmental
approvals and to generate tenant interest in the site and insure that he can
“deliver” the site on the closing of the deal.

—

1 8°te evaluation In terms of soll crosion and subsoil conditions and tha nvailability
of municipal services and publie ntilities, to {nsure that the project {8 buildable and will
not renvegent an undne burden to the 'ocal community.

Engineering studicr *o determine the need for on-site water runof rentention and sani.
tars rewer and storm drainage systems,

Environmental atudies to determine how the shopping center should he deaigned ro as
not to v'olate local, state nnd/or federal amhlent air, noise, and water quality standsrds
aud to insure the protection of the area’s other natural resources, including the public's
need for open-space.

Feanomie and market atudies to determine the shonping center's impact on the fizent
&tructure of the Jocnl munieipality, the aren’s employment base, and the region’s existing
centerr of retail netivity,

Architectural and landacaping studiea to provide for general aesthetic appeal, pedes-
trinn snfetv, and the prevention of hlighting influences.

Plnnaning atudies to inrure that the ghopping center conforms to applicable subdivision,
zoning, and bullding ordinances, as well as the region’s comprehensive land use plan,
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A shopping center project faces a myriad of risks during the predevelopment
and construction periocds. These include, weather, labor availability and strikes,
unexpected site conditions, zoning and title problems, uncontrollable cost in-
creases, breakdowns in the delivery of supplies, and delays or failure to get
governmental approval. In addition, the developer may face new competitive
retall facilities in the market, and financial failures or delays in the opening ot
committed tenants.

ICSC has gathered information which shows that the degree and extent of
unexpected delays among ICSC developer members whose shopping centers are
scheduled for opening in 1976 is substantial.?

The financial risks in the life of a shopping center are greatest during the
pre-development and construction stages. Income from the project is zero during
this period and substantial cash expenditures for property taxes, interest and
other carrying charges contirue without let-up. Failure to achieve full occu-
pancy at projected rental rates may cause years of operating losses. The ex-
posure and individual liabilities involved run into millions of dollars. At the
c¢xtreme, these risks and cost: can send a developer into bankruptey.

“Front-end” cash expendiiures are absorbing an increasing share of the total
cost of shopping center projects.® For instance, construction period interest and
financing costs were seven percent of the total cost (including land acquisition)
for regional centers opened in 1974, and only 3.2 percent for regional centers
opened during the 1968-1970 time period.*

The cash outlays for capital items such as environmental and other govern-
mental permits, market and traffic surveys. and other overhead and development
costs went from an estimated 2.1 percent of total capital cost to an estimated 6.7
Jpercent, during the samne time period.*

2 See the following table:
FREQUENCY AND DURATION OF DELAY IN CENTERS SCHEDULED FOR 1976 OPENING

Percent of centers delayed
Less than
Size of center (GLA range) 6 mos 6 mostol yr 1to2yrs Over 2 yrs
Under 100,000 8 .. .. ... .... 4,2 14.3 4.2 1.2
103,079,300 003 125 o il 4.3 14.0 4.3 1.1
Over3X0,000 Ry . ..o 9.5 2.4 48 e

Source: ICSC Research Department, based on a sample of 394 shopping centers,

3 See the following table:

SELECTED “FRONT-END’' EXPENDITURES AS PERCENT OF TOTAL CAPITAL COST FOR CENTERS OPENED IN
1974 AND DURING THE 1968-1970 TIME PERIOD (FOR CENTERS THAT CAPITALIZE THESE COSTS)

[Median percent]

Other overhead
Interest and and development

Type of center (opening time period) financing ! charges *

Regional:
PO | (. AR 7.0 6.7

1968-70. .o i ieieeccinecaccmccmaccaaccacrancacmanenn 3.2 2.1
Community:

L 7 L N 4.5 4.0
Ne Lﬁ&i—‘ OO 2.3 1.1
ei rhood:

81974 ......................................................... 5.3 2.4

1968-70. .. e e e e ccaiceracccacaecaaccacancsananacancecacaa 5.0 ®

1 Includes interest during construction, foan fees, loan settiement costs, appraisai costs, and legal fees,

2 Includes market and traffic surveys, zoning fees, outside accounting and auditing fees, real estate taxes, other
laxes, insurance, advertising, other administrative costs. Deductible items under present law represent only a
small portion ot this category.

. I:1 Not available.

s |d.

Source: Dollars and Cants of Shopping Centers, 1972, 1975, The Urdan Land Institute (Washington, D.C.) pp.
282-283 (1975), and p. 190/6 (1972). » ' ! go
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Burdensome environmental, land use, and OHSA regulations and other gov-
~ernmental requirements have substantially increased preconstruction period
failures (there is no recovery of expended front-end funds) and the precon-
struction period costs of completed centers. These increases thereby have sub-
stantially increased equity requirements for new shopping centers.

III. Deduction of Construction Period Expcnses

A. Present Law

The present law permits the full deduction against current income of interest
and property taxes incurred in connection with carrying real estate and con-
structing improvements thereon.

The present law also permits a taxpayer the election of capitalized interest
and taxes paid during construction of a project, and the annual election to
capitalize interest and taxes in regard to non-productive “investment' property.
If such expenses are capitalized they become part of the cost of the property
in determining depreciation deductions.

The present alternatives therefore permit either “up-front” deductions or
deferred deductions; but either way In regard to construction period interest
and‘ taxes the taxpayer is entitled to the deduction and the only difference is
“timing. —

One of the most important consequences of such deductions is to reduce
equity capital requirements and to ease the financing of real estate develop-
ment; that is, the actual equity investment required to develop real estate is
lessened to the extent of the income taxes recouped by being able to deduct
construction period interest and taxes. This, of course, encourages investment
in real estate development and is a method for generating capital for the
financing of such development.

B, Proposcd Changces

There are various proposals for changing the current treatment of interest
-and taxes for development real estate and they all, in one way or another,
and in varying degrees, either eliminate or penalize “up-front"” deductions.

For example, the House Bill includes a limitation on the deductibility of so
called “artificial accounting losses” (LAIL) and would provide that for non-
corporate taxpayers the interest and taxes attributable to the construction
period, 'along with certain other deductions, cannot be taken as a current tax
deduction except against current real estate related income. This effectively
disallows the deduction unless there is otherwise taxable real estate income.

The adoption of LLAL without “aggregation” (the aggregating of all real estate
related income and expenses), as suggested by some, would result in the
elimination of individual taxpaycrs from the development business.

C. Discriminatory Naturc of LAL

The adoption of ILAL would be discriminatory.

Construction period costs are real costs of investment and should be de-
ductible just as similar expenses are deductible in other businesses. All interest
payments, except on tax free bonds, have traditionally been deductible by all
taxpaygers. :

Under the proposed law, interest during the construction period is treated
as an artificial loss. Unlike accelerated depreciation beyond straight line, how-
ever, interest costs are a real loss—an actual cash loss.

The adoption of LAL without aggregation of income and expenses would be
unconscionable and amount to confiscatory taxation. In no other area of business
is investment treated in this fashion. How can a taxpayer be expected to
share with the government his gains and not his losses? General Motors
doesn't ; a dealer in commodities doesn’t. ARl corporations do, in fact, aggregate.

Without aggregation, a shopping center developer could actually find himself
in the position of having two shopping centers: one very successful on which he
pays heavy taxes, another on which he is actually losing cash (not “artificial
deductions”) but for which he can take no deductions. A noncorporate tax-
payer could not afford to take this risk.

The adoption of LAL without aggregation would force the shopping center
industry into the hands of large corporations to—which ILAL does not apply
and institutional and extremely wealthy investors who build for cash without
borrowed money. The small individual entrepreneur would be forced out of
business and concentration in the indutry would be substantially increased.



5633

D, Economio Impact of LAL on the Shopping Center Industry

The adoption of LAL will result in & slowdown in the development of shopping
centers, and a significant increase in unemployment.

Limitations on the deductibility of construction period expenses would affect
& large majority of the new shopping. center projects being undertaken by 1CSC
members as indicated by a recent survey® (even though such tax provisions
will apply only to nioncorporate taxpayers), and the impact of such limitation
on the development and operation of shopping centers would be serious.

The severity of this impact is indicated by a survey of ICS0O members by
Touche-Ross and Company ' in which the reponse to the question, “what would
be the effect on your company if federal tax legislation required all costs
during the construction period to be capitalized?” was as follows:

Percent
distribu~
tion

1. Require higher rents_ _ _ _ . i ccrcccccerenan—- 33.1
2. Continue to require the same return on eqUItY .- cc oo cccccecuncan- 15. 3
3. Accept slightly lower rate of return. ... oo o cacceeaeaa 48
4. Experience reduction in outside investiment funds. ... ... .o.... 12.1
5. Experience reduction in development. .. e 26. 6
6. Experience no effect at all . cceicaaea- 5.6
7. Other-unspecified. - - - oo cccceeccacee———- 2.4
Total....._. e ecmcmecmmmemccmemcmcemememecmmmcmemeem————— 99. 9

The indicated results of such changes i nthe tax law—the higher reats, lower
rates of return, reductions in investment funds and the reductions in the number
of shopping centers developed—would serve to further depress an industry that
is already suffering a downturn® with resultant adverse effects on employment.

The ultimate consequence would be to deny to a significant portion of our
population much needed outlets for retail goods and services in the future.

Limitation on the deductibility of construction period expenses would increase
significantly the equity required during the construction period. This is because
the main source of equity capital in the shopping center industr yis cash flow
generated by successful centers. In the shopping center industry, construcntion
period deductions shelter the cash flow from successful centers and produce
equity capital for development.

Without these deductions I estimate a 150 percent increase in the typical
equity required for a noncorporate taxpayer to develop a center. A corporate
competitor could justify identical rental rates without the increased equity
investment.

Clearly without existing tax incentives, it would be difficult for a noncorporate
equity investor in a shopping center project to earn a competitive rate of
return, especially after taking all alternative risks into consideration.

Without expectancy of a minimum return commensurate to risk, nobody in-
vests capital. We would be better served to liquidate our taxable assets and
convert them into tax-free bonds—the ultimate loophole—rather than take the
chance of having to absorb cash losses. >

Reduced investment will cause a considerable slowdown in shopping center
unemployment. The consequence of this will be a lower degree of market com-
petition, higher tenant rents, and, in the short run, lower retail store profit
marging (increasing the probability of tenant bankruptcies). In the longer run,
higher tenant rents are likely to be passed on to the consumer in the firm of
higher prices for retall goods and services.

¢ A survey of 214 ICSC developer members having 793 shopping centers in operation
centers under development ar of June 3, 1974, Prepared by Howard

iml’k 3t3? slitgg’énge arch Department, March, 1974
xalksteln, BEArc .
"’I‘h: Touche-Ross and Company's Depreciable Life Study, prepared for the ICSC,

il 6, 1873.
Ap“’An F. W. Dod{e Survey presenting annual data on shopping center construction

(GLA) for the perlod 1870 to 1974 indicates the following:
Percentage
Shopping center GLA construction: change?
1971 compared to 1870 e eeeccrcccmc e —————— 15. 9
1972 compared t0 1971 e cnrcc e~ —————————— 32. 38
1973 compared t0 1972 o e mcaccccee—c———— +8.4
1974 compared to 1078 oo ccccerrecc———————— -—21.6
1975 relative to 10740 v ecccccccccccrccccccacecenen ———— —41.0

1R, W. Dodge.
2 I1CSC Research Department.
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E. Capital Shortage

The reduction in the source of equity capital generated within the shopping
center industry caused by LAI, will occur at a time when the future develop-
ment capital needs of the shopping center industry, and those of the non-
residential development sector in general, cannot be fully inet by today’s primary
market financial institutions (the commercial banks, life insurance companies,
mutual savings banks, savings and loan assoclations, mortgage companies and
mortgage investment trusts). An analysis conducted by the ICSC Research
Department on the relationship between the 1970-1974 quarterly flow of con-
struction loans (current dollar value of originations) for nonresidential proper-
ties®* and the current dollar value of non-residential construction put-in-place*®
demonstrates that the dollar value of construction loans from these institutional
sources of capital have been substantially less than the capital requirements
of the private non-residential development community.!* These statistics also
demonstrate the continuing need for substantial equity capital in order to
undertake new non-residential construction.

In addition, recent evidence '* suggests that the internal Hquidity of many new
U.S. shopping center projects has deteriorated substantially when compared to

* The Supply of Mortgnge Credit 1970-1974, U.8. Department of HUD (Washington,
D. C.} Qctober 1975 p. 119, Table 5.9,

10 Construction Reports C30-745, U.S. Departinent of Commerce (Washington, D, C.)
Pp. 20-24, Table 3.

1 See the following table:

DOLEAR VALUE (CURRENT) OF CONSTRUCTION LOAN ORIGINATIONS FOR NONRESIDENTIAL PROPERTIES
AS A PERCENT OF THE DOLLAR VALUE (CURRENT) OF NONRESIDENTIAL PRIVATE NEW CONSTRUCTION
PUT IN PLACE: 1970-74.

- Column 1 less

Cotumn 1 less industrial and

Column 1, ali industrisl miscellaneous

Year buildings buildings buildings 1
.6 49.8 64.

42.9 56.6 72,1

4.1 " 54,7 69.4

50.6 65.4 81.6

46.7 63.7 19.00

1 Includes hospitals and institutions.

Note: The data in this table is for illustrative purposes only, to show that the developer cannot be expected to
rely completely on primary institutional sources of capital during the development and construction stages for non-
residentia) properties. Arnold H. Diamohd of the U.S. Department of Housing and Urban Development has raised
similar issues with respect to residential properties. The Supply of Mortgage Credit 19701974, U.S. Department of
1'UD, pp. 123-132. Source: tbid., ICSC Research Department.

12 See the following table:

FUNDS AFTER DEBT SERVICE AND BEFORE INCOME TAXES (NEW CASH FLOW) FOR U.S. SHOPPING CENTERS,
CLASSIFIED BY AGE AND TYPE: 1974 (DATA REPRESENT MEDIAN YALUES AND ARE IN TERMS OF CURRENT
DOLLARS PER SQUARE FOOT OF GLA) ™~

. Current period as
: Period center  Funds after debt percent of prior
Type of center opened service period

Regional ). ..o o icaiicacciaiciraiaaaa 1971-73(15) $1.36 -15.0
1968-70(25 1.€0 -10.1

1965-67(16 178 «oeeeeineneans

Community 2. .o eneeieiinieieieacaaaaenan 1971-23¢22 .36 -16.3
1968-70(13 .43 -27.1

: 1965-67(20) N1

Neighborhood 2. ..o eoeieienrciaeccancacanennn 1971-73520 .47 ~32.9
1968-70(21 i .70 -29.3

1965-67(24 99 L iiiiieae.

Note: Data in parenthesis equal number in sample.

1 Median total retail space equal to 546,500 square feet, with the lower and upper deciles equal to 308,935 and

840,654 square feet, respectively. . .

* Median total retail space equal to 153,500 square feet, with the lower and upper deciles equal to 79,500 and
271,000 square feet, respectively. . .

3 'Median total refsil space equal to 52,000 square feet, with the lower and upper deciles equal to 24,300 and
101,000 square feet respectively.

Source: The Urban Land Institute, 1975 edition of Dollars and Cents of Shopping Centers, Section D, Fund After
Debt Service; 1CSC Research Department,
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the older projects which have lower building costs, better financing arrangements,

lower interest rates, lower land prices, and increasing overage rental income.’

If the trend implicit in this evidence continues (and we strongly believe that
it will), the shopping center developer could not rely on the internal cash flow
from the more recent projects to provide for an increasing need of equity
capital for future projects even if the current tax incentives are retained.
Without them, of course, his capital problems will be even worse.

Thus, the capital shortage discussed before this Committee and elsewhere has
begun to arrive for shopping centers.

F. The Impact of LAL on the Real Estate Industry in General

LAL would discourage investment in real estate, reducing the level in the
number of people employed in real estate and the GNP originating In the real
estate sector. Contrary to Treasury estimate, LAL (once implemented) would
produce a negative change in federal tax revenues.

This conclusion has been reached after careful study by the economic staff
of Norman B. Ture, Inc., Economic Consultants.!® Specifically, Dr. Ture has
concluded that real estate investment would fall by an estimated $1.7 billlon
and employment by an estimated 74,000 people. Associated changes in federal
tax revenues are estimated at minus 0.9 billfon.

1V. Minimum Taz
A. Present law

The current tax on preference items §8 now 109% of aggregate preferences to
the extent they exceed income tax actually paid for the year in question (in-
cluding a carryover adjustment from previous years) pius a $30,000 exemption.

B. Proposed Change

The House Bill would increase the rate to 149, eliminate the offset for
normal tax liability to be paid, and reduce the exemption to $20,000 subject
to a further reduction on a dollar-for-dollar basis to the extent preferences
exceed $20,000. This substantially eliminates all exemptions.

The House Bill would add to the “preference items” construction period
expenses not disallowed under LAL. More than 929 of the revenues from the
present “tax preference’” provision have related to capital gains and accelerated
depreciation beyond straight line.

~C. Comment

The present minimum tax is defective in several respects:

First, as Secretary Simon said in testimony bLefore this Committee: “Since
it is an additional tax, it penalizes the use of preferences, or incentives, even
where an individual has paid significant amounts of regular tax.”

Second, it involves only a few of the tax preferences available under the
present law thus discriminating against real estate and stock transactions and
ownership. By broadening the base through adding allowable construction period
expenses as a preference the law becomes even more discriminatory against
real estate.

Third, it results in double and triple taxation because of no basis adjustnent
and therefore becomes a penalty tax,

D. Impact of the Proposed Changes of the Real Estate Industry

The tax impact model developed by Norman D. Ture, Inc, shows that the
minimum tax provisions of H.R. 10612 alone would, if implemented, have a
drastic effect on the Nation’s real estate industry. It is estimated that invest-
ment would drop precipitously by $2.8 billion and real estate employment would
decrease by about 125,000 people. Associated changes in federal tax revenues
would be minus $1.2 billion.

V. Limitation on Investment Interest Deductions on Non-Corporate Tarpaycrs
A. Present law ‘

The present law provides that a taxpayer who itemizes his deductions may
deduct all interest paid or accrued within the taxable year on his indebtedness.

13 See Appendix I.
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A limitation s imposed on the deduction of interest on investment indebtedness.
Under this provision, the deduction for such interest is limited to $25,000 per
year, plus the taxpayer’s net investment income and his long-term capital gain,
plus one-half of any interest in excess of these amounts. Any remaining amount
may be carried over to future years.

B. Comment

This proposal was enacted in 1089 to get at the wealthy. In fact, it has
utterly falled to achieve that purpose for the following reasons:

(1) The Treasury has found it difficult to administer.

(2) The wealthy are able to offset investment interest against income from
otherureal estate investments although the smaller entrepreneur lacks that
capacity.

(3) It discriminates in favor of corporations and institutional investors as
to whom the rule is not applicable. ,

(4) It unfairly deprives some individual entrepreneurs of long-term capital
gains treatment to which all others would be entitled.

The net effect of the present rule is to make it difficult for the smaller indi-
vidual entrepreneur to compete in business with the wealthy, the corporate,
and the institutional entrepreneurs.

VI. Limitation on Non-Business Interet Deductions

A. Proposal -

The House Bill imposes a $12,000 a year limitation on the amount of personal
interest, and investment interest in excess of investment income, that an indi-
vidual may deduct. Unused investment interest, but not unused personal interest,
would be avallable as a carry forward and be deductible in future years to
the extent of related investment income in those years.

B. Comment

The House Bill would make the already discriminatory and onerous Investment
interest limitations even worse by adding non-business interest (such as home
mortgage interest) and greatly reducing the maximum allowable deduction in
aggregate under both rules to a maximum of only $12,000 per year. Such a
limitation would substantially eliminate any possibility of many smaller entre-
preneurs developing real estate, while having minimum adverse effect on the
wealthy, the corporate, and-the institutional investor.

C. Impact on the Real Estate Industry

The economic staff of Norman B. Ture, Inc. has analyzed the likely impact
of the “interest deduction limitation’” provision of H.R. 10612 on the real estate
industry. Their studies show that investment in real estate would decline by
an estimated $0.4 billlon and real estate employment would fall by an estimated
17,000 people as a result of the application of this provision. Assoclated changes
in federal tax revenues are estimated at minus $0.2 billion.

VII. The Minimum Taaxable Income Proposal—an Alternative to LAL, the Min{-
mum Taz and Limitations on Interest Deductions

The Chairman and others have suggested an alternative minimum income
proposal. ICSC and a number of other real estate industry trade assoclations
find this approach far more reasonable than the approach taken by the House.
In line with this approach we wish to suggest that such a proposal should
include the folowing:

A. Proposal

JInder the minimum taxable fncome proposal, the taxable income of an indi.
vidual having tdax preferences would be determined as the greater of:

(1) The taxable income determined in accordance with existing tax law, or

(2) Fifty percent (509%) of the sum of taxable income (or net loss) deter-
mined in accordance with (1) plus all tax preferences (those of the current
year plus carryovers less a deduction for tax preferences disallowed in prior
years). i

{3) The excess, if any, of the individual’s income determined In accordance
with (2) over the incomne determined in accordance with (1) (representing
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currently disallowed tax preferences) would be carried over as a deduction in
subsequent years.

All tax preference items should be grouped for this purpose. Thus, all present
law tax preference items plus other tax preferences currently escaping taxation
would be added to the taxpayer’'s taxable income.

B. D{scussion

This proposal is an alternative to the minimum tax and the personal and
Investment interest limitation provisions of present law and several LAL ap-
proaches being considered. The approach will substitute for existing tax provi-
slons a more intensive approach, much simpler to administer than the existing
provisions and the LAL approaches agreed to by the House.

(1) Insure that all individuals engaged in business and lnvestment pursuits
for which Congress has provided tax incentives will pay tax on some portion
of their income.

(2) Attack the problem directly by controlling the relationship between the
amount of tax preferences and their effect on taxable income. It is simpler,
morfi clearly effective, and less susceptible to avoidance than the House pro-
posals.

(3) The minimum taxable income proposal would treat all shelters in one
group and prevent a taxpayer from shopping for his “tax shelter” investment.
;J‘lula gzgposal is flexible enough so that any item deemed appropriate may be
ncluded.

(4) Enable capital to continue flowing to those areas in the economy for
which tax incentives have been provded by Congress without discriminatorily
singling our real estate tax incentives as would be the case under the LAL and
minimum tax proposals agreed to by the House.

(5) Provide fairness through the carry foward of diallowed tax preferences
to minimize double taxation without involving complex basis adjustments.

(8) Still discriminate against noncorporate taxpayers.

VIII, Accelerated Depreciation for Construction of Plants and Equipment in
High Unemployment Areus

The President in his State of the Union Message proposed a short-term pro-
gram to encourage new development by permitting certaln properties to accele-
rate depreciation by adopting a shorter useful life (H.R. 11854).

We applaud the recognition that incentives are needed to encourage develop-
ment in the current difficult economic climate. Especially in light of the inceas-
ing burden imposed on development by expensive and time consuming environ-
mental, OSHA, and land use regulations,

Such recognition underscores the inadvisability of new tax provisions that
would discourage development and would discriminate heavily against smaller
entrepreneurs.

However, it is difficult to evaluate whether the Administration proposal
would be useful because of the uncertainty as to: )

{1) The additional tax impact of new provisions such as the House mini-
mun tax, investment interest and LAIL provisions which might more than
offset any advantages, and

(2) The very short qualifying term which f§s substantially less than the
front-end time necessary to place and program major projects such as shopping
centers.

Until these questions are answered it is difficult to take a definitive position

in regard to the President’s proposal.

IX. Conclusion

The adoption of the House Bilt would clearly result in a substantial reduction
in real estate development including new shopping centers. This would have a
ripple effect across the economy that would produce substantial unemployment
in the construction industry and other related professions and businesses.

The consequences of this slowdown would be higher rents and consumer
prices, a substantial outflow of investment capital from the real estate market,
and a reduction in the availability of consumer marketplaces. Thus, the reduc-
tion in real estate development would reduce the demand for manufactured
goods and diminish the effectiveness of the current and proposed investment

credit incentives.

60-460—76—pt. 2——03
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Norman B. Ture, Inc, economic consultants, studied the ecoonmic and tax
revenue effects of the adoption of the House Bill's LAL, minimum tax and
interest deduction limitation provisions and determined that their adoption
would result in a loss in the real estate industry of $5 billion in investment,
$8.8 billion in GNP, and 221,000 jobs. The net effect on federal revenues would
be a loss of $2.2 billion. .

In addition, the adoption of these House passed provisions would diseriminate
against, and effectively eliminate, investment in shopping centers by smaller,
noncorporate entrepreneurs. This would force the shopping center industry and
other income property development into the hands of large corporations to
which LA¥ does not apply and institutional and extremely wealthy investors
who build for cash without borrowed money.

It is interesting to note that when faced with a somewhat comparable
situation, President Kenncdy in his two tax messages to Congress mentioned
“tax reforin” but put his main emphasis on tax incentives to stimnulate economic
growth. e said at that time: “The chief problem confronting our economy in
1968 is its unrealized potential—slow growth, under-investment, unused capacity
and persistent unemployment.” *

In response, Congress adopted the business investment credit—which did
have a stimulative and beneficial effect on employment and the economy.

It is encouraging to see the Congress and the Adminitration taking the same
approach today with regard to the investment credit, but it is disturbing to see
an opposite approach regarding investment in the real estate industry, which,
it enacted, would more than negate the advangtages sought through the invest-

ment credit. .
Appendix 1 -~

EcoNoMICc EFFECTS OF TAX CHANGES AFFECTING REAL ESTATE INVESTMENT—
THE REAL ESTATE TaAx IMpacT MoODEL (DEVELOPED BY NORMAN B. TUSBF,
INc., FOR THE NATIONAL REALTY COMMITTEE, INC.

BUMMARY

H.R. 10612
The Tax Reform Act of 1975, passed by the House of Representatives on
December-4, 1975, would have the following economic and tax revenue effects:

EFFECTS OF TAX REFORM ACT OF 1975
|Dollar amounts in billions]

. - Change in real estate

Gross Change in
National ~ Employment federal
Tax change Investment Product (in thousands) revenues

1. Reduction of preference exemptions plus increase in
minimumtaxrate. .. .. . ... _ . ...l . ..... —-$2.8 ~$5.0 -125 -$1.2
2. Full recapture on residential property.. ~13 ~2.4 -59 -6
I -1.7 -3.0 -4 -~.9
4. Interest deduction limitation.......... . ~.4 -7 -~17 -2
S. Combined effects. ... .....occuireeeimnmannnan.. -6.3 -11.2 —280 ~2.8

Note.—Items may nut add to combined effects due to rounding.

To estimate the economic effects of tax changes affecting real estate, it is
necessary first to describe, in quantitative terms, the response of real estate
investors and developers. To do so, we have developed an economic model
which expresses the amount of real estate investment in relation to the
cost of capital invested in real property. This cost of capital is affected by
various tax provisions which are represented in the investment equation.
Specifying changes in one or more of these provisions permits estimation of
the change in the amount of investment. This change in investment affects
employment and GNP originating in the real estate sector; the magnitude of

—~——

1B Congressional Record, 962 (January 24, 1963.)
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these effects are estimated by reference to relationships among real estate
investment, GNP, and employment derived from the National Income Ac-
counts. Based on these estimates of the economic effects in the industry,
changes in Federal tax revenues are estimated on the basis of the effective
marginal rates of the principal Federal taxes as derived from the National
Income Accounts. : " . "

Tax changes aimed at curbing tax “loopholes” or “preferences” allegedly
enjoyed by persons investing in real estate increase the cost of investment
and lower the return on investment in real estate. Investors will react to such
changes by trying to raise rents and by reducing thelir real estate investments.
Since the proposed tax changes do not increase the demand for real property
services, buyers of these services are not willing to pay higher rents for any
given amount of real property services. The tax changes, therefore, result in
reduced investment in real estate projects. However, as the supply of rea}_
property declines relative to the amount in the absence of the tax changé,
the rent per unit rises. Adjustment to the tax change Is complete when the
amount of real property supplied at some rental rate is equal to the amount
demanded at that rent. ’

This reduction in real estate investment may occur almost immediately, if
investors cancel some or all of their projects, or over a number of years, it
owners reduce their maintenance budgets and undertake a smaller volume of
new projects than otherwise. The model estimates the change in the stock of
real property when adjustment is complete, but does not attempt to distribute
that change over time., -

The economic characteristics of individuals investing in real property and
the types of propertles in which such invesiments are made are highly diverse.
Representation in the model of -all poasible combinations of investors and
property clearly is impractical. This model, however, uses 18 classes of tax-
payers investing in real estate and three classes of property holdings; these
are assumed to represent the bulk of owners who would be affected by the
proposed tax changes and most of the property which would be involved. The
taxpayer classes comprise five levels of taxable income, three average amounts
of investment, and three levels of preferenc income.! The three property
classes are resldential, commercial, and industrial. In order to analyze the
impact of the interest deduction limitation, principally affecting shopping
center, investors in such properties are explicitly included among the 18
classes.* In addition, specific assumptions ‘are made regarding construction
and holding periods, financing, and discount rate for each investor (with
assumptions for shopping centers noted where different) :

It 1s assumed that flnancing consists of a mortgage amortized over 25 years
(80 years for shopping centers) at 9 percent interest, starting at the end of
construction. A constant payment schedule with declining interest and increas-
ing amortization appears to be more in line with actual practice than other
loan repayment patterns. An initial equity of 20 percent is specified (15 per-
cent for shopping centers). .

A 9 percent discount rate is used.? .

The preopening and construction period is assumed to be 2 years.

1 The' taxpayér-investor classes were derived on the basis of data in the Internal Reve-
nye servlce?a Statistics of Income—1578, Individual Income Taz Returnas.

3The interest deduction limitation restricts the amount of investment interest a tax-
payer may c}alm to investment income plus the excess, if any; of $12,000 per year less
the taxpayer's personal interest. Net leases, A common arrangement for shopping centers
are cousidered investment esol' this purpcse, It is estimated that 99 of nonresidentia

roperty would be affect by this provision based on unpublished data from the

easury Department and from the F. W, Dodge division of McGraw-Hill, Inc. Not all

Ih?’pplng center investors would be aflected, since some have sufficient investment income
and some do not have net leases as defined by the tax code.

3 The discount rate is the factor which equates the value of a future sum to its value
in the present. Since the dollar to be recelved a year hence i regarded ns lesn valurhle
than a dollar received today, while a dolilar of outlay a year hence is less dear than
the same dollar outlay today, virtually all contractual arrangements which extend
through time involve the process of discounting future values to the present, The dis-
count rate appropriately used b{ any investor with respect to any given project reflects
both the rate of return he might expect to earn on an alternative invespment and any
difference he gercelves in the riskiness of the project under consideration compared
with that of the alternatives available to him. The O percent discount used In the model
?‘pl!es to the after-tax cash flow. A discount rate applied to pretax cash flow would be

a
bigher depending on the investor’s tax bracket.
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It is assumed that the developer expects to hold the property for 10 years
after its completion before selling it.

Deductible preopening costs are taken as 10 percent of total investment.

Land costs are assumed to be equal to 20 percent of total cost (10 percent
for shopping centers). ‘

The useful life of the property is taken to be 83 years (27 years for shop-
ping centers). B

To simplify computation, it is assumed that rental income net of operating
expenses (but before deducting interest and depreciation) and the investor’s
taxable income from other sources remain constant over the life of the
property.*

Finally, it is assumed that the investor sells his property after 10 years
for an amount equal to the present value of the after-tax cash fiow he would
receive if he contlnued to hold the property.

Of course, investors are not identical in terms of desired holding period,
discount rate, or any other variable specified above. There appears to be no
reason, however, to expect large or systematic differences from one category
of investor to another with respect to these variables. Nor is there empirical
evidence on the correct value or distribution of values for these variables.
Therefore, one value, selected after investigation of the economic litrature and
discussion with government and industry sources, is used for each variable
for all taxable income and property size classes.

These variables are assembled in a set of investment equations, one for
each investor-taxpayer class, for which a computer program has been devel-
oped. The program calculates the net income per dollar of project cost needed
annually by each investor class to undertake a residentlal or nonresidential
project, under existing tax provisions. A proposed change in the tax law is
analyzed to determine how it would affect any one or more of the terms in
the investment equations. These changes are then fed into the computer to
determine the change in required net income. Weighted average changes for
residential and nonresidential property are computed separately, using as
we!lghts the share of all property estimated to be held by each investor class.
The computer prints these weighted average changes for each tax alternative.

The percentage changes are then multiplied by the existing stocks of resi-
dential and nonresidential property to yield estimates of the impact on real
estate investment. Estimates of existing stocks of these properties were ob-
tained from the Commerce Department’s Burean of Economic Analysis (BEA).

The change in Gross National Product originating in real estate {s about 1.77
times the change iIn investment. based on data in Real Fstate in the U.S.

jconomy, & report prepared by Norman B. Ture, Inc. for the National Realty
Committee. The same source shows that approximately 44,500 jobs are lost for
each $1 billion reduction in real estate investment.

That volume also shows that labor and net capital income total about 709
of real estate GNP. The marginal tax rate on each of those shares is approxi-
mately 339%, or .83 X .7 == 28.19% of GNP according to IRS and BEA figures. In
addition, indirect business taxes amount to about 1.99% of GNP. Net changes in
Federal tax revenues, therefore, total approximately 259% of the change in real
estate GNP, or 449% of the change in investment.

As passed by the House of Representatives, the Tax Reform Act of 1975
contains four provisions of particular concern to real estate investors. These
are: 1) Changes in the minimum tax. The exemption from preference items
would be lowered from $30,000 plus income tax due to a maximum of $20.000
with a further decrease of $1 for every $1 by which preferences exceed $20,000,
with no exclusion of ordinary income tax. Thus, the exemption would disappear
altogether for taxpayers with $40,000 or more in preferences. In addition, the
list of preferences would be expanded and the minimum tax rate raised from
10 to 14 percent. 2) Recapture of the excess of accelerated depreciation over

¢ For shopping centers, income iz assumed to eqgual one-third of its eventnal level in
the first year following constructfon, two-thirds in the second vear, and 100 percent
thereafter. No evidence as to the most realistic time nattern of these varfablea is avail.
able. This assumption could be relaxed withont significantly affecting the results,

s Clearly, he would not willingly selt for lesa, since he would then be better oft hy
retaining the property. It is assumed that market conditions prevent him from receiving
more than this minimum price.
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straight-line would apply fully to residential property, as it now does to non-

residential, instead of declining 1-percent fer month for each month over 100
months that a property is held. 8) Iimitation on artificial losses (LAL).
Property owners would no longer be able to deduct preopening interest and
taxes or the excess of accelerated over straight-line depreciation unless they
have suffiicent real estate income to cover these expenses. Any amount not
deducted must be carried forward in & “deferred deduction account” until real
estate income rises sufficiently. 4) Interest deduction limitations. Instead of the
present virtually unlimited deduction for interest paid, taxpayers would be
restricted to a total of $12,000 per year in personal interest, and investment
interest equalling investment income plus the excess if any, of $12,000 over

versonal interest.
The CaHaRMAN., Next we will hear from Mr. George Brady with
the Ad Hoc Coalition for Low and Moderate Income.

STATEMENT OF SIDNEY FREIDBERG, EXECUTIVE VICE PRESIDENT
AND GENERAL COUNSEL, THE NATIONAL HOUSING PARTNERSHIP
AND MEMBER OF THE EXECUTIVE COMMITTEE, AD HOC COALI-
TION FOR LOW AND MODERATE INCOME HOUSING

Mr. Fremeere. Mr. Chairman, Mr. Brady, the president of our
company, is attending a business meeting in the great city of New
Orleans. I apologize for his absence. :

The Cramman. Don’t apologize if he is in New Orleans.

Mr. Fremsera. I also apologize for the absence of our chairman,
George DeFranceaux, who is out of the country.

I ask your indulgence in permitting The National Housing Part-
nership to be represented by an understudy. With your permission,
I will read a digest of my statement which will not take more than
about 8 minutes, and I am told that the other gentlomen who repre-
sent organizations whose views do not conflict with ours will con-
fine their remarks to 314 minutes each.

I am appearing in my capacities as executive vice president and
general counsel of The National Housing Partnership and as a mem-
ber of the executive committee of the Ad Hoc Coalition for Low- and
Moderate-Income Housing. My purpose is to explain why private
enterprise will be unable to continue to provids housing for low- and
moderate-income families if some of the provisions contained in
H.R. 10612 are enacted into law. _

Matters more specifically affecting the State housing programs and
rehabilitated low income housing will be dealt with by Mr. Hance
and Mr. Dukess, who will follow me. In support of my statement,
and those of Mr. Hance and Mr. Dukess, I request permission to
submit for the record a technical memorandum prepared by the Ad
Hoc Coalition providing further analysis and explanation of points
to be covered by all three speakers. ‘

It is the public policy of the United States, reflected in the Hous-
ing and Urban Development Act of 1968 and the Tax Reform Act
of 1969, and reaffirmed in 1974 by the addition of section 8 to the
United States Housing Act of 1937, to encouraFe and support the
construction by the private sector of multi-family housing for low-

and moderate-income families, as well as elderly and handicapped

individuals.
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The production of such housing rests upon the ability to obtain
major capital backing. A portion of this capital comes from conven-
tional mortgages, from -insured loans and from bonds issued
by State housing finance agencies. But-in all cases, somewhere be-
tween 10 and 20 percent of each Eroject must be financed by equity
money. This is private capital, which comes from private investors.

The choices available to people willing to risk their private capital
today are enormous. Why should they invest in highly risky, socially
troublesome low and moderate income housing with little hope of
achieving a limited cash return when they can invest in high-grade
corporate or Government bonds, yielding high rates of interest, or
tax exempt municipal bonds with very attractive yields? There must
be a reward commensurate with the risk. Prqsentiy, the only reward
is tax shelter, provided by the deduction of interest and real estate
taxes during construction, as well as aftér completion, and by ac-
ge]er?ged depreciation and other items with which the committee is

amilar.

I cannot emphasize too strongly that the tax shelter for low and
moderate income housing is not a.loophole—an accidental flaw in
the fabric of the tax law—but a deliberate, considered—and, we
believe, wise—public policy decision by the Congress.

Mr. Chairman, we respectfully submit that there will be no
significant production of low and moderate income housing in the
future unless equity capital can be obtained from private investors,
and we further submit that this equity capital can only be obtained
if the rate of return produced by tax shelter benefits is preserved.
Until the Congress legislates an alternative means for providing this
equity capital, the present tax incentives must be unchanged, or the
housing will be unbuilt.

The Department of Housing and Urban Development stated in a
memorandum by Secretary Carla Hills to the House Ways and

2

Means Committee:

" The fact is that builders will not build subsidized projects unless they are
able to sell the projects to investors. And the fact is that investors will not
burchase subsidized apartment projects unless their investment produces the
substantial tax advantages available under current law.

Contrary to the belief of some, the housing program has made
substantial and effective progress toward the national goal of a
decent home in a suitable living environment for every American,

One way to illustrate the achievements of the 1968 program is to
use the experiences of my company, The National Housing Partner-
ship. It is a private organization, created by Congress under title IX
of the Housing and Urban Development Act of 1968 to perform a
public purpose—to encourage the widest possible participation by
private enterprise in the provision of housing for low and moderate
income families.

In response to Congress’ appeal for private involvement, 270 large
industrial corporations. banks, insurance companies and labor unions
invested over $42 million in The National Housing Partnership.
They invested their money as an act of faith, in reliance on specific

tax advantages provided by the Tax Reform Act of 1969 and exist- .

ing sections of the Internal Revenue Code.
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Since it began operations in mid-1970, NHP has participated with
Iocal partners in 173 low and moderate income housing projects in
83 States that -will provide decent homes for 27,405 "American fam-
ilies at a total cost ef $560,241,000, of which $44,759,000 is equity
capital invested by the private sector in exchange for the promise
of tax benefits. ]

One of the primary characteristics of low and moderate income
housing projects is little or no cash distribution, because of economic

. reality and statutory restrictions. This can be illustrated by the

experience of NHP. To December 31, 1975, we have advanced, on
behalf of ourself and certain of our partners, $1,257,169 to pay
operating deficits. This is in addition to deficits funded by some of
our local partners. On the other side of the ledger, our share of cash
distributeg by profitable projects was only $208,860. Since NHP’s

.operations have produced a net cash deficit rather than a cash profit,

it is obvious that the only return to our investors is in the form of

tax benefits. . .
Let me now turn specifically to the provisions in H.R. 10612 with

which we take issue.
MINIMUM TAX

H.R. 10612 makes several dramatic changes in the current mini-
mum tax provisions. The Bill provides for a “vanishing” exemption,
eliminates the deduction for regular taxes paid in computing the
minimum tax, adds construction period interest and taxes—not sub-
ject to LAL—as a tax preference, and increases the tax rate from
10 percent to 14 percent. In our judgment, it is not an overstatement
to say that these changes, taken together, will virtually eliminate
private investment from the construction of low and moderate in-
come housing.

The drastic ramifications of the minimum tax provision in the
House bill can best be illustrated by a typical NHP housing project
where an investor in the 50-percent bracket, with $20,000 of other
tax preferences, purchases an interest for $117,000. Under present
law, the minimum tax is not applicable; if H.R. 10612 is enacted, this
investor would pay, over a 20-year period, nearly $50,000 in mini-
mum taxes. Under present law, his tax savings will equal his invest-
ment after 6 years; under the House bill, his tax savings would not
reach this level until the 11 year. Under present law, this investor,
at the end of 20 years, will receive in tax savings an amount equal
to his initial investment plus 67.5 percent. Under the House bill,
this 67.5 percent figure would be reduced to 25 percent. Qur experi-
ence has shown that the present law is workable; the House bill, we
fear, is not. Greater detail is shown in the technical memorandum
which we are submitting.

Consequently, we urge your committee to exempt all tax pref-
erence items generated by low and moderate income housing from
the minimum tax provisions of H.R. 10812; limitation on artificial
losses—section 101 of the bill.

The Ways and Means Committee recognized the necessity of tax
incentives for private investment in low and moderate income hous-
ing by exempting from the limitation on artificial losses projects
which receive a subsidy commitment under section-8 of the U.S.
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Housing Act—or comparable provisions of State or local law—
before %anuary 1, 1979, and where the construction begins before
January 1, 1981. R .

We would much prefer an outright exemption of low and mod-
erate income housing from LAL until Congress adopts some alter-
native housing program. However, 5 years is the absolute minimum
period that is feasible because it will take at least that long to adopt,
test and implement a replacement program. ]

The 5-year exemption contained in H.R. 10612 is deficient in that
it requires a section 8 subsidy commitment from HUD—or a state
or local agency—by the end of 1978. As a practical matter, con-
struction of most projects commences within a matter of weeks after
such a commitment is received. Therefore, the requirement that
there be a commitment by January 1, 1979 has the practical effect
of shortening the exemption to just over 3 years and in our judg-
ment serves no meaningful purpose.

We urge the committee to delete the requirement that there be
a subsidy commitment by January 1, 1979, if the committee decides
to retain the 5-year exemption rather than provide a permanent
exemption, depreciation recapture—section 201 of the bill.

H.R. 10612 also changes the depreciation recapture rules with
respect to low and moderate income housing. Instead of the present
10-year period, a project must be held at least 1635 years before
there will be no recapture of accelerated depreciation. This new
longer period would apply to depreciation taken after December
31, 1975 even thongh the project was constructed and sold to in-
vestors prior to that date.

‘We do not object to increasing the depreciation recapture period
for low and moderate income housing, but we believe it is unfair
to change the rules retroactively for projects already in existence.
Not only is it unfair, it will cause future investors to question
whether they can rely on current tax laws when investing in risky
low and moderate income housing.

Accordingly, we urge the committee to make the new depreciation
recapture rules applicable only to low and moderate housing which
is built in the future.

The various amendments to H.R. 10612 which we have suggested
are consistent with the position of the Administration as set forth
in Secretary Hills’ letter of October 10, 1975 to Congressman Ullman,
Chairman of the House Ways and Means Committee, a copy of
which is annexed to the technical memorandum. In discussions with
representatives of the Treasury Department and HUD, we have
been assured that the Administration’s position has not changed.

Mr. Chairman, we believe that our suggested changes to H.R.
10612 are essential to the continuation of construction of low and
moderate income housing by private investors. To eliminate those
tax advantages now would amount to a breach of faith with many
low- and moderate-income families who are still waiting for the
decent homes promised them by Congress long ago. There may be
a better program than tax incentives which can be developed in
the future, but today there is no alternative. Thank you.
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With your permission, I would also like to submit a technical
memorandum which has been prepared jointly by the three of us.
I would be prepared to answer questions now or later.

The Cramrman. I would like to ask your people to take a look
at the estimate in the House report of the revenue gain that they
are going to make by repealing a provision that is there for the
purpose of encouraging people like yourselves to_build homes for
the benefit of low income people. See if you can help advise us of
the jobs that will be lost and the revenue the Government will lose
by discontinuing this program. I do not have any doubt that you are
right when you say that this (Frogram, if taxed the way this House

bill recommends, iS at an en .
I would like to know if we can get an adequate analysis to take

into account what nobody ever tried to consider—how much revenue
we lose when the carpenter and the others who would have been
working on the house are out of work. It is a cinch they are not
going to be working in the shopping center, because those people
will be laying off workers also. ¥rom what we are hearing, I don’t
believe they will be working building housing for the homebuilder
market, because those people are going to have to cut back also.

We need a careful analysis of what we will lose and how much
we will have to pay in welfare benefits for your part of it. The
people working today to build homes for low-income people will
no longer be in the work force.

Mr. Fremeera. I would like to ask Mr. Dukess, Chairman of the
National Housing Rehabilitation Association to comment on that.

STATEMENT OF A. CARLETON DUKESS, CHAIRMAN, NATIONAL
HOUSING REHABILITATION ASSOCIATION, WASHINGTON, D.C.

Mr. Dukess. Mr. Chairman, my association, the National Housing
Rehabilitation Association, has been working for some years now in
conjunction with and under the leadership in this instance of the
National Realty Committee whose witness will testify next. We have

- worked intimately and carefully with the True economic model, and

we have studied that issue, and we devoted tremendous amounts of
time in bringing input from all over the Nation to Dr. Ture and
his organization. -

I understand Mr. Walsh, who is the next witness, has that infor-
mation in summary form or can deliver it to the committee.

I commend the thoughtfulness of the Chairman of the Committee.
That is really one of the gut issues we are talking about under the
guise of tax reform. ’

The CraamrMAN. Your industry is one we put in business with tax
advantages. I believe George Romney was heading the drive at the
time we first passed these provisions in the tax law to encourage the
people you represent to divert their activities from other lines of
activity to put their money into this kind of effort to try to provide
reha’qﬂxtated housing at the lowest possible cost to the poor. Is that
not right? '

Mr. Dukess. That is correct.
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The Cuamman. If we repeal the provisions we put in there which
George DeFrance mentioned—and we in Louisiana have a claim on
him—obviously investors won’t continue in that line of endeavor.
They will find something else to do with their money. When they
do, all the jobs you have been able to create for qeople providing
decent low-income housing for the poor will no longer be there.
Meanwhile, when there is less housing on the market, housing being
more scarce, that tends to cause rents to move up, does it not?

Mr. Dukess. It certainly does.

I would like to point out, Mr. Chairman, that you are absolutely
correct in what you said. This was an industry created, md_eed,
by this committee, Secretary Romney, the House of Representatives,
and the Administration. )

We are not here now seeking to prevent the destruction of this
industry. That has virtually happened, sir. The law to which you
refer, section 167(k) notwithstanding unanimous support of the
Senate and the House, Treasury and HUD, expired on December
31, and we do not have that law any longer. I do not want to go
out of order, but that is the basic point. We are not threatened. We
have been killed already, and we are here asking to be ressurected.

The CHamrMAN. I was under the assumption that this House bill
would try to kill whatever remaining signs of life might be around
somewhere,

Mr. Dukess. That is a reasonable assumption. Ninety-nine out of
a hundred is not a bad average, and that is where you would be put.

In this rehabilitation for families of low and moderate income,
the Ways and Means Committee and the full House did vote its
“extension and, indeed, its improvement. They failed to act on an
extension of the legislation which did expire on December 31, 1975,
so that we have an industry now that is in total disarray. I am
now speaking about the immediate need for special legislation rather
than under this omnibus legislation in order to_get that provision
of the law extended at this time. -

The Cramman. This is one of the amendments we tried to put on
one of the bills and apparently some senators felt that might be a
handout to vested interests of some sort and, therefore, we were not
able to pass it. We will see what we can do about it on this bill
or some other bill.

Mr. Dukess. Or some other bill_which I would hope would come
faster. We are in total disarray at this point, Mr. Chairman. We
have unanimous support for enactment of this bill from the Treas-
ury, from the White House, from HUD, and, we are led to believe,
from this committee and the Ways and Means Committee in the
House. We don’t know who is against it, but, in the meantime, we
are dying for lack of it. e

Mr. Fremsere. We understand the Joint Committee has some
figures on low and middle income housing. ’

Mr. Duxess. In view of he fact that my big mouth has already
gotten me into the proceedings, there are a few other points I would
like to make before turning the mike over to Mr. Hance.

.__As I believe I have already stated, I am president of the National
Housing Rehabilitation Association. Although we have prepared a
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statement, I will not repeat it at this point. However, there are a few
points I would like to make. o

The reason why there is apparently unanimity of support for
extension and improvement of section 167 (k) is that there has come
to be virtually unanimous realization that within our cities—I don’t
mean just our major cities of 5 million or 3 million population but
all of our cities throughout the Nation from coast to coast—there is,
in addition to housing inventory an extraordinary investment in
what we in the industry refer to as the infrastructure—the streets,
the sewers, the schools, the hospitals, and so on—and the failure to
take the housing that feeds off of that infrastructure and return
it to a decent, sanitary, safe shelter is, indeed, a tremendous failure
and a tremendous waste of national assets.

Secretary Hills is pushing very hard for preservation of the
Nation’s existing housing inventory or its restoration or rchabilita-
tion, or call it what you will,

In perhaps an extraordinary dramatic signing ceremony that took
place just 4 weeks ago, the eight major international and national
construction trade unions joineﬁ with Secretary Usery and Secretary
Hills and my association in-signing a national statement of lubor
principles and policies which provide for three things: (1) A re-
duced rate for all union construction trade workers working on
housing rehabilitation for families of low and moderate income;
(2) A limitation on groﬁt of the developer-builders who are engaged
in that industry; and (3) A redefinition of workrules that are more
appropriate to construction in the rehabilitation trades than in the
new construction trades.

We have the section 8 of the Housing Act of 1974 produced by
this Congress. HUD is pushing very hard for rehab. HUD has in-
formed us through Secretary Hills that they have an extraordinary
high degree of requests in the community development programs
from municipalities throughout the Nation to increase tremengously.
the rehabilitation component of the housing effort within those
municipalities. Everything is in place.

Fortuitously, everything got into place and only because of the
difficulties to which you referred, Mr. Chairman, there is a missing
essential element, section 167(k) did die on December 31. :

We have taken the liberty of providing to the committee the
technical memorandum to which Mr. Freidberg made reference and
a piece of draft legislation which would extend and slightly modify
section 167(k) in a manner that we are informed the Joint Com-
mittee staff favors, that HUD and the Treasury are in favor of,
and we need it desperately, Mr. Chairman and members of the com-
mittee, in terms of immediate legislation at the earliest convenience.,
We now have a significant number of jobs throughout the Nation
that are in jeopardy that could be going into construction, but the
developers are unwilling or upable to put them into construction
in the absence of this legislation.

Thank you, sir. -

[The prepared statement of Mr. Dukess with attachments
follows. Oral testimony continues on p. 565.] .
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STATEMENT OF A, CARLETON DUKESS ON BEHALF OF THE NATIONAL HousiNeg
REHABILITATION ASSOCIATION

SUMMARY

1. Rehabilitation of Low and Moderate Income Housing owes its success to
Section 167(k).

2. Extend Sectfon 167(k), which has expired, now, by separate legislation.
Extension should be for at least five years.

8. Amend Section 167(k), as does H. R. 10612, to increase maximum ex-
penditure per dwelling unit from $15,000 to $20.000.

4. Amend 167(k) to permit use of Section & tncome limits to define low and

moderate income families.
5. Amend 167(k) to clarify, as Treasury Regulations state, that it applies

on a ‘‘per dwelling unit” basis. .
6. Extend benecfits of 187(k) to expenditures incurred pursuant to “‘binding
contracts” in effect on new expiration date rather than, as at present, paid or

accrued by such date.
STATEMENT

Mr. Chairman and Members of the Committee: My name is A. Carleton
Dukess. I submit this statement in my capacities as President of the National
Housing Rehabilitation Association and as a member of the Executive Commit
tee of the Ad Hoe Coalition for Low and Moderate Income Housing. 1 am
accompanied today by the Association's Counsel, Bruce S. Lane, Esq. of Lane
and Edson, P. C., Washington, D.C.

In view of the limited time available to me, I will not repeat the points
made by Mr. Freldberg and Mr. Hance, but I would like to indicate that the
National Housing Rehabilitation Assoclation subscribed to the positions set
forth LY them, and to the Technical Memorandum submitted by the Ad Hoce
Coalition in support of our collective testimony. Beyond that I will address
my remarks primarly to the rebabilitation of housing for low and moderate
income families. .

The National Housing Rehabilitatlon Association is an organization com-
posed of persons and organizations active in the business of rehabilitating
housing for low and moderate income families. Members of the Association
fnclude developers, builders, contractors, management firms, suppliers and
associates professionals. The members of the Assoclation include some of the
most active organizations in the fleld of government assisted rehabilitation,
and account for a significant portion of the multi-family rehabilitation proj-
ects undertaken with HUD or state assistance. Attached to the Technical
Memorandum is a list of our members.

In my private capacity I am Executive Vice President of Continental Win-
gate Company which, I believe, is the nation’s oldest and largest producer
and operator of subsidized, rehabilitated housing.

There i3 a pressing need for the rehabilitation—preservation, restoration,
call it what you will—of our nation’s older housing inventory. I believe that
the impnortance of this process to stabilizing and upgrading neighborhoods and
preserving cities i{s so obvious (especially when viewed in light of the ob-
stacles being put in the path of a new development) and so well known to
the Committee that I will not dwell on it at length.

Essential to that objective has been Section 167(k), which was added to
the Internal Revenue Code by the Tax Reform Act of 1969. This is the
so-called flve year write off of rehabilitation expenditures for housing of
families of low and moderate income. As you know, when Section 167(k) was
enacted in 1969, it was for a trial period of five years—Ilater extended to six
vears. At the end of 1975, Section 167(k) expired and, despite repeated
efforts, which we know had the support of this Committee and its Chairman,
we have been unable to obtain even a stop-gap extension. This has created a
severe break in the rebabilitation pipeline—which is not a process easily
lt)urnﬁd on and off—and there is a need for emergency action to repair that

reak. \

Section 167(k) fills a programmatic vold without which there can be no
meaningful production or operation of this type of housing. Because.of the
complexities involved in working with old structures located in inner cities
and the limitations imposed by the rent paying ability of low and moderate
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income tenants, rehabllitation of low and moderate income housing cannot
work without some external basis for developer and builder profit. Equity
syadication in conjunction with Section 167(k) is ideally suited to provide a
profit source and encourage the business community to enter the field. De-
spite suspension of the Sectlon 236 program in January, 1973 and the de-
pression in the economy in general and the housing industry in particular,
80,000 units of low and moderate income rehabilitated housing were pro-
duced with government assistance in the United States from 1969 through
1974, as contrasted with only 15,300 such units in all prior years.

The new emphasis on the Section 8 ILeased Housing Program, often utilized
in cooperation with state housing finance agencies, and the new Community

*. Development block grant program administered by local agencies, each have

a substantial rebabilitation component which has sparked renewed interest
in rehabilitation. Neither program will be successful without the inclusion
of significant amounts of rehabilitation, and that rehabilitation will be ac-
complished only with the extensive use of Section 167 (k).

Therefore, we call on you to act immediately—not as part of H. R. 10812,
but by amendment to separate pending legislation which can expect to be
enacted at a very early date—to extend Section 167(k) for at least five
years, until January 1, 1981, a period of time sufficient to encourage devel-
opers and builders to reply on it and to gear up their production.

Section 167(k) should also be amended to bring it into line with legis-
lativtedand other changes which have occurred since the time that it was
enacted.

Such amendments would be:

1. In recognition of inflation, to modify the ceiling amount that may be
taken into account per dwelllng unit from the present $15,000 to $20,000. The
11183512for that change was recognized by the House and is contained in H. R.

2. In view of the enactment and implementation of the Section 8 Leased
Housing Program, which complates both low income and non-low income
housing within a single building, to codify the present Treasury Department. .
interpretation that the write off applies on & “per dwelling unit” basis;

8. In view of the enactment of the Housing and Community Development
Act of 1974, amend Section 167(k) to authorize the Secretary to set income
gmlts consistent with those established for the Section 8 Leased Housing

rogram ;

4. Amend Section 167(k) to make it clear that rehabilitation expenditures
incurred pursuant to a binding contract entered into prior to January 1,
1981, and rehabilitation expenditures incurred with respect to low income
rental housing the rehabilitation of which has begun prior to January 1, 1981,
will be deemed incurred prior to January 1, 1981. This will avold premature
shut-downs and will enable the_ production pipeline to continue as we near
1980 and 1981,

Extension of 167(k) has been supported by Dr. Laurence Woodworth and
is supported by the Administration, which also, we understand, has no
objection to any of the other amendments which I have suggested.

As part of the Technical Memorandum being submitted to you, there is
attached a draft of a bill that would accomplish all of the foregoing and a
further technical explanation of that bill. We know that yYou and the staff
will give this careful consideration.

Of course, it goes almost without saying that insofar as these matters are
not-—or cannot—be dealt with by separate legislation, they should be included
in H. R. 10812,

Thank you.

=

I. BACKGROUND

On December 4, 1975, the House of Representatives passed and
Senate for constderation the proposed Tax Reform Act? of 1975, B?e‘ll!t. tlow?é.e
A key element of that bill is the LAY concept~—Limitation on Artificlal Losses.
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The basic idea of LAL, insofar as real estate is concerned, is that losses gen-
erated by depreciation in excess of straight-line depreciation plus real estate
taxes and interest during the construction period (“LAL Losses”) are only
currently deductible to the extent of income derived from the same class of
property. In the case of real estate, the House voted to define the class so
as to permit LAL Losses to be deductible to the extent of any income derived
from any real estate (determined by consolidating rental income and sale
income from both residential and commercial properties). Deductions in ex-
cess of such income would be placed in a “deferred account” and would be
deductible against future income from any real estate (again, not just from
the specific project) and against any gain resulting from the sale or other
disposition of the project.

A. Ezemption for Certain I:ow-Incoma Housing

The definition of low-income housing set forth in H. R. 10612 is as follows:

*“(A) property with respect to which a mortgage is insured under Section
221(d)(3) or 236 of the National Housing Act, or housing flnanced or
assisted by direct loan or tax abatement under similar provisions of State or
local laws, and with resyect to which the owner is subject to the restrictions
of Section 1039(b) (1) (B),* or

(B) dwelling units held or to be held (pursuant to commitments) for oc-
cupancy by families or individuals eligible to recelve subsidies under Section
8 of the United States Housing Act of 1937, as amended, or under the pro-
visions of State or local law authorizing similar levels of subsidy for lower
income families. - .

In the case of a building (or the portion of a building devoted to dwelling
units), if 85 percent or more of the dwelling units are described in subpara-
graph (B), such bullding (or portion thereof) shall be treated as low-
income housing.” [See proposed Code Section 470(a) (4). p. 27 of the Bill.}

Low-:income housing which falls within the above definition and the con-
struction of which begins before January 1, 1981 would be permanently ex-
empt from LAL (that is, the present tax law regarding deduction of losses
would continue to anply to it indefinitely) 1f it meets the following addi-
tional test: “before January 1, 1979, there is a subsidy commitment to sup-
port new construction or substantial rehabilitation under Section 8 of the
United States Housing Act of 1937, as amended (or under the provisions of
‘State or local law authorizing similar levels of subsidy for lower income
families) and such commitment was made before the beginning of the con-
struction or rehabilitation of such property, . . .” [See proposed Code Section
470(c) (8),p. 31 of the BIill.]

In other words, for low and moderate income housing to benefit from the
exemption agreed to by the Committee such housing must meet three require-
ments: (1) it must qualify as low-income housing; (ii) prior to construction
‘and prior to January 1, 1979 there must be a Section 8 subsidy commitment
(or the state or local equivalent) ; and (iii) construction must begin before
January 1, 1981. :

'B. Application of LAL to Other Real Estate

LAL will not apply at all to any real estate project construction of which
began on or before December 31, 1975. Such projects would be ‘“‘grandfathered”
and the present tax law regarding deduction of losses will continue to apply
to them indefinitely.

With respect to projects construction of which begins after December 31,
1975, the following rules would apply:

(a) Commercial Property.—LAL will apply in full (without any phase-in)
if construction begins after December 31, 1975.

{b) Residential Rental Property Other than Certain Low-Income Housing.
—Any residential .real property (other than the low-income housing quality-
ing as described above) the construction of which has begun before January
1, 1978, will be exempt from LAL (“grandfathered”) if, in addition: “before
January 1, 1977, (i) the taxapyer has acquired the site (or has & binding
option to acquire the site), and (ii) there is a firm commitment for the

‘,"'t'rhe restrictions described in Section 1039(b) (1) (B) of the Internal Revenue Code
‘relate to restrictions on the owner's return on i
s 00 tannictic ( nvestment and limitatlons on rental
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permanent financing of the property which (except for clause under which
the borrower may be relieved ‘from this commitment if he does not receive
the rezoning for which he has applied before January 1, 1977) is binding on
both the lender and the borrower, . . .” [See proposed Code Section 470(c) (2),
p. 30 of the BIill.]

C. Recapture of Depreciation of Real Property

H. R. 10812 proposes to recapture at ordinary income tax rates all depre-
ciation in excess of straight-line depreciation incurred with respect to any
residential real property after December 31, 1975 to the extent of any gain
involved when the property is sold. (Commercial property is already subject
to full recapture under present law.) Excess depreciation claimed before De-
cember 31, 1975 will continue to be subject to the present recapture rules.

(a) Ezception for Low-Income Housing.—With respect to low-income hous-
ing, the House voted to adopt for all excess depreciation claimed on and
after January 1, 1076 the rule which presently exists for non-government
assisted residential housing, that is, a 19 reduction in recapture after the
property is held beyond 100 months, with no recapture after the property is
held for 168 years, 8 months. This recapture rule will apply to all excess
depreciation generated by low-income housing on and after January 1, 1976,
even though such housing was under construction or in existence prior to
that date. :

(b) New “Foreclosure” Rule.—With respect to all real estate, the House
also voted that I{n the event of a mortgage foreclosure, sale, or the equiva-
lent, the disposition of the property will be deemed to have occurred as of
the date that foreclosure proceedings are commenced rather than the date on
which foreclosure is concluded. This was done at HUD's request to prevent
taxpayers from dragging out the foreclosure procedure in order to avoid
recapture.

D. Section 167(k)—Rehabdilitation Ezpenditures

The House voted to continue Section 167(k) for an additional two years
so that it will apply to rehabilitation expenditures incurred before January 1,
1978. In addition, it voted to amend the Section to increase the maximum
amount of rehabilitation expenditures per -dwelling unit that may be written
off to $20,000 (from $15,000), but it did not change the minimum amount,
which presently is $3,000. The new limit applies to expenditures incurred
after December 81, 1975. The bill makes it clear that the accelerated depre-
clation permitted by Section 167(k) will not be subject to LAL.

E. Mintmum Tao on Tax Preference Items

The House voted to increase and expand the minimum tax on tax prefer-
ence items.

Under present law, a taxpayer is subject, in addition to his ordinary
income tax, to an additional tax equal to 109 of the amount by which his
aggregate tax preferences in any one year exceeds a “floor” equal to the sum
of (1) $30,000 (for married taxpayers filing joint returns), plus (ii) the
amount of his income tax for such year, plus (iii) the tax imposed for the
seven preceeding years (but not taxable years prior to 1970) which was not
previously used to reduce preference income.

H. R. 10612 would increase the rate of the minimum tax as of January 1,
1976 from 10 to 14% and would decrease the $30,000 exemption to a $20,000
exemption which would be reduced to zero when preference income exceeds
$40,000. In addition, it would eliminate entirely any deduction for regular
taxes paid either in the current year or {n any past year.

Presently, insofar as real estate is concerned, the “tax preference items”
are accelerated depreciation and capital gains. H.R. 10812 creates, as of
January 1, 1976, several additional categories of tax preference items, among
which are iInterest and taxes generated during the construction period of
real estate projects to the extent that such interest and/or taxes is not placed
in an LAL deferred account.

II. DISCUSSION

Congress made a consclous decision in enacting the Housing and Urban
Development Act of 1968 to use the federal tax laws in partnership with
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direct housing subsidies to induce private developers to produce more resi-
dential rental housing for all Americans and particularly for families of
low and moderate incomes.

That decision, which essentially adopted the recommendation of the Presi-
dent’s Committee on Urban Housing (the Kaiser Committee), was followed by
the enactment of provisions of the Tax Reform Act of 1089 favoring the con-
struction of residential rental property, particularly low- and moderate-
income housing, and reducing the tax benefits favoring the construction of
other types of renl estate. The most notable provisions added by the Tax
Reform Act of 1969 were the enactment of Section 167(j), which continues
to permit double declining balance and sum of the years-digits depreciation
of new residential property, but proscribes the use of such rapid depreciation
with respect to non-residential recal estate; the enactment of Section 167(k),
which permits a sixty-month” write-off of rehabilitation expenditures for low-
and moderate-income rental housing ; the enactment of Section 1250(a) (1) (C),
which in effect permits low and moderate income housing projects to be sold
at capital gains rates after they have been owned for ten years and other
residential rental property to be sold at capital gains rates after sixteen years
eight months, while removing that privilege from non-residential real estate;
and the enactment of Section 1039, which permits the deferral of galn on
qualified sales of certain low- and moderate-income housing projects, including
Section 238 projects.

These tax incentives, working in concert with the various housing sub-
sidies provided in 1988 and earlier housing acts, dramatically increased the
number of quality housing units for low- and moderate-income families. It
led to the creation of The National Housing Partnership and other entitles,
large and small, which in combination have produced many hundreds of
thousands of low- and moderate-income housing inits that would not other-
wise have been produced. For example, in 1971, there were 430,000 federally
subsidized housing starts, approximately twenty percent of the 2,000,000 U. S.
housing starts for that year, excluding mobile homes. The National Housing
Partnership alone has participated in the organization of 178 low and mod-
erate income housing partnerships in 33 states—which will provide shelter
and decent homes for more than 27,000 American families. Many other devel-
opers are involved in the type of activity as NHP, producing many thousands
of homes for low and moderate-income families. There is no other incentive to
private enterprise that could have matched that record.

III, RECOMMENDATIONS AND SUPPORTING REASONS

A. Limitation on Artificial Losses -

When Secretary of the Treasury George Schultz first put forward the con-
cept of LAL in a statement before the House Ways and Means Committee
on April 30, 1973, he suggested that low and moderate income housing be
exempted from its impact, and that has been the position of the Administra-
tion ever since. The most recent statement of the Administrations position is
contained in a letter dated Octoher 10, 1975 from Carla Hills, Secretary of
the Department of Housing and Urban Development, speaking for the Ad-
ministration, to Chairman Ullman of the Ways and Means Committee. (See
Exhibit A) Secretary Hills stated that such exemption should be permanent
or, at a minimum, for a perlod of five years.

The need for exemption from LAL for low and moderate income housing
has glso been recognized by many others, for example, Ralph Nader's Tax
Reform Research Group and Senator Edward M. Kennedy (D-Mass.). Sen-
ator Kennedy put the argument well in his statement on the Senate floor on
March 1, 1076 in a speech entitled: “Tax Reform: Dream or Reality?” He:
said: “In other cases, it may be appropriate to reduce or eliminate the tax
expenditure program—because its costs outweigh its benefits, or because its
benefits are distributed unfairiy—but part or all of the revenues saved need
to be added to more efficlent and more equitable federal programs in the
same budget areas. For example, tax shelters for real estate should be elim-
inated because they are a source of serfous tax inequity and because there
is subctantial evidence that the tax expenditures involved in real estate tax
shelters are inefficient and counter-productive. But, the revenues gained by
Congress to direct spending programs for the construction and rehablilitation
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of low and middle income housing. This simultaneous action is required to
meet our housing needs and to insure that needed tax reformm does not
reduce unnecessary disruption in the construction industry. :

It is important that we amend the House bill by developing stronger anti-
tax shelter rules ready to go into effect. But the House bill wisely delays until
1981 the imposition of its tax shelter rules in the case of the consiruction of
low income housing. In the interim, Oongress should rcquire HUD to develop
and submit an alternative direct spending program to encourage consiruction
and rehabdilitation of low income housing.

I will not support any proposal to change the present tax benefits for low
income families until a better alternative program is designed. We can then
use the revenues gained from closing down tax shelters to help fund more
effective and more equitable methods of providing low income housing. In this
way, tax reform and spending reform can go hand in hand.” (Emphasis
added.)

Like Secretary Hills and Senator Kennedy, we believe that LAL should not
be applied to low and moderate income housing until Congress has developed,
tested and implemented a successful alternative program to produce low and
moderate income housing. Hopefully, five years will be sufficient.

H. R. 10612 seeks to accomplish this, but we believe that it falls because
proposed Code Section 470(c) (3) set forth on page 31 of H. R. 10612 exempts
from LAL low income housing the construction perlod of which begins
before January 1, 1981 if a Section 8 or comparable state or local subsidy
commitment is obtained before January 1, 1979. The requirement of a subsidy
commitment within -the flrst three years of the exemption peried results in
only a three year rather than a five year extension of present law. This is so
because construction normally begins within approximately 30-60 days after
a subsidy commitment is issued.

The precondition of a subsidy commitment is troublesome for two addi-
tional reasons. First, it would eliminate from the exemption any construction

-not yet begun under the older Section 221(d) (3) and Section 236 housing

programs, which although considerably diminished, still remain in effect and
still have projects in the “pipeline.” Secondly, there is no comparable subsidy
under any present state or local housing program, and so the precondition of
a subsidy commitment effectively eliminates entirely from the exemption all
state and local programs for low and moderate income housing which funec-
tion separately from the federal Section 8 Leased Housing Program. There
are many of these and to date they have been the heart of the state low
income housing programs.

We urges that sub-paragraph (A) of proposed Code Section 470(c) (3) be
deleted from H. R. 10812 so that the section exempts low income housing (as
defined in the bill) from LAL if the construction period for such property
begins before January 1, 1981.

B. Depreciation Recapture

We belleve that the decision of the House to establish a sixteen-year eight-
month recapture rule for low and moderate income housing represents the
minimum incentive necessary to sustain investment interest in such housing
and to discourage early disposition or foreclosure. However, we belleve that
applying this new rule, rather than the present ten-year rule, to existing
investments in low- and moderate-income housing is a serlous breach of faith
with thousands of investors who were urged by Secretary Romney and others
to make this investment. Such investments are highly illiqguid and cannot be
disposed of easily if the tax law changes. This breach of falth is likely to
create a ‘“credibility gap” which will discourage future investment in Section
8 and other new low- and moderate-income housing based on representations
as to the tax benefits.

Retroactive application of the new sixteen-year eight-month rule to existing
projects is also opposed by the Administration. In her October 10, 1975 letter
to the Ways and Means Committee (see Exhibit A) Secretary Hills says:

“Third, the Committee should avoid retroactive application of the new re-
capture rules to projects already bullt or started—a feature that seems cer-
tain to contribute to investor resistance to residential real estate Investment
in the future—and should provide for timing of recapture changes so that
they paraillel changes in the timing of LAL as recommended above.”

60-46G--76—nt. 2——8
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We urge that Section 201(a) of H. R. 10612 be modified to provide that
fow and moderate income nousing the construction of which began before
January 1, 1976 continue to be subject to the ten-year recapture rule pres-
ently provided for by Section 1250(a) (1) (O)(il) of the Internal Revenue
Code.

C. Section 167(k)—Rehabilitation Ezpenditures

There i8 a pressing need ‘or the rehabilitation and restoration of our nation’s
older housing inventory. KEssential to that objective has been Section 167(k),
which was added to the Internal Revenue Code by the Tax Reform Act of 1869.
This is the five year write off of rehabilitation expenditures for housing of
familles of low and moderate income.

When Section 167(k) was enacted in 1969, it was for a trial period of five
years—later extended to six years. At the end of 1975, Section 167(k) expired
and, despite repeated efforts, we have been unable to obtain even a stop-gap
extension. This has created a severe break in the rehabilitation pipeline—
which is not a process easily turned on and off--and there is a need for
emergency actlon to repair that break. ~

Section 167(k) fills a programmatic vold without which there can be no
meaningful production or operation of this type of housing. Because of the
complexities involved in working with old structures located in inner citles
and the limitations imposed by the rent paying ability of low and moderate
income tenants, rehabilitation of low and moderate income housing cannot
work without some external basis for developer and builder profit. Equity
syndication in conjunction with Sectlon 107(k) is ideally suited to provide a
profit source and encourage the business community to enter the flield. Despite
suspension of the Section 236 program in January, 1973 and the depression
in the economy in general and the housing industry in particular, 80,000 units
of low and moderate income rehabilitated housing were produced with gov-
ernment assistance in the United States from 1968 through 1974, as con-
trasted with only 15,300 such units in all prior years.

The new emphasis on the Section 8 Leased Housing Program, often utilized
fn cooperatlon with state housing finance agencles, and the new Community
Development block grant program administered by local agencles, each have
a substantial rehabilitation component which has sparked renewed interest in
rehabilitation. Neither program will be successful without the inclusion of a
significant amount of rehabilitation, and that rehabilitation will be accom-
plished only with the extensive use of Section 167(k).

Therefore, we urge immediate action—not as part of H. R. 10612, but by
amendment to separate pending legislation which can expect to be enacted at
a very early date—to extend Section 167(k) for at least five years, until
January 1, 1981, a period of time sufficient to encourage developers and bulld-
ers to rely on it and to gear up their production. -

The two year extension provided for in H. R. 10812 is not adequate. The
Administration supports extension of Section 167(k) (See Secretary Hills'
woiter of October 10, 1975—Exhibit A) and Dr. Laurence Woodworth, Chief
of Staff of the Joint Committee on Internal Revenue Taxation, has suggested
a five year extension through 1980. (See Exhibit B).

Section 167 (k) should also be amended to bring it into line with legisla-
tive and other changes which have occurred since the time that it was enacted.

The amendments which we urge are: '

1. Increase Exzpenditure Ceiling.—In recognition of inflation, modify the
celling amount that may be taken into account per dwelling unit from the
present $15,000 to $20,000, with respect to rehabilitation begun after Decem-
ber 31, 1975,

This amendment is contalned in H, R. 10812, was supported by HUD before
the Ways and Means Committee, and is endorsed by Dr. Woodworth.

2. Authorize Usc of Section 8 Income Limits.—In view of the enactment of
the Housing and Community Development Act of 1074, amend Section 167(k)
to authorize the Secretary of the Treasury to set income 1limits consistent
with those extablished for the Section 8 Leased Housing Program.

Presently Paragraph (3) (B) of Section 187(k) permits the Secretary of the
Treasury to determine familles and individuals of low or moderate income
“In a manner consistent with the policles of the Housing and Urban Devel-
opment Aect of 1068." Since the Section 8 ILeased Housing Program was
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enacted as part of the Housing and Community Development Act of 1974, the
Treasury Department takes the view that Sectlon 167(k), as presently en-
acted, precludes the Secretary of the Treasury from adopting regulations
which would deflne families and individuals of low and moderate income in
accordance with the Section 8 income test. That leaves available only the
outmoded test of the Section 236 housing program. The amendment suggested
above would properly expand the Secretary’s authority in this respect.

This amendment was supported by HUD before the Ways and Means
Committee during consideration of H. R. 100612,

3. Confirm “per dwelling unit” Application of Section.—In view of the en-
actment and implementation of the Section 8 Leased Housing Program, which
contemplates both low and non-low income housing within a single building,
codify the present Treasury Department interpretation that Section 167(k)
can be applied on a “per dwelling unit” basis.

This amendment, which would clarify an ambiguity in the present statute,
was supported by HUD before the Ways and Means Committee during consid-
eration of H. R. 10612,

4, Apply Section to Ezpenditures Incurred pursuant to a ‘“Binding Con-
tract”.—A definition would be added to Section 167(k) to provide that re-
habilitation expenditures incurred¢ pursuant to a binding contract entered
into prior to January 1, 1881, and rehabilitation expenditures incurred with
respect to low-income rental housing the rehabilitation of which has begun
prior to January 1, 1981, shall be deemed incurred prior to January 1, 1981,

It is important that Section 167(k), as amended, apply to expenditures
incurred pursuant to binding contracts entered into prior to January 1, 1981,
rather than just to expenditures incurred by that date. The IRS Regulations
presently take the view that an expenditure is not incurred until “all events
have occurred which establish the fact of the taxpayer's liabllity with reason-
able accuracy.” (See Treas. Reg. 1.167(k)-1(a)(2).) That accounting defi-
nition of the word “incurred” does not include work in process and would
tend to discourage the commencement now of rehabilitation that cannot or
may not be completed by December 31, 1980. The amendment {8 based upon
the precedent set by a prior extension of Section 167(k) contained in P. I..
03-482 (see Exhibit C). Occasionally rehabilitation is done by the owner or
developer himself, rather than contracted for with an outside party. To cover
that situation, the definition of “incurred” should also include expenditures
h;‘telr accrued when the rehabilitation actually has begun prior to January 1,
1081,

Dr. Woodworth has endorsed this amendment, and we understand that HUD
does not object to it.

Attached ags Exhibit D is language of a proposed bill that would achieve
all of the foregoing with respect to Section 167 (k).

D. Minimum Taxr on Tax Preference Items

H. R. 10612 makes significant changes in current minimum tax provisions.
It is not an overstatement to say that the changes, taken together, will
virtually eliminate private investment in low and moderate income housing.

We concur in the view expressed by Secretary Simon in his testimony on
March 18, 1976 when he said that treating construction period interest and
taxes not limited by LAL as tax preference items is “conceptually unsound”
and we agree with his further statement that “HUD and Treasury are con-
vinced that this treatment can have an adverse affect on real estate develop-

. ment.” We believe that that conclusion is especially true in the case of low

and moderate income housing, where almost the entire return to the investor
is made up of tax benefits and cash return is of little fmportance.

Exhibit E demonstrates, in the context of an actual National Housing
Partnership syndication, the effect of the minimum tax on a modest investor.
As can be seen, such an investor under present law would pay no minimum
tax on an investment of $117,200, but under H. R. 10612, as reported by the
Ways and Means Committee, he would pay $26,395 in minimum tax: and
under H. R. 10612 as passed by the House he would pay $49,600 in minimum
tax! In other words, under the House bill, in order to achieve eventual tax
benefits of $196,350, the fnvestor must risk $117,200 of his own cash and pay
$40,600 in taxes, leaving a “profit” of only $29,680. Not a very attractive
offer, when one considers that a 19 year tax exempt bond in the principal
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amount of $117,000 bearing interest at the rate of 7% per annum would
return $155,610 in tax free interest, plus the holder’s original investment.
Given such a choice, how many investors can be expected to choose low and
moderate income housing i{n preference to tax exempt bonds and similar less
troublesome investments.

We urge that all tax preference items—accelerated depreciation included—
arising from low and moderate income housing be exempt from the minimum
tax presently set forth in H. R. 10812. Without that exemption, the exemption

from LAL already granted has no meaning.

E. Other Technical Matters
The definition of “low-income housing” set forth in proposed Section
470(a) (4) of the Code (p. 27 of H. R. 10612) in our opinion requires certain
technical revision in order (i) to include the small but important Section 515
low income housing program administered by the Farmers Home Administra-
tion for rural areas, and (il) to correctly reference the state and local pro-
grams for financing and assisting families and individuals of low and mod-
erate income. Comparable corrections should also be made in the proposed
amendments to Section 1250 of the Code (pp. 42-43 of the Bill).

Similarly, should proposed Section 470(c) (3) (A) of the Code (p. 81 of
H. R. 10612) be retained (which we oppose), then it also requires technical
amendment to correctly reference commitments under the appropriate state
and local low and moderate income housing programs.

These technical drafting problems have been discussed and explained to
Dr. Woodworth and other members of the staff of the Joint Committee on
Internal Revenue Taxation. Our suggestions for revision are attached hereto
as Exhibits F-1, F-1, and F-8,

This Technical Memorandum is submitted by the Ad Hoe Coalition for Low
and Moderate Income Housing, which consists of the organizations and indi-
viduals whose names re shown on Exhibit G.

Exhibit A

THE SECRETARY OF HOUSING AND URBAN DEVELOPMENT,
Washington, D. O., October 10, 1975.

Hon. AL ULLMAR,
Chatirman,

Committec on Ways and Means,
House of Representatives,
Washington, D.C.

DEAR MR. CHAIRMAN: I fully appreciate the importance of the Committee’s.
efforts to reform the laws applicable to tax shelters. At the same time, I
would like to take this opportunity to express my strong concern that certain
of the tentative decisions made to date by the Ways and Means Committee
will have a serious adverse impact on housing production, particularly pro-
duction of housing for lower income families.

The Committee I am sure will recognize that its decisions are coming at a
crucfal time for housing. After a two-year period during which new com-
mitments under the previous subsidized housing program were suspended, we:
are just commencing the new Section 8 program to produce much needed low
and moderate income housing. New construction and substantial rehabilita-
tion under the Sectlon 8 program require the investment incentives which are-
currently provided through the tax laws. As to unsubsidized housing, the:
multifamily sector is exceptionally depressed, and it is therefore critical that
the Committee’s proposed tax changes be commenced in a manner which will’
not abort currently planned construction if we are to sustain the housing
recovery that is so essential to the nation’s economy.

I believe that a limited number of modifications to these tentative decisions:
will preserve the Committee's approach to tax reforms, and at the same time
reconcile these important tax reforms with the need to produce housing. I
strongly urge the Committee to make the following modifications to its ten-
tative decisions— .

First, low and moderate income housing should be exempted from the Limi-
tation on Artificial Losses (LAL). At a minimum, it the Committee does not
provide such an exemption, it should at least defer application of LAL for
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five years. This would permit production under the new Section 8 program to
go forward uninterrupted over the next two years while the Administration
and Congress consider possible alternatives. The Committee's two-year de-
ferral with three-year phase-in, while similar to a five-year deferral, is inade-
quate because of the long lead time often required for subsidized projects. I
would add that accelerated depreciation should be subject to the minimum tax.

I recognize that our existing tax provisions present serious issues from
the standpoint of the overall operation and fairness of our tax system. The
difficulty is that, particularly where lower income housing is concerned, we
do not currently have an alternative. Such an alternative may require both -
revised tax laws and revised housing legisiation. I have appointed an intra-
departmental Task Force chaired by General Counsel Robert R. Elliott to
determine whether there are better tax or non-tax alternatives.

Second, in order to assist the housing recovery generally, and the depressed
multifamily rental sector in particular, we would urge the Committee to
provide rules for the commencement of ILAL as to non-subsidized housing
which will avold cancellation of planned counstruction.

Third, the Committee should avoid retroactive application of the new re-
capture rule to projects already built or started—a feature that seems certain
to contribute to investor resistance to resigential real estate investment in the
future—and should provide for timing of recapture changes so that they par-
allel changes in the timing of LAL as recommeaded above.

In addition to the above modifications in its tentative dccislons, I strongly
urge that the Committee add to its bill an extension of Section 1687(k) of
the Internal Revenue Code relating to the depreciation of costs of rehabili-
tating housing for low and moderate income use. This provision is needed if
we are to achieve any significant volume of rehabilitation in support of neigh-
borhood preservation efforts in communities across the country. The Depart-
ment favors increasing the maximum and minimum per unit amounts to
$20,000 and $5,000, respectively. -

We will be pleased to provide more detail on the basis for each of the .
above recommendations, as well as recommendations incidental to the above,
such as recommendations regarding the definition of low and moderate income
housing. My staff will be available to discuss the specific technical issues with
Committee staff.

Sincerely,

CArrA A, Hms,
Enclosure.

MaJor HUD CoNCEERNS IN CURRENT TAX LEGISLATION MARK-Up

The Department of Housing and Urban Development believes that several
of the tentative decisions of the Ways and Means Committee on changes in
tax law applicable to real estate investments will have a serious adverse
impact on low and moderate housing production and upon current prospects
for & housing recovery. A summary of these concerns and recommendations is

set forth below.
1. APPLICATION OF LL TO LOW AND MODEBATE INCOME HOUSING

In 1974, the Committee, while agreeing upon LAL, voted to exempt low and
moderate income housing from its terms. This year's tentative decisions reflect
%17 éntentlon to apply LAL to low and moderate income housing beginning in

The problem is that, without the favorable tax trea‘ment permitted by
current law, there is no reasonable prospect that we will be able to build the
low and moderate income housing which is needed and which the Congress
expects to see our program produce. It s true that with the enactment of the
new Section 8 program, our housing subsidy laws have been modified in some
material ways from those which were in effect in 1969 when the present
pattern of tax incentives was fixed.

These modifications, however, have not changed the one fundamental feature
that requires special investment tax incentives—the exceptional risks assocl-
ated with ownership and long-term successful operation of projects occupied
by low and moderate income famlies. These risks are accentuated in the new
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Section 8 program to the extent that the program by statutory direction is
expected to serve more of the very low income tenants for whom proper man-
agement may be most difficult. The present favorable tax treatment is also
important for construction of housing under state and local programs for low
income housing.

The fact is that builders will not build subsidized projects unless they are
able to sell the projects to investors. And the fact is tbat investors will not
purchase subsidized apartment projects unless their investment produces the
substantial tax advantages available under current law,

As a means of obtaining production of subsidized projects, there is currently
no alternative to the tax incentives provided in the present law. The Depart-
ment has begun a thorough study of possible alternatives.

We believe low and moderate income housing should be exempted from
LAL. We believe that if the Committee is not prepared to exempt low and
moderate income housing projects from LAL, it should at least defer appli-
cation of LAL for a sufficiently long period to permit consideration of pos-
sible alternatives without curtailing investment decisions over the next several
years. For this purpose, the Committee should allow at least three years as
the time lead for a subsidized project from conception to subsidy commitment.
This means thdt if production of subsidized housing is to continue uninter-
rupted during the next two years—which would allow time for consideration
and enactment of a possible alternative—the bill should provide an additional
three years for developers to obtain final subsidy commitments. '

We would stress that the lead time required for low and moderate income
projects-is much longer than that typically required for non-subsidized proj-
ects, given the local and Federal approvals and special reviews required.
Further, the time needed to process a particular subsidized project is much
more uncertain, Thus, the two-year perlod during which, under the Com-
mittee's decisions, new construction could be started without application of
LAL will be completely inadeguate, since investors who might incur substan-
tial costs would have no reasonable assurance that construction would in fact
begin within that period. The two-year time lag accordingly would not only
fail to stimulate new investment but would probably adversely affect some
of the investment decisions already made.

2. LAL APPLICATION TO NON-SUBSIDIZED HOUSING PROJECTS

The Committee has tentatively decided to apply LAL to new residential
projects not designed for low and moderate income families which are started
after December 31, 1975. This means that the legislation would have an
immediate impact not only on future project planning but also on projects
ready for construction.

Our concern with this aspect of the bill is that, coming just now, it adds
to our difficulties in stimulating and supporting housing recovery that is vital
to our overall economic recovery. The slump in housing which began last year
has been marked by an unusual weakness in the multifamily sector and an
adequate recovery in that sector is likely to be difficult to achieve. We esti-
mate that in this calendar year there will be fewer than 150,000 new or
rehabilitated non-subsidized multifamily rental housing starts, as compared
to an average of 400,000 -per annum in the 1964-1969 period, and 550,000 per
annum in the 1970-1973 period. There are current indications of a modest
recovery next year. An immediate application of the new rule to all projects
where construction is to commence after December 31, 1974, may cause can-
cellation of much planned construction.

We urge that the Committee establish rules regarding commencement of
LA}’; ‘tvhlch-wlll avold cancellation of planned construction of non-subsidized
projects.

3. RECAPTURE OF DEPRECIATION

At present, the Internal Revenue' Code provides for recapture as ordinary
income of depreciatlon in excess of straight-line depreciation as a decreasing
method over ten years in the case of certain low and moderate income proj-
ects and 16%; years In the case of other residential housing projects. The
Committee’s proposed provision would provide that all such accelerated de-
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preciation attributable to taxable years beginning after December 31, 1975,
be recaptured as ordinary income regardless of when the project was con-
structed. :

One of our concerns with this feature—apart from arguments of fairness
that might be made on behalf of those who relied upon the prior rules—is
that, from a housing standpoint, a retroactive change may shake investor
confidence, if they had before them the example of a retroactive change in the
recapture rules,

Our more basic concern arises simply from the belief that- the recapture
ruies should be considered as part and parcel of the present system of incen-
tives for production. Thus, if housing considerations suggest that these
incentives should be continued to some extent, we think that the same con-
siderations apply to recapture. We therefore recommend that the timing of
recapture changes be meshed with the application of LAL so that the new
full recapture rules would apply only to those future projects—subsidized or
non-non-subsidized—that would be subject to L.AL. However, in the case of
subsidized housing, if the Committee wishes to make an immediate change, we
urge that it consider a provision which would apply to subsidized projects the
same 1624 year rule as applies under current law to non-subsidized projects.

4. EXTENSION OF SECTION 167 (k)

Section 167(k), enacted as part of the Tax Reform Act of 1969, provides-
that owners of multifamily rental property may depreciate costs in five years
so long as the property is rented to low and moderate income tenants and
certain other requirements are met. Section 187 (k) expires December 31, 1975,
unless extended by Congress.

We strongly urge the extension of section 167(k). Section 167(k) is an
essential measure to foster rehabilitation of existing housing stock for low
and moderate income families. Congress in the Housing and Community De-
velopment Act of 1974 specifically amended the national housing goal to
emphasize the preservation of existing housing stock. Rehabilitation is cru-
cial now in view of current costs of new construction and the broader public
policy interests in maintaining the vitality of older urban areas.

Initiation of rehabilitation projects for low and moderate income families
has ground to a halt due to the imminent expiration of section 167(k). An
gxtensggn is necessary if planning and execution of new projects is to go
orward. .

Section 167(k) currently sets a $15,000 maxImum and a $3,000 minimum on
the amount of rehabilitation expenditures per unit. In order to provide for
increases in costs since section 167(k) was enacted, we recommend that these:
limits be increased to $20,000 and $5,000, respectively.

5. OTHER RECOMMENDATIONS

a. Definition of related income for LAL purposes-aggregation.—With one
minor exception, the Committee’s tentative decision on LAL contemplates that
“artificfal” losses—including construction period interest and taxes as well as
accelerated depreciation—can only be taken against income from the same
projects. We believe that this concept of related income is too narrow. in that
it would operate not only in syndication arrangements where investors other~
wise would deduct the artificial losses against unrelated ordinary income from
completely different activities, but also against established bullder-developers
who are developing and operating successful housing projects without syndi-
cation of gwnership. The most important tax incentive now provided to those
developers is the availability of a current deduction for construction period
interest and taxes. This would in nearly every case be unavailable so long as
related income is defined on a project-by-project basis, since a project under
construction would ordinarily not be producing income. Accordingly, we urge
that related income for LAL purposes be defined to include at least income
from other housing projects held for rental or sale. i ‘

b. Reform to curb abdbuses rclated to projeot foreclosures—We ‘urge, as a
reform to avoid abuses which have occurred, that the percentage of ordinary
income recapture be determined under the existing rules as of the date of
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commencement of foreclosure, rather than as of the date foreclosures is com-
pleted. There have been instances in which foreclosures have been litigated
and dilatory tactics pursued in order to extend a tax shelter and reduce the
percentage or ordinary income recapture. We urge this change to counteract
incentives which otherwise exist for such abuses.

Exhibit B

CONGRESS OF THE UNITED STATES,
JOoINT COMMITTEE ON INTERNAL REVENUE TAXATION,
Washington, D.C., October 22, 1975.

Hon. JAMES A. BURKE,
House of Representatives,
Washington, D.C.

Deae MR, BURKE: This is in response to your request for my candid ap-
praisal of a proposed bill that provides for continuation through 1980 of
Section 167(k) which provides for flve-year amortization of the expenses
incurred in rehabilitating rental housing for low or moderate income families.

The increases in the limitations from $3,000 and $15,000 to $5,000 and
$20,000 are reasonable in view of the increase in construction costs during the
past several years.

The mixture of low and nonlow income tenants within the same building
may be a desirable social objective, but it may be difficult to assure that the
tenants fit the income restrictions applicable to each dwelling unit. This is a
general observation, but actual implementation of the program may be able
to avoid such complications as an ineligible tenant occupying a rehabilitated
dwelling unit.
~The™ binding comtract provision that would permit completion of projects
begun before the expiration date is reasonable and desirable.

The history of this provision, however, indicates that it has had limited
success. Where it has been used, this has occurred in conjunction with other
forms of housing subsidies, such as mortgage guarantees and rent subsidies.
The combination provides the investor who is interested with a combination
of subsidies that is topped off with the tax shelter opportunity under section
167(k). Many potential rehabilitation projects, however, have floundered on
the difficulty that rehabilitation has begun after neighborhoods have under-
gone serfous deterioration, and it.bas been difficult to convince moderate
income tenants to return. As a consequence, low income families have been
the major tenant group, and in the view of developers and investors, this has
raised the risks of the projects.

‘L.ow income families also need adequate housing and require financial
assistance to obtain it. To the extent section 187(k) helps achieve this objec-
tive, it should be extended through 1980." The Department of Houslng and
Urban Development now may have sufficlent experience to assure eftective
accomplishment of the program’s objectives. On the basis of past experlence,
however, the rehabilitation program has to be judged as a limited success,
and section 187(k) has been useful chiefly as an additional tax shelter rather
;har;“as an incentive to rehabilitate housing for low and moderate income
amilies.

Sincerely yours,
LAURENCE N. WOODWORTH.

Exhibit C

A BILL To amend Subsection 187(k) of the Int 1R C
¢ reha%ﬂsﬁgtl‘:::l of hc()u)slnog forefalgifl?;aot ):vvve?nuceomeo de to promote the
~Be-4t. cuacted by the Scnate and House of Representatives of the United
States of America in Congress assembled,
SECTION 1. "Subseétion 167(k) of the Internal Revenue Code of 1954 (re-
lating to depreciation of expenditures to rehabilitated low-income rental hous-
Ing) is amended by—

-
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(1) striking out “January 1, 1976,” in paragraph (1) and inserting in
lHeu thereof “January 1, 1981,"”;

(2) striking out “$15,000” in paragraph (2) (A) and inserting in lieu
thereof $20,000”;

(8) striking out the words “existing building” in paragraph (3) (A)
and inserting in lleu thereof “existing building, or any portion thereof,”;

(4) striking out the words ‘“any building the dwelling units in” in
paragraph (3) (B) and inserting in lieu thereof “any dwelling units”’;

(5) striking out words “pursuant to regulations prescribed under this
subsection” in pacvagraph (8)(B) and inserting in lieu thereof ", the
Housing and Community Development Act of 1974, and subsequent acts
related to federal housing programs, pursuant to regulations prescribed
under this subsection.”

(6) adding the following new paragraph (8) (D) : “(D) RERABILITATION
EXPENDITURES INCURRED—Rehabilitation expenditures incurred pursuant
to a binding contract entered into prior to January 1, 1981, and rehabili-
tation expenditures incurred with respect to low-income rental housing
the rehebilitation of which has begun prior to January 1, 1981, shall be
deemed incurred prior to January 1, 1981."

SEcTION 2. The amendment made by this Act to paragraph (2)(A) of
subsection 167(k) shall apply to rehabilitation expenditures incurred with
respect to low-income rental housing the rehabilitation of which begins after
December 31, 1975. .
EFFECTS OF CHANGES IN THE MINIMUM TAX ON A TYPICAL NATIONAL HOUSING

PARTNERSHIP SYNDICATION

We have used an actual syndication of the National Housing Partnership to
demonstrate the impact on an investor of the present law and various changes
in the minimum tax.

r4&ttached are three schedules illustrating the effect on a “typical” investor
of:

1. The present minimum tax.

2. The version adopted by the Ways and Means Committee.

8. The version passed by the House of Representatives (The “Corman
Amendment”).

In preparing these schedules, the following basic assumptions were made:

1. The investor has primarily salary income, is taxed at the 509 rate, and
has $20,000 of other tax preference income.

2. The investor acquires two units in the Merrill Lynch VI offering of the
National Housing Partnership at a cost of $117,200.

WAYS AND MEANS COMMITTEE VERSION—EFFECT OF MINIMUM TAX ON INVESTOR

Tax saving before Net
minimum tax at Minimum tax Tax saving after  invest-
fnvestment  Tax loss 50 percent Ways and Means minimum tax ment
Year:m (829, 760 $57, 500 $28,750 (32, 850 $25, 900 $3, 860
977.nennn 24, 000 45,500 22,750 4,000 18,750 ( 9,110
24, 000 36, 18, 000 3,625 14,375 8,735
20, 880 31,700 15, 850 (3,370 12, 580 27,035
18, 560, 27,400 13, 700 (2,910 10,750 34, 805
............. 4, 600 12,300 (2,515 9,785 25, 020
..................... 24, 600 12, 300 52. 125 10,175 14, 845
..................... 22, 5C0 11, 250 1,760 9, 490 (5, 355
........ 0, 300 10, 150 ?’ 370 8,780 3,425
9,100 1, 000 8,100 11, 525
8,000 2540 2,360 18, 885
8, 000 330) 2,670 26, 555
6, 850 6, 850 33,405
5,700 5,700 39,105
4,550 4,550 43, 655
3,35 .. 3,350 47, 005
3,200 3,200 50, 205
1,900 1, 900 52, 105
650 650 52,755
196, 350 (26, 395) 169, $55 52,755
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HOUSE VERSION—EFFECT OF MINIMUM TAX ON INVESTOR

Tax saving Minimum Tax saving
fnvest- - - Tax  before minimum tax—Corman after minimum Net
ment foss  tax at 50 percent amendment law  investment
$57, 500 $28, 750 $11, 480 $17,270 (812,490
45, 500 22,750 4,985 17,765 18,725
36, 000 18,000 4,620 13,380 29, 345
31,700 15, 850 4,255 11,595 38,630
\ 27, 400 13,700 3,890 9,810 47,380
" one 24, 600 12, 300 3,500 8, 800 38, 580
24,600 12, 300 3,110 9,190 29, 390
22,500 11,250 2,745 8, 505 20, 885
20, 300 10, 150 2,355 7,795 13,090
18, 200 9,100 1,990 7,110 (5,980
16, 000 8,000 1, 625 6,395 395
16, 000 8,000 1,315 6, 685 7,080
13,700 6, 850 980 5,870 12,950
- 11,400 5,700 785 4,915 17, 865
9,100 4,550 695 3,905 21,710
6,700 3,350 505 2,845 24,615
6,400 _ 3,200 365 2,835 27,450
3,800 1, 900 280 1,020 29,070
1,300 650 170 480 29, 550
Total...... (117,200) 392,700 196, 350 49, 600 146,750 29, 550
PRESENT LAW—EFFECT OF MINIMUM TAX ON INVESTOR
Tax saving Tax saving
before minimum Minimum tax— after minimum Net
Investment Taxloss tax at 50 percent present law tax investment
Year:
1976......... (329, 760; $57, 500 $28,750 (31,010
1977......... 24, 000 45, 500 22, 22, 2
1978 36, 000 18, 8, 260
31,700 15, 850 2!3, 290
80 27, 400 13,700 18,150
24,600 12, 300 (5,850
24,600 12, 300 6, 450
22,500 11,250 17,700
26, 300 10, 150 27,850
18, 200 9,100 36,950
16, 000 8,000 14,950
16, 000 8, 000 52,950
13,700 6,850 59, 800
11, 400 5,700 65, 500
9, 100 4,55 10,050
6,700 3,350 73,400
6,400 - 3,200 76, 600
3,800 1,900 78, 500
1,300 650 79,150
Total...... (117,200) 392,700 196, 350 719,150
= Exhibit E-1
*® s - ] - - * *

““(4) Low-INCOME HOUSING,—The term ‘low-income housing' means—

“(A) gtoperty with respect to which a mortgage is insured under section
221(d) (8) or 236 of the National Housing Act, or housing financed or assisted
by direct loan or tax abatement under Section 515 of the Housing Act of 1949
or under provisions of State or local laws intended primarily to finance or
assist housing for families or individuals of low or moderate income, and
with respect to which the owner is subject to the restrictions of section
1039(b) (1) (B), or

“(B) dwelling units held or to be held (pursuant to commitments) for
occupancy by families or individuals eligible to receive subsidies under
section 8 of the United States Housing Act of 1937, as amended, or under

¥
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the provisions of State or local law providing for subsidies of a simtilar
nature for low or moderate income families and individuals.
In the case of a building (or the portion of a building devoted to dwelling units),
it 85 percent or more of the dwelling units are units described in subparagraph
(B), such building (or portion thereof) shall be treated as low-income housing.

Exhibit E-2

“(8) Low-INCOME HOUSING.—In the case of low-income housing, this subpart
shall not apply to real property if—

“(A) before January 1, 1979, there is a subsidy commitment to support
new construction or substantial rehabilitation under section 8 of the United
States Housing Act of 1937, as amended. (or a commitment under the provi-
sions of State or local law to finance or assist new construction or substantial
rehabilitation for low or moderate income families and individuals) and such
commitment was made before the beginning of the construction or rehabili-
tation of such property, and
1 ‘l‘éi];l) the coustruction period for such property begins before January

, .

“(4) COORDINATION WITH BECTION 167(k).—For purposes of this subpart, any
expenditure incurred before January 1, 1978, to which section 167(k) (relating
to depreciation of expenditures to rehabilitate low-income rental housing) applies
shall not be treated as an accelerated deduction.

term ‘applicable percentage’ means—
“(B) APPLICABLE PERCENTAGE.—For purposes of subparagraph (A), the

{Exhibit E-3]

(1) in the case of section 1260 property with respect to which a mort-
gage is insured under section 221(d) (3) or 236 of the National Housing
Act, or housing financed or assisted by direct loan or tax abatement
under Section 515 of the Housing Act of 1949 or under provisions of
State or local laws intended primarily to finance or assist housing for
families or individuals of low or moderate income, and with respect to
which the owner is subject to the restrictions described in section 1039
(b) (1) (B), 100 percent minus 1 percentage point for each full month
the property was held after the date the property was held 100 full
months;

“(i1) in the case of dwelling units which, on the average, were held
for occupancy by families or individuals eligible to recelve subsidies
under section 8 of the United States Housing Act of 1937, as amended,
or under the provisions of State or local law providing for subsidies of
a similar nature for low or moderate income familles and individuals,
100 percent minus 1 percentage point for each full month the property
was held after the date the property was held 100 full months

“(ii1) in the case of section 1250 property with respect to which a
depreciation deduction for rehabilitation expenditures was allowed

.t under section 187(k), 100 percent minus 1 percentage point for each
full month in excess of 100 full months after the date on which such
property was placed in service; and

“(iv) in the case of all other section 1250 propery, 100 percent.

In the case of a building (or a portion of a building devoted to dwelling
units). if on the average, 85 percent or more of the dwejling units contained
in such building (or portion thereof) are units described in clause (ii),
such bullding (or portion thereof) shall be treated as property described in
clause (ii). Clauses (1) and (ii) shall not apply with respeet to the additional
depreciation described in subsection (b) (4)."

| J * .- L] ¢ * * ]
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(Exhibit F}

MEMBERSHIP OF Ap Hoc COALITION FOR Low AND MODERATE
INcoMe HousING

ORGANIZATIONS

Council of State Housing Agencies.

National Housing Partnership.

Institute for Government Assisted Housing.
National Housing Rehabilitation Association,
National Leased Housed Association.

INDIVIDUALS

Brantley Barr, Vice President, Dean Witter & Co., Inc., 14 Wall Street, New
York, New York 10005 (212) 437-3000,

Dennis D. Beese, AIA, Assistant Director, Urban & Housing Programs, Ameri-
can Institute of Architects, 1735 New York_ Avenue, N.W., Washington, D.C.
20006 (202) 785-7300. -

Fred D. Benton, Moninet, 725 Hamilton Bank Building, Knoxville, Tennessee
37902, (615) 546-8993.

Nathan Betnun, Department of IEconomic and Community Development, 2525
Riva Road, Annapolis, Maryland 21401 (301) 267-5830.

Larry Brown, Executive Director, HOPE, Inc., 2130 Madison Avenue, Suite
204, Toledo, Ohio 43624 (419) 243-9215. )

Willlam R. Bruce, Bruce, Southern & Perkins, P.C., 3201, 100 North Main.
Building, Memphis, Tennessee 38103 (901) 523-7111.

John G. Burnett, President, New York State Urban Development Corporation,.
1245 Avenue of the Awmericas, New York, New York 10005 (212) 974-7028.

Kenneth G. Hance, Jr., Executive Director, Virginia Housing Development
Auth.,, Imperial Building, 5th & Franklin Streets, Richmond, Virginia 23219
(804) 649-7041; or President, Council of State Housing Agencies, 1023 Con-
néegiizcu‘i% Avenue, N.W,, Suite 707, Blake Building, Washington, D.C. 20036 (202)
785-21486.

Edward Butler, Jr., Forest City Dillon, Inc., 10800 Brookpark Road, Cleveland,.
Ohio 44130 (216) 267-1200.

Sandra Butter, South Bronx Community Housing Corp., 349 E. 149th Street,
Bronx, New York 10451 (212) 585-2100.

E. Anthony Buzzetti, Operations Officer, R. I. Housing & Mortgage Finance
%olrps.ke%uite 1420, 40 Westminster St., Providence, Rhode Island 02903 (401)

Thomas M. Cook, President, National Leased Housing Assn., Berkeley Housing
Authority, 200 Hearst Avenue, Berkeley, California 94709 (415) 849-3632,

Willlam B. Dockser, C.R.I.,, Inc, Suite 1125, 5454 Wisconsin Avenue, Chevy
Chase, Maryland 20015 (301) 986-1500.

A. Carleton Dukess, President, National Housing Rehabilitation Assn., Con-
%11:1;(9_2%10 Wingate Co., 819 Third Avenue, New York, New York 10022 (212)

J .

Gustav E. Escher, 11T, New Jersey Housing Finance Agency, Box 417, Trenton,
New Jersey 08540 (609) 292-5352.

Edward H. Fish, President, Peabody Construction Co., Inc., 538 Granite
Street, Braintree, Massachusetts 02184 (817) 848-4110.

David L. Froh, Michigan State Housing Development Authority, 300 South
Capitol Avenue, Lansing, Michigan 48926 (517) 373-1385.

Michael F. Gallagher, Mortgage Credit Administrator, Illinois Housing De-
velopment Authority, 201 N. Wells, Chicago, Illinois 60606 (312) 793-2060.

Robert S. Gershkoff, Davenport Assoc., Inc., 15 Westminster Street, Providence,
Rhode Island 02003 (401) 272-2773.

James Ginsburg, CRC Development Corp., 762 Fairmount Avenue, Towson,

~-Maryland 21204 (301) 823-1383.

Willlam Hirshson, ¢/0 Greater Hartford Community Developmest Corpora-
tion, 100 Constitution Plaza, Hartford, Connecticut 08108 (203) 249-1331.

George C. Hobson, Cumberland Housing Authority, 1 Mendon Road, Cumber-
land, Rhode Island 02864 (401) 724-8590.

Marvin Kelner; Forest City Enterprises, Inc., 10800 Brookpark Road, Cleveland,
Ohio 44130 (216) 267-1200.
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Hippocrates Kourakos, South Bronx Community Housing Company, 349 E.
149th Street, Bronx, New York 10451 (212) 685-2100.
Peter H, Leach, Security Pacific, Inc., 1400 Tower Building, Seattle, Washing-

ton 08101 (208) 623-8313.

John McCoy, Executive Director, Pennsylvania Housing Finance Authority,
8211 N. Front Street, Harrisburg, Pennsylvania 17110 (717) 787-1450.

Juan Morales, Hunts Point Local Development Housing Corp., 383 East 149t
Street, New York, New York 10451 (212) 685-7170. '

Constance Parascandolo, Town of Johnston Housing Authority, 8 Forand Cir-
cle, Johnston, Rhode Island 02919 (401) 231-2007.

Daniel E. Rogers, 11, Deputy General Counsel, Virginia Housing Development
Auth,, Imperial Building, 5th & Franklin Streets, Richmond, Virginia 23219

(804) 770-7588.

Lawrence Selkovits, Beacon Consfruction Co., 1 Center Plaza, Boston, Massa-
<chusetts 02108 (817) 742-5500.

Val C. Somers, LiDaPell Corp., 99 Chauncy Street, Boston, Massachusetts 02111
(617) 423-7402.

Joseph H. Torrence, Executive Director, Tennesse Housing Development Agen-
<y, 500 Hamilton Bank Building, Nashville, Tennessee 37219 (615) 741-1081.

Baxter H. Turnage, Jr., Confederated Housing Associates, Inc., P.O. Box 4304,
Membhis, Tennessee 38104 (801) 725-1905.

Keith A. Waldrop, Executive Director, Georgia Residential Finance Auth., La-
Vista Perimeter Office Park, Building 1, Suite 101, 2163 Northlake Parkway,
“Tucker, Georgia 30084 (404) 934-1192.

Stephen Ziegler, Esq., Young, Kaplan & Edelstein, 277 Park Avenue, New York,
New York 10017 (212) 826-0314. -

Mark Munley, New Jersey Development of Community Affairs, 363 West State
‘Street, Trenton, New Jersey 08618 (609) 292-8117.

Mr. Tom Forrester Lord, Houston Housing Development Corp., 430 Lamar,
‘Suite 200, Houston, Texas 77002 (713) 225-1017.

The Ciraimryax. Next we will hear from Kenneth Hance, Jr. Please

proceed.

STATEMENT OF KENNETH G. HANCE, JR., PRESIDENT, COUNCIL OF
STATE HOUSING AGENCIES; ACCOMPANIED BY BRUCE S. LANE,
ESQ., LANE AND EDSON, GENERAL COUNSEL

Mr. Haxce. Mr. Chairman, my name is Kenneth G. Hance, Jr.

T submit this statement in my capacity as president of the Council
of State Housing Agencies and as a member of the executive com-
mittee of the Ad Hoc Coalition for Low and Moderate Income Hous-
ing. I am accompanied today by the council’s general counsel, Bruce
S. Lane, Esq., of Lane and Edson, P.C., Washington, D.C.
_ The Council of State Housing Agencies is an association represent-
ing the State housing agencies of virtually all of the approximately
35 States that have enacted such a program. Each State housing
agency 1s an arm of the State government that has created it.

I am executive director of the Virginia Housing Development
Authority, a political subdivision of the Commonwealth of Virginia
and one of the more active state agencies in the Nation responsible
lfor the financing and development of low and moderate income
housing.

State housing (frograms have already become an important ele-
ment in the field of Government-assisted housing. To date these
programs have assisted the development of over 250,000 units of low
and moderate income housing, representing an aggregate investment
of over $6 billion. The bulk of this housing was developed in con-
junction with the interest subsidies provided by the Federal section
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936 program. Roughly 20 percent of all housing produced under the
section 236 program was developed in conjunction with financing
provided by State housing finance agencies. )

As a result of the enactment by Congress of the section 8 leased
housing program as a part of the Housing and Development Act
of 1974, and the implementation of that program by HHUD, a very
large and special responsibility has been placed on the State housing
agencies for financing and developing a large portion of the Na-
tion’s low and moderate income housing in the future. State housing
agencies are intended to be one of the primary leaders of mortgage
money to the builders_and rehabilitators of section 8 leased housing,
and HUD has requested the State agencies to assist in financing
and developing 100,000 units, 25 percent of the entire national section
8 production goal for fiscal 1976. The State agencies cannot do the
job alone. There must be equity money in every project. That equity
money, as the previous witness has pointed out, invariably comes
from private investors, primarily through the incentive of tax
benefits. -

H.R. 10612 recognizes that the present tax incentives are essential
to the continued production of low- and moderate-income housing
and, in effect, provides that such incentives not be removed for at
least 5 years, which should permit Congress time to develop. test,
and implement workable substitute incentives, perhaps under pro-
visions other than the tax laws. Qur position with respect to such
a 5-year exemption is supported by the administration, by Senator
Edward M. Kennedy, by Ralph Nader’s Tax Reform Research
Group, and by many others.

We urge, however, that the provision of section 470(c)(3) of
H.R. 10612, which exempts from LAL low-income housing the con-
struction period of which begins before January 1, 1981 if a section
8 or comparable State or local subsidy commitment is obtained before
January 1, 1979, be modified to eliminate the latter requirement. The
requirement of a subsidy commitment within the first 3 years of
the exemption period results in only a 3-year rather than a 5-year
extension of present law, since construction normally begins shortly
after such a commitment issues.

Second, there is no comparable subsidy under any present State
or local housing program, and so effectively eliminates entirely
from the exemption all State and local programs for low- and mod-
erate-income housing which function separately from the Federal
section 8 leased housing program-—and there are many of these.
Indeed, they have thus far been the heart of the State low income
housing programs. The technical memorandum submitted by the
ad hoc coalition, which we endorse, explains this point further.

Also, Mr. Chairman, the increases in the minimum tax on tax
preference items and the inclusion therein of construction period
interest and taxes, essentially remove with the left hand the exemp-
tion conveyed with the right hand. We urge that all tax preference
items generated by low- and moderate-income housing be exem};])t

the

" from the minimum tax. And, for the same reasons stated by

previous speaker, we also urge that the proposed change in the
recapture rules, insofar as they affect low- and moderate-income
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housing, affect only housing the construction of which begins after-
the effective date of this legislation. g : ]

State housing agencies take their responsibility very seriously,
and they have developed many techniélues, including escrow arrange-
ments and strict supervision of syndication, to prevent the abuses.
and injustices about which many Senators and Congressmen have.
expressed concern. In that controlled atmosphere, with exemptions.
from LAL and the minimum tax, and with the program formulated
recently by Congress through the section 8 leased housing program,
the States can be a major force in assisting in achieving the Nation’s:
needs for low- and moderate-income housing and, in [ﬁartiqu]ar, in
coming nearer to achieving the goal of Secretary of Housing and
Urban Development Hills to have 400,000 units of leased housing:-
under commitment by October 31, 1976.

Without attempting to duplicate what has already been said before,
we certainly endorse the comments of Mr. Dukess and Mr. Freidberg:
with respect to immediate extension of 167 (k).

Thank you for consideration of this matter.

The CHammaN. Thank you very much.

Senator Harry F. Byrp, Jr. Do you feel the House-passed legis-.
lation would be very detrimental to moderate- and low-income hous-
ing? I assume you also feel it would be detrimental to the entire
housing industry whether it be low or middle income or whatever.

Mr. Fremsere. That is correct. We were only expressing our own
parochial point of view, but we agree that the House-passed legisla-
tion would be detrimental to all housing.
 The CHARMAN. Qur next witness is Albert A. Walsh on behalf
of the National Realty Committee.

STATEMENT OF ALBERT A. WALSH, PRESIDENT, NATIONAL
REALTY COMMITTEE; ACCOMPANIED BY ALAN J. B. ARONSOHN,
ESQ., NRC TAX COUNSEL

Mr. Warsa. Mr. Chairman and members of the committes, my-
name is Albert A. Walsh, and I am appearing today as president
of the National Realty Committee, Inc., a nonpréfit business league.
of owners, operators, and developers, of all types' of real estate
throughout the United States. I am accompanied by Alan J. B.
Aronsohn, Esq., NRC’s tax counsel. -

Mr. Chairman, we appreciate this opportunity to present the.
views of the National Realty Committee on the House-passed Tax
Reform bill, H.R. 10612, and on certain other current tax reformr
proposals.

In the interest of time, we will submit our full statement for the
record and Mr. Aronsohn and I will try to briefly summarize the
maln points. .

_The real estate industry in the United States is an immense but
highly fragmented industry which has an enormous impact on the
American economy. With all of its fragments taken as a whole, it is
the third largest industry in the United States, :

Contrary to popular belief, this high economic impact industry is
composed of a very large number of very small firms. Of some:
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450,000 firms which may be said to comprise the real estate industry,
a majority have three or fewer employees and less than 10 percent
have 20 or more employees. . .

Because it is essentially an industry of small business units, and
because the decision to invest in real estate is always highly dis-
cretionary, real estate is unusually susceptible to even small changes
in the law law.

Other witnesses, most of whom have never developed, owned or
operated a piece of real estate, will tell this committee that even the
most drastic tax reform proposal will not significantly affect the
amount of capital investment flowing to real estate, or that, even if
it does, the flow of capital out of real estate into other forms of
investment will not adversely affect the gross national product or
any other vital aspect of our national economy.

Mr. Chairman, this is pure sophistry. Builders and developers
will, of course, continue to build wherever and whenever they can,
but the rate of return to potential investors will have to be in-
creased in order to compensate for any new tax disadvantages and
to compete with alternative investment opportunities. Where the
market is strong, these increases will initially be passed on to the
tenant or purchaser in the form of increased costs or rents and, in
the case of industrial or commercial property, ultimately to the
consumer in the form of increased costs for goods and services. If
the market will not absorb these increased costs or ventals, which
is certainly the case in many areas today, the proposed development
will simply not be built, with all of the consequent losses of jobs,
national income and gross national product.

There was reference made earlier today to the real estate tax im-
pact model which, in fact, Mr. Chairman, was constructed by Dr.
Ture for the National Realty Committee as long ago as 1973. It has
since been updated, including Dr. Ture's recent analysis of the pro-
visions of H.R. 10612. The figures that were given earlier did not
include the provisions of that bill which affected only residential
real estate: namely, the depreciation recapture limitation. So, the
aggregate figures on the effect of that legislation on the industry
and the economy are as follows: if enacted. that bill would cause a
$6.3 billion drop in real estate investment which, in turn, would
cause an $11.2 billion loss in real estate GNP, and a 280,000 increase
in real estate unemployment, principally in the construction trades.

I would say to Senator Byrd that we do have or can easily get,
because we have the whole thing broken down on a state-by-state
basis, the breakdown as to how those same numbers, including em-
plovment, would come out in the State of Virginia.

We think it most significant, Mr. Chairman, that in contrast to
the House Ways and Means Committee’s estimate of $1.5 billion in
tax revenue to be gained through enactment of H.R. 10612, Dr. Ture
predicts a net annual loss in Federal revenues of $2.8 billion from
the real estate industry alone, to say nothing of the other provisions
of that bill. A summary of Dr. Ture’s analysis is attached to this
statement for the record and for the convenience of the committee.

If anythin{z will discourage housing recovery, Mr. Chairman,
the House bill is certainly it.
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As I am sure you know, multifamily housing starts are down
from 1.05 million in 1972 to 445,0007in 1974 and 269,000 in 1975 and,
notwithstanding the general economic recovery, there is almost-no
hope of a significant increase in 1976. For some of the same reasons,
and because commercial development is so intimately related to an
adequate supply of housing, th. .ame is true for private nonresiden-
tial construction. i

As a result, we now have 873,000 unemployed construction workers
in the United States, a 122 percent increase since 1972.

With your permission, Mr. Chairman, I would like to turn the
microphone over to Alan Aronsohn for a few specific comments on
the provisions of H.R. 10612 and for our recommendations for a
more appropriate approach to the difficult problem of taxpayers
with excessive tax preferences.

Mr. Aronsomn. I wil try to limit my remarks to only a few
oints, because we have filed a very substantial statement, and you
ave certainly listened to a lot of witnesses this morning. .

The first point I would like to briefly allude to is the complexity
of the House bill. ,

Do we really need to have two minimum taxes, one for corpora-
tions, one for individuals, a different set of LAL rules for each
industry covered by LAL plus a large number of industries not
covered by LAL at all, and a multitude of different kinds of limita-
tions on certain sorts of interest?

We do not think that the tax shelter problem, while it may be a
roblem, is such a substantial problem in the United States, that we
ave to turn the Internal Revenue Code inside out, and very sub-

stantial industries like the real estate industry inside out, to try to
handle problems that people may believe are abuse situations.

In that respect, the Chairman referred earlier to the report of
the Tax Committee of the Association of the Bar of the city of
New York with which we are familiar; we would support their
approach which is more of a limitation on the deductibility of tax
preferences, somewhat comparable to the Treasury Department’s
suggestions back in 1969 which, to some extent, I think, are superior
to anything that has been suggested since. At least an approach of
that kind has the merit of being easily understandable by the Ameri-
can people. I think it can be administered fairly by taxpayers and
by Government agencies. It has a large element of fairness in it.

I do not think that under the Bar Association proposal, people can
end ug finding themselves in an impossible position, which would be
the effect of some of the whimsicalities implicit in the MTI ap-
proach; we would recommend the Bar Association’s approach.

In any event, we certainly recommend the notion of some kind of
- alternative minimum tax as opposed to the minimum tax approach
in the House bill' which has many elements of unfairness in it.

The only other point I would like to touch on is & remark made
by Senator Packwood before he left, reporting Secretary Simon who
last week referred to real estate construction items in terms of being
artificial losses.: We find its very frustrating discussing this issue,
particularly. in terms of the media treatment which always seems to
?ssoclate real estate with paper losses, artificial losses, accounting
osses.

60-460—76—pt. 2——7
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The real estate industry is a large industry. I am not discussing
the merits for the moment of particular incentives introduced into
the code by Congress in order to induce, for example, the construction
or rehabilitation of low-income housing. That is a totally separate
field. Deductions for commercial and nonsubsidized housing involved
in the payment of interest and taxes during the construction period,
we reiterate in our judgment are certainly not artificial ; and they are
certainly not paper losses when they are paid. )

Now, where does this notion of artificiality come from? Certainly

on the House side we repeatedly heard the statement that good.
accounting practice would require that construction period interest-

and taxes be capitalized and, therefore, since they are not capitalized
under the code, they constitute an artificial accounting loss and the
taxpayer ought to feel, as the chairman put it before, that he has
been given a Government handout because he has been permitted
to deduct these items. o

The fact of the matter is that interest has been deductible under
the Uhited States Income Tax Laws since the Revenue Act of 1890.
If you go back to the debates in Congress over those early income
tax laws, you will find they are talking about mortgage interest, and
I don’t think they were intending to subsidize anybody. They just
felt there was an elementary fairness if you had a tax on net
income, not gross income, that you would permit someone to deduct
certain expenses. I think that is true today.

There are similar deductions accorded to other industries. For
example, in the House bill, preproduction expenses incurred in farm-
ing are included under ILAL, but interest and taxes paid in farming
are excluded even if paid in connection with planting a citrus or
almond grove, the expenditures for which are required to be capi-
talized by the code since 1969. Here, again, the current Treasury
regulations except from the requirement to capitalize such expendi-
tures, the deduction for interest and taxes. W{iy? We think it does
make sense.

The fact of the matter is that, if you check with the accounting
societies, there is no accepted accounting method which mandates
the ca{)italization of construction interest. ‘It is not treated under
generally accepted accounting methods necessarily as the cost of the
asset. In fact, the Securities and Exchange Commission in an ac-
counting release which they issued in 1974, which we cite in our
written statement, specifically stated, that, except for public utilities,
interest cost on debt is generally reflected as an expense of the period
during which the debt is used rather than being allocated as a cost
of the asset acquired by the use of the debt. They give several
reasons for that rule, and they make sense.

It is difficult to trace interest. It is not only difficult to trace in-
terest in terms of where the borrowed funds came from, but it is
difficult to distinguish interest as a cost of debt capital as opposed
to the lack of income that results from the foregone use of equity

--or nondebt capital. -

As we attempted to illustrate by a very simple example in our
written statement, if the tax law is changed in a way that deprives
a taxpayer who borrows money of a current deduction for the in-
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terest he pays constructing a building, he is going to be discriminated
agaist as compared with a taxpayer who does not borrow money but
uses equity capital that would be otherwise devoted to taxable
income-producing activity. In order to put the two in the same tax
position, you must preserve the current deduction for construction
interest and not penalize it by treating it as a preference under an
add-on minimum tax., )

I know that when I made this statement previously, proponents of
the other view stated that our example is an extreme case. Nobody
builds buildings with all equity. You get out and get the biggest
mortgage you can. However, the simplicity of the example we have
given does not change the underlying merit of the argument, which
gets down ot the fact that under a provision like LLAL, the more
somebody borrows, the more he is discriminated against, and the
less he borrows, the better off he is. In addition, generally, if he puts
up more equity, he gets u lower rate of interest and, therefore, is
penalized to an even lesser degree. ‘

I would say, in conclusion, that except for our differing views
with respect to the proper treatment of construction period items,
we find our selves largely in agreement with many of the proposals
suggested by Secretary Simon last week, and we very much appre-
c::ite the opportunity the committee has granted us to testify here
today. _

The Cnamwuan. As I indicated earlier, I am going to try-to see
that Dr. Ture’s study is carefully looked at by the Treasury and hy
the Joint Committees staff. If they cannot agree on the merits of
that study, {:erhaps we might try to hire some independent group—
an impartial group, if there is such a thing—and see what those
people come up with by the time they make the same type of study.

To me, it is shocking to have a person of Dr. Ture's credentials
come up with a study that shows that a proposal which is supposed
to bring in $1.5 billion in taxes will not make the $1.5 billion but
loses about twice that much in revenues to the Government. In
other words. instead of making $1.5 billion, the proposal would
lose $2.8 billion and, further, that it would lose ng——

Mr. WavLsH. 208,000 jobs would be lost.

The CrarMaN. When we passed that tax-cut bill last year, it was
estimated to cost the Treasury about $17 billion in revenue a year.
Wo estimated at that time that we were going to gain about 700,000
jobs. Now, that is an expensive way to gain 700.000 jobs, but we
concéuded it would be better than having all those people out of
work. ‘

If Dr. Ture is even halfway correct in what he is saying here,
and we are going to lose 280,000 jobs—not gain but lose 280,000 jobs
—=a revenue loss of anything even approaching $2.8 billion is such
g:at you would think we would have to be out of our minds to do

at. .

You may see different arguments made. but I think sometimes even
eloquence must yield to commonsense in the public interest and,
therefore, I am going to make this information available to the
Congressional Record and ask the Treasury to study it and ask the
Joint Tax Committee staff to study it. I will ask them to look at
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the same factors and also to look at some of these secondary factors
because, if you are not looking at the ripple effect of these things,
you are not looking at the whole system to see if this is correct.

May I ask, Mr. Aronsohn, are you familiar with the suggestion
being made by the New York Bar Association as a way of moving
toward tax uniformity?

Mr. AronsouN. I am familiar with their report on tax preference
and their suggestion for a limitation on the utilizition of aggregate
tax preferences as a substitute for both LAL and the minimum
tax.
" The CHA®RMAN. It is in their prepared statement; they will be
down here in the next day or so to testify. There is a great deal
to be said for their proposal, comparing it to the complexities and
the mischief already done to the economy, comparing it to the pro-
posal to add a 14 percent tax on top of the tax one already pays on
capital gains, and that sort of thing.

It would seem to me that that is one very simple approach com-—
pared to the infinite complexities of what we have now and, even
worse, some of what is being suggested. We ought to further explore
this idea before we go for anything that others suggest.

I take it that you as well as the other witnesses do not complain
about the concept of paying the kinds of taxes that are suggested,
but that——

Mr. AronsorN. We are in favor of it, and we think the logic of
the bar association’s report is pretty overwhelming.

I would think as a political matter the major opposition to that
position, based upon what happened to the alternative minimum
tax proposals on the House side, will be comparing the revenue
estimates with what are in the House bill. It is our view for the
reasons you have given that that should not be the deciding factor
in choosing one minimum tax approach over another minimum tax
approach, that it is not really revenue you are looking for because
you probably won’t get it anyway, and, in any event, most of the
tax derived from the House provision is derived from the House
provision is derived from increasing the capital gains rate.

The Caamman. Actually, it would be difficult to predict. I am
confident the income to the Government, not to mention the gcod
to our economy by putting 2 or 3 million idle workmen back on the
job, would bring billions of additional dollars of revenue to the
Government and, even more important, bring tens of billions of
dollars of additional income to our workers and their families. That
is something we ought to be concerned about in this country.

We have gone along with the suggestion that we provide an in-
vestment tax credit. The ones who claim to have the prior credentials
as tax reformers are always talking about tax expenditures. As far
as the investment tax credit is concerned, if ever there was a tax ex-
penditure, that would be it. -

You give somebody a 10 percent handout from the Government
because you think it is justified. You sav that if you will buy this
new equity, in addition-to depreciating 100 percent of the cost you
paid for it and all expenses in connection therewith, we will reduce
your tax by that amount to encourage you to accumulate capital
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and to invest it somewhere where it would expand our economy and
make a workman’s endeavor more productive,

If we are going to recognize capital accumulation, about the best
chance the average little family has to accumulate some capital is
to accumulate the complete equity in the ownership of their own
home. But when these same people take a look at the deduction of
mortgage interest, they say, “Oh, my goodness, that is something that
is unconscionable; that is a tax expenditure.”

Perhaps that is so. But if you think of it as something to encourage
everybody to accumulate some capital, his home is one area where
capital accumulation could be accrued. .

This Nation benefits from the construction of shopping centers
just as it benefits from the construction of a factory, maybe not in
precisely the same degree, but it benefits from it when you are put-
ting idle hands to work and making taxpayers out of those who
would otherwise be taxeaters.

I find great appeal in your statement. I am going to try to see
to it if this estimate that we are going to make $1.5 billion by those
additional taxes on your industry is actually an error and you will
instead lose $2.8 billion and you will also lose 280,000 jobs in an
area which is depressed already, with a lot of people out of work.
I think we should try to find out who is telling the truth or who
comes more nearly being right and who is more nearly in error
about the effect of that proposal.

Mr. AronsoHN. On the investment credit, may I note that it has:
been previously stated that every time the investment credit goes.
up a point, you lose some capital out of the real estate industry. We:
are faced with all sorts of suggestions for enhancing capital forma-
tion, most of which are good ideas, but they will have all by them-
selves the effect of probably moving capital away from real estate
into other areas.

If we add onto that movement specific tax disincentives to invest-
ing in real estate, such as adversely treating construction period
items, we will have some serious problems. Certainly we will change
the real estate business, as it has been known for the last 100 years
in the United States.

Senator Harry F. Byrpo, Jr. When new buildings or new houses
or apartments are constructed, the builder must go out and hire
workers, and he pays the workers # number of dollars. He hires or
buys equipment and pays @ number of dollars for that. Then he
must hire, in most cases, money. So, what he is really doing is hiring
money when he borrows money and pays 8 or 9 or 10 percent interest,
or whatever it might be.

Is it not logical to include interest in as an essential part of doing
busieness? You are hiring the use of somebody else’s money, are you
not?

Mr. WarLsu. Absolutely, and that point is treated at length in our
full testimony. Something which has been said many times today has
has to be kept in mind: The amount of interst paid on that con-
struction loan does not change the value of that construction one
iota. If two identical buildings are built, one totally out of equity
capital and the other with a mortgage, they are not worth a different
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amount of money. They are worth the same thing. So, you cannot
~capitalize that interest into the value of your building.

If someone were coming out and doing an appraisal for real prop-
‘erty tax assessment purposes or estate taxation or anything else, the
-interest you paid on that construction loan is totally irrelevant, and it
should be treated just like any other interest on borrowed money
in the production of income.

Senator Harry F. Byrp, Jr. It is like any other business expense.

Mr. Aronsonn. It is different than the expense of labor and bricks
because the more labor I put into a building and the more bricks I

ut into it, the more va]ua{;le building I will have. The more interest

pay means nothing. If I can borrow interest at 3 percent and you
have to pay 12 percent for it, your building is not going to be worth
any more than mine because you pay a higher rate of interest.

Mr. Warsi. It may be worth less.

Senator Harry F. Byrp, Jr. You say the housing starts are down
to 300,000 in 1975. What are the main reasons for that sharp drop?

Mr. WaLsu. Senator, there are a variety of reasons—the high in-
terest rates and the unavailability of mortgage money for apart-
ment construction. Even though you will hear all kinds of state-
ments in testimony about the savings inflows and a lot more money
being available, it is not readily available today for apartment con-
struction. That basically is for three reasons.

First is the threat of rent control which is growing around the
country, particularly in California, and you had one witness from
California testify today. Second, there is increasing hostility in
the whole area of the landlord/tenant relationship, and third, this
tax bill has been kicking around since 1973, and limitation on arti-
ficial losses has been hanging in the air since 1973.

In addition to all of that, construction costs, interest costs, costs
of operation, energy costs as well as all other costs have risen so
rapidly that many less American families are able to afford the
product, whether in terms of the cost of a one-family home or the
rental of an apartment. As that number shrinks, there is less and
less of & market to build for.

The House bill would inevitably increase, as I testified earlier,
the cost of the rental price of housing. There is nr doubt that it
would also increase the square-foot costs of shoppiug centers and,
ultimately, the costs of the goods in the shopping centers. All of
which means there will be no housing built, or less because there
will be less people able to afford it.

The real reasons for the recession in the multiple-dwelling field,
in multifamily housing starts. are: (a) the pendency of this bill;
(b) the costs are high; (c) the fear is they will go higher if this
bill is enacted.

Senator Harry F. Byro, Jr. One reason you ascribe is the sharp
increase in interest rates?

- — M- Warsm. Yes.

Senator Harry F. Byrp, Jr. If the Government. does not permit
interest deduction, that would have the practical effect of increasing
the cost of borrowing money.

Mr. WarsH. Absolutely.
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Senator Harry F. Byrp, Jr. It would further reduce the construc-
tion,

Mr. Warse. You heard a witness testify it would increase his
equity requirements on a typical project by 40 percent, and he is
going to have to get that back some place. That is another cost

actor into the whole equation of housing costs.

Senator Harry F. Byrp, Jr. That would tend to substantially
increase the cost of housing?

Mr. WaLsu. Absolutely.

Senator Harry F. Byrp, Jr. If the Congress were to adopt the
New York City Bar Association approach and it also wants to,
and I assume it does, cut back on tax incentives, do you have any
ideas where revenue may be obtained under those conditions?

Mr. WawLsH. Senator, first of all, I would like to point out that I
agree with Mr. Aronschn. When you are talking about 2 minimum
tax or an alternative minimum tax, the revenue to be gained should
not be the significant criteria. Tax equity probably should be. Tax
neutrality, I would hope, is a better word because everybody’s defini-
tion of tax equity is very, very different. I would also like to call
yvour attention to Dr. Ture’s study with particular reference to the
minimum tax provisions of the House bill.

I do not recall offhand what the Treasury or Joint Committee
staffs were estimating as the gain out of just that portion of the
bill, but Dr. Ture’s study estimates that just that portion of the
bill alone will cause a revenue loss of $1.2 billion. :

The CuatrataN. They are estimating that the minimum tax pro-
visions will raise $707 million in the first year and that eventually
it goes up to a revenue gain by 1981 of $1.091,000,000.

Mr. WarsH. In any year according to this, you are going to lose
more out of the real estate industry alone, out of that minimum tax,
than you could gain even if the Treasury’s estimate of that first
impact were correct. Even the Treasury’s first-round estimates as-
sume that when that bill passes, the guy who is getting ready to
I}))u_illg is going to build anyhow, and both you and I know he will not

uild.

So, even in the first instance, the Treasury and Joint Committee
estimates are wrong. I think that the Ture study only measures the
secondary, not tertiary, effects because when we talk about loss of
jobs, we are not able to go down to the guy who manufacturers the
nuts and bolts and the guys that make refrigerators that go into
the house. You just cannot get that far.

The Cuamman. By the time you get through with the other
industries, many of them are going to be able to show that they are
going to be losing money, just like the man from savings and loans
showed us where his industry is going to be losing money.

Mr. Warsm. Absolutely. I think if we get caught in the game of
revenue estimates on a minimum tax and if we follow the approach
used in the House of Representatives, we are going to lose the fight
because their first-round revenue estimates are going to be hard to
fight. I will get asked the question Senator Byrd just asked—where
do you pick up the revenue? I do not think there is any revenue to
be picked up.
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The CuammaN. We are talking about how you go about losing
those billions this bill would lose for you. . .

For example, if we had before us a House bill that was going
to put a 100 percent income tax on everybody, one could assume we
are going to make $1 trillion. If you assume everybody is going to
continue to do exactly what he was doing before you put the 100
percent tax on his back, perhaps that is what we would make.

But who in his right mind is going to proceed to go out and work
and give it the best he has day in and day out for no pay whatever?
The result will be, therefore, far from making the $1 trillion, you
would not make the $300 billion you are picking up now. You would
be lucky to wind up making $30 billion where you had been making
$300 billion, just because some poor ¢»lks are so used to working that
they would continue to do so even thiough the Government was taking
100 percent.

By the same token, if you are going to tax them 150 percent of
what they make, you could be presented with a revenue estimate that
you are going to make $1.5 trillion. Then you would know even the
poor souls who were left would quit by that point, even those who
were working from force of habit. They would do some repairs
around the house. But the last thing they would do is work if they
had to pay 150 percent of their income in taxes to the Government.

If you are looking at it in terms of what is in the national in-
terest, it would be to forget about the trillion dollars because that is
money you are not going to make anyhow and try to think in terms
of saving the $300 billion that would be lost. I suspect this Ture
study is correct.

Mr. WawLsa. I should state that the basic work on the Ture study
comes out of a volume that Dr. Ture did for the National Realty
Committee in 1973. I believe a copy of that volume called “Real
Estate in the United States’ Economy” has sometime ago been
delivered to your office. We are in the process of updating some of
that basic data because the real estate industry in 1976 is not quite
the real estate industry that existed in 1973. Our early impressions
are that the effect that comes out in this tax impact model will be
even more dramatic on the current situation than they were then.

For example, as has been testified to earlier today, lending institu-
tions are requiring more equity rather than less, so you need more
capital investment in order to build a given project. If you need
more dollars and you have additional disincentives, then each dis-
incentive dollar is going to have a multiplier effect in terms of loss
of gross national income, jobs. If it requires more dollars to build
a job and you have in fact less, then the impact could be higher than
the 280,000. It could be 350,000.

The CrARMAN. In many instances, we are talking about the same
figures in a different connection.

I could give you an illustration. I am asking that the Interna-
tional Trade Commission give us some figures that would come
nearer to showing us what we are making or losing in trade. not
quarreling with the Commerce Department about the figures from
which they are working. Where we give something away and do
not get paid for it, we should put it down as having made money
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from it. We might have created a little good will, and you cannot
even be sure of that, but when you gave something away, don’t put
that down as though you are being paid for it. Another thm% any
businessman can understand, when you buy something, you should
consider the cost of the freight as part of your expense. _

When you take things like that into account, something any busi-
nessman would do, you wind up with a different conclusion than
you do if you start out assuming you are being paid for things
everybody knows you are not going to be paid for and leaving out
a great deal of the costs everybody knows you had to pay.

Mr. Aronsonn. We might point out that the real estate industry,
like a great many other industries, is dependent upon discretionary
investment. If you put a tax rate up high enough, say, below 100
percent, but up to 90 percent, most of us would still have to work
because we would have to try to support ourselves on the 10 percent
the Government kindly left us, but none of us has to invest in a
discretionary investment.

We don’t have to spend money we have paid taxes on and put it in
apartment houses. You can put it in a mattress or in a savings
account. That is why these suggested tax changes can have a much
larger impact on an industry of this kind.

The CuairmaN. Some of our so-called reformers who want to get
a 70 percent or 90 percent tax from the taxpayers, think that if they
close enough so-called loopholes, they can collect that much income,
because the man would still be out there trying to earn money not-
withstanding that. ,

I honestly think if they were permitted to go through all those
exercises, they would find the ingenuity of the taxpayers in finding
ways to defeat their purposes is just as good as their ingenuity to
find ways to increase taxes. If worst comes to worst, the taxpayer
can resort to victory gardens for his food and he can spend his time
repairing his own home, and he can find various and sundry ways
he can get by in ways that are beneficial to him in the economic
sense, where our so-called reformers have still not been able to find
the way to fully achieve that task.

Mr. Warsa. And they never will.

Quoted in our written statement, Mr. Chairman, are specific ex-
amples not only of the fact that the House bill does not close all of
the so-called loopholes but does not mention some of the biggest tax
shelters in existence which still go on. If those were closed, some-
body, including some very smart people at this table, and behind us,
will find some more tomorrow.

I have said many times if it were possible to draft a completely
neutral tax bill, at least this segment of the real estate industry would
support it. But it is not possible. and certainly H.R. 10612 is as
far from neutrality as any piece of legrislation that we have ever seen.

The Crratrmav. I think one knows how we reach a point of dimin-
ishing returns. It applies to taxation, like everything else. I see you
are nodding your head, indicating you know that is correct. It works
even more so when vou are talking about the area where one needs
an incentive in order to do something. It is very frustrating to try
to proceed on the basis that you are going to tax right up to the
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};oint of diminishing returns, because when one does that, he often
nds he has gone far beyond that and in ways he never anticipated
and he faileg to make money for the Government.

John Kennedy could have explained that by reducing the rates
and by putting on an investment tax credit, that you are going to
increase revenue to the Government and provides more employment.

I hope we have not gone so far that we fail to recognize there is
merit to encouraging people to make investments that are good for
the country to provide employment and provide for jobs that all of
us will benefit from. The tax law should give enough encouragement
so that that will happen.

Thank you very much.

Mr. WarsH. Thank you very much for your extreme generosity in
staying so long with us, Mr. Chairman.

The Cuamrman. Thank you.

[The prepared statement of Mr. Walsh follows. Oral testimony con-
tinues on p. 593.]

STATEMENT OF NATIONAL REALTY COMMITTEE, INC,

Mr. Chairman and members of the Committee.

My name is Albert A. Walsh and I am appearing today as President of the
National Realty Committee, Inc., a non-profit business league of owners, oper-
ators and developers of all types of real estate throughout the United States.
I am accompanied by Alan J. B. Aronsohn, Esq., NRC’s tax counsel.

We appreciate this opportunity to present the views of the National Realty
Committee on the House-passed Tax Reform Bill—HR 10612—and on certain
other current tax reform proposals. .

For the purpose of these hearings, it would be well to keep in mind certain
undisputed, but not widely understood, facts about the nature and character
of the real estate industry.

1. Real estate is an immense, but highly fragmented, industry which has an
enormous impact on the American economy. With all of its fragments taken
as a whole, it is the third largest industry in the United States, generating
81 out of every $7 of the private GNP, originating one-ninth of the national
income, carrying an inordinate total tax burden, including almost half of all
state and local taxes, and providing one out of 18 non-agricultural jobs.

2. Paradoxically, however, and contrary to popular belief, this high eco-
nomic impact industry is composed of a very large number of very smail
firms. Of some 450,000 firms that may be said to comprise the real estate
industry, a majority have three or fewer employees and less than ten percent
have twenty or more. -

3. Perhaps because it is essentially ap industry of smail business units, and
because the decision to invest in real estate is always highly discretionary,
real estate is unusually susceptible to even small changes in the tax law.

Other witnesses, most of whom have never developed, owned or operated a
piece of real estate, will tell this Committee that even the most drastic tax
reform proposal will not significantly affect the amount of capital investment
flowing to real estate, or that, even if it does, the flow of capital out of real
estate into other forms of investment will not adversely affect the gross
national product or any other vital aspect of our national economy.

This is pure sophistry. Builders and developers will, of course, continue
to build wherever and whenever they can, but the rate of return to potential
investors will have to be increased in order to compensate for any new tax
disadvantages and to compete with alternative investment opportunities.
Where the market is strong, these increases will initially be passed on to the
tenant or purchaser in the form of increased costs or rents and, in the case of
industrial or commercial property, ultimately to the consumer in the form
of increased costs for gonds and services. If the market will not absorb these
increased costs or rentals, which is certainly the case in many areas today,
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the proposed development will simply not be built, with all of the consequent”
losses of jobs, national income and gross national product.

For example, using the Real Estate Tax Impact Model which was con-
structed for the National Realty Committee in 1973, Dr. Norman B. Ture:
estimates that, if enacted into law, HR 10612 would result in a $6.3 billion
drop in real estate investment which, in turn, would cause a $11.2 billlon
loss in real estate GNP and a 280,000 increase in real estate unemployment,
principally in the construction trades. In contrast to the House Ways and
Means Committee’s estimate of $114 billion in tax revenue to be gained through
enactment of HR 10612, Dr. Ture predicts a net annual loss in federal reve-
nues of 2.8 billion from the real estate industry alone. A summary of Dr.
Ture's analysis is attached to this statement for the record and for the
convenience of the Committee. @ ¢ .

4. While there are some hopeful signs that the real estate industry is
beginning to work out of its biggest slump since the Great Depression, this
incipient recovery is almost exclusively confined to the construction of one
family houses in suburban and rural areas. Multi-family housing, which is
urgently needed in urban and suburban communities across this nation, and
without which no real housing recovery can take place, simply will not and
can not recover with the continuous threat of punitive tax reform hanging
over its head.

As you know, multi-family housing starts are down from 1.05 million in
1972, to 445.000 in 1974 and 269,000 in 1975 and, for a variety of reasons
which are well known to the members of this committee and even better
known to the members of the Banking, Housing and Urban Affairs Commit-
tee, there is almost no hope of a significant increase in 1976. For some of the
same reasons, and because commercial development is so intimately related
to an adequate supply of housing, the same is true for private non-residential
construction.

5. As a result, we now have 873,000 unemployed construction workers In
the United States; a 122 percent increase since 1972, In my own home city of
New York, where construction unemployment approaches 40 percent, more than
16,000 construction jobs were lost last year alone. The situation is the same
in most cities north and east of the so-called ‘“sun-belt.” And for every con-
struction job lost there are 1.1 jobs lost in allied flelds.

Of course, there are those who say that the way to stimulate a housing
recovery, and ultimately the entire real estate industry and the national
economy, is through a program of direct federal housing subsidies, which are
more effective and efficient than tax incentives anyhow.

I am certainly not against a better, and more adequately funded, federal
housing subsidy program. As a matter of fact I have testified in favor of
such a program on numerous occasions. But I do have serious reservations
about the simplistic proposition that all existing tax incentives should be
removed from the law, and new disincentives added, in the hope that some
new, and as yet unknown, direct subsidy program will take over and do a
better job.

It may he that, in some cases, direct subsidies would he more effective and
more efficient than the tax incentives that are now in the law or are being
proposed. I say it “may” be because, in the case of multi-family housing
where the replacement of existing tax incentives "(princi \
depreciation and present limitations on recapture) by direet subsidies is most
frequently recommended, I doubt it.

I have spent twelve years of my life as & government housing official. at a
state and local level, and I would hate to hold my breath until we got an
effective, adequately-founded housing subsidy program out of this Congress
that will bé wigorously and faithfully implemented by this Administration.

And when we do, it will probably be a tenant subsidy, like HUD's “housing
allowance” experiment or the current Section 8 program, and not a produc-
tion subsidy at all.

With your permission, Mr. Chairman, T would lHke tn offer a few rather
conclusory observations, from my twelve years’ experience as a housing offi-
cial, about past, present and potential future housing subsidy programs and
their utility as alternatives to the limited tax incentives now in the law. For
the sake of brevity, I will not attempt to prove any of these statements at
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" this time but I am prepared to document each statement with detalled eco-
nomic analysis and specific case examples if the Committee wishes.

1. It has been my experience that, at least in the housing field, direct
government-administered subsidies are less effective and less efficlent than
indirect tax incentives. If you don’t agree with me, take a look at the pro-
duction record and cost effectiveness of HUD over the last 8145 years.

2, The only broad-based production subsidy programs that we have ever
~had in this nation are the public housing program and the 221(d) (8) BMIR
direct loan program; both of which are now dead or dormant and, in any
event, produced only a limited amount of housing for a very limited segment
of our population—for the most part far below the median income.

3. With the exception of the Veteran's Emergency Housing Program and
the G.I. Home Mortgage Loan Program, neither of which ean be character-
ized as a broad-based program, we have never had a subsldy program tha't;,
even attempted to produce housing for the vast majority of “middle income
Americans—and I do not expect that we ever will have. Yet, even with ‘the
“incentives” that are now in the law 70-80 percent of our population cannot
afford the cost or rental of new housing. Take away those incentives, or add
new disincentives (as would be the case with construction period interest and
taxes under both the LAL and minimum tax provisions of HR 10612) and
this percentage will inevitably increase.

4. The much abused Sectlon 236 program did serve as a production incentive
for a very limited segment of the population, but various studies (including
one done for HUD) have shown that it could not have worked at all without
the companion tax incentives that were then and are now in the law. The
risks were simply too high and the potential return either non-existent or
much too low to justify private investment on any other basis.

It has been said that the combination of direct subsidy and tax incentives
that existed in the 236 program allowed the construction of some housing that
should never have been built or permitted some owners to disregard the
normal obligations and responsibilities of long term ownership and manage-
ment. Both of these statements are true, to » much more limited extent than
is generally believed, but the fault lies in part with the legal and regulatory
structure of the 236 program and in part with its administration by HUD—
not with the tax law.

5. It must be clear to the Congress by now that the Section 8 program is
also structurally defective as a housing production program. It isn’t working,
and it probably never will. And even those few Section 8 projects that appear
to be working have relied heavily on the tax incentives now in the law for
their economic viability. -

As I sald earlier, it may be possible to structure—and fund—a direct hous-
ing subsidy program that would replace the existing tax incentives and com-
pensate for the new disincentives that are being proposed, and that would
produce housing for the vast majority of middle income Americans as well as
for low income groups, but I doubt it; and it would be 8 cruel hoax to enact
a tax law which is based on such an unrealistic and unlkely assumption.

Therefore, for the time being at least, we submit that Congress must con-
tinue the existing incentives for multi-family rental housing—and not add new
disincentives.
~As a matter of fact, if this Committee really wants to stimulate a broad-
‘based ‘“housing recovery” perhaps it should consider the notion of a tax
credit for multi-family housing investments in urban areas; or, if you really
want to deal with the more fundamental disinvestment problems of our older

. cltles, a tax credit for any private development in conformity with a locally-
approved community development plan, Such a program might well be the
only thing that could turn the tide in some of our declining urban areas.

In any event, the essentlal issues involved in the current controversies over
attempts to “reform” the tax treatment of real estate, as embodied in HR
]Oglizéiinvolve many questions ~xtending beyond the proper nature of housing
subsidies.

HR 10812 proposes massive changes in the tax treatment of many items
affecting capital flows and investment in the American economy. As such its
enactment, without substantial changes, would drastically affect the future

_amount and character of real estate investment.
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In large part, these adverse effects on réal estate investment would not
result from removing or decreasing existing tax incentives to investment in
real estate, but rather would be the result of enacting provisions resulting
in especially disadvantageous treatment to real estate. Our primary concern,
therefore, is not simply to preserve the existing tax incentives for multi-
family housing, which we believe are currently necessary; our major concern
is the growing tendency among tax reform groups to single out the real estate
industry for additional punitive treatment. Many of the proposals mnde would
deprive the industry not of special benefits such as the investment credit,
ADR, percentage depletion or other similar provisions designed to benefit
particular industries or Investments (none of which are available to invest-
ments in real estate), but rather would exclude real estate from the benefits
of deductions generally accorded to other industries, such as the proposed
treatment of real estate construction period interest under HR 10812,

Our more specific comments concerning primarily Title I, II and III of HR
10612 are as follows:

GENERAL OBJECTIONS
Unnecessary Complexity

We share the disappointment of many others in assessing the overall impact
which enactment of HR 10612 would have upon the equity of our tax system,
the ease and practicality of its administration, and the effects of the proposed
tax changes upon the economy of the mation.

A great deal of lip service has been given over the years to the notion of
simplifying the income tax laws or at the very least halting the apparently
inexorable growth in complexity of the Internal Revenue Code. Nevertheless,
while everyone inveighs against sin and in favor of mctherhood, virtually
every amendment to the Code since its enactment in 1954 has been in the
direction of compounding the complexities which theretofore existed.

We are not naive; we acknowledge that a complex society cannot have
simple tax laws. Nevertheless we are of the opinion that the complexities
which have been introduced into the Code over the last fifteen years, always
in the interest of trying to perfect what is inherently not perfectable, have
created a level of complexity and confusion which can only be counterpro-
ductive in terms of taxpayer equity, fair administration of the tax laws,
and minimally disruptive effects on the national economy.

There comes a point when the game is no longer worth the candle; HR
10612 appears to us to illustrate this maxim. In an attempt to curtail certain
perceived abuses by a relatively small number of taxpayers the first three
titles of HR 10812 add to the Internal Revenue Code page after page of
increased complexity, and layer after layer of multiple differing approaches,
without any general or unifying concept other than the apparent notion that
a specific alleged taxpayer “abuse” requires-a specific legislative “remedy”.
This approach ignores both the possibility of administrative remedies and the
increased costs to taxpayers and government alike of attempting to administer
complex specific statutory “remedies”.

The Bill contains a large number of provisions applying the general con-
cept of a Limitation on so-called Artificlal Accounting Losses (LAL) to a
number of specific industries, but without uniformly applied rules. Different
rules apply to different industries. Construction—period interest and taxes,
for example, become subject to LAL in the real estate industry, and are
specifically excepted from LAL as an item of pre-productive expense to
farmers. Interest paid to carry non-farm inventory, to comstruct machinery
or equipment, or for other capital expenditures incurred in business, is not
covered by LAL at all. Corporate enterprises are not covered by LAL.

This plecemeal approach effectively creates differing tax systems for each
of the industries covered by HR 10612 and those not covered.

In addition to the varied and diverse LAL provisions, the Bill layers, on
top of these, additional recapture provisions relating to depreciation on real
property and gain from dispositions of certain interests in oil or gas property,
limitations on the treatment of pre-paid interest and on the deduction for
non-business interest generally, a limitation of losses with respect to invest-
ments in certain industries to amounts for which the taxpayer is “at risk",
amendments to certain partuership provisions, and, on top of all of this,
fundamental changes in the minimum tax on individuals which would have
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the effect of substantially increasing the effective rate of tax on long term
capital galns.

In our view the Bill in its entirety represents a massive case of overkill.
It not only will have serlous unintended consequences in terms of its effects,
but will not even accomplish what its proponents have claimed for it. Enact-
ment of HR 19612 with all of its many varied layers of so-called “reform”
provisions, intended to close “loopholes” and put “tax shelter sellers” out of
business, will not cause the end of taxpayer practices considered by some as
“loopholes® or ‘“tax shelters”,

As a matter of fact, even the most reform-minded members of the Ways
and Means Committee concede that the Bill is a very discriminatory and
inequitable piece of legislation and will probably do more harm than good.
In supplemental views annexed to the Report of the Ways and Means Com-
mittee, Rep. Charles Vanik (D-Ohio), a leading tax reform advocate, admits
that “the bill does little more than ‘reshufiie’ tax loopholes and preferences”
while “the really big loopholes still persist”. Similarly Rep. Sam Gibbons
{D-Fla.), who gets equally high marks as a tax reform proponent, voted
against reporting the bill because it “adds further unnecessary complications
and tax loopholes to the Internal Revenue Code” and “in a number of areas,
we ended up with & worse tax policy”.

In terms of media publicity, the current vogue in ‘“tax shelters” involves
purchases and sales of silver and put and call transactlons in the option
market. Neither of these activities would be limited by anything contained
in HR 10612, -

In fact, it is clear that no tax reform bill can ever hope to deal with the
complex tax problems which arise in actual practice and which inevitably
often involve generalized concepts such as the “reality” of a particular trans-
action -or its “business purpose”, issues which have been dealt with far more
effectively in the past by the judiciary than by legislation.

The question must be seriously asked why evenhanded, intelligent and thor-
ough administration of existing tax laws isn't a better solution to most tax
abuse situations than almost bi-annual attempts by Congress to close up alleged
tax loopholes.

For example, the prepaid interest problem with which Section 205 of HR
10612 proposes to deal appears to have been virtually eliminated by a change
in the Service’s ruling policy, coupled with aggressive audit and litigation
action by the Service; enactment of any provision comparable to Section 203
or HR 10812 was not necessary.

Similarly, court decisions favorable to the Government would appear to
have eliminated the need for any statutory provision comparable to Section
210(a) of HR 10612.

Discriminatory Provigions

In additlon to its complexity and lack of general consistency, we object to
the px(-jovlsions of Title I, II and III of HR 10612 on the following additional
grounds.

We belleve that these provisions represent a general bias against upper
middle-class individual investors and in favor of corporate enterprises. Most
of the so-called reforms proposed by HR 10812 apply solely to unincorporated
investors. As a result, the real impact of these provisions will not be upon
large accumulations of capital which can afford the flexibility of incorporat-
ing or taking other action designed to minimize the burdens of an income tax,
but will be imposed largely upon individual enterpreneurs having sufficient
income for discretionary savings and investment but possessing only moderate
capital. Under HR 10612 capital accumulation becomes the increasingly ex-
clusive privilege of corporate or tax-exempt institutions, rather than a gen-
erally available stepping-stone for individual economic and social mobility.

HR 10612 continues the current bias in the Code favoring investments in
-machinery and tangible personalty (as opposed to real estate) by extending
“the previous temporary increase in the investment credit, a tax preference
“which is not dealt with by any of the limitations proposed in HR 10812.
"Furthermore, the provisions of the Bill which clarify extension of the invest-
:ment credit to movies and TV films, in a manner intended to encourage their
iproduetion in the United States, may be contrasted with the lack of any credit
designed to encourage production of housing and commercial buildings in the
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United States, even though this is an industry which employs & far more sub-
stantial number of individuals and is one in which we probably currently
suffer the highest rate of unemployment.

We believe that HR 10612 would also increase the bias that currently exists
in the Code against long term investments such as real estate, and in favor
of shorter term investments, such as option trading in the stock market, by
increasing substantially the maximum effective capital gain rate without any
amelioration for the effects of inflation (which, in the case of long-term
holdings typical of real estate investments, has made many gains illusory in
terms of real purchasing power). The effect has been to tax capital, not any
real capital gain,

Finally, we believe that the proposals contained in HR 10612 evidence a
strong bias against borrowing which ultimately must favor taxpayers who do
not need to borrow over those with lesser resources. The bill contains multiple
limitations upon the deductibility of certain types of interest, particularly
so-called “non-business interest” and interest incurred in connection with the
construction of real property improvements. The provisions proposed in this
regard appear superficially simple, but on analysis they clearly involve an
extremely substantial increase in the complexity of the tax law, and the
difficulties faced in fairly administering the law.

In short, we favor reform of the tax laws, but true reform, which comes
to grips with basic problems in our income tax system, not simply an addi-
tional series of patchwork provisions which treat every industry differently,
and in effect creates a series of tax codes.

A PROPER APPROACH TO TAX PREFERENCES

We recognize some differences hoth in the nature of business and in the
social utility of various taX incentives designed to produce certain desired
national goals. Our nation has a long history of utilization of tariff duties
and excise taxes for this purpose. The more recent growing utilization of
income tax provisions for similar purposes (such as the deduction for per-
centage depletion, the investment credit, and the accelerated depreciation
deductions for expenditures incurred in the rehabilitation of low-income
housing) should, we believe, be limited to those situations in which Congress
has determined that the use of an income tax incentive does produce a
socially desirable result consistent with the cost to the nation in public reve-
nues and simplified administration of the tax laws. We believe that Code
Section 167(k) providing certain incentives for investment in the rehabili-
tation of qualifying low income housing satisfies such criteria.

Similarly, we believe that the long standing Congressional decision to grant
preferential rates of tax to gains realized on long term capital gains is sound
and should not be subject to direct or indirect erosion. Capifal transactions
generally differ from the realization of ordinary income in several ways.
Perhaps the most important from the standpoint of tax policy is the voluntary
nature of most capital transactions. The imposition of very high rates of tax
on capital transactions does not result in increased tax revenues; it simply
reduces the frequency of transactions, as sales tend to become limited to
involuntary situations in which taxpayers are forced to sell. Capital becomes
“locked in” to economically less eflicient investments, a result which is
clearly not desirable in a society based upon the notion of preserving and
expanding a healthy and relatively efficient free market economy substan-
tiallv based on private capital.

We might note that proposals for realizatlon of capital gain at death will
not cure the problem of investment “lock-in” during life. The life-time lock-in
results from the inabllity of the taxpayer te have sufficient net after-tax
proceeds to reinvest on a profitable hasis after the disposition of an asset
resulting in the payment of a very substantial tax.

In any event, we belleve that once Congress has established to its satis-
faction that the use of any particular income tax incentive does produce a
sncially desirable result consistent with its cost, such decision should not be
vitiated by additional Code provisions, inserted in the name of ‘“reform”,
which have as their sole goal the negation of such incentives.

We recognize that in any income tax system including tax incentives, objec-
tions may be raised that either such incentives are not justified or that they
are being abused by being utilized in ways not intended by Congress.



[

584

With respect to the first objection, Congress should, and it appears to us
frequently does (perhaps too frequently), review incentives. Adjustments
have been made periodically in the investment credit, the rates of depre-
clation on tangible personalty (although not with respect to real estate where
useful lives pursuant to Treasury guldelines remain at the inordinately
lengthy periods specified over 30 years ago) and recently in rates of percen-
tage depletion. The exemption for interest on tax-exempt bonds, the deduc-
tion for charitable contributions, the tax treatment of private foundations,
pension funds, and foreign income have all received extensive Congressional
attention in recent years.

Once Congress has determined the objectives to be sought in these areas,
and consclously chosen the tax treatment designéd to foster such objectives,
there would appear to be little merit in the resulting complaints of some
rembers that certajn_taxpayers are responding to the Congressionally-legis-
lated inducements by taking the action Congress intended, such as increasing
charitable contributions or investing in machinery, oil drilling or the reba-
bilitation of low income housing, and thereby becoming entitled to the tax
preferences Congress enacted in order to encourage such activity. If experi-
ence shows a particular incentive to be excessive or unnecessary, then it
should be reduced or eliminated-—not offset by a contrary “reform’” which
serves only to complicate the law, confuse the public and, in many instances
create substantial inequitles.

For example, enactment of the add-on minimum tax proposal contained in
HR 10612 would impose substantial additional taxes upon taxpuyers who have
previously invested in low-income housing projects in reliance upon the tax
inducements granted to such projects by Congress in 1969. While HR 10612
evidences an intention on the part of the House of Representatives to pre-
serve such inducement for the construction and rehabilitation of low-income
housing, as evidenced by the projected future effective dates for the appli-
cability of ILAL to such investments, there are no comparable exclusions from
the scope of the minimum tax. Epnactment of the minimum tax contained in
HR 10612, therefore, would immediately put an end to any future private
sector investment in low-income housing, despite any exception for such proj-
ects from the LAL provisions. Furthermore, imposing such a minimum tax
on projects which have already been built or rehabilitated would be grossly
unfair to taxpayers who made their investments in reliance upon the then
existing law.

On the other band, it is arguable that, whatever the social desirability of
any particular conduct, there is another important social goal in preventing
taxpayers from making such extensive use of tax incentives that little or no
income remains to be taxed.

Faor_this reason, we support the concept of an overall limitation on the use
of tax incentives where the aggregation of such incentives in any taxable
Year would otherwise result in little or no contribution by the taxpayer to
the public treasury. We believe that the basic parameters of such a limitation
should be similar to those set forth by the Treasury Department in 1969
(then referred to as LTP) and consisting essentially of the following:

1. an overall limitation on tax preferences equal vo a percentage of the
taxpayer’s income including preferences.

2. a carryover of unused preferences to future taxable years.

Such a system balances the maximum incentive effect of the preferences
enacted by Congress with the goal that every taxpayer will pay some tax,
every taxable year, with respect to his income undiluted by preferences.

We are aware that the Chairman of this Committee has expressed a tenta-
tive preference for an alternative minimum tax approach in lien of the add-
on minimum tax contained in HR 10612, We have also studied with interest
the suggestion of Secretary of the Treasury Simon for a modified minimum
taxable income (MTI) provision. While we believe that a limitation on tax
preferences is a simpler and more equitable approach to the problem posed
by the excessive use by individual taxpayers of tax preferences, we are
strongly of the opinion that an alternative minimum tax approach is far
more sensil'le than the minimum tax provisions contained in HR 10812,

We recognize objections will be raised to any LTP or alternative minimum
tax approach on the grounds that such proposals generally will not produce
revenue estimates comparable to those predicted by advocates of the add-on
minimum tax proposal contained in HR 10612, and than an alternative
minimum tax is arguably less progressive than an add-on minimum tax.
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With respect to the first argument, we believe that revenue gain is not the
objective to be sought in the enactment of a minimum tax. The objective
should be enhancing the equity of tha system by requiring each taxpayer to
pay some tax each year on his total income undiluted by preferences.

Secondly, the largest source of the revenue expected to be derived from the
minimum tax proposed in HR 100612 relates to the imposition of that tax on
long term capital gains, We believe that the current rate of federal income
tax on long term capital gains is excessive and socially counterproductive
when viewed In the context of increasing state and municipal tax burdens
on capital gains and the continuing inflationary nature of our economy. We
believe that the entire subject of the treatment of long term capital gains
deserves separate study and decision., An adjustment to remove inflationary
gains entirely from tax is probably overdue. In any event, effective rates of
tax on long term capital gains should not be increased through the back door
of the so-called minimum tax. Capital gains are subject to tax; the rate can
and should be set by Congress directly and there is no need to include any
portion of such gains as a preference item urder a minimum tax (note may
be taken that capital gain was excluded as a preference from the 1969 Treas-
ury Department LTP proposal).

Thirdly, we believe most revenue estimates in the minimum tax areas are
seriously deficlent since the estimates are based upon the unreal assumption
that taxpayer conduct will be unaffected by the tax. Imposition of an add-on
minimum tax will not produce revenue. It will simply reduce the activity in
those areas such as the rehabilitation of low income housing, which are
subject to the tax, many of which, presumably, are areas in which Congress
intended to increase taxpayer activity by enacting the preference.

Finally, with respect to the arguments concerning progressivity of the mini-
mum tax, we believe that progressivity is present under an LTP or alterna-
tive minimum tax approach. If desired by Congress, progressivity can be
increased under either approach by utilizing varying percentages of limitation
or tax depending upon total income levels,

Consequently, we believe that Secretary of the Treasury Simon'’s proposals,
embodied in his statement made to your Committee on March 17, represent,
in large part, worthwhile suggestions for improvements in our tax system.

In particular, we support his proposals to stimulate capital formation and
encourage savings, and to alleviate the existing burden resulting from the
imposition of tax on illusory “paper” gains caused by inflation, through the
enactment of a sliding-scale rate of tax on capital gains. We agree with him
that our tax system must be fair, and must enhance our economic growth,
We also support his proposals for estate tax reform by: (a) increasing the
amount of the estate tax exemption from $60,000 (the exemption level which
was established in 1942) in order to offset the ravages of inflation; and (b)
liberalizing the procedures for payment of estate tax on the death of a
principal owner of a small tusiness in order to make it easier (and in many
instances, possible) to continue family ownership of such a small venture
after the prineipal owner’s death.

On the other hand, we must reluctantly part company with Secretary
Simon with respect to certain details of his proposals for a minimum taxable
income (MTI) combined with LAL,

MTI, as proposed by Secretary Simon, is similar to the minimum tax con-
tained in HR 10612 to the extent that both provisions represent an indirect
increases in the maximum effective rate of tax on long-term capital gains.
For reasons which we have previously noted, we do not believe that any such
Increase is warranted.

We also believe that adding “excessive itemized deductions” to the MTI
base may be very inequitable to certain taxpayers having large involuutury
expenses during a particular year, such as major medical expenses, casualty
losses, or substantial state or local income taxes (which may relate to
income realized in a prior taxable year). The possibly punitive treatment of
such taxpayers appears particularly difficult to Justify when it is proposed
that a completely voluntary itemized deduction, namely the deduction for
charitable contributions, be excluded from the MTI base,

Of greater fmportance, we must differ with Secretary Simon both in his
support of the concept of the LAL approach and bis inclusion of real estate
construction-period interest and taxes among the deductions designated as
“artificial” losses.

69-460—76—pt. 2—8
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We note that Secretary Simon himself finds the application of LAL to oil
and gas investments to be “inappropriate and inefficient”. We feel that these
comments might be made with respect to the application of LAL to real
estate as well. Secretary Simon also stated that application of LAL to sports
franchises ‘is an unwarranted extension” of the concept. Since the “Code
contains no special tax benefits for sports franchises . . . abuses can be
dealt with adequately by the Internal Revenue Service.” We feel these com-
ments are also equally applicable to real estate, at least in so far as the
deduction for construction period interest and taxes 1s concerned.

Secretary Simon particularly stressed that the problem of securing adequate
capital investment in the ofl and gas industry “will be compounded if outside
investors, an Jmportant source of .capital, become disenchanted” by reason
of the tax “reforms” propored in HR 10812, At the same time, the Secretary
stated that application of LAL to real estate will “have no significant ad-
verse effect on new construction”. We must respectfully disagree., Dr. Ture's
analysis, a copy of which is annexed to this statement, indicates that, on the
contrary, by severely impairing the ability of the industry to attract private
--investment capital, LAL would have a tremendous impact on construction

activity.

The Deduction for Inmterest

The treatment of interest under the income tax law presents special difi-
culties.

Interest is usually defined as payment for the use of money. Distinguish-
ing interest from other payments has not generally been a problem presenting
great administrative difficulties. However, trying to categorize interest by
reference to the purpose for which the borrowed funds may be used has
historically been extremely difficult. Money is fungible; tracing the applica-
tion of borrowed funds with respect to which interest is paid is in many
instances well-nigh imposs"" ..

This point was made by he Securities and Exchange Commission in its
Accounting Series Release #163 (issued November 14, 1974) in which the
Commission “noted with concern an increase in the number of non-utility
companies changing their accounting method to a policy of capitalizing inter-
est cost.”

In this Accounting Release the Cominission observed: *. . . it is impossible
to follow cash once it has been invested in a firm. Even when a loan is made
for a designated purpose and secured by a lien on specific assets. it can be
arcued that capital made available for one purpose frees other capital for
other purposes, and it is therefore unrealistic to allocate the cost of any
particular financing to any particular asset. Thus, any allocation of capital
cost to particular assets is based on allocation decisions which are inherently
arbitrary.”

This point was acknowledged by Congress many years ago. A deduction
for interest was included in the Revenue Act of 1890 and in each succeeding
Revenue Act imposing an income tax through and including the Revenue Act
of 1913. In the Revenue Act of 1917, Congress introduced an exclusion to the
deductibility of all interest, by providing that there would be no deduction for
interest incurred for the purchase of tax-exempt obligations. In the debates
relating to the Revenue Act of 1918, 1924, and 1926, the House of Repre-
sentatives attempted to remove or limit this exclusion because of the difficulty
in administering it. In each case the exclusion was restored in Conference.

Section 23(b) of the Internal Revenue Code of 1939 retained the deduction
for all interest paid with the exception of interest on indebtedness incurred
or continued to purchase certain tax-exempt obligations.

In the 1942 Revenue Act, Congress added an exclusion for interest “on
indebnedness incurred or continued to purchase a single premium life insur-
ance contract”. The 1954 Code expanded this exclusion to include life insur-
ance, endowment or annuity contracts purchased either with a single premium
or through a plan involving systematic borrowing.

Generally, therefore, subject to two minor excluslons, interest was treated,
without any limitations, as a deductible item in determining net income snb-
ject to tax under every United States federal income tax statute from the
Revenue Act of 1890 to the Tax Reform Act of 1069,

In 1969, the House of Representatives, over the objections of the Treasury
Department, included in the 1969 Tax Reform Bill a provision placing a
$25,000 1imft on the current deductibility of so-called “excess investment in-
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terest”. At that time, the Secretary of the Treasury, in testimony before this
Committee, opposed the proposed limitation on the ground that the proposal
was discriminatory and In fact “fails to correct many of the problems in this
area . . . The only truly equitable solution would require tracing the interest
expense to the particular investment for which the funds were borrowed. We
are inclined to believe, however, that an attempt to trace investment interest
to the related investment would be administratively unworkable. Other alter-
natives do not appear to correct any substantial number of the actual abuses
and uniformly add extraordinary complexity.”

This Committee thereafter deleted the proposed limitation on investment in-
terest from the House bill, but the limitation was reintroduced in modified
form in Conference. -

In practice, since its introduction in 1969, this limitation has added extraor-
dinary complexity and administrative ditliculties to the Code. It Is seven
vears since the passage of the 1969 Tax Reform Act, but the Treasury still
has not promulgated final regulations with respect to this provision. The es-
‘sentially artificial definitions of “net lease” contained in the provision were
the subject of additional legislative amendments in the Revenue Act of 1971
and continue to plague taxpayers and tax collectors.

An example of the virtually unintelligible distinctions which accountants
and agents are asked to make in connection with this limitation may be
illustrated by the instructions to the Partnership Income Tax Return (Form
1065), published by the Internal Revenue Service, which contain the following
language: “A partnership cannot deduct interest expense it incurred on funds
borrowed to purchase or carry property held for investment. Although a
partnership can deduct all interest expense on funds it borrowed to purchase
or carry rental property subject to a net lease, each partner must take only
his distributive share into account in computing his investment interest
expense deduction limitation.”

Since “rental property subject to a net lease” is treated as an “investment”
under the investment interest limitations, the result of these confusing direc-
tions is that partnership tax returns throughout the United States differ in
their treatment of interest subject to the Section 163(d) limitation.

QOther problems resuit from the definition of the term “net lease” contained
in Section 163(d) (4) (A) (i). Under this definition a taxpayer may own two
essentially similar properties, one of which is treated as an “investment”
under Section 163(d), while the other constitutes a “trade or business’. 'IThe
interest relating to the first cannot be deducted against the income from the
second. We believe that all rental real estate should be treated as a trade or
business under Section 163(d) unless the property is held as a truly passive
investment. :

In any event, the problems involved in the administration, or lack of ad-
ministration, of the investment interest limitations have been amellorated by
the high $25,000 floor which must be exceeded before the provision becomes
operative. Sectlon 206 of HR 10612 would drastically reduce this floor (in
some cases to zero) by combining the limitation on “excess Investment in-
terest” with all “personal interest” &nd making the combipation subject to a
$12,000 limit, To further complicate the issue, Section 206 of HR 10812 pre-
serves a carryover of unused ‘excess investment interest” to future taxable
years, but provides no carryover for “personal interest” in excess of the
limitation.

This proposal deflnes the term “personal interest” to mean “interest on
indebtedness other than business interest and investment interest”, The pro-
vision defines “business interest” as “interest on indebtedness to purchase or
carry a trade or business or property held for use in & trade or business”
fmd states that ‘“interest shall be presumed to be personal interest unless it
is estlab!ished that it is business interest or investment interest, as the case
may he",

After nearly sixty years of litigation over what constitutes interest on
indebtedness to purchase or carry tax-exempt obligations, it requires no great
powers of clairvoyance to predict that distinguishing “personal interest” from
“lnvestmen.t interest” from “business interest” under the helpful definitions
contained in HR 10612 will produce an annuity for a whole new generation
of litigating tax lawyers and accountants.

Construction Interecst

A particular problem to the real estate industry is the inclusicn in HR
10612 of provisions treating interest and taxes incurred during a period of



588

construction of real property as a tax preference subject to the provisions
relating to limitations on so-called artificial accounting losses and also subject
to the minimum tax on individuals.

The sponsors of these provisions have made repeated statements to the
effect that interest paid during construction of real property is properly a gost
of construction, that under good accounting practice it should be capitalized
rather than deducted, and that proper reflection of a taxpayer’s income re-
quires that the deduction for such interest be matched against the subsequent

Nlncome to be produced from the property being constructed rather than de-

ducted against a taxpayer’s other income during the year in which such

interest is paid.
Despite the constant repetition of such statements, they are clearly incor-

rect.
The Securities and Exchange Commission, in Accounting Series Release

#163 (issued November 14, 1974) states:

“The conventional accounting model applicable to companies other than
public utilities has not traditionally treated the cost of capital as part of the
cost of an asset and, except for two specific industries [Savings and Loan
Associations; Retail Land Sales], no authoritative statement on this subject
presently exists. Interest cost on debt is generally treated as a period expense
of the period during which debt capital is used, while the cost of equity capital
is reflected neither in asset cost nor in the incomé statement.

* * . * * * *

For these reasons, interest cost has generally been reflected as an expense
of the period during which capital was used rather than associated with the

assets acquired by the use of the capital. . . .”
Interest paid on a loan incurred to construct a building fails to satisfy the

-basic text for identifying a capital expenditure under the income tax laws,

Payment of such interest adds nothing to the value of the building. A building
constructed entirely with equity funds is worth exactly as much as the same
building constructed entirely with borrowed funds. Iuterest paid on any such
borrowed funds represents the cost for using such funds, not the cost of the
building. Therefore, unless the Code is amended to impute taxable income to
taxpayers on non-currently income producing equity investments (a clearly
farfetched proposition), disallowing or penalizing the current deductibility of
such interest must discriminate against taxpayers who borrow more and in
favor of taxpayers who borrow less.

For example, compare the alternatives open to a taxpayer who needs $100
to construct a building. and who has a $100 certificate of deposit (CD) bear-
ing interest at 109 per annum, He has the option either to (1) cash in the
CD and invest the proceeds in the building; or (2) borrow $100, at 109%
interest, to build the building, and retain the CD.

If he takes the first alternative, cashes in the CD and puts up the cash for
construction, rather than borrowing, he has no interest deduetion, but, of
course, he no longer has $10 per year taxable income from the CD. The tax-
payer, in effect, avoids the $10 interest cost and has also reduced his taxable
fncome by $10, by eliminating this amount of income. The net result is the
same as if he had elected the second alternative, i.e., his taxable income is
the same as if he had retained the $100 CD, received the $10 interest income
therefrom, and at the same time paid interest of $10 on a loan of $100.

Current law properly treats the taxpayer in the same way whether he
chooses alternative 1 or alternative 2. Under the LAL and minimum tax
proposals contained in HR 10612, however, the taxpayer choosing alternative
2 may find that, although his interest income from the CD is currently taxed,
his deduction for interest paid on the borrowed funds is either postponed or
penalized, while a choice of alternative 1 would avoid these penalties.

-——=_Of course, in the real world, not every taxpayer has the ability to choose

between alternatives as drasti¢ as those given in the above example. However,
the example does clearly illustrate that the proposals in HR 10812 do result
in subjecting individual taxpayers who borrow more for construction pur-
poses to tax detriments which will not he borne to an equivalent degree by
thnse who borrow less. In addition, of course, the detriment to taxpayers who
ave forced to borrow will be greatest upon those having to pay the highest
rates of interest. The pronosals, therefore, discriminate most heavily against
those with the least equity capital. In cases where more equity capital is
available, the adverse impact of the proposals will be lessened since the-
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:amount of borrowing may be less and the rate of interest paid will probably
be lower.

The alternative argument, that even 1if construction period interest does

not represent a real capital expenditure deductibility of such interest should
nevertheless be postponed and matched against the income from the property
when, as and if realized, distorts income in the year in which the interest is
paid, since the interest is paid for the current use of money and should be
a charge against any current income earned during that year from any
source by the taxpayer. This is certainly the view underlying the Securities
and Fxchange Commission’s Accounting Series Release #1638 previously re-
ferred to.
_In addition, if, as has been suggested by some advocates of “reform"”, the
deduction for interest during construction were postponed until income was
generated by the particular property with respect to which the deduction was
incurred, severe discrimination would result against unprofitable or mar-
ginally-profitable investments. The more profitable the investment, the quicker
the deduction would be. In a break-even investment, the deduction would be
postponed indefinitely. It is difficult to think of a provision which would be
more apt to discourage risk-taking than one which would bave the result of
doubly penalizing a less-than-expected rate of return by disappointing the
investor both in terms of the hoped-for yield and denying the investor a
deduction for interest already paid.

It may be noted that the deduction of construction interest was not intro-
duced in the Internal Revenue Code as a speclial incentive for the construc-
tion of buildings. As previously pointed out, interest has generally been
deductible slnce the earliest Revenue Acts. Section 266 of the Internal Reve-
nue Code, which permits taxpayers to elect to capitalize interest, taxes and
other charges properly chargeable to capital account but otherwise deductible,
was introduced in the Revenue Act of 1942. The purpose of this provision
was not to grant any special tax incentive, but, as indicated by the Congres-
sional ‘debate accompanying its passage, its purpose was to permit social
security taxes paid with respect to labor to be capitalized in the same manner
as labor costs, rather than being required to be deducted, as would have been
the consequence under the Code prior to amendment.

Interestingly enough, the highly-publicized tax expenditure budgets intro-
duced bv Professor Stanley Surrey and now prepared annually for the Con-
gress pursuant to the Congressional Budget Act did not, prior to 1975, include
the expensing of construction period interest and taxes as a “tax expenditure”.

The truth of the matter is that for over half a century interest incurred by
taxpayers in connection with the construction of real estate improvements
has been treated as a current deduction without question and without any
notion that Congress was granting to the real estate industry any special tax
preference over and bevond the deduction for interest generally accorded to
all taxpayers since 1890. From 1890 to date Congress has never enacted any
limitation on the deductibility of interest incurred in a business.!

Within the last few years it has become fashionable to point to the deduc-
tion for interest in connection with the construction of real estate as a special
tax preference, as if it were in the nature of an investment credit or other
specinl allowance accorded only to certain taxpayers. In fact, interest is
generally deductible in the computation of net income derived from the con-
duct of a business or incurred in connection with a venture entered into for
profit. (For example, Section 278, added by the 1969 Tax Reform Act, required
capitalization of expenses incurred in planting and developing citrus and
almond groves.- The Regulations specifically excluded “expenditures attrib-
utable to real estate taxes or interest.” Regs. § 1.278-1(a) (1) (ii1)). So long
as thig is true, any special limitation, or add-on minimum tax, imposed on the
deductibility of interest incurred only in connection with construction of real
property must operate in a discriminatory manner and must in effect impose
a tax disincentive against suéh actlvity,

With respect to HR 10812 since both the LAL provisions and the minimum
tax provisions contained in that Bill can be avoided by corporations, the
enactment of such provision would most assuredly-result in the elimination
from the American economie scene of many small family building operations,
leaving the market to large corporate enterprises which in the past have

1Code Section 279, added by Congress in 1069, may agruably represent an exception
to this statement, but the purpose for its enactment and its extremely narrow scope
fndicate that it was not intended to affect the gencral deductability of business fnterest.
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operated less efficlently in this area. The ultimate result would not be in-
creased revenue for the United States government, but be increased rents to
be paid by American consumers.

Conclusion

The real estate industry is not a vast tax shelter mechanism. It is a major
gsector of the American economy, upon whose success millions of Americans
depend for wages, adequate housing, commercial facilities and livable cities
and neighborhoods.

The facts do not substantiate a need for the imposition of drastic changes
in the tax treatment of real estate, particularly of the nature contained in
HR 10612. The changes proposed in that Bill involve very pointed discrimi-
nation against real estate investment, and would certainly imperil the flow
of private capital into the industry as we know it. The end result of discour-
aging private capital investment in real estate will be a requirement for in-
creased government participation in areas such as housing and revitalization
of urban commercial facilities. Few would find this result attractive today;
fewer would belleve it possible.

Strong arguments can be made for the position that the housing and other
building mneeds of this country, as enunciated innumerable times by many
governmental agencies and commissions, require much more favorable tax
treatment than they presently receive. Real estate is a major employer of
labor in the United States, but was the only industry to which the Job Devel-
opment Investment Credit was not extended in 1971. Real estate currently
does not receive the benefit of ADR or even of the guideline life reductions
administratively promulgated in 1962, If we belleve in maintatning or
increasing private private sector capital involvement in this industry, we
cannot continue to make investment in real estate less and less desirabie when
compared with other opportunities for capital investment.

Finally, we must appreciate that there are no simple or easy answers to
the complex tax problems which we have discussed. It is incorrect to consider
as genuine tax “reform” any change which results in an inconsistent and
complicated statute, and which would give rise to overwhelming problems in
administration. True reform at this time would move in the direction of
increased clarity in the tax law and towards enactment of provisions having
uniform effect with respect to all taxpayers.

EcoNoMICc EFFECTS OF TAX CHANGER AFFECTING RFEATL ESTATE INVESTMENT—
THE RrFAL ESTATE TAX IMpacT MODEL

(Developed by Norman B. Ture, Inc., for The National Realty Committee, Inc.)

- SUMMARY
H.R. 10612

The Tax Reform Act of 1975, passed by the House of Representativea on
December 4, 1975, would have the following economic and tax revenune effects:

- EFFECTS OF TAX REFORM ACT OF 1975
|Dollar amounts in billions)

Change in real estate

Gross Employ- Change in
National ment Federal
Tax change Investment Product (090) revenues

1. Reduction of preference exemptions plus increase in
minimum tax rate —$2.R —$5.0 -125 —-3$1.2
g. {xl(l. recapture on residential property_. .. .- -—!.; -2.4 ~5g -.5
AL et . -1, -3.0 -74 -9
4. Interest dediction limitation —-. 4 -~.7 -17 -2
5. Combined effects__ ... ... ..o .. -6.3 -11.2 -280 -~2.8

Note: items may not add to combined effects due to rounding.



591

To estimate the economic effects of tax changes affecting real estate, it iIs
necessary first to describe, in quantitative terms, the response of real estate
investors and developers. To do s0,” we have developed an conomic model
which expresses the amount of real estate investment in relation to the cost
of capital invested in real property. This cost of capital is affected by various
tax provisions which are represented in the investment equation. Specifying
changes in one or more of these provisions permits estimation of the change
in the amount of investment. This change in investment affects employment
and GNP originating in the real estate sector; the magnitude of these effects
are estimated by reference to relationships among real estate investment,
GNP, and employment derived from the National Income Accounts. Based on
these estimates of the economic effects in the industry, changes in Federal
tax revenues are estinfated on the basis of the effective marginal rates of the
principal Federal taxes as derived from the National Income Accounts.

Tax changes aimed at curbing tax “loopholes” or “preferences” allegedly
enjoyed by persons investing in real estate increase the cost of investment and
lower the return on investment in real estate. Investors will react to such
changes by trying to raise rents and by reducing their real estate investments.
Since the proposed tax changes do not increase the demand for real property
services, buyers of these services are not willing to pay higher rents for any
given amount of real property services. The tax changes, therefore, result in
reduced investment in real estate projects. However, as the supply of real
property declines relative to the amount in the absence of the tax change,
the rent per unit riges. Adjustment to the tax change is complete when the
amount of real property supplied at some rental rate is equal to the amount
demanded at that rent.

This reduction in real estate investment may occur almost immediately, if
investors cancel some or all of their projects, or over a number of years, if
owners reduce their maintenance budgets and undertake a smaller volume of
new projects than otherwise. The model estimates the change in the stock
of real property when adjustment is complete, but does not attempt to dis-
tribute that change over time.

The economie characteristics of individuals investing in real property and
the types of properties in which such investments are made are highly diverse.
Representation in the model of all possible combinations of investors and
property clearly is impractical. This model, however, uses 18 classes of tax-
payers investing in real estate and three classes of property holdings: these
are assumed to represent the bulk of owners who would be affected by the
proposed tax changes and most of the property which would be involved. The
taxpayer classes comprise five levels of taxable income, three average
amounts of investment, and three levels of preference income.! The three
property classes are residential, commercial, and iudustrial. In order to an-
alyze the impact of the interest deduction limitation, principally affecting -
shopping center, investors in such properties are explicitly included among the
18 classes.® In addition, specific assumptions are made regarding construction
and holding periods, financing, and discount rate of each investor (with as-
sumptions for shopping centers noted where different) :

It is assumed that financing consists of a mortgage amortized over 25 years
(30 years for shopping centers) at 9 percent interest, starting at the end of
construction. A constant payment schedule with declining interest and increns-
ing amortization appears to be more in lMne with actnal practice than other
loan repayment patterns. An initial equity of 20 percent is specifled (15 per-
cent for shopping centers).

!'The taxpayer-investor clasges were darlved on the basia of data in the Internal
Revenue Service's Statistics of Income-—1972, Individual Income Tax Rc\l'm'mz.e t

?The interest deduction Iimftation restricts the amount of investment intereat s tnx-
payver may cl,alm to Investment income plus the excess, if any, of $12,000 per year leas
the taxpayer's personal interest. Net leases, a common arrangement for s opping cen-
ters, are considered investment for this purpose. It {3 estimated that 99 of nonresi-
dential property would be affected by this provisfon based on unpublished data from
the Treasury Department and from the F. W. Dodge divisfon of McGraw-Hill, Inc. Not
all shopping center investors would be affected, since some have sufficlent {nvestment
income and some do not have net lenses as defined by the tax code.
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A 9 percent discount rate is used.*
The preopening and construction period is assumed to be 2 years.
It is assumed that the developer expects to hold the property for 10 years

. after its completion before selling it.

Deductible preopening costs are taken as 10 percent of total investment.
Land costs are assumed to be equal to 20 percent of total cost (10 percent

for shopping centers).
The useful life of the property is taken to be 33 years (27 years for shop-

ping centers).
To simplify computation, it is assumed that rental income net of operating

.expenses (but before deducting interest and depreciation) and the investor’s

taxable fncome from other sources remain constant over the life of the
roperty.

b F‘i);ally, it is assumed that the investor sells his property after 10 years for
an amount equal to the present value of the after-tax cash flow he would
receive if he continued to hold the property.®

Of course, investors are not identical in terms of desired holding period,
discount rate, or any other varlable specified above. There appears to be no
reason, however, to expect large or systematic differences from one category
of investor to another with respect to these variables. Nor is there empirical
evidence on the correct value or distribution of values for these variables.
Therefore, one value, selected after investigation of the economic literature and
discussion with government and industry sources, is used for each variable for
all taxable income and property size classes.

These varlables are assembled in a set of investment equations, one for each
investor-taxpayer class, for which a computer program has been developed.
The program calculates the net income per dollar or project cost needed
annually by each investor class to undertake a residential or nonresidential
project, under existing tax provisions. A proposed change in the tax law is
analyzed to determine how it would affect any one or more of the terms in
the Investment equations. These changes are then fed into the computer to
determine the change in required net income. Weighted average changes for
residential and nonresidential property are computed separately, using as
weights the share of all property estimated to be held by each investor class.
The computer prints these welghted average changes for each tax alternative.

The percentage changes are then multiplied by the existing stocks of resi-
dential and nonresidential property to yleld estimates of the impact on real
estate investment. Estimates of existing stocks of these properties were ob-
tained from the Commerce Departments’ Bureau of Economic Analysis (BEA).

The change in Gross National Product originating in real estate is about
1.77 times the change in investment, based on data in Real Estate in the U.S.
Economy, a report prepared by Norman B. Ture, Inc. for the National Realty
Committee. The same source shows that approximately 44,600 jobs are lost
for each $1 billion reduction in real estate investment.

That volume also shows that labor and net capital income total about 70%
of real estate GNP. The marginal tax rate on each of those shares is approxi-
mately 33%, or .33 x .7 = 23.19, ot GNP according to IRS and BEA figures.
In addition, Indirect business taxes amount to about 1.9% of GNP. Net changes
in Federal tax revenues, therefore, total approximately 25% of the change in
real estate GNP, or 44% of the change in investment.

3 The discount rate {8 the factor which equates the value of a future sum to its value
in the present. Since a dollar to he received a vear hence is regarded an lesg valuable
than a dollar received today, while & dollar of outlay n year hence is less dear than
the same dollar outlay today, virtually all contractual arrangements which extend
through time involve the process of discounting future values to the present., The dis-
count rate appropriately used by any investor with respect to any given project reflects
hoth the rate of return he might expect to earn on an alternative inves ment and any
difference he gercelvos in the riskiness of the project under consideration compared
with that of the aiternatives available to him, The 9 percent discount rate used in the
model applies to the after-tax cash fow. A discount rate applied to pretax cash flow
would be higher depending on the Investor’s tax bracket.

4+ For shopplnf centers, income s assumed to equal one-third of its eventual level in
the first year following construction. two-thirds in the second year, and 100 percent
thereafter. No evidence as to the most realistic time pattern ‘of these variables is
available, Thig assumption could be relnxed without signi cnntl{ affecting the results,

5 Clearly, he would not willingly sel) for less, since he would then he better off by
retaining the pronerty, It Is assumed that market conditions prevent him from receiving
more than this minimum price.
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As passed by the House of Representatives, the Tax Reform Act of 1975
contains four provisions of particular concern to real estate investors. These
are: 1) Changes in the minimum tax. The exemption from preference items
would be lowered from $30,000 plus income tax due to a maximum of $20,000
with a further decrease of $1 for every $1 by which preferences exceed
$20,000, with no exclusion of ordinary income tax. Thus, the exemption would
disappear altogetber for taxpayers with $40,000 or more in preferences. In
addition, the list of preferences would be expanded and the minimum tax
rate raised from 10 to 14 percent. 2) Recapture of the excess of accelerated
depreciation over straight-line would apply fully to residential property, as it
now does to nonresidential, instead of declining 1 percent per month for each
month over 100 months that a property is held. 3) Limitation on artificial
losses (LAL). Property owners would no longer be able to deduct preopening
interest and taxes or the excess of accelerated over straight-line depreciation
unless they have sufficient real estate income to cover these expenses. Any
amount not deducted must be carried forward in a ‘“deferred deduction
account’ until real estate income rises sufficiently. 4) Interest deduction limi-
tations. Instead of the present virtually unlimited deduction for interest paid,
taxpnyers would be restricted to a total of $12,000 per year in personal in-
terest, and investment interest equalling invest income plus the excess if any,
of 312,000 over personal interest. -

The CHAIRMAN. Our next witness is John C. Hart, president,

/ National Association of Home Builders.

STATEMENT OF JOHN C. HART, PRESIDENT, NATIONAL ASSOCIA-
TION OF HOME BUILDERS, ACCOMPANIED BY LEONARD L.
SILVERSTEIN, TAX COUNSEL, AND CARL A. 8. COAN, JR., LEGIS-
LATIVE COUNSEL

Mr. Harr. Mr. Chairman and members of the committee:

My name is John C. Hart and I am a home builder from Indianap-
olis, Indiana. I am appearing before you today in my capacity as
president of the National Association of Home Builders. NAHB is
the trade association for the home building industry. Its membership
totals over 74.000 firms in 603 associations.

Accompanying me today are Leonard L. Silverstein, our tax
counsel, and Carl A. S. Coan, Jr. our legislative counsel.

The principal concern of our members is the maintenance of
level of housing production, including rental housing, adequate to
meet the national housing goal reaffirmed by Congress in 1968 of a_.
decent home and suitable living environment for every American
family. Over the past 2 years we have fallen far short of the rate of
production necessary to meet the target of 26 million housing units
to be constructed or rehabilitated during the decade 1968-78. The
principal factors in our failure to achieve that goal have been in-
flation, recession and extraordinarily high interest rates. This failure
is clearly illustrated by the fact that housing starts in 1975 fell to
1.17 million units, the lowest level in almost 30 years.

While housing construction activity has picked up somewhat since
the disastrous depths of last year, we stilY only expect total starts
this year to be about 1.4-1.5 million units. This is far below the
Nation’s needs. In it is multifamily construction that much of the
shortfall is occurring. Multifamily starts last year were only 208,300
units, the lowest since 1958 and no real improvement is in the offing.
Yet the national rental vacancy rate declined to 5.4 percent in the-
fourth quarter of 1975 and appears to be heading even lower, at
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the very time when a lot of young people forming families and
requiring rental units are coming on the market. This is not the
time to tinker with the provisions of the tax laws which are designed
to encourage the construction of multifamily housing. =~

The Federal income tax laws have had a major, positive impact
upon home building, particularly in providing incentives for raising
the equity capital necessary to construct rental housing. Such incen-
tives have operated during periods of normal economic conditions
to attract the outside equity capital necessary to finance the con-
struction of rental housing. Unlike other industries, only a few
builders can provide the capital necessary to sustain the production
of rental units at an adequate level. Tax incentives are thus neces-
sary in order to encourage capital formation for the construction
of housing.

Maintenance of existing Federal income tax incentives for the
construction of rental housing would clearly be consistent with the
overall goal of the administration to provide incentives to encour-
age capital formation. In the absence of these tax incentives, the
home building industry, in view of the risks involved in the nature
of rental housing, particularly for low and moderate income fam-
ilies, would be unable to compete against the other investment op-
portunities available. This would result in investors abandoning our
industry in favor of other types of investments with a higher return
and less risk. This will prevent the industry from constructing the
housing necessary to meet the Nation’s housing needs.

We believe that the policy of encouraging the construction of
necessary housing through the provision of Federal income tax in-
centives is one which Congress should continue in the national
interest. Accordingly, we strongly oppose enactment of any changes
in the present income tax laws which would seriously impede the
flow of capital into the construction of rental housing.

We are quite concerned that several provisions contained in H.R.
10612, the Tax Reform Act of 1975, as passed by the House last
vear would. if enacted in their present form, have a substantial.
adverse impact upon the constrnction of multifamilv housing. At
a time when the demand for housing is increasing, such result would
not only have a severe impact on our members but would be counter
productive to the overall national interest.

Before I give you my comm:nts on the House-passed bill and
other changes we would recommend to the tax code, T should like
to express our great appreciation to the Chairman of this committee
for passing last year the tax credit to purchasers of new homes.
Despite claims to the contrary, the credits’ opponents in the admin-
istration, our members feel the credit was most helpful to them in
reducing the large inventory of housing on hand last March.

Our principal concern with TLAT-is that it would unfairly dis-
criminate against rental housing. We are completely opposed to
LAL. It would strike at a major source of equity capital for rental
housing that is coming from outside the industry.

We believe a more appropriate method of assuring that nobody
escapes taxes is to impose a reasonable minimum tax. We fully sup-
port the efforts of the Chairman to provide such a minimum tax
and recomment that it be substituted for LAL.
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However, we urge rejection of the House provisions, eliminating
the regular income tax deduction for coinputing the minimum tax.

We also urge rejection of the inclusion, as an item of tax pref-
erence, of the amount of deductions for interest and taxes paid dur-
ing construction of real property. These deductions represent actual
business expenditures made and should be allowed to their full
extent.

We are strongly opposed to the House provision which would
impose a limitation on the amount of nonbusiness interest that an
individual could claim as a deduction in any taxable year especially
as this relates to the inclusion of interest on home mortgages. Interest
deduction has been allowed since the Internal Revenue Code was
initially enacted. We believe it is a justifiable one. We urge the
rejection of the House provision which excludes home mortgage
interest from it.

We urge the committee to reject amendments to 1250 increasing
the amount of recapture on residential housing.

We wholeheartedly support the House provision exempting from
taxation amounts received by homeowners' associations, condominium
;\Jssociations and cooperative housing corporations from their mem-

ers.

I should now like to turn to an area of great importance to the
home building industry. We appear to be coming out of the serious
housing slump that started in the summer of 1973. However, this -
past cycle was much worse than any dther experienced in the past
30 vears, dropping more precipitously and lasting longer than its
predecessors. ,

The principal cause of this cycle was the nonavailability of mort-
gage money and the high cost of that money that was available.
It started with severe disintermediation in the Nation’s thrift insti-
tutions, the principal suppliers of residential mortgage credit and
snowballed into a disaster. Something must be done to prevent the
recurrence of such a situation. We have three proposals to help us
which we believe deserve most serious consideration by the committee.

One would bring more money into the residential mortgage market
and protect the financial mortgage markets from disintermediation.
The first would provide a tax cut in connection with the Financial
Institutions Act passed by the Senate. It would encourage banks,
lenders, life insurance companies to invest more funds in residential
mortgages.

I commend to your attention the attachment to our full statement
setting out our specific views on the credit and how be believe it
should function.

The second would require pension funds to invest at least 20
percent of their assets in residential mortgages in order to retain
their present exemption from taxation. Pension funds have over $250
hillion in assets, but less th: .1 2 percent of the assets of the private
funds are invested in the res.dential mortgages. We believe that this
is inexcusable, that these repositories of peoples’ savings are being
used primarily to speculate in the stock market and are ignoring the
housing needs.

The third would give the small saver a tax break on the interest
earned on his savings. It would also cncourage him to keep his
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savings in a bank or thrift institution during times of tight money
when higher yiclds appear. Such a provision should help moderate
considerably the periods of disintermediation which have become
more frequent in recent years. .

We propose that the first $1,000 on the interest earned be exempt
fll';)m taxation or, in the alternative, & tax credit of up to $250 be
allowed.

I appreciate the opportunity to appear before you today to present
our views with respect to tax reform. As is evident, the income tax
laws have a major effect on the home building industry, particularly
the construction of multifamily housing. Accordingly, we urge no
action be taken to change the laws in matters that have an adverse
effect upon the flow of outside equity capital into our industry.

We also urge serious consideration be given to approving the three
proposals designed to assure greater stability in the residential
mortgage market. These proposals to enact a mortgage interest tax
credit, to require a 20 percent minimum investment in residential
mortgages by pension funds, and to encourage savings by the small
saver are essential if we are to avoid repetition of the disastrous
housing cycle from which we are just recovering.

I want to thank you for allowing us to shift position today while
we testified over on the House side.

The CHAIRMAN. So many of you are familiar faces to me, like
Mr. Silverstein who has been before us many times to help advise on
tax matters. I want to help the real estate industry and the home
builders to do what they are trying to do in the national interest.
but I am not sure I am going to be able to do you much good unless
you people help yourselves. B

You made an impressive statement, but prior to the time you got
here we had some other impressive statements that referred to a
study by Dr. Norman B. Ture. His study etimates that if enacted,
H. R. 10612 would result in a $6.3 billion drop in real estate invest-
ment, which in turn would cause $1.2 billion loss in real estate gross
national product and a 280,000 increase in real estate unemployment.
principally in the construction trades. In contrast, the House Wavs
and Means Committee estimates $1.2 billion gained in revenue in
this bill. Dr. Ture predicts a net annual loss of revenue from $2.8
billion from the real estate industry alone. A summary of his studv
is attached to their statement. I suggest you get a copy of that and
make it available to your members,

To the extent that Senators go home during this Easter recess..
you ought to see if you can get your people together with those
who build the shopping centers and those associated with these other
witnesses and make them acquainted with that study.

I am going to give Dr. Ture’s statement the attention it deserves.
I am going to try to get the Treasury to take everything that Dr.
Ture ran through his computers and run it through theirs. I am
going to try to get the Joint Tax Committee staff to do the same
thing and perhaps analyze the secondary and tertiary effect which
causes people to quit making investments and causes them to do
something else with their money.

If your people will undertake to see to it that every Senator hears
the kind of testimony I have heard here today including what you
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have said, I predict with confidence this Congress is not goinf to do
the kind of mischief to this Nation’s economy that could result from

~that House-passed bill. I am frank to tell you that you people need to
get your message across to others.

At the moment, you are talking to only one Senator. I was con-
vinced you were right before you got here, frankly. As I said before,
in some respects, wghile you have made a magnificent statement and
it is there for the record, most people will not have read it and
when the debate comes up they will not have heard what you and
these other witnesses have said. You just ought to make it a point
to see to it that when they come home you have a committee talk
to them. Half the time they are too busy with other things to talk
to you, but they will talk to their own constituents if you have a
committee of realtors and real estate agents and builders of shopping
centers in their own hometown waiting for them when they get
there. If your people take full advantage of the right the Constitu-
tion gives you to petition Congress for redress of grivances, m
guess is that the Congress will treat you fairly and that they will
pass laws that will assure that the people who are making money
pay a fair amount of taxes—but at the same time the Congress will
refuse to accept this invitation to destroy this Nation’s economy
in the name of tax uniformity.

Mr. Harr. Senator, I just completed six grassroots meetings around
the country where we met with builders who never have the oppor-
tunity to come into Washington. We were asked at each of those
meetings to set up a meeting this spring in Washington at the time
of our spring board meeting. We will have a political education
seminar. If you are available on Sunday afternoon, May 23, when
we reconvene, I would like you to come over to address the 1,200
or 1,500 people who will be there. We are going to go to the Hill the
next day. We know that businessmen, in order to survive, about 85
percent of our builders build 15 homes or less a year. But they are
all becoming dominated by the Government. We know how to
survive., We just have to get active and take a more active role and
educate ourselyes on the problems.

The Cramrman. I have made many mistakes in life, usually be-
cause I did not know better. I would hope I will be forgiven those.

In fact, I hope I will be forgiven all my mistakes, but those that

are the sadedst are those I made because I did not know better. The
same thing is true with the average Member of the Senate or House
of Representatives,

For the time being, I think as far as the real estate industry is
concerned, the first objective is going to be to get the attention of
the Members of the Senate and explain to them what the facts are.
If that Ture study is correct, it would be an absolute crime for
Congress to pass what the House of Representatives sent us in the
name of tax reform as it applies to the real estate industry.

If the Secretary of the Treasury says he will cooperate, we will
have them check out Dr. Ture’s figures and have the joint com-
mittee check them out, aund we may have to call some neutral people
to add their views.

Mr. Harr. We would be glad to give you a study we have that
shows the man-hours aud dollar contribution. Every dollar of con-

«
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struction that is put into a local community is there for life, and
the average property tax is about 314 percent of true value. The
reasons these mayors were all up here last week asking for more
revenue sharing, when the housing starts drop, their revenue

dro&)‘ﬁed, too.
[The study referred to above follows:]

" ESTIMATED MAN-YEARS OF WORK REQUIREMENTS AND WAGES PAID FOR CONSTRUCTION OF A SINGLE
FAMILY HOUSE

Man-year !

requirements Wages ¢

AN INduStrieS. . oo eee o icieceiiiccccceciccccaccenecraancaccemacnanan 1.853 $23,918
CONSEPUCHION. o e ieeieeamecarenennceceacnaacnccrorcancessonmseasanamenns .714 10, 667
(0] T R . 585 8, 889
Offsite........ e ecmemeenteemnmmeeamoemeesesoreemememeeamceeenee .19 1,778
Other indUstrios . ... .o aiiaeicaacaccamccacaamacacacamamneen .867 9, 187
Manufacturing. .o iiiiiiieiciiciceaceae. .476 4,779
Wholesale trade, transportation, and services. .. ... ... ...o.i.oneoaaa.. .238 2,475
Mining and all others. .. ... .o iiaieiiiaaans . !53 1,933
Land development. . coen o ceiiiiiceciceceereemnenaan 272 4:0(—55

12,000 man-hours=1 man-year. . o "

? The wages and man-years shown in this table include wages paid with fringe benefits and man-years utilized directly
for construction of the unit, as well as for labor which goes into producing materials, development of land, and other con-
nected services such as: marketing, engineering, financing, etc.

Source: Bureau of Labor Statistics, U.S. Department of Labor, (1) man-year requirements derived from study entitled
‘‘Labor and Material Requirements for Construction of Private Single Famll{ Houses,”" Bulletin 1175, p, 11, table 1, (2)
February 1976 wages from ‘‘Employment and Earnings,'’ March 1976, pp. 88-1C0, table C-2; data compilation and analysas
by NAHB Economics Department.

Selected average malerial usage in single-family homes

Per 1,000
units

Board feet of lumber_ .. . . e 10, 700, 000
Square yards of carpeting_ . .. eiacano- 66, 000
Square feet of softwood, plywood. .. ..o aoo_. 5, 500, 000
BricKs. oo e 5, 000, 000
Pounds of cement .. .o e —e——— e 2, 200, 000
Gallons of paint. .. e —n 23, 000
Tons of steel. e e e e mmem e —m————— 2, 000
Water Closets. - o oo e e e e e —————— e 1, 860
Bathtubs, shower enclosures. - . . . .o mccceemmeaa 1,610
Furnace or other central heating unit. . ____ . _________._. 870
Square feet of ceramic tile_____________________________________ 220, 000
Square feet of asphalt roofing shingles_ .. _ ... ___.._____._. 1, 400, 000
Square feet wall and ceiling insulation. .. ... ... __.. 2, 400, 000
Convenience outlets_ . .. o o e 34, 000
Electrical switches. - o e e e 15, 000
Garbage disposals. . . _ . .o ceemeemaa 620
Exhaust fans. .o e e————— 900
Central air-conditioners. . . __ __ e 970
Lineal feet of cabinets - _ . . . eeemanaa 28, 000
Complete Windows. ... - e 14, 000
Square feet of gypsum board products. ... ..o .__.... 5, 900, 000
B0 1 Te3 o T 22, 000
Garage doors:

] AT e mcmcmeceeemeameemcmemmee———————— 180

2 OB e e e e e e e e e e mcemcmececm————m————— 570

fource: NAAB Economic Department, Mar. 1976,
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" The CuAmrMAN. I might accept your invitation. By then, from
what we know, if your people go and talk to their Senators, it might

be more meaningful.
Mr. Hart. We think it would be wonderful. Thank you very much.
[The prepared statement of Mr. Hart follows:]

STATEMENT OF THE NATIONAL ASSOCIATION OF HOME BUILDERS

Mr. Chairman and Members of the Committee: My name is John C. Hart
and 1 am a home builder from Indianapolis, Indiana. I am appearing before
you today in my capacity as President of the National Association of Home
Builders, NAHB is the trade association for the home building industry. Its
membership totals over 74,000 firms in G03 associations.

Accompanying me today are Leonard L. Silverstein, our Tax Counsel, and
A. 8. Coan, Jr., our Legislative Counsel.

The principal concern of our members is the maintenance of a level of
housing production, including rental housing, adequate to meet the national
housing goal reaffirmed by Congress in 1968 of “a decent home and suitable
living environment for every American family”. Over the past two years we
have fallen far short of the rate of production necessary to meet the target of
26 million housing units to be constructed or rehabilitated during the decade
1968-1978.The principal fa-tors in our failure to achieve that goal have been
inflation, recession and extraordinarily high interest rates. This fallure is
clearly illustrated by the fact that housing starts in 1975 fell to 1.7 million
units, the lowest level in almost 30 years.

While housing construction activity bhas plcked up somewhat since the dis-
astrous depths of last year, we still only expect total starts this year to be
about 1.4-1.5 milllon units. This is far below the nation’s needs. It is in
multifamily construction that much of the shortfall is occurring. Multifamily
starts last year were only 268,300 units, the lowest since 1958 and no real
improvement is in the ofing. Yet the pational rental vacancy rate declined to
54% in the fourth quarter of 1975 and appears to be heading even lower, at
the very time when a lot of young people forming families and requiring
rental units are coming on the marcket. This is not the time to tinker with
the provisions of the tax laws which are designed to encourage the construc-
tion of multifamily housing.

The Federal income tax laws have had a major positive impact upon home
building, particularly in providing incentives for raising the equlty capital
necessary to construct renta! housing:. Such incentives have operated during
periods of normal economic conditions to attract the outside equity capital
necessary to finance the construction of rental housing. Unlike other industries,
only a few builders can provode the capital necessary to sustain the produc-
tion of rental units at an adequate level. Tax incentives are thus necessary in
order to encourage capital formation for the construction of housing.

Maintenance of existing Federal income tax incentives for the construction
of rental housing would clearly be consistent with the overall goal of the
Administration to provide incentives to encourage capital formation. In the
absence of these tax incentives, the home building industry, in view of the
risks involved in the nature of rental housing, particularly for low and mod-
erate income famillies, would be unable to compete against the other invest-
ment opportunities available. This would result in investors abandoning our
industry in favor of other types of investments with a higher return and less
risk. This will prevent the industry from constructing the housing necessary
to meet the nation’s housing needs.

We belleve that the policy of encouraging the construction of uecessary
housing through the provision of Federal income tax incentives is one which
Congress should continue in the national interest. Accordingly, we strongly
oppose enactment of any changes in the present income tax laws which would
seriously impede the flow of capital into the construction of rental housing.

We are quite concerned that several provisions contained in H.R. 10612,
the “Tax Reform Act of 1975, as passed by the House last year would, if
enacted in their present form, have a subatantial, adverse impact upon the
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construction of multifamily housing. At a time when the demand for housing
is increasing, such result would not only have a severe impact on our members
but would be counter productive to the overall national interest. In light of
* the extremely unfavorable economic conditions which have existed for the last
several years, enactment of significant changes in the Federal income tax laws
adversely affecting the flow of outside equity capital into our industry would
deal a critical blow to our ability to meet the nation’s housing needs.

I would like now to comment upon several of the specific provisions in the
House-passed Bill which would, in our judgment, adversely affect our industry.
These provisions are as follows:

Limitation on Artificial Losses (“LAL”)—We strongly oppose the adoption -
of the “LAL"” proposal which would limit the full deduction during a taxable
vears of accelerated depreciation on, and mortgage interest and real property
taxes incurred in the construction of, residential rental property and other
real estate. The “LAL’ proposal unfairly discriminates against real estate.
While we recognize that there may have been tax abuses in certain situa-
tions, we believe that the overkill approach of LAL is an inappropriate solu-
tion. This approach would severely limit the flow of outside equity capital
into rental housing and thereby deprive our members of the capital required
to construct such housing. While the aggregation approach adopted by the
House is more moderate than some original LAL proposals, we are heavily
dependent on equity capital investment from outside the industry and aggre-
gation will not alleviate that problem.

It is our judgment that rather than LAL the more appropriate method of
assuring that all persons pay their fair share of tax wounld be to impose a
reasonable minimum tax. NAHB has consistently maintained that every per-
son should bear his fair share of Federal income taxation and that the mini-
mum tax is the appropriate mechanism to effect such equity. We fully support
vour efforts, Mr. Chairman, in reaching this desired objective. Accordingly, we
strongly recommend that this Committee reject the “LAL” proposal and in-
stead concentrate on the minimum tax as the mechanism to achieve the goal
of assuring that everyone pays some reasonable proportion of his income in
taxes while still preserving desirable tax incentives.

Minimum Taz for Individuals—Consistent with the foregoing, we would
not object to a reasonable increase in the rate of minimum tax provided in
Sectlon 56 of the Code. The House Bill provides for an increase in the rate of
minimum tax from 10 to 149, which we would support. However, we urge
rejection of any attempt to effect a further increase in the minimum tax rate.

We believe that the legislative history of the Tax Reform Act of 1969
makes it clear that the minimum tax was intended to result in the payment
of a minimum tax by those persons who would not otherwise be paying in-
come tax under existing rules. However, it was clearly not intended to be
applicable to those taxpayers who were paying a substantial amount of regu-
lar income tax. Accordingly, we oppose the provision in the House Bill elimi-
nating the deduction for regular income taxes paid in computing the minimum
tax, and the corresponding carryover-of regular income taxes. This provision,
it adopted, would convert the minimum tax to a penalty tax on preferences,
rezardless of the amount of regular income taxes pald, which is inconsistent
with the concept of a minimum tax.

In addition, we strongly oppose the inclusion, as an item of tax preference,
of the amount of deductions for interest and taxes paid during construction of
real property to the extent not subject to the LAL proposal. These deductions
represent actual business expenditures made and should be allowed to their
fnll extent. To subject them to inclusion in any list of tax preferences is
analogous to saying that you can deduct only a certain portion of your actual
business expenditures for such items as the light bill or office supplies. We
urge the Committee to reject such an absurd result.

Limitation on Non-Business Interest Deduotion.—We strongly oppose the
provision in the House Bill to impose a limitation on the amount of non-

business interest that an {ndividual could claimm as a deduction in any taxable -~

year. We are particularly concerned about the inclusion of interest on home
mortgages in thig category of “personal interest”. The full deduction of
interest paid on home mortgages has been in the Code since the beginning
and it has been one of the major contrihutors to the fact that over 609% of
American families own their home. The proposal would require that interest
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on home mortgages be taken together with interest on other personal loans
(e.g., automobile, education and home appliance loans) and, a $12,000 limitation
be imposed on the total deduction, with the excess not deductible in any
subsequent year. In light of the rampant inflation of the past few years and
the existing high interest rates on home mortgages, interest paid on home
mortgages, when added together with interest paid on other personal loans,
could result in many middle income taxpayers approaching or exceeding the
812,000 level. We are even more concerned with the possible future implca-
tions of imposing such a limit and then subjecting it to plecemeal reductions
in future years, thereby raising the cost of home ownership. With multifamily
housing already in dire straits, this is not the tinme to attack home ownership
also.

Moreover, such a proposal would have an adverse effect on our members as
a result of making the amount of investment interest deductible in a taxable
year dependent upon the a mount of the taxpayer's personal interest. For
example, a builder may find that interest paid on his own home mortgage and
other personal loans will severely limit the amount of the current deduction
for interest paid on investment property such as unimproved land held for
possible future development in his home building business. This could sig-
nificantly affect the flexibility needed, by builders to plan for the future.

For these reasons, NAHB strongly opposes enactment of the proposed limi-
tation on the deduction of non-business interest and instead urges the re-
tention of the rules in section 163(d) of the Code which are limited to invest-
ment interest. If, however, this cannot be accomplished, we urge adoption of
an exclusion from the categorv of personal interest for interest paid on home
mortgages.

Extension and Amendment of Section 167(k)—We urge the prompt exten-
sion of section 167(k) providing for a five-year amortization of rehabilitation
expeditures incurred with respect to low-income rental housing. This provision
expired on December 31, 1976 and the failure to take action since that date
has created substantial uncertainty as to the continued viability of rehabili-
tation as a means of providing housing for families of low and moderate
income. We urge immediate enactment of a minimum one-year extension, even
before the Committee acts on major tax legislation.

We then urge that the Committee give serious consideration to making the
provision permanent. It was originally cnacted for a five-year term on an
experimental basis. We belleve that it has achieved its purpose in encourag-
ing rehabilitation that would not otherwise have occurred.

We also support the provision in the House Bill to increase from $15,000
to $20,000 the dollar limitation on the aggregate amount of rehabilitation
expenditures with respect to any dwelling unit which may qualify for the
r:'mid lagxggrtizatlon. This recognizes the substantial inflation that has occurred
since .

Moreover, we urge that section 1687(k) be amended so as to be made spe-
cifically applicable with respect to a project where substantially all of the
units are held for occupancy by families or individuals eligible to receive
subsidies under Section 8 of the Housing Act of 1937, or state or local pro-
grams authorizing similar levels of subsidy. Section 8 is the principal Federal
housing assistance program presently utilized by the Department of Housing
and Urban Development and it is essential that buildings under Section 8 (or
provisions of state or local law authorizing similar levels of subsidy) be
specifically covered under section 167(k) in order to provide the tax incentive
to rehabilitation of low-income housing which Congress sought to provide in
enacting section 167(k) in 1969.

Depreciation Recapture—We oppose the provision in the House Bill which
would amend section 1250 to increase the amount of depreciation recapture
freated as ordinary income on the sale or other disposition of residential
housing, including subsidized housing. Such an action wounld apply rules to
real property which are substantially similar to those applicable to depreci-
ation recapture with respect to personal property. This ignores the special
nature of real property which Congress recognized when it enacted section
1250 in 1964, i.e, that the impact of price level changes in real estate is often
far more severe than that which occurs with respect to personal property.

Asserted gains which occur with respect to realty held for a considerable
period of time often represent mere changes in price levels, rather than a real

69-460—70—pt. 2——9
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economic gain which might justify recapture of previously granted deductlions.
This is particularly true in times like the present which are characterized by
rapid inflation. Moreover, unlike personal property, real property does not
qualify for the investment tax credit provided for by section 38 of the Code.

Furthermore, these changes would in essence sharply reduce the present
incentives to invest in rental housing by removing entirely the distinction
between nonsubsidized housing and nonresidetial real estate. At a time when

—_multifamily construction is at such a low ebb, such an action would be like

driving another nail in the coffin,

We therefore urge retentlon of the existing provisions of section 1250 and
recommend that two amendments be- made with respect thereto. One is to
make permanent the provisions of section 1250(a) (1) (C) (ii) covering low-
income housing. This provision, which expired on December 31, 1975, has
proven its worth just as has 167(k) and is needed to encourage builders and
investors to take the much greater risks inherent in low and moderate income
housing. The second amendment would be to expand the category of low and
moderate income housing covered by 1250(a) (1) (C) (ii) to include projects
which qualify under Section 8 or provisions of state or local law authorizing
similar levels of subsidy.

Tax Ezemption for Condominium and Homeowners' Associations—We urge
enactment of the provision in the House Bill respecting the tax treatment of
amounts received by a homeowners’ association, a condominium housing asso-
ciation or cooperative housing corporation from its members. These organi-
zations are formed and are operated for the maintenance of common facilities
in condominium, townhouse and planned unit developments and clearly qualify
for the tax-exempt status. The Internal Revenue Service, however, by rulings
in 1974 denied such status, which represented a change in its previous posi-
tion. The result is that such associations are subject to current taxation on
amounts set aside for future capital improvements, exterior maintenance and
replacement of common facilities. Imposition of such taxation is unsvarranted
and wilt adversely affect the financial structure and continued operation of
these associations. Moreover, in view of the uncertainty created for several
thousand associations by reason of the change in IRS position in 1974, we
urge retention of the December 31, 1973 effective date for the provision in
the House Bill,

Capital Gains—We have no objection to the House provision extending
the holding period from six months to one year for qualification for long-term
capital gains and losses. However, we urge that the Committee adopt a pro-
posal to provide for an increase in the amount of capital gains excluded from
taxation for assets held for long periods. For example, if a taxpayer sold a
parcel of real estate held for twenty years, the taxpayer would be entitled to
exclude from taxation a larger portion of the capital gain than the 50 percent
evclusion under existing law. A similar provision was included in the Tax
Reform Bill approved by the House Ways and Means Committee in 1974 and
we urge that this Committee include such a provision in the current bill.

Neduction of Expenses for Vacation Homes—We oppose adoption of pro-
vision imposing a limitation on the amount of deductions for expenses with
resrect to a vacation home which is used by the taxpayer for personal pur-
poses during some portion of the taxable yvear. We believe that this pronosal
is too restrictive in application and that the more appropriate rule would be
to allow a deduction for a portion of each expense, otherwise incurred in a
trade or business or for the production of income, attributab'e to the nortinn
of the use of the residence for business purposes, even if the total of such
alloeation exceeds the gross income derived from the business. Limitation of
the dednetibility of such expenses to the amount of gross income fails to
reflect the fact that persons owning such residences are engaged in the con-
duct of a trade or business for the production of income, regardless of the
pn_rﬂnn of personal use of such property, and such provision unfairlv dis-
criminates against such persons in relation to persons engaged in other forms
of incnme-nroducing activity.

Erclusion of Gain from Sale of Residence.—We urge inclusinn in the Bill
of a provision expanding the exclusion from gross income provided in section
121 of the Code for all or part of the amnunt of gain from the sale of the
taxpayer's residence. Under sectinn 121, an exclusion from gross income of
all or part of the capital gain of the sale of a residence is avallable only to
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a taxpayer over 65 who has used the property as his principal residence for
five or more out of the preceding eight years. The House Ways and Means
Committee approved a provision as part of the Tax Reform Bill of 1974
which would have extended the exclusion to all taxpayers, regardless of age,
and would have increased the amount of the exclusion from $20,000 to $35,000.
We support this proposal as a means of increasing the attraction of home
ownership.

Trcafmpcnt of FNMA Commitment Fees and Similar Expenses Paid with
Respect to Federal and State Houging Programs.—We urge consideration by
the Committce of an amendment to the Code which would eliminate the
problem created by recent IRS rulings respecting the tax treatment of com-
mitment fees and other related payments made in conmnection with Federal
or state assisted housing programs. The IRS has ruled- that the FNMA com-
mitment fee paid with respect to a Section 236 project constituted interest
which was deductible over the entire period of the 40-year loan, and not
merely over the period of construction. The Service position was based on an
unfounded analysis of the financing of a Section 236 project as involving
“one loan”. We believe that this analysis fails to properly categorize the fact
that two separate loans, for construction and then for permanent financing,
are obtained for Section 2306 projects as well as for other types of multi-
family projects. A similar result was reached by the IRS with respect to fees
paid to a state housing agency. We urge that the Committee add to the bill
an amendment which provides that FNMA commitment fees, financing fees
and other similar expenditures incurred svith respect to Federal or state
housing projects should be deductible ratably over the period of construction.
This is the more appropriate characterization of such expenditures as related
to the construction period.

Investment Account for Dealers in Real Estate—\We urge that considera-
tion be given to the adoption of a provision authorizing the creation of an
investment account for dealers in real estate. Unlike persons who deal in
securities, persons who engage in the real estate and home building business
have no statutory provision (similar to that provided in section 1236 of the
Code for dealers in securities) authorizing the segregation of real estate as
investment property and the treatment of the gain realized on the subsequent
disposition thereof as a capital gain. As a result, the availability of capital
gains and the sale of real estate has been the subject of hundreds of judlcial
decisions which in total create substantial uncertainty as to the tax treatment
of real estate acquired for investment rather than for development.

The purpose of such a provision would be to eliminate the uncertairty and
avoid unnecessary litigation by providing an express statutory rule which, if
siatisfled, would permit an electing home builder or other dealer in real estate
to acquire real estate for investment and thereafter dispose of such property
with clear assurance of treatment of the gain thereon as a capital gain. In
order to insure that the provision would be applicable only to real estate held
for investment purposes, the property would qualify for capital gains trent-
ment only if, within thirty days after acquisition, the taxpaver elected to
identify the real property as property held for investment: the manner of
such jdentification could be prescribed by the Secretary. Moreover, the tax-
payer would have to refrain from improving the property by expenditures of
not more than some minimal percent of the market value thereof and would
have to hold the property for a certain minimal period.

The concent of an investment account i: presently provided in section 1226
of the Code in the case of dealers in securities. We believe that home builders
?nd dealers in real estate should be entitled to the same certainty of tax
reatment.

TAX INCENTIVES TO ASSURE A MORE STABLE SUPPLY OF RESIDENTIAL MORTGAGE
FUNDS

T should like now to turn to an area of great importance to the home
building industry. As I have mentioned earlier, we appear to be gradually
coming out of the serious housing slump that started in the summer of 1973
and at its depths reached the lowest production level since World War IIL
One more housing cycle therehy seems to be ending. Iowever. this past evele
was much worse than any other experienced in the past 30 Yyears, dropping
more precipitously and lasting longer than its predecessors.
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The principal cause of this cycle was the non-availabllity of mortgage
money and the high cost of that money that was available. It started with
severe disintermediation in the nation’s thrift institutions, the principal sup-
rliers of residential mortgage credit, and snowballed into a disaster. At one
time in the course of the shortage of funds, home mortgage interest rates
were at the 109, level, multifamily mortgage interest rates were above 119,
and construction money was rarely available for less than 16%. Many build-
ers went bankrupt and most people, whether buyers or renters, found them-
selves priced out of the new housing market at a time when we are experi-
encing the highest demand for new housing in our nation’s history.

Something must be done to prevent the recurrence of such a situation.
There have been many proposals made within and without the Congress to
deal with the situation. In December, the Senate passed the Financial Insti-
tutions Act of 1976; in the House the Financial Reform Act of 19768 is now
pending before the Banking Committee. In fact, we testified on the FRA
before the Banking Committee earlier today. These bills propose significant
changes in the structure of the nation’s financial institutions, with the prime
goal being to expand the powers of the thrift institutions so as to give them
a broader deposit base and thus make them presumably better able to deal
with threatened disintermediation.

NAHB has strongly opposed these financial restructuring proposals on the
basic premise that, while we were perbaps making thrift institutions better
able to withstand disintermediation, it would be done at the expense of
housing. The proposals would result in a decrease in the investment in
housing mortgages by thrift institutions, without any assurances that this
loss would be made up through some other sources. Even in the depths of the
recent housing depression, 1974, close to 80% of the single-family, conven-
tionally financed home mortgages were made by savings and loans and mutual
savings banks. We cannot afford as a nation to dilute such a mainstay for
meeting the nation’s housing needs without taking other actions to offset any

such dilution.

Mortgage Interest Tax Credit

The implementation of the Senate-passed bill is premised upon enactment
of the mortgage interest tax credit. This tax credit, on a sliding scale from
1149% to 3%% based on the percentage of assets invested in residential mort-
gages, is designed so as to make it attractive for thrift institutions to remain
substantially invested in residential mortgages and to increase the invest-
ment in residential mortgages of commercial banks and life insurance com-
panies. Incldentally, the latter have almost completely abandoned the resi-
dential mortgage market in the past ten years.

We support the mortgage interest tax credit as one of the actions that
needs to be taken to stabilize the supply of residential mortgage money, espe-
cially if the Congress sees fit to enact legislation such as that proposed in
FIA and FRA. We believe that the proposal set out in 8. 1267, as reported by
the Banking Committee, should be modified so as to change it, from its present
straight-line progression, to one under which the credit increases more rapidly
as the percent of investment in residential mortgages increases and, con-
versely, drops off sharply when this investment decreases. We also believe
that the maximum credit should be increased from the 35 percent proposed
in S. 1267 to perhaps 5 or 6 percent. A more detailed explanation of our
thoughts on the mortgage interest tax credit is attached as Exhibit “A”.

Requiring Minimum Pension Investment in Residential Mortgages

While the mortgage interest tax credit {s an absolute necessity if legislation
such as FRA or FIA is enacted, we do not believe that it in itself would be
a sufficient offset to the expanded non-residential investment powers which
would be granted the thrift institutions under those proposals. The tax credit
does not reach the problem of how the pension funds are to be induced to
increase their present almost nonexistent level of investment in residential
mortgages.

Public and private pension funds have assets in excess of $250 billion,
nearly approaching that of the savings and loans. As an increasingly major
repository of the people's savings, they have major social responsibilities to
carry out, particularly in light of their favored Federal tax treatment. Yet
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their principal investment has been in the stock market, a much more highly
speculative area than housing investment. During the sharp drop in the stock
market in 1973 and 1974, the asset value of private pension funds actoally
declined, a situation which would not have occurred with residential mort-
gage investments. Attached as Exhibits B, C and D are tables showing the
investment experiences of public and private pension funds since 1969.

The declining ratio of assets of pension funds invested in residential mort-
gages must be reversed. We know of no other way to assure such a reversal
and to assure that a reasonable percentage of the assets of such funds are
invested in residential mortgages than by conditioning their favorable tax
treatment on a minimum percentage of their assets belng invested in resi-

dential mortgages.

- We proposed that 20 percent of the assets of a pension fund above & mini-
mum size (say $5 million) be invested in residential mortgages or related
residential mortgage debt. We propose that this minimum level be required
to be reached over a 10-year period, by 1985, by directing that by the end of
the first year after enactment 2 percent of a fund’s assets be invested in
residential mortgages and that this requirement increase by 2 percent a year
until the 20 percent level 1s reached.

This proposal will still leave a great bulk of the assets of pension funds
available for investment in corporate equities and other presumably more
liquid obligations. At the same time, however, it would assure that these major
repositories of the people’s savings assume a significant role in assuring that
people can obtain housing at reasonable interest rates. The enactment of this
proposal, in conjunction with the mortgage interest tax credit, would go a
long way toward stabilizing the supply of mortgage credit and preventing
future sherp swings in its avallabillty and the resultant chaos that comes

from such swings.

Tax Incentive for Savings

Another proposal which we belleve deserves serious consideration by the
Committee is one which would give the small saver a tax break on the interest
earned on his savings. In time of tight money and resultant increases in yields
on investments other than time and savings accounts, the small saver is fre-
quently attracted to such higher yields causing disintermediation in thrift
institutions and even at commercial banks. Granting a small saver an exempt-
tlon from taxation of a portion of the interest carned on his savings deposits,
we believe, would act as a major deterrent to such disintermediation. It
would also encourage at all times greater thrift by potential savers.

We therefore urge that the first $1,000 in interest earned on savings de-
posits in financial institutions be exempt from Federal taxation. To balance
out the benefit of such a provision between higher and lower income savers,
we also urge that the saver be permitted to take, as an alternative, a tax
credit of up to $250. The tax credit could be so structured so that for each
dollar of interest earned, 25 cents in tax credit would be allowed.

We realize that in recent months there has been a great inflow of savings
into financial institutions. But we also remember very vividly the outflow that
occurred in 1973 and 1974. Stabllity fs needed in the flow of funds to these
institutions, especially the thrift institutions which have been and we hope
will continueé to be the mainstays of the residential mortgage market. We
also feel that the availabllity of the tax credit should permit a decline in the
maximum rates allowed on certificates of deposit. These rates, which are as
high as 73{9 for six-year CDs and 7%% for four-year CDs offered hy thrift
institutions, have resulted, unfortunateiv, in keeping the mortgage interest
rates charged by thrift institutions at outrageously high levels.

- CONCLUSION

I appreciate the opportunity to appear before von today to present the
views of the Natlonal Association of Home Builders with respect to tax
reform. As is evident, the Federal income tax laws have a majlor impact on
the operation of the home building industry, particularly the construction and
ownership of multifamily rental housing. Accordingly, we urge that no netlon
be taken to change the tax laws in a manner which would have an adverse
effect upon the flow of outside equity to our industry.
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We also urge that serious consideration be given to approving the three
proposals designed to assure greater stability in the residential mortgage
market. These proposals to enact a mortgage interest tax credit, to require a
20% minimum investment in residential mortgages by pension funds, and to
encourage savings by the small saver are essential if we are to avoid a
repetition of the disastrous housing cycle from which we are just recovering.

Thank you for this opportunity to appear today.

Exhibit A

MORTGAGE INTEREST TAX CREDIT

A mortgage fnvestment tax credit in NAHDB's opinion should provide incen-
tives as well as disincentives. The tax credit, as now structured in the FIA,
is straight-line and increases or decreases on a directly proportional basis.
1t, thus, only provides a marginal degree of incentive for an investor to
increase its investment in mortgages when higher ylelding alternatives are
available. By the same token, the disincentive for non-investment in mort-
gages (or penalty if you will) is at best marginal. Within the proposed
restructured financial institutions framework of FIA, lending Institutions,
which now support housing due to the disincentive of increased taxes, will
be given much broad alternate investment opportunities. If the penalty for
dis-investment in mortgages Is not significant, ordinary investment analysis
leads to the conclusion that, when housing most requires funds from its
traditional sources, the attractiveness of alternative investments made possible
by FIA will lure them from housing lending.

Therefore, we believe that any system of tax Incentives must provide se-
vere disincentives for non-compliance, NAHDB believes that, in the case of a
mortgage interest tax credit, the disincentives can only be provided by a pro-
gressive seale of increasing benefits for increased investment which falls off
quickly when the maximum investment is not maintained.

Using the tax credit prononsal contained in the Senate bill which provides
for a maximum credit of 385%% for investment of 809, of assets in residential
mortgages, we would propose that, instead of the 1/30 of 1% decrease in the
amount of the credit for each 195 of asxet decrease in residential mortgage
investment, a rate schedule such as the following be considered:

Percent of aseels inrested in residential morigages Awmoun’ of credit

Under 10 e None,

10percent . .. . .. .. ._. 1 percent.

Over 10 percent but not more than 1 percent--'3s percent for cach 1 percent
25 percent. increase in assets invested in residential

mortgages over 10 percent.
Ocer 25 percent but not more than 115 percent-+144 percent for each 1 vercent
45 perecent. of increase in asscts invested in resi-
dential  mortgages over 235 percent.
Over 45 percent not not more than 134 percent+ ¥4, percent for each 1 percent
65 percent. increase in assets invested in residential
mortgages over 45 pereent.
Over 65 percent but not more than 23§ pereent + !5 perecent for each 1 pereens
80 percent. increase in assets invested in residential
mortgages over (5 percent.

You will note that this schedule makes the initial eredit 1%, rather than the
1159 proposed by the Administration aud contained in the Senafe-passed Dill,
You will nalso note that the incentive to increase investment in residential mort.
gages ricex somewhat more sharply between 1065 and 2095 than it does hetween
25% and 45%, after which it starts rising sharply again after 459 and even more
sharply between 859 and 80¢,. While we are not locked into the exact numbers
set out in the ahove example, we feel it bhetter meets our concern that there
he a higher penalty for a savings and loan, for instance, dropping below the
present average S&[, investment of approximately 809, of its assets in resi-
dential mortgages. Conversely, there is a greater incentive to recach the 8§09
level for an institution that is below that level now.
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Anaother approach weuld be to use the same rort of progressions outlined above,
but to increase the maximum credit ahove 83% to, say, 5% or 6%. This would
permit an even sharper increase in the credit as the percentage of assets in-
vested in residential mortgages rises from 059 to 809%. Conversely, it would also
gr;\'lde a greater penalty for allowing this investment to drop away from

0%. -
[Attachment B}

ASSETS 1 OF PRIVATE NONINSURED PENSION FUNDS, 1969-74

Demand us.
Totsl deposits Corporate  Government Corporate  Residential Miscellaneous
Year assets and currency shares securities nds mortgages assets
Doltars in millions
1,620 1, 400 , 790 $27,610 $4,220 $4,720
sl, 800 527' 100 ‘g 030 29,670 4,170 4, 860
1,640 88, 600 2,730 29, 3,660 4,830
1, 860 115, 300 3,690 28,210 2,730 4,980
2,340 90, 500 4, 400 30, 33 2,280 5,240
4,200 65, 900 5, 500 34, 2,700 5, 600
3,300 9], 400 10, 900 36, 2,300 7,000
Percent distribution
1.58 59.98 2.13 26.97 4,12 4,61
1.63 , 65 2.74 26. 82 3.77 4.39
1.26 67.91 2,09 22.23 2.81 3.70
1.19 73.55 2.35 17.99 1.74 3.18
1.723 66.94 3.25 22.44 1.76 3.88
3.54 55, 56 4,64 29.09 2,28 4.39
2.17 60. 21 7.18 24,31 1.52 4,61

1 Corporate shares reflect market value, all other categories reflect book value.
I Preliminary.

Source: Federal Reserve Board (1) Fiow of Funds Accounts 1965-1973, Septenber 1974, p. 35; (2) Flow of Funds, Assets
and L:tablllt{‘es Outstanding 1974, p. 3; (3) unpublished data for 1975; data compilation and analysis by NAHB Economics
epartmen

[Attachment C)
ASSETS ! OF STATE AND LOCAL GOVERNMENT EMPLOYEE RETIREMENT FUNDS, 1969-74

Demand us.
Total  deposits and Corporate  Government Corporate  Residential Miscellaneous
Year assets” currency shares securities bonds mortgages assels
Dollars in millions
1969. ... ... $51, 824 $479 $5, 877 $7, 003 $30, 150 $5, 984 $2, 331
1970......... 58,089 601 8,014 6, 698 33,935 6,809 2,032
1971......... 64, 374 700 11,19 5,143 33,120 7,085 2,127
1972......... 72,232 799 14, 661 4,530 43,445 6, 764 2,033
1973..... ... 81, 647 967 18, 543 4,043 49, 381 6,658 1,415
1974....... 93, 800 900 22,100 5,200 57, 500 7,000 900
1975 ... 106, 500 600 24,700 6, 900 65, 100 7,200 2,000
Percent distiibution
100 0.92 1. 34 13,51 $8.18 11.55 4.50
100 1.03 13.80 11.53 58. 42 11.72 3.50
100 1.08 17. 40 1.9 59, 22 11.00 3.30
100 .11 20. 30 6.27 60. 15 9.36 2.81
100 1.18 22.76 5.69 60. 48 815 1.3
100 .56 23.54 5.04 61. 55 7.45 .9%
109 .56 23.19 6.48 61.12 6.76 1.89

1 Corporate shares reflect market vatue, all other categories reftect book value.
3 Preliminary.

Source: Federal Reserve Board (1) Flow of Funds Accounts 1955-1973, Sept. 1974, p. 35; (2) Flow of Funds, Assets and
Liabilities Outstanding 1974, p. 3; unpublished data 1975, data compilation and analysis by NAHB Economics Department.
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[Attachment D]

TOTAL ASSETS? OF PRIVATE NONINSURED PENSION FUNDS AND STATE AND LOCAL GOVERNMENT EMPLOYEE
RETIREMENT FUNDS, 1969-74

Demand U.s.
deposits Corporate  Government Corporate  Residential Miscellaneous
Year Total assets and currency shares securities nds mortgages assets

Dollars In millions

1969......... $154,184 $2, 089 $67,277 $9,793 $57, 760 $10, 204 $7, 051
1970 168, 719 2,401 75 114 9,728 63, 605 10,979 6, 892
1971 194, 844 2,340 99,799 7,813 67,130 10,745 6,957
229,002 2,659 129, 961 8,220 71, 655 9,494 7,013

3,307 109, 083 9,043 79,711 9,038 6, 655

5100 88, 000 10, 700 92: 300 9,700 6,700

3,900 116, 100 17,800 102, 000 9,500 9, 000

Percent distribution

1.36 43.63 6.35 37.46 6.62 4,57

1.42 44, 52 5.77 37.70 6.51 4,08

1,20 51.22° 4.04 34.45 5.51 3.57

1.16 56.75 3.59 31.29 4.15 3.06

1.52 50.31 4.17 36.76 417 3.07

- 2,40 AL 41 5.04 43,44 4.56 315

19750 .. ... 100 1,51 44,95 6.83 39.49 3.68 3.48

1 Corporate shares reflect market value, atl other categories reflect book value,
3 Preliminary,

Source: Federal Reserve Board (1) Flow of Funds Accounts, 1965-1973, Sept."1974, p, 35, (2) Unpublished data for
1975, Securities and Exchange Commission, Statistical Bulletin, April 1975; data compilation and analysis by NAHB
Economics Department.

The CrarMAN. Thank you very much.

We will adjourn until 10 o’clock tomorrow morning.

[Wherecupon, at 1:15 p.m., the subcommittee adjourned, to recon-
vene at 10 a.m., Wednesday, March 24, 1976.]



TAX REFORM ACT OF 1975

WEDNESDAY, MARCH 24, 1978

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

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

Present.: Senators Long, Byrd, Jr., of Virginia, Bentsen, Hathaway,
Curtis, and Dole.

The Crzamrman. This hearing will come to order.

Today we will hear from some of those who are responsible for
‘the success, or lack of it, as the case may be, of professional athletics.
We will commence with a panel consisting of Bowie Kuhn, commis-
sioner of baseball, accompanied by Walter J. Rockler and James
F. Fitzpatrick.

Also, we will have Robert O. Swados—is that the correct pro-
nunciation ?

Mr. Swapos. That is correct, Senator. I compliment you.

The Cramman. The director and vice president of the Buffalo
Sabres Hockey Club.

We also have John Jones. Which one of you is Mr, Jones?

Mr. JoxEes. I am, Senator.

The CramMaN. You should have brought Bert Jones.

Mr. JoxEs. Right. You did pronounce it right, sir [laughter].

The CrramrataN. And Andrew Singer on behalf of the National
Football League.

We also have Ronald S. Schacht on behalf of the National Basket-
ball Association. Fine, gentlemen,

This group ought to limit its time to 80 minutes, and I will suggest,
Mr. Kuhn, that you may proceed.

STATEMENT OF PANEL CONSISTING OF: BOWIE KUHN, COMMIS-
SIONER OF BASEBALL, ACCOMPANIED BY WALTER J. ROCKLER
- AND JAMES F. FITZPATRICK; ROBERT 0. SWADOS, VICE PRESI-
DENT AND DIRECTOR OY BUFFALO SABRES HOCKEY CLUB; ON
BEHALF OF THE NATIONAL HOCKEY LEAGUE, JOHN JONES AND
ANDREW SINGER ON BEHALF OF NATIONAL FOOTBALL LEAGUE;
AND RONALD S, SCHACHT, NATIONAL BASKETBALL ASSOCIATION

Mr. Konun. Thank you, Senator. - .

Obviously, I am very happy to have an opportunity to appear here
and address myself to this committee on a subject which is an im-
portant one, not only to baseball but to all professional sports.

(609)
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I have submitted, Senator, a statement and an attached memo-
randum, which I would ask be included in the record, but my re-
marks this morning will be more informal than those which appear
in my statement.

I would like to obviously address myself to H.R. 10612 and par-
ticularly to those provisions which pertain to professional sports and
to baseball. There are some provisions, reform provisions, in it to
which we have made no objection, but there are others dealing with
LAL and minimum tax, unique depreciation recapture, and a 50
percent presumption regarding player contracts, which are very
troublesome to professional baseball.

I think it is important that the administration through the Sec-
retary of the Treasury has supported the continuation of the present
regulations regarding professional sports. The Secretary has pointed
out in his appearance before the committee that the Internal Revenue
Code as it exists really has no special benefits for sports franchises.
Indeed, they are treated under the code and under the procedures of
the Service as any other business and not as a specialized tax shelter
with specialized legislation giving them advantages which are not
available to other businesses.

The Secretary points out, and I think quite correctly, that the
Internal Revenue Service is perfectly capable of handling franchise
valuation problems, contract valuation problems, and depreciation
problems as they arise, on a case-by-case basis. Indeed, we feel that
the case-by-case basis is the only way to handle these problems and
that a new statutory basis, is not appropriate because the differences
between franchises within a sport and the differences, indeed. be-
tween sports are so very great that we do not see how any one statu-
tory standard or set of standards can do the necessary job.

The Secretary also pointed out that the LAL concept, as it was
conceived, was not really intended to apply to sports franchises at
all. I think that is quite an important point that I did want to
focus on.

As the Secretary saw them the special provisions in the proposed
tax reform bill applicable to sports, really, he felt, were unwar-
ranted and were, in his words, “arbitrary” in their application to
sports. So, I urge that the committee give weight to what the See-
retary said on the subject, which we agree with and which we think
is very persuasive.

1f there is one thing that I would like to particularly stress this
morning, gentlemen, it is that professional sports do not constitute
tax shelters as that phrase is normally understood. Certainly, if you
1?101]{ at professional baseball, it has none of the attributes of a tax
shelter.

You do not find trafficking in franchises in baseball. We have sub-
mitted some data to the committee indicating that the average period
that a franchise is held in professional baseball is 18 years. That is
way beyond the normal turnover you get in a tax shelter situation.
If you look at the schedule, you will see some interesting things. For
instance, the San Francisco Giants, until their recent sale, had been
held in the same corporation for 57 years; the Chicago Cubs have
been controlled by the same family for 44 years in an ordinary
corporation; the Philadelphia Phillies for 83 years.
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Indeed, this 18-year average would be longer than it is except for
the expansion in recent years that has pulled the average down
without reflecting the fact that the people who own these clubs may
also intend to hold them for 44 years, or whatever is characteristic.

So, people who have come into baseball have not really come into
it for a fast buck; they have come in because, more than anything
else, they love the game and want to be a part of it. I think that the
support for this concept is very strong.

Also, if you look at our 23 clubs which are in the United States
and subject to our tax laws, 14 of these are ordinary corporations.
In other words, these 14 are not partnerships or subchapter S’s where
depreciation losses can be gassed through to individuals. So, in the
great majority of our clubs corporations, there is nothing passed
through at all.

You do not see in baseball, in the acquisition of clubs, the typical
kind of leveraging you see in the tax shelter. You do not see accele-
rated depreciation; we do not have accelerated depreciation. You
do not see the quick in-and-out guys. In other words, you do not see
the things that are typical of tax shelters found in the operation of
professional baseball. It is a stable business, though it does have
financial problems, and, in view of its financial problems, it has been
a remarkably stable business. Now, to think of it as a tax shelter is
j1'usl: very unfair when you view the game and view its operating
history.

Another thing that I would like to focus on is our player values.
These values are not artificial values. When a club is acquired and
the values are set, we use professionals, who oftentimes sit down with
outside experts, to attach what we conceive of as a market value to
the contracts of the various players. We try to arrive at something
that is realistic and not artificial for our player contracts.

To give you some idea of how real our player contract values are,
T will give you the recent case of Catfish Hunter, who, having become
a free agent before last season, was able to negotiate a financial pack-
age, the total value of which was $3 million.

I am not saying that all of our players are Catfish Hunters, but it
does give you some idea. There is real value, and these values are
being established, indeed, on a regular basis, because our clubs work
with the Service to establish what is properly depreciable in terms
of player contract values.

Also, when a franchise is sold, obviously, the amount of money that
the franchise can bring is based on the potential future earnings of
the franchise. Now, if you look at the earnings of a baseball fran-
chise, you will find them for the most part closely related to the
value of player contracts.

About 60 percent of our income, comes from attendance. Now, in
baseball, attendance is a very “iffy” thing. If your ball club is good,
your attendance can be very good; if your ball club is not so good,
your attendance will turn right around and go down. This is not
true of some other sports, but it is true in baseball. An example
would be the Boston Red Sox in 1966 and 1967. In 1966 the Red Sox
finished in ninth place and drew 800,000 people. The next year they
ran up to first place, played a very exciting World Series against the
St. Louis Cardinals, and the attendance jumped from 800,000 to

\



612

1,700,000, showing you how changeable this can be, depending on
how well your athletes are playing.

This comes back again to the real value of player contracts. As I
said, about 60 percent of our income comes from attendance, and if
you add the local broadcasting revenues, the concession income, the
parking income, and the other things which are directly related to
the kind of show you put on, you find that 84 percent of our income

~7is related to the quality of the baseball club that you have. "~

So, this is the heart of baseball.

In some sports they are fortunate enough to be able to sell seats
without having good teams. We see examples such as the 50,000
season tickets being sold by an expansion football franchise that does
not even have a team yet. In baseball, it is a love affair depending
on how good your team is. It is a fickle love affair which changes if
your team is not performing well. )

So, we have to live with the value of these rights, and I think we
know that they are important and that they add up to something.

Also, in talking about player values, we have another facet of our
business which is very much distinct from the other sports businesses;
that is the cost we have in bringing a baseball player to the major
league franchise. Our friends in football and basketball are for-
tunate to be able to derive their talent from the college campus. I am
nothing but jealous of that, but it does not work that way in base-
ball. Because of the nature of our game, we have to take our talent,
and develop it in the minor league system.

We estimate today, with the increasing costs that we are faced
with, that it costs us about $500,000 to bring a player to a major
league franchise. So, we make a terrific investment in a player just
to get him up to a major league franchise. Again, this is an example
of how very real the player values are that we have, which we fecel
should be reflected in the way the tax laws treat professional base-
ball, and indeed professional sports.

I should also add a somber note, and that is that, while baseball
has had a long and solid history, obviously, there are franchises,
more today than ever, that have economic problems. We are con-
stantly trying to find good new ownership to bring into our game
in those cities where owners are having problems. The San Francisco
Giants are a good example of the difficulty that we can have. T feel
certain that, if the present tax treatmnet tiat we have is taken away
and replaced by some provisions which we feel are arbitrary in the
new tax reform bill, we can anticipate greater difficulty in attracting
ownership that can give us the stability to continue operating as we
have in the past. We would also lose the ability to bring in people
who can make the teams more competitive and therefore better able
to attract the fans in those cities. So this is a point that I do want
to stress.

Also, we are currently looking at expansion in baseball and-sve
are trying to bring in strong new ownership there. Expansion
franchises are notoriously unprofitable. To try to attract the kind of
ownership that we want, we would hope that we could at least
operate under the tax laws as they now exist, without the kind of
changes that are included in the House tax reform bill.
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In closing, I should say a word about Bob Short, who owned the
Washington baseball club. There has been some feeling, I know,
among the people who have analyzed the problems of this franchise
that Mr. Short did indeed use baseball as a tax shelter, and that
he derived substantial monetary benefits from doing so.

I am not here to defend Mr. Short’s operations in baseball; he is
perfectly capable of doing that himself, but I do want to say that
there is nothing which smacked of benefits from a tax shelter.
__First: Mr. Short put a fair amount of equity financing into the
Washington baseball club when he acquired it. It is widely said
that he had almost no equity financing. I think $5.6 million was
equity financing. So it was not something that was highly leveraged
and done on $1,000. It was nothing of the kind.

Second: Mr. Short used an ordinary corporation. Since this was
not a subchapter S corporation or a partnership, there were no
losses flowing down to Mr. Short as an individual of which he was
taking advantage.

Third: And perhaps most importantly, what Mr. Short proved
himself to be was one heck of a good bargainer when he was selling
things. When he took the ball club to Texas, he promptly proceeded
to sell the broadcasting rights for the next 10 years for $714 million
in hand, and then turned around and sold the ball club for approxi-
mately the same price he had paid for it in Washington.

So Mr. Short was a shrewd trader but was not a man who was
taking advantage of the tax laws in any improper way in his owner-
ship of the baseball franchise.

There are a lot of other things that I have included in my state-
ment that was submitted, but I did want to touch on these high-
lights. I do want to very strongly to emphasize to the committee
that we think the special provisions pertaining to sports are really
not needed and that under the existing procedures of the Internal
Revenue Service there is more than adequate protection for the
public interest.

I thank you for your time, Senator.

Senator Dore. Can I ask him to comment on one other thing.

The CrARMAN. Yes. -

Senator Dore. There has been a recent story, not directly on what
you said, about baseball players drawing unemployment compen-
sation, making $48 to $50 to $60 thousand a year. You are quoted
as saying that you see nothing wrong with that.

Is that an accurate statement %

Mr. Kua~. What I said, Senator Dole, was that I felt this was a
matter of local law and not one over which the commissioner of base-
ball had any control.

Now, what my personal views may be as to the desirability or
unde_suablhlt'g: of ballplayers doing that is something else again,
but in the Milwaukee case, which was one that was publicized, the
local law permitted the payments that were made, and I -must say
that I think it is a matter for local law to handle. If they want to
call me to testify, I will be hap‘p{ to tell them what I think of it.

Senator Dore. Well, they still do have of the school personnel,
cafeteria workers in schools. They uliminated the teachers, but they
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still have the other people and some movie industry people and
others, where they have sort of seasonal employment, but it is a
matter of concern.

Mr. Kunn. I can understand that. i o

The CHAIRMAN. One of the reasons it is that way is that if you
get them into the 70-percent tax bracket, complete idleness has
great attraction. ,

If a fellow was permitted to keep as much as half of what he
makes a day, he would have a greater incentive. Some people are
not satisfied for the Government to take just half of what he makes—
they feel the way you ought to judge what a man is considered to
make after taxes is by letting them measure his eggs in their basket,
how much they think they ought to give him to eat and spend on
clothes, and so forth. If he wants to go fishing, and has to buy
a boat, shall they give him an inboard motor or an outboard motor?

I feel that we ought to let a man keep enough of what he makes,
so that he can decide for himself whether he wants to go fishing
or not. But if the tax law is going to be so demoralizing that it
becomes more attractive for a man to work for 5 or 8 months and
spend the rest of his time fishing or in leisure, then that is counter-
productive law that makes it less attractive to work than it does
foor the man to find something to do with his spare time.

Do you want other members of your panel to testify at this point?

Mr. Kunx. Yes, sir.

Mr. Jongs. Mr. Chairman, I am John B. Jones, Jr., of the law
firm of Covington & Burlington, Washington, D.C. I am accompanied
by my partner, Andrew Singer. We are tax counsel to the National
FFootball League.

Commissioner Rozelle hoped to be here today, but he has to testify
in a lawsuit out on the west coast and could not be here. He has
submitted a brief statement, which he would have presented orally,
as well as a fuller statement of the principles. I ask that those be
made a part of the record.

Mr. Jones. I am not going to read all through this. In the first
lace, many of the points have been very well stated to the committee
v the commissioner of baseball, Mr. Kuhn, I just want to emphasize

briefly why football finds this a vital matter and is in full agreement
with baseball in saying that the legislation which was passed by
the House of Representatives last year and is presently before you is
unjustified by any tax abuse known to us in the case of professional
sports.

We are not a tax shelter. We have never had accelerated deprecia-
tion. Certainly, in professional football the leverage factor which is
common in tax shelters is not present. We do not see the shuttling
in und out of franchises that would be the hallmark of people getting
into it for tax advantages and then getting out. We are a stable
business and what we really want is to be taxed like other businesses.
Losses if they occur, as they do sometimes, particularly in the start-
up years, are matched by income which comes along in the later
vears.

Other businesses get these deductions and so should football and
all professional sports.
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We find inclusion of sports in the LAL proposals putting them
somewhere where they do not belong. We do not have any hallmarks
of other people in that category. We cannot understand why this
ono case in the whole entire Internal Revenue Code appears where a
purchaser’s basis should be determined by the seller’s basis when
there is no tax-free exchange between them. We do not think that is
justified in terms of tax law. -

We do not think that the provisions which provide simply for
writeoff of costs attributable to player contracts is the kind of pref-
erence which belongs in the minimum tax.

When we look at the recapture rule, with all due respect, I have
to say as a tax lawyer, it seems to me to be a technical nightmare.
The main disadvantage would come down to an owner who stayed
in a long time. If we were in a situation for somebody to come along
like George Halas to get in on football and stay in it for 40 to 50
years, you would find that he would be paying recapture on 8 to 10
gencrations of football players as ordinary income because of the
necessary inflation that would have taken place during his lifetime.

That provision on recapture makes no distinction between contract
purchases and simple bonuses, which are paid to players but must be
capitalized because of the manner of payment. Those bonuses are
nothing but a salary payment in deferred form, and there is ab-
solutely no justification for having any recapture of these amounts
once a player has performed his services. We find no counterpart
elsewhere in the Internal Revenue Code.

If theres a complaint there has been an overallocation of dollars
to a player contract, we have seen in a recent court case that the
eourts do make independent examinations and require that the tax-

ayer carry his full burden of proof and come up with reasonable al-

ocations. I think the committee is well aware that there is a case
now pending in the Fifth Circuit Court of Appeals involving the
Atlanta Falcons, which was decided by the district court somewhere
in between the contentions of the Internal Revenue Service and the
contentions of the taxpayer. That case may not be the last case to
be decided, but it will show that the courts are grappling with this
problem. =

We are heartened in presenting this position by the fact that the
Sceretary of the Treasury shares these views. IHe is confident that the
present law is entirely adequate to give the Internal Revenue Service
the tools it needs to bring taxation of sports enterprises in line with
what we all want taxes to do—to work for fair allocation of revenue
requirements.

We have suggested in our statement that, indeed, if you were really
looking at this problem from the point of view of the tax laws, you
might ask why it is that so large an amount of what is invested in the
sport franchises has to be put in an account that is not amortizable
over any period. Any such account ought to be amortizable over, let
us say, an arbitrary period of 20 or 30 years. If you rectify that, you
might get rid of a lot of revenue disputes. So we suggest and outline
that in our presentation.

I will conclude by pointing out that in our view, the effect of what
the House has done is to make it harder for sport leagues to expand,
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has a tendency to lock in ineffective owners, owners who have lost
interest in sports, and causes transfers of franchises of people who
have to move to another city to get the advantage of novelty.

We do not object to the provisions which were originally included
in the bill that Chairman Ullman suggested. One codifies the rule of
recapture on depreciation of players and the other would require the
buyer and the seller to agree on allocation of the amount to player
contracts.

Thank you very much, Mr. Chairman.

Mr. Swapos. Mr. Chairman and Senators, I am Robert O. Swados
of Buffalo, N.Y., special tax counsel to the National Hockey League.
I am also a vice president, director, and one of the owners of the
Buffalo Sabres of the National Hockey League.

I have been in hockey since 1968, as have all of the owners of our
club. I have been involved directly in the projections and analysis of

_ the sport that leads to one’s entering the league. I participated in
the deliberations of another finance committee, the finance committee
of the National Hockey League and, indeed, that is where the con-
cern ripened which brings me to this forum today.

Some of you may have seen the article in last night’s Star about
the troubles of the Kansas City Club in our league. This is a condi-
tion with which we must all be concerned. I would say that our prin-
cipal concern here, is that these provisions, which we do not feel are

" justified in terms of the experience of our sport or any sport, would
have a very adverse effect on the possibility of solving the problems,
such as the Kansas City problem, solving problems such as have oc-
curred in Pittsburgh last year of bringing in new owners, as we did
in Oakland, of carrying out the policy of our league, which is not
to permit or encourage the sudden entry or departure of owners as
their tax deductions run out, but to provide a permanent and con-
{inuous and growing franchise in the cities that we choose for the

cague,

Now, what T was thinking about as this problem came up in our fi-
nance committee, what is the investor confronted with in terms of
this bill as we seek to encourage him to come into our league, either
in the purchase of an existing franchise or as a recipient of an ex-
pansion franchise. If he seeks an expansion franchise, he knows that
the largest part of his cost in major asset will be player contracts;
vet, the bill would tell him that he has a very difficult burden to
sustain before he can amortize more than half of his purchase price,
gveri though he knows that his players will have limited useful play-
ing lives.

If he cannot bargain successfully with the seller, he must accept
the seller’s allocation of the cost. He knows—and in our league we
tell everybody very clearly—he knows that as a new franchise he
must expect losses, and I am not talking about book losses, I am talk-
ing about out-of-pocket losses in the development years of the fran-
chise. We insist that people show the financial capacity to stand

~~those get-going costs.

. But he also knows that if this bill ever becomes law that if he de-
sires to use his income from another business to fund hockey opera-
tions during those rough years, he will have restrictions to the ex-
tent to which he ean use the hockey losses against his other income.
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If he or his general manager seeks to sell a Elayer or make him avail-
able in the expansion or interleague draft, he faces the risk of trans-
actions that will trigger unexpected ordinary income tax arising
from the depreciation taken on an unrelated player who is not even
disposed of. .

ow, I may say, after Sunday’s night game, I went down to talk
to our general manager, Punch Imlach, some of you may know of
him, but I will say that he is a very tough-minded fellow. During
the course of the conversation, I said to Punch: “Do you know if this
bill is going to be enacted, you are going to have to consult tax
counsel every time you want to sell, draft, or make available players
in the draft,” and his answer was in cryptic fashion, “No way.” And
that is really a realistic problem, what we call the lump recapture
provision of the bill.

Now, I am, by what I hope is a fortuitous confluence of experience,
also & tax lawyer, but I am trying to talk as an owner. Therefore,
I will try to stress the particular facts which seems to me in part
what Mr. Kuhn and Mr. Jones have said, to indicate that this bill
is too broad a brush, that it does not really appreciate the differences
between sports, and that in fact its impact would be much harsher
on some and would not make sense in terms of other sports.

For example, we think that one of the main impulses behind the
bill’s approach to the amortization of player contracts is the theory
that sports franchises have a big fat television contract somewhere
which generates large amounts of income, and that when you acquire
a franchise, either an expansion or from another person, that what
you are really getting for your money is the right to get that tele-
vision money and that therefore these large amounts that are allo-
cated to the player agreements do not make factual sense.

Well, T have to say regretfully that in the National Hockey League
they do make an awful lot of sense, because we are sitting here at
this very moment with no national television contract and we have
not had a television contract on a national basis that amounts in
aggregate or in relative terms to anything like what the other threo
major sports have. In our best years, hockey had dollar-per-club
from national television which was about a third of basketball and
maybe one-seventh to one-twentieth of what the other sports got.

But here we are today with no television contract. Now, when
one looks at it on a local level, the television revenues are all over
the lot. There is one club that has zero local television revenue and
some clubs have very high television revenue, but that seems to us
itself speaks for the fact that the anaylsis of this allocation problem
has got to be a case-by-case basis.

r. Alexander and his troops have always had a good success in
their administrative procedures for handling it, with legal appeals
available for it and where there are perfectly rational and fair ways
of solving the problem.

Now, it seems to me, the second thing—and this confirms what Mr.
Kuhn said—the second thing to realize is that there is a notion that
the player contract is nothing but a piece of paper that gives you a
temporary right to that player’s service. In fact, it has built behind
it very substantial development costs because in hockey, and I am in

69-460—76—pt. 2——10
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hockey, we have to develop our talent from the Canadian junior and
amateur leagues and from the United States the amateur leagues.

Then we have to take most of these players and find a place for
them in the minor leagues and we have to subsidize the minor
leagues. For the last 5 years, the aggregate amount paid to junior
hockey, to amateur hockey, was $5 million, which is a large number
in our league, though that number is smaller than some of these
giants here. In addition, the average subsidy to a minor professional
league club was $300,000 per NHL club. So that means when you
lose a player, he jumps to another league, or for whatever reason
you lose a player, that is a real loss, not an artificial loss.

That is something which represents a long period of investment
in the player’s training, expertise, and promotion.

Now, in the time I have in concluding, I would again like to stress
the things that we think are directly referable to hockey so that you
will understand that this bill has to be considered in terms of the
facts as they differ in the different league situations.

Iike baseball, we have stability in our league. We have very few
instances in which there have been transfers. There has never been
a transfer of geographical location in the National Hockey League.
Tt has been against our policy. I look at those instances where there
have been transfers of ownership. One case involved the death of the
principal owner and the two other cases involved a serious continu-
ing financial problem, which we dealt with as I have described it, by
tryving to ﬁn('l’ ultimately after strenuous efforts and loaning sums
and bringing in other owners.

It is this ability. again, to solve those problems which it seems to
us this bill would chill. I think, finally, I would also point out that we
do not have the characteristics of a tax shelter. I have already men-
tioned that we do not have a sudden entering into and departure. It
ought to be pointed out that normally tax shelters arise because there
is an accelerated depreciation. You use sum-of-the-vears digits or
vou use a double declining balance or just push the cost up front in
the earlier years. We do not have any such rights.

When we amortize the cost of players’ contracts, we are limited
to the straight line. We figure what the player expectency is, which
can be determined from publications like this, divided by the number
of years and arrive at the amortization amount. We do not counte-
nance a high leverage situation. We normally require not less than
$1,500,000 of working capital for new franchises and substantial
equity, and in every instance where the credit liquidity, or the fi-
nancing suggests it, we have also required individual guarantees.

Of our franchises, very few use limited partnership vehicles.

IFinally, and this is where I can say from my own experience, there

' is direct and personal involvement by owners in the full range of

the operations of the sports business. It is nothing like the indirect
ownership of an oil payment or an indirect interest in a Broadway
show or whatever it is you want to talk about. As you look at the
history of sports generally and particularly in hockey, it looks nothing
like a tax shelter, and it is not a tax shelter.

So, in summary, I would concur with Mr. Jones and Mr. Kuhn.
As they said before, we do not object to those provisions which would
require some conformance between buyer and seller as to the handling
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of allocations. We do not object to the rule that the amortization
of players’ contracts should be subject to the normal recapture rule,
but we do not feel that with the economic conditions that exist in
hockey today, with the other assaults that have been on us from
every side, and owners are getting a little paranoid because nobody
says anything good about them, we deserve not to be treated in a
discriminatory manner . ' o

We are perfectly willing to be bound b{) the same geneéral princi-
" ples of tax accounting applicable to other businesses, and we suggest
that t}(nlose provisions of this bill which would depart for that be
rejected.

fr. Scracur. Mr. Chairman and Senators, I am Ronald S.
Schacht, and I am an attorney representing the National Basketball
Association. ] _

I will try to limit my remarks to just a few points, since the three
prior speakers have covered all of the principal points, and because
of the short amount of time that we have left.

I would like to reemphasize the fact that we do not believe that
there is any reason to treat the owners of sport franchises in a more -
adverse manner than the owners of any other business enterprise.

Basketball, in particular, is a very speculative, risky operation.
Many basketball teams incur substantial dollar losses each year and,
as we have recently seen in the American Basketball Association,
many of those teams have demonstrated the inability to continue in
business because of these losses.

For these reasons, we do not believe that it is justified or warranted
to treat .a sports team as a tax shelter. To do so, I think, is to
combletely ignore the reality of the situation,

The proposed provisions with respect to recapture, we believe, are
also unwarranted. This Yrovision would apply to an isolated sale of
a player contract as well as to the sale of an entire team. To tax re-
capture of depreciation on a controct, other than the contract being
sold, is a very unique concept, and we believe that this will cause a
substantial limitation on the ability of players to move from one
team to another. The existing recapture rules and proposed codifi-
cations of those rules are certainly sufficient to prevent any abuse in
this area.

As I stated, a substantial number of basketball teams lose money
cach year. This proposed legislation would necessarily have an ad-
verse effect on most people who are now willing to operate or who
will be willing to acquire teams in the future. There should not be,
and we do.not believe that there is, any reason for Congress to dis-
courage the continued operation of existing sports teams.

The provision creating a presumption with respect to 50 percent
of the purchase price, we believe, is similarly unjustified. This pro-
vision would not give any consideration to the differences that, in
fact, exist between leagues and between teams in each league. In al-
locating the purchase price among assets, it is necessary to give con-
sideration to such things as the fact that basketball realizes a very-
small portion of its revenues from national TV as compared to some
of the othersport leagues.

Similarly, it is necessary to give consideration to the area in which
the franchise plays their games and to the degree of fan interest in
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that area. Consideration should also be given to the size of the arena
and to the fact that values of player contracts also varies depending
on the ability of the player involved and depending upon that play-
er’s appeal to the fans. N )

To ignore these considerations, by creating arbitrary presumption,
we again believe, is unwarranted.

In conclusion, I will just state that the National Basketball Asso-
ciation joins the other speakers in urging that these provisions be
deleted %rom the bill.

Thank you, sir. .

The CrrairMaN. By seniority rule, which applies on this committee,
the first Senator here asks the first question, and I believe I was the
first one here. So I will avail myself of the benefit of my seniority.

I would like to ask you tax-lawyers, have you seen the statement
of Peter Fabner before the Senate Finance Committee? If you did, I
think you might as well laugh about these things as cry about them.
I have done some of this type exercise in trying to figure out what
a section is supposed to mean, and I find that I just had to give u
and conclude—even though I have been a law school graduate wit
a good law school record—that it is just beyond my capacity to figure
out what that section means, because this man gives an example where
a client goes to his lawyer to try to find out whether or not he should
make an investment and if he can deduct some of the expenses against
income.

Otherwise, it would not be worth making the investment. He
showed how the lawyer read all these various sections that make it
necessary to read another section, cach one referring to three or four
other sections. By the time he got through with all this, when he
planned to call the client before the day was out, he had to call himn
to say that he would call him back the following day.

So he then spent all the next day studying, running from one
cross-reference to another and then studying all these things out
and. finally, he had to call the man and tell 2iim: “To tell you the
truth, I cannot really tell you whether, for sure, you can deduct that
loss or not.”

That is to deduct expenses.

In any event, finally, he winds up saving this, having completed the
research—after 2 days—he calls the client and tells him he is not ab-
solutely sure, but thinks there may be a problem. He discusses some
of the principles involved, including the additional recordkeeping
expenses, at which point the client cuts in with an exasperated tone
and says, “Look, I don’t care about all these fancy rules. Should I
buy that property or shouldn’t I$”

At this point, the lawyer shouts in the telephone: “Iow should I
know? Ask your Congressman,” and hangs up.

Senator Curtis. May I ask: Is the lawyer studying the House bill
or the current law? I think it is the House bill.

The Cramrsran. He is studying the LAL, just one section of the
TLAL. T have had some experience with some things that are in the
law now, such as this man points out, that we have succeeded in put-
ting sections in the tax law where a single sentence is 214 times as
long as the Gettysburg Address.
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People should be able to have some idea whether they are going
to have a chance to make money or keep some of it if they do make
it, or if they lose money, they can deduct the loss, and the business-
man needs to know about some of that to know where to invest his
money, which puts people to work or not. When one puts forth a
franchise, somewhere along the line it brings all sorts of jobs. I do
not know whether it will ever succeed in paying for the Dome in
New Orleans, but it provided a tremendous number of jobs, construc-
tion jobs and service jobs, and all sorts of other thm%?.

Now, none of that would have hapﬁened if we had not been

_awarded a football franchise to begin wit

Now, we need to find some way where a businessman can make a
decision with the hope that if it goes well, he will make some money
and be able to keep some money. One of the suggestions that has
been made has been made by Secretary Simon, that you ought to
just have a simple system where you have very few deductions and
;my ﬁ relatively low rate. I do not know if the taxpayers will settle

or that.

Now, it occurs to me that while that is not in the offering, it can-
not be done any time soon, and Secretary Simon would be the first
to admit that you cannot do it now, perhaps we could think of some-
thing along that line. Instead of passing something like we did with
the Tax Reform Act, pass something that repeals everything in that
as well as if you should pass these LAL provisions and all these
things in the House bill.

Goodness only knows how much money the Treasury is losing and
how many jobs we are losing for this country because a businessman
cannot make an investment with any degree of certainty or knowing
where he will stand, whether he will be Fermitted to keep some of
what he earned after taxes. It is enough of a risk that the investment
might be a failure, much less than the prospect in the event that it
does succeed, he cannot kee{) enough of it to make it worth his while,
and I think one of you tax lawyers can give me your reaction to that.

Mr. Joxes, Well, I think that one analysis of tax lawyers’ would
be that the provisions that you talk about take a more simplified
structure that would appeal to owners in professional sports as well
as anywhere else. The real complaint that we have is that in the
determination of income, we feel that under this legislation we are
being deprived of deductions which any other business could get in
determining what that income is. _

So, even if you were to adopt a sound and simplified tax structure
which would just be a tremendous improvement in what we have to-
day, it would still have to take this legislation back until we can
get an accurate measure. That is our objection here.

The Cramyman. Well, T hope that tax lawyers, so like the firm
that you represent, Mr. Jones, can help us to show us some simplified
alternatives that would cause the law to be simpler by the time we
get through, rather than more complicated.

Now, the testimony against this House bill—and I think I have
heard more than anybody—has been devastating. We have had stud-
ies to indicate that where we thought they were going to make money,
they would lose millions of dollars. It was just because they forgot
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to take into account the fact that a man who cannot make a decent
Eroﬁt going into a venture is not going to put his money into it to

egin with. So the House bill too often proceeds on the assumption
that the man is going to do something where he cannot keep any
money if he did make it. Most people know that is an unsafe as-
sumption.

Also, when you look at the secondary and tertiary effects of some
of these things, you do something that causes the businessman not
to go into the very thing that he would have gone into, and that in
turn causes other things to fail to happen that would have been good
for the economy, and in analyzing it on through we can see, in my
belief I can see, a compelling need to work out something that would
be somewhat uniform and that would be rather simple that would
assure that if someone in an economic sense makes a lot of income,
he may assume a reasonable income tax.

So we do not want to project the man making in economic terms
millions of dollars and paying no taxes, but we do not have that
right away to contend with. Well, some who made half a million
dollars and paid no tax dollars in the economic sense, maybe we can
meet those problems and at the same time simplify those codes.

Mr. Jones. I did not consult with the league co-owners on getting
their authority to speak on this generalized subject of taxation, but
speaking for myself, I very much appreciate the efforts and thoughts
of something such as a simplified tax code. I think it is a valid ap-
proach. T would say, with that in mind, that the testimony you have
heard this morning is that in the present tax law it is contrary to
the representations that have been made. There is no speeial treatment
for baseball, for football or any professional sport. They want the
same tax law applicable to them as to other businesses.

1f the House law is adopted, we are buying a tremendous compli-
cation, a whole new unique tax law only applicable to professional
sports. and I think we are moving in exactly the wrong direction
from the goal you have in mind.

The CramryaN. Thank you very much, gentlemen.

Senator Byrd ¢

Senator Harry F. Byro. Jr. Thank you, Mr, Chairman.

Did any of you gentlemen or counterparts have an opportunity to
testify before the House Ways and Means Committee? -

Mr Swanos. I did not.

Mr. Kun~. We did not.

Senator Harry F. Bywn. JJr. As T have gathered. then, these pro-
visions were put in the House bill without getting the input from the
businesses being. affected ¢

Mr. Kunx. That is correct.

Mr. Swanos. Correct.

Mr. JonEs. Does the Senator understand how it came about that we
did not testify ¢

There were two provisions, Inrgely declaratory, of the existing law.
Given limited time, we felt that it was not necessary to take the
committee’s time for further discussion since the proposals were
reasonable ones. It was only after the hearings that these proposals
came to-the floor. Thus, if we may use the term, we were “mouse-
trapped” into not appearing before the Ways and Means Committee,
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Senator Curris. Mr. Chairman ¢

The CuarMaN. Yes, Senator Curtis. i

Senator Curtis. Mr. Chairman, I would like to ask Mr. Jones—
maybe you can help me better understand this problem, referring to
what the House bill does. . \

Would you give me an actual or a hypothetical transaction or
transactions that illustrate what the tax consequences are now under
the existing law and what the House does to it?

Mr. Jones. Well, we will have to take a series of examples.

Senator Corris. That is what I mean. K

Mr. Joxes. Because there are different kinds of transactions.

Tet me take one that I find is the easiest. It is the recapture rule.
Under the present law, if I buy a player’s contract for $100,000 and
depreciate 1t down to $50,000. because he plays with me for 2 years,
and then T sell that contract for, let’s say, a figure of $300,000, there
is a recapture of the $50,000 depreciation, which I originally took.

Senator Curris. Recaptured as ordinary income? .

Mr. Joxes. Yes, because I took the deduction against ordinary in-
come, and that, we understand under the present law, would be re-
inforced by one of the provisions they have in this bill.

Senator Curtis. Now, that is in the present law.

Mr. Jones. Under the present law, most people agree that there
is recapture. Under the new law, if you get $300,000 for a player’s
contract, you would find out if there was any other depreciation on
any other player at any time after passage of the act, and you would
recapture all of that again, as ordinary income, without any relation
to what the particular contract was that changed hands. That is
what we object to.

There is no other place, in our view of the law, where you get that
kind of pickup for all other depreciation on any similar asset.

Senator Curris. The House bill would pick up depreciation that

had been taken on all other players?