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accompanied by Edward Wright, vice president of economic affairs of
American Rubber Manufacturers Assoclation. o oo
Machinery and Allied Products Institute, Charles W. Stewart president,
accompanied by Frank Holman, staff counsel . oo
Maer, Claude M., Jr., National Livestock Tax Comittee, accompanied
by Flynn Stewart, member; Henry Matthiessen, Jr.,, former president,
American Hereford Association; Willlam McMillan, executive vice presi-
dent, National Cattlemen’'s Association; and Bill Jones, execiitive vice
president, Natlional Livestock Feeders Assoclation_ . __________
Manufacturing Chemists Assoclation, F. Perry Wilson, chairman of the
board, Unlon Carbide Corp- o e e
Marcus, Burton S., Committee on American Movie Production.__._______
Matson, Robert, chairman, Committee on State Taxation, Council of State
Chambers of Commerce, accompanied by William R. Brown, secretary
and assoclate research director. . e
McDermott, Francis O., partner, Chicago law firm of Hopkins, Sutter,
Mulroy, Davis & Cromartie. .. e
McLean, Warner H., tax director, Hilton Hotels CorpPo e
McLellan, Robert, vice president for international government relations,
FMC Corp., accompanied by Robert Moody, tax counsel, FMC Corp.....
McMullen, Robert L., president, American Soclety of Travel Agents, Inc.,
accompanied by Glen A. Wilkinson, general counsel to ASTA_ ...
Merrill Lynch & Co., Inc.,, Thomas L. Chrystie, senior vice president, accom-
panied by Walter Perlstein, tax counsel, and John C. Richardson, at-
torney, Brown, Wood, Ivey, Mitchell & Petty. oo
Metropolitan Life Insurance Co., Dr. Charles Moeller, Jr., senior vice presl-
dent and economist_ S
Midwest Task Force for Beef Exports, Inc.,, Hon. Jules W. Burbach,
president e ccccm e
Moeller, Dr. Charles, Jr., senior vice president and ecouomist, Metropolitan
Life Insurance CoOo o e —————
Motor Vehicle Manufacturers Association, Peter Griskivich, director.__.__
Moving Picture Machine Operators Union of the International Alliance,
Steve D'Inzillo, New York business representative_..__ . _______
Nathan, Robert R., Robert R. Nathan Associates, Inc., on behalf of Small
Producers for Energy Independence— .o
National Apartment Assoclation, Don Lawrence, president, accompanied
by John C. Willilamson, general counsel. . e
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National Assoclation of Home Bullders, John C. Hart, president, accom-
panled by Ieonard L. Silverstein, tax counsel, and Carl A. 8. Coan,
Jr., legisiative counsel oo oo e

Natlonal Association of Manufacturers, Roland M. Bixler, chalrman, com-
mittee on taxation_ o e meee—————

National Assoclation of Realtors, Julio S. Laguarta, chairman, legislative
committee, accompanied by Gil Thurm, staff legislative counsel, and
Edwin L. Kahn, of Arent, Fox, Kinter & Kahn, special tax counsel.....

National Association of Retired Federal Employees, Charles Merin and
Judith Park, legislative assistants .. e

Nativonat Associattvon of ‘theater Owners, l’aul Roth, chairman of the
BOArA oo et ————

National Association of Wholesaler-Distributors, W. Lee Gosnell, director
of government relations ..

National Cattlemen’'s Association, Willlam McMillan, executive vice
president - e ——— e —————

National Coal Association, E. B. Leisenring, Jr., chairman, tax committee,
accompanied by Robert Stauffer, general counsel, and Larry Zalkin,
treasurer, Westmoreland Co8l CO- oo e

National Conference of Motion Picture and Television Unions, Sam
Robert, coordinator e ————

National Dividend Plan, Dr. Martin Gainsbrugh, economic consultant,
accompanied by Hal Short, consultant to the NDP_ ..

National Foreign Trade Council Inc.,, Robert M. Norris, presldent,
accompanied vy :

Raymond A. Schroder, chairman, tax committee ;
Wesley N. Fach, vice president, tax-legal division. .. oo o

National Housing Partnerships, Sidney Freidberg, executive vice president
and general counsel, and member executive committee, Ad Hoe Coalition
for Low and Moderate Income HouSIiNg - - oo oo

National Housing Rehabilitation Association, A, Carleton Dukess, chair-
MBI oo e ———————————————————————

National Livestock Feeders Association, Bill Jones, executive vice presi-
dent o o —————————

National Livestock Tax Committee, Claude M. Maer, Jroo e _._._

National Machine Tool Buflders’ Association, J. B. Perkins, president, Hill
Acme Co., accompanied by James A. Gray, executive vice president, and
James H. Mack, public affairs director .. o o

National Realty Committee, A. Albert Walsh, president, accompanied by
Alan J. B. Aronsohn NRC tax counsel. oo oo oo e

National Rural Housing Coa'ition, Cushing Dolleare, executive secretary.._

National Savings & Loan League, Gilbert G. Roessner, past president......

National Urban Coalition, M. Carl Holman, president. ..o

Nutural Resources Group of the Cendral Bank of Denver, Allen Thomas,
viece president _ e

Needham, James J., chairman of the board, the New York Stock Exchange,
accompanied by Donald I.. Calvin, vice president, NYSE, and Dr. William
C. Freund, vice president and chief economist, NYSE_ __.__ . __..__.

New York State Bar Association, Peter L. Faber, chairman, tax section_._._

New York Stock Exchange, James J. Needham, chairman of the board, ac-
companied by Donald I.. Calvin, vice president, NYSE, and Dr. Willlam
C. Freund, vice president and chief economist, NYSE. . euoas

Nolan, Kathleeu, national president, Screen Actors Guild- - ________.__

Nolan, William J., Jr., chairman, Committee on Taxation, United States
Council of the International Chamber of Commerce, Inc . ____.__

Norman B. Ture, In¢.,, Norman B. Ture, president______ o o _.__o._

Norris, Robert M., president National Foreign Trade Council Inc., ac-
companied Ly :

Raymond A. Schroder, chairman, Tax Committee ;

Wesley N. Fach vice president, tax-legal division__ - ____...

Pace, Norma, senior vice president, American Paper Institute, accom-
panied by Neil Wissin, director of taxes, Weyerhaeuser COe e
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Northrup, King & Co., LeRoy Johnson, corporate tax counsel, accom
panied by Wayne Underwood, international marketing director, ASTA._
O’Connor, James J., executive vice president, Commonwealth Edison Co,,
on behalf of Edison Electric Institute, accompanied by Reld Thompson,
chairman of the board and president, Potomac Electric Power Co., and
Al Noltz, Commonwealth Edison of ChiC880 oo
Panel consisting of :

Bowie Kuhn, commissioner of baseball, accompanied by Walter J.
Rockler and James P. Fitzpatrick;

Robert O. Swados, vice president and director of Buffalo Sabres
Hockey Club, on behalf of the National Hockey League;

John Jones and Andrew Singer on behalf of National Football League;

Ronald 8. Schacht, National Basketball Association . oo oemeae__

Panel consisting of :

Leo Jaffe, chairman, Committee on American Movie Production;

Burton 8. Marcus, Committee on American Movie Production;

Walter Diehl, International President of the Theatrical Stage Em-
ployees and Moving Picture Machine Operators of the United States
and Canada;

Sam Robert, coordinator, New York Conference of Motion Picture and
Television Unions and National Conference of Motion Picture and
Television Unions and vice president of Local 52 ;

Paoul Roth, chairman of the board, National Association of Theater

wners;

Steve D'Inzillo, New York business representative, Moving Picture
Machine Operators Union of the International Alllance;

Alan J. Hirschfleld, president and chief executive officer, Columbia
Pictures Industries, Inc.; and

Kathleen Nolan, national president, Screen Actors Guilde oo o..

Panel consisting of: Mrs. Lloyd Royal, Springfield, Nebr.; Ms. Audrey
Sickinger, Cato, Wis. ; Ms. Jacqueline Furber, Wolcott, N.Y.; Ms. Laura
%me, Farm Journal, Philadelphia, Pa.; and Ms. Jo Ann Vogel, Cato,

B e e e e ———— e ——— e e e e e e e e

Panel consisting of : Peter Griskivich, director, Motor Vehicle Manufac-
turers Association; Berkley C. Sweet, president, Truck Body & Equip-
ment Assoclation, accompanied by James A. Hackney III, chairman,
tax committee, Hackney & Son; F. Murray Callahan, vice president,
Heavy Duty Truck Manufacturers Association, accompanied by Garner
Davis, vice president, Mack Truck, Inc.; and Charles J. Calvin, pres-
ident, Truck Trailer Manufacturers Association . ______.

Panel consisting of: Stephen Ailes, president, Association of American
Railroads, accompanied by John P. Fishwick, president and chief execu-
tive officer, Norfolk & Western Railway Co.; Dr. William J. Harris, Jr,,
vice president, research and test department, Association of American
Railroads; W. Graham Claytor, Jr., chief executive officer, Southern
Rallway System, and F. E. Barnett, chalrman, board of directors and
chief executive officer, Union Pacific Railroad.. .o e

Panel consisting of :

Dr. Willlam Perrault, president, National Association of State Lot-
terles; Edward Powers, executive director, New Hampshire Sweep-
stakes Commission; John Winchester, executive director, Connecti-
cut State Lottery, and vice president, National Association of State
Lotteries; and Ralph F. Batch, director, Illinois State Lottery_....

Paragon Resources, Inc., James (. Templeton, president_ . ___
Parker, Foster, president, Brown & Root, accompanied by Prof. Michael E.
Conroy, University of Texas at Austin_ . ________.__
Penick, William C., chairman, Federal tax division, American Institute of
Certified Public Accountants. . e
Penn Central Transportation Co., Robert W. Blanchette, chairman of the
trustees, accompanied by Newman T. Halvorson, Jr., counsel. ...
Perkins, J. B., president, Hill Acme Co. accompanied by James A Gray,
executive vice president, Naticual Machine 'Lool Builders' Association,
and James H. Mack, public affairs director, NMTBA oo
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Perrault, Dr. William, president, National Association of State Lotteries..
Phelan, Arthur J., Jr., chairman ot the board, Government Services Sav-
ings & Loan, InCa_ .l e ——
Po:lv&rg. Edward, executive director, New Hampshire Sweepstakes Com-
B0 e e e e —
Preiskel, Rovert H, chairman, Commictee on Taxation of the Association
of the Bar of the City of New YOrKe oo oo e
Reading Co., Alfred W. Hesse, chief executive officer and acting president,
accompanied by Ernest 8. Christian of Patton, Boggs & BloW. oo
Riddell, James W., of Dawson, Riddell, Taylor, Davis & Holroyd, and H.

Lawrence Fox of Pepper, Hamilton & Scheetz, on behalf of the Ad Hoc'

Committee on Family Foundations. e
Rovert, Sam, coordinator, New York Conrerence ot Motion l'icture and
Televlslon Unions and National Conference of Motfon Plcture and Tele-
vision Unions and vice presldent of Tocal 62 oo
Rodgers, T. Howard, president, Domestic Petroleum Council, and presi-
dent of Santa Fe Natural Resources, INC. oo oo
Roessner, Gilbert G., president, City Federal Savlngs & Loan Assoclation,
Ellzabeth, N.J., and past president of the National Savings & Loan
League, accompanied by Henry Carrington, executive vice president of

the league, and Leonard Silverstein, tax consultant to the league......
Rooth, Paul, chairman of the board, National Association of ‘Theater
WNETS cccccacceccccccmccoscece—e—e—eeee——ase————— tmm—————————
Royal, Mrs. Lloyd, Springfleld, Nebro o e
Sauereisen Cement Co., Phil F, Sauereisen, president. . o oo o
Schacht, Ronald 8., National Basketball League.._-o....._f S e ————

Schoeﬂler, Robert W president, American Machine Tool Distributors’
Association, accompanied by James C. Kelley, executive vice president..
Scott, Tom, Jr., chairman, legistative committee, U.8. League of Savings
Associations, accompanled by William Prather and John Saplenza.._.
Screen Actors Guild, Kathleen Nolan, national president. .. _____
Security Industry Association, Virgil H. Sherrill, chairman, governing
council, accompanied by Edward I. O'Brien, president, and James W.
Walker, Jr., executive vice president. oo e
Seghers, Paul D., president, International Tax Institute, Ine_.___________
Sherrill, Virgil H., chairman, governing council, Securities Industry Asso-
ciation, accompanied by Edward I. O'Brien, president, and James W.
Walker, Jr., executive vice president . . e
Sickinger, Ms. Audrey, Cato, Wis_ e feea
Simmons, Sherwin P., chairman, section of taxation, American Bar Asso-
ciation, accompanied by Lipman Redman, vice chairman, government re-
lations, and John S. Nolan, chairman, committee on implementing recom-
mendations .. e ————————
Singer, Andrew, on behalf of the National Footbald League.. . ccoo-_.
Slick, W. T., Jr., senior vice president, Exxon Co., U.S8. Ao
Small Producers for Enrergy Independence, Robert R. Nathan, Robert R.
Nathan Assoclates. o e
Southeastern Council on Foundations, Charles A. Bundy, trustee........
Special Committee for U.S. Exports, David Garfield, chairman, and vice
chalrman, Ingersoll-Rand. ... e —————
Stalnley. Timothy W., president International Economic Policy Assocla-
14 0 ) + O OSSRV
Stearns, Luther, presldent Connecticut Farm Bureau Assoclation, Inc_..
Stewart, Charles W., president, Machinery and Allied Products Institute,
accompanled by Frank Holman, staff counsel oo
Stobaugh, Prof. Robert B., Harvard Business School. oo
Stone, Hon. Richard, a U.S. Senator from the State of Florida__.._.._._
Strichman, George A., chairman, Ad Hoc Committee for an Effective In-
vestmelnt Tax Credit, accompanied by Willlam K. Condrell, general
COUNBEL e e e — e —————————————————————
Swados, Robert O., vice president and director, Buffalo Sabres Hockey
Club, on behalf of the National Hockey le8gUecccweccccaccccmeecaaae
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Sweet, Berkley C., president, Truck Body & Equipment Association, accom-
pansled by James A. Hackney III, chairman, tax committee, Hackney
& BOD e e e m ;e ————————————————

Tax Council, Paul L. Dillingham, director and chairman of the tax policy
commlttee. and vice president and director of taxes, the Coca-Cola Co.
of Atlanta, Ga_ e m——— e m————

Tax Reform Research Group, Robert M. Brandon, director- ...~

Temple, Phillip T., Preeau & Teitell, accompanied by Emerson Ward, M.D.,
chairman of the board of development, Mayo Clinic, on behalf of the
Ame‘rilcan Association of Presidents of Independent Colleges and Uni-
versitles oo e m e ——————————

Templeton, James C., president, Paragon Resources, Inc—. oo ._

Texaco, Inc.,, Wilford R. Young, vice chairman of the board of directors and
general counsel ...................................................

Theatrical Stage Employees and Moving Plcture Machine Operators of
the United States and Canada, Walter Diehl, international president._.

Thomas, Allen, vice presldent, Natural Resources Group of the Central
Bank of Denver o e ———————————

Thompson, Richard N., secretary-treasurer, and general counsel, Hy-Gain
Electronics Corp., accompanied by Zoltan M. Mihaly, special counsel._

Titus, Douglas, atcorney, lowa Beef Processors, InCoo oo

Tollefson, Donald A., Coalition for the Public Good, accompanied by Wil-
llam Penfck. o —————

Truck Body & Equipment Association, Berkley C. Sweet, president, ac-
companied by James A. Hackney III chairman, tax commlttee, Hack-
NEY & SOMa o e ——————————————

Truck Trailer Manufacturers Association, Charles J. Calvin, president._.

Ture, Norman B., president, Norman B. Ture, Inc.. ..o

United States Council of the International Chamber of Commerce, Inc.,
William J. Nolan, Jr., chairman, Committee on Taxation ..o .-

U.8. Independent Telephone Association, John J. Douglas, executive vice
president, General Telephone & Electronics Corpo oo

U.8. League of Savings Assoclations, Tom Scott, Jr., chairman, legislative
committee, accompanied by Willlam Prather and John Sapienza._._.__..

Varner, Durwood B., president, University of Nebraska, accompanied by
Julian Levi, chairman, committee on taxation, American Councili on
Education e —————

Vogel, Ms, Jo Ann, Cato, Wis_ o e —————

Walker, Dr. Charls E., president, Charls E. Walker Associates, on t :half
of the Business Roundtable, accompanied by David O. Williams, Jr.,
tax counsel, Bethlehem Steel Corp., and Albert E. Germain, tax counsel,
Aluminum Co. of Ameriea. oo el

Walsh, Albert A., president, National Realty Committee, accompanied by
Alan J. B. Aronsohn, NRC tax counsel oo e

Weller, Ralph, chairman, Otis Elevator Co., on behalf of Emergency Com-
mittee for American TraQe oo e ———————

Wilson, F. Perry, chairman of the board, Union Carbide Corp., on behalf of
Manufacturing Chemists Assoclation. . e

Winchester, John, executive director, Connecticut State Lottery....._..__

Winter, Walker, member of the board of directors, chairman, taxation
committee, Chamber of Commerce of the United States, accompanied by
Robert R. Statham, director, tax and finance section; and Walter A.
Slowingki, member of the chamber's taxation and international commit-
eeS ecep———————————————

Wood, C. V., Jr.,, chairman, The Committee of Publlcly Owned Companies,
accompanled by V. B. Pettigrew_ e

Woodbury, Wallace R., chairman, tax subcommittee of the International
Council of Shopping Centers_ - e e

Young, Wilford R., vice chairman of the board of directors and general
counsel, Texaco, INC. e ——————

Page

1717
236

2234
840

797
661
831

1172
1050

2221

1889
1889
1675

933

1583

2158
1959
1693

687

897

981
2357

127
1481
522



xv

ADDITIONAL INFORMATION
OPENING STATEMENTS OF MEMBERS OF COMMITTEE ON FINANCE

Page
The ChARIMMAN . e e r e e ccer e o e o aa e ————————— 1
Senntor CUrtls. v e e c e rccccccmmmmmee e ————— 3
Senator Fanmne ... e ccmm— e mm————————— 3
Senator HANSeI o oo e e mmccccmemcmccn——c—m— e —————— 5
SENALOY DOLee e e e cemmc e e me——mmemem——————————— 0

TABLES AND CHARTS

Averaged unnual rate of chauge in reual growth for member niations of

OECD, 1800~70- - e e e et mr e e ————— 8
Investment as percent of real national uutpul’ 1080-T3 - e N
Productivity growth, 1860-78 . o e e me—— e 9
1975 gross national product and employnient figures. o oo 47
Indicators and estimates of DISC performuaneea. oo oo 80
U.S. productivity growth, 1930-70. e e o
IHustrative computation of 30-percent corporate dividend deduction._____ 73
Hlustrative computation of 050-percent individual dividend gross-up

and credit . oo e e e e —— e T4
Real gross national Produet oo e e 102
Consumer Price Indexo oo e eeaam e 103
Productivity growth, 1960-73. . e 104
Actual and projected investment as a percent of GNP ______.____. 105
Debt-equity ratios for selected industries_ .- . ... 106
The President’s tax cut proposals. oo oo o e 107
Tax rate schedule for President’s tax reduction proposals_ ... ______._ 108, 109
Tax labilities under various tax laws_ ... 110
Comparison of individual income tax provisions_._ .. .___. 115
Revenue losses of individual income tax reduction compared to 1974 faw__ 118
Total tax liability under various tax laws_ . ______. 117

Distribution of tax liabllities under President’s proposal for 19i6 com-
pared with Revenue Adjustment Act extended by size of adjusted gross

INCOME - e e e e e 118
Income distribution of liability under President’s proposal for 1077 com-

pared with Revenue Adjustment Aect unextended..._ ... __._ . . __.__. 121
Income distribution of liability under President’s propsal for 1977 com- .

pared with President’s proposal for 1976___ ______________________.___ 122
Revenue losses of corporate income tax reduction compared to 1974 law . 123
Annual costs and benefits of taxable municipal bond plan with 30-percent

SUDBIAY o e e 124
Effects of tax proposals on flscal year 1977 receipts__ . ______.__. - 125
Comparison of cost recovery allowances._ .. 178
DIroductivity growth, 1960-18_ - e 180
Growth of tax expenditures (chart 1) .__. 181
Growth of tax expenditures (chart 2) .o e e 182
Projected increases in selected tax expenditures.. . _ . _ . __________ 183
Tax expenditure estimates, by function— __ . ___.__ 106
Kennedy tax reform proposals—Estimated fiscal year revenue cffects of

- principal recommendationS_ . . e e ————————— 212
Distribution of benefils of maximum tax—1972_____________ . _____._ 214
Partnership returno . e cic—m—————— 247
Small business corporation retum ..................................... 248
Individual income tax return_ . oo cdceeaaae 248
Distribution of DISC's net income by size of parent corporation.__.._._ 257

Economic impact of a capital recovery allowance system (H.R, 75643)__.. 277
Feonomic impact of a permanent 10-percent investment tax credit for all

LRXPAYETS oo ccce e cceccccc e ccccmecme—c—mcmemmemaem——————— 278
Initial fmpact and net Federal revenue estimates for proposed tax revi-

SIONS oo e tce e 278
Importance of reasons for foreign investments__.__________ emcccmmcaea— 293
Relating to livestocK. . e ———— e 423-29

Relating to foreStry e e ccccccercccmmmcccccmccma————————————— 448-63



XV

TaBLEs AND CHARTS—Continued
Impact of tax proposals on the yield from a successful residential real FPage

estate Investment. o o e————— 405-497
Taxes and transfers as a percentage of income, 1965 o _o_.. 610
Housing-related tax expenditures, 1977 e oo e 512
Estimated impact of substituting a tux credit of not more than $200 for

tax deduction of mortgage interest and property taxes._ . .- ao. 513

Approximate distribution of Federal housing subsidies by income class,
1973

Estimated amount of Federal housing subsidy, by income class, fiscal 1976. 514
1974 housing-related tax expenditures, by adjusted gross income class_... 516

Effects of T'ax Reform Act of 1978 - oot 538-590
Ways and Means Committee version—Effect of minimum tax on investor. 5%—2-
Estimated man-years of work requirements and wages pald for construe-

tion of a single famlly house_ - . e 598
Relating to pension fund assets_ . . o 607-608
Lelngg“téx and forin of ownership of major league baseball clubs, January 1, 645
Combined stateinent of income and expenses for major league baseball

teams for years 1969-73, inclusive e 642
Comparison of baseball and football revenues. .. oo 643
Baseball franchise purchases, 1965-70- . e 643
U.S. apparel fmports.___. e e ——— e o e e e e e e e e e e 1046
Beef production credit mechanism on price. .o 1054
IBP export sales, 1901-75_ .. e e ——— e e 1059
Merchandise trade balance, 1970-TB. . o et 1080
Dependence on selected imported industrial raw materials, 1973 ... 1081
U.S, trade growth in 10708 oo e e e e 1083
Tax incentives for exports___..._.. e e 1121-1123, 1127
Nontax incentives for eXport8_ . oo e 1124-1126, 1128
Performance update, 1975, o e e 1147-1154
Survey of 30 major U.S. engineering—Construction companies foreign

activities in 1974 and 1975 e 1183, 1187
Skill compositions of selected work forces, CIRCA 1970 .o 1190

U.S. employment of 2,233 U.S.-based multinational enterprises in manu-
facturing compared with other firms in same industries, 1966 and 1977.. 1198

Number of full-time equivalent employees by industry, 18970 and 1973_.._. 1199
U.S. balance-of-payments inflows and outflows, U.8. foreign direct invest-
ments of manufacturing industries, 1970 and 1978 ...~ 1200
U.S. balance-of-payments inflows and outflows, U.S. foreign direct invest-
ments of all U.S. industries, 1070-73. - o oo oo e e ree e 1200
__ Relationship between U.S. foreign direct lnvestment inflows and other
U.S. trade, 197078 - e eem e S e e e 1200
Forelgn trade of United States associated with 293 U.S. multinational
enterprises compared with other U.S. trade, 1966 and 1970______.______ 1201
Rank of U.S. firms among 10 firms with largest sales in 9 industries,
worldwide including United States, 1971 o e 1202, 1204
A comparison of the sales and number of foreign manufscturing affiliates
of U.S. versus non-U.S. multinational enterprises, 1970 oo 1205
Categories of companies with largest market shares in 90 product-country
MAEKOS o o e e ———————————————— 1206
Rank in 1973 of U.S. firms among 10 firms with largest sales in 1971 in 9
industries, \mrld\\lde including United States. . oo 1207
Change in worldwide sales, including those in the United States, from 1971
to 1973 of 10 largest firmsS_ .o e 1208
Growth in book value of foreign direct investments by private firms of
selected countries, 1971 to 1978 e 1208

Forelgn income tax rates and foreign dividend~tax rates for U.S.-owned
foreign aflitiates whose taxes would Le affected if a U.S. tax rate were
placed on their unremitted foreign earnings: Selected countries and

worldwide totals for afiiliates in manufacturing, 1966 __-___ 1211
Funds flow, computer model of U.S. multinational enterprise, first year of
base case with current tax law. o oo e 1219

Sample tax calculations, U.S.-owned foreign subsidiary, current tax laws. 1220



Xvi

TABLEs AND CHART8—Continued

Funds flow, computer model of U.S. multinational enterprise, first year of Page
base case with a U.S. tax on unremitted foreign earnings_____.__._____ 1221
Example that illustrates advantage of subsidiary's paying out all earnings
in year 1 under assumption that it has no earnings in year 2__________ 1222
Estimated effects of placing a U.S. tax on unremitted foreign earnings of
US.-owned foreign subsidiary, base case, year 1. _ . __L. .. .. 1223
Illustration of possible order-of-magnitude effects of placing a U.S. tax
on unremitted foreign earnings of US. marufacturing operations abroad,

DABE CABC- - o e o e e ————— 1224, 1225
Summary of results, computer simulation model of a US. multinational

enterprise — e e ————————— 1226
Name, nationality, and sales of 10 firms with largest sales in 1971 in 9

industries woridwide including United States- - _._.__ 1230, 1231
Sales and number of affiliates, foreign manufacturing operations, U.S. and

non-U.S., multinational enterprises, 1970 e 1232
U.S. balance of payments—Major international transaetions, annual aver-

BECB e e e mm e m—mm—m—m e ————————————— 1289
U.S. balance of payments—QGovernment versus prlvate sector, annual

AVETPALLS oo e e e e e mm——— e e mm—————————————— 1290

U.S. balance of payments—Private sector transactions, annual averages.. 1280
U.S. balance of payments—Transactions relating to U.S8. direct private

investment abroad—Major world areas, annual averages_ ... -co_-_ 1290
U.S. balance of payments—Transactions relating to U.S. direct private in-
vestment abroad—Major industry sectors, annual averages.........._._ 1291
Historical performance—Five major OE tire suppliers consolidated cash 208
OB o e e mm— e ———————— e ——— = e e e e e 1
Annual new manufacturing investment in plants and equipment of U.S.
MNC's in the tire manufacturing industry. e 1304
Effect on balance of payments resulting from multinational corporation
manufacturing operations in the American tire industry. .. ... 1305
Machine tools—Domestic new orders. . e 1309
Net profit after taxes—All manufacturing and machine tools, 1969-74.__. 1821
Average net income of all manufacturing corporations and machine tool
companies surveyed, 1985 to date. . oo 1322
Average net income of machine tool companies, income data in percent of
net sales, 1965 to date e 1322
Machine tools—Domestic new orders. . e ————em 1323
Machine tool industry—All employees versus domestic machine tool net
new orders in constant dollars. e 1324
Gross fixed capital formation as a percent of GDP, 1£80-74 annual aver- 225
.................................................................. 1
Productlvlty—-Real GNP per employed civilian_ . _____ . _____. 1325
Cost recovery allowable for tax purposes on machinery and equipment._. 1326
Age of machine tools in six industrial nations.... ... 1826
Federal expenditures, Federal revenues and Federal deficit-surplus,
assuming NDP phased fn, 1977-81__ e 1365
Net reduction in Federal expenditures and Federal debt under NDP,
assuming phasein began in 1972 .o 1365
Actual and potential gross national product__ o oo 1867
Total income tax revenue over and above that realized under the No
Financing/Pension Plan Ca8€o . e 1421

Financing economic growth by monetizing productive capital while build-

ing market power into consumers through employee stockownership

plan (ESOP) financing e e 1425
Estimates of revenue cost of making investment credits refundable

(S. 3080) as compared with revenue cost of present law investment tax

eredit (ITC) oo oo ——————— 1495
Unused airline investment credits, at December 31, 1976 . e~ 1501
Present and proposed minimum taxable income forms. .. . -oo.-. 1529, 1630
Real estate investment, residential housing and shopping center develop-

ment (Joint return) . e 1537
Section 236. Housing project, rates of return on investment... .o oo __ 1537

Effect of LAL proposals on a section 236 project—- oo 1638, 1539



Xva

TasrLes AND CHARTS—Continued
Oil and gas development drilling venture, two-well program—$200,000 P;:;

other Income .t e mancccn e — 1
Expenditures for new plant and equipment, 1965~75____ . ______ 1595, 1696
Comparison 0f 1eVerage - e e eeen 1507
Long term “A" utility interest rates_ o e 1507
Long term debt interest rates new issues versus embedded rate_._..__.._ 1598
Comparison of pre-tax interest COVerage ..o oo n oo 1598
Assets_required to generate $1 of sales revenue oo 1599
Total new security issues, 1966-T5._ o o cum o 1600
Utility employment, 1970 oo ——— 1601
Correlation between changes in investment and employment, 1948-76.... 1602
Dividend payout ratios, 196570 - oo e ————————— 1608
Tax laws favor high growth, low dividend investments over low growth,

high dividend investments . . e ——————

GTl dividena reinvestment plan. . ________ 1605, 1606
Capital requirements. oo e ———————————— - 1626
Estimates of construction expenditures investor-owned electric utility in-

dustry, 197689 e e rcmcee e e ———————— 1651
Bell system construction and financing, 1966-75_ oo 1658
Trends of government purchases and expenditures related to gross na-

tlonal product. e e ————— 1671
Actual and adjusted tax rate for corporate Profits. .o e ecomecommcaocn 1672
Estimated capital requirements and private saving, 1976-85. .. ._._ 1688, 1689
Effect of DISC on financing of excess export receivables. .o mecoeo 1708
Nontaxable returns, 1972, by adjusted gross income groupsS acecceeeeeaco 1726
Income subject to tax by adjusted gross income groups, taxable returns,

1972 e i e e e e o e e e i —— 1725
Income tax by size of adjusted gross fRCOMEe o e oo 1726
Exclusions by adjusted gross income groups. e eeeccecemcececacaaan 1726
Durable g00d8. e e e ———— 1752
Real GNP per emptoyed civitian, 1vouU-T2. ..o .o 1758
Productivity growth, 1060-T8. oo w——- 1788
Investment as percent of real national output, 1960-78 oo 1754
Capital intensity and worker earnings . .o oo 1754
Gross nonresidential fixed investment per person added to civilian labor

BOL e e m o e e e e ———— - 1758
Actual and projected investment as a percent of GNP__ oo _ 1756
Estimated capital requirements and private saving, 1976___ . ___ 1756, 1767
Representative cost recovery periods in the United States and in selected

foreign countries on machinery and equipment_ . cooomoooon 1758
Comparison of cost recovery alloWANCeS o m e me oo 1769
Aggregate COSt TeCOVeIIes . o oo e e 1771
- Comparative costs deht versus equity financing_ . _______ 1798
Tax saving and contribution to capital, 197274 . oo 1817
Selected tax treaties in effect between the United States and foreign coun-

tries a8 of April 1978 _ e 1862
Funds raiscd, private domestic nonfinancial corporations—_ . ___._____ 1865
Corporate business selected lquidity ratioS_ - oo 1865
Individuals’ holdings nf equity securities_ . _ o oo __ 18668
Federal excise tax rates on trucks, buses, trailers, parts and accessories.. 1904
Retall sales of trucks subject to 10 percent Federal exclse tax. ... 1905
Mack U.S. domestic market average vehicle sales price_ oo ___ 1910
Rate table for taxable estate. - .. oo ___ 1999
Unadjusted and adjusted effective tax rates for major depository inter-

‘mediartes, by institution size, 1973 . __________ . ____ . _________ 2078
Basis point subsidy of various mortgage interest tax credits for alterna-

tive portfollos. o e 2073
Estimated fmpact of proposed mortgage interest tax credit on Federal

National Mortgage Asoclation_ ... _________________________ — 2084
Total support by source, all colleges and universities reporting.__________. 2156
Voluntary support of education. ... o ______ 2157, 2158
Average operating budget for medical schools_ oo ___________ 2211
List of recommendations of section of taxation, American Bar Associa-

O e e e e ———— 2803-2305
Sales of foreign affiliates of U.8. Arms_ e oo me—m—m—— 2810, 2311

69-460 0—76——pt. 4—2



XVIII

TaBLEs AND CHARTS—Continued

. Page

Direct investment capital outflow, income and net balance, 1948-75.___._. 2314
Relationship of sales of U.S. majority owned foreign affillates to U.S.

IMPOIrts o e e m e ————m——————————————— 2316

Foreign country tax treatment of their subsidiaries operating abroad. 2327-2329

Statutory tax rates in foreign countries_ . 2332

Tax revenues as a percent of GNP for selected countries, total revenue and

by type of tax all levels of government: Federal, State, local—1973_... 2382
Producers' durable equipment. . e 2392, 2393
Information on high income nontaxable individuals. oo 2402

COMMUNICATIONS
Ad Hoc Committee for an Effective Investment Tax Credit, George A,

Strichman, chairman. e —————— 1745
American Public Power Association, Larry HOb&rt o oo oo e 1616
Brandon, Robert M., director, Tax Reform Research Group- - .c-oe oo - 242
Chrystle, Thomas L., senior vice president, Merrill Lynch & Co., Inc——__.__ 1847
Citlzens Committee on T'ax Reform, Stephen J. Rapp, chairman._______ 394
FMC Corp., Robert H. Malott, chairman of the board and president._.__. 1144
Gorman, Peter J., chairman, Maine State Lottery Commission.__.._______ 2365
Harrison, Gus, commissioner, Michigan State Lottery Bureau..__....... 2364
Hickman, Frederic W., Assistant Secretary, Department of the Treasury.. 2226
Hobart, Larry, American Public Power Association. . _____ 1616
International Economic Policy Association, Timothy W. Stanley, president_. 28309
Mazaine State Lottery Commission, Peter J. Gorman, chairman.____.______ 2365
Malott, Robert 1I., chairman of the board and president, FMC Corp-... 1144
Merrill Lynch & Co., Inc., Thomas L. Chrystie, senior vice president__.__... 1847
Michigan State Lottery Bureaun, Gus Harrison, Commissioner_ ... ... 2364
National Football League, Pete Rozelle, commissioner. ... _._.___ 644
New Hampshire Sweepstakes Comimission, Edward J. Powers, executive

director e —————— 2363
O’Connell, Maj. Peter J., executive director, Rhode Island Lottery

Commlsslon ....................................................... 2363
Powers, Edward J.,, executive director, New Hampshire Sweepstakes

Commission e ————— 2363
Rapp, Stephen J., chairman, Citizens Committee on Tax Reform..______ 3%4
Rhode Island Lottery Commission, Maj. Peter J, O’Connell, executive

AIreetor oo e ————————————— 2363
Royal, Mrs. Lloyd, Springfield, Nebr_ e eemeem 1964
Rozelle, Pete, commissioner, National Football League.__.______._______ 644
Securities Industry Association, James W. Walker, Jr., executive vice pres-

fdent e e e 1829
Stnin!ey, Timothy W., president, International Economic Policy Associa-

B On e 2309
Strichman, George A., chairman, Ad Hoc Committee for an Effective In-

vestment Tax Credit o e 1746
Tax Reform Research Group, Robert M. Brandon, director__.._____.___ 242
Tower, Hon. John, a U.S. Senator from the State of Texas. . ... 2368

Walker, James W., Jr., executive vice President, Securities Industry As-
soclation e c————————— 1829



TAX REFORM ACT OF 1975

THURSDAY, APRIL 1, 1978

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 Gaylord Nelson presiding.

Present : Senators Long, Byrd, Jr., of Virginia, Nelson, Bentsen,
Haskell, Curtis, Fannin, Hansen, and Packwood. .

Senator Nersox, Mr. Robert Flint has not arrived yet, so we will
call upon Mr, Johr .J. Douglas, executive vice president, General Tele-
phone and Electronics Corp., on behalf of the U.S. Independent Tele-
phone Association.

Mr. Douglas.

STATEMENT OF JOHN J. DOUGLAS, EXECUTIVE VICE PRE'SIDENT,
GENERAL TELEPHONE AND ELECTRONICS CORP., ON BEHALF OF
U.S. INDEPENDENT TELEPHONE ASSOCIATION

Mr. Dougras. My name is John J. Douglas, executive vice president
of finance, General Telephone and Electronics Corp.

Senator NeLsoN. If I may interrupt just a moment, Mr. Douglas,
I have not had a chance to read your statement nor to see how long it
is. Your statement will be printed in full in the record at the appro-
priate place. We have six witnesses, so in those parts at least where
you can summarize for the purpose of economy in time, we would
appreciate it.

am informed we have a 10-minute time rule.

Mr. DougLas. My summary will be less than 10 minutes.

I afpear here today on behalf of the member companies of the
U.S. Independent Telephone Association [USITA]. The 1,618 inde-
pendent—non-Bell—telephone companics serve over 26 million tele-
phones in 48 of the 50 States. A map showing independent-served
areas of the United States and a tabulation showing the number
of independent companies serving each State are included as exhibits
to my written testimony, which was filed yesterday.

At this point, Mr. Chairman, I ask that my written statement be
printed in full in the record so that we may devote our time here this
morning to highlighting some of the more crucial issues. In addition,
I ask leave to distribute at the conclusion of my remarks a booklet en-
titled, “Capital Formation * * * a Critical Problem for Utilities,”
which summarizes the capital problem and our proposed solutions in
a fairly concise fashion.! '

1 This document was made a part of the officlal files of the ecommittee.
(1583)
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Secretary Simon’s recent testimony before this committee reflects
the administration’s concern with the serious plight of electric utili-
ties. The recommendations of the President’s Labor-Management Ad-
visory Committee to alleviate the problems of electric utilities, which
have been endorsed by the administration, also deserve the support of
Congress. However, close examination shows that the basic financing

roblems of the utilities are not unique to the electric utilities. In
?act, all utilities—including the telephone utilities—face similar
problems.

Demands for all utility services require large, growing and continu-
ous capital outlays. Specifically, utility expenditures for new plant and
equipment have grown substantially faster than other segments of-the
economy. [Chart 1.] Annual capital expenditures by the telephone
and electric utilities have grown at about the same rate and are ex-
pected to continue to grow proportionately in the future. [Chart 2.]
Both telephone and electric utilities are seriously concerned about
the availability and price of funds to finance these large and necessary
expenditures.

n the past the utility industry has utilized a disproportionate
amount of debt to fund its rapidly growing construction expenditures.
The utilities are now to the point where they cannot or should not fi-
nance their construction budgets by further increasing the ratio of debt
to equity. The impact of high interest rates on the highly leveraged
financial structures has resulted in a dangerous decline in interest cov-
era;Fe for both telephone and electric utilities. [Chart 6.]

his is particularly troublesome since interest coverage is a key
measure of financial strength. The decline in coverage has reduced the
credit worthiness of most utilities, thereby increasing the risk of in-
vestors and the cost to consumers.

In addition to being capital-intensive and highly leveraged, the util-
ity industry is one of the largest employers in the United States. With-
in the industry telephone utilities employ approximately twice as
many people as electric utilities and account for 56 percent of the
total employment in the industry. [Chart 9.] Any tax legislation for_
electric utilities should be extended equally to all utilities in order to
maximize job opportunities in the entire utility industry.

A first step toward alleviating the plight of all utilities is the prompt
and permanent removal of inequities in the tax system which bear par-
ticularly hard on the ability of telephone and electric utilities to at-
tract capital. USITA recommends three basic changes in the tax laws.

INVESTMENT TAX CREDIT (ITC)

The first such inequity is the permanent investment tax credit [ITC]
rate of 4 percent for utilities as com{)ared with 7 percent for nonutili-
ties. Congress has teniporaril equalized these rates at 10 percent for
2 years, which was a step in the right direction. However, a 2-year pe-
riod is not long enough for utilities to effectively and efficiently p};en
and carry out large capital improvements and make up for past dis-
crimination, and it injects another uncertainty for the future.

We support a permanent ITC of at least 12 percent for all industries,
utility, and nonutility. This will immediately provide needed cash flow
to strengthen capital structures and improve interest coverage, thus
permitting increased expenditures for required construction programs.



1585

Senator NeLsoN. I don’t recall. What was the stated reason for the
differential in the investment tax credit between utilities and other
businesses ¢

Mr. Dougras. I believe there were two primarily. This goes back
quite a bit. My recollection is the first reason was that the utilities were
obligated by their franchises to provide service to their customers, to
the users of service. Therefore, because of this obligation it was as-
sumed that they would not need an incentive. They had to provide
the construction that was necessary.

Second, as a part of that, I believe the feeling was if it became
necessary because of high money costs or capital squeeze to help
the utilities finance their construction programs, the State regulators
would permit satisfactory rates of return to give the utilities the
flexibility to handle their construction programs.

I think those were the given reasons at the time. I think if we look
back on the history over the last 5, 6, 7 years, I think we will find
the reasons did not stand up.

Senator NELsoN. Go ahead.

REINVESTMENT OF UTILITY DIVIDENDS

Mr. Doucras. Second, the tax laws effectively foreclose the utilities
from selling stock to a large body of potential investors. Utility stocks
have been sold traditionaﬁy on the basis of high dividend p%’ments,
which are taxed to the recipient at ordinary income rates. The tax
laws discriminate in favor of high-growth, low-dividend payout com-
panies.

The investor’s return on investment in such “growth companies” is
achieved largely through reinvestment of earnings by the corporation.
The resulting capital appreciation is taxed to the investor at more
favorable rates. This discrimination against investors in high-divi-
dend-paying utility stocks results in a higher cost of capital to the
utility—a cost that is reflected in higher rates to consumers.

The ability of the utilities to attract capital would be materially
enhanced if the investors had the option of reinvesting dividends with-
out a tax penalty. Utility dividends reinvested under an automatie
dividend reinvestment plan should in equity be treated for tax pur
poses as a stock dividen£

DEDUCTION OF DIVIDENDS ON NEW PREFERRED S8TOCK

Third, the ability of the utilities to improve, or at least maintain,
their debt-to-equity ratios by selling equity is severely hampered by
the tax law’s discrimination which allows the deduction of interest on
debt, but does not allow a deduction for dividends paid on equity. The
difference in tax treatment is particularly indefensible with respect
to preferred stock, which has most of the characteristics of debt and
which is a commonly used vehicle for utility financing.

The discrimination should be removed by making dividends on
designated new issues of preferred stock tax deductible by the issuer.
This could be done with minimal loss of tax revenue, since new pre-
ferred would not have the 85 percent dividend preference and would
he used extensively as a substitute for debt, interest on which is already
deductible. The resulting net tax revenue loss would be less than
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the difference between the interest rate and the preferred stock divi-
dend rate, since both interest and dividends would be fully taxable
income to the recipients.

In conclusion, enactment of the changes in Federal tax laws recom-
mended by USITA will help telephone and electric utilities to attract
needed capital at lower net cost, thereby allowing them to provide
required plant and equipment, stimulate employment, and operate
more efficiently for the benefit of the public. :

The telephone utilities should be given parity with the electric
utilities in any new tax legislation. All utilities face similar financin
problems. The electric and telephone utilities compete directly witﬁ
one another for capital in the financial markets. The telephone industry
employs more than one-half of the workers in the entire utility in-
dustry. Thus, for maximum effectiveness, without detrimental impact
on any segment of the utility industry, the ITC and divident rein-
vestment provisions being considered for electric utilities should in
equity be extended to all utilities, including telephone utilities.

The Cirairyan. Senator Hansen. )

Senator HanseN. Mr. Douglas, why are your three proposals
uniquely suited to solving the utilities’ finance problems?

Mr. Dovcras. First of all, Senator Hansen, they can be implemented
quickly. Uiy have already been supported by many groups that have
appe: 'ed here. They would provide strong and immediate cash flow
which is needed in the utility industry. They would substantially im-
prove the present precarious debt-equity ratios in the utility com-
panies and, finally, would provide in the case of a dividend reinvest-
ment program a very reliable and steady source of new equity infusion
in the utility industry.

Senator ITansen. Has the recent reduction in interest rates sub-
stantially solved your problem?

Mr. Doucras. There has been, I guess T would call it, a cyclical
reduction we are delighted to sce. On the other hand, if you look
back over the past six recessions, you sce that after each recession
when interest rates had bottomed, they climbed to a new peak so we
have had five consecutive higher peaks. I would say the trend in the
foreseeable future over any period of time is going to be in the direc-
tion of higher interest rates.

I would also like to point out that at the present time—I would like
- to use the General Telephone operating companies as an example. At
the end of last year the imbedded cost of debt for our telephone com-
panies was 7.25 percent. In order to turn the imbedded cost of debt
downward, we would have to be selling our bonds into today’s markets
and in future markets at less than 7.25 percent [Charts 4 and 5.]

I might point out one of our better rated telephone companies
sold securities last week, long-term debt at 8.66 cost of money. Not
only is that substantially above the average and raising the average,
but we must also consider as time goes on the older issues of debt are
coming up for refunding. Some of those issues are carrying 4 percent
and sometimes less, and they are being refunded at current interest
rates. :

Senator HansEn. How will the investment tax credit affect the
utilities’ construction program ¢

Mr. Dovaras. The utility industry had a construction program of
roughly $32 billion last year. T think a good estimate would be about
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85 percent of those expenditures would be eligible for the investment
tax credit. You can see then that this would provide very, very
significant cash flow to the utilities to help them meet their construc-
tion requirements and this, in turn, would give confidence to investors
and in the long run help the equity improvement part of the program.

Senator HanseN. Thank you.

The CHAIRMAN, Senator iNelson.

Senator NeLsoN. 1 have no questions.

The Chairman. Senator Bentsen.

Senator BENTsEN. Thank you, Mr. Chairman, '

On the use of the investment tax credit, do you run into any prob-
lems with some of the State regulatory commissions in how they try
to use the investment credit to bring about a lowering or reduction of
rates in effect and thereby preclude the full utilization.

Mr. Doucras. That problem was recognized and very well handled
in the revision of the tax law, I believe, several years ago, so that now
the problem is reasonably relieved throughout the United States and
instead of immediately flowing through the benefits to the subscriber,
it has helped. Some problems still exist in the State of New York.

Senator BExTsEN. Do you have any recommendations as to further
implementation of legislation to try to stop that?

Mr. Douoras. I believe that if it is not already clear in the legisla-
tion, which may be the case because I have mentioned one State that is
causing some difficulty in this area, it should be clear that the purpose
of the investment tax credit is to help the utilities solve their current
construction cost problems and the funding thereof, and therefore
to return those funds immediately to the subscribers is adverse to the
interest of those subscribers in the long run.

Senator BENTSEN. Do you think the changes made pretty well take
care of that?

Mr. Doucras. Yes, sir.

Senator BEnTSEN. Accountingwise do you get some overlapping on
the chargeoff period, depreciation period, on pollution equipment that
you put in with your investment tax credit?

Mr. Dougras. I am afraid I can’t answer that. I am in the telephone
utility business and we don’t have a pollution problem. Maybe one of
the electric utilities will be able to speak to that.

Senator Bextsen. Thank you very much.

The Chairman. Senator Packwood.

Senator Packwoop. No questions, Mr. Chairman.

The Chairman. Senator Haskell.

Senator HaskEeLL. No questions.

The Chairman. Senator Fannin.

Senator FaxNiIn. I have no questions.

The Cramrman. I am sorry I was not able to be here at the begin-
ning of this session. 1 had to discuss with the Budget Committee our
recommendations with respect to how we will raise taxes. I think this
committee should make the recommendations as to how we should or
should not raise them.

Mr. Dougras. Thank you vervy much, Mr. Chairman.

[The prepared statement of Mr. Douglas follows. Oral testimony
continues on p. 1609.]
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TESTIMONY OF JOEN J. DouaLAs, EXECUTIVE VICE PRESIDENT—FINANCE, GENERAL
TELEPHONE & KLECTRONICS CORP. ON BEHALF OF THE UNITED STATES INDEPEND-
ENT TELEPHONE ABSSOCIATION

SBUMMARY

The long-term demand for communication and power services requires large
and growing capital expenditures. During the past decade the utility industry
has relied extensively upon the issuance of debt securities to finance these re-
quirements. However, utilities cannot do so as heavily in the future because they
have virtually reached the practical limit of their debt capacity. The overall
financial deterioration of both telephone and electric utilities is further evidenced
by sales of common stock below book value, the need to finance at high interest
rates, erosion in interest coverage and numerous downgradings of security rat-
ings. The recent economic recovery serves only temporarily to mask the long-
term financing problems that utllities face, which if not solved, will result in
higher costs to the consumer.

Because of the serlousness of the financial problems of telephone and electric
utilities and their importance to the health and growth of the economy, it is im-
portant that Congress take prompt action to redress certain basic inequities in
the tax laws which are particularly burdensome to utilities. Congress should:

Permanently increase the investment tax credit (1TC) to 12 percent for all
businesses, equalizing the utility and non-utility ITC rates, and remove the 50
percent limitation on the credit:

Defer taxation of automatically reinvested dividends of utilities treating
them as stock dividends (IRC § 305) ; and

Allow a corporate tax deduction by utilities for dividends pald on designated
new issues of preferred stock (IRC § 247).

These measures will significantly help in:

(a) Removing inequities in the tax laws which encourage consumption over
investment and which favor debt over equity ;

(b) Restoring the financial integrity of utilities, reducing their outside capital
requirements, and thereby helping to stabilize the financial markets generally;

d

(¢) Bncouraging construction and employment, reducing the cost of capital
and holding down the cost of services to the consumer.

The telephone utilities should be given parity with the electric utilities in any
new tax legislation. All utilities face similar financing problems. The electric and
telephone utilities compete directly with one another for capital in the financial
markets. The telephone industry employs more than one-half of the workers in
the entire utility industry. Thus, for maximum effectiveness, without detrimental
fmpact on any segment of the utility industry, the ITC and dividend reinvest-
ment provisions being considered for electric utilities should in equity be ex-
tended to all utilities, including telephone utilities.

STATEMENT?®

Three changes in the tax laws are necessary to enable telephone and elec-
tric utilities to inance growing construction requirements and to strengthen their
capital structures which have become dangerously overburdened with debt.

INTRODUOTION

‘The ability of the telephone and electric utilities to provide adequate serviceuy
to the U.S. public is being undermined by serlious long-term financlal problems,
while at the same time the demand for services continues to require extremely
large capital expenditures. Specifically, the telephone and electric utilities have
been financially weakened by a combination of factors, including record inflation,
high interest rates, seriously strained debt capacity, and basic inequities in the
Federal tax laws. The recent economic recovery serves only temporarily to mask
the long-term problems utilities face in adequately funding construction pro-
grams required to meet future demands for communication and power services.

1 The United States Independent Telephone Assoclation (USITA) represents the Inde-
pendent (non-Bell) segment of the telefhone industry in the Unfted States. The Inde-

ndent telephone industry consists of 818 telephone operating companies serving over

million telephones through 11,000 exchunses in over one-half of the served geographic
areas of the nation. A map showing Independent-served areas of the United States and a
state.by-state tabulation of Independent company statistics are attached as Exhibits A
and B. These companies, together with the operatin companies of the Bell System, pro-
vide exchange and inter-exchange telecommunications service through the integrated
facilities of the telephone network.



1589

In considering tax legislation, Congress should not focus solely on the electric
utility half of the utility flnancing problem. Telephone and electric utilities
compete directly with each other in a common financial market for their large
external requirements, To strengthen only electric utilities through tax relief
would disadvantage telephone utilities as the other major competitor for funds
in the utility financing market, thereby driving up telephone utilities’ cost of
capital and ultimately prices to consumers. The telephone utilities are by far
the largest employer among utilities. The electric utilities account for approxi-
mately 30 percent of the employment in the utility industry, and confining tax
rellef to electric utilities would not only be detrimental to telephone utilities
but would materially limit the creation of new employment opportunities in
the entire utility industry.

Utilitles have unique financial characteristics and long-term financing prob-
lems requiring solutions beyond those addressed to capital formation generally.
Prompt solutions are needed because of the large amounts of capital utilities
must continually raise, because their regulated prices have not been permitted
to keep pace with inflation, and because of the essential nature of the public
gervice they provide.

The 1urst step toward alleviating the plight of utilities should be the prompt -
and permanent removal of basic inequities in the tax laws which bear particu-
larly hard on the abllity of telephone and electric utilities to attract capital.

Congress should :* -

Permanently increase the investment tax credit (ITC) to 12 percent for all
businesses, equalizing the utility and non-utility ITC rates, and remove the
50 percent limitation ;

Defer taxation of automatically reinvested dividends of utilities, treating them
as stock dividends ; and

Allow a corporate tax deduction by utilities for dividends pald on designated
new issues of preferred stock.

These measures will significantly help in:

(a) Removing inequities in the tax laws which encourage consumption over
investment and which favor debt over equity ;

(b) Restoring the financial integrity of utilities, reducing their outside capital
re%ulremenbs, and thereby helping to stabilize the financial markets generally;
an

(¢) Encourging construction and employment, reducing the cost of capital,
and holding down the cost of services to the consumer.

I. TELEPHONE AND ELECTRIC UTILITIES HAVE COMMON FINANCIAL PROBLEMS

(A) Large capital outlays are needed to meet demands for utility servioes

Demands for service require large, growing and continuous capital outlays by
the utllity industry. The growing rate of these outlays far outstrips the rates
in other sectors of the economy. For example, during the period 1865 through
1976 expenditures for new plant and equipment for utllitles increased by
195 percent whereas for manufacturing the increase was only 108 percent
(Chart 1). Annual capital expenditures of all utilitles were approximately $22

-billion in 1970, increased to $32 billlon in 1975, and are estimated to reach $54
billion by 1980 (Chart 2). The utility industry is concerned about the availability
and price of funds to support these necessary expenditures. This concern will
:ntenslry as the economy recovers and the competition for and cost of funds
necrease,

(B) Increasing reliance on borrowing 18 no longer practical

Largely because of the bias in the tax laws favoring the issuance of debt
rather than equity, the utility industry utilized a disproportionate amount of
debt to fund its rapidly growing construction expenditures from 1968 through
1875. Key indicators of financlal strength now show that telephone and electric
utilities are virtually precluded from financing their future construction re-
quirements by further increasing the proportion of debt in their capital struc-
tures. The level of debt of independent telephone utilities at year end 1975 was
56% of total capitalization, slightly greater than that of electric utilities (Chart
8). The important fact is that both telephone and electric utilities have about
reached the practical limit of thelir ability to increase leverage because of inden-
ture restrictions, the need to protect bond ratings, or the reasonableness of risk
that security holds can be expected to assume. Because of the acute nature
of the overall debt problem, many utilities, both telephone and electric, have
been forced to sell large amounts of new common stock below book value.
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The adverse consequences of the extensive use of debt have been magnified
by the rapid increase in interest rates during the period 1860 through 19i5.
Interest rates on “A" rated utility bonds increased from 4.8 percent into 1960
to 10.1 percent in 1975. Although there has been a modest cyclical decline in
interest rates recently, the secular trend of long-term interest rates remains
upward (Chart 4). Because of anticipated future inflation, long-term interest
rates are expected to remain far above historical norms. As a result, the utili-
ties will have to refinance the debt sold prior to the mid-sixties at two-to-three
times the original interest rates, while simultaneously financing new construc-
tion at the higher rates. The combined will be to significantly and inevitably
continue to increase the embedded cost of capital to utilities (Chart 5).

Extensive use of debt and the escalation of interest rates has caused a dramatic
erosion in the interest coverage of utilities. Average pre-tax interest coverage
for both independent telephone and electric utilities fell to approximately three
times in 1974-75, as compared to four to six times a decade ago (Chart 6). Some
individual utilities' interest coverage ratios have even dropped below two
times, the point at which most utilities are prohibited by indenture limitations
from issuing additional long-term debt. The decline in the utilities' interest
coverage has reduced the credit worthiness of most utilities and increased the
risk to investors, During the period 1971 througr 1975, Standard & Poor's
downgraded the bond ratings of 104 public utilities while upgrading only 37.
As a direct result, utilities have found it more difficult and more expensive to
raise needed capital.

The overall financial deterloration of telephone and electric utilities, as evi-
denced by (1) extensive use of debt, (i1) sales of common stock below book
value, (iii) need to flnance at high interest rates, (iv) erosion in interest cov-
erage, and (v) downgradings of securities, can only lead to higher prices to
conumers. -

(C) Capital intensity

The financial problems of utilities further magnified by their capital in-
tensive nature. Independent telephone and power utilities Invest nearly b5
times as much as the average manufacturer for each dollar of annual sales
(Chart 7). Therefore, utilities must rely far more heavily on external financings
than industrials.

(D) Competition for external capital

Utllities account for a large and increasing share of the private external capital
financing-in the U.8. (Chart 8). Telephone and electric utilities compete directly
with each other, and@ with all others including the Federal government, for the
limited amount of available capital. Because of large capital needs, strained
debt/equity ratios, and reduced credit worthiness, utilities find themselves dis-
advantaged competitors in the.intensely competitive financial markets.

(E) Utility employment

In addition to being capital intensive, the utility industry is one of the largest
employers in the United States. Within this industry telephone utilities employ
approximately twice as many peeple as electric utilities and account for 569%
of the total employment in the tndustry (Chart 9). B

II. CONGRESS SHOULD INCLUDE IN THE CURRENT TAX BILL PROVISIONS TO STRENGTHEN
THE UTILITIES’ ABILITY TO FINANCE THEIR CONSTRUCTION REQUIREMENTS

To alleviate the financial problems facing telephone and electric utilities, to
remove basic inequities in existing tax laws, and to stimulate the economy and
employment, Congress should promptly adopt the following three tax proposals:

Permanently increase the investment tax credit (ITC) to 12 percent for all
businesses, equalizing the utility and non-utility ITC rates, and remove the 50
percent limitation on the credit ;

Defer taxation of automatically reinvested dividends of utilities, treating them
as stock dividends (IRC § 305) : and

Allow a corporate tax deduction by utilities for dividends paid on designated
new issues of preferred stock (IRC § 247).

(4) The investment tax credit (ITC) should be made permanent at 12 percent
Jor all businesses

There is little question that the ITC has proven to be an effective tool for
fighting recession, unemployment, and inflation. A permanent 12 percent ITC
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for all businesses, including telephone and electric utilities, will immediately
provide needed cash flow to strengthen capital structures and to improve interest
coverage, thus permitting increased construction programs. Private and govern-
mental studies indicate that the long-term effect of ITC on tax revenues is favor-
able, because an increased, permanent ITC will both directly and indirectly
stimulate tax revenues by providing jobs and improved earnings.

Increasing the ITC clearly provides a strong stimulus to investment. Histori-
cally, there is a strong correlation between changes in new fixed investment and
changes in total employment (Chart 10).

The recent increase in the ITC for all industries to 10 percent from the prior
7 percent for industrial companies and from a discriminatory 4 percent for all
public utilities was a step in the right direction, but it was limited to two years.
The increased ITC must not be allowed to expire as scheduled at year end 1976
and all utilities returned to the discriminatory 4 percent level, nor should Con-
gress establish a lower rate for the telephone utilities than for other utilities.

Furthermore, the long-term benefit of the ITC is greatly reduced by an on-
again, off-again policy, particularly in the case of utilities, which require long
lead times in construction planning.

Similarly, the relaxation of the 50 percent limitation on the credit in Section
48 of the Internal Revenue Code should be continued. Otherwise, the benefits of
the increased rate will be denied to those less profitable businesses with the
highest capital needs.

The legislation should continue to require normalization for utility rate-making
purposes.

Because of serious technical impediments, most telephone utilities have been
precluded as a practical matter from availing themselves of the additional one
percent investment tax credit for contributions to Employee Stock Ownership
Plans (so-called ESOP). Five remedial amendments are needed in order to give
the Independent telephone companies a realistic option of establishing ESOP
for their employees. The five technical problems are discussed in detail in Ap-
pendix A to this testimony. Note particularly the fifth point dealing with the 80%
affiliatlon test, which problem among telephone companies is peculiar to the
Independents.

Extension of the present two-year life and an increase in the one percent
funding level provided in the 19756 Act would afford more adequate, long-term fi-
nancial incentives to establish such employee plans.

(B) Stockholder reinvestment of utility dividends should be tazed in the same
way as stock dividends : .

Stock issued under automatic dividend reinvestment plans of utilities should
be treated for tax purposes under Section 305 of the Internal Revenue Code just
as though it had been received as a stock dividend. Under this proposal, utility
stockholders would be permitted to reinvest their dividends in newly issued stock
of the dividend-paying corporation without being penalized by having to pay a
tax on dividends they never actually receive.

Investors in utility stocks traditionally seek a high dividend yleld. As a result,
the dividend payout of most utilities ranges between 60 percent and 70 percent
of net income, a much higher rate than traditionally paid by industrial firms
(Chart 11). Because of the nature of their investors, utilities do not have the
same degree of flexibility in dividend payouts as do most industrial firms. The
importance of dividends to utllity investors can be illustrated best by the trau-
matic experiences of Consolidated Edison when it omitted a dividend payment
in 1974 and General Publie Utilities when it unsuccessfully attempted to switch
from cash to stock dividends.!

Since cash dividends are taxed to the recipient at ordinary income tax rates,
the tax laws in effect discriminate against high-dividend-paying companies (e.g.,
utilities) while favoring companies which retain more of their earnings for in-
ternal growth (Chart 12). This discrimination against investors in high-divi-
dend-paying utility stocks results in a higher cost of capital to the utility—a
cost that is reflected in higher rates to consumers.

If investors had the option of reinvesting dividends under automatic dividend
reinvestment plans without a tax penalty, the adverse effects of existing dis-
crimination would be significantly reduced because investors in utilities would
be treated more equitably with investors in industrial companies. Furthermore,
the ability of utilities to obtain much needed equity capital from a far broader
investor constituency would be enhanced.

1 “A Case For Dropping Dividends,” Fortune, June 15, 1968, page 181.
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One particular advantage of this proposal is that it builds on existing dividend
reinvestment plans which have proven to be popular particularly among utility
investors. Consequently, many utility companies have already established these
plans. As an fllustration of the success of these programs, participation in GTE's
Dividend Reinvestment Plan has increased from 11 percent of registered holders
in 1972 to nearly 20 percent in 1976. The amount of money invested annually by
participants has increased about threefold, from $5 million in 1972 to an esti-
mated annual rate of more than $15 million in 1976 (Chart 18). The increased
participation provides an important source of new equity capital to the company.

These plans are particularly well suited to the needs of the small investor,
because they provide a convenient, systematic and inexpensive means of invest-
ing. For example, participants in GTE's Dividend Reinvestment Plan purchase
new shares without paying brokerage commissions or service charges. The pop-
ularity among small investors is illustrated in the case of GTE's plan wherein
74 percent of the participants own 100 shares or less. Conversely, participation
among investors with large shareholdings is modest (Chart 14).

The adoption of this tax proposal would significantly increase participation in
existing dividend reinvestment programs and induce other utilities to establish
similar programs for their shareholders. It would enhance the attractiveness of
high-dividend-paying utility stocks for prospective investors interested in capital
appreciation, while retaining traditonal investment appeal for shareholders
seeking cash dividends. The increased equity investment would help strengthen
the capital structure of the utility industry, reduce reliance on outside capital
markets and help provide funds required to increase capital expenditures and
employment.

The first order revenue loss of this proposal to the Treasury is not only small*
but would be quickly overcome by the resulting expanded economic base, includ-
ing Jobs created both directly and indirectly. Statutory language to implement
this proposal is suggested in Appendix B to this testimony.

(0) Utilities should have the option of offering designated new {ssues of pre-
ferred stock with dividends taw deductidle to the tssuer

The ability of the utilities to at least maintain their debt/equity ratios by sell-
ing equity 1s severely hampered by discrimination in the tax laws which allows
the deduction of interest on debt but does not allow the deduction of dividends
on equity. The difference in tax treatment is particularly indefensible with re-
spect to preferred stock which has most of the characteristics of debt and which
is a commonly used vehicle for utility financing. The discrimination should be re-
moved by making dividends on designated new issues of preferred stock deduc-
tible by the utilities.

Enactment of this proposal would make an important and substantial contri-
bution to the ability of utilities to raise needed equity capital angd to improve or at
least maintain their debt-to-equity ratios. The market for preferred stock would
be substantially broadened to attract new investors because the issuer could
economically pay a higher dividend rate than is currently available on most fixed
income securities of simflar quality. Enactment of this proposal could enable
utilities to almost double the amount of preferred stock sold at approximately
the same cost, thus economically increasing their equity bases. Utilities not
electing this new alternative could continue to sell, more advantageously, the
traditional preferred stock to institutional investors who would continue to
utilize the 85 percent dividend received deduction (IRC §248). Indeed, some
utilities might offer both types of preferred stock.

This proposal would cause a minimal loss of tax revenue, since the new pre-
ferred would not have the 85 percent dividend preference of the old preferred and
could be used extensively as a substitute for debt, interest on which is already
deductible. Therefore the resulting tax revenue loss would be less than the dif-
ference between the interest rate and the preferred dividend _rate since both
interest and dividends would be fully taxable income to the recipients. Utilities
with adequate debt capacity would not find tbis proposal economically advan-
tageous to use, thus further minimizing the potential tax loss to the Treasury.

OONCLUSION

The long-term demand for utility services requires large and continous capi-
tal expenditures. In the past, utilities have depended heavily upon the issuance

1 There would, of course, be no revenue loss with respect to dividends paid to those
shareowners who do not participate in Dividend Reinvestment Plans.
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of debt securities to finance capital requirements. They can no longer depend as
heavily upon this source of capital in the future because they have virtually
reached the practical limit of debt capacity. The overall deterioration of the
financial strength of utilities I8 reflected in the erosion of interest coverage,
sales of stock below book value and the numerous downgradings of utility se-
curities. These adverse factors must necessarily be reflected in higher costs to
the consumer.

Because of the importance of telephone and electric utilities to the health and
growth of the economy, their financial deterioration calls for prompt action by
Congress. Three changes in the tax laws are recommended which would help
;‘emedy the financing problems of utilities and remove basic inequities in the tax
aAwS:

Permanently increase the Investment tax credit to 12 percent of all businesses;

Defer taxation of automatically reinvested dividends of utilities, treating
them as stock dividends; and

Allow a tax deduction by utilities for dividends paid on designated new issues
of preferred stock.

Enactment of these provisions will help telephone and electric utilities to
attract needed capital at lower net cost thereby allowing them to provide re-
quired plant and equipment, stimulate employment, and operate more efficiently
for the beneflt of the public.

The telephone utilities should be given parity with the electric utilities in any
new tax legislation. All utilities face similar financing problems. The electric
and telephone utilities compete directly with one another for capital in the finan-
cial markets. The telephone industry employs more than one-half of the workers
in the entire utility industry. Thus, for maximum effectiveness, without detri-
mental impact on any segment of the utliity industry, the ITC and dividend re-
investment provisions being considered for electric utilities should in equity be
extended to all utilities, including telephone utilities. -

ExHIBIT A

UNITED STATES INDEPENDENT TELEPHONE ASSOCIATION
(USITA)

INDEPENDENT TELEPHONE COMPANES
SERVE 51% OF THE LAND AREA
OF THE UNITED STATES
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. Exnrmrr B

INDEPENDENTS BY STATE
Year End 1975

STATE COMPANIES TELEPHONES STATE COMPANIES TELEPHONES
ALABAMA 32 339,000 MONTANA 18 81,000
ALASKA 23 189,000 NEBRASKA 55 466,000
ARIZONA L] 62,000 NEVADA 6 352,000
ARKANSAS 3 337,000 NEW HAMPSHIRE 12 28,000
CALIFORNIA 27 3,492,000 NEW JERSEY 2 120,000
COLORADO 2 30,000 NEW MEXICO 172 89,000
CONNECTICUT 2 18,000 NEW YORK 49 1,168,000
FLORIDA ” 2,168,000 NORTH CAROLINA b 1,620,000
GEORGIA 3% 462,000 NORTH DAKOTA 19 123,000
HAWAII 1 568,000 OHIO @ 1,763,000
IDAHO 13 106,000 OXLAHOMA 40 239,000
ILLINOIS 62 1,490,000 OREGON Q2 391,000
INDIANA ) 1,238,000 PENNSYLVANIA 58 1,677,000
IOWA 106 608,000 SOUTH CAROLINA % 453,000
KANSAS L] 266,000 SOUTH DAKOTA 7 79,000
KENTUCKY 20 638,000 TENNESSEE 23 418,000
LOULSIANA n 128,000 TEXAS 88 1,480,000
MAINE 17 74,000 UTAH " 28,000
MARYLANOD 1 4,000 VERMONT ? 40,000
MASSACHUSETTS 3 4,000 VIRGINIA 24 702,000
MICHIGAN 62 777,000 WASHINGTON 38 692,000
MINNESOTA 97 541,000 WEST VIRGINIA 172 123,000
MISSISSIPP) 2 61,000 WISCONSIN 14 863,000
MISSOURI @

839,000 WYOMING " 16,000

TOTAL: 1,618 26,820,000
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EXPENDITURES FOR
NEW PLANT AND EQUIPMENT

1965-1975 o
% INCREASE
200 196%
— UTILITIES —,
160 r—

MANUFACTURING

100 - \71106%
£
OTHER -7/ ~~-69%
50 - 7S -a9%
-7 \
™. " TRANSPORTATION
S S R U O WA RS S N |

|
1965 66 67 68 69 70 71 72 73 74 (75”
est.
SOURCE: U.S. DEPARTMENT OF COMMERCE
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UTILITY INDUSTRY
Expenditures for New Plant & Equipment

) $ BILLIONS
) | | $64
$601— | s‘@
““‘“‘“\“\‘
$401— ALL UTILITIES /
X
o o $25
$22 ELECTRIC UTILITIES o -
$20[~ N s16 e s
¥ ..ummﬂ“lmmm\m\“
et
$10~ m ‘2‘““
$9 TELEPHONE UTILITIES
golel— L 1L L4441 41

1970 711 72 73 74 15 16 7177 18 79 1980

{estimated)——>

SOURCES: U.S. DEPT. OF COMMERCE, KIDDER PEABODY
DATA RESOURCES, INC.,U.S.LT.A. AND AT&T
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COMPARISON OF LEVERAGE
Telephone and Electric Utilities

(TOTAL DEBT AS % OF TOTAL CAPITAL)

pa

U.S. INDEPENDENT
TELEPHONE COMPANIES

P I —— P
. Mmc UTILITIES" 2::
. « ATAT

33%
oI T R W R T S L

1966 67 68 69 70 n n 13 74 1975 Est.
*As compiled by Pacific Gas & Electric Company in
Comparative Financial Data : Fiﬁy_ﬁgut Utility Companies

SOQURCE: AS ABOVE: AT&T STATISTICAL REPORT, AND U.S..T.A. STATISTICS

LONG TERM ““A’’ UTILITY
INTEREST RATES

10.1%
10 -
8 =~ —
N
8 TREND LINE
4.8%
4 |- .-~
2 -
| ] | 1
1960 1965 1970 1975

SOURCE: MOODY'S INVESTORS SERVICE
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LONG-TERM DEBT INTEREST RATES
NEW ISSUES VS. EMBEDDED RATE
(an example)

9.80%

=

9.2
Average Interest Rates 0%

s O & N O ©

~ on New Issues
o 7.25%
p ’f——
-
6.66%
™ - Embedded Rate
:——'"—’
1 1 ] 1 1 L 1 1 1 1 1

1966 1967 1968 1969 1970 1971 1972 1973 19874 1976 1976

NOTE: The chart is based on actual interest rates experienced by GTE telephone

INTEREST COVERAGE

companies and is reasonably representative of USITA experience.

COMPARISON OF PRE-TAX
INTEREST COVERAGE

Telephone and Electric Utilities

ELECTRIC UTILITIES

Z

U.S. INDEPENDENT TELEPHONE COMPANIES
| 1 -l 1 | 1 l 1 J
1966 87 68 69 0 n ” 13 " 1975€st.
SOURCE : USLTA. STATISTICS, ATAT,

PACIFIC GAS 4 ELECTRIC'S 29 LARGEST STRAIGHT ELECTRICS IN
COMPARATIVE FINANCWAL DATA: FIFTY LARGEST UTILITY COMPANES
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ASSETS REQUIRED TO GENERATE
- ONE DOLLAR OF SALES REVENUE

$3.50 $3.52
U.S.
%0.75 INDEPENDENT| -
ALL MFG. POWER " TELEPHONE
COMPANIES COMPANIES COMPANIES

SOURCES : FORTUNE 500 — MAY 1975
FORTUNE 50 — JULY 1975
US.LT.A.
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TOTAL NEW SECURITY ISSUES, 1966-1975
PUBLIC UTILITIES AS %OF TOTAL
(¢ BILLIONS)

$203.0

All

Corporations _$130.6

Public
Utilities

1966-1970 1971-1976°

*1975 ESTIMATED
SOURCE: SALOMON BROTHERS
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UTILITY EMPLOYMENT

EMPLOYEES
(000) 1976

2,000
1,696,000

1,600

1000 948,000

506,000
500

242,000

TOTAL  TELEPHONE ELECTRIC & OTHER
COMBINATION
ELECTRIC & GAS

SOURCE: U.S. DEPARTMENT OF LABOR



1602

CORRELATION BETWEEN CHANGES IN
INVESTMENT AND EMPLOYMENT

1948-1975

CORRELATION = 69%

+3% —

% CHANGE IN
TOTAL
EMPLOYMENT

| J

-10% 0 | +H0%
% CHANGE IN NEW FIXED INVESTMENT

SOURCE : U.S. DEPARTMENT OF COMMERCE
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DIVIDEND PAYOUT RATIOS
Utilities and Industrials

PAYOUT
% 1965 - 1975 S&P 60
0r UTILITIES
g5 |- 64% v 4%
60 |-
55 |- S&P 425
51% INDUSTRIALS

50 45%
45— 1965 - 1976
40 AVERAGE: UTILITIES 66%
INDUSTRIALS 49%
35 )
Y SR N W NN VN D N BN NN

1965 ‘66 ‘67 ‘68 ‘69 70 ‘71 72 13 ‘74 1975es:.
SOURCE: STANDARD & POOR'S CORPORATION
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\TAX LAWS FAVOR HIGH GROWTH, LOW DIVIDEND INVESTMENTS
OVER LOW GROWTH, HIGH DIVIDEND INVESTMENTS

Assuming $100 Investment

i After-Tax
Market Pre-Tax Total Return Upon
Type of Price Appre— Total After-Tax Return Sale After
Company ciation Dividend  Return  Dividend® 1st Year _7 VYsars®*
) (2) 3) - (4 {5) (6)
(N+(2) (1)+(4)
High Growth $10.00 $200 $12.00 $1.40  $11.40  $97.51
Low Dividend
Utility
Low Growth
High Dividend $ 4.00 $8.00 $1200 $5.60 $ 960 $83.43
Net tax advantage -
afforded tow dividend
paying stocks $ 180 $14.08
- -

* Assumes a 30% tax bracket, and therefore a 15% capital gain tax
** Assumes reinvestment of appreciation and after tax dividends
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GTE DIVIDEND
REINVESTMENT PLAN

PARTICIPATION *
20% , 19%
5% 15% 15%
12% [ 11 1
1% [
10% |- |
5% -
0 |
1972 1973 1974 1975 1976
JAN.
$20- INVESTMENT
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$15 - —
| ‘o $12_
$10f— $9 —

s [ ]

]
) L u

1972 1973 1974 - 1975 1976
JAN.**

‘as a % of Registered Shareholders
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SHAREHOLDERS PARTICIPATINGIN
GTE’S DIVIDEND REINVESTMENT PLAN

Number of
Shareholders
(000}
250
<= Total
213,000 R:u?stmd
200 }— i Sharsholders
Participating
Sharehoiders
1 -
108,000
100
’ 63,000
50 — 46,000 8.5%
20,000

0-50 51-100 101-200 201-500 OVER 500
Number of Shares Held

74% OF PARTICIPANTS OWN 100 SHARES OR LESS
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APPENDIX A

FIvE TEUHNICAL OBSTACLES TO “UTILITIES' IMPLEMENTATION OF THE ESOP
ProvisioNs oF THE TAx REDpUCTION AcT oF 1975

Aside from the question of adequate, long-term economic incentives, there are
five technical problems which effectively foreclose the possibility of telephone
utilities’ instituting 1TC-funded employee stock ownership plans (ESOP’s) pur-
suant to the provisions of the Tax Reduction Act of 1975.

Remedial amendments are necessary to deal with these five obstacles.

1. Normalization for reyulatory purposes.—Specific statutory provisions relat-
ing to normalization are necessary to preserve any financial benefits to regulated
public utilities from the 1 percent-ITC contribiitions to ESOP's. If the 1 percent-
ITC contributions were treated the same way for regulatory purposes as the
regular 10 percent portion under Section 46(f) of the Code, a regulatory com-
mission could treat the 1 percent credit as a cost reduction to be flowed through
to utility customers, either immediately or over the life of the new plant. Such
flow-through treatment would not be appropriate for the 1 percent credit allowed
by Section 46(2) (1) (B), where the credit was used to acquire capital stock
for employees. If the credit were flowed through to the ratepayers, the utility
would have issued stock for which no permanent capital had been received. In
effect the regulated utility would have paid twice for the 1 percent credit—once
in stock to its employees and once in reduced rates to its customers. Not only
would such a result be an economic disincentive, it would counter Congress’ desire
to strengthen the capital structures of the utilities.

Section 46 should be amended to provide specifically that the 1 percent tax
credit be treated as a contribution to equity on behalf of the employees, with
regulatory flow-through prohibited,

2. Recapture of 1 percent tad credit.—Although adjustments to the amount of
ITC claimed may be later made pursuant to Section 47 of the Code on account
of early retirement of plant, Section 301(d) of the 1976 Act appears to con-
template that no compensating adjustment be made in the amount contributed to
an employee plan. This result would again put the employer in the position of
havllng issued stock to its employees for which no permanent capital had been
recefved.

Section 47 should be amended to prohibit the recapture of any portion of the
ITC actually contributed to an ESOP, unless it could be shown that the original
claim of credit had been made in bad faith.

3. Redetermination of credit.—Bimilarly, if the Service should determine on
audit that the underlying property was ineligible for tax credit, the amount
of the 1 percent-ITC would thus become subject to assessment as a deficlency
UHability. As with recapture, Sectlon 301(d) of the 1975 Act does not appear to
permit any corresponding adjustment in the 1 percent-1TC contribution to the
employee plan. Again, the employer would be placed in the position of having
issued stock ta its employees for which no permanent capital had been received,

Section 301 should be amended to allow subsequent adjustments to ESOP
contributions to refiect amounts subject to redetermination.

4. Bopenses of trust administration.—The Service in T.I.R. 1413 has inter-
preted the 18756 Act to preclude charging the expenses of administering the em-
ployee trust to the trust. The effect of this prohibition is that expenses of the
employee trust become an operating expense of the employer and, in effect, reduce
the net benefit of the ESOP to the employer. Without remedial legislation, the
burden of the administrative expense could discourage corporations from in-
stituting such plans. )

Section 301 should be amended to allow expenses attributable to trust admin-
istration of the 1 percent-ITC to be charged against the trust.

5. 80 percent affiliation requiremcent.—Under the provisions of the 1975 Act,
an employee trust can receive stock only of the employees’ direct employer-
corporation or of an affiliated corporation. The 1975 Act imposes the 80-percent-
afiliation test of Seciion 368(c) of the Code. Specifically, the Section 868(c)
test requires the parent to hold at least 80 percent of each class of stock in each
subsidiary, a requirement that cannot be met by operating subsidiaries of most
Independent telephone companties.

The consolidated return test, which is used in Section 407(d)(7) of the Em-
ployee Retirement Income Security Act of 1974 (ERISA), P.L. 98-406, should
be substituted for the Section 888(c) test. This change will have the effect also
of alleviating the potential problem created as to second- and lower-tier sub-
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gidiaries which is identified by Mr. Robert N. Flint, AT&T's Vice President
and Comptroller, in his letter to Chairman Long dated March 31, 1976, in the
second paragraph under the heading, “Amendments to Employee Stock Owner-

ship Plans (ESOP).
BUMMARY

If these flve technical obstacles are not remedied by amendment, USITA does
not believe the Independent telephone companies can practicably establish em-

ployee stock ownership plans.
APPENDIX B

AMENDMENT TO SEOTION 805—ENCOURAGEMENT OF REINVESTMENT OF UTILITY
DIVIDENDS

BECTION ——, ENCOURAGEMENT OF REINVESTMENT OF PUBLIC UTILITY UIVIDENDS

(a) Amendment of Section 305.—Section 305 (relating to distributions of
stock and stock rights) is amended by redesignating si:bsection (e) as subsection
(f) and by inserting after subsection (d) the following new subsection:

“(e) Dividend reinvestment in certain pubdlic utility common stock.—

“(1) In general.—Notwithstanding any other provision of this section, sub-
section (a) shall apply to any distribution of eligible stock by an eligible public
utility corporation pursuant to a qualified dividend reinvestment plan.

“(2) Ordinary income on certain dispositions.—If the amount of any distribu-
tion of stock was excluded from the gross income of any taxpayer under sub-
section (a) by reason of paragraph (1), and if the taxpayer disposes of such
stock within 12 months of its distribution to him, then notwithstanding any
provision of this subtitle other than section 116, an amount equsal to the amount
excluded from gross income under subsection (a) in respect of the stock so
disposed of shall be included in the taxpayer's gross income for the taxable year
in which such disposition occurs. Such amount shall be treated as a dividend
for purposes of this title. The adjusted basis of such stock immedlately before
such disposition shall be an amount equal to the amount includible in gross
income by reason of this paragraph. For purposes of this title any stock to
which this paragraph applies upon the disposition thereof shall be deemed to
be disposed of before any other stock of the same class. )

“(8) Definitions.—For purposes of this section—

(A) Qualified dividend reinvestment plan.—The term ‘qualified dividend rein-
vestment plan’ means a written plan adopted by a corporation which is a regulated
publie utility or qualified parent corporation under which— )

(1) its shareholders who 80 elect may receive any distribution otherwise pay-
able in property only in shares (including fractional shares) of eligible stock
equivalent in value (determined as of the record date of such distribution) to
the dividends waived ;

(ii) dividends waived in respect of any distribution must be used exclusively
for the construction, reconstruction, erection or acquisition of public utility
property ; and

(1i1) in the case of a qualified parent corporation, the value of eligible stock
distributed under the plan (determined as of the record date of each distribution)
during any taxable year of such corporation may not exceed the dividends
received during such year from regulated public utilities which are members
of the affillated group of which such corporation is the common parent
corporation,

A written plan of a qualified parent corporation shall be deemed to satisty
the requirements of subparagraph (ii) of this paragraph if the amount referred
to in such subparagraph must be used exclusively for the purposes referred to
in that subparagraph by such qualified parent corporation or by one or more
of the regulated public utflities described in subparagraph (iii).

“(B) Bligible pudblic utility corporation.—A domestic corporation which is a
regulated public utility or qualified parent corporation shall qualify as an ‘eligi-
ble public utility corporation’ for any taxable year in which such corporation
has complled with the requirements of its qualified dividend reinvestment
plan, and has satisfled the requirements of subparagraphs (1) and (ii) of this
paragraph.

(1) Such corporation's investment in public utility property at the end of the
taxable year shall exceed its investment in public utility property at the begin-
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ning of such year by at least an amount equal to the dividends waived during
such year under its qualified dividend reinvestment plan.

(il) Such corporation’s investment in public utility property at the end of the
taxable year shall exceed the amount of its investment in publie utility property
on January 1, 1976 by at least the amount of the dividends waived under its
qualified dividend reinvestment plan from January 1, 1976 to the end of the
taxable year.

The determination of amounts invested in public utility property shall be made
under regulations prescribed by the Secretary or his delegate, provided that, in
determining whether a qualified parent corporation has satisfied the requirements
of subparagraphs (1) and (ii) of this paragraph, there shall be taken into ac-
count the aggregate amount of the investment in public utility property made
by such qualified parent corporation and all regulated public utilities which are
members of the affiliated group of which such qualified parent corporation is
the common parent corporation.

“(0) Dividends wafved.—The term ‘dividends waived’ means, with respect to
any distribution, the amount which would have been distributed to shareholders
electing to receive eligible stock pursuant to a qualified dividend reinvestment
plan if such shareholders had received the same amount of property per share
as shareholders of the same class not making such election.

“(D) Eligible stock.—The term ‘eligible stock’ means common stock of the
same class as the stock with respect to which such stock is distributed. —

“(B) Pubdblic utility property.—The term ‘public utility property’ means property
described in section 48(c) (8) (B).

“(F) Regulated pudlic utility—The term ‘regulated public utllity’ means a
corporation engaged predominately in the trade or business of the furnishing or
sale of services described in the first sentence of section 46(c) (3) (B).

“(Q) Qualified parent corporation.—The term ‘qualified parent corporation’
means a4 common parent corporation of an affiliated group which includes one or
more regulated public utilities.

“(H) Afiliated group, etc.—The term ‘affiliated group’ and ‘common parent
corporation’ have the same meaning as when used in section 1504(a).”

Senator NeLsoN. The first witness was supposed to be Mr. Flint. He
had not yet arrived when we started.

The Camman. If Mr. Flint is not here, we will call on Mr. Larry
Hobart, assistant general manager, American Public Power Associa-
tion, ‘

STATEMENT OF LARRY HOBART, ASSISTANT GENERAL MANAGER,
AMERICAN PUBLIC POWER ASSOCIATION

Mr. Hosarr. I have a prepared statement and I have a three-page
summary which, with your permission, I will read.

The American Tublic Power Association is a national service or-
ganization representing some 1400 local public power systems—mainly
municipal . >iric utilities—in 48 States, Puerto Rico, the Virgin Is-
lands, ndGv

P w -esthatin its consideration of possible changes in Federal
tax laws 1. S ‘ate Finance Committee (a) reject further tax sub-

siclizatir - 1vate power companies as proposed by the Ford ad-
minis b) supé)ort termination of the use of pollution control
beaie . - -imended by the Treasury Department; and (¢) oppose

rer. . s waich adversely affect municipal bond financing by units of

State a. . local governments.

UTILITY TAX AID

In testimony before this committee on March 17, Secretary of the
Treasury Simon renewed the administration’s 1975 request for con-
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gressional a};]proval of an electric utility tax program which would
provide further benefits to private Fower companies. APPA has re-
viewed the administration’s proposal and wishes to offer the following
comments:

1. There is not unanimity within the Ford administration that the
program is necessary. A recent ERDA analysis and statements by a
high Treasury Department official conclude that the current financial
‘ co?d}tion of private power companies does not justify additional tax
relief. .

2. Market analysts report significant improvement in utility financ-
ing. As one publication reported, “The bicentennial bull market that
has kicked off 1976 included healthy gains for most electric utility
stocks. And most Wull Street analysts and underwriters who follow
the industry believe that these increases, although benefiting from
overall ‘market strength, also reflect stronger utility finances that
should lead to improved performance even beyond the current sur%e.”

3. Private power company officials have given support to the belief
that additional Federal financial aid is not required. The Edison Elec-
tric Institute has determined that Federal funding for conventional
electric generating plants which might be availabie through the ad-
ministration’s proposed energy independence authority is neither
wanted nor needed.

4. Any existing financing problems of utilities are not basically tax
problems. As Secretary Simon has stated, “* * * the most fundamental
problem with respect to electric utilities is the problem of adequate
rates.” This is a problem which musi be handled by regulatory com-
missions,

5. Postponements and delays in bringing utility plants on line are
frequently caused by factors other than financing, including siting,
regulatory requirements, environmental procedures and litigation,
jurisdictional conflicts of government agencies, equipment deliveries,
and less-than-anticipated load growth. Alteration of the tax code will
not change these factors.

6. The administration tax program would benefit those private
}[l)ovsie}l; companies which are already in reasonably good financial

ealth.

7. Benefits of the program would flow to only one segment of the
electric utility industry—private power companies. No comparable
assistance would be available for consumer-owned utilities.

8. The proposed tax benefits would be added to existing tax advan-
tages which in 1974 permitted 35 percent of the Nation’s major pri-
vate power companies to pay no Federal income taxes at all.

9. Under the administration plan, State utility commissions would
be required to accept Federal decisions on handling of certain regula-
tory matters.

10. While minimizing importation of foreign oil is one of the aims of
the utility tax package, there already exist economic incentives to
utilize nuclear and coal-fired generating facilities. .

If Congress determines that new Federal programs of financial sup-
port for some utilities are desirable, APPA believe they should (a)
use direct, open funding or backup help through a designated Federal
agency as opposed to tax breaks, and (b) assure availability of as-
sistance to all segments of the electric utility industry which demon-
strates need.
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POLLUTION CONTROL BONDS

APPA suggests that the market for tax-exempt bonds for financing
of public services would be significantly improved by the elimination
of so-called pollution control bonds. These bonds—issued for the bene-
fit of private parties—have tightened the munici;{al bond market and

ushed up interest costs. It is estimated that pollution control bond
'nancinﬁomay have reached $7 billion this year, and accounted for a
rise of about 80 to 83 basis points in municipal bond rates or two-fifths
of the total rise in rates since the beginning of 1974.

Secretary of the Treasury Simon told the House Ways and Means
Committee last year that the proliferation of pollution control issues
has been a prime factor in increasing “drastically” the interest costs on
municipal bonds and in causing cancellations and gostponement of
new issues. He called for repeal or restriction of such financing, a posi-
tion shared by APPA.

OPTIONAL TAXABLE BOND

APPA believes that in its consideration of an optional taxable bond,
as proposed by Secretary Simon in his March 17 testimony, Congress
should not enact legislation which would (a) raise the cost of money to
State and local governments, (b) adversely affect the ability of those
units of government to market their bonds at the lowest possible cost,
(c) create a Federal subsidy or State or local bond marketing system
which would make the payment of such bonds dependent on Federal
appropriations, (d) provide for Federal review of State and local
projects and bond issues, or (e) alter the constitutionally-protected
right to issue tax-exempt bonds.

The CHATRMAN. Thank you very much.

Senator Hansen ¢

Senator Hansen..I note that you oppose the use of pollution control
bonds as recommended by the Treasury Department.

I have talked with a number of representatives of power companies
private ones and a few public ones, and apparently the need to comply
with pollution control laws has placed a very heavy burden upon utili-
ties, but you do not feel that tﬁis device is any longer warranted as

. far as the private power companies are concerned ¢

Mr. Hoarr. The original legislation imposing pollution control re-
quirements was passed some time ago. We are today in an era when
we expect they will be required across the board. There seems to be lit-
tle justification for continuing a program whose major effect now
seems to be to push up the cost of legitimate municipal financing.

Senator HanseN. It will cost it up that way or push up the power
rates. Is it your feeling power rates can be increased rather signifi-
cantly without any other problems developing ¢ -

Mr. HoBarr. The costs wil be reflected in rates, but we do not
believe that in itself is a problem.

Senator HanseN. Charlie Luce said his experience with Con Ed in
New York 2 or 38 years ago was the regulatory agency in New
York State did not suthorize the passthrough of some of the increased
fuel costs, which I think at that time were a real problem. As a con-
sequence, Con Ed has to forego one stock divided and it severely
affected the cost of its stock. I recognize that.
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Do you feel that utilities wouldn’t hesitate to permit rate increases
to reflect the full cost to funding all of the pollution control that has
been put on ¢

Mr. HoBarT. You have covered a large number of points.

Senator HanseN. In Wyoming we have a $3.1 billion proposal,

Mr. Hopart. The Laramie River plant,

Senator HaNsEN. Yes. The State of Wyoming has a law _which
is 8ix times as restrictive in sulfur dioxide emissions. Our State law is
0.2 percent. You don’t think that poses any problem ¢

r. HoBART. It poses a problem, but I don’t think it is necessarily
a tax problem. I am familiar with the Laramie River project and the
stringent standards in the State of Wyoming. Project participants
consider the restrictions are more stringent than actually necessary
to protect the public health and welfare within the State. The State,
of course, has made a decision and the project will live with that deci-
sion and install the equipment necessary to meet the standards.

Senator HanNseN. One of the concerns the people out there have is
whether this plant will pay taxes. Will it ¢

Mr. HoBarr. I can’t speak for that particular project. I can say
the national experience in the aggregate is that the State and local
taxes or payments in lieu of taxes made by publicly owned electric
utilities are similar to what is paid by privately owned electric sys-
tems. Frequently, public agencies are not required to pay taxes but
make payments in lieu of taxes.

Senator Hansen. This plan out there is going to serve more than
the area of southeastern Wyoming. It will serve several State areas
and the costs of providing the services of government for those people
who live there, who mine the coal to service the plant, I don’t suppose,
are going to be shared by the States of Nebraska or Colorado. Can you
tell me how that $1.8 billion investment will be operated so as to make
an ad?equate payment to State and county governments in lieu of
taxzes '

Mr. HoBarT. I am afraid I don’t have detailed familiarity with it.

Senator HANsEN. We are interested in the details.

Mr. Hobart, you can submit this information for the record.

[The following was subsequently supplied for the record :]

{8ource : Basin Blectric Report, in Platte County, January 1975)

TAsx ForoE PrLANs ror MBPP Impact

On Juge 7, 1974, the five sponsors of the Missouri Basin Power Project (MBPP),
announ a joint fllling for a certificate of public convenience and necessity with
the Wyoming Public Service Commission to construct and operate a large 1500
megawatt generating station in the Wheatland, Wyoming area.

The generating station was being planned to meet the joint power requirements
of the small consumer-owned electric systems throughout the Missouri Basin
region, the announcement said, and the first stage of the generating complex was
scheduled for commercial operation in 1979.

Location of the power plant near Wheatland had been rumored for months
and citizen interest and concern in the MBPP project in the area was running
high. Wheatland, a small community of 2,500 people, is located on the Laramie
River in southeast Wyoming and is a trade center for a ranching and farming
area. A project of the magnitude of MBPP, requiring a large influx of workers
during the construction period would bring unnrecedented and sndden growth
to Wheatland and would require essential public services beyond the commu-
nity’s present capabilities.
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The MBPP power planners, in making their announcement, had said they
would exert every effort to plan camprehensively for the soclal, economic and
environmental impacts which would be associated with the project.

The participants in the regional power project had also pledged to work co-
operatively with citizens in the area and indicated that citizen input and
participation would be an essentiul part of planning for the development impact
under an ‘“‘open planning process.”

The MBPP sponsors, sensitive to the concerns of the citizens, lost little time
in demonstrating their willingness to begin the “open planning process”, and in
mid-July, more than 100 Wheatland area people packed Vimbo's Restaurant to
hear the MBPP sponsors describe the aims and scope of the project.

The MBPP sponsors told the citizens that they represented a large number
of small consumer-owned electrie systems scattered over sparsely-populated areas
of eight states of the Missourl Basin region. A number of these small systems
were Wyoming rural electric systems, These small systems, located primarily in
rural areas, had organized federations in the late 1950's and early 1960's to collec-
tively meet their power requirement on an assured long-term basis. The MBPP
project was being developed to meet 197Y-1Y84 needs. ‘L'he people who directed
and operated these systems were from rural backgrounds, were familiar with the
needs and problems of people in rural areas, rural communities. They had gained
experience over the years in developing reasonably priced housing programs for
rural areas, in developing water and sewage systems for small communities. And
they were ready to begin immediately to work with area citizens in planning for
the impact of the power plant construction . . .

. The next day a meeting was held at the Wheatland Rural Electric Assoclation

offices with Lloyd Ernst, Manager of MBPP Wyoming Operations. There, MBPP
representatives and several Platte County leaders decided that a working task
force would be organized which would begin to collect information, conduct
studies, establish needs and develop guidelines for orderly growth and develop-
ment of the area. A formal organization meeting was planned for early August.

At the August meeting, a large group of area business leaders, representatives
of citizens’ groups and city, county, state and Federal government officlals met
with MBPP representatives. John Allen, Chairman of the Wheatland Planning
Commission, was elected to head the Platte County Task Force and Russ Bovaird,
a representative of Tri-State G & T Association, Northglenn, Colorado, was elected
secretary. Tri-State is the power supplier for the majority of the rural electric
systems in Wyoming and a major MBP’l’ participant. Bill Schott, a community
planner on the area development staff of Basin Electric Power Cooperative of
Blgxlnark, N.D., the project manager of MBPP, was designated as task force co-
ordinator.

In late September, the MBPP sponsors announced that the exact location of the
MBPP power plant was to be five miles northeast of Wheatland and that the
plant was to be named the Laramie River Station. MBPP project planning was
accelerating, but the Platte County Task Force was moving ahead too, organiz-
ing itself into seven working committees which would be concerned with specific
areas of community impact. The task force also brought in representatives from
state and federal agencies as well as other representatives from citizens' organi-
zations to act as advisers to the working committees.

The committee and their members are :

City Government: Chuck Parsons, Mayor of Wheatland, Lawrence Larson,
Mayor of Guernsey and Jack Eddlemen, a member of the Wheatland City Council.

County Government: Chet KFrederick, Platte County Planning Commissioner
and Claire Lou Johnson, Platte County Extension Agent.

Schools : Ed Hanter, Superintendent, Wheatland School System, Blaine Camp-
bell, Superintendent, Guernsey School System and Bill Johnson, a member of the
Wheatland Board of Education.

Housing: Elllot Graves, President of the Wheatland Ministerial Assoclation,
Dr. Gary Payne, Director of the Southeast Mental Health Center at Wheatland
and Task Force Chairman Allen.

Day Care Center: Jill Holloway of the Department of Public Assistance and
Social Services of Wheatlarid, Sue Payne, Wheatland civic leader and Chris
Rogers, Wheatland, a representative of the U.8. Office of Economic Opportunity.

Transportation : State Senator Don Cundall, Don Purcell, Platte County Clerk
and Glen Gorman, a member of the Guernsey Board of Education.

Airport : Jim Dunham, Wheatland City Clerk, Margaret Brown, a former mem-
ber of the Wheatland City Council and Cecil Walthal, Wheatland auto dealer.

69-460 O—76——pt. 4—4
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Since the organisation of the working committees, important strides have been
mmade in planning for the developmen. impact. The City of Wheatland is con-
ducting a study of the water and sewage systems in order to develop plans for
upgrading the capacity of the systems to meet the needs of an increased popula-
tion. Grant applications have been submitted to the Environmental Protection
Agency for upgrading the sewage system and letters of intent have been sent to
the Farmers Home Administration and the Economic Development Administra-
tion for loan and grant funds to increase the capacity of the water system.

The City of Wheatland is also developing a comprehensive plan for zoning and
trafiic flow in cooperation with the Platte County Planning Commission. Another
planning area being investigated by the task force is the need for increased law
enforcement facilities and soclal services in Wheatland and Platte County.

Engineering studies are very nearly complete on a power study to establish
requirements for upgrading Wheatland’s municipal electric system. The Wheat-
land Municipal Power Board has placed on order materials for installation of
a 88 KV line. ’

The Task Force Alrport Committee 18 working with the Wheatland City
Council and the Platte County Commission to prepare information to apply for
funds from the Federal Aviation Administration to expand city airport facilities.

Meetings have also been held with federal agency officials to secure funding for
housing projects. A Platte County Housing Authority has been formed to provide
housing assistance for low-to-moderate income families and the elderly. Basin
Electric Community Development Cordinator Schott, who has provided technical
assistance in organizing numerous housing autherities throughout the Basin
Electric service area, worked with the county officlals to set up the authority,

The Day Care Comnittee has begun discussions with U.8. Department of
Health, Education and Welfare officials to obtain funds for construction of a
Day Care Center.

One of the concerns of the task force has been the matter of economic stability
in the community after MBPP construction activity has ceased. Plans are now
underway to develop an industrial park in Wheatland designed to attract small
industries to the area. An application has been submitted to the Farmers Home
Administration for a $25,000 grant to begin development of the park.

Of the progress made to date in MBPP impact planning, Wyoming MBPP
Operations Manager Lloyd Ernst says, “The strides that the task force has made
in the areas of housing, social services and many other areas thus far is most
encouraging. We are very fortunate to be working from such a broad base of
leaders in both the publlc and private sectors. The people of this area are vitally
concerned with their future quality of life and are working actively to develop
plans for orderly development. The task force and thelr advisers are to be com-
mended for their cooperative efforts.” .

Task Force Chairman John Allen, in assessing planning efforts thus far, says,
“I feel the task force is really working and is providing good local input into the
MBPP project. We are as far along as we can be at the present time with the
information and data avallable. We do appreciate all the help the MBPP spon-
sors are providing us in working to assure that we do not have any major prob-
lems with impact from the project. I feel we can maintain the quality of life in
the area even considering the impact of MBPP. The task force has good rapport
with both the city and county government agencies for they are as concerned as
we are about the need for orderly planning for the impact of the project.”

Mr. Hoparr. I would like to point out that the problem is recognized
by the proposers of the plant. They have worked with a group of citi-
zens within the Wheatland community to form an impact committee.
The utility, I understand, is going to make advance payments to help
take care of the increased service problems, and there is in the works
some mechanism to try to deal with the problem you are discussing.

Senator HanseNn. Thank you, Mr. Chairman.

. The CHAIRMAN. Senator Bentsen ¢

Senator BENTsEN. I have no questions.

The CHAIRMAN. Senator Nelson ¢

Senator NEL8oN. I have no questions.
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The CHAIRMAN, Senator Packwood ?

Senator Packwoob. In your summary, the very bottom paragraph,
you say the following:

“If Congress determines that new Federal programs and financial
support for some utilities are desirable, APPA Eelieves they should
(ag use direct, open funding or backup help through a designated Fed-
eral agency as opposed to tax breaks, an ﬂb) assure availability of
assistance to all segments of the electric utility industry which dem-
onstrated need.” ‘

Separating your part (b) and, I understand, your concern about the
public utilities, what is"the advantage from C}f,)ngress standpoint of
going the direct funding route or setting up another agency to achieve
the same tax advantage%

Mr. Hosarr. I think the major advantage is it puts the whole thin
us) front where you can see it. Also, the administration has propo
blanket solutions to problems that may be specific in character. Not all
privately owned private utility companies are in difficulty. Some are
quite healthy.

_ If we are to use an overall approach, I would say the benefit of hav-
m%‘a separate a%:ancy__outside of the tax structure would be, No. 1, to
make clearly visible the amount of Federal financial support going into
the operation and, No. 2, to allow the Congress and the administration
to pinpoint those particular entities that are in trouble.

enator Packwoob. I have no other questions.

The CHa1rMAN. Senator Fannin?

Senator FaANNIN. In your statement you refer to the administration
tax program extensively. It is my understanding the public power
systems and rural cooperatives own 15 percent of the electric systems
in the United States, Would these power companies receive the same
benefits under the administration proposal ?

Mr. HoBart. We think that is one of the defects. If there is a public
interest in dealing with the difficulties public utilities have had in re-
cent years, it seems to us Federal help should be available across the
board, regardless of ownership, for any utility which can demonstrate
it needs that kind of help. That is why we recommend—as I was dis-
cussing with Senator Packwood—a program which could be admin-
istered outside the tax code, and which could then be made available
easily to all utilities in need.

Senator FANNIN. I am trying to tie together the type of assistance to
be given by the Federal Government. Senator Hansen brought out orle
of the greatest problems we have today, which is the extent to which
the companies must go in building facilities, sometimes without the
need proven. Financing is a very serious problem.

Mr. Hosarr. I think there are two points to make there, Senator
Fannin.

One is the effect of pollution control bonds, the proceeds of which are
made available to private parties. The bonds, of course, are issued by
public entities. The proceeds then go to a private party, which repays
that amount of money, through lease arrangements, plus the interest
associated with those bonds. %‘he private party, of course, is not in-
volved in a ]gublic purpose. It is essentially a private operation. It is
benefiting, however, from a device approved by Congress for the
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financing of State and local government operations. It does not seem
equitable or reasonable to continue this arrangement beyond the time
it is actually needed, considering its adverse impact on governmental
interest rates.

Secondly, while it is true the cost of pollution control facilities rep-
resents a significant part of the cost of building electric facilities, that
is an accepted fact not only in the utility industry, but in other organi-
zations’ activities where air and water quality has to be taken into ac-
count. If there were a transitional neea for such help, we think that
transitional need has now disappeared, and the cost of this equipment
has to be factored into normal business expenses. -

Senator FANNIN, I understand some utility companies have amassed
tax credits which they have been unable to use. Are you familiar with
that ? Do you have any figures $

Mr. HoBart. The ed%?al Power Commission has put together fig-
ures showing unused utility investment tax credits. At the end of 1974,
the excess amounted to over $300 million. FPC experts, noting the in-
crease from 4 percent to 10 percent, say the amount of unused credits
will i‘rixcrease significantly in 1975. I can provide detailed figures for the
record.

Senator FannNiN. I think it is important to know what is involved,
so if you could provide the information, I would appreciate it.

[The following was subsequently received for the record :]

AMERICAN PUBLIC POWER ABSEOCIATION,
Washington D.C., April 2, 1976.
Hon. PauL J. FANNIN,
U.8. Senate,
Dirksen Senate Ofitce Butlding,
Washington, D.O.

DEAR SENATOR FANNIN : During my appearance before the Senate Finance Com-
mittee on April 1, you asked me for information on the amount of unused invest-
ment tax credits amassed by private power companies. I am enclosing for your
information a table prepared at the Federal Power Commission which shows that
at the end of 1974 the figure stood at $316 million. The table also provides a break-
down by year and company for the period 1970-1974.

As pointed out by Professor Jerome E. Hass of Cornell University, currently
serving as Acting Chief of the Division of Economic Studies of the Office of Eco-
nomics of the Federal Power Commission, in testimony before the Tax Expendl-
ture Task Force of the House Budget Committee on February 24, there are three
pertinent facts tc note with respect to unused investment tax credits accumu-
lated by utilities: ’

1. The unused balance has increased dramatically over the past five years,
especially from 1978 to 1974.

2. While 1975 data is not yet available, the unused credits will surely be much
higher since the investment tax credit rate was increased from 4 to 10 percent
for utflities in early 1975,

8. Many of those firms with the deepest financial trouble have gained substan-
tial unused credits even at the end of 1974, and further investment tax credits will
be of no assistance to them.

I think you may also be interested in Professor Hass' finding that both the rate
of return earned on total assets by private power companies and their real cash
flow from operations increased dramatically in 1975. A table showing financial
ratios from 1969 through the first 10 months of 1975 is also enclosed. Professor
Haas attributed this improvement to “positive regulatory action.”

Sincerely,
LARRY HOBART.

Enclosure.
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FINANCIAL RATIOS—CLASS A AND B PRIVATELY OWNED ELECTRIC UTILITIES

1969 1970 1971 1972 1973 1974 11975

Times interestearned? ... ... ...... .45 2.79 2.58 2.53 2.4 2.03 2.10
Rate of return of assets (Ns............ 5.87 6. 45 6.53 6.71 6.77 6.73 47.03
Real cash flow from operations$_....... 6.79 6.80 7.00 1.43 7.9 7.50 8.64

1 12 manths ended October 1975,

3 Total utility operating income before Federal income taxes divided by interest payments.

3 Total utility opersting income plus net other income and deductions divided by total assets.

¢ Based on estimated total assets of $158,000,000,000 on Oct. 31, 1975, .

§ Total utility ormlln( income plus depreciation, amortization and deferred income taxes (net) deflated by Handy-
Whitman Index of Public Utility Construction Costs (July of each year with 1969 —100). Billions of dollars,

UNUSED INVESTMENT TAX CREOITS AVAILABLE, DEC. 31, 1970-74
[In millions of dollars)

Company : 1970 971 1972 1973 1974
Alabama Power €o.......cooeennnminiiniaiinnas 0 0 0 0 9,46
Arizona Public Servics Co........ccoveemnnanen... 0 0 0 0.19 4,33
Boston Edison. .o ceieniiiiiiaiiiiieianaes 0 0 0 11.04 13.87
Carolina Power & Light. ... ........... - 0 0 0 .66 9,82
Columbus & Southern Ohio Electric Co . 0 0 0 1.50 4,62
Consolidated Edison Co. (New York).. 0 4.19 43.10 60. 40 46,56
Detroit £dison Co.......ccvnnee.... 0 0 4.68 8.9 20,01

Uke POWOr 0. ..caeenererncaeanicneiceeanaaan. 0 0 4.22 17.93 35. 66
Georgia Power Corp. .....ococancecnnnannnnn.. 0 0 0 0 20, 06
Hartford Electric Light. .. ... . .............. 0 0 W70 .5 4.04
lowa Electric Light & Powsr Co................... 0 0 0 0 1.20
Maine Yankee Atomic Power. 0 [ 0 7.50 2.31
Niagara Mohawk Powsr Corp. 0 0 0 Ng& 18. 00
Orange & Rockland Utilities, Inc. . 0 0 2.86 3 6.23
Public Service Electric &Gas Co.................. 0 0 0 7.50 21.29
South Carolina Electric & Gas Co.................. 0 0 0 4.33 4,10
Tucoon Gas & Electric Co.....ooooeneinunnnannn... 0 0 0 .67 8.32
Vermont Yankee Nuclear Power Corp.............. 0 0 . 4,96 5.82 6. 00
Virginia Electric & Power €o........coocennenae.. 0 19.81 438 15.65 29.86
All'other class A & B utilities..................... 6.20 8.08 6.7 18.18 58,65

Total unused ITC availadle................. 6.20 32,08 Nn.671 167. 82 316. 45

Total taxes paid.....cccveemeeecnancanan... 1,117.94 953.C6 889. 06 850. 45 530. 51
Unusad ITC as percont of taxes paid.............-. 0.06 3.04 8.01 19.07 59.07

Senator FANNIN. You refer to the problem of adequate rates and
that has been brou%xt out in many instances. I know in Tucson, Ariz.,
the Tucson Gas & Electric is practically bankrupt because they could
not get a rate increase. Since this is a problem that has to be handled by
regulatory commissions, I agree with that.

e pass through tax incentives that are utilized. Is there some way
we couddé provide some help to seeing that the regulatory agencies do
respon

Mr. Hosart. In 1974, private ;)ower companies rates increased by
approximately $2.2 billion. In 1975, the figure jumped by $3.1 billion,
Analysts looking at the problem of regulatory lag have concluded in
numerous cases there is increasing recognition on the part of commis-
sions that they have to speed up the consideration of rate increases.
The nature of the problem and its magnitude both seem to be altering
with time. '

I do not see that there is an opportunity through changes in the tax
code to really effectively deal with that problem.
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" Senator FANNIN. I don’t like interfering with the State actions, but
at the same time I think it is a serious problem. ;
Thank you very much.
The CHAIRMAN. Senator Byrd ?
Senator Byrp. No questions, e
[The prepared statement of Mr. Hobart follows :]

STATEMENT OF LARRY HOBART, ASSISTANT EXECUTIVE DIRECTOR,
AMERICAN PUBLIC POWER ASSOCIATION

American Public Power Association is a national service organization repre-
senting some 1,400 local public power systems—mainly municipal electric utili-
ties—in 48 States, Puerto Rico, the Virgin Itlands, and Guam.

APPA urges that in its consideration of possible changes in Federal tax laws
the Senate Finance Committee (a) reject further tax subsidization of private
power companies as proposed by the Ford Admiinstration; (b) support termina-
tion of the use of pollution control bonds as recommended by the ‘I'reasury De-
partment; and (c) oppose proposals which adversely affect municipal bond fi-
nancing by units of state and local government.

UTILITY TAX AID

On March 17, Secretary of the Treasury Simon renewed the Administration's
1975 request for Congressional approval of an electric utility tax program which
includes a permanent increase in the investment tax credit to 12 percent (except
for generating facilities fueled by petroleum products) and its immediate applica-
tion to progress payments for long-leadtinie projects; extension of five-year fast
tax writeoffs for certain pollution control equipment and allowances of similar
rapid amortization for conversion or replacement of petroleum-fueled generation ;
permission for use of depreciation for tax purposes on non-petroleum burning
plant construction expenditures as made; and opportunity for shareholders to
postpone and reduce tax on common stock dividends when paid i{n stock.

APPA has reviewed the Administrations utility tax proposals and wishes to
offer the following comments for the consideration of the Senate Finance Com-
mittee :

1. There 18 not unanimity within the Ford Administration that the program {s
neccssary

A paper on “Energy Requirements and Federal Policy Actions” presented by
Richard H. Williamson and Edward J. Hanrahan of the U.S. Energy Research
and Development Administration on November 19, 1975, at the winter meeting of
the American Nuclear Society in San Francisco, California, observed that: “It is
true that new plants are far more costly than previously experienced so that
continued pressure is exerted on the financing capabilities of the utflities. How-
ever, the financial and cash-flow positions of most utilities have improved sub-
stantially in recent months. Though much delayed, rate increases over and above
fuel escalation clauses are being regularly granted by state public utility com-
missions. Investor confidence is returning as evidenced by the regular marketing
of securities and the upward rise in stock prices. The reduced construction pro-
grams caused by the lower growth is assisting the management of cash-flow prob-
lems. Even if inflation continues to escalate plant costs. one must recognize that
rate increnses will be granted to keep pace with the inflation although time lags
will occur.”

After reviewing “a number of potential policy or legislative changes to improve
the financial health of electric utilities”, including the Electric Power Facility
Construction Incentive Act of 1975, and considering their impact, the authors
concluded that: *. .. it i8 not entirely clear that adoption of Federal proposals
will really have a great effect today. It appears that the financial health of
the utilities is steadily improving, even in the almost total absence of Federal
assistance. It also appears that the forces of the energy-economic system have
worked to remove a large part of the capital requirements problem in little more
than a year since the financial dificulties of the utilities became widely known."”

More recently, in February of this year, Assistant Treasury Secretary Sidney
L. Jones reportedly told a conference sponsored by the University of Fiorida’s
Public Utility Research Center in Gainesville, Florida, that electric uttlity earn-
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ings had “come back too fast” for utilities or investors to expect a tax break
for those re-investing their dividends in utility stocks. According to the trade
publication Electrical Week :

“He said that much of the concern that the Administration and Congress had
last year for financially strapped utilities ‘has Leen dissipated’ by the ‘generally
improved financial showing’ of the industry. Asked later if the Administration
would push President Ford’s six-point, $600-million tax-relief plan for utilities,
Jones said only : “That remains & part of the program.’”

2. Market analysts report significant improvement in utility financing

“The profits of most of the nation’s big electric utilities are healthier than
they have been in some time,” the New York Times reported on November 12. Rate
increases were the principal factor in the improved profit picture, the Times
stated. Earnings by electric utilities were described as ‘‘spectacular”,

The February 9 issue of Electrical Week carried a headline reporting that
"Utllllte;:i Stock Market Has the Bull by the Horns". The accompanying story
declared :

“‘The bicentennial bull market that has kicked off 1976 has included healthy
gains for most lectric utility stocks. And most Wall Street analysts and under-
wrtiers who follow the industry believe that these increases, although benefiting
from overall market strength, also reflect stronger utility finances that should
lead to improved performance even beyond the current surge. One result of the
higher common stock prices will likely be heavier sales of utillty equity, especially
early in the year. This also may mean greater financing flexibility if a need is
seen to restore some construction cutbacks later in 1976.”

3. Private power company officials have given support to the belief that additional
Federal financial aid 18 not needed

The board of directors of the Edison Electric Institute, the national association
for privately-owned electric utilities, at a meeting in January in Phoenix, Ari-
zona, agreed that Federal funding for conventional electric generating plants
which might be available through the Administration’s proposed Energy Inde-
pendence Authority is neither wanted nor needed. EEI asked for elimination from
the EIA proposal of any suggestion that Federal money would be used to finance
conventional nuclear or fossil facilities. “There’'s just no need for that.” W. Don-
ham Crawford, EEI president, asserted. EEI reported in ¥February that the elec-
tric utility industry raised $12 billion in capital—a financing record—in 1975,
and that state regulatory comruissions approved a record-high of $3.1 billion in
rate increases last year (up from $2.2 bitlion in 1974).

4. Financing problems of utilitics are not basically tax problems

Secretary of the Treasury Willlam Simon told the Ways and Means Com-
mittee last year that: “We have said that the most fundamental problem with
respect to electric utllities is the problem of adequate rates.” He said that:
“So long as rate commissions refuse to approve rates sufficient to provide an
adequate return to capital, investors will be unwilling to invest in the industry,
regardless of the rate of capital formation or the aggregate amount of capital
avallable.” He pointed out that certain utilities are experiencing problems of
cash flow, high interest rates, and debt-equity ratios, and reiterated: “Again,
these problems are not basically tax problems.” If this is so, why attempt to
treat them by amending the Internal Revenue Code?

5. Postponements and delays of utility plants are caused by factors other than
financing

Secretary Simon did not discuss other major-—and perhaps primary—reasons
for postponement or cancellation of generating plants, which include, according
to the National Electric Rellability Council, ‘“the numerous problems associated
with siting, regulatory requirements, environmental procedures and litigations,
Jurisdictional conflicts of governmental agencies, and equipment deliveries.”
Furthermore, for m.un:; utiiities, electrical load has not grown as swiftly as
anticipated. Alteration of the Federal tax code will not change these facts.

6. The administration program would benefit those in “‘rcasonadbly fair health"

The program may not benefit those companies which are probably in the great-
est need of financial assistance. Aid would be supplied primarily in the form of
Federal tax relief, despite the fact that, according to the Federal Power Com-
mission, privately owned electric utilities in 1974, the most recent year for
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which Federal Power Commission statistics are available, paid only 1.8 percent
of their total electric operating revenues in Federal income taxes, and 76 power
companies—35 percent of the Nation's major power companies—paid no Federal
income taxes at all. (In 1974, net after-tax profit of the 215 major private power
companies was 12.6 percent of revenue.)

Furthermore, it would appear that if financial assistance for private com-
panies is needed, it should be applied on a case-by-base basis, rather than
“blanket” relief which provides assistance for those who are not in need as
well as those in need. - .

The necessity of a case-by-case analysis is apparent in a comment by Gordon
Corey, Vice Chairman of Commonwealth Edison Co. and Chairman of the Fed-
eral Power Commission’s Technical Advisory Committee on Finance.

Indicating “enthusiastic” support for tax rellef for private power companies,
Mr. Corey observed to Energy Finance Week that the proposals advanced
by Secretary Simon will help only companies “in reasonably fair health.” It
would seem questionable public policy to embark upon a long-range tax program
which awards unique advantages to a section within a selected industry which is
“in reasonably fair health.” .

Secretary Simon has said that: “The {ncrease in the investment tax credit will
be a cash contribution by the Federal government for the construction of addi-
tional electric power plants.” If such special transfer payments in the form of tax
relief are to be made, clearly each case should be examined to insure that
financial aid is justified. Federal welfare programs available to low-income
families impose means tests or qualification requirements. It would seem that
no-less scrutiny should be paid to utility clients of the government which seek
income maintenance programs.

7. The program {& discriminatory

As previously indicated, some—but not all—privately and publicly owned
electric utilities have reported financial difficulties which have adversely affected
acquisition of new plant and equipment that may be important in supplying
future electric demand. _

As a remegdy to this situation, the Administration has recommended a number
of new tax breaks for all private power companies—regardless of need. No
comparable program has been proposed by the Administration to assist any
publicly-owned power systems, which serve 18.5 percent of the nation’s electric
consumers, although similar problems may exist in this segment of the utility
industry. The Administration plan is therefore discriminatory.

Furthermore, the Secretary has proposed special tax benefits for one sector
of private business which enjoys unique protective devices. As then-Secretary
of the Treasury Douglas Dillon pointed out in 1962 in arguing against avall-
ability of the investment tax credit to utilities: “This recommendation was
made with full recognition of the great contribution that utilities make to the
American economy. It was based on the fact that public utilities are regulated
monopolies with substantial assurance of a given rate of return on investment
after tax. Moreover, investment in public utility facllities is based largely on
demand, government by public requirements.” The Department of the Treasury
noted at that time that! ‘‘In return for their authorization to operate as regu-
lated service corporations, they are assured consumer rate charges which will
cover their costs of operation, including Federal income taxes, plus a just and
reasonable rate of return on investment. This rate of return is so set as to
attract the capital needed to serve the public conveniences and necessity. For
the vast majority of utilities the rate of return presently available, when
adjusted for the lack of risk on that investiment, equals or exceeds the rate of
return presently available, when adjusted for the lack of risk on that invest-
ment, equals or exceeds the rate of return in other industries. Furthcrmore, the
rate of return is gauged to enable the utility to obtain adequate capital at what-
ever cost 18 required.”

While private power companies may disagree with specific decislons of regu-
latory commissions, there is no question than they operate within a protective
framework which is not available to a host of other businesses—many of whom
&ould t:llxlxi'(:l!oubtedly argue that they are more logical candidates for tax relief

an u es, -

8. Contridutions to employment may be marginal
Another stated goal of the utility tax package promoted by the Administration

-18 creation of jobs. However, a 1972 subsidy ‘atuqy prepared for.the'Joint Econhomtc
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Committee to determine the usefulness of the 7 percent investment tax credit
in reducing high unemployment concluded that the credit does not correct
this market deficlency as proponents originally argued. The study estimated that
the credit would reduce unemployment by 0.1 percent in one year and 0.3
percent over a 214 year period.

Leonard Woodcock, President of the United Auto Workers Union, in testimony
last year before the Ways and Means Committee, pointed out with respect to
the investment tax credit that :

“As representatives of the UAW have stated before Congress many times,
while described as incentives, investment tax credits are in reality windfalls,
They are available for investment that would have been made in any event as
well as for any—inevitably relatively small—amount of additional investment
that might be attributable to it. (In fact, the credit is avallable even to a firm
that responds to the incentive by reducing the amounts of its investment below
previous levels.) Thus, in the unlikely event that the credit stimulates an in-
vestment increase of as much as 10 percent, more than 80 percent (100 divided
by 110) of the credit will represent tax revenues wasted in paying business
i f(:;dinveetmmt made for reasons that have absolutely nothing to do with the

¢ t.

“Tax breaks for business are usually sold as a spur to savings and investment,
which will uitimately provide more jobs. It i8 obvious, however, that the effect of
the credit on the level of investment marginal, at best, its contribution to employ-
ment must also be marginal.”

Mr. Woodcock also told the committee that:

“Our recommendation to let the corporate tax cuts in the Tax Reduction Act
expire at the end of 1075 extends to those cuts favoring the private power
companies. Similarly, we do not support any of the other subsidies for the
industry that the Administration is actively pursuing. These again are examples
of blanket solutions which fail to distinguish between utilities in need and those
which do not require aid. If enacted, these loopholes would continue to generate
tax privileges and lost revenues long after the need for them, if there ever
was one, has passed.

“As I stated above, the ‘by case’ approach is the only eflicient and equitable way
of dealing with this problem.”

9. Power companies could be eliminated as taxpayers

Adoption of the Administration’s utility tax package would reportedly reduce
tax revenues by $1 billlon by October, 1977 and by an increasing amount in
subsequent years. This amount of tax relief is nearly twice as much as the $521
million in Federal income taxes pald by all private power companies in 1974.

Congress has already increased the investment tax credit for private com-
panies by 250 percent for the years 1975 and 1976, and liberalized its availability.
This subsidy is in addition to other tax advantages previously made avallable to
private power companies, including use of municipal bond financing for pollution
control equipment and ability to issue tax-free dividends. The additional tax
favors requested by the Administration not only would discriminate against
other ownership segments of the electric utility industry and other kinds of busi-
ness organizations (which may have financial problems that are more pronounced
than utilities), but could eliminate private power companies as Federal income
taxpayers—even though they might continue to collect such taxes from their
consumers.

10. The program would mandate policiee by State commissions

Administration proposals for eliminating tax liabilities of private power com-
panies are conditional on regulatory agency ‘normalization” of the tax bene-
fits and inclusion of construction work in progress in rate base. This approach
seeks to use the Internal Revenue Code to stimulate so-called “mandated re-
forms” in utility regulation which the Administration has previously proposed.
Congrens has thus far declined to approve these suggestions for Federal pre-
emption of regulation by state commissions, which are responsible for scrutiny
of retall rates and certification of new plant. The Administration is proposing
that the Congress second-guess regulatory commissions on the merits of par-
ticular rate making policies. This would be done by attempting to prevent further
rate base deductions or flow-through of tax benefits and to compel consumers to
pay for plants which are not providing them with electricity.
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11. Tawo incentives not essential to encotirage non-petroleum conversions or
replacement

While minimizing importation of foreign oil is one of the alleged aims of the
utility tax program outlined by the Administration, it is not clear that tax in-
centives are essential, in most instances, to encourage non-petroleum generation
conversions or replacements. ‘Lhe high price ot oil coupled with legislation passed
or pending in Congress to require coal conversion or capabhity for generating
stations moves utilities in this direction without benefit of new tax vreaks, al-
though some forms of aid may be needed in specific cases.

It is of interest to note & March 19, 19/6 Atomic Inuustrial Forum report which
showed that the average total cost or a kilowatt-hour produced by nuclear energy
last year was 12.27 mills, the cost with coal was 17.54 mills, and the cost with ofl
was 33.45 mills.

AIF found that the nuclear contribution in 1975 provided nearly nine percent
of all electricity generated in the United States and represented fossil fuel sav-
ings of over 10-billion gallons of oil or more than 55-miliion tons of coal and re-
sulted in cost savings of over $2 billion.

Commonwealth Edison, a private power company with a strong commitment to
nuclear power (roughly one-third of its electrical generation was produced by nu-
clear energy in 19i5), estimated in December that the bus-bar advantage of
nuclear over coal is 23 percent to 25 percent.

12, Improvement in utility operations also could improve financial ptcti;re

Frank Zarb, Administrator of the Federal Energy Administration, has em-
phasized that improvement of utility operations could improve significantly the
utility inancial picture. .

The Federal Energy Administration has pointed out that the electric utility
industry could save capital—and fuel—by improving availability of major gen-
erating units and increasing their capacity factor. FEA stated in a March, 1975
report on ‘“Improving the Productivity of Electric Powerplants” :

“On average, the Nation’s nuclear and large fossil-fueled units are forced out
of service more than 15 percent of the time, are unavailable for service more
than 25 percent of the time, and operate at less than a 60 percent capacity factor.
Improvements in capacity and availability factors and reductions in forced out-
age would yleld near-term and long-term benefits for ameliorating the effects of
such severe industry problems as financing, high fuel costs, siting and llcensing.

“The potential financial benefits of improved productivity are large. By 1980,
an industrywide reduction in the average forced outage rate of just 1 percentage
point could reduce the Natlon’s installed capacity requirements by up to 6,800
MW and capital requirements by as much as $1.8 billion (1974 dollars). Over
this same period, a capacity factor increase of 8 percentage points for nuclear
units and several percentage points for 400 MW and larger coal-fired units would
permit an increase in output from these units equivalent to the electric energy
produced by burning more than 500,000 barrels of oil per day. At projected costs
for oll, coal, and nuclear fuel, this could reduce the utility industry’s total fuel
costs in 1980 by approximately $3 million per day (1974 dollars).”

FHA’s views on this subject were further expounded by Administrator Zard at
a June load management conference in which he said his agency will seek to cut
power plant expansion one-third (70,000,000 kw) by 1985, at a capital saving of
$49 billion. A key to reaching the reduction is to boost the utility industry’s
average plant capacity factor from 49 percent to 57 percent.

13. Principles for any new financial aéd program should be enunciated

If Congress determines that new Federal programs of financial support for
gsome utilities are desirable, APPA belleves they should (a) use direct, open
funding or backup help through a designated Federal agency as opposed to tax
breaks, and (b) assure availability of assistance to all segments of the electric
utility industry — public and private — which demonstrate need. :

As far as emergency situatfons are concerned, a Federal program of this type
already exists in the Federal Reserve Act. The Federal Reserve System has a
general contingency plan which encompasses lending to electric utilities. Authori-
zation for the program was approved by Congress in the 1930s. Aid can be granted
in unusual and exigent circumstances, as determined by the FRS Board of Gov-
ernors. The plan is applicable to both public and private utilities.

Should Congress determine that additional ald is needed for selected utilities
which can demonstrate a need for assistance, an agency with the power to make
or guarantee borrowings might perform this function. But creation of such an
agency is not a tax matter.
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- POLLUTION CONTROL BONDS

As you know, in 1968 Congress restricted the issuance of industrial develop-
ment bonds, where state and local governments issue tax-exempt bonds to be
utilized by private businesses. However, Congress did permit industrial develop-
ment bond financing for certain purposes, including pollution control,

In his testimony before the Ways and Means Committee last year, Secretary
Simon noted the rapid growth of tax-exempt financing for poliution control tacili-
ties, and indicated that such revenue bonds may currently account for about
15 percent of the new issue exempt market, He puinted out that the impact of
these issues is to tighten the municipal bond market and push up interest costs,
and also observed that :

“The emphasis on environmental protection has caused major changes in
modern technology and the adoption of new manufacturing processes designed to
minimize pollution, The attempt to segregate the cost of such facilities as between
the cost of the basic technology and the cost of pollution control has become an
administrative nightmare and is, in fact, well nigh impossible.”

Because of-their.adverse market and administrative features, Secretary Simon
recommended that indusrtial development bond financing be further limited by
permitting tax-exempt pollution control financing only for separate facilities
added to plants in operation before January 1, 1976. “This proposal would help
reduce the cost of upgrading existing properties but recognizes that in new
plantspottutionrcontrol and production usually can't be separated,” he said.

An analysis prepared by the Municipal Finance Officers Assoclation suggests
that if Congress does not act, pollution control issues could grow through the
decade to $6 billion or more in annual sales, and that their volume will increase
relative to other tax-exempts. “As the volume of pollution bonds grows, their
added volume and higher ylelds drive up rates on all tax-exempt bonds, any-
where from 5 to 20 basis points (at a 20-year maturity) per billion of annual
pollution bond financings, depending on market conditions,” the MFOA study.
states. “Pollution control bonds are most directly competitive with other long
maturity, term-structure and lower quality tax-exempt bonds and, therefore, they
force up rates on these bonds to an even greater extent—an estimated 25

basis points or more under tight credit conditions.”
The problem posed by pollution control bonds was analyzed in a December,

1975, article in Fortune which reported:

“The pollution-control bond gives the corporations. a triple or, in some cases,
a guadruple subsidy. The company gets the benefit of the state’s lower borrow-
ing costs. It can also treat the pollution facility as its own property, and so
depreciate it on an accelerated basis. And, under certain conditions, it may
even be able to deduct a part of the lease payments as business expenses. As it
that were not enough, in most states, pollution-control facilities are exempt
from local property taxes. -

“Pollution-control revenue bonds represent a discriminatory handout, in that
small companies usually cannot get states to authorize such bond issues, and
even if they could, investors might be reluctant to buy the bonds. Perhaps
most important, the ready availability of long-term subsldized borrowing for
pollution control tends to produce a bias in favor of highly capital-intensive
waste treatment as opposed to alternative methods, such as adjustments in
production processes, that might achieve the same results as lower capital costs.
Hence, the pollution-control bond leads to a profligate use of capital.

“The volume_of pollution-control issues has increased phenomenally in the
past few years. According to the Securities Industry Association, pollution-
control bonds totaled slightly over $1 billion in the first half of 1975. But most
bonds of this kind are privately placed, and the S.I.A. data pick up only a
small proportion of private placements. Robert Gerard, a deputy assistant
secretary of the Treasury in charge of capital-market policy, thinks the amount
of pollution-control financing—public and private—has- already reached some-
where between $4 billion and $7 billion this year.

“George Petersen, an economist with the Urban Institute, calculates that,
if the larger of these estimates is correct, the pollution-control bond probably
g:fg:n’tﬁ?atfor a,l(-jlse of abotut l80 to 85 bggls points in municipal-bond interest

. would represent almost two-fifths of
the beginning of 1975, the total rise in rates since

“Anguished protests against pollution-control bonds have come from en-

lightened munticipal finance officers as well as from many members of the



A

1624

underwriting community. Says Lennox Moak, the tart-tongued but highly
respected finance director of Philadelphia: “In 1974 Pennsylvania authorized
about $1.9 billion in pollution-control revenue bonds. That is only $200 million
less than the total amount of traditional municipal issues sold by both the
state and its local subdivisfons throughout the year. I have told the advocates
of pollution-contronl bonds just one thing: ‘Get the hell out of my market! You
are ruining it ! " Recognizing the dislocations caused by pollution-control bonds,
the Municipal Finance Officers Association is now advocating an end to their
tax-exempt status ad the substitution of a system of tax credits for corpora-
tions undertaking cleanup campaigns.”

In 1974, out of a total of $1.6 billlon {n pollution control bond sales reported
by the Daily Bond Buyer, $928 million were issued for the benefit of private
power companies. The paper reports that: “In 1974, electric utilities were the
most frequent and largest users of the IDBs. Of the 114 reported transactions,
47 were for electric utilities or 41.2 percent. They consumed $6.8 percent of the
total dollar amount.” While the private power companies share of such flnanc-
ing was down in the first half of 1875 (17.3 percent of the financings and 24.2
percent of the dollar total), it still totaled $240 million. In addition, a list of
pending pollution control issues published by the Daily Bond Buyer showed
that private power companfes would be the beneflciaries of nearly $2 blllion in
additional tax-exempt pollution control bonds—a sum almost twice as large as
all the revenue bonds issued by the municipal electric utilities in 1974,

Secretary Simon has told the Ways and Means Committee that the Treasury
Department views the proliferation of pollution control issues as a prime factor
in Increasing “drastically” the interest costs on municipal bonds and in caus-
ing cancellations and postponement of new issues. He has called for repeal or
restriction of such financing. APA commends the Secretary for his recognition
of this problem, and urges that the Congress take action to terminate use of
pollutfon control bonds.

OPTIONAL TAXABLE BOND

Muniecipal bonds will be employed to fund a large portion of the estimated
$4.5 billlon in capital expenditures budgeted by non-Federal public power
systems for 1876. The marketability and price of these and subsequent munici-
pal bonds will have a significant effect on future power supply and rates for
consumers of such systems.

APPA wishes to make the following points regarding proposals for a taxable
bond for state and local governments.

1. APPA 1s opposed to any attempt to terminate the ability of state and
local governments to issue tax exempt bonds to finance essentfal public services,
including electric power. This financing device i{s an accepted and workable
approach to funding of construction programs, provides community independ-
ence in the raising of needed monies, and helps keep down consumer costs of
using the service saupported by the bonds.

2. APPA does not support the substitution of a taxable municipal bond with
a Federal subsidy for tax exempt municipal bonds. Such an action would re-
place a financing technique of demonstrated viability with a new and untested
gsecurity of unknown value.

8. APPA believes that in its consideration of an optional taxable bond, as
proposed by Secretary Simon in his March 17 testimony, Congress should not
enact legislation which would (a) raise the cost of money to state and local
governments, (b) adversely affect the ability of those units of government to
market their bonds at the lowest possible cost, (¢) create a Federal subsidy
or state or local bond marketing system which would make the payment of such
bonds dependent on Federal appropriations, (d) provide for Federal review of
state and local projects and bond fssues, or (e) alter the Constitutionally-pro-
tected right to issue tax exempt bonds.

~ The CHairMAN. Next we will call on Mr. E: B. Leisenring, chair-
man of the Tax Committee of the National Coual Association, accom-
panied by Mr. Robert Stauffer, general counsel.
Senator Packwoop. Did I miss Mr. O’Connor or is he not here
.The Cratrman. I am very sorry, I missed Mr. O’Connor. I will call
him after this witness. -
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STATEMENT OF E. B. LEISENRING, JBR.,, CHAIRMAN, TAX COMMIT-
TEE, NATIONAL COAL ASSOCIATION, ACCOMPANIED BY ROBERT
F. STAUFFER, GENERAL COUNSEL, AND LARRY ZALKIN, TREAS-
URER OF WESTMORELAND COAL CO.

Mr. LeiseNriNg. Mr. Chairman and members of the Finance Com-
mittee, I am E. B, Leisenring, chairman of the National Coal Asso-
ciation’s tax committee and a former chairman of its board of di-
rectors. I am also president of Westmoreland Coal Co. of Philadel-
phia, Pa. I am accompanied by Robert F. Stauffer, general counsel
of the National Coal Association, and by Larry Zalkin, treasurer of -
Westmoreland Coal Co.

The membership of the National Coal Association consists pri-
marily of producing coal companies, the operations of which com-

risse more than half of the commercial production in the United
tates. We appreciate this opportunity to present our views.

THE NEED FOR CAPITAL FORMATION

. By conservative estimate, the coal industry will require $18 to $22
billion between now and 1985 to meet capital investment requirements.
Some energy economists place the figure above $25 billion. Regardless
of what ultimate figure eventually develops, it is many times the cur-
rent total industry capitalization of about $5 billion. These require-
ments are based on 1975 dollars. If we project a low compounded 5-
percent inflation factor over that period, the dollar requirements
are increased by over 60 percent.

If the coal industry could draw on a blank check from the financial
community there would be no problem. However, coal is not the only
ilr(l)dustry that will require a huge infusion of capital over the next

years,

Coal must compete for its investment funds. To do so successfully
it must be an attractive investment opportunity with a competitive
short- and long-range rate of return. Currently, in spite of profitable
years in 1973 through 1975 the industry simply does not have a proven
rate of return commensurate with the risk, and the risk is great. Thus
the potential for development remains only that—a potential.

Coal production in 1975 was 640 million tons. This represents a
6-percent increase over 603 million tons produced in 1974. Today we
are producing at an average annual rate of onlpv 600 million tons,
which is 6 percent below last year. Tragically coal’s productive capac-
ity has remained essentially stagnant for over 20 years. We can pro-
duce little more coal today than we could shortly after World War II.
This static condition cannot be permitted to continue. The industry
must substantially increase production, and the cost will be high.

While capital costs may vary according to the terrain and the depth
of the seam, it is generally accepted in the coal industry that the
capital cost of installing a new deep mine is $35 to $40 per ton of
annual production. This does not include the substantial administra-
tive costs prior to startup, such as securing permits, surveys, feasibility
studies, and other related costs. Thus, a medium-large mine, with a
capacity of 1 million tons a year, represents $35 million to $40 million
investment by the time it begins commercial production. For a surface
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mine the costs vary widely, but on the average run from $15 to $20
per annual ton of production. Here, too, administrative costs such as
environmental impact statements and permits are not considered.

Actually our recent experience verified the cost of mine development.
My company, Westmoreland Coal, last year announced that we are
committed to open two new mines, costing $20 million and $35 million
respectively. If it were claimed that the industry’s rate of profitability
is excessive, remember that a $35 million mine alone will consume
the equivalent of over half of all Westmoreland’s 1975 earnings. The
coal industry is beginning to generate some of the capital needed to
increase production at the rate called for by the Federal Govern-
ment. But we are far from being in a position of financial self-reliance.

Since the industry must replace about 3 percent of its capacity every
year simply to replace mines that are worked out, it must open new
mines with about 15 million tons of capacity annually just to stay
even, much less make headway toward offsetting our Nation’s suicidal
dependence on foreign oil.

With this background let me turn to specifics. The data set forth
below reflects; the best estimates of our economists if the coal industry
were to double production over the next 10 years.

CAPITAL REQUIREMENTS
Total capital
Annusl production,  investment require:

ond of pulo& durlng g‘n
(milion tons) (bidions)
1976 80 1980, .. ... iiiiiieciiiiiccceeicciaseeaccaecenaaan 890 10.7
1981 10 1985, e eiiicrirrecearcreenann e e annann 1,200 ”'l.‘;‘-ll. 4
L g S 18.2-22,1

For the 5 years from 1976 to 1980 in order to bring production up to
890 million tons, we will need between $8.8 and $10.7 billion. In the
next 5 years, 1981-85, to double the current production and bring
it uK to the 1.2 billion tons, we will need another $9 to $11.4 billion.

This illustrates the magnitude of financing facing the industry; $18
to $22 billions of new dollars will be required by 1985 to reach a pro-
duction rate of 1,200 million tons per year. Of this amount we estimate
that approximately 50 to 80 percent, or in the neighborhood of $12
billion, can be generated internally barring unforeseen negative
factors,

Fortunately for the coal industry the promise of the future was
recognized bg' a few farsi%};ted corporate planners many years ago
when groﬁta le companies bought into the industry. For the most part
the industry has not maintained production with coal profits. Rather,
it has been able to maintain the current rate of production primarily
with the infusion of capital from the profitable corporate parents of
some coal producing companies.

However, I doubt that even the parent companies, backed by rela-
tively strong internal financing, can meet the capital demands of the
future. It will be necessary to turn to the financial community for in-
vestment capital. To be favorably received, there must be the assur-
ance of an acceptable return on investments,
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TAX INCENTIVES

To be assured of the availability of capital, both that which is in-
ternally generated and that originating in the financial market, a fa-
vorable tax climate is absolutely necessary. Summarized below are our
views on tax legislation which would contribute to the expansion of
the coal industry over the near term, and ultimately to our country’s
energy independence. While many tax incentives might be disc y I
will focus on those which we believe would have a major influence on
the capital formation requirements of the coal industry.

A. Investment taw credit

To encourage the purchase and construction of business assets and
equipment, the Tax Reduction Act of 1975 raised the investment tax
credit rate to 10 percent for the years 1975 through 1976. The House
Ways and Means Committee had included in its Energy Conservation
and Conversion Act of 1975 the extension of this rate for coal mining
equipment for 3 additional years, 1977 through 1979. Thus, that com-
mittee recognized the need for large caﬂital expenditures in coal mines
and the desirability of encouraging such expenditures.

The coal industry, like many other industries, cannot maximize the _
use of an investment credit, the duration of which is speculative at
best. I know that nothing is permanent with respect to the tax code
except its continued existence. However, a greater measure of certainty
exists when & provision does not have a specific cutoff date, which must
be renewed periodically.

From the time a contract for its purchase is signed, it now takes 4
to 8 years before a major surface dragline is ready to go into opera-
tion, which costs $30 to $40 million. It is essential that we know for
proper corporate planning whether or not we can rely on the perma-
nelancy of those sections of the code that impact so heavily on our future
plans,

Therefore, to make the investment credit provision fully effective
in accomplishing the objectives desired we suggest the following:

1. The investment tax credit be made a permanent part of our in-
come tax structure.

2. The rate be increased to at least 12 percent, and that any portion
of the credit to be tied into employee stock ownership plans—
ESOP’s—should be over and above the 12 percent figure.

Nore.—An ESOP would be considered a negotiable benefit under the coal in-
dustry’s contract with the United Mine Workers of America. It is improbable that

any coal producers covered by the contract could establish an ESOP without its
inclusion in contract renegotiation, the next of which occurs in 1977.

B. Black lung benefits trust

No greater area of uncertainty exists in the coal industry than that
related to contingent black lung benefit payments. We know now
that the cost will probably total some $5 billion over the next 10
years alone. Precise future costs are impossible to compute at this
point in time,

This particular problem faced by the industry is an outgrowth of
the Federal black lung legislation which was enacted into law in 1969
and amended in 1972. :

Under that law coal producers must now pay black lung benefits to
all coal miners that contract the disease. These obligations could con-’
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tinue for 50 to 75 years after a mine is closed, because the benefits appl
to a miner’s dependents. Estimates vary, but actuaries calculate it will
require about $1.35 to $5 per ton of coal mined, depending on the life
expectancy of the mine, and the age complement of the work force to
fund each claim.

Insurance to cover this liability is extremely difficult to obtain be-
cause the obligation is & new one, the liability is almost impossible to
evaluate, and cancellation by the insurer is a possibility if the risk

roves t00 sgreat Therefore, we propose that the operator be allowed
establish a tax-exempt irrevocable trust into which he makes
pa%ments.
he payments into the trust would be deductible at the time the
ayments are made to the trust. This would provide an incentive for
he creation of the trust fund and could result in a twofold increase in
current contributions to the trust because of the tax benefits derived
from the contribution. Any income earned by the trust would be ex-
empt from taxes, thereby maximizing the accumulation of funds, and
payments to the miner could be excluded from the miner’s tax liability.
he corpus of the trust could never revert to the creator of the trust.
It could not be used as a tax shelter device by the mine owner with
the funds to be recaptured at a later date. Legislation to permit such
trusts has been introduced in the House of Representatives.

_ There are advantages to both the miner and the operator. First, the
miner working in the mine today, should he qualify for benefits in the
future, would know that his black lung disability compensation is
being funded on a current basis. Irrespective of the uture, there would
be monegein the fund. The employer, funding on a current basis, would
be in a better financial position to meet his future obligation, rather
than wait 20 years from now when a claim is registered, at which time
the money would hopefully be available.

Simply stated, we recognize the obligation to compensate the miner
disabled by black lung. at we seek is a legal vehicle to carry the
funds so that today’s coal production pays for the obligations arising
as a result of current production.

There is another very real problem that could arise in the future if
these obligations are not current funded. State public service commis-
sions would have difficulty approving utility rate increases based on in-
creased coal costs resultmﬁ rom obligations incurred in years past.
. Never in the history of the country has an industry been singled out
in the manner of the coal industry with respect to black lung legisla-
tion, and faced with a financial obligation of this magnitude. We ask
gialcommittee to provide a vehicle to implement this requirement of

elaw.

0. Accelerated depreciation rate

The promulgation of the accelerated depreciation rate—ADR—sys-
tem by Treasury, as quoted from Treasury Department release of
June 22, 1971, was intended to produce the following results:

. . . the uncertainty and complexity of the application of the depreciation
provisions of the Internal Revenue Code will he significantly reduced and sub-
stantial administrative benefits will be achieved ;

The establishment of the Office of Industrial Economies in conjunction with the
ADR system will, for the first time, permit useful lives for each asset class to be
as current and as accurate a reflection of a “reasonable allowance” as possible,
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based upon a broad spectrum of up-to-date information reflecting both the trend
of past experience und what way be anticipated for the short run future;
Increased iavestment resulting from ADR will produce economic growth which
will increase our Gross National Product and reduce unemploymemt; -
Additional investment in more modern productive equipment stimulated by
ADR will increase productivity and dampen inflation ; and
The competitive position of American prouucers in world markets will be

greatly strengthened.

The ADR system still far exceeds the depreciation periods of most
industrialized nations. U.S. businesses must compete with foreign
competitors for both limited natural resources and available markets,
Capital recovery is one of the significant factors which affects our
ability to maintain our share of the world market and also expand the
Nation’s industrial base.

A stable and favorable depreciation policy is a vital ingredient in
justifying and encouraging current and future capital outlays in the
coal industry. Congress should consider liberalizing the existing ADR
allowances by at least twice the current rate.

The coal industry strongly supports an increase in allowances made
under the ADR system. To repeal ADR as advocated by some would
prove a serious deterrent to the economy of this country, which is
only now emerging from a severe recession.

In addition, the benefits of accelerated depreciation have a sub-
stantial negative effect on the computation of percentage depletion
under the 50 percent of net income limitation. ile providing cas
flow for the replacement oﬁsglants and equipment, accelerated de-
preciation can eliminate ¢ flow necessary to replace depleted
mineral properties. Therefore, we suggest that section 613(a) of the
Internal Revenue Code should be amended to provide that tax depreci-
ation in excess of book depreciation attributable to individual prop-
erties or a tions shall not be included as a deduction for the
purpose of determining the 50 percent of net income limitation for
percentage depletion.

D. Valuation point for coal processed into low-pollutant fuel

Under present law if coal is processed to produce oil, gas, or solid,

low-sulfur fuel, such processing is considered beyond the valu~tion
oint for percentage-depletion pur;ioses. That 18, for percentage-
elpletion smr the coal must be valued before it is converted to low-

sulfur fuel. Existing law, however, does permit the processing of oil

shale to the point where it is equivalent in value to crude petroleum.

S. 2109 introduced last year by Senator Hansen would permit, for
g:rcentage-depletlon purposes, processing of coal into low-pollutant

el—synthetic gas, synthetic oil, or low-sulfur, solid fuel. Thus, the
same depletion valuation would apply to natural gas, natural pe-
troleum, synthetic fuels from oil shale and synthetic fuels from coal.
If coal is processed to remove pollutants, the valuation for depletion
pug;oses would occur after such processing.

al and oil shale constitute such a huge part of our total energy
reserves that inevitably they must be used to satisfy future deficiencies
in supplies of natural gas and oil. Coal represents over 80 percent of
known total U.S. fuel reserves, including uranium, and 74 percent of
all of our ultimately recoverable fuel reserves.

The only question is, how soon before coal must meet its potentialf
The conversion of coal to low-pollutant fuels should be encouraged to

00460 O—-76—pt. 4—F8
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the extent ible because only when such conversion becomes a com-
mercial reality will the United States be assured of an adequate energy
supply which can be used without damage to the quality of thé ambient
air. .

Congress has already provided, in section 613 (¢) (4) (A) of the code,
that processes to convert oil shale to the equivalent of crude petro-
leum retorting shall be considered as taking place prior to the depletion
“cutoff point.” Such treatment increases the incentive for investment
in oil shale conversion plants since it increases the possible future per-
centage depletion deduction. Similar treatment should be provided for
coal which is converted to low-sulfur fuel, not merely as a matter of
equity, but, far more important, because the Nation needs additional
sources of clean fuel, and synthetic fuel from coal appears closer to
reality than is true with respect to oil shale.

Senator Hansen’s bill would also cover processing of coal to produce
a low-sulfur, solid fuel—a process currently in the research stage.

. This should be encouraged because many of the smaller industrial

glants have need for solid fuel but are not large enough to warrant
uilding a chemical plant to remove pollutants from the boiler stack.
With the increasing demand for a clean environment, such plants may
wind up with no source of energy unless industry is encouraged to
invest in these processes.

E. Interest expense should not be included as a deduction when deter-

mining net income limitation

Section 613(a) of the Internal Revenue Code should be amended
to provide that interest expense allowable to individual properties
or aggregations shall not be included as a deduction for the purpose
of determining the 50 percent of net income limitation for percentage
depletion. This would create a moderate incentive for coal develop-
ment, as well as provide a means of neutralizing the disincentive to
use debt, rather than equity capital, to finance new mine development
or expand existing mines.
" Relatively few coal producers have adequate internal capital to
finance & new mine without recourse to some considerable use of debt
capital. Unfortunately the interest expense thus incurred must then
be allocated to the cost of developing or operating the mining prop-
erties, and is added to other deductible items for the purpose of

determining the 50 percent of net income limitation for percentage

depletion. Thus, if an operator deferred development until he had-
accumulated sufficient funds to pay for the new mine out of cash
resources, he has a distinct tax advantage, in allowance for depletion,
as opposed to another producer who goes into debt financing for a
new development.

The differential treatment serves as a deterrent to orderly and ex-
peditious development of coal reserves and is a factor in delaying new
development until substantial cash reserves have been retained out
of earnings.

F. Reclaimed mineral depletion )

Literally millions and millions of tons of coal and other minerals

lie abandoned in gob piles, slag heaps, and settling basins throughout

the United States. With respect to coal this is a valuable fuel source,
a part of a finite reserve that should be utilized.
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In years past coal processing was a costly and tedious process. Be-
cause of its abundance only, the coal with the most desirable qualities
was used. Mountains of waste, or gob piles, are scattered throughout
coal mining areas. )

Under existing law the mining company which originally mined the
coal is entitled to depletion allowance if it seeks to reclaim the coal
from the waste piles. No other party is permitted the allowance. This
restricts reclaiming for three reasons: :

First : Many of the original coal producers are no longer in business.
The companies were simply dissolved when mining of the property
was no longer profitable.

Second : If one company surchased another coal company, the suc-
cessor company cannot take depletion if it reclaims.

Third: If the original mining company is still in business it may
be more concerned with mining coal and not getting involved with the
chemical and engineering processes necessary to retrieve the coal
from the slate and other refuse.

In many instances then, the financial incentive does not exist to
undertake the reclaiming process. If the normal depletion allowance
for coal—10 percent—were allowed all reclaimers, the added dollar
return could well be sufficient to encourage the undertaking of reclama-
tion efforts,

The benefits are twofold: First, a valuable natural resource, now
abandoned, would be utilized ; second, many of the unsightly piies of
waste would be eliminated or substantially reduced.

We ask that consideration be given to amending the Internal Rev-
enue Code to allow depletion to any party reclaiming coal--or any
other mineral for that matter—from waste deposits. The proposal is
based in logic and precedent: that a coal producer is entitled to per-
centage depletion when he engages in removing coal from the other
minerals in which it is found.

Coal comprises over 80 percent of our total recoverable energy re-
serves, The energy content of coal in the United States far exceeds
that of all the known oil reserves in the Mideast, a fact that is provable,
but so dramatic that it seems to be little recognized. Coal, even with its
recent increased costs, is much less expensive than oil and unregulated
natural gas.

Use of indigenous coal instead of foreign oil keeps our dollars at
home. Yet we are still the stepchild of the energy family.

Every recent energy-related study—and there must be dozens of
them—conclude that the Nation must turn to coal in the very near
future. And we will have to use coal until the promise of fusion and
the dream of solar power are realities.

If coal is to meet the challenge, the antagonistic attitude of some
agencies of the Government must be changed. Until the financial com-
munity feels that mining coal is something more than a high-risk
investment venture, we cannot approach our potential. While this
committee may not be able to amend all the restrictive legislation,
or change the attitude of the bureaucrat in many areas, it can-help
develon an attractive investment atmosphere by initiating changes
in the Tax Code of the nature set forth in this statement.

The CralRMAN. Senator Hansen. ) )

Senator Hansen. If the coal industry was able to survive financial-
ly during the 1960’s when profits were so low, why can’t you generate
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all the capital you need now when coal prices are substantially higher?

Mr. LeseNRING. During the 1960’s we survived, but only barely.
The return on investment for the industry was somewhere in the
range of 3 to 6 percent. It is true coal prices have increased substan-
tially. By the same token, the coal industry is a capital incentive in-
dustry, one of the most capital intensive, and the cost for putting in
new mines has accelerated at least as much as the price for coal.

As I have attempted to show in my testimony, if we are to-double the
production of the industry for the Nation’s needs, we are going to need
to borrow a t deal more money on top of the internally generated
capital in order to do so.

enator HanseN. Would a higher depreciation allowance be helpful
to your industry {
r. LEIsSENRING. Yes, it would. ' -

Senator HanseN. With reference to the Bureau of Mines and the
Bureau of Reclamation, can you give us an estimate of reclaimable coal
lyiixlg in waste heaps throughout the count?'? :

r. LEIseNRING. The Bureau of Mines does not have an official ﬁq-
ure for the entire industry, but the State of Illinois has some 100 mil-
lion tons of waste material on the ground from which it is estimated
a total of 27 million tons of coal could be extracted. For the entire
country and all the mining, anthracite and bituminous done over the
last 150 1years, there are probably in excess of 1 billion tons minimum
that could he recovered from these piles.

Senator HANsSEN. One billion ¢

Mr. LEISENRING. Yes,

The CHAIRMAN. Senator Nelson.

Senator NELsoN. No questions.

The CHAIRMAN. Senator Packwood.

Senator Packwoop. How much was your coal production in 1975
over 1974 ¢ Did you say 6 percent ?

Mr. LEISENRING. Yes,

Senator Packwoop. On an accumulated basis, you will come close
to doubling coal production at that rate.

Mr. LeseNriNG. Seven and one-half percent compounded annually
would bring us up, I think, to close to 1 billion.

Senator PAckwoop. So assuming you can hold a minimum of 6 per-
cent and prices go up, you will not need much in the way of tax incen-
tives to double in 10 years.

Mr. Lruisenring. The 6 percent was an anomaly because in 1974,
there was a strike in the industry during contract negotiations which
lasted 6 to 7 weeks. A great deal of the increase in 1975 was compared to
an abnormally low '19%}:.e

Senator Packwoop. There was no stockpiling prior to the strike?

Mr. LeisenriNG: There had been some stockpiling prior to the strike,

es, -
y Senator Packwoop. No further questions.

The CHAIRMAN. Senator Fannin.

Senator FANNiIN. Thank you, Mr. Chairman.

In your conclusion, Mr. Leisenring, you refer to the energy reserves
we hate on coal if we are going to have indigenous resources for our
energy program. I agree with your statement on the use of indigenous
coal. It says increased costs. Ien’t it true that you have not been able
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to do more conversion because regulated natural gas prices have been
so low that conversion is not competitive

Mr. LeiseNriNGg. Natural gas prices have been held down, but. coal
has not been given the use in the utility industry it might have due to
a number of factors, the most important of which is the enforcement
of the Clean Air Act which rules out a lot of coal that is 1 percent of
sulfur or higher.

Senator FANNIN. When we are talking about the doubling of pro-
duction of coal, will we need to double the production of coal if we
do not make some changes in our antipollution laws and make it pos-
sible for this coal to be utilized {

Mr. LeiseNriNG. I believe that coal of higher sulfur will over the
next 10 years be usable under the law because of the technology that is
going forward with stack scrubbers and other methods and technolo-

ies of removing sulfur from the coal and removing sulfur compounds

rom the effluents, but it is hoped that while these technologies are be-
ing perfected, that some easing of the enforcement of the Clean Air
Act by EPA will come about.

Senator FANNIN. Do you feel we are doinFene&gh in research and
technology? I notice we have powdered coal now and we are trying
to utilize 1t in burners. Is there sufficient technology going forward on
such alternatives as gas utilization?

Mr. LeseNriNG. Yes, now there is more research in utilization %?-
ing forward but it has only been in the last 2 or 3 years with the
formation of ERDA and the hundreds of millions of dollars that are
now being spent for coal utilization and coal technology. But in years
before that, coal was the stepchild in the fuel industry and had only
a small fraction spent in research as compared to atomic energy, for
instance.

Senator FaNNIN. From {'our testimony, I assume you are still hav-
ing problems, serious problems on capital formation. Is that true in
the coal industry ?

Mr. LeisenriNa. That is true, sir, If we get some of the addi-
tional tax incentives we have put before you today, it will help devel-
op the tremendous increased capital needs that are facing us.

Senator FANNIN. You talk about depletion allowances and Senator
Hansen was mentioning that. What is your recommendation in that
regard as far as depletion allowance?

Mr. LeisenriNg. We think the coal industry especially, with the
needs that are facing us, should have accelerated depreciation rates ap-
proximately double what they are.

Senator FaNNiN. You know the problems we have had as far as de-
pletion is concerned in the oil industry. I just wondered what approach
could be made to give you the benefits that are needed for your for-
ward production that we can get through the Congress. That is one
of the great problems we face. . .

Mr. LesenriNa, I misunderstood you. I thought you said depreci-
ation, You are speaking of depletion allowance.

Senator FANNIN. Yes, .

Mr. Lemsenring. 1 believe coal should get a 15 percent depletion
rate which would be half again as much as we now have and it would
bring us up equal with uranium, oil shale-and some other energy-
producing minerals.
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Senator FANNIN. You need the combination of the increased deple-
tion, you say double the depreciation rate schedule.

Thank you very much.

The Chairman. Senator Byrd.

Senator Byro. Thank you, Mr. Chairman. ) :

Mr. Leisenring, there are two aspects of your testimony I want to
comment on, first in regard to the investment tax credit and your
suggestion that it be made permanent. As to what the figures should
be; whether it should be 7, 10, or 12 percent or what have you, I think
that you make a mighty good point that the Congress ought to decide
whether it is prepared to keep the investment tax credit as a permanent
part of the tax code or eliminate it. It keeps business up in the air, it
seems to me. A business has no way of knowing whether this is a
permanent part of the code or whether it will be taken off in 6 months
or a couple of months. I like that aspect of Iymn' testimony. 1 am not
prepared to say what the rate should be but I do think Congress ought
to make up its mind and get away from this off-again, on-again pro-
- gram in regard to the tax credit.

With respect now to the black lunﬁ benefits trust, do I understand
your proposal correctly that under this, the operators would be per-
mitted to establish a tax exempt irrevocable trust. I assume what you
mean by tax exempt is that the mine operators would be able t,ome
into that trust each year to whatever extent they felt they would be
desirable and then that would be a tax deduction as & business expense
in the year it is paid ¢

Mr, LeisenriNG, That is correct, Senator.

Senator Byrp. Would this trust be setup in connection with the new
}?Igislation which is now before the Congress which has passed the

ouse which is now in the Senate committee or would it apply to past
legislation as well as the obligations of the mine operators under the
black lung legislation ¢

Mr. LeiseNriNg. We certainly hope it would be a part of the legisla-
tion now before the House and the Senate and that it would apgly to
those trusts already constituted and any trusts constiuted by coal pro-
ducers prospectively. It should apply to both past and future obliga-
tions.

Senator Byrp. Is it your idea that the trust would be administered by
the Government like the Social Security Trust Fund or would it be
administered by the coal industry assuch ¢

Mr. Lesenrine. It would be administered by an independent
trustee. In the case of Westmoreland Coal Co., we have already set up
a trust with the bank. It is an irrevocable trust. There are no benefits
flowing to the company but only to the beneficiaries receiving black
lung benefits,

Senator Byrp. I gather from vour testimony there is no way it can
be considered a tax shelter for the company because the money never
comes back to the company.

Mr. LesenriNe. That is correct. It is irrevocable. The only benefit
to the company is the normal business deduction.

Senator Byrp. Can’t you do that now?

Mr. TeisENRING. There is no nrovision for it under the law. We are
doing it and it is now hefore the Internal Revenue Service. We are
seeking their approval of this but it is a very uncertain area unless it is
covered by legislation.
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Senator Byrp. It seems to me it is clearly & business deduction. It is
the same as paying wages to a miner. You are paying benefits to a
miner who has been injured in the mines, Is there any questions that
being a deductible expense now #

Mr. LEseNRING. it 18 my understanding the Internal Revenue Serv-
ice is holding hearings on these trusts—of which I believe there are
thres or four in existence—to find out just what tax status they have
as to the deductibility of the company on the one hand and the in-
come to the beneficiary on the other hand.

Senator Byrp. 1 guess it is also a question of how much you can
deduct in a particular year and how you determine the amount to be
deducted. ~

Mr. Lesenrina. That is correct.

Senator Byrp. Under the legislation you have pro y the com-,
panies would determine how much they could or wished to pay into
the fund in a particular year. ' )

Mr. LeiseNriNGg. That is correct. Although they cannot u})ut an in-
ordinate amount into the fund or I am sure the IRS would not ap-

rove it. '
P Senator Byrp. Offhand, without knowing all the details of it, it
would seem to me that would be a proposal that would be helpful to
the miner and to the company and the disadvantage to the Govern-
ment would probably be very little from the point of view of tax
revenue.

Mr. LEisENriNG. I am glad you apparently agree with our position.

Senator Byro. The staff is interested in knowing whether this is in
lieu of the House-passed bill now before the Senate Labor Committee.
As T understand, you want it to be a part of that bill, is that correct?{

Mr. LeseNrinG. It:would be in lieu of the House-passed legislation
on the subject.

Senator Byrp. It would take the place of the House-passed
legislation { .

r. LeiseNrinNg. That is correct. The funding would take the place
of that area covered by the House-passed legislation. B

Senator Byro. It would not take the place of the entire bill but it
wouldtgake the place of one section of the House-passed bill; is that
correc

Mr. LesenriNe. That is correct.

Senator Byro. My time has expired but if the chairman would let
me ask another question to find out where the House proposal differs
with this proposal. ‘

Mr. LeisenriNg. May I defer to Mr. Stauffer for an answer.

Mr. STAUFFER. I am not expert on the Black Lung bill in the House
but T do believe the House-passed bill would have the Treasury De-
partment set up and administer the fund to pay the benefits to the
miner. Our proposal would be strictly a private endeavor operated by
the company and paid out to the miner.

. S;;nator Byro. What the witness is advocating would be a private
rust.

Mr. STAUFFER. Yes.

Senator Byrp. What the House approved isnot a private trust$

Mr. StaUFFER. T do not believe so.

Senator Byrn. That is a trust established by the Government ¢
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Mr. Staurren. Yes. . '

Senator Byrp. Your proposal is to take the place of that. o

Mr. Staurren. Yes, or on the assumption the House-passed bill did
not become law. L

Senator Byrp. The coal industry, at one point, approved the House-
passed bill, did they not ¢ )

Mr. StaUFrFEeR. I do not know the answer to that. Can we submit that
for the record ¢

Senator Byrp. Yes, you may. .

[The following was subsequently received for the record:]

We oppose the 'bill in the form it passed the House. Basically the legislation
is a pension bill to be funded by a Federal severance tax. It is a pension bill
because there would be an irrebuttable presumption that a miner bhas con-
tracted the disease, after he worked in the mines for a stipulated period. Medi-
cal documentation would not be required. Further we oppose the nature of the
funding provided in the bill. A ‘premium’ based on tons produced would be
levied against the producer in an amount sufficient to pay for claims not found
to be the responsibility of individual coal operators. The Department of Treasury
would administer the fund. This is purely and simply a Federal severance tax
and should be a subject of hearings before the Senate Finance Committee since
in reality the bill imposes a Federal tax on coal to be administered by Treasury.

Senator NELsON. I notice in your statement you say that “it is gen-
erally accepted in the coal industry that the capital cost of installing
a new doep mine is $35 to $40 per ton of annual production.”

I don’t understand that. Coal is not selling for that, is it ¢

Mr. LeisenriNg. The mine would cost $30 to $40 million.

Senator NELsoN. Is that $30 to $40 for every ton of coal produced{

Mr. Le1seNriNG. You consider the size of the mine on the million tons
a year it produces. If it produces 1 million tons that figure means for
every ton we must expend $35 to $40, so you-multiply the 35 or 40
times a million tons and the mine costs you $35 to $40 million.

Senator NeLsoN. That is just for 1 year, not the life of the mine.

Mr. LeiseNring. The cost of constructing the mine and then the
mine will last for 20 to 30 years. The mine will cost $35 to $40 million
and if you divide it by the number of tons produced annually, 1
million tons, you come to the $35 to $40 per annual ton.

Senator NeLsoN. You are not saying that the capital cost starting
a new mine adds $30 to $40 to each ton of coal produced during the
life of the mine{

Mr. Le1seNring. No, sir, it is a yardstick used by the coal industry to
measure how many dollars per annual ton a mine costs. If it is a
million tons a year, then it is $35 to $40 per annual tons totaling
$35 to $40 million for the mine.

 Senator Nevrson. Even though the mine is producing that amount
for the next 30 years$

Mr. LrisenriNe. That is correct. .

Senator Nxrson. On the question of depreciation or investment
tax credit depreciation, what would be your view of the Canadian
system, for example ? Supposing you eliminated all schedules on depre-
ciation, eliminate the investment tax credit, and then allow deprecia-
tion on capital investment as’ the Canadians do of 50 percent of the
capital investment the first year and the balance the second ¢

Mr. LersenriNg. In other words, you would depreciate the invest-
mentin 2 yearst ~ - -

Senator NeLson. That is right.
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Mr. LrseNriNg. I am not familiar with the Canadian tax law.

Senator NELsoN. Well, that is what it is. ‘

Mr. Leisenrina. I don’t think we have put our pencil to the results
which might flow from such an arrangement. _

Senator Nerson. I think it is the national chamber of commerce
or the Coal Association jointly that has a proposal—I don’t know if
anybody has introduced it—1I assume they have—they have a proposal
for a 5-year depreciation on capital investment. They also throw in
buildings. So, you don’t have an opinion as to whether it would be
more beneficial for the purposes of accumulating capital if you could
write off in 2 years or 50 percent the first year and whatever option
you wanted for the second, third, fourth, fifth year as against other
provisions in the statute, schedules, investment tax credit, and the rest ¢

Mr. LeiseNriNg. I am not aware any calculations have been made
by the coal industry in that regard but I would like to have such cal-
culations made and enter them for the record.

Senator NeLsoN. I would appreciate seeing them.

Mr. LeiseNriNG. We will submit that information.

. [The following was subsequently supplied for the record :]

I am not familiar with the Canadian system. As you explain it, it would
simply involve a two-year write-off of depreciable assets. I am very tempted to
8ay that we would support such a change. However, 1 feel certain this would
not reflect the unanimous position of the coal industry. For instance, some com-
panies have signed long-term, cost-plus contracts. These arrangements provide
the coal producer with substantial security in exchange for which he realizes
a much smaller profit margin. In these instances there probably is not sufficient
profit generated to offset the large losses due to the two-year depreciation.

I belleve a far better alternative would be to leave the credit and the ADR in
the system, add the two-year depreciation allowance, and make the choice optional
with the taxpayers. This would permit both the low profit producer and the higher
profit producer the chance to select those provisions which would best provide
the sorely needed investment capital for his company.

The CHAIRMAN. I was late in getting here this morning because I
appeared on behalf of the committee to discuss what may develop into
a point of difference with the members of the Budget Committee.
Some of them seem to take the view that you owe a certain amount of
taxes to the Government whether the law says so or not. If the top tax
rate is 70 percent, then anything in the law that permits you to keep
more than 30 percent in a tax expenditure to an individual. They have
their own view of tax uniformity; which is not always consistent.
Basically it works out to the theory that anything that fails to tax one
taxpayer on exactly the same basis as all other taxpayers departs from
tax uniformity. So the proposal that-you are advocating here would
fall in that cate%ory almost entirely.

I don’t quite buy that theory. It seems to me that the taxes you own
are what the law says you owe. In raising revenue for this Government,
those of us who vote on taxes should take a look at what the situation
is with regard to the entire economy and ask ourselves the question:
How can we best raise the amount of money we need for the support

“of this Government { We might decide that somebody in the coal busi-

ness can afford to pay more, or maybe he cannot afford to pay that

much if we expect him to do what the Nation’s economy requires.

Maybe it would be better to raise funds through an excise tax rather
an income tax.

Do you buy this theory that it is a tax expenditure when the Govern-

ment permits you to plow some of your own money back into building



o
o,

1638

our business, that the Government has in effect made you a gift by
ﬂtting you plow some of your earnings back into trying to earn more
and to put more people to work? -

Mr. LeisenriNg. No, I do not, I think the tax incentives which exist
for the coal industry give the coal industry a somewhat lower overall
tax rate than some other industries, espeically manufacturing where
I think the tax rate is 45 to 50 percent. Our tax rate is probably 30 to
40 percent. I can only say that in summarizing my whole testimony

- that if we are to generate the funds and have the rate of return to

borrow money to increase production as the Government. has asked us
to do, we are going to need a tax rate which is more favorable in order
to achieve it. :

I would say this,.Senator Long. My company is expending in new
production over 90 percent of our cash flow this year, last year and
next year. We are paying out in dividends, 6 or 7 or 8 percent of our
cash flow to the shareholders. I think the percentage of reinvestment
is very high and I think it should be high and we intend to keep it high
in order to put in new mines to the utmost extent that we can.

The CHAIRMAN. Should we decide that in the national interest we
should only tax away half of your net earnings rather than all of
them, would you think that is a bounty or a gratuity from the Govern-
ment that you are permitted to plow back some of your earnings to earn
more for your workers, your company and for the benefit of society ¢

Mr, LriseNring. I would not characterize it as a bounty or gift. I
would characterize it as a policy. If you ask us to substantially increase
our production, we have to have the funds to do it.

Senator Byrp. I would like to get back to this black lung trust fund.
I must say in my earlier comments, I did not realize that you were ad-

_vocating that your program take the place of what the House passed.
I think that your program has some advantages over the House pro-
posal but I would not be prepared at this time to make a judgment be-
cause I am not familiar enough with the details of each.

May I ask you this. Could you submit for the record what might be
done 1n regard to your proposal in placing a requirement for a mini-
mum contribution to that trust.

You mentioned in your testimony that the cost would be from $1.35
to $5 a ton, I believe. Could legislation be written which would make it
a minimum of $1.35 a ton or some such minimum if you are going to
take this approach over the House approach?

Mr. LeiseNriNg. What we are doing now is covered by the existing
tax law. We are making contributions into our existing private trust
fund which is irrevocable to cover the present and past liabilities for
the beneficiaries who will receive the fund income. That comes under
the jurisdiction of the Internal Revenue Service as to whether or not
we are funding an adequate amount and to make certain that we are
not funding an excessive amount. We would like to study some exact
language further, if you will, and T will be glad to submit it to you for
the record.

[The following was subsequently received for the record:]

With essentially no actuarial experience to rely upon, the question is difficult
to answer. The total amount needed to fund all the valid claims from a given
mine would depend to some extent on the disease incidence of a particular com-

pany, the nature of the mine, the age complement of the work force, and other
factors. I would say that under-tunding would not be a problem. Rather, if the
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incentive were present there might be a tendency to over-fund initially—at least
until a record was developed to give the grantor-producer some idea of the mag-
nitude of the llability. Right now, estimates—and they are only estimates—place
the cost of supporting the Black Lung benefits under the existing law at $1.35 to
$5.00 per ton of coal mined. With this kind of spread you can understand why I
hestitate to suggest a minimum figure based on tonnage.

Also, please bear in mind that these trusts would be individually funded by
each company. They would not be mandatory, and many companies would most
likely rely on buying insurance to cover their contingent liability. This legislation
would benefit those which are currently self-insuring or that are undecided as to
how to face this problem. )

Senator Byrp. I think that would be helpful in trying to work out
a proposal along the lines you are recommending. Yours is a voluntary
plan, as I understand it.

Mr. LeiseNriNg. That is correct.

Senator Byrp. And the House proposal is & compulsory plan.

Mr. LeisenriNG. Our plan is voluntary but it meets a compulsory
requirement of paying benefits which are clearly spelled out to our
employees and former employees. :

nator Byrp. So it is compulsory in that sense ?

Mr. Leisenring. That is right.

Senator Byrp. In your testimony, you say “the miner working in the
mines today, should he qualify for benefits in the future, would know
that his black lung disability compensation would be funded on a cur-
rent basis.”

Do you not fund it on a current basis now ¢

Mr. LeiseNring. We do but it is not certain under the law——

Senator Byrp. It gets back to the interpretation of the Internal
Revenue.

Mr. LesenriNg. That is correct.

Senator Byrp. What you want to do is write into law the assertion
that you can fund it on & current basis.

Mr. LeiseNring. That is correct.

Senator NELsoN. May I ask one more question on this point

The CHAIRMAN. Yes.

Senator NELsoN. On the black lung bill that came over from the
House, the mark up is planned at an early date. I am not sure whether
the chairman will try to mark it up before April recess, but I think it
will be within a month or so.

‘Was the proposal you have made here for funding this obligation
resented yet at hearings by the coal association on either the House or
enate side ¢

Mr. Lesenrgina. It is my understanding that this bill is before the
Labor Committee of the Senate right now, and I believe tomoriow or
in the very near future, the National Coal Association will present its
views in some detail. I am not a snecialist on the subject but the Labor
Committee will be hearing the National Coal Association’s views on
this legislation.

Senator NELsoN. T am on that committee. I did not know they were
scheduled. :

Do you know if this proposal was presented on the House side dur-
ing hearings for consideration when the House drafted the bill ¢

Mr. Lemenring. It is my understanding Congressman Duncan of
Tennessee has proposed parts of the bill which are parallel to or the
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same as what we are proposing to this committee today for the House
side of that bill. -

Senator NeLsoN. But this precise proposal is going to be presented to
the Labor Committee as a substitute for the House bill. Is that what
you are telling me ¢ -

Mr. Lzrsenrina. It will certainly be discussed.

Senator Byrp. Con man Duncan’s proposal was made after the
I?.’lmlllse comm%ttee handled the black lung bill, wasn’t it, but not during
the hearings _

Mr. LrsenrinNag. That is correct. It was not timely enoug}lﬁ

The Cliumux. Are there further questions, gentlemen ¢ Thank you
very much. : .

want to extend my apology to Mr. James O’Connor. I will call him
now. In shifting from one presiding officer to another this morning, we
overlooked his place on our list. I want to offer my apologies. I am
happy to see you have Mr. Reid Thompson with you.

STATEMENRT OF JAMES J. 0'CONNOR, EXECUTIVE VICE PRESI-
DENT, COMMONWEALTH EDISON CO., ACCOMPANIED BY REID
THOMPSON, CHAIRMAN OF THE BOARD AND PRESIDENT, POTO-
MAC ELECTRIC POWER CO., AND AL NOLTZ, COMMONWEALTH
EDISON OF CHICAGO :

Mr. O’ConnNor. My name is Jim O'Connor. I am executive vice presi-
dent of Commonwealth Edison Co.

The CHAIRMAN. Please identify the others with you.

Mr. O’CoNNor. On my left is Mr. W. Reid Thompson, chairman
and chief executive officer of the Potomac Electric Power &o. On my
right is Al Noltz, Commonwealth Edison, Chica%o.

Senator, gentlemen, we have prepared a rather lengthy statement
for the record. It has been presented to the staff of the committee.
Rather than read that on behalf of EEI, I would like to summarize
the statement.

First of all, the organization that I am representing today, the Edi-
son Electric Institute, represents about 99 percent of all the customers
of the investor-owned utilities in the country.

In adition to that, the privately owned sector of the electric industry
:lo;pmsen:ed by EEI serves 77 percent of all the electric customers in

e country.

- My comments today will center on two areas, first, the financial
problems of our industry and second, steps that we think that can be
taken and should be taken which would aid significantly in restoring
the financial integrity of the electric utility industry. '

In 1975, the Edison Electric Institute completed a major study
which concluded that economic growth is desirable to improve the
standard of living. In the course of that study, they determined that
economic growth is absolutely commensurate with energy growth.

In projecting for the years ahead, they deteririned we would need
electricity growth on the order of 5.3 to 5.8 to sustain even moderate
economic growth in this Nation.

But to have a 5.5-percent growth in the amount of electricity will
require very substantial new capital resources. Our industry has been
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particularly hard hit by inflation. For example, the fuel that we buy
today, on the average, is four times more expensive than it was 10 years
ago. ylz'hes plant we are building today is four times more expensive on a
por kilowatt installed capacity than 1t was 10 years ago. o
- QOur interest rates for long-term debt, which were 414 percent in
1964, run upward of 10 percent in 1974-75. c .

The bond ratings of 35 of 50 of the largest electric power companies
in the Nation have been reduced in the last 36 months. )

Twenty-five or one-half of the 50 largest electric utility companies
in the Nation have had to sell common stock at below book value in
the last couple of years. .

I think part of this problem is reflected in the fact that 10 years ago,
in 196465, our industry was able to generate roughly 65 percent of the

ds that they require for expanding generating capacity through
internally generated sources—depreciation, deferred taxes and re-
tained earnings. Today we are able to generate only one-third in-
ternally of %ur needs for expansion,

'We are the most capital-intensive industry in the country. It takes
us $4 of expenditures to produce roughly $1 of revenue. We compare
that against the industries traditionally thought of as capital intensive,
oil and gas, $1 of expenditures for every dollar of revenue; for the auto
industry it is 56 cents to achieve $1 of revenue. In our.case, $4 of plant
exg‘enditure to get $1 of revenue. L .

To give you some idea of how large our capital requirements are
g’qmg to be in the years ahead, the Technical Advisory Committee on

inance to the Federal Power Commission last year completed a report
that estimated up to the year 1989, or during the next 15 years, our
industry, the privately owned sector alone would have to spend roughly
$500 billion, and that is in current dollars, to finance plant expansion.

The difficulty that we have experienced in raising capital for new

' generating facilities has been responsible largely for the delay or the

cancellation of new plant construction by the electric utility industry.

During the 114-year period that extended from April 1, 1974, to
October 1 of last year, our industry either deferred or cancelled pro-
jected new generating capacity of 181,000 megawatts of new capacity.
of th_sét total roughly two-thirds or 125,000 megawatts was in nuclear
capacity.

o gfve you some idea of what that represents, just the amount of
deferrals and cancellations that took place during that period is equal
to a little over one-third the total capacity now in existence by the
electric utility industry in this country.

Another perspective on that proll;{em is in terms of jobs. The de-
ferrals and cancellations that we experienced during that 114-year
period equate to the loss of rou?hly 100,000 construction jobs. These
are only the jobs that are directly related to the construction of these
pilfapt?, not to the jobs related to the secondary activities conducted
offsite.

: ]\(?lVe feel that the principal solution to these problems is really two-
old :

- First: As has been mentioned earlier today, is the need for rate relief

on the State level. Yet, we all know utilities have experienced delays

in getting the necessary relief to go forward.
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Second: A number of changes in the Internal Revenue Code could
be most helpful in solving our problems. These proposals were con-
tained in the President’s labor-management proposals sent to Congress
last year and we s?port each and every one of them. )

e support and urge that the investment tax credit for utilities

be raised to at least 12 percent and we urge also that it apply indefi-
nitely for the reasons stated earlier by Senator Byrd—the on-again, off-
again thing which makes it so difficult for our industry to contend
with when we need leadtime of 5 years for fossil fuel and coal and gas
and up to 10 years or more for nuclear powerplants. This need creates
gyr}?tlons in our financial programs that are very difficult to contend
with.
We urge also there be removed the limitation on the amount of
investment credit that can be taken. As you know, there is a transitional
period that provides for the lessening of the amount of credit that
can be taken as it goes down from 100 percent. We urge the level be
restored to 100 percent.

Also, we urge any extension include permission to take credit on
qualified construction expenditures or progress expenditures. This is a
new aspect of the treatment on investment tax credit that we find to be

-very, very important and we urge that extension.

-Finally, we think it advisable that the Finance Committee and
others consider the provisions adopted last year which provide for an
additional 1 percent for the employee stock-ownership program.

We urge that these provisions be extended so that we can go into
those programs and make them worthwhile for an industry as a means
of raising equity capital. In surveys conducted throughout our indus-
try, we know better than 90 percent of our companies would participate
and have indicated a desire to participate if the regulations to be
arrived at provide some degree of permanency.

. Next, there is the tax deferred treatment ofy income that is reinvested
in the common stock in an electric utility company. This provides for
sun‘;)ly a tax deferral. This is not a loss in tax revenue. It will be
made \g someday. It is particularly important in our case because in
the next 5 years we estimate we will have to be raising $3 billion in
new equity ca{nta} each year. The dividend investment program would

ly in aiding our industry in the formation of new capital.

In December of 1975, the average utility stock was selling at 47 per-
cent of its level 10 years prior to that. When somebody says our finan-
cial problems have eased, it is like a patient with a 105-degree tempera-
ture, give him an aspirin and it goes to 104, then telling him he is in
good health. He is not in good health. We need this assistance.

The investment program would be a means to encourage this invest-
ment. This proposal 18 even less favorable than that which deals with
stock dividends. Qur industry for the most part, because our stock-
holders buy our stock primarily on a vield basis, cannot take advantage
of the kind of treatment that is provided for stock dividends.

The third item in the President’s program that we consider to be
very important and we urge the adoption of concerns tax depreciation
and that it be permitted on qualified progress expenditures——

The CrammaN. I will have to ask you to end vour oral statement
at this point. I have read your statement and I think most of the others
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have. I want to ask some questions about it. You will get a chance to
elaborate further on what you have to say as the questions go along.

Senator Nelson. .

Senator NeLsoN. I have no questions.

The CrAIRMAN. Senator Packwood. ) .

Senator Packwoop. No questions, Mr. Chairman.

The CuairMaN. It is my understanding your industry has not taken
advantage of the 1-percent-tax-investment credit for employee stock
ownership, which would have brought more capital to your industry,
because of some of the technical problems involved similar to those
that American Telephone & Telegraph Co. has pointed out. Is that
correct? _

Mr. O’CoNnNoRr. Yes. ) ]

The CHAIRMAN. Let me tell you what you are asking us to consider.
I think I could go along with everything in your program with one
exception. If we are going to raise the Investment tax credit above
10 percent, I think that the additional 2 percent should be for the
benefit of the employees. I think we ought to take the wraps off of it,
and I would be happy to have your suggestions along that line. You
have Mr. Reid Thomﬁson sitting beside you. As a matter of fact, he is
an old soldier in stock ownership. He put such plans into effect in his
company before. I discussed witﬁ him from time to time what some of
the technical problems would be.

It seems to me we could work together on a plan where you would
take that additional 2 percent. We will continue, I am confident, if I
have my way, the 1 percent that is there already, and you can borrow
against that to Egt more capital, as these Kelso plans do, where they
set up a trustee, borrow money, buy convertible debentures and convert
them as they can. We might need to change the law so that, if need be,
you can sell stock at book rather than at market value in some cases.

I would like to have your suggestions along that line. If we can work
out & package where we could make that one change, do you think you
could su%())ort that package if this committee recommends it
. Mr. O’ConnNor. We certainly do. As I mentioned in my remarks, the
item you alluded to is in the change of regulations or clarifications of
the regulations so we know where we are headed. This is terribly
1Important. :

The other item is the permanency aspect of it. Once we have adopted
a program, having to go out 2, 3, 5, years, we think it is important that
that be resolved.

The CrAIRMAN. T was very disappointed that some companies such
as yours did not take full advantage of the option of 1 percent. They
explained to me the many problems involved which for the most part
were our fault, since in some respects the provision was drawn too
tightly. It left you with some hazards that we should not expect you to
assume. Some of those were pointed out by American Telephone and
Telegraph. There are some others we should consider. But if we gave
you the flexibility it took so that your company could have what would

one of the best employee stock ownership arrangements in America,
I would just like to know if you think your people would take full
advantage of it.

.Mr. O’ConNor. Let me speak for my company first, if I may, and
give you my ideas.



A

>

1644

‘We would adopt an employees stock ownership plan. We have until
September 15 of 1976 to make that decision. We have already prepared
the documentation necessary. We are waiting for clarification of the
regulations concerning that. .

r. Thompson’s company is going ahead and adopting it. Our only
concern is the clarification. ) .

The CrARMAN. The public service commissioners in California told
me that thero were companies coming in asking for a rate increase
to provide for more adequate service. They asked them the question,
why they don’t take full advantage of what is available to them now.
It was pointed out this 1 percent was available. I know it has some
technical shortcomings, and I know the regulations are too restrictive.
We will do what needs to be done to take care of that aspect of it. I
don’t expect you just to go on conversation and promises,

One of those pollsters talked to a Democratic lady and said that one
reason Mr. Carter is running so well is he is not making any fpromusess.
People are sick and tired of promises from people running6 or public
office. If we actually take care of it so that your people can be protected
from the uncertainties that have plagued you up to this point, I hope
your people can assure us they will take full advantage of the em-
pl%);ee stock ownership plan. ‘

nator Fannin ¢ )

Senator FANNIN. One of our most serious problems today is unem-
plcgment, and this is especially true in industry.

ow will the tax proposal as set forth alleviate the unemployment
problem in the construction industry ¢

Mr. O’ConNor. We estimate—and this is a very conservative esti-
mate—about 104,000 jobs are lost because of cancellations. Of course,
we talk about the lead time in constructing a plant, 5 years for fossil
fuel and 10 years for a nuclear plant. Those are jobs lost for a long, long
time. So, it is a very serious impact on our industry.

I can tell-you that perhaps no greater priority is placed on the sub-
ject than by Bob Georgine president of the Building and Construction

rades Department, AFL-CIO, who has spoken many times of getting
these plants back into construction. It is the top priority as far as their
uniol? leadership is concerned. So, there is a real impact on the labor
market.

Senator FANNIN. You mentioned the construction of nuclear genera-
tor plants. We know there are problems today that face us. We do not
know what the vote is going to be in California and elsewhere, but
does the construction of nuclear generating plants result in an ad-
vantage to rates charged the average consumer{

Mr. O’Connor. May I preface my reply with a reference to a U.S.
News and World Report for 1975 which points out that we have
gone from 100 percent U.S. oil production back to 44 percent. Of the
utilities’ oil for generation, 50 J)ercent now comes from facilities
that are offshore. We see this trend continuing and if these projections
are correct, it is going to come Frimarily from the Middle East. We
regard nuclear power as extremely important and an economical source
of power also.

The Atomic Industrial Forum made a calculation, using 1975 fig-
ures, and they estimated the operation of nuclear powerplants in this
country were responsible for reducing the ultimate cost to consumers
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by about $8 to $10 billion contrasted to what it would have been
had they used fossil fuels. - o

We feel that while the cost of nuclear powerplant construction is
‘higher than traditional construction, the operating costs are signifi-
cantly lower. .

The company that I work for, Commonwealth Edison, has the
largest commitment to nuclear power in the United States. We esti-
mate we can produce a kilowatt-hour from a nuclear plant 28 to 34
¥ercent less depending on the fuel. We feel there is a major advantage

rom an economic standpoint. ) '

Senator FanniN. If we do not go forward with these programs,
are we? going to have blackouts or brownouts, or problems of that
nature?

Mr. O’CoNNoR. Presently the industry has a good reserve margin,
possibly because of 1975 experience. Perhaps through the next 3 or 4
years, we will be all right but, beyond that ﬁoint, there is a very
serious threat of problems providing energy throughout the Nation
if we do not get on with the construction of nuclear plants and other
types of plants because of the leadtime involved. The decisions we
make today will affect our customers throughout the 1980’s and beyond.
We have to plan for tomorrow’s needs. The turnaround time in our
industry is so long, we have to make these decisions at an earlier date.

Senator FANNIN. You have emphasized the dividend reinvestment
programs. How much would that be?! Do you have any idea of
percentages?

Mr. O’Connor. If we assume roughly 15 percent of the stockholders
of our industry were to take advantage of this, and last year the
dividends on collective utility common stocks were about $3.75 billion,
we expect we can raise $500 million,

Senator Curris. I have no questions. I have followed your testimony.

The CrairMAN. Thank you very much for a very fine statement.

[The prepared statement of Mr. O’Connor follows:]*

STATEMENT oF JAMES J O’Coxnox ON BERALF oF EpisoN ELECTERIC INSTITUTE

My name is James J O'Connor. I am Executive Vice-President of the Common-
wealth Edison Company which provides electricity to Chicago and the northern
one-third of Illinois. Today I appear on behalf of the Edison Electric Institute.
The Institute is the principal national assoclation of investor-owned electric
light and power companies in his country. Is member companies represent 99
percent of all customers of the investor-owned segment of the electric utility
industry, and 77.5 percent of the nation’s electrieity users. We appreciate the
loxgmlrttlilnit;y of appearing here today to present our views on pending tax
egislation. .

CAPITAL NEEDED TO MEET ELECTRIC ENERGY GROWTH DEMANDS

In 1976 the Institute completed a major study which concludes that moderate,
continuing economic growth is desirable to improve the ‘“quality of life” and
the standard of living of the American people and that growth can be sustained
by the United States for the foreseeable future. Improved productivity is
essential to growth and this means capital investment—buying more and better
tools to produce more per manhour, which effectively curtails inflation, and
building new facllities to provide employment for the nation’s growing work
force. While other factors are important, the key to increased productivity is
the formation of capital.

The Institute estimates that under conditions of moderate economic growth
electric energy consumption will grow at an average.iate of 5.3 to 5.8 percent
per year. (In 1875 growth was below the anticipated average due to the depressed
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condition of the economy. Although residential and commercial sales increased,
6.2 percent and 7.0 percent respectively, industrial sales decined 4.5 percent,
resulting in an overall growth of only 2 percent.)

The electric utllity industry has encountered difficult problems in raising
the capital necessary to finance the power plants and associated faciiities
required to supply the anticipated growth in electric energy consumption.
The problems result from drastically increased costs—particuarly the cost of
fuel, the cost of new plant facilities, and the cost of capital required to finance
the facilities—together with an inability to obtain prompt authorization for
increased rates to cover these increased costs, For some companies this has led to
inadequate “coverage” of interest and dividends, which, under indenture coven-
ants, limits or prevents the sale of senior securities. Despite improvement during
the past year, market prices of many electric utility stocks are still below book
value. Accordingly, as it becomes necessary to sell additional common stock,

there is a dilution of the value of existing shares. Because such a dilution -

shrinks their earning power, investors become increasingly reluctant to pur-
chase utility equity securities.

In 1064, electric utilities were able to provide about 64 percent of the funds
needed for new plant investment with internally generated funds, principally
retained earnings, depreciation, and deferred taxes. By 1974, declining earnings
and rising prices for the equipment needed to serve utility customers made it

.. bossible to finance only 33 percent of capital expenditures in this way.

The electric utility industry is by far the most capital-intensive industry in the
country. For every $1 of revenue, about $4 must be invested in plant facilities.
In contrast, the steel and oil industries, generally considered to be capital-
intensive themselves, need only about $1 of investment for every $1 of revenue
and the automobile industry requires only about 50 cents of investment for each
$1 of revenue.’

In a study concluded in 1975, the Technical Advisory Committee on Finance
to the Federal Power Commission estimated that construction expenditures of
the electric power industry will increase from an annual rate of $1614 billion in
the first half of the 1970's to about $23 billion in the last half. From 1976 through
1989, construction expenditures of the investor-owned utilities are expected
to total in excess of $500 billion in current dollars; this is four times the
expenditure during the preceding comparable period. (See attached chart
showing breakdown by year.) As a result, the need for financing from outside
sources will increase more than proportionately, and the investor-owned electric
industry will have to raise over $300 billion in the outside market during this time.

Difficulties experienced by most electric utility companies in raising capital
have been a major reason for deferrals and cancellations of new generating
facilities. Currently, our figures show that between April 1, 1974 and October 1,
1975, a total of 181.000 megawatts of capacity have been delayed or removed
from the schedule. Of this total, 125,000 megawatts were in nuclear units, most
of which were due to be completed in 1980 or later. This is equal to roughly 35
percent of the total present Installed generating capacity. It is estimated that
the projects deferred or removed ifivolve approximately 100,000 construction
jobs annually. Of course, deferrals and removals have an immediate deterring
effect on employment and the current economy. Even more important are the
implications for the national economy in the future if there is then a significant
shortage of electric power. In all likelihood, there will be shortages of electricity
if action is not taken promptly to restore the deferred and cancelled projects.

The principal solution to this serious problem is adequate and expeditious
authorization for rates to cover increased costs and attract new capital. How-
ever, changes In the Internal Revenue Code are a necessary concomitant in the
overall capital picture because existing tax laws impose a severe burden on
capital investment.

RECOMMENDATIONS OF THE PRESIDENT'S LABOR-MANAGEMENT COMMITTEE

The President’s Labor-Management Committee has recommended a number
of changes in the Internal Revenue Code that would help to solve our industry’s
gn?ﬂc:al problems and thus stimulate construction of urgently needed electric
acilities. -

We strongly endorse thelr recommendations and urge early and favorable
consideration by the Congress,
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Investment taw oredit

- We support the recommendation of the President's Labor-Management Com-
mittee that the investment tax credit be increased to 12 percent for electric
utilities, that it apply indefinitely and that it be applicable in full to gualified
progress expenditures without the transitional adjustment. Also, we urge that
normalization accounting and rate treatment be required for additional invest-
ment credits under any new legislation.

Since 1962, the investment tax credit has been authorized, suspended, restored.
terminated, and then authorized again. Because of the long lead time necessary
for the construction of large generating plants and transmission lines, there
is a need for assurance that the credit will be allowed for an indefinite period.

On the average, it takes over five years to place a coal-fired generating unit in
operation and ten or more years for a nuclear facllity. Large amounts of capital
are tied up during these extended periods, which serves to strain the financial
position of utility companies. Allowance of the investment credit at a 12 percent
rate would provide important capital funds and significantly ease the strain.

In order to receive full advantage of the increased cash flow resulting from the
additional investment credit, the limitation for electric utilities, which is sched-
uled to fall ten percent per year until it reaches 509 in 1981, should be main-
tained for an indefinite period at 100% of an electric utility company’s pres
credit income tax liability.

Also, allowing the investment credit on the full amount of qualified progress
expenditures without regard to the transitional adjustment should reduvce the
lag between incurring the expenditure and realizing the credit.

The increase in investment credit should apply to generating facilitics in

~which petroleum products (including natural gas) are to be used where the
utility was committed to the construction of the facilities prior to recognition
of the energy crisis. Denial of the investment tax credit on such facilities would
ga;n;e an undue burden on companies which have acted reasonably and in good
aith.
" Finally, it should be pointed out that provision of the current one percent in-
vestment tax credit to inance Employee Stock Ownership Plans (BSOP) should
be extended. The proposal of the Labor-Management Committee to increase the
present 10 percent investment tax credit to 12 percent does not appear to con-
template a loss of the ESOP credit but does not provide for its extension.

Dividend reinvestment .

One of the principal recommendations of the President’s Labor-Management
Commlittee concerns the deferral of current income taxes on dividends immedi-
ately reinvested by a shareholder of an electric utility company into stock of |
the paying company under a qualified dividend reinvestment plan.

This proposal is of considerable importance to the industry. Our industry’s
needs for new common equity financing are expected to be over $38 billion a year
during the next five years. These requirements are 50 percent higher than those
in each of the past five years.

The dividend reinvestment proposal would assist materially in encouraging
investment in utility common stock and aiding in the formation of capital for
utility investment. In December, 1975 the average utility stock was trading at
about 47 percent of its level ten years earlier. Even with overall market con-
ditions improving in recent months, many utility stocks are still valued below
book value and with the financing needs of the industry some means to encou
investment in utility common stocks s essential. WMWW——
because the primary effect of tax deferral on dividends reinvested would be to
provide needed equity capital,

This would merely provide a treatment similar to that now provided conven-
tional stock dividends. Many utility stockholders purchase their stock for the
cash yleld and it is therefore not practical for utilities to change their dividend
policy to provide for lower cash dividends to be supplemented by stock dividends.
Under the language preivously suggested by the Treasury Department, the pro-
posal results only in a deferral of ordinary income taxes which is even less favor-

- able than the treatment accorded stock dividends.

Taxes will be recouped by the Treasury at ordinary income rates when the
stock 18 disposed of by the shareholder. Hence, there is no permanent loss of tax
revenues to the Treasury. -

-
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It should be pointed out that the public service obligation of utilities distin.
guishes our fund-raising needs from those of other industries. Qur industry m::g
raise capital on terms that are, at times, highly uneconomicai because we m
construct required plant to meet customer demand. Common stock is the founda-
tion of our capital structure and, to continue construction, stock must often be
sold even when market conditions make such issues uneconomical. Since utilities
do not have the investment discretion enjoyed by other industries, the dividend
investment proposal offers an important and needed way to make electric utility

- stock more attractive.

The results of a survey made last spring of Institute members which presently
have a dividend reinvestment plan indicate that the deferral of taxation on rein-
vested dividends primarily would help the small stockholder. The results of the

survey are a8 follows :
Companies Companies
«m'n&:}" m&
- m: shares
Percont of lotal common shareholders wtidpati:& ................................. 5.4 9.6
Percent of total common shares held by those Y R - 1.8 4
Average common shares l'uld by waamdp::iu..'..t.';'.’ .......................... 9.0 m3
Depreciation

In view of the long lead time necessary to bring major generation and trans-
mission facilities into operation, the Institute urges that qualified progress ex-
penditures included in the base for ratemaking purposes be eligible for tax de-
preciation, Normalization accounting and rate treatment should be required in
order to obtain this tax benefit. The combined effects of additional tax deprecia-
tion and inclusion of qualified progress expenditures in rate base will add ma-
_terially to the internal cash generation of an electrie utility. -

Many regulatory commissions have already recognised that some or all con-
struction work in progress (CWIP) should be included in rate base. By allowing
qualified progress expenditure property to be eligible for tax depreciation only
if the regulatory body allows the utility to include the same property in the rate
base and to normalize the tax effect of the depreciation, the internal cash genera-
tion problems of electric utilities would be materially alleviated. With major

enerating plants notv taking five to ten or more years to construct, the need

or additional internal generation of capital is obvious. With CWIP in the rate
base utilities will be replacing bookkeeping earnings with real earnings, and
normalization of rate treatment will assure that the cash remains available to the
utility for usé in acquiring needed facilities. This results in a tax deferral not
a permanent loss in taxes to the Treasury. -

For the reasons stated above under the investment credit heading and where
long standing commitments have already been made, qualified progress expendi-
tures relating to generating facilities in which petroleum products are to be
burned should be eligible for tax depreciation when incurred.

Amortization of pollution control and fuel converesion generating faoilitics

The President’s Labor-Management Committee recommends extension of the
provision for rapid amortization of pollution control facllities and also recom-
mends that rapid amortization of the cost of fuel conversion generating facilities

... %o use fuels other than oil or gas be permitted. Our economic studies show that

""" this proposal would not achieve the goals intended unless the investment tax

credit also is mrvailable with respect to such facllities. Loss of the investment

tax credit would nullify the advantage of rapid amortization because it would be

more advantageous for a taxpayer to elect an accelerated method of deprecia-

tion, the ADR system, and a 12 percent invesment tax credit rather than rapid

amortisation with no investment tax credit. Of course, the 60-month amortisation

period would limit the amount of the investment tax credit to two-thirds of the
amount otherwise available,
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The right to amortize fuel conversion costa should include as eligible costs those
associated with conversion from gas to oil. Bojlers in plants which were designed
to burn natural gas could rarely, if ever, be converted to burn coal. Because
of the differences in the nature of the two fuels, esentially a new boiler with
storage and handling equipment would be required. Because natural gas-fired
plants are the least costly to construct, the cost of converting one to burn coal,
together with the cost of adding coal handling equipment, would probably be as
much as or more than the original cost of the entire gas-fired plant. Further,
mauy natural gas-fired plant sites do not have the physical space to stockpile
coal, making an adaptation to coal impossible,

A converslon to burn residual ofl would be entirely consistent with the national
energy program for the best usage of natural resources. Residual oll (the product
existing after refining crude oil into gasoline and distiliate oil) has only in-
dustrial uses, with the most common being used as industrial boiler fuel. If
rapid amortization for the costs of converting a gas-fired plant to burn residual
oll is denied, many companies’ conversion efforts will be impaired, which would
not be in turtheranoe of ‘the national energy program of the most prudent usage
of natural resources.

EBstimated tax revense impaot

In recent testimony before the Budget Committee, Assistant Becretary of the
Treasury Charles Walker estimated that the enactment of these recommendations
would reduce electric utllity income tax llabilities in future years.

A breakdown for fiscal year 1977 indicates that a $800 million temporary loss
would result from the deferral of taxes under dividend reinvestment, and while
the proposal generates cash for the utilities, the tax deferral would be to the
benefit of utility company stockholders rather than reducing the electric com-
panies’ income tax bill. Also, as previously mentioned, the tax deferral would not: .
be a permanent loss to the Treasury.

Tax savings of $200 million to the electric utilities are attributed to deprecia-
tion of qualified progress expenditures. The savings again are only temporary
in nature because the total depreciation deductions applicable to such facilities
over the lives of those facilities would be the same as those allowed by current
law. The tax benefits are accelerated but not increased,

Consequently, the increase in ‘the investment credit, estimated by Secretary
Walker to amount to $70 million in fiscal year 1977, would be the only permanent
tax benefit to the electric utilities, assuming that limitations relative to the credit
would currently or eventually allow use of the credit.

ADDITIONAL TAX PROPOSALS

Integration of the corporate and individual income taa )

In recent statements, Treasury Secretary 8Simon, Ways and Means Chairman
Ullman, Securities and Exchange Commission Chairman Hlills and others have
focused on the growing problem of capital formation in the United States. They
agree that our present tax system is biased against capital formation. By taxing
corporate profits twice—once at the corporate level and again at the shareholder
level—the system inhibits the flow of capital in the economy. Because the capital
needs of the electric utility industry are so great, it is particularly affected.

Double taxation obviously encourages the retention of earnings so as to avolid
the second tax. But traditionally many purchasers of utility stock have acquired
such stocks on the basis of yleld and utilities which therefore have a high per-
centage of earnings are placed at a substantial disadvantage when compared to
those corporations which retain a much greater portion of their earnings. Elim-
ination of the second tax would greatly assist utllities in raising equity money.

Many plans have been suggested for alleviating these problems by integrating
corporate and individual income taxes. We fully snpport the underlying prin-
ciples and objectives of such proposals.

Catryover and carryback modifications

Section 172 of the Internal Revenue Code currently provides for net operating
loss carryover and carryback periods for taxpaying businesses of five and three
years, respectively. Because those electric utilities currently experiencing the
most severe flnancial problems have little or no taxable income, the granting
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of additional incentives which further reduce taxable income would have little
or no meaning because little or none of such incentives could be utilized within the
current statutory carryover and carryback periods. However, these utilities have
paid substantial income taxes in the past and will undoubtedly find themselves
in this position once again in the future.

‘We recommend, therefore, that Section 172 of the Code be amended to provide
for electric utilities maximum periods of 7 years for carryover and 10 years
for carryback of net operating losses, with an increase in the carryback period
to be avallable only if the taxpayer reduces the carryover period by an equal
number of years. :

Congress has in the past recognized the special needs of particular classes of
taxpayers and has provided several modifications to the general rule, such as
the 10 year carryback period applicable to “Financlal Institutions” and the 7
year carryover period provided for “Regulated Transportation.”

Analogous modifications of investment credit carryover and carryback pro-
visions would be similarly helpful to companies that would gain little or nothing
from the grant of additional current tax deductions and investment tax credits.

Costs of meeting national environmental standards

The meeting of reasonable national environmental standards, a goal which the
electric utility industry fully supports, accounts for a substantial part of the
industry’s capital needs in coming years. Our latest estimates are that in the
years 1976 through 1980 the investor-owned electric companies must invest over
$10 billion for this purpose. This is intimately tied in with attainment of national
energy goals, since a substantial part of the environmental concerns result from
the switch to nuclear and coal from oil and gas as energy sources.

Two particular income tax provisions could be of immense value in helping
the industry meet its capital requirements in this area. First, 5-year amortization
of all pollution control facilities, not just facilities retrofitted on existing plants,
should be permitted. Essential elements of such a provision would be that the
investment credit be allowed and that fast amortization not be permitted
unless the resulting tax deferral is normalized for rate making purposes. As
previously pointed out allowance of the investment credit is necessary because
little, i any, tax advantage results from use of 5-year amortization without
the credit instead of accelerated depreciation over asset depreciation range lives
with a ten percent or higher credit. Normalization is necessary both because it is
sound economically and because if the tax deferrals are flowed through in rates
no capital is provided to help finance the required facilities.

Second, there should be incorporated in the tax law provisions which make
effective the existing provision of Section 103(c) (F) relating to industrial devel-
opment bond financing of air or water pollution control facilities. We belleve that
the Internal Revenue Service and the Treasury Department have largely nullified
this provision by means of highly restrictive interpretation and unconscionable
delays in responding to requests for ruling. There should be included in the
statute & definition of “air or water pollution control facilities’’ that expresses
the intent of Cougress specifically enough that Section 108 (c) (4) (F) will become
truly effective as a means of helping in the financing of pollution control facil-
ities. This is a vitally important matter for at least two reasons. First, because
interests rates are lower on tax-exempt than on taxable borrowings, tax-exempt
financing exerts a lesser upward, inflationary pressure on electric rates. Second,
the market for tax-exempt obligations is in the main distinct from the market
in which most utility debt financing is done, and . access to this other market
should significantly enhance the industry’s abflity to raise needed capital.

We suggest as an additional measure to assure that the intent of Congress in
enacting Section 103(c) (4) (F') 1s given effect that it be made possible to sue to
obtain a declaratory judgment when IRS acts adversely or falls to act with
respect to a request for ruling on. a proposed financing. The provision should
closely parallel SBection 7476, declaratory judgment relating to qualifications
of retirement plans, which was enacted as a part of the Pension Reform Act
of 1974. Pollution control financings and qualifications of retirement plans have
the common attribute tbat when IRS acts adversely or fails to act, the affected
parties are virtually helpless.
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ESTIMATES OF CONSTRUCTION EXPENDITURES
INVESTOR-OWNED ELECTRIC UTILITY INDUSTRY
1976 - 1989

(Current Dollars in Billions)

1976 77 '78 ‘79 '80 ‘81 '82 83 '84 85 'B6 '87 ‘88 1989

Source:s 1976-1979 Edison Electric Institute (Por these
years it is estimated 608 of total funds must
be obtained on the open market): 1980-1989
Derived from the National Power Survey Technical
Advisory Committee on Finance Report. December 1974.

The CaHAmMAN. Our next witness is Mr. Robert N. Flint, vice presi-
dent and comptroller, American Telephone & Telegraph Co.
"~ Mr. Flint was to testify earlier but he was unavoidably delayed, so
we will hear from you now, Mr. Flint. -

STATEMERT OF ROBERT N. FLINT, VICE PRESIDENT AND COMP-
TROLLER, AMERICAN TELEPHONE & TELEGRAPH C0., NEW YORK
CITY, N.Y.

"Mr. FunNTt. Mr. Chairman, let me apologize for being late. The
weather in New York is ve i)ad, and we just went round and round.

Ihave a statement I would like to file for the record.

I would also like to very briefly summarize the more important
points, some of which have been covered, so I will be brief.

Ido apﬁreciate the opportunity to be here. I am going to be speak-
ing on behalf of the American Telephone & Telegraph Co. and the
operating telephone companies that constitute the Bell System.

My remarks will relate to primarily three areas. )

. One would be the investment tax credit. A second item will be the
taxation of dividends or the deferral dividends, and the third one has
been alluded to, and that is the amendments we feel are essential in
order to be able to remove the obstacles to adoption of the additional
" 71 percent investment tax credit. : -
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I would like to address these remarks in light of the massive difficul-
ties the telephone communications industry is experiencing. -

In the last 10 years, we have gone from 76 million to 118 million
telephones. This meant we had to have some additional plants, from
$34.3 billion up to over $84.6 billion. . )

During this 10-year period, in order to do this, we had construction

rograms which amounted to about $71 billion, and this put a tremen-
gous burden on our ability to be able to raise ca&lital. About $29 to $30
billion for those construction programs during this 10-year period was
raised by the sale of new securities to investors. As a result, over the
last 10 years, our debt has increased over threefold. Our debt ratio
has increased from 38 percent to almost 50 percent.

Our annual interest charges have increased 6 fold. We are now carry-
ing about a $2.8 billion amount of interest annually. o '

ost significantly, post-tax interest coverage, which is the measure
of the quality of a security and the ability to be able to borrow as to
the terms and amounts, has plummeted from well over 6 times in the
last 10 years to now where it is only 2.5 times. We have had 2 of our
major os;erating telephone companies, in fact, downgraded, and if we
do not show improvement, others will be in risk. As a matter of fact,
A.T.&T. could be in jeopardy. '

In looking to the future, we see we could have an entirely different
situation than we had 10 years a%o. We had borrowing margins 10
years ago. With the 38 percent debt ratio, there was a ot of cutting
room. We have now reached what I would consider to be above the

_normally prudent level of debt. So we are going to have to do some-
thing about encouraging the equity investors to come back into the
marketplace.

What I am suggesting here is the tax laws be as neutral as possible.
This would be of the greatest possible benefit. At the present time, I
feel there is a bias against the equity investment. That is a subject all
glpto itself, but let me comment on the 8 proposals which I wanted to

scuss.

The first, of course, is the investment tax credit. Stated very simply,
we also believe that the investment tax credit should be made perma-:
nent. We think the rate should be at least 10 percent for the very rea-
sons earlier cited. :

.We also are very much in favor of having the tax deferral on
dividends reinvested in our stock. We already have a reinvestment plan
in which people do reinvest their dividends. It is particularly helpful
to the smaller investor because he is able to get his stock easily and
without transaction cost. Unfortunately, the tax has to come out of
other earnings or savings. «

Therefore, we feel if they had the deferral, it would be an extremely
ge}?ful thing, and it would be good to accumulate additional equity

ollars,

The final one relates to the obstacles we discussed before the com-
mittee when I appeared before it on December 9 and, Mr. Chairman,
I submitted a letter on December 5, a copy of which is attached to my
written statement.

The CrATRMAN. We voted for it, but, unfortunately, it got bogged -
down with all of the other good things we wanted to pass before the
Congress adjourned. If you try to do too many good things at a time,
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they call it a Christmas tree bill and you have to wait until the next

ear.
y Mr. FunT. I am acquainted with that term. -

We are anxious to have the issue settled. We have some 1 million
employees, and in order to go through the paperwork, and so forth,
for setting up appropriate accounts, it is a massive job. We do have a
6 months’ extension for filing our consolidated returns, which is Sep-
tember 15. As you can well imagine, it takes quite awhile to put
together a consolidated return of some 8 volumes. We would like to
have the wheels put under the vehicle so that we can make our deci-
gion.

Y would like to say one other thing which I have mentioned in my

prepared testimony, which I think is an inadvertence in the invest-

ment tax credit law. That is, as I read it, a second- or third-tier struc-

ture corporations’ employees would be disqualified. I don’t think this

was intended. It is not an impediment from AT&T’s standpoint to

gg ahead, but I doubt if, due to the circumstances, an employee not
ing in the right tier should be disqualified.

The CHAIRMAN. We will try to take care of that.

Mr. FuINT. We were not aware of it last time, Mr. Chairman, That
is all I have to say, and I thank you for the opportunity.

The CHATRMAN. Senator Nelson.

Senator NELsoN. I have no question, Mr. Chairman.

The CramrmMAN. I will yield to Senator Fannin,

Senator Fan~NiN. Thank you, Mr. Chairman.

In the attachment to vour statement, vou refer to the employee
stock ownership plan. If the 1 percent ESOP were modified, how
many employees would be affected ¢

Mr. Funr. We have 940,000 employees, Senator. There would be
some employees with very short service who would not be included.

., For example, we would take a cutoff period of 8 years or something
like that, but it would be my view we would have all employees,
whether union represented or otherwise absent there being something
in the labor-relations area that would be an impediment.

The Cramuman. I would hope that we could have it so that even
though it is negotiable—and I understand this was a ruling of the
National Labor Relations Board—you could offer to all employees
the opportunity to come in, whether the business agent is for it or
not. Any time one turns down some stock coming to an employee
at no cost to himself, I think that employee’s decision would be he
would like to have the stock. '

Mr. Fuint. My reluctance here, Mr. Chairman, is not knowing the

-laws and regulations and requirements in the labor area; I feel X

would be unwise to make any kind of commitment. I can give you
th%:ense of ;\hat. P
nator FANNIN. Personally, I feel this has such great benefits
to the rank and file union member that they will tell 81?}'1eir officials
to support the program—at least I would hope so—because I think
1t 18 certainly essential for good labor-management relations.
Going on to another subject, you talk about the investment tax
credit should be made permanent. Certainly I agree. We have this
on-again-off-again thing which has been very detrimental as brought
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out by Senator Byrd today. But how is the investment tax credit to

be treated in the industry ¢ o ) ‘
we do it in the communications business is

Mr. FunTt. The wa ) :
3 I think an example is the easiest way to do

like this, Senator, an

it.

If we invested $1,000 in a plant that had a 10-year life, the 10 percent.
investment tax credit would apply, and we would be entitled to $100
investment tax credit. That $100 would be set up in a reserve, and over
the 10-year life of that property, that $100 would be amortized at the
rate of $10 a year to your earnings so that the customer over the service
life of the plant will receive the money but, in the meantime, we have
the money in the reserve and earn on it, and it is a source of capital.
As I said, you get a double bang for your dollar. We get the use of the
money for our capital requiremente, and the telephone customer gets
the final dollars’ benefit over the life of the plant.

Senator FANNIN. There has been substantial discussion regarding
dividend reinvestment proposals. In your opinion, who would benefit
from the adoption of such provision ¢

Mr. Funt. I think a lot of people would benefit. First of all, I
think the investor himself wouldp have a benefit because, at the present
time, he has the burden of—if he does care to reinvest his dividends—
of coming up from external sources to pay the tax. If the company
declared a stock dividend, there would not be the same result. So,
the investor could defer the tax until he had realized economic gains
through the sale of stock.

The corporation would benefit in that, as you would have this
encouragement for people who would want to invest in their common
stock, it would be a source of etlluity, and we need all the equity money
that can be made available. I think that if this happens, you are
getting people to save money rather than using it for something else,
and that is probably good for the economy. It is a winner all the
way around. '

nator FANNIN. The utilities have been talking about the regula-
tory agencies of the States and the problems they have as far as the
States are concerned, and they coult? not get rates increased to make
investments, and so on.

Has that been a serious problem with the telephone company ¢

Mr. FuinT. It has not been but the fact that we have not gotten
as much rates a8 we need has depressed our earnings, and by depressing
the earnings, it has depressed the value of our stock. Therefore, it is
more difficult to do equity financing,

However, we feel we have met the customers’ requirements, We see
to it that there is proper management of the business, and if the tax
laws would be detrimental to us, we might fall into that position, but
we are AAA, by and large, and we do have the ability to raise money
when money is available.

The CaARMAN. Senator Curtis.

Senator Curtis. Mr. Flint, will the House bill add to the com-
pleixlty of the taxéaws? :

WAas Impressed by your illustration as to the size of your company’s
tax. If the House-passed bill were enacted, would t}fat simpl?fy }t’)r
complicate things ¢
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Mr. FruinT. I am trying to draw back into my mind, Senator, what
the provisions would be that would apply.

Senator Curtis. For example, the rules. .

Mr. FLint. We would not have any problem. I think I can best
answer you this way: We have in my view a very competent staff of
people who know how to accommodate to the various kinds of com-
plications we have, with quite sophisticated computer programing,
and I would say we would be more concerned about the economic
consequences, If you do something about the overall paperwork
probiem, that would be extremely helpful to us.

Senator Curris. How would the proposed dividend deferral work?

- How long would the tax be deferred if the investor-owner of stock

used his dividends to buy more stock .

Mr. FLint. In my view, you would not recognize the tax until such
time as he disposed of the stock which was paid for by the dividend.
As to whether that would be ordinary income or capital gain, I think,
would be a matter for the Congress to consider. If you wanted to
draw a very close parallel to what it would have been had it been
a stock dividend, it would be capital gains.

However, if, instead, you merely say it is a postponement of ordinary
income, then it would be taxed as ordinary income.

Senator Curtis. In a sense, it would be treated somewhat like a
stock dividend.

Mr. FrinT. It would essentially if you taxed it as a capital gain.

Senator Curtis. Would the effect on the investor be about the same
as if he received a stock dividend? -

Mr. FrinT. That is right, sir.

Senator Curtis. You are now allowed, I guess, to retain the earn-
ings. In a sense, however, the individual is in the same position as
if the earnings were retained and the stock increased in value?

Mr. Fuint. That is correct, and then he would have capital gains.

The Cuamrman. I would like to explore one matter with you.

I never thought about this when I first became a Member of the
Senate, but, I have come to think that Secretary Simon was probably
:ight when he said that corporations do not pay taxes; people pay

axes.

In the last analysis, insofar as we put more taxes on your company,
aren’t you going to have to pass them on to the public if you are
going to continue to attract capital and to provide the service that
is expected of you ?

Mr. FrLinT. I would say theoretically that is certainly true. I think
as a practical matter that is true. That would mean we would have an
operating expense that would be larger than it would otherwise have
been, and it would be reflected in the cost of service. Absent our ability
to do it, it comes out of the shareowner’s hide because you have to
look elsewhere for expenses.

The Camman. If you take it out of the shareholder, he is going
to shift his money to something else.

You have to be able to pay your people a dividend or interest for
the use of their money. If you don’t do it, you cannot attract more,
and the money you have is going to start getting away from you in
one way or the other, and they will get their money out of your com-
pany and go to some other endeavor.
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In the last analysis gour company has to earn a certain amount of
money in order to build new equipment, to stay modern, and you have
to be able to earn enough to attract capital in competition with other
pe%&lle who have investments available to the public.
en we put a big tax on your company, while in the short run you
might be able to take it out of what you pay to the shareholders, in the
long run, if you are going to do what you have been doing and render
& modern service in the future, does it not mean iou are going to have
to pass the taxes on to the consumer as a part of the cost of the service{
r. FriNT, I agree. .
The CHamrMAN, Thank you very much, sir. I appreciate your testi-
mox'niy today. .
[The prepared statement of Mr. Flint follows:]
STATEMENT OF ROBERT N. FLINT

This statement is submitted on behalf of the Amreican Telephone and Tele-
graph Company for the Bell System Companies listed on Table I of this statement,

We appreciate the opportunity to appear before this Committee in connection
with its hearings on tax reform. My remarks relate to the capital formation
requirements of the telecommunications industry, with particular reference di-
rected to three policy proposals before the Committee, These proposals are (1) the
investment tax credit, (2) certain amendments to S8ection 301 of the Tax Reduec-
tion Act of 1975 needed to remove obstacles to adoption of the additional 1 per-
cent investment tax credit provided by I.R.C. Sec. 46(a) (1) (B), and (3) the
proposal to defer the taxation of dividends reinvested in utility expansion
programs,

I wish to address these proposals in the light of, first, the massive require.
ments for,additionaleupital facing the telecommunications industry, and second,
the financial constraints within which the telecommunications industry must
raise the required capital. '

During the 10-year period ended December 81, 1975, the number of Bell System
telephones increased from 76 million to 118 million, and telephone plant in service
(consisting of central offices, switching centers, outside distribution facilities,
ete.) increased from $34.3 billlon to $84.8 billion, an increase of over $30 billion.
This pattern of sustajued growth has been essential to meet the communications
requirements of the American economy.

During this 10-year period, the principal Bell System telephone companies
have met the communications requirements of their customers through construc-
tion programs totalling almost $71 billion (Table II, Col. A). These results have
been obtained at the cost of placing an enormous burden on the capital formation
capacity of the Bell System. Almost $30 billion of the $71 billion construction
programs have been ralsed through the sale of new securities to investors (Table
11, Col, B). As a consequence, since 1965 :

Debt has increased over three-fold, to $31.8 billion.

Debt ratio has increased from 33 percent to almost 50 percent.

Annual interest charges have increased six-fold, to $2.8 billion.

And most significantly, post-tax interest coverage, which is a measure of the
quality of debt securities—and thus the measure of the ability to raise future
capital—has plummeted from well over 6 times in. 1965 to under 214 times
coverage today. The dangers of downgradings in credit standings are real. The
Pacific Telephone and Telegraph Company and the New England Telephone and
Telegraph Company have been downgraded and, absent improvement, other
Bell System Companies including AT&T itself are in jeopardy.- .

Thus, looking to the future, the Bell System must meet its capital needs under
conditions which are radically different from those prevailing 10 years ago.
The borrowing margins which existed in the 1960’s have been used, and com-
petition for capital in the financial markets is intense. The ability of the Bell
System to compete, and compete effectively, for the formation of new capital will
determine whether we will have a communications system which will continue
to contribute to the Nation’s economic growth. The penalty for fallure must im-
pede the Nation’s overall productivity. ' .

Against this background, it is essential that our tax laws be neutral with
respect to capital formation efforts, and provide the opportunity to undertake
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new construction commitments on equal terms for the entire business com-
munity. Also, it is clear that the Bell System will require substantial infusions
of new equity capital over the coming years. -
The proposals which I wish to discuss are directed toward accomplishing these
goals: -
INVESTMENT TAX CREDIT

Last year, in the Tax Reduction Act of 1975, a general increase in the invest-
ment tax credit to a-uniform rate of 10 percent was provided. The uniform
10 percent rate under that Act is limited, however, to new construction under-
taken in 1978 and 1976. Thereafter, the investment tax credit i{s scheduled to
revert automatically to a two-tier structure of 4 percent for utilities and 7 percent
for other businesses, unless new legislation is provided.

The investment tax credit has proven itself a powerful and efliclent tool. We
urge that H.R. 10612 as passed by the House, which would extend the 10 percent
investment tax credit to all taxpayers for an additional four years, be amended
to make the credit universally and permanently available at a rate of at least
10 percent. This is consistent with the view expressed in this Committee’'s Report
No. 94-36 which accompanied the Tax Reduction Act of 1975.

AMENDMERTS TO EMPLOYEE BTOCK OWNERSHIP PLANS (ESOP)

On December 9 of last year, I had the privilege of appearing before this
Committee to outline problem areas that require legislative attention before
AT&T can adopt the additional 1 percent ESOP investment tax credit provided
by I.R.C. Sec. 46(a) (1) (B). Those problems involve the questions of regulatory
treatment of the ESOP credit, application of “recapture” and “redetermination”
of that credit, and the cost of ESOP administration. A copy of my statement,
dated December 5, 1975, which specifies these problems in greater detail, is -
appended to this statement at Attachment A. Consldering that we have an em-
ployee body of almost one million, we urge that these matters be considered as
quickly as possible to afford us the time needed to complete the work which would
be rtlzquired if we are to establish a plan and set up separate accounts for eligible
employees.

An additional problem in this area has come to our attention since last Decem-
ber. Section 301(d) (9) (A) of the Tax Reduction Act of 1875 defines “employer
securities’” as common stock of a corporation in direct control of 80 percent of
the stock of the employer. This effectively precludes employees of second and
lower tier subsidiaries from participation in the investment credit ESOP, This
certainly would not appear to have been the intent of the Act and is contrary
to the intent expressed by this Committee. (See 3. Rep. No. 94-38, at p. 60.)
We urge that the definition of “employer securities” be changed by making
reference to I.R.C. Sec. 1563.

UTILITY DIVIDEND REINVESTMENT TAX INCENTIVE

Earlier in my testimony I mentioned that AT&T will require substantial
amounts of new equity capital over the next several years. This, of course, is
a problem facing all utilities. There is an obvious need to stimulate greater
investor interest in equity capital.

We urge that favorable consideration be given to the proposal to defer the
Federal income tax on dividends which shareowners reinvest in utility common
stock, The tax would be postponed until the shareholder disposes of that stock,
:nd at the time of such disposition the dividend amount would be subject to
ax.

This is the same basic proposal recommended by the President’s Labor-
Management Committee which was appointed to study the special problems
facing the electric utility industry,-and which was explained to the Committee
by Treasury Secretary Simon in his testimony given here on March 17. We are
confldent that if such a proposal were enacted, it would be a powerful stimulant
to encourage equity investment. We urge that such a provision should be extended
equally to the telecommunications industry which, like the electric utilitles,
must raise massive amounts of new equity capital, and which must compete in
the same marketplace for new capital.

In summary:

1. The Bell System urges that the investment tax credit be permanently and
uniformly extended for years after 1976 at a rate which is at least 10 percent.
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- 9, The Bell System urges that certain amendments to the Tax Reduction Act
of 1975 be adopted, to enable it (and other similarly situated taxpayers) to
establish investment credit ESOP's.

8. The Bell System urges that taxation of common dividends reinvested in
public utilities be deferred until the time that the common equity investors dis-
pose of their dividend stock. Such a provision should enhance common equity
accumulation, which is critically needed in the utility sector.

TABLE I—BELL SYSTEM COMPANIES

American Telephone and Telegraph Company.
The Bell Telephone Company of Pennsylvania.
Bell Telephone Laboratories, Incorporated.

The Chesapeake and Potomac Telephone Companies.
Cincinnati Bell, Inc.

Ilinois Bell Telephone Company.

Indiana Bell Telephone Company, Incorporated.
Michigan Bell Telephone Company.

The Mountain States Telephone and Telegraph Company.
New England Telephone and Telegraph Company.
New Jersey Bell Telephone Company.

New York Telephone Company.

Northwestern Bell Telephone Company.

The Ohio Bell Telephone Company.

Pacific Northwest Bell Telephone Company.

The Pacific Telephone and Telegraph Company.
South Central Bell Telephone Company.

Southern Bell Telephone and Telegraph Company.
The Southern New England Telephone Company.
Southwestern Bell Telephone Company.

‘Western Electric Company, Incorporated.

‘Wisconsin Telephone Company.
TABLE 11.—BELL SYSTEM CONSTRUCTION AND FINANCING (1966-75)
(n millions of dollars)

Construction External
expenditures ﬁmncing

( (col
4,193 1,446
4,310 1,624
4,742 1,625
5,731 2,458
1,158 4,592
7, 564 3,807
8, 306 3,862
9,322 3, 460
10,074 4,153
8,329 2,764
70,730 29,792

ATTACHMENT A
AMERICAN TELEPHONE AND TELEGRAPH Co.,
. New York, N.Y., December 5, 1975.
Hon. RusseLyr B. Loxa,
Chairman, Committee on Finance, U.8. Senate,
Washington, D.O.

DEeaAR ME. CHAIRMAN : This statement is submitted by American Telephone and
Telegraph Company in connection with the hearings of the Senate Finance Com-
mittee on H.R. 10812, the Tax Reform Act of 1975, which was passed by the House
on December 4, 1975.

My comments relate to four obstacles we have encountered in considering the
establishment of an employee stock ownership plan utilizing the additional 1%
investment tax credit, as provided by Section 46(a) (1) (B) of the Internal
Revenue Code. These obstacles, which are essentially techaical in nature, are
enumerated below.

e
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1. Special problem for Utllities: Under present law (i.e, Section 46(f) of
the Internal Revenue Code) a regulatory commission may treat the investment
tax credit as a cost reduction to be owed through to utility customers, in some
cases immediately and, in others, over the life of mew business plant assoclated
with the tax credit. This is a reasonable treatment for the 10% tax credit
(allowed by Section 46(a) (1) (A) ), where the benefit is intended to be shared by
a utility’s existing shareholders and its customers. But this would not be appro-
priate treatment tor the ESOP credit allowed by 46(a) (1) (B) where the addi-
tional 1% tax credit is intended to be used to acquire capital stock for employees.
If a regulatory commission were to seek to flow through the additiomal 1% ESOP
tax credit in reduced rates to customers, the utility company would find itself

in the position of not having issued stock for which no permanent capital was re-

ceived. In other words, the utility company would be paying out the ENSOP credit
twice, once to its employees and once to its customers. This situation would be
injurious to existing shareholders whose interest -would eventually be diluted by
the full amount of these new shares,

Legislation should be enacted to provide specifically that the portion of the
tax credit going to the ESOP be treated as equity capital for the employees, with
regulatory flow-through prohibited. )

2, “Recapture” of Additional 1% ESOP Tax Credit: Section 301(d) of the Tax
Reduction Act of 1975 sets out several conditions relative to eligibility for the
ESOP tax credit. One of these conditions appears to be that a corporation should
make its contribution to an ESOP at the time it files its return based on the
amount of qualified investment claimed at the time it flles its return, but that no
adjustment may be thereafter made to ESOP comtributions even though the
amount of the tax credit to which the corporation ultimately is determined to be
entitled may be lower than the amount claimed on its return if business plant
happens to be removed from service prior to its initially anticipated life. In such
a case, a portion of the tax credit would be subject to the “recapture” provisions
of Section 47 of the Internal Revenue Code, but the employer would not be allowed
to make a compensating adjustment in the amount contributed to an ESOP
plan. See paragraphs (6) and (8) of Section 801(d) of the Tax Reduction Act
of 1975. This would put the company in the position of having issued stock to its
employees for which no equity capital was received, and would result in a corre-
sponding dilution of the interests of existing shareholders.

The law should be changed to prohibit the recapture of any portion of the in-
vestment tax credit actually contributed to the ESOP, unless bad faith on the
part of the taxpayer can be demonstrated.

3. Audit Redetermination of Additional 19, ESOP Tax Credit: A similar prob-
lem is created by the possibility that, on audit of the corporate return, the
Internal Revenue Service will determine that property is ineligible for the tax
credit which the taxpayer believed to be eligible when the return was initially
filed. The amount of the related 19 ESOP tax credit would thus be subject to
assessment as a deflciency liability. However, Section 801(d) of the Tax Reduec-
tion Act of 1975 fails to provide for any adjustment ain the treatment of ESOP
contributions in such a case. Here again, the company would be put in the position
of having issued stock without receiving equity capital for it.

The law should be changed to allow subsequent adjustments to ESOP contribu-
tions to reflect amounts subject to redetermination. -

4, Costs of Administrating Tax Credit ESOP’'s: The Internal Revenue Service
has interpreted the Tax Reductlon Act of 1975 to require that the expenses of
managing the additional 19 ESOP tax credit, held in trust for employees, cannot
be charged to the trust. This means that such expenses must be absorbed by the
company, with the ultimate effect borne by existing non-employee shareowners.
Without remedial legislation, the burden of the administrative expense could
discourage corporations from adopting these plans.

The law should be changed to allow a recovery from the ESOP trust of those
expenses which are attributable to trust administration of this 19, tax credit.

If these four problem areas are not corrected by remedial legislation, American
Telephone and Telegraph Company does not belleve it is practical to elect the
ESOP tax credit.

Respectfully submitted. -

R. N. FLINT,
Vice President and Comptroller.

The Cramrman. Last but not least by any means, we would like to
hear from Mr. Charles Moeller, Jr., senior vice president and economist
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of the Metropolitan Life Insurance Co. We are pleased to have you
with us today. ‘ -

STATEMENT OF DR. CHARLES MOELLER, JR., SENIOR VICE PRESI-
DENT AND ECONOMIST, METROPOLITAN LIFE INSURANCE CO.

Mr. MorrLER. Thank you very much.
As you indicated, Mr. Chairman, my name is Charles Moeller, Jr.,
genior vice president and economist of the Metropolitan Life Insurance

I welcome this opportunity to summarize my observations on capital
formation as a problem and to make recommendations regurding tax
chan%es that might help to alleviate this shortage. '

I shall try to hold this summary down to the allotted time of 10
minutes; however, a full copy of my prepared remarks is available for
the record. N

With regard to the need for cagital formation, our detailed 5-year
forecast on the supply and demand for funds provides numerous indi-
cations that the demand for investment funds will be large. Reasons
for this expectation are:

1. Inflation causes a rapid rise in the price for new plant and equip-
ment and the proportion of funds financed externally.

2. Fluge capital outlays are needed for expansionary and innova-
tional demands, to replace outmoded facilities, to improve our inter-
national competitiveness, to develop new less readily accessible raw
material sources, to ease the energy problem, to eliminate pollution, ta
improve worker safety, and to provide for an expanding labor force.

3. Continued large outlays are needed to increase the quantity and
quality of housing, and to meet the pressures of vising land costs, and
to mitigate the whole complex of problems associated with urban
communities.

4. We expect continued rapid growth of spending and debt financing
by Government, swollen by current massive efforts to stimulate the
economy. :

On the other hand, the supply of funds over the next 5 years is ex-
pected to remain relatively tight because of :

1. Aneasing in the rate of personal saving.

2. The continuation of large dollar gaps bewteen businese invest-
ment and internal cash flow.

3. A tax structure which shifts saving from the private sectors to
the Government sectors during period of rapid inflation.

4. A reluctance on the part of lenders to provide funds unless ade-
quately compensated for inflation.

5. Occasional flareups of disintermediation pressures.

_Thus, tie Nation is in an era when investment demands will be
high rei.atxve to the supply of saving. This 5-year gap, over 1976-80,
may be in the range of 100 to $200 billion—and will impact heavily
upon the private sectors of the economy.

_Given the need for stimulating capital formation, I urge you to
view all the recommendations being made, not segmentally, but in
the context of the total economy and the effects upon the entire capital
and money markets. Probably the most effective step would be to curb
inflation: This would reduce the investment-saving gap and eliminate
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the distortions of progressive tax structure-in périod of rapid inflution..
Closely allied to be)'ing inflation under better control is the need to halt
the steady upward trend of Government outlays relative to the total
economy. - va v e
Amogg the tax actions that should be considered are the following :
‘1. Make the investment tax credit permanent at 12 percent,

2. Shorten depreciable lives of assets and accelerate depreciation for
pollution control, worker safety, and energy conservation outlays.

8. Reduce the corporate tax rate per se rather than make dividend
payments deductible to either corporations or recipient:. .

"4, Graduate the capital gains tax downward based upon holdin
. periods, raise the allowable capital loss deduction, an allow full:
offset against capital gains. o o

5. Increase the dividend income exemption and add a similar exemp-
tion for interest income. ‘

6. Raise the $60,000 exemption on Federal estate taxes.

7. Make more frequent adjustments in the income tax schedules.

8. Encourage individual initiative in saving for retirement very
similar to ESOP. .

Although these recommendations would result in temporary erosion
of the tax base, in the longer run the advantage of greater economic
growth would increase this base. The amount of erosion, of course,
would be dependent upon the number of changes finally adopted. In
general, it is recommended that this temporarily reduced level of taxes
should be made up via a combination of slower growth in Government
spending and the resultant faster pace of expansion in the private
sector, and that offsets should not be sought among other tax bases,

The CaarrmaN. Thank you.

Senator Fannin.

Senator FANNIN. Mr. Moeller, on page 2, item 4, “A reluctance on the
part of lenders to provide funds unless _adc?uately compensated for
inflation,” and then you go ahead and cover the items thet would help
as far as inflation is concerned. :

One of the problems is the individual investor. What can be done
that is going to bring him back to the investment market ¢ .

Mr. MoELLER. I think the individual investor is in the ares, of provid-
ing debt capital. He is buying debt instruments, - ’

One of the major concerns seems to be the individual investor in
the equity markets. There, I would say the elimination of double
taxation would be a tremendous help to bringing the little man back
in to buying common stock. : '

Senator FANNIN. Of course, you are referring to the dividends and
what can be done to make the investments more attractive,

Mr. MoELLER. Yes. I think one of the major problems at the present
time, too, is that, as a result of inflation, we have many alternatives
for the individual investor in the debt side at 8 and 9 percent return.
If we look at the stock market over the last 10 years, the stock market
in terms of price has done absolutely, nothing, That is, it has peaked
out at 1,000 in all given instances since 1965. Thus, in common stocks,
all the individual investor has received has been yield which has been
in the area of 3 to 4 percent.

Consequently, something must be done to encourage individuals to
make equity investments which I think are just as important as debt
investments.

69-460—76——pt. 4—T7 -
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Senator FannN, That is one of our recommendations, to encourage
individuals to save for retirement. .

As you were making your statement, you mentioned ESOP. Would
you want to elaborate on that? This is a program I give the chairman
credit for in bringing it to the attention of the American péople.

The Cuamman. The Senator from Arizona introduced the first bill.

Mr. MoeLLer. I would strongly encourage ESOP, I think my re-
marks come from the other side of the table; that is, as an employee of
a financial intermediary rather than the employee of a manufacturing °
company. Where we see ESOP arrangements very often is in profit-
shan;xg, and in savings and investment plans which are becoming very
popular.,

nvariably, there are a number of alternatives available to em-
ployees; that is, they may buy the stock of the individual company
itself, which is ESOP, and perhaps have two other alternatives of a
general, fixed fund, or a general equity fund.

I think this is a great way to add capital—investment capital-—to
the stream, investment capital that we need so badly, and I would in
full circle come right back to the fact that I think this is a fine idea.

Senator FaANNIN. Do you not agree one of the great advantages with
ESOP is that it does give the worker, of course, like the Prudential
Insurance Co. advertisement “piece of the rock,” it does give them
a way of having a part of the business activity. .

Mr. Moerrer. 1 would endorse-this very strongly. It is a great
incentive mechanism. It does give the individual employee an interest
in the management and ownership of the company.

I guess I would have to withdraw with respect to my competitor's
“piece of the rock.” ' .

Senator Fan~in. T hesitated to bring that up.

Mr. MoeLLer. Nevertheless, the concept is a very valid one.

Senator Fax~in. I apologize for mentioning a competitive organi-
zation, but they have utilized that quite beneficially. Maybe you have
a better idea on that.

I do feecl that the encouragement by people like you, Doctor, would
certainly be tremendously helpful.

The general opinion seems to exist, that among company officials,
ESOP is a program that should be looked into, but they have not
followed through as we had expected.

I think as far as the union officials are concerned, they nced a great
deal of education in regard to this program.

. Mr. Moerrer. If T might comment on this just a minute further,
since we are talking about the Metropolitan Life Insurance Co., un-
fortunately as a mutual company we cannot buy stock in our own com-
pany. But we did develop in May of 1970 a savings and investment
plan that has in concopt the same thought as ESOP.

It is just gratifying to see the number of employees and the amounts
that employees have been putting into the savings and investment
plan and the amounts that have been added to the capital stream
for investment in our economy.

Senator FAN~N1N, Thank you, Doctor. '

The CH@IRMAN. Doctor, when workers choose to take some of their
compensation as an interest in a company or as an investment, as you
have suggested, is that inflationary or deflationary, or neutral?
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Mr. Morrisr. T would say this is deflationary because it is a program
for encouraging savings. It adds to the savings stream and over the
long run this would very definitely be deflationary and good for the
economy.

The (rramaan, It does tend to cause the employee to receive some
of his compensation in terms of investment in tools and machinery
and plants which can produce more. In doing that, it is a form of
compensation that is probably less inflationary than others we might
consider in that if ho goes out and spends compensation on a better
quality of beefsteak, that js inflationary. But insofar as he saves for
tomorrow by having a piece of the action, then that is something that
will see him through hard times and, at thc same time, it increases
production and tends to hold down or shift expenditures into produc-
tive means rather than into means where more and more people are
simply bidding up the price of a product.

M. MorrLer. I agree with everything you have said.

Asa life insurance executive, we are very aware of the demographics
of the future of our Nation. By that, I mean we see the older groups
and the younger groups accounting for a larger share of the total
population. Consequently, the worker groups tend to be taking a lesser
share, I think this is very important as regards something like saving;
that is, to increase the productive capacity of the Nation so that we can
afford to provide livings for the older and younger people.

The Cuairyman. Let me explore one thing I do not see in your
l1;(.~l¢'lommendat.ions but I think we should consider in voting on this

ill.

Inflation i3 becoming more and more of a problem, which we see it
seems when a man buys a piece of real estate or even if he is buying
some stocks or equity investment. Say he buys something for $100,000
and you move down the road about 20 years; at that time it would take
$300,000 to make good what he paid $100,000 for to begin with.

It seems to me it is most unfair to tax that $200,000 difference as
though it were a gain when in the last analysis it is not worth a bit
more than it was in the beginning in terms of constant dollars.

In other words, just to get back the same dollars in terms of what
they would buy, he has to pay a tax of 25 percent plus the 10 percent
that has been added on, which gets up to 35 percent and then, if we
take the view of some reformers, it would be pushed to 42 percent.
I think it is very unfair to tax a man in a way that tends to be a
penalty for the fact that the Government did not maintain the pur-

chasing power of his currency, something he was powerless to do
anything about.

Mr. MoELrEr. This is precisely correct.

In the tables we have supporting the testimony, we have brought this
point out by adjusting corporate profits for inventory valuation and
plant and equipment for inflation that has taken place. The end result.
18 tl‘mt the rate, that is, the tax load on corporations, more than doubles.

The Cratryan. It also tends to keep that property from being de-
veloped. If he is on the outskirts of a large city, for example, by now
it 1s appropriate that the property should be developed into a housing
development or an office building or shopping center should go there.
Thetax tends to make that person feel that he cannot afford to separate
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himself from it. He must find some way to continue to hold on to it,
maybe to lease it rather than to sell it so as to avoid a very heavy
penalty of tax consequences. . i

I have been thinking of proposing that we simply have what we
might call an inflation basis adjustment for those who have held some-
thing for a period of years to ease the tax burden on people when you
really are just taxing them as a penalty for the Government failing to
maintain the purchasing power of their money.

I wonder if that concept would have some appeal to you?

Mr. MoeLrer. I think this is very important, and I believe we are
addressing ourselves to capital gains taxes. I cannot see taxing, shall
we say, capital gains or profits that come just out of inflation. I think
this is unsound.

The Cuamrman. I wonder if you have given some thought to the
philosophical problem I have raised about this matter of regarding
1t as a tax expenditure that the Government, looking at the needs of a
businessman or industry such as yours, sees fit to tax you on a some-
what different basis than it taxes someone else. Do you subscribe to
the theory that everybody owes # amount of taxes whether the law
says so ornot ¢

Ir. MoerLER. No; I believe people owe taxes because of the tax laws,

The Cramraan. It seems to me when we write a tax law, we should
look at everybody’s problems. That is how I learned to do it from the
Stato level on up. We take a look to see how we can raise money.
Maybe we should do it with an inheritance tax or income tax; but
however we want to do it, if we must raise taxes, it seems to me we
should do it in a way that tends to look to where we can best do it
in terms of justice, equity, fairness and, at the same time, do it to
where it won’t slow down the economy and put people out of work,
but rather do it in ways that will move the economy. It is not a tax
expenditure just because one fellow is better able to pay taxes than
someone else, or we approve of someone making contributions to chari-
‘table organizations. It is not a bounty just because we write tax laws
to reward someone for doing something that we feel is very good for
the Nation and society and fail to do the same thing for somebody
else that we do not think that is engaging in that kind of conduct to
the same degree. Personally, I bristle a bit when someone suggests
the Government owns everything a man makes and anything he is
permitted to keep is a tax expenditure. That is the ultimate of that
philosophy, and I just cannot buy it.

When T look at what those people call a tax expenditure, they tend
to leave ouf, of the pet tax advantages they have recommended down
over the years. It has seemed to me we should look upon those things
purely as a matter of relative merit—all things considered, what would
be the best way to raise # amount of money, or would it be better to
cut spending instead of raising taxes?

I think we have to consider all that. :

_ Mr. MorLLER. I think that would be the alternative I would suggest
in my package. - 4

I tried to put this down philosophically as a package and, rather
than trying to shift the tax to someone else, pick up the slack by
either reducing the expenditures for the immediate slack or letting
the economy grow faster as a result of higher individual income and
corporate income and resultant higher taxes over the long run.
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" The Cuamuan: If I go along with the suggestions you have made,
you won’t need to come back and forever thank me for a gratuity
at the expense of the Treasury. You should pay @ amount rather
than y amount of taxes because I t} ak it is good for the country,
not because I am trying to make a gratuity to you or anyone else. '

Mr. MorLLER. We are all out to serve the Nation’s interests, and X

ho¥e my contributions have helped along those lines. i
he CuairMAN. I want you to know I feel whatever you earn is

yours, and it does not belong to the Government first. We will tax
away from c3,'ou whatever we think is your fair share to pay the
expenses of Government. -
hank you very much.
[The prepared statement of Dr. Moeller follows:]

. STATEMENT OF CHARLES MOELLER, Jr., PH. D., SENIOR VICE PRESIDENT AND
EcoNoMI1sT, METROPOLITAN LIFE INSURANCE Co.

THE NEED FOR CAPITAL FCERMATION AND BAVING IN THE U.8. ECONOMY
AND SOME RECOMMENDED POLICIES TO STIMULATE THEIR GROWTH

The basio need

A detailed analysis of real investment requirements for the economy relative
to the saving that may be expected to take place over the next five years or so,
strongly suggests that the needs for capital will substantially exceed the volume
of saving generated. This gap between investment and saving has serious im-
plications for the economy with regard to future ability to grow, to provide job
opportunities for an expanding workforce, and to provide rising standards of
living for the working and nonworking populations.

The reasons for the short-fall in the volume of real saving, that is the fore-
going of current consumption by any group within the economy, can best be
described in terms of supplies and demands for funds. With regard to demands
for funds, these are expected to be very large for the following reasons:

1. The deleterious effect of inflation causes a rapld rise in real asset prices
and increases significantly the proportion of purchase prices for these assets
that must be financed externally. In the case of business corporations, it is esti-
mated that over the past five years their depreciation allowances as reported
for tax purposes based upon historical costs ran more than $150 billion below
actual replacement cost. Moreover, their inventory profits totaled another $80
billion over the 1871-1975 period. Thus, due to inflation, profits were overstated
by roughly $230 billion or an average of $46 bilMon per year. This gap between
real and reported profits, however, is taxed at the full corporate income tax
rate which, for a viable corporation, results in the need for periodic injections
of external funds to_merely maintain existing business investment. Similarly,
families accumulating funds for the purchase of a home suffer an eroslon in
the purchasing power of their savings and require larger mortgages.

. 2. There is a great need for a high level of business investment to meet ex-

pansionary and innovational demands, to modernize and replace outmoded facili-
ties, and to improve our competitiveness in international markets, While current
operating rates are still low due to the recent recession, as the economy moves
into the expansion phase of the cycle, the pressures of high operating rates above
optimum will be felt in a number of industries. More than a tenth of all business
fixed investment is considered to be technologieally outmoded and about one-sixth
is more than 20 years old. In many industries, comparable figures are substan-
tially higher. '

8. Our enterprise system must generate about 114 million or so net new jobs
per year to assure good employment opportunities for the dbright young people
coming out of our high schools, colleges, and graduate schools. Based upon the
experience of the past decade. the cost of adding one new job while maintaining
. the existing workforce runs in the area of $70,000. In fact this can be viewed as a
conservative estimate, If an adjustment is made for inflation, the required in.
vestment is more nearly $80,000 per worker or over $185 billion in total. :
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. % In addition to the basic business investment requirements mentioned above,

other relatively new forces have raised the dollar need:' for capital investment—
.notably increased emphasis upon improved worker safe'y and upon the elimina-
‘tion of air, water, and waste pollution stemming from industrial activities. While
essentially desirable goals, such investments do not directly contribute to in-
creased productivity and hence raise capital output requirements, The emergence
of the energy problem also has added to the growing needs for business capital
investment. New, less readily accessible and therefore more expensive, sources
of energy must be found, developed, and made available for consumption. Stor-
age facilities must be greatly expanded. Thus energy industries will be heavy
demanders of investment capital. Moreover, higher energy prices and lessened
availability of fuel supplies should encourage capital investment in new more
eficlent equipment for space heating and ndustrial processes.

5. Despite present difficulties, there is a need for continued large outlays to in-
crease the quantity and quality of housing and to meet the financing pressures
of rising land and building costs. In fact, the low level of housing activity in
1974 and 1975 merely added to the backlog of housing needs and will compound
the housing problems of later years.

6. There will be continued high levels of government spending and debt finane-
ing, reflecting among other thnigs massive outlays to stimulate the economy, as
well as efforts to mitigate the whole complex of problems assoclated with urban
communities such as transportation, police protection, water supply, sewerage,
waste disposal, and health facilities.

While investment needs will be very large, the supply of funds over the next
five years {8 expected to remain relatively tight. Some of the reasons for this
expectation are:

1. An easing in the rate of personal saving can be expected as the period
progresses, due to a population mix with high proportions among older and
younger people who tend to spend rather than save. This situation is ag-
gravated by the general workings of a progressive tax structure in a period
of rapid inflation which siphons an increasing proportion of income and poten-
tial saving from the private to the: public sector. -

2. As mentioned earlier, there ywill be a continuation of large dollar gaps be-
tween needs to finance long-term fixed investment and internally generated cash
flow from depreciation charges.

3. Lenders and equity suppliers will be reluctant to provide funds unless
adequately compensated for inflationary trends and risk in the rate of return.

4, Occasior:zl flare-ups of disintermediation pressures will occur, accompanied
by the tende.cy to invest funds directly rather than the more efficlent method of
using financial intermediaries. These pressures will exist so long as market in-
terest rates remain above portfolio rates of return. While the real rate of
interest may have increased slightly over the postwar period to reflect supply-
demand realtionships and changing risk factors associated with declining
liquidity, the inflation factor in the rate structure is the main reason for the
gap between market rates and averages portfolio yields.

Recommendations to improve growth of savings and capital formation

Given the validity of the need for high levels of capital formation in the years
ahead, an increase in the rate of saving would clearly be desirable rather than
lower levels of investment. However, in considering ways and means of improv-
fng capital formation, careful analyses should be made of all proposals in the
context of the total economy and the effects upon the entire money and capital
markets. Many recommendations that may increase capital formation and saving
in one area of the economy do so at the expense of other sectors and do not really
add to the total volume of gross saving and investment.

In addition to considering steps to raise the total amount of saving in the
economy, it is important to view the mix in terms of the private and government
sectors. The government sectors appear to be grow'ng beyond their optimum
share of total economic activity. Table 1 highlights these trends, including five-
year averages to reduce cyclical influences. The excent of this phenomenon is
masked in the figures for gross national product based upon purchases of goods
and services. For example, using the five-year averiges for 1956-60 and 1971-75.
federal purchases of goods and servicea show a decline from 11.2 percent of
gross national product to 8.3 percent while state and local governments show a
rise from 8.8 percent to 13.2 percent. The total government sector during this time
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, ; s and services from 19.9 percent to 21.5
span shows & rise in purchasgla Ott.golti)dwever when total government outlays,
percent of gross national produc 0 y lays,
rather than just purchases of goods and services are examined, the magnitude ol
change and share of economic activity are considerably larger. Total federo.(l
outlays rose from 18.4 percent of GNP in 1956-60 to 21.5 percent in 1871-75 an
state and local outlays moved up from 9.4 percent to 14.2 percent. All government
outlays combined, after eliminatfon of grants-in-aid to-avold double counting,
jumped from 26.7 percent of gross national product in 1856-60 to 82.6 percent in
the five-year period ending in 1975. Moreover, the rising trend in government
outlays is likely to continue in the current five-year period. The effect of thesa
trends has been a substantial increase in demand for funds in the money and
capital markets by the government sector and increased taxes on the private
sectors. The net result is a drain on the private gector's abllity to generate an
adequate volume of saving. Thus, in addition to considering ways to stimulnte
total saving, some serious consideration should be given to shifting the mix
of saving toward a higher proportion for the private sector, _

Probably the most effective efforts toward achieving the joint goal of Sucreas-
ing total capital formation and saving would be those aimed at bringing inflation
rates down to more tolerable levels. This is not so dramatic as some of the other
suggestions to increase saving. Yet in terms of over-all efforts toward reaching
the goal, it probably is the most potent of all. Success in reducing the rate of
inflation would in turn reduce inventory profits and the gap between current
and historic depreciation costs that has been particularly troublesome to business
in recent years. Since corporations have had to resort increasingly to external
funds because of rapld infiation, their balance sheet positions have become
heavily weighted with short- and long-term debt. This tendency has been reflected
in the deterloration in such financial standards as the current ratio, the quick
ratio, debt-equity mix, income coverage of fixed charges, and the size of corporate
debt relative to dollar volumes of business. In short, there is a strong need for
additional funds in the financial structure of many corporations, particularly
equity funds.

A reduction in the rate of inflation would also facilitate capital investment
in residential structures., It would make it easier for individuals accumulating
funds for the initial down payment on a home to reach their objective. A lower
inflation factor in the Interest rate structure also would result in market interest
rates moving back down to levels closer to investment portfolio yields of financial
institutions. The closing of this yield spread would reduce disintermediation
pressures—a force that has had particularly adverse effects upon the housing
industry in the past decade.

A slower rate of inflation would also reduce the bias that now exists in the
growth pattern of the economy due to the progressive income tax structure and
the lag with which standard deductions, exemptions, and rates are adjusted to
reflect shifts in the purchasing power of incomes. Even In less inflationary periods,
this results in a gradual transfer of funds from the private to the public sectors,
but the problem has been compounded by the extremely rapid pace of inflation
over the past several years,

In addition to reducing the rate of inflation in the economy, there are other
fpecific actions that are recommended to improve the rate of capital formation.
Perhaps the most obvious would be to make the investment tax credit a perma-
nent non-varying incentive for capital spending at the 12 percent rather than
10 percent level. It the investment shortage 18 a long-term problem, it does not
make sense to use a varying investment tax credit a8 an instrument of contra-
cyclical policy. Moreover, the short-run stimulus of a temporary investment tax

credit in the past probably has been offset by fluctuations in investment plans
ed by expectations regarding size and availability of the tax credit.
Its merits seem-to be more geared to providing additional corporate savings for
{nvestment in productive facilitles. :

Another means of encouraging capital formation would be to accelerate de-
preciation by further shortening the depreciable lives of assets, This would
shorten the pay-back perfod of the investment time horizon, thereby reducing
uncertainty In decision making, It would be administratively easier than shifting
to a replacement cost concept, yet woud improve corporate cash flow. In view
of the large volume of capital spending required for pollution control, worker

.
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aafety, and energy exploration, development and conservation—all areas of special
national interest—emergency acceierabed amortizatfon schedules might be in-
‘stituted for these types of ontlays similap to those used during war periods. Some
reduction in the corporate tax rate should also be considered as an effertive
way of providing corporations with additional equity funds, improving debt-
equity ratios, and stimulating investment. In addition to raising retained eamings,
higher after-tax returns would facilitate new corporate equity flotations.

While the raw profit data reported by the Department of Commerce show a
decline in the corporate federal tax rate in recent years, these figures fail to
reflect two important points. First, corporations pay state and local income taxes -
as well as federal income taxes. These tax rates more than doubled between
1965 and 1976, Second, the quality of corporate profits deteriorated badly over
the 1965-1975 period of time. Inflation, as reflected by the 70 percent rise
in the implicit price deflator between 196% and 1975 is the prime cause of
deterioration.

During 1973-75, inventory profits accounted for one.sixth of the corporate
profit total. These inventory profits are not profits that accrue to the benefit of
any shareholder, but merely represents amounts that must be reinvested in new
fnventories if a corporation is to remain viable, Yet such profits are subject to
taxation. Similarly, depreciation charges during periods of rapid inflation fail
to even come close to reflecting replacement costs to the corporation seeking to
remain viable. No allowance for this fuct is made in computing corporate profits
subject to income tax,

The attached table 2 represents a sfiple approach to calculating what the true
effective tax rate on corporate profits would be when these two distortions are
corrected. Corporate inventory profits are eliminated and depreciation charges
are increased to partially offset inflation. The adjustment for inadequate depre-
clation allowances is based upon the application of seven-year percent changes
in the implicit price deflator for business fixed investment to capital consumption
allowances as used for tax purposes. The average age of plant and equipment
in the U.8. is about 10 years but only a seven year change in capital asset prices
was used in table 2 to reflect the fact that some corporations were calculating
depreciation charges on formulas providing for a faster write-off than under
a straight line basis. When these adjusted profit figures are related to the cor-
porate tax lability data, the effective federal tax rate shows an increase from
40 percent in 1965 to the 70-80 percent rauge in 1974 and 1975. The effective
rate for combined federal, state, and local corporate income taxes moves up
from 43 percent to the 80-90 percent range. Incidentally, the capital consumption
adjustment for inflation used in table 2 is larger than the newly developed but
as yet unpublished inflation adjustment in the national income accounts. The
latter does not really reflect the impact of inflation on capital consumption al-
lowances taken for tax purposes, but {8 rather based upon a capital stock con-
cept using straight line depreciation. In any event, even if these numbers are
used, the effective or adjusted tax rate still shows a substantial rise in recent
years relative to the mid-sixties.

Alternative suggestions have been put forth to help corporations by either
making dividends tax deductible to the corporation or by exempting dividends
tax deductible to the corporations or by exempting dividend income from per-
sonal income taxes. Either approach would probably result in higher levels of
corporate saving and in higher equity prices, but the results would probably
have different impacts upon different companies, i.e., the tax effects would not
be neutral. For example, growth companies and smaller companies that rely
heavily upon retained earnings for expansion purposes would probably be
penalized relative to more mature companies paying out a higher percentage
of their earnings in the form of dividends ratios between the two groups.

It dividends were made tax deductible it would also discriminate between
those companies with strong balance sheet positions and those with heavy debt
positions. Again, it is likely to cause a shift in the relative price-earnings ratio
of different companies. A cut in the corporate tax rate would be more neutral
and provide companies with the option of either retaining or passing through
the tax saving, depending upon their corporate needs.

In terms of increasing personal saving, a tax credit for net new saving ‘would
be ideal. However, from a practical point of view, this would be difficult to
measure and administer. Therefore, some indirect methods of attack should be
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constdered that would at least reduce the depletion of existing pools of saving
or not penalize savers from holding financial assets for extended periods of time.
For example, the capital gains tax on investments, including homes and finan-
cial assets, might be graduated downward based upon the holding period to
indirectly reflect price increments due to inflation, In addition to a graduation of
the capital gains tax, the maximum allowable capital loss deduction on in-
dividual tax returns should be increased from its $1,000 limit and long-term
losses should be allowed to fully offset long-term gains. These changes are needed
to encourage greater participation in the equities markets generally and for
smaller companies in particular.

Mobility of capital also would be enhanced. The $100 exemption for dividend

_ Income should be increased. 8imilarly, an exception for the first several hun-
dred dollars of interest from all sources might be considered as a-means of com-
pensating savers Tor saving in fixed doltar commitments despite the inflationary
climate that exists. These tax exemptions should be broad in scope and not apply
to any specific financial asset. Otherwise, the primary effect is likely to be a
transfer of saving from one source to another rather than a net increase
in total saving. Since the 1975 tax cut made the income tax structure more
progressive in nature, as have the effects of the rapld inflation experienced in
recent years, the introduction of some benefits to savers seems equitable as well
as justifiable in terms of need.

Another area of federal taxation that depletes existing pools of saving is that
on estates. The 260,000 exemption {3 grossly outdated because of inflation and
should be revised upward. Many relatively modest homes owned by families,
for example, can now account for all, or a large portion of, the $60,000 exemption.
Thus, federal estate taxes have a far more serious impact on wealth reedistribu-
tion than was originally intended and could discourage asset accumulation in
some instances. T

With regard to the mix between the public and private sectors of the economy,
more frequent revision of the tax rate schedules to offset increases in incomes
due to inflation is clearly desirable. It i8 recognized that, in some instances,
this practice may impose restraints on government spending.

Another area where the mix between the government and private sectors has
shifted significantly is in the area of retirement income. This trend is expected to
intensify as the social security tax base and benefits are geared to reflect infla-
tion in the economy and will probably also incorporate other periodic upgrad-
ings of payments. Funds accumulated under the soclal security retirement pro-
gram are not invested in the private sectors of the economy. Yet, it is the capital
formation processes in the private sectors of the economy that facilitate pro-
ductivity growth. Productivity in the private sector, in turn, enables the working
population to support the nonworking age groups while still generating sufficient
income to permit improved living standards generally. One method of achieving
better balance in this area of need would be to encourage individual initiative in
saving for retirement. Serious consideration should be directed toward further
liberalization of existing tax treatment concerning accumulation of retirement
funds for workers not covered by pension funds, as well as some extension of

- these tax privileges to employees seeking to supplement their employer-sponsored

retirement plans. This would provide a disciplined form of saving for many
individuals. Moreover, funds for this purpose can be earmarked, with many finan-
cial institutions already offering services geared to this type of market. Since in-
vestor preference for various investments can still be expressed through the
many outlets available to them, such a tax stimulus would not distort the flow
of saving to different sectors of the economy.

Summary and conclusion

There are many indications that the supply of saving in the U.S. economy will
fall short of the expected demand for investment funds. Thus, efforts should be
concentrated on increasing personal and business saving flows, which in turn
would have a favorable impact upon capital formation in the private sector.

One key policy step in reaching this goal is a reduction in the rate of inflation.
Another step would be to make periodic changes in the tax laws to eliminate the
diversion of income flows from the private to the public sector merely hecause of
inflation. This involves possible changes in tax rates for different income
brackets, a capital gains tax related to length of time an asset is held, and a
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for net new saving would be ideal, from & practical point of view measurement for
change in the exemption allowed for federal estate tax purposes. While a credit
this purpose would be extremely difficult. Some alternatives to be considered in-
clude a general tax credit of some sort for investment income from interest and
dividends, and a tax incentive for individual savings geared toward retirement
income. All attempts to stimulate saving should be focused toward providing
capital to the private sector and should avoid interfering with existing marke
mechanisms for channeling these funds into various investment outlets. )

These recommendations would result in erosion of the tax base, at least tem-
porarily, The amount, of course, would be dependent upon the number of changes
finally adopted. In general, this reduced level of taxes should be made up via a
combination of slower growth in government spending and faster growth of the
private sector. The multiplier impact of investment upon the economy would re-
sult in a larger tax base and, by facilitating employment, reduce the need for
government outlays in some areas of social concern, In addition, the productivity
gains needed to continue those outlays will be forthcoming as a result of higher
investment spending.

A BESTATEMENT OF SPECIFIC RECOMMENDATIONS FOR TAX CHANGE TO STIMULATE
CAPITAL FORMATION

1. Make Investment tax credit a permanent non-varying incentive to capital in.
vestment and rafse it to 129%.
2. Shorten depreciable lives of assets.
3. Accelerate depreciation schedules for capital spending required for pollu-
tion control, worker safety, and energy conservation.
" 4, Reduce the corporate tax rate per ge rather than make dividend payments
deductible to either corporations or recipients.
5. Graduate capital gains tax downward based upon length of holding period.
6. Raise the maximum allowable capital loss deduction and allow full offset of
capital losses against capital gains.
7. Increase dividend income exemption from present $100 1imit and add similar
exemption for interest income, -
8. Raise the $60,000 exemption for federal estate tax purposes.
9. Moke more frequent adjustments in the tax schedules.
10. Liberalize individual initiative in saving for retirement.
11. Loss of revenue because of recommended changes should be made up via a
combination of slower growth in government spending and faster growth of the
private sector tax base.
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The CramMAN. The committee is now adjourned until tomorrow
morning at 10 o’clock.

[Whereupon, at 12:30 p.m., the committee was adjourned, to recon-
vene at 10 a.m, Friday, April 2, 1976.]






TAX REFORM ACT OF 1975

FRIDAY, APRIL 2, 1976

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

The committee met, pursuant to recess, at 10 a.m., in room 221,
Dirksen Senate Office Building, Senator Russell B. Long, (chairman
of the committee) presiding. '

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

Senator TaLmapce. The committee will be in order. :

The first witness this morning is Dr. Norman B. Ture, president,
Norman B. Ture, Inc. ‘

You may insert your full statement in the record and summarize
it. Because of the great number of witnesses, we have had to: limit
testimony in chief to 10 minutes. Co .

STATEMENT OF NORMAN B. TURE, PRESIDENT, NORMAN B. TURE,
INC., WASHINGTON, D.C.

Mr, Ture. I am Norman Ture, president of Norman B. Ture, Inc.,
economic consultants in Washington, D.C.

My testimony today is presented as my own views on the proper
directions of tax policy; while I hope that others will subscribe to
these views, they are the product of my own analysis and conclusions
a]nd should not necessarily be ascribed to any of my past or present
clients.

I much appreciate the opportunity to appear before the committee,
and I hope that my testimony may be of some assistance to you.
Your job is a difficult one and your responsibilities are heavy, indeed.
In making decisions about the future course of tax policy, you con-
front a strongly improving economy, still plagued, regrettably, by a
very high rate of unemployment and underutilization of physical Ii"rl?-
duction capacity and still threatened by inflationary resurgence. The
Congress faces extremely strong pressures, accentuated by election-
year political requirements, to focus on the short run—to find quick,
sure-fire remedies for lingering unemployment. In this context, you
are presented with a budgetary dilemma: the administration urges
you to be highly restrictive on Federal expenditure expansion lest
you unleash the dogs of inflation, and the Congressional Budget Office
urges you to up the anto by close to $20 billion lest you unduly depress
the pace of the recovery. e ) SRR

May I respectfully urge the committee-to shift the focus of.its
deliberations from these short-run concerns to the longer run economic

(1875)
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prospects and tax policy requirements of the Nation: I offer no fore-
cast about the strength, speed, or duration-of the recovery, but I am
convinced that an expansionary expenditure policy will, at the least,
impede the private sector’s growth and, over time, cast up increasingly
formidable obstacles, real and financial, to the steady, strong expansion
of private production, employment, productivity, and rcal wage rates.
It 1s time to shift gears, to attempt to determine how tax 1}1’0 icy can
})est contribute to the solution of the long-term problems the Nation
aces.

The central economic problem facing the United States is whether
the rate of capital formation will be adequate to meet the economy’s
capital requirements over the next decade and longer. Virtually all of
the other major issues with which public policymakers aré concerned
turn on this central problem of capital adequacy. Whether the focus
i8 on attaining energy self-sufficiency, protoction of the environment,
improving and expanding mass transit systems, raising the housing
standards of low- and middle-income individuals, providing safer
and healthier working conditions, and so on, a basic constraint on
achieving these goals is how much real capital will be available to
meet the growing and varied demands of the 1.S. economy. The less
rapidly we add to our production capability, the more severely will

ursuit of any of these public policy objectives limit success in
achieving other public and private goals. ]

Mr. Chairman, I have attempted to estimate_in the next several
pages of my testimony the Nation’s capital requirements based on the
fundamental relationship between capital and labor services and the
eontribution of increases in capital to real wage rates and productivity.
When you add to the amount of capital that is needed to maintain
at least the trend rate of increase in capital per worker over the next
10 years the amount of capital that public policy has mandated, not the
kind of capital business would ordinarily invest in but capital required
to meet capital mandates, you come up with an aggregate amount of
capital outlays between now and the end of 1985 which wonld require
an aggregate amount of saving of $3.82 trillion in constant 1975 dollars.

The aggregate saving requirements are substantially larger if, more
realistically, we take account of some continuing inflation. If the
price level rises on the average by 3 percent a year through 1985, the
total requirements aggregate not less than $4.55 trillion. At a 5-per-
cent inflation rate, this total increases to $5.13 trillion.

If gross private saving as a fraction of GNP continues over the next
decade at the postwar average rate of 15.51 percent, the total of such
saving through 1985 will fall $744 hillion short of estimated require-
ments, measured in constant 1975 dollars. At a 3-percent inflation rate,
conservatively estimated, the gap is $893 billion; with inflation at
5 percent, the gap increases to over $1 trillion.

_The importance of this observation is that you cannot get one
single dollar’s worth of capital formation without having an equal
dollar’s worth of savings.

So, our problem as we look down to 1985 is not that we anticipate
a lack of adequate incentives or a lack of adequate demand by business
for capital, but the problem is we are not likely to come up with an
adequate amount of saving unless something is done in the public
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licy area to increase inclinations to save out of current income.

here is no assurance that the total private saving will continue at
the postwar average rate, let alone that it will increase by the indicated
amount. !

What will happen if actual saving falls short of these requirements?

The capital formation shortfall will be largely in the investment in
machinery, equipment, Plants, working capital—the kind of capital
which increases the real output of marketable good and services. If
the private saving rate were to continue only at the postwar average
rate, the saving shortfall in 1985, assuming no increase in the price
level, would be $100 billion. This would be almost 22 percent of the
estimated amount of the capital formation needed to maintain the
trend rate of increase in the capital-labor ratio. If we do not come up
with that amount of saving, the adverse effect of that shortfall on
labor’s productivity and, therefore, on its real wage rates and employ-
ment opportunities would be enormously adverse. ,

To repeat, the Sroblem we face is not one of providing incentives
to business to add more rapidly to the stocks of their capital. The
problem, rather, is one of reducing the existing bias against saving.
The capital shortage facing the Nation is, in truth, a saving shortage.

The tax policy imperative, accordingly, is to reduce the bias against

rivate saving which is a major feature of the present tax laws. That

ias results from the fact that, with few exceptions, taxes are imposed
both on the amount of current saving and on the future returns to
such saving, whereas the tax falls only once on income used for
consumption.

The foremost challenge facing the Congress is to deal realistically
with the urgent requirement for a higher rate of private saving. If
this challenge cannot be met, one or more of the high-priority objec-
tives of economic policy will have to bear the brunt of the failure,

Mr. Chairman, it is highly encouraging that many Members of
Congress have become aware of the prospective capital shortfall,
have perceived the potential of changes in the tax structure to deal
with the problem, and have attempted to develop programs for con-
structive tax revisions to this end. Particularly promising, in my
judgment, are those tax programs which address the problem with
a variety of proposals aimed at expanding saving by individuals and
business alike. .

This approach recognizes that no one form of saving is superior
to others, that all additional saving will find its way into the capital
market where it will be allocated to the myriad capital formation uses,
by and large on the basis of which of the market participants can
make the most productive use of additional capital. No one tax change
of limited scope is the best revision for purposes of reducing the exist-
ing tax bias against saving and investment. A variety of such measures
are called for if everyone is to be allowed to get in on the act of accel-
erating the expansion of the Nation’s production capacity, its total
output, employment, and income.

In this connection, Chairman Long’s vigorous espousal of tax provi-
sions to encourage employees to invest in the stock of their employers
reflects a recognition of the aspirations of people in a wide range of
economnic circumstances to have a piece of the action. An appropriate

60-480—76——pt. 4——8
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complement to favorable tax treatment of employee stock ownership
plans would be a universally available tax credit for individual tax-
payers based on the amount of the net increase in their savings during
the taxable year. The credit might be allowed at a rate of, say, 10
percent, with an upper limit of, say, $1,000 per return, or $2,000 on
a joint return.

" Relief of some form from the present incremental tax on capital
gains is also urgently needed. As this committee is well aware, the
deduction for one half of realized capital gains is widely identified by
tax reformers as one of the principal loopholes in the income tax.
In fact, however, any tax on capital gains is an additional tax on the
returns to saving; it is a negative loophole which should be elimi-
nated by excluding capital gains and losses entirely from the calcula-
tion of taxable income. Short of this drastic step, some measure, per-
ha(l)s fully excluding the first $1,000 of capital gains each year pro-
vided the proceeds from the disposition of capital assets are fully re-
invested in others, is highly desirable.

A long overdue tax revision is to replace our archaic depreciation
system with a capital recovery system, based on short, standard re-
covery periods for all machinery and equipment and business struc-
tures. Also highly desirable would be to make the investment tax credit
permanent and uniformly applicable to all classes of property and
taxpayers, preferably at a substantially higher rate than at present.

There is a growing consensus that the corporation income tax should
be eliminate({g. This tax is a differential and very heavy excise on saving
invested in corporate equity capital.

As such, it contributes significantly to distortion of corporate
capitalization, Far more important, its adverse cflects are diffused,
through the operation of the capital market, to all capital, depressing
the overall private saving and investment rate. Useful initial steps
toward the elimination of this tax would be reduction in the normal
.and surtax rates and climination of the present double tax on dis-
tributed corporate earnings.

Proposals of this sort are opposed by some on the basis that they
would result in excessively large revenue losses for the Treasury and
by others on the basis that they would not be effective. Neither view, in
my judgment, is well taken.

The kind of tax revision I very briefly alluded to would reduce the
cost of saving. For any of us, it would take less pretax current income
than at present to acquire a given amount of after-tax future income.
This reduction in the cost of acquiring future income would certainly
result in an increase in the amount people would save out of their cur-
rent disposable incomes. This increase in saving would be matched by
an increase in capital formation. The expansion of capital formation
above the levels that would otherwise occur wonld add immediately to
total production activity, to the extent that existing production capa-
bility could be more intensively utilized or that more individuals would,
be induced to enter the labor force ; over the longer term, the expanded
stock of capital would increase aggregate production capability. total
output, hence total income. The tax base, therefore, would expand more
ranidly than otherwise.

The net effect on Federal tax revenues, accordingly. would be far
different from the misleading initial impact revenue estimates
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customarily provided—estimates which unrealistically assume that
taxpayers are completely inert and unresponsive to changes in tax
provisions. : : ) .

In conclusion, this committee, I am sure, has noted the public policy
tendency to treat each new roblem presented to public policymakers
as evidence of the failure of the private market system. I believe that
an objective examination of the evidence, however, urges that our un-
happy economic record of recent years is the outcome of excessive and
inept governmental intrusion in the operation of the economy, ac-
celerating over . . ;

"The decisions this Congress makes about the basic content of economic
policy_will have a major bearing on whether the economy thrives,
whetﬂer individual freedom, responsibility, self-reliance, and initiative
will be encouraged and enhanced, on the one hand, or whether the
economy and all its garticipants will become increasingly wards of
the Federal, State, and local governments. In the field of public finance,
the first course of action calls for a tight rein on Government spending
and tax revisions aimed at making the tax system less repressive of
effort, of saving, and of investment.

Past Congresses have faced the same choice. In the past, on one or
another occasion, they have made a highly constructive and affirmative
decision to move toward encouraging private initiative, I fervently
hope this Congress and its successors will do the same.

The CraIrMAN. Thank you.

Senator Packwood ¢

Senator PAckwoob. No questions, Mr. Chairman.

The Chairman. Senator Talmadge?

Senator Tar.mapce. What is your firm?

Mr. Ture. Norman B, Ture, Inc. We are economic consultants. Qur
clients are primarily in the business sector. -

Seantor Taryange. Some Members of Congress think any capital
formation proposal is a loophole. I take it you disagree with that
philosophy.

Mr. Ture. I do, indeed.

Senator TavLarapce. I have no further questions.

The Crairman. I believe you have created more imaginative think-
ing and you have pointed out more oversights in the traditional think-
ing of the Treasury and even our own joint committee and Finance
Committee staffs than any person who has come to discuss these prob-
lems with us while this tax bill has been pending.

Weare having a careful study made of your estimates of the revenue
losses that simply do not meet the eye in the real estate area. Your
estimates indicate there are about $2.8 billion of revenue losses alone
that simply do not meet the eye, not to mention the fact that there
would be a loss to the economy, mainly in wages, I believe.

In other words, if you look at a house or shopping center someone
builds, you might say the expense is 70 percent material. But then if
you go back a step and look at who made those materials, the cost winds
up being about 80 percent labor. In a shopping center, how much do
you think is labor by the time it is all through ¢

Mr. Turr. I think you have just about put your finger on the proper
proportion. T would have to check that out.
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The CramryAN. On the construction site, it might look like not more
than 30 5)ercent, but when you get through looking at who built the
parts and who hauled them to the site and who dug the gravel out of the
groi}lln‘d‘, it ends up being nearer 80 percent than the 30 you started out
with. ’

If the housing provisions in this bill cost $11 billion to the gross na-
tional product as you have estimated, then that has to mean that they
will cost the American workers about $8 billion doesn’t it ¢

Mr, Ture. 'Somewhere in that order of magnitude.

The CHARMAN. If you proceed to lose about $2.8 billion, as you have
estimated, or anything that approaches that, you wind up with some-
thing where the Government picks up over a period of years $500 or
$600 million a year, and it is costing $10 to pick up $1 in taxes. That is

. a prett})i‘ineﬂibient use of resources, 18 it not {

‘Mr. Tugre. It is in my judgment. Moreover, I don’t think the Gov-
ernment will see the additional revenues, I think revenues will be less
than they otherwise would have been.

The CHAIRMAN. If you do what I have been trying to suggest, sim-
ply follow the ripple effects for a cougle of steps down the road, you
find out something that starts down the road raising a ton of money

- winds up costing you a fortune.

I wish that you would give us your thoughts with regard to the
repeal of the DISC which is being recommended by some. We are told
that will pick up $1.5 billion. But then we won’t be doing anything to
help our manufacturers compete in the world market or even to help
our producers of rice compete in the world market, while these other
countries are giving a 15 percent subsidy by way of giving back value-
added taxes. Just looking a few steps down the road, we will be in the
position that these foreign nations will be subsidizing everlymthin'%‘en-
tering into our market while we deny ourselves the same right—which
Jneans that any job they want they can have, and they will have the
privilege of permitting us to keep the jobs they don’t want, such as
picking up litter. :

I would hope that you would consult with our joint committee staff
and with Treasury to see what information you can contribute on this
ripple effect. They do not agree with all your figures, and I am sure you
do not agree with all theirs. But basically we are not quarreling about
the figures. : ’

The question is, when you take those figures, you look at so much
being done in a certain way. Then you change the tax laws around so
that something that was very profitable is no longer profitable—in fact,
it is & marginal investment at best. Then you have to try to guess what

i ﬁ)in to agpen after that.
. B

recisely.

The CHAIRMAN. 1 gompare it somewhat to what I am trying to get
the International Trade Commission to do now. We are not arguin
about how much is coming into the country or going out, or how muc
we are collecting in taxes, We had all that information to start with.
But at least certain people in the administration have traditionally
wanted to add up figures where they tell us we are making a profit in
foreign trade by leaving out the freight on the imports, which very
few nations on earth would bé so foolish to do, and by including within
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their exports all the things that we are giving away, when we are not
going to be paid for any of that.

They should instead take the same figures and put them together in
the only way they make any sense. The Secretary of the Treasury
agreed with me about that. I think the members of the Trade Com-
mission have agreed with me about that. I have had the former Secre-
tary of Commerce and special trade representative agree with me on
that,and I have even had presidents agree with that.

The way they put the figures together now, it winds up that the point
they call the break-even point is the point where you are losing $10
billion a year.

On these tax figures, I wish that you would work with our joint com-
mittee staff and with the experts in Treasury who are going to be
made available for this purpose. Give them your input as to what will
happen if we do something that would, on the face of it, appear to pick
upon some revenue, such as with regard to the real estate area. When
you look at the third and fourth steps of the ripple effect, the Govern-
ment winds up losing money instead of making it. I wish you would
work with them on that. They find some points of difference. It is kind
of hard to get somebody to think on a new basis, but my impression
is that basically they agree, just as Secretary Simon agrees, that we
dgn’t have an accurate estimate if we are not looking at the ripple
eoffect.

Mr. Tore. Mr. Chairman, we are delighted, of course, to cooperate
with those groups, and that operation is now underway. We are helping
as best we can.

The Cramrman. I do not want to ask them if they agree with you,
but I think we are entitled to know at what point they take issue,

Mr. Ture. It is our hope at any rate that in that kind of confronta-
tion among us that we can redefine the estimating process and proce-
dures and to the benefit of all of us. We have no side at issue here.

I would be delighted to have any deficiencies in our mode of analysis
pointed out to us, and we will proceed as vigorously as we know how
to correct them. Our interest is in doing better work, and I am sure
that is true of the staff. :

The Crairman. I think each of us should be willing to waive any
pride in his own tradition or in his own ideas, and we should decide
these things not on the basis of who is right but on the basis of what
is right. Any time that something has been overlooked, we ought
to take another look at it and take new facts into account.

T have overrun my time, but I think that this is something we should
very definitely explore.

Senator Hansen.

Senator HanskN. Thank you, Mr. Chairman.

Mr. Ture, I do not think I have any questions.

I am tremendously impressed with your presentation. I cannot help
relating a story I heard a long time ago about a young recruit who
was presumed not to be too intelligent. He had on a big hat. They
thought maybe he wasn’t even intelligent enough to make the Army.
That is not intended as a reflection on that service. The recruiter said,
“What would happen if I cut off your right ear”

The recruit said, “I couldn’t hear on that side.”
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Then the recruiter asked, “What would happen if I cut off your
left ear?”

Tlg:a recruit said, “I couldn’t see—my hat would fall down over my
eyes.

I would have to think that the trouble with some of the estimates
we are getting and the basis upon which a lot of these Fresumptions
are made are about that simplistic. All we do is look at the amount of
tax that presumably both Senator Talmadge and the chairman have
indicated may be lost through “loopholes.” We do not stoi) to think
about how people are pioing to react. We thought we could tighten
up on some real loopholes in the energy business so we changed the
depletion allowance. I am one who thinks there is still soine merit in
the oil industry. You know what happened ? There soon got to be a
lot of oil rigs stacked in YWWyoming for one very simple reason: people
who think the oil business is going to keep on working no matter what
you do to the tax laws are going to have their hat fall down over their
eyes because they don’t see the whole picture.

The only reason people are in that business or any other business
is the hope that they are going to make some money.

When you say how you are going to shut off all the loopholes, pretty
quickly we will find tﬁe investor or would-be investor or the business-
man is a lot more percegtive than some of the experts who saq' try to
get a billion and a half here and seven-tenths over here by lopping
off this one and this one. Soon we find a lot of people are out of work.
Instead of the income that could otherwise be generated that would
add to the Treasury receipts, we have the problem of the unemployed.

In the longrun, I think there is only one answer to the unemploy-
ment situation, and that is to bring objectivity, if we can, to the kind
of business and economic environment that will encourage people to
invest in the private sector. When we get jobs there, we have done
something, :

You have made an excellent presentation. I hope a lot of people
will read it.

Mr. Ture. Thank you, Senator. I obviously associate with the senti-
ments you have just expressed.

The CHaIRMAN, Senator Curtis.

Senator Curris. I arrived a bit late, but I have scanned your state-
ment. I appreciate what you have said.

You made the point that for every dollar of capital that we would
hope to make available, somebody has to save a dollar. That is true,
ya.rymg?perhaps in some degree, regardless of how that dollar is saved,.
181t not

Mr. T'ure. Precisely, Senator.

. 'Sﬁr;ator Curris. Is it a contribution to capital if they put it in the
an

Mr. Tore. Surely.

Senator Curtis. Or in Government bonds ¢

Mr. Ture. Even Government bonds.

Senator Curtis. And in stocks?

Mr. Ture. Yes. -

Senator Curtis. Savings and loans ¢
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- Mr.Ture. Yes. - . :

Senator Curtis. About the only time capital would not be formed
is wheln you hide it. That is when it would not be a contribution to
capital. N

r. Ture. Senator, I hate to get into something——

Senator Curtis. I don’t want to be argumentative,

Mr. Ture. I don’t want to get into something that is very esoteric,
but the equality of saving and investment anﬁr capital formation is
inherent in our national income accounting. It is a definitional equality
that always must be true. If you define saving as nonconsumption uses
of current income, the point is clearly made. It makes no difference
what you do with the saving.

Senator Curtis. When §ollars are put into a bank or savings and
loan or used to buy a bond they are in somebody’s hands who can
put them to work.

Mr. Ture. Precisely.

Senator Curtis. And that capital formation results in more jobs.

My point in bringing this out is that sometimes the layman, in
talking about capital and risk capital, finds there are people who,
because of age or their particular circumstance, are not investors in
risk matters and should not be.

Mr. Ture. That is right.

Senator Curris. Nevertheless, if they defer or decline to use all of
their income to spend for consumptive items and save some, it is
going to help the capital situation in the country.

Mr. Ture. That is precisely correct.

Senator Curtis. That is where a tax incentive comes in as a benefit
to encourage saving. Is that right {

Mr. Tore. I prefer not to use the word “incentive,” Senator Curtis.

Senator CurTis. We had a witness the other day who objected to
“preferences.” I thought he had a good idea.

Mr. Ture. I thing our current tax laws has an enormous bias against
saving uses of income and favors consumption use of income.

The sort of proposal that has been very briefly described in my
testimony I would treat as modest reductions in that antisaving bias.
I think of incentive as something that goes beyond neutrality in taxa-
tion. It seems to me this program of tax revisions would somewhat
redress the balance. -

Senator Curris. About half of the working population are not
covered by company pension plans.

Mr. Tore. Just about half, y

Senator Corris. The Congress a little over a year ago enacted legisla-
tion to encourage individual retirement accounts. To the extent that
such accounts are utilized, that will be a very definite contribution to
the capital of the country, will it not ¢

Mr. Turr. It certainly will. My only objection to the IRA provisions
is that they are too restrictive. I would like to see IRA’s liberalized.

Senator Cortis. I think there is a political reason for it. If the
TRA is made very much more liberal, individuals who should use the
Keough plan, which requires that employees also he covered, might
use the IRA just to avoid that obligation which, after all, applies to
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corporations. There has to be a just relation between employee pen-
sions and éxecutive pensions. ‘

How about the recommendation of the Treasury in regard to stock
purchases. It would cover a man with $20,000 of earned income and
enable him to get a deduction for investments up to $1,500. It is restric-
tive. If individuals avail themselves of it——

Mr. Ture. 1 would be astonished if they did not take advantage of
it. It is unduly restrictive but, nevertheless, it is a step in the right
direction,

I have suggested a kind of very broadly baged, though limited,
oredit for increases in net savings no matter what the form of the
saving is. Personally, I have a good deal of concern about recent
developments over the past several years in the stock market. It seems
to me we have lost it in large part where the individual stockowners
in the population are concerned, and I do hope they are coming back
into the market. I think it would be highly constructive to move in a
direction that would remove some of the impediments to their doing so.

Senator Curtis. I notice the importance you attach to deprecia-
tion, and I wholeheartedly agree with you.

If there is a reason for enacting a provision for accelerated depre-
ciat?ion, should we then try to recapture it or part of it in a minimum
tax .

Mr, Ture. Not in my judgment, sir. It seems to me that if we very
carefully and objectively and analytically examine the nature of the
income tax, particularly with respect to income generated by fixed
assets, that the appropriate neutral tax treatment would be to allow
taxpayers to expense fixed capital outlays in the year in which they
were made.

We do not allow them to do that. We set up extensive sets of
regulations pertaining to the period of time over which they may
write off these assets for tax purposes and restrictions on the formula
they may use for determining the annual write-off, and then we say
any time you move in the direction of liberalizing that even by a
small amount it is opening up a tax preference that should be treated
as an item for minimum tax. It seems to me that is really upside-down
reasoning. . o

Senator Curtis. The movement to encourage the formation of capi-
tal, so you have more jobs in this country, has a great deal of support
on this committee. However, the big battle is going to be on the Senate
floor. Senator Kennedy of Massachusetts has recommended the repeal
of ADR, the repeal of DISC, and the repeal of the definition foreign
subsidiary income. There will be a drive on the Senate floor for these
proposals. : ) .

My question is: What would happen to our economy if we did repeal
ADR, DISC and deferral? .

Mr. Tore. I think the combined effort in the shortrun would be
enormously adverse. I do not have any precise estimates as to what
the magnitude would be with respect to capital outlays or employ-
ment or GNP, but the direction of the effect seems to me to be per-
fectly clear. I think you would see it in the equity markets and in
bond rates. - C .

I have the most enormous faith in the capacity of the market system
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in this economy to adjust to very severe shocks. It has donsé so in the
past and it will do so in the future if given a chance. This would be an
enormously severe shock. It would not collapse the economy, but it
would necessarily set it back, and severely. :

_ Senator CurTis, Agricultureis using %ISC. Not all are using DISC,
but our agricultural exports amount to $23 billion. I think it is
pretty well established that, for every billion dollars of foreign exports
of agricultural products, we have to have 50,000 jobs in this country.

r. Ture, I am not quite sure of the ratio, but I think that is not’
too far wrong. ,
Senator CurTis. I think that includes the farmer, because he is a
heavy purchaser of rubber, steel products, fuel, et cetera.
Ithank you very much.
Are there any other questions ¢
[The prepared statement of Dr. Ture follows:]

STATEMENT OF NORMAN B.TuURg, PresiDENT, NoRMAN B. Turg, INo,
WasHINGTON, D.C.

I am Norman Ture, President of Norman B. Ture, Inc., Economic Consultants
in Washington, D.C, My testimony today is presented@ as my own views on the
proper directions of tax policy ; while I hope that others will subscribe to these
views, they are the product of my own analysis and conclusions and should not
necessarily be ascribed to any of my past or present clients.

I very much appreciate the opportunity to appear before the Committee, and
X hope that my testimony may be of some assistance to you. Your job is a difficult
-one and your responsibilities are heavy, indeed. In making decisions about the
future course of tax policy, you confront a strongly improving economy, still
plagued, regrettably, by a very high rate of unemployment and underutilization
of physical production capacity and still threatened by inflationary resurgence.
The Congress faces extremely strong pressures, accentuated by election year
political requirements, to focus on the short run—to find quick, sure-fire reme-
dies for lingering unemployment. In this context, you are presented with a budg-
etary dilemma : the Administration urges you to be highly restrictive on Federal
expenditure expansion lest you unhleash the dogs of inflation, and the Congres-
sional Budget Office urges you to up the ante by closc to $20 billion lest you un-
duly depress the pace of the recovery.

May I respectfully urge the Committee to shift the focus of its deliberations
from these short-run concerns to the longer-run economic prospects and tax
policy requirements of the Nation. 1 offer no forecast about the strength, speed,
or duration of the recovery, but I am convinced that an expansionary expendi-
ture policy will, at the least, impede the private sector’'s growth and, over time,
cast up increasingly formidable obstacles, real and financial, to the steady, strong
expansion of private production, employment, productivity, and real wage rates.
1t is time to shift gears, to attempt to determine how tax policy can best con-
tribute to the solution of the long-run problems the Nation faces. ‘

CAPITAL ADEQUACY | THE BASIC CHALLENGE FOR TAX POLICY

The central economic problem for the long run facing the United States is
whether the rate of capital formation will be adequate to meet the economy's
capital requirements over the next decade and longer. Virtually all of the other
major issues with which public policy makers are concerned turn on this cen-
tral problem of capital adequacy. Whether the focus is on attaining energy self-
sufficlency, protection of the environment, improving and expanding mass transit
systems, raising the housing standards of low and middle-income individuals,
providing safer and healthler working conditions, and so on, a basic constraint
on achieving these goals is how much real capital will be available to meet the
growing and varied demands of the U.S. economy. The less rapidly we add to our
production capability, the more severely will pursuit of any of these public policy
objectives limit succeéss in achieving other public and private goals. .
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The Committee has heard much on the subject of the capital shortage, and
much of what the Committee has heard has illuminated the public policy issues.
‘The most serious impediment to effective legislative action to deal with this prob-
lem is that promising proposals to this end appear to oppose the interests of the
affluent against the poor, of business against labor, and of consumers against
producers and sellers. Such appearances are grossly deceiving. They arise from
a regrettable proclivity to look only at the initial impact of tax changes — at
the estimated initial changes in tax liabilities, rather than carefully examining
how taxpayers will respond to changes in taxes and determining what the ulti-
mate effects will be. For example, the Committee has before it in H.R. 10812 a
Jarge number of proposed tax revisions which ostensibly would raise calendar
year tax liabilities by about $2.5 billion in 1976, ranging upwards thereafter
to about $4.25 billion in 1981. Yet common sense insists that, in the case of many
of those provisions, there will be no revenue gains at all but revenue losses, pos-
sibly substantial, as taxpayers change their activities to avoid the additional
tax liabilities, thereby reducing their investment or production and cutting back
on- employment in the affected activities. When the adjustments that will be
made in the market place are taken into account, the effects of changes in the
tax laws are often profound and far reaching and quite different in character
from those one might expect from examining only the initial change in the dis-
tribution of tax liabilities.

Tax changes to reduce the existing tax bias against saving and capital forma-
tion offer important cases in point. When one objectively examines the ultimate
-effect of such tax changes, most if not all of the apparent opposition of interest
disappears. Tax changes to mitigate the capital shortage are not exactions from
the poor, from consumers, from labor. On the contrary, their prospects for a
better tomorrow depend critically on such constructive tax measures.

NATURE OF THE CAPITAL SHORTAGE

We should be sure, to begin with, about the meaning of the terms capital “re-
-quirements’ and capital “shortage.”

The term capital “requirementa” does not mean that there is some specifie
amount of capital that must be on hand at some future time. As individual or
‘business decision-makers, we want additional capital in order to increase our in-
comes; the amount of additional capital we seek to acquire depends on how
much additional income we can obtain from the capital and how much it costs
us to get it. Since nelther of these factors is fixed, neither is the amount of
‘capital we want.

For the economy as a whole, capital “requirements” should be seen in a some-
what different light. As in the case of the individual or the business, there is no
unique amount of capital that the economy must have at any given time, There
should be no public policy concern with adding to the stock of capital for its own
sake. It makes sense to talk about capital additions and requirements only in
relation to other things, viz, the contribution of additional capital to greater
output, employment, productivity, and real wage rates.

The contribution of additions to the Nation’s stock of real capital derives from
a law of economlies, popularly known as the law of diminishing returns. Accord-
ing to this law, an increase in the quantity of one production input used in com-
‘bination with an unchanging quantity of other production resources increases
total output, although the rate of increase in output diminishes relative to the
rate of increase in the production input; at the same time, the productfvity of the
other production inputs increases. Thus, an increase in the amount of capital
used in production with a given amount of labor services total output and at the
same time increases the productivity of labor.

In a free market economy, this increase in the productivity of labor resulting
from an increase in the ratio of capital to labor in production has two major
consequences : (1) it increases the demand for labor services and (2) it increases
real wage rates. How much of the effect of an increase in the capital :labor ratio
will be Increases in jobs and how much will be increases in wage rates depends on
the conditions of supply of labor services; in general, both employment and real
‘wages increase,

It is instructive to examine the postwar record of the business sector of the
U.8. economy in this light. Our preliminary estimates based on the recently re-
‘vised National Income and Product Accounts data show that from 1947 through
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19783, the number of full-time equivalent employees in the private business sector
of the economy increased at an average annual rate of 1.5 percent a year. Adjust-
ing for changes in average hours of work per week and certain other fatcors, the
average annual rate of increase of labor services was 1.7 percent. Over the same
perlod, the net stock of capital in the business sector increased at an average an-
aual rate of 3.5 percent. The capital:labor ratio, hence, increased at a trend
rate of 1.8 percent. This increase in the capital :labor ratio, in turn, contributed
to an average annual rate of increase of 2.9 percent in labor's productivity and
real wage rates. :

Further analysis of the postwar record also reveals that real output originating
in the business sector increased at an average annual rate of 3.6 percent from 1947
through 1973. Of this increase, 28 percent is accounted for by the increase in capi-
tal, 33 percent by the increase in labor services, and 39 percent by technical prog-
ress—advances in the state of the industrial arts and their implementation in
production prccesses.

The major conclusion, for purposes of public policy, which emerges from this
analysis is that retarding the rate of increase in the capital:labor ratio neces-
sarily means retarding the growth in employment and in real wage rates: ac-
celerating capital formation and the rate of increase in the capital :labor ratio
is the only certain means for increasing the rate of expansion of jobs and real
wage rates.

ESTIMATING CAPITAL REQUIREMENTS

With this in mind, we can begin to estimate the Nation’s capital “requirements”
in a meaningful way. First, we begin with a projection of the growth in the labor
force. Given this projection, it is possible to estimate by how much the net stock
of capital must grow if the capital :labor ratio Is to increase at least as fast as
the average rate of the post-war period. To repeat, if the rate of increase in this
ratlo slows, so too will the rate of increase in employment and real wage rates.
Projecting the postwar trends in employment and in the capital:labor ratio
through 1985, we shall have to add $443.2 billion to the net stock of business
capital, measured in constant 1975 dollars. Assuming no change in the rate at
which business replaces fixed capital, this will require capital outlays totaling
$2.236 trillion dollars, again measured in constant 1975 dollars.

This does not exhaust required capital outlays, however. We must add the
amount of additional capital—and the capital outlays to acquire it—at least to
‘extend the postwar trend rate of increase in the Nation’s stock of housing. We
must also add the capital that business will have to acquire not merely or even
principally to increase its capacity to produce goods and services people want to
buy, but to meet public safety mandates with respect to the environment, occu-
pational health and safety, a wide array of product quality standards, energy
self-sufiiciency, and so on.

Much of this government-mandated capital which a business must acquire gen-
erates no increase in its total income. As a consequence, the business making
these investments can obtain no return on such capital, hence cannot provide
rewards for the private saving which must be channeled into such capital for-
mation, The household or business customer doesn't go into the market to buy
cleaner air or water; it's not easy to persuade the customer that a given amount
of groceries are worth more because food processors and distributors produced
less air or water pollutants, In other words, much of this type of capital makes
only a negligible contribution to the market value of the products customers buy.
Aggregate sales proceeds for a given amount of output, are not likely to increase
by an amount equal to the additional costs of the public-mandated capital. Such
capital, therefore, cannot be financed by business out of the insignificant addi-
tional cash flow, it any, it generates. And since it reduces the rate of return
©on the business' total capital, the business faces increasing dificulty in external
financing of its capital additions.

Unless the aggregate flow of saving, generated internally by business or avaii-
able in the capital markets, increases substantially, we face a serfous shortfall
in the capacity of business to finance the increases in capital used to produce the
goods and services people buy—the capital that does contribute directly to in-
creases in output, employment and real wage rates. This drain must somehow
be offset by additional saving. This {8 not to suggest that these government-man-
«dated capital outlays are not warranted or that the goals they seek are inap-
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propriate. But it must be recognized that such capital formation cannot be had
for free and that it adds substantially to the total requirements for capital,
The amount of the capital outlays business will have to make over the next
10 years just to meet the environmental control and OSHA requirements, on the
on the business’ total capital, the business faces increasing difficulty in external

1976 dollars.
PRIVATE BAVING REQUIBEMENTS

For every dollar of these capital outlays, there must be a dollar of saving;
gross private investment must be matched by gross national saving. Gross na-
tiona) saving is the sum of gross private saving plus government surpluses or
minus government deficits. In most of the postwar years, the government sector
has been in deflcit, hence has reduced rather than augmented gross national sav-
ing. The burden of financing the Nation’s capital requirements, therefore, falls on
gross private saving. If it assumed that government deficits average no more than
$10 billion per year over the next decade—an extremely conservative assumption
in view of recent experience and near-term prospects—the Nation's total private
ggg{iﬁng will have to aggregate $3.82 trillion in constant 1975 dollars, through

The aggregate saving requirements are substantially larger if, more realis-
tically, we take account of some continuing inflation. If the price level rises on
the average by 3 percent a year through 1985, total requirements aggregate not
lesls than $4.55 trillion. At a 5 percent inflation rate, this total increase to $5.13
trillion.

If gross private saving as a fraction of GNP continues over the next decade at
the postwar average rate of 15.51 percent. the total of such saving through 1985
will fall $744 billlon short of estimated requirements, measured in constant 1973
dollars. At a 3 percent inflation rate, the gap. conservatively estimated, is $803
billion; with inflation at & percent, the gap increases to $1008 billion.

Closing this gap between capital requirements and private saving will require
an increase in the total private sector saving rate from the 15.51 percent postwar
average to 19.26 percent, if we assume a zero inflation rate through 1985. At a 3
percent inflation rate, total private sector saving would have to increase to 11.29
percent of GNP. And if inflation is at 5 percent, the private saving rate will
g:vg to increase to 19.30 percent.! These estimates are summarized in Tables

,»b,and c.

ESTIMATED CAPITAL REQUIRCMENTS AND PRIVATE SAVING, 1976-85—a, ZERO INFLATION
[Biltions of 1975 dollars]

Capital requirements

Nonresi-

dential fixed  Other capital

investment outlays,
. plus including Gross
inventoty  Government private .

Year accumulation deficits Total saving Saving gap
205.7 110.6 316.3 261.3 55.0
213.0 115.8 328.8 270.6 58.2
220.5 121.4 1.9 280.3 61.6
228.1 122.5 355.6 290.3 65.3
236.3 134.2 370.5 300.7 69.8
21,5 141, 4 385.9 311.5 74.4
253.0 149.5 402.5 322.1 79.8
261.9 158.3 420.2 3u.2 86.0
2711 168.0 439.1 346.2 92.9
2%0.6 178.6 459.2 358.6 100.6

2,414.7 1,405.3 3,820.0 3,076.4 3.6

3 The estimated required saving rates in the inflation cases err significantly on the low
side. The estimated amount of private saving does not Include downward fnventory valu-
ation adjustments which would réduce business uvhlalg under the 3 percent and § percent
inflation cases. Moreover, the estimated saving implieitly assumes that capital recovery
allowances would increase above the annual gero inflation amounts in the same proportion
as the inflation rate. Since capital recovery allowances are based on historical rather than
replacement costs, this annmgtlon overstates the amount of this component of private
saving under the 8 percent and b percent inflation cases.
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ESTIMATED CAPITAL REQUIREMENTS AND PRIVATE SAVING, 1976-85
[Billions_of dollars)

. Gross
. Capital private .

Year requirements saving Saving gap
325.8 269.1 56.7
343.8 287.1 61.7
373.6 306.3 67.3
400.2 326.8 73.4
429.5 348.6 80.9
460.8 371.9 88.9
495.0 39%.8 98.2
532.3 423.3 109.0
572.9 451.7 121.2
617.1 481.9 135.2

4,556.0 3,663.5 892.5
3.1 274.4 51.7
362.5 298.4 64.1
395.8 324.5 7.3
432.2 353.0 19.2
472.9 383.9 39.0
517.1 417.5 9.6
566. 4 4541 112.3
620.8 493.8 127.0
681.2 537.1 144.1
748.0 534 163.9

$1,29.0 4,120.8 1,008.2

There is no assurance that total private saving will continue at the postwar
average rate, let alone that it will increase by the indicated amount. Some
economists dismiss this problem by asserting that if the private saving rate were
inadequate, the market rate of interest rise and private saving would, therefore,
increase. But this answer confuses cause and effect: the rise in interest rates
would be the result of the shortfall as I've attempted to define it; in saving and
im capital formation, it would reflect a greater relutive scarcity of capital, hence
the higher price the economy would have to pay for the services of capital in
production. To be sure, the market would clear, but there is no reason to assume
that the market-clearing amount of saving and capital formation would be
adequate to maihtain the trend rate of increase in the capital-labor ratio and
to satisfy the government mandated demands for capital as well.

Another answer to the prospective shortfall in saving which some economists
offer is for the Federal government to achieve budget surpluses instead of
deficits. As noted, a government budget surplus is a plus in gross national
saving while a deflcit is a minus. Whether this prescription would solve the
problem, however, depends on how the surplus is achieved. A slowdown in the
growth of government spending, allowing revenues at present tax rates to catch
up and overtake expenditures, would certainly contribute to expanding the
Nation’s total saving. Desirable as this sort of fiscal development would be, it
does not appear to be a realistic prospect.

The alternative means for shifting from deficit to surplus is to increase tax
revenues at a faster rate than provided by the growth of economic activity, that
is, by increasing tax rates, by eliminating or reducing so-called “tax-expen-
ditures”, or by adding new taxes. None of these approaches is likely, however, to
contribute much to closing the saving-capital formation gap. Each is likely to
fncrease the cost of private saving, hence to reduce its amount. Raising taxes,
therefore, would transfer saving from the private to the public sector; it would
not necessarily or even likely increase total saving by any material amount.

Particular caution should be attached to the recommendations to raise addi-
tional tax revenues by reducing tax “expenditures”. Apart from the fact that
the estimates of the additional revenues to be obtained thereby are woefully
unrealistic (because they are based on the assumption that the affected tax-
payers would be completely unresponsive to the increases in their taxes), the
principal flaw in this approach is that the increase in taxes would almost entirely
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represent additional taxes on the return to private saving, thereby accentuating
the existing anti-saving tax bias. At best, private saving might be expected to
fall by no more than the estimated increase in revenues; more reallstically, the
decline in private saving would probably exceed any ultimately realized increase

"ederal tax revenues. .
m‘l“"mever one's view about the desirability of reducing tax “gxpendltures ,
it is mere wishful thinking to project any increase in the Nation’s total saving
from doing so. All things considered, achieving a higher total saving rate
from government surpluses is not a realistic solution.

CONBEQUENCES OF A PRIVATE S8AVING SHORTFALL

What will happen if actual saving falls short of these “requirements”? In al}
likelihood, the capital formation shortfall would be largely in the investment in
the machinery, equipment, plants, working capital, etc., which increase the real
output of marketable goods and services. If the private saving rate were to
continue only at the postwar average rate, the saving shortfall, in 1985, assuming
no increase in the price level, would be $100 billion. This would be almost 22
percent of the estimated amount of the capital formation needed to maintain the
trend rate of increase in the capital-labor ratio. The adverse impact of a shortfall
of this magnitude on labor’s productivity and real wage rates clearly would be

normous. )
¢ It is clear, I hope, that the problem we face is not one of providing incentives
to business to add more rapidly to the stocks of their capital. The problem, rather,
is one of reducing the existing bias against saving. ‘The capital shortage facing
the Nation is, in truth, a saving shortage.

THE TAX BIAS AGAINBT BAVING

The tax policy imperative, accordingly, is to reduce the bias against private
saving which is a major feature of the present tax laws. That bias results from
the fact that, with few exceptions, taxes are imposed both on the amount of
current saving and on the future returns to such saving, whereas the tax falls
only once on income used for consumption. Since the amount we save today is
the capitalized value of income we will receive in the future, we currently tax
the same future income stream at least twice, More realistically, we tax saving
over and over again: the corporation income tax, State and local income taxes,
property taxes, estate, gift and inheritance taxes—all substantially add to the
aggregate tax burden on saving. Saving uses of income are taxed by far more
heavily than anything else.!

The foremost challenge facing the CongFess is to deal realistically with the
urgent requirement for a higher rate of private saving. If this challenge cannot

be met, one or more of the high priority objectives of economic policy will have to
bear the brunt of the failure.

TAX CHANGES TO EASE THE CAPITAL SHORTAGE

It is highly encouraging that many members of the Congress have become
aware of the prospective capital shortfall, have perceived the potential of
changes in the tax structure to deal with the problem, and have attempted to
develop programs for constructive tax revisions to this end. Particularly promis-
ing, in my judgement, are those tax programs which address the problem with
a variety of proposals, aimed at expanding saving by individuals and business
alike. This approach recognizes that no one form of saying is supertor to others,
that all additional saving will find its way into the capital market where it will
be allocated to the myriad capital formation uses, by and large on the basis of
which of the market participants can make the most productive use of additional
capital. No one tax change of limited scope i3 the best revision for purposes
of reducing the existing tax bias against saving and investment. A varlety of

' T've attempted to detail the elements of the tax syvstem which contribute to this anti-
aaving blas and to lllustrate their impact In testimony presented to the Committee on
Ways and Means, Panel Discussions on General Tax Reﬁarmn. 932 Congress, First Ses-
ston, F'I“s;)bruary 5. 1973, pp. 153 ff. and In “Tax Treatment of S8avings and Capital Recav.

ery’, e George Washington Law Review, Sympost , M -
MESOIL i 501% ymposium on Tax Polley, March 1074, Vol
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such measures are called for if everyone i8 to be allowed to get in on the act
of accelerating the expansion of the Nation’s production capability, its total
output, employment, and incone.

I alluded early in my testimony to a serious impediment to legislation to deal
effectively with the capital shortage—the apparent opposition of interests of vari-
ous groups in the society. Decades of adversary positions are not going to be
legislated away in a single revenue act, but a start toward broader and fuller
understanding of the importance of and benefits from removing the tax barriers
to a higher saving rate can be made by tax legislation which eases the excessive
tax burden on all taxpayers’ saving. -

In this connection, Chairman Long's espousal of tax provisions to encourage
employees to invest in the stock of their employers reflects a recognition of the
aspirations of people in a wide range of economic circumstances to have a piece
of the action. An appropriate complement to favorable tax treatment of employee
stock ownership plans would be a universally available tax credit for individual
taxpayers based on the amount of the net increase in their savings during the
taxable year. The credit might be allowed at a rate of, say, 10 percent, with an
upper limit of, say, $1,000 per return ($2,000 on a joint return),

Rellef of some form from the present incremental tax on capital gains is also
urgently needed. As this Committee i1s well aware, the deduction for one half of
realized capital gains is widely identified by tax “reformers’” as one of the
principal “loopholes” in the income tax. In fact, however any tax on capital
gains is an additional tax on the returns to saving; it is a negative ‘loophole”
which should be eliminated by excluding capital gains and losses entirely from
the calculation of taxable income. Short of this drastic step, some measure,
perhaps fully excluding the first $1,000 of capital gains each year provided the
proceeds from the disposition of capital assets are fully reinvested in others,
is highly desirable.

A long overdue tax revision is to replace our archaic depreciation system with
a capltal recovery system, based on short, standard recovery periods for all
machinery and equipment and business structures. Also highly desirable would
be to make the investment tax credit permanent and uniformly applicable to all
classes of property and taxpayers, preferably at a substantially higher rate
than at present.

There is a growing consensus that the corporation income tax should be elimi-
nated. This tax is a differential and very heavy excise on saving invested in
corporate equity capital. As such, it contributes significantly to distortion of
corporate capitalization. Far more important, its adverse effects are diffused,
through the operation of the capital market, to all capital, depressing the overall
private saving and investment rate. Useful initial steps toward the elimination
of this tax would be reduction in the normal and surtax rates and elimination of
the present double tax on distributed corporate earnings.

Proposals of this sort are opposed by some on the basis that they would result
in excessively large revenue losses for the Treasury and by others on the basis
that they would not be effective, Neither view, in my judgement, is well taken,

The kind of tax revision briefly described above would reduce the cost of
saving, i.e., it would take less pretax current income than at present to acquire
a given amount of after-tax future income. This reduction in the cost of acquir-
ing future income would certainly result in an increase {n the amount people
would save out of their current disposable incomes. This increase in savings
would be matched by an increase in capital formation, The expansion of ecapital
formation above the levels that would otherwise occur would add immediately
to total production activity, to the extent that existing production capability
could be more intensively utilized or that more individuals would be induced to
enter the labor force; over the longer term, the expanded stock of capital would
increase aggregate production capability, total output, henc: total income. The
tax base, therefore, would expand more rapidly than otherwise. The net effect
on Federal tax revenues, accordingly, would be far different from the mis-
leading initial impact revenue estimates customarily provided—estimates which
unrealistically assume that taxpayers are completely inert and unresponsive to
changes in tax provisions. Indeed, many tax proposals which appear to bhe
revenue losers when only the initial impact revenue effects are considered turn
out to be revenue gainers when their effects on economie behavior are realistically
analyzed. Unfortunately, the net revenue effects, which take account of adjust-
ments to tax changes, are seldom presented to the tax-writing committees of the
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Congress by Congressional staff or the Treasury experts. For.example, & recent
Committee Print of the Senate Committee on the Budget. shows substantial
revenue losses in fiscal years 1975-1977 from the Investment Tax Credit As
the authors of the report acknowledge, these estimates . . . do not take into
account any effects that the removal of one or more of the items might have on
investment and consumption patterns or on any other aspects of individual
taxpayer behavior, general economic activity. . " What useful construction
or interpretation can be placed on initial impact revenue estimates, I must con-
fess, eludes me entirely. I respectfully urge this Committee to ignore such .
revenue estimates in assessing the desirability of proposals for tax revisions,

CONCLUBION

The U.S. economy faces serlous challenges as far into the future as our data
and analytical skills allow us to project. Successfully dealing with these
challenges will provide enormous rewards for all Amerlcans. Whether we deal
successfully with them will depend in large part on the future thrust of public
policy, which in turn will largely depend on decisions made now and in the near
future.

This Committee, I am sure, has noted the public policy tendency to treat each
new problem presented to public policy makers as evidence of the failure ot the
private market system. An objective examination of the evidence, however, urges
that our unhappy economic record of recent years is the outcome of excessive and
inept governmental intrusion in the operation of the economy, accelerating over
the years.-

The decisions this Congress makes about the basic content of economic policy
will have a major bearing on whether the economy thrives, whether individual
freedom, responsibility, self-rellance, and initiative will be encouraged and
enhanced, on the one hand, or whether the economy and all its participants will
hecome increasingly wards of the Federal, State, and local governments. In the
fleld of public finance, the first course of action calls for a tight rein on govern-
ment spending and tax revisions aimed at making the tax system less repressive
of effort, of saving, and of investment. The latter course of action calls for an
expansionary expenditure policy, larger deficits, hence greater displacement of
private saving and capital formation, government planning of economic activity,
and increasing government employment.

I’ast Congresses have faced similar challenges. In the early 1960's, confronting
economie circumstances not too dissimilar from today’s, the Congress was asked
to make a similar choice, The options were elegantly expressed by the then
Chairman of the Committee on Ways and Means on September 16, 1863. I can
think of no way to improve on that statement. With your permission, I would
like to quate briefly from it: -

“The purpose of this tax reduction and revision bill (H.R. 8363) 1s to loosen
the constraints which present Federal taxation imposes on the American economy,
The results of these tax reductions and revisions will be a higher level of
econamic activity, fuller use of our manpower, more intensive and profitable
use of our plant and equipment; and with the increases in wages, salarles,
profits, consumption, and investment, there will be increases in Federal tax reve-
nues . . . there are two roads the Government could follow toward a larger, more
prosperous economy—the tax reduction road or the government expenditure
increase road. There is a difference—a vitally important difference—between
them. 'The increase in Government expenditure road gets us to a higher level
of economic activity with larger and larger shares of that activity initiating
in Government—with more labor and capital being used directly by the Govern-
ment and with more labor and capital in the private sector of the economy
being used to produce goods and services on Government orders. The tax reduc-
tion road, on the other hand, gets us to a higher level of economic activity—to
a bigger, more prosperous, more efficient economy—with a larger and larger
srhare of that enlarged activity initiating in the private sector of the economy—
in the decision of individuals to increase and diversify their private consumption
and in the decisions of business concerns to increase their productive capacity—

1 Tax Expenditures. Compendium of Background
M%‘}b}} ) ‘};& i o 99 pe gr Material on Individual Provisions,
WP 3 '
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to acquire more plant and machines, to hire more labor, to expand their inven-
tories—and to diversify and increase the efflciency of their production.”

The thrust of public policy—particularly tax policy—urged in that statement
is even more appropriate today than it was in 1963. The Congress responded
afirmatively then ; hopefully, it will do so again in the very near future.

Senator Curris. The next witness is Charls E. Walker, president,
Charls E. Walker Associates, Inc.,, on behalf of The DBusiness
Roundtable. ) ) i

Mr. Walker, you are not a newcomer to this room or to this committee
by any means, and we are happy to have you back. Will you tell us
for whom you are appearing and identify your associates who are
accompanying you.

STATEMENT OF DR. CHARLS E. WALKER, PRESIDENT, CHARLS E.
WALKER ASSOCIATES, ON BEHALF OF THE BUSINESS ROUND-
TABLE, ACCOMPANIED BY DAVID 0. WILLIAMS, JR., TAX COUN-
SEL, BETHLEHEM STEEL CORP., AND ALBERT E. GERMAIN, TAX
COUNSEL, ALUMINUM CO. OF AMERICA

Mr. WaLkER. Thank you, Mr. Chairman, ;

Mr. Chairman and members of this distinguished committee, my
name is Charls E. Walker and I am a consultant to The Business
Roundtable, for whom I am appearing.

Speaking on behalf of its 170 members, I want to express the grati-
tude of The Roundtable for the opportunity to testify before this
committee on tax revision, My oral remarks will be limited to 10
minutes, but a longer statement and a supplement are submitted
for the record.

On my right is tax specialist David O. Williams, Jr., tax counsel
for the Bethlehem Steel Corp.

On my left is tax specialist Albert E. Germain, tax counsel for
the Aluminum Company of America.

Senator Curtis. Does your paper indicate what The Roundtable is?

_ Mr. WaLkER. No, it does not. It is a group of 170 business corpora-
tlons organized to work on public policy issues. - ‘

[The list referred to follows:]

MEMBERSHIP

Borg-Warner Corp.
Bristol-Meyers Co.
Burlington Industries, Inc.
Burlington Northern, Inc.
Carter Hawley Hale Stores
Campbell Soup Co.

Allis-Chalmers Corp.

Aluminum Co. of America
AMAX, Inc,

American Can Co.

American Home Products
American Telephone & Telegraph

The Anaconda Co.
Anheuser-Busch, Inec,
Arizona Publie Service Co.
Armco Steel Corp.
Armstrong Cork Co.
ASARCO, Inc
Atlantic Richfield Co.
Babcock & Wilcox
Bank of America
Bethlehem Steel Corp.
The Boeing Co.

Boise Cascade Oorp.

69-460—76-——pt. 4—-9

Carolina Power & Light Co.
Carrier Corp.

Caterpillar Tractor Co.
Certain-teed Products Corp.
Champion International Corp.
Chase Manhattan Bank
Chrysler Corp.

Cincinnati Gas & Electric Co.
Cities Service Co.

Clark Equipment Co.
Cleveland-Cliffs Iron Co.
The Coca-Cola Co.
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MEMBERSHIP—Continued

The Columbus Gas System, Inc.
Continental Can Co.
Continental 0Oil Co.
Corning Glass Works
Crown Zellerbach Corp.
Cyclops Corp.
Dart Industries, Inc.

_Dayton Power & Light Co.
Deere & Co.
Deering Milliken, Inc.
Detroit Edison Co.
Dow Chemical Co.
Dresser Industries, Inc,
E. I. du Pont de Nemours & Co.
Eagle-Picher Industries, Inc.
Eastern Air Lines Co.
Eaton Corp.
Esmark, Inc,
Exxon Corp.
¥FMC Corp.

Federated Department Stores, Inc.

The Firestone Tire & Rubber Co.
Citibank

Ford Motor Co.

GAF Corp.

General Cable Corp.

General Dynamics Corp.
General Electric Co.

General Foods Corp.

General Mills, Inc.

General Motors Corp.

The General Tire & Rubber Co.
The B. F. Goodrich Co.

The Goodyear Tire & Rubber Co.
<The Greyhound Corp.

Gulf Oil Corp.

Gulf States Utllities Co.
Halliburton Co.

The Hanna Mining Co.

H. J. Heinz Co.

Hercules Inc,
Hewlett-Packard Co.
Honeywell, Inc.

Hoover Worldwide Corp.

Ideal Basic Industries

Illinols Tool Works, Inc.
Ingersoll-Rand Co.

Inland Steel Co.

IBM Corporation
International Harvester Co.
International Nickel Co.
International Paper Co.
Iowa-Illinois Gas & Electric Co.
Irving Trust Co.
Johns-Manville Corp.
Kaliser Industries Corp.
Kennecott Copper Corp.
Koppers Co., Inc.

Kraftco Corp.

The LTV Corp.
ILibbey-Owens-Ford Co.

El ILilly & Co.

R. H. Macy & Co.

Marcor, Inc.

Merck & Co., Inc.

Metropolitan Life Insurance Co.

Middle South Utllities Inc, .

Minnesota Mining & Manufacturing Co.

Mobil Oil Corp.

Monsanto Co.

NL Industries, Inc.

Nabisco, Inec.

National Steel Corp.

Norton Co,

Olin Corp.

Owens-Corning Fiberglas Corp.

Owens-1llinois, Inc.

P’acific Gas & Electric Co.

J. C. Penney Co., Inc.

Pennzoil Co.

Phelps Dodge Corp.

Phillips Petroleum Co.

Potomac Electric Power Co., Inc.

I’P’G Industries

The Procter & Gamble Co.

The Prudential Insurance Co. of
America

Public Service Co. of Colorado

Public Service Co. of Indiana, Inc.

Public Service Co. of Oklahoma

I'ublic Service Electric & Gas Co.

RCA Corp.

Ralston Purina Co.

Republic Stee]l Corp.

Reynolds Metals Co.

Roadway Express, Inc.

Rockwell Industries, Inc.

Rohr Industries, Inc.

Scott Paper Co.

Sears, Roebuck & Co.

Shell Oil Co.,

SIFCO Industries, Inc,

A. O. Smith Corp.

Southern California lXdison Co.

The Southern Co.

Southern Pacific Co.

Standargd Oil Co. (Indiann)

Stauffer Chemical Co.

Sun 0il Co.

Sundstrand Corp.

TRW Inc.

Tenneco, Inc.

Texaco, Inc.

Texas Gas Transmission Corp.

Texasgulf, Inc.

Texas Instruments Inc.

Texas Utilities Co.

Trans World Airlines, Juc.

VAL, Inc.

Union Camp Corp.

Union Electrie Co.

The Union Pacific Railroad Corp.

Uniroyal, Inc.

United States Steel Corp.

United Technologies Corp.

Utah International, Inec.

Westinghouse Electric Corp.

Weyerhaeuser Co.

Wheeling-Pittsburgh Steel Corp.

‘Whiripool Corp.

White Motor Corp.

Xerox Corp.
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Senator Curtis. You may proceed.

Mr. WaLker. Mr. Chairman, this summary is confined to three
major areas of tax revision: (1) tax measures to promote capital for-
mation; (2) tax treatment of domestic international sales corpora-
tions; and (3) taxation of income earned abroad by U.S. businesses
and their affiliates.

Mr. Chairman, from the Sceretary of the Treasury, Dr, Ture and
others, you have or will have received a mountain of testimony to the
effect that our Federal income tax system is seriously titled in favor
of consumption and against the saving, investment, and capital for-
mation that are so crucial to the wellbeing of American consumers,
workers and producers. Time does not permit me to restate these
persuasive arguments. Instead, let. me summarize quickly tax actions
that this committee might recommend to start redressing the im-
balance in our tax system. This should not be done by increasing taxes
on individuals, In fact, we favor permanent extension of the individ-
ual and small business tax reductions oxpiring at midyear.
. First, Mr. Chairman, President FFord’s proposal to reduce the cor-

porate rate from 48 percent to 46 percent has much to commend it.
Unfortunately, few Americans realize that, as you have noted. cor-
porations do not pay taxes; people pay taxes. This misunderstanding
is a formidable obstacle to cutting corporate rates. Nevertheless, we
urge the committee to seriously consider the Ford proposal.

Second, the investment tax credit, widely hailed as a powerful
means of promoting jobs and growth through capital formation,
should be made permanent at the 12 percent level recommended
unanimously last year by the President’s Labor-Management Advisory
Committee. At the least, a permanent ITC of 10 percent—the current
temporary level—is justified.

'I_“lir(l, our depreciation laws should be modernized by replacing the
woefully inadequate historical cost system with one that allows for
inflation. ADR should be retained and liberalized. And immediate
writeoff of expenditures for pollution control is justified.

Finally, with respect to capital formation, some start should be
made toward reducing the double taxation of corporate dividends,
perhaps by permitting corporations to deduct a portion, say, 25 per-
cent, of dividends paid.

Turning now to DISC, largely as a result of the work of this com-
mittee, this tax incentive was adopted in 1971 to increase exports while
maximizing employment at home. Exports have more than doubled,
and we ave convinced, as is the Commerce Department, that DISC
must be given a significant share of the credit.

Not so, say the critics. Devaluation of the dollar has in their view
heen the major factor, assisted by poor crops abroad. They also argue
that in the future & “floating dollar” will solve all our problems—if
exports weaken, the dollar will simply fall in exchange markets and
exports will bounce back.

This is a false argument. Even if we were willing to see our dollar
float downward indefinitely. thereby raising the real cost of imports,
our competitors abroad would doubtless view the situation with con-
siderable alarm, and we could reexperience a series of competitive cur-
rency devaluations reminiscent of the “beggar-thy-neighbor” policies

of the 1930's. Nobody wants that.
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Critics also complain that DISC is “costing” much more than ex-
pected. If it costs more, it is because exports are up. If exports are up,
export-related jobs are also up. In other words, the higher estimates
of revenue impact could reasonably be interpreted as a sign of signal
success. And, beyond this, industry has been provided with job-
creating capital funds in the process.

The attitudes in GATT are also interesting to note. If DISC is
indeed ineffective, why have our competitors abroad screamed so-
loudly that it is an unfair export incentive ¢

Finally, with respect to DISC, Mr. Chairman, it is very difficult for
me to improve on the basic thrust of the testimony earlier this week
by Representative Karth who has studied this issue impartially and
in great depth,

DISC should not be eliminated ; it should not be made incremental ;
it should be retained in its present form.

Turning now, Mr. Chairman to taxation of foreign source income,
there is a disturbing tendency on the part of some observers to depict
the foreign source income provisions of our tax laws as riddled with
so-called “loopholes” that facilitate widescale tax avoidance.

This is incorrect. As is generally true throughout the industrial
world, the U.S. system of taxation of foreign source income recognizes
that the country in which business income is earned has primary tax
jurisdiction over that income; that taxes should not be confiscatory;
and that income should not be taxed until received. Current foreign
source income provisions of the tax laws, although exceedingly com-
plex, are based on these principles.

Furthermore, abrogation of the principles would reduce the com-
petitiveness of U.S. industry in world markets—and in many cases
drive Americans out of business abroad—all to the detriment of
Anmerican workers and consumers,

As is frequently the case, attacks on the existing system, and pro-
posals to change it radically, are based largely on misunderstanding of
the way the system actually operates.

Take, for example, the foreign tax credit, which is effectively
designed to avoid double taxation of income carned abroad. Under
the U.S. foreign tax credit provisions, a U.S. taxpayer can reduce his
Federal income taxes, otherwise payable on his foreign source income,
by foreign income taxes paid on such income. However, the reduction,
or credit, for foreign income taxes paid on the foreign source income,
cannot exceed the U.S. income taxes that would have to be paid on the
ta.::ipayer’s income from foreign sources. This avoids double taxation
and assures that taxes are paid in an amount at least equal to the U.S.
corporate rate. It also eliminstes the possibility of confiscatory
taxation.

. The foreign tax credit is no “giveway.” It does not reduce the for-
91%n and domestic tax burden below the level that would be applicable
if the income were entirely domestic income. Press reports that U.S.
corporations with operations abroad pay only a relatively small part of
their worldwide profits as Federal taxes are highly misleading, because
they ignore foreign income taxes paid on the portion of worldwide
income earned abroad.

- The suggestion that so-called “deferral” be eliminated—that income
earned abroad by subsidiaries be deemed taxable to U.S. shareholders
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before being received, rather than, as is now the case, when remitted
in the form of dividends—is also based upon misunderstanding.

The term “deferral” is a misnomer. Taxation of this forelgn income
by the United States before remittance—before receipt by the U.S.
shareholder—would be “anticipatory taxation,” which is clearly in con-
flict with our basic precept of taxing dividend income only when re-
ceived by the shareholder.

The enormity of the misunderstanding becomes even clearer when it
is recognized that other countries do not tax the unremitted operating
earnings of foreign subsidiaries of their domestic corporations. .An
somse countries, such as France and the Netherlands, do not tax foreign
source income even when actually received by their nationals.

But even when these misconcei)tions are cleared away, therc are still
critics who argue that the overall effect of our approach is to “export
jobs” and increase investment of U.S, firms abroad at the expense of
investment in the United States.

The facts are otherwise. The record clearly depicts a very favorable
U.S. impact from operations of U.S. companies with subsidiaries
abroad. 8.8. employment of these companies has increased over twice
as fast as other U.g. companies; their domestic sales and investment
have increased faster; and their exports of goods produced here have
outstripped those of other firms. :

That record speaks for itself.

A final point, Mr. Chairman, brings us full circle to the capital for-
mation problem discussed at the outset. Proponents of increasing U.S.
taxes on foreign source income argue erroneously that the auto-
matic result would be higher investment in the United States.

Domestic business does not go abroad because of so-called deferral.
It invests abroad to develop market opportunities in competition with
foreign-owned, foreign-based producers, in markets which cannot be
served from the United States for a variety of reasons.

Rather than penalize foreign income through higher taxes, is it
not far better to enact legislation specifically designed to increase the
after-tax return of investment in the United States? That would be
the precise result of the productive tax reform which I discussed
earlier—and capital formation here would surely benefit,

In conclusion, Mr. Chairman, on behalf of the Business Roundtable,
I cannot stress too strongly the fact that failure to adopt measures
promoting greater capital formation, or the enactment of legislation
violating the fundamental objectives of the foreigmn source income pro-
visions of the law, would only in the first instance affect the business
community. The ultimate impact would be on the American citizen—
as a worker and consumer—and that impact would be detrimental.to
his economic well-being. Nothing less than his future standard of
living is at stake.

Thank you very much.

Senator Curtis. Senator Packwood.

Senator Packwoop. Surely on the foreign deferral, I do not under-
stand your theory that this would be like taxing money before it is
distributed to the shareholder. Don’t we do that now with corporations
domestically ¢

Mr. WaLker. Not the shareholders.
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Senator Packwoob. Take corporation A in America. It sets up a 100-
percent subsidiary in Germany. There is not an affiliate or agreement
with a foreign country to pay dividends or not does pay them to
American shareholders or otherwise. Why is that not taxed just as if it
were operated here ?

Mr. WaLker. It is. Stockholders of domestic subsidiaries are not
taxed until dividends are paid. Also, you are assuming 100-percent
ownership. There might be a bunch of other individual shareholders in
addition to the parent U.S. corporation. The parent corporation re-
ceives its income in the form of dividends that are remitted. It is even
clearer if you or I own a share of that controlled foreign corporation
and under Senator Kennedy’s proposal, if you own more than 1 percent
you would be taxed before the corporate income is personal income to

ou.

Y It is almost the same as if you owned a share of stock in a U.S. cor-
poration, and it earns a dollar per share but pays no dividends, you
still would have to pay the tax on the dollar carned. That is anticipa-
tory taxation.

genator Packwoop. In your statement where you quote Chairman
Long, you say corporations really don’t pay taxes anyway. You are
just a conduit and pass them along. If that is true, what difference does
it make what corporate tax rate is if it is 20 percent or 80 percent.

Mr. WaLker. First of all, we have to understand we don’t know the
incidence. In some industries a great portion may be passed on to the
ultimate consumer. If that is true—since most of the goods in this
country are bought by people of low- and middle-income, rich people
spend a lot more money per person but low- and middle-income people
buy much more in the aggregate—then it would be a regressive tax.
If you triple the taxes on grocery stores, which earn about a penny per
sales dollar, they will pass the tax on to consumers and it will be highly
regressive.

Economists will say some of the taxes pass back to the stockholder.
We don’t know how much, This committee assumed about 50-50 back
in 1969 or 1971. The part that is passed back to the stockholder hurts
capital formation and jobs, because it reduces the incentive to invest.

Senator Packwoon. You are saying it is not all passed on.

Mr. WarLxer. Yes. It’s split. But we don’t know how.

Senator Packwoon. The corporation is a collector and sooner or
later. the taxes are borne by you and me.

Mr, Warker. If T am a consumer, to the extent they are passed on
in the form of higher prices, I'm hit, Tf T am a stockholder, T am hit
because it reduces the return on my investment. It hits forward and
backward, in some combination, and veers all over the lot,

The point is that a lot of people think you can tax a corporation
without affecting people. The corporate tax always affects people,
sooner or later, and we don’t know in what way and how much. I wonld
be in favor of getting completely rid of the corporate income tax,
partly for that reason. But I am a realist.

Senator Packwoon. What ahont the value added tax ?

M. Warker. The ronndtable has made no study of the value added
tax. So T want. to emphasize this is personal,

I studied the value added tax in depth when in the Treacury De-
partment, Assistant Seeretary Colien went to Europe to find out about
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it there. I was personally impressed with the fact that a consumption-
based value added tax—not applying to investment goods—would cer-
tainly be a powerful factor in reducing the bias against saving and
investment in our tax system. ‘

However, it has the image over here of being simply a retail sales
tax, and also being very regressive. Furthermore, the impact among
industries and companies would vary greatly; it depends basically on
how labor intensive a company is. A number of members of the round-
table would probably be against the value added tax. But we have to
study it. It is the wave of the future in some important parts of the
world. That is one reason the tax burden on capital formation is less
in Western Europe.

Senator Packwoop. Secretary Simon, about a year ago, presented
excellent testimony. As I recall, all the IXuropean countries presently
ttll)x the great national productions, except Great Britain, less but stiil
above us,

Mr. WarLker. The United Xingdom has finally gotten religion, but
25 years too late,

Senator Pacxwoon. But isn’t the tax regressive ?

Mr. WaLker. We devised in the Treasury Department, through the
ingenuity of Mr. Cohen and others, a technique which would make the
value added tax completely proportional by giving a refundable in-
come tax credit to families—I forget the amount, $30, $40, $50, what-
ever it was—to offset the purchase of necessities. It is like the refund-
able credits given on Nebraska sales tax. You pay a sales tax in Ne-
braska and you get a credit on your income tax. If you don’t have
gnough income tax, it is made refundable and you get a check from the

tate.

Senator Curris. It still serves another purpose.

The question was whether you should charge a sales tax on food
items. That raises all the problems of having various taxes and how
yvou describe something. The refundable credit is supposed to amount
to about what would be paid for the food.

Senator Packwoon. Mr. Chairman, let me ask you a question, be-
canse I am curious about something I read in the paper this morning
about the Budget Committee. Are they ordering us in this tax reform
to come up with $2 billion with loophole closures where we have to
find that money to meet those totals? '

The Ciramyax. They are not ordering us to, no, though that is what
some of their members wanted to do. They are going to put in their
committee report that they would like for us to raise $2 billion by
doing something of that sort.

Senator Packwoon. Will their budget totals be premised upon our
coming up with $2 billion in revenues? :
The CuammaN. They are going to give us one net revenue figure
for new legislation. They will say in their report that this figure is the
net of two things—one plus fizure and one minus figure. I contend that
the budget process means that the Congress tells us how much revenue
it wants and it is our duty to recommend how we can raise that much.

Some of the members of that committee want to give us two figures—
how much of a revenue loss we should provide for the tax cuts, and how
much revenue gain for tax increases. They want to give you two
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figures. In my judgment, that would represent the first step in an
eggrt of the lgudget, Committee to be the tax writing committee and
the Appropriations Committee. The way the budget process was set
up, they are supposed to recommend to the Senate how much revenue
this Government should take in. It is our job to recommend how the
Government can take in that much. I can live with that process, and I
think this committee ought to—that is what was intended when we
voted to set up the budget process. But if they try to tell us to put a
tax on this man and not put a tax on that man, or that we should raise
funds by way of an excise tax rather than by way of an income tax,
then in my judgment, they are stepping outside their bounds.

And if they want to try to mandate that, I think we ought to take
them on on the floor. But that is not what the Budget Committee is
proposing to do now.

r. WaALkEeR. Mr. Chairman, on this. I don’t want to stick my nose
into a congressional procedure.

The CuamyaN. I welcome your suggestions. You have been around
here a long time. We call you the old Charls Walker, since we now
have a new one.

Mr. WaLker. He is a fine person, but he is a little older than I am.
Downtown they call me Charls the first, who knows how to spell his
name correctly.

Seeing this problem coming down the pike, I discussed it in my
biweekly economic raport. [ A copy is submitted for the record.] I re-
ferred to the misuse of the term tax expenditures—which is a very
slippery concept—and, second, the threat to the budget process that
could result from what the Senator referred to. It seems to me, that for
the Budget Committee to tell you how to raise revenue, is tantamount
for that same committee telling the Armed Services Committee that
there should be appropriations for so many MIRV’s, B-1’s, and so on.
To report, telling the tax committee how to raise revenue is, to me,
basically the same. And, in my judgment, it could kill the budget
process.

The Cramrman. I hope that the Budget Committee will not vield to
the temptation of trying to be the tax writing committee. That is a
constant temptation, it appears. They have a far bigger staff than we
have, so I don’t know what the purpose of having all those people
there is for unless it is just a make-work project or unless they do
plan to tell us how to write our tax laws,

It may only be a matter of time before we will have to confront this
matter of the Budget Committee wanting to be the tax writing commit-
tee. As of now, in my judgment, they are going to find this Finance
Committee is far better qualified to write those tax laws—and it is far
better balanced, may I say. At one time the Finance-Committee was ac-
cused of not having enough liberals, but I think we have overcome that.
We have our proportionate share relative to the proportion in the Sen-
ate. I think the Budget Committee is over-balanced the other way.
They are lacking their fair share of moderate and conservatives on the
Democratic side. We will see as time goes by if I am right about that.

In any event, it is clearly this committee that will hold the hearin
on tax matters and hear witnesses like these gentlemen here and tﬁ:
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other 300 people who are affected by the bill and who have asked to be
heard. I believe that if the people of this country make themselves
heard, we will manage to work this thing out so that those who have
heard the witnesses will write the tax laws and not those who have
not heard the witnesses.

I appreciate your statement, Mr, Walker. I have not been able to
give it as much attention as it deserves up to now, but I want you to
know I will give it all the attention I can.

~ I will put it in my pocket and I look forward to talking with your
people in the future about this matter.

Senator Hansen,

Senator HanseN. I don’t think I have any questions, Mr. Chairman.

I think that the real dangers I see in trying to write some good tax
law this year is highlighted by the fact that this is an election year.
It is an awfully easy thing to appeal, if a person is inclined to demo-
goguery it is always great to come out for the little guy and to point

our finger at somebody else and say he is better off than I am or he is

%etter off than you are and let’s put sting on him and we will treat you
better. Of course, you know there isn’t any quick, immediate under-
standable answer for all too mang people. It is only the end result. For
those who talk about all of the progressive laws other countries
have had, how archaic and re ive the United States is, I note with
some ironic satisfaction that lots of the countries that have exhibited
these great progressive ideas are down the drain now beginning with
England. There are more that I think will follow.

I am not persuaded at all that we are going to do the kind of job
that will be helpful to this country in the longrun if we fall sway to
that temptation to try to achieve an immediate political goal and that
is really what worries me about betting into a tax bill this year. I think
there are too many ?eople out on the stump who are going to be try-
ing—they are appealing for votes. It is awfully easy to say if I get in

there, I will change things around and I am just fearful if we yield, I
share your feelings completely about the balance and the wisdom and
the maturity that I think we have in our staff here as contrasted with
some other staffs that T hope will not go unnoticed. It may be that we
will have to just conduct a holding operation, not to try to improve the
tax laws but to see that they are not made a hell of a lot worse.

Thank you.

., The CrAamrMAN. That is one thing people have to keep in mind: No
matter how bad a law is, it is possible to make a still worse one,

Senator CurTis. I appreciate your statement very much, Mr. Walker.
I think you have been most helpful to the committee. It seems to me
that, in a time of budget problems, and so on, we should turn to those
tax proposals which will do the most to create jobs.

There are many well-meaning senators who do not have the oppor-
tunity to hear all the testimony that we do in the course of 3 or 4 weeks
here, and it has a cumulative benefit over the years.

If you would care to submit for the record a hypothetical example
of the working of DISC to show its benefit for jobs in this country
and the same thing in reference to deferral, I would appreciate it.
What I would like, and the reason I say make it hypothetical, is that
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I don’t want to flout anybody’s business transactions around. If it
could be a hypothetical case that very nearly paralleled some actual
operations so that we would have for our explanation on the Senate

floor and debate, it would be most helpful.
Mr. WaLKER. I would be delighted to do so. ]
The CuamrMan. I would like to ask you for a few charts to put in

the record to illustrate your thinking. o
I think sometimes if you can look at something in terms of columns of

numbers, where you put assumptions down and see how they work out,
it is easier to see what things we are going to have to argue about.
[The following was subsequently received for the record:]

I. DISO

Although it is difficult to pinpoint specifically the effect of DISC on U.S. jobs,
Secretary Simon has testified that the latest Treasury report on DISC estimates
that in 1974 DISC stimulated exports by $4.6 billion resulting in an increase of
230,000 jobs. He further testified that the employment associated with additional
exports attributable to DISC in 1976 could be as much as 300,000 jobs. You also
have testimony from others that exports and U.S. employment of companies using
DISC have increased faster than companies not using DISC.,

"DISC has contributed to this growth in a number of different ways : by influenc-
ing business decistons to expand U.S. manufacturing facilities rather than estab-
lishing a facility abroad, by increased profit margins on export sales, by pro-
viding funds for long range export market development programs or hy providing
the necessary capital to permit U.8. businesses to meet the extended credit pro-
vislons offered by foreign competitors often with the assistance of their own
governments. For example, in the case of one company, domestic receivables
are outstanding an average of 50 days—that 18, domestic receivable halances
represent in the aggregate 13.9 percent (50/3060) of its annual domestic sales.
In the case of export sales, however, receivable halances are outstanding 120
days on the average, representing in the aggregate an average of 33.3 percent
(120/360) of its annual export sales. Export recelvables in this case require
excess financing of 19.4 percent of annual sales value over its capital financing
requirements for domestic sales. Exhibit A shows how over a period of years the
DISO tax deferment gradually builds up funds to finance these excess receivables.

If without these funds the export division of this company were reqnired to
meet the same budgetary restraints on receivable balances as applied to its
domestic business, it estimates that its U.S. export related employment would
have been reduced as much as one third because of loss of export sales to foreign
competition due to inability to meet the credit terms offered by its foreign
competition,

11. “DEFERRAL”

The effect on U.S. jobs of deferral relates to the ability of foreign subsidiarfes
of U.S. corporations to remain viable vis-a-vis their foreign-hased foreign-con-
trolled competitors. Based on a 1975 NAM export job survey, it has been estimated
that approximately one third of U.S. exports are attributable directly or
indirectly to U.S. direet foreign investments. If the viability of these direct
foreign investments were damaged by imposition of an additional tax burden not
borne by foreign competitors, this would threaten the continuation of exports
to foreign subsidiaries of U.S. manufactured component parts and equipment
used in their manufacturing processes—components and equipment which would
not be purchased from U.S. sources if those foreign investments were not under
U.S. control. In addition, exports resulting from pull through the U.S. presence
abroad would be significantly reduced.

For example, assume that the effective income tax rate In Country X is 30
percent and that the U.S. eliminates the so-called deferral. The relative status of
a U.8. controlled vs. foreign controlled corporation in that country can be
illustrated as follows, assuming an investment of $500,000,
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Foreign
controlied  U.S. controlied

Sale8. o iiiiiciccciicmacesccccccranencceceracacsmccananceaanannen $1, 000, 000 $1, 000, 000. 0
Income before taxes.. . .....o.ieeeeieiiaciriecrccrenceaccaciaannaanaaann 100, 0G0 100, 000. 0
Taxes:
OTIBN. < eeeraecccacacenacaacaccannacncaaenrceeanencneenemnnen 30,000 30,000.0
United States. . 0 18,000.0
L £ 30, 000 48, 000. 0
Netincome. ... ... ieen i ccaeicaiaciccacarccccaac e aaanan 70, 000 52,000.0
Ratio N/l to sales (percent). ... oo oocnoiemmie i cacceraamccaanaaanannans 7 5.2
Return on investment (percent). ... Lol 14 10. 4

Thus the capital formation of the foreign controlled corporation would be in-
creased $18,000 or 34.6 percent over the capital formation of the U.S. controlled
foreign corporation. This increase In capital formation will give the foreign
controlled corporation a decided advantage in planning its strategy for growth
and in capturing markets from its U.S. controlled competition. This would in-
clude utilization of these excess funds not available to its competitor for price re-
ductions, market development purposes, development of new or improved prod-
ucts, establishment of more efficient production facilities and the like. Eventually
the competitive position of the U.S. controlled foreign corporation would deteri-
orate with reduction or even elimination of related U.S. exports and commen-
surate loss of U.S. jobs.

EXHIBIT A
EFFECT OF DISC ON FINANCING OF EXCESS EXPORT RECEIVABLES

1972 1973 1974 1975 1976 1977 1978 1979 1980

A. Current year exrort sates......... $100.0 $115.0 $132.0 $152.0 $175.0 $201.0 $231.0 $266.0 $306.0
B. Current year DISC commission (6

percentXA). ... ..._._...._.. 6.0 6.9 7.9 9.1 105 121 139 16.0 18.4
C. Income retained by DISC (50 per-

cemtXB).. oL 3.0 3.5 4.0 4.6 5.2 6.0 6.9 8.0 9.2
D. Current year tax deferment (re-

tained in C; 48 percentXC)..... L.§ 1.7 1.9 2.2 2.5 2.9 3.3 3.8 4.4
E. Cumulative DISC funds (summaries

of amounts inC)............... 3.0 6.5 10.5 151 20.3 26.3 332 4L2 50. 4
F. Export receivables §120/360xA)- .- 333 383 4.0 5.7 583 620 77.0 837 102.0
G. Excess receivables (70/360XA).... 19.4 22,3 257 29.6 340 39.1 4.9 5.7 59.5

H. Cumulative DISC funds as percent

of excess export receivables .
({0 T 15.5 29.1 40.9 5.0 59.7 67.3 7139 79.7 84.7

Assumptions and comments: A. Exports grow 15 percent per year. B. Profit margin on exports is 12 percent, 15 of 12
percent or & percent is allowable DISC commission. C. DISC is deemed to distribute 50 percent of its income back to its
parent. D. 48 percent of retained DISC funds is the amount of tax deferred. E. Compound interest effect ignored for sim-
Blicity‘ Interest would add $9.0 to cumulative total of $50.4 through 1980. F, Export receivables average 120 days. G.

omestic receivables average 50 days, a difference of 70 days.

The CrnairyMaN. There are some who feel we ought to try to see to
it that capital gains and all investment income are taxed as heavily
as earned income. If that result is achieved, Senator Kennedy has an
amendment to move the tax on earned income up to a 70 percent
rate. I wish you would analyze that proposal and see how your people
think it would work out.

Here is one example with which T am familiar. There is a good weld-
er in Louisiana. He is a single man. He finds after he has made $25,000
net to him after taxes, he is in a 50 percent tax bracket. That takes him
cight months, At that point, he quits working. Actually, he does not
exactly quit. He tells the union steward he wants to be laid off. He is
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laid off from this job and draws his unemployment compensation.
. He proceeds to fix up his boat aad spends his time fishing and hunt-
ing for the rest of the year. Up to Mardi Gras time when the weather
gets nice, he goes out and does some more welding. When that man
quits, other dpgople are put out of work. When you are welding pipes
together to drill out in the Gulf of Mexico, if you are not going to buy
amore pipe, that puts those people out of work, those hauling the
‘pipe, and it puts the trucker out of work, it puts people at the steel
plant out of work, it puts ¥eople at the mine out of work, and it puts
people at the railroad out of work. That is upstream.

Then downstream, the limiting factor on how many people can be
drilling out in the Gulf of Mexico is the number of personncl. When
that welder arranges to have himself laid off, he gets five other people
laid off with him because here is where you have a shortage.

You know as well as I do, Mr. Walker, down around Houston, Texas,
those who need welders are bidding up the wages against one another
to get welders. After.a certain period of time, the people quit Lecause
the tax law has become a disincentive,

I would appreciate it if you and your people, and perhaps Dr. Ture,
would undertake a study of what is likely to happen 1n peacetime when
you put into effect a 70-percent tax on earned income, and let’s assume
our liberal friends do everything that falls into the same category
and knock out accelerated depreciation. By the time they are ({;one,
they should knock out the investment tax credit, too, because all their
logic would support knocking out accelerated rlepreciation and would
support knocking out the DISC.

I wish your people would give us your best estimate of what will he
done to the economy and what will be done to our revenue if these pro-
posals are enacted. When we considered repeal of the investment tax
credit, we were doing it on the assumption that the country would
stay profitable. You were in the Treasury at the time, Mr. Walker.
and you know the country did not stay profitable. Ve did not attribute
the recession that occurred to the tax bill.

I guess that at that time we in Congress could not afford not to do
it, so we insisted on passing the investment tax credit repeal. You in
the executive department couldn’t oppose that because, under pressure
from up here, your people recommen({)ed it. By the time we go through
with all that, what was President Nixon asking us to do? It was to
reinstate the investment tax credit.

Mr. WaLger. We goofed, and when we found out we goofed, we
quickly ungoofed and came back up here and got ITC and ADR.

The CuamrmaN. And didn’t the economy start moving up again?

Mr. WaLker. There is no doubt about it.

The CrAmRMAN. It is amusing to me that economists who went along
with that “reform” all like to say that it did not have anything to do
with the economic disaster that occurred thereafter.

Do you believe that that economic downturn happened without any
relevance to that Tax Reform Act of 196997

Mr. WaLker. The Tax Reform Act of 1969 is the saddest experi-
ence in my career, in the way it ended up being so heavily weighted
against investment, saving, and capital formation. I wish I could relive
that chapter over again. We were caught up in a tide of misunder-
standing throughout the country. It started when the incumbent Sec-
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retary of the Treasury, in January 1969, made a speech up here about
a few rich people who paid no income taxes. ]

In February—we had just come into office—we got more mail in
the Treasury Department in one month griping about taxes than
we got in the entire preceding year. It might have died away later,
but the Congress happened to go home in April. People had just made
out their income tax returns, and they t to the bottom line, felt
they were through, and the form said “add seven and a half percent
for the surtax.” Excuse the expression—all hell broke loose. When you
Eeople came back, I knew there would be a tax reform act of 1969

ecayse the tide could not be turned back.

It hurt. There is no question about it.

The Cramrman. You sent down a bill that was supposed to be a bal-
anced bill. Business was supposed to lose their deductions, but the
trade off was to be a reduction in the rates. What happened when the
bill went through?

Mr. WarLxer. We did not get the reduction in corporate rate.

The Crramaan, So the rate reductions came out and, in addition to
what you were going to do with business, some of our liberal friends
thought of other things to do with business. When they go through,
the bill clobbered business and gave tax cuts to the rank and file,
mainly labor, of a great deal more than it was supposed to raise.

On balance, it was supposed to be a $2 billion revenue loser. It
probabli; lost us $10 billion if you look at the part it played in getting
us into the recession after the effective date.

If you then look at how we proceeded to repeal the principal
“reform” in the bill and how the economy then turned around, I think
it is clear on the face of it that bill under the guise of reform clob-
bered business, and the result was that it probably played more of a
leading role than any single item in the recession that followed. When
we repealed that mischief, business began to move forward.

Mr. WaLker. That, coupled with too restrictive a monetary policy
augmented the situation.

The CuamrMAN. Thank you very much.

Senator Dole.

Senator DoLe. I am sorry I missed your statement. I am on the
Budget Committee and we had a hard night last night trying to figure
out how the Finance Committee would operate.

The CuairmMAN. I think the record should show Senator Dole was
not here when we discussed the problem earlier. .

Senator Fan~NiN. Would it be fair to say the Budget Committee has
had a hard morning here this morning in absentia ¢ -

The CuairMaN. We will do the best we can. Thank you very much.

[The prepared statement of Dr. Walker and supplemental state-
ment of the Business Roundtable follow. Oral testimony continues on

p.1717¢]

TESTIMONY ON TAx REvVISiON BY DR. CHARLES B. WALKER, CONSULTANT, ON
BEHALF OF THE BUSINESS ROUNDTABLE

SUMMARY

1. Testimony is limited to three major areas of tax revision: (1) tax measures
to promote capital formation; (2) tax treatment of Domestic International
Sales Corporations (DISC’s); and (8) taxation of income earned abroad by
U.8. businesses and thelr afliliates.
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2. The capital formation that creates joLs and enhances economic growth
and competitiveness in world markets is severely hampered by the bias in our
Federal tax system which favors consumption over saving and investment. A
partial list of actions to redress the imbalance would include: (1) reduction
in the corporate tax rate; (2) enactment of a permanent 12 percent investment
tax credit; (3) modernization and liberalization of other capital recovery
allowances; and (4) initial steps to eliminate the double taxation of corporate
dividends. -~

8. DISC’'s were authorized in 1971 as a tax incentive for stimulating exyorts
and increasing U.S. employment. The program has been very successful. Exports
bave surged and export-related employment has increased. DISC should Le
retained in its present form.

4, 'I'he recommendations of those who see the forelgn tax credit as riddled with
loopholes, are based on a fundamenial misunderstanding of the way the foreign
tax credit provisfons operate. The foreign tax credit is designed to avoid double
- taxation of income earned abroad and thus prevent confiscatory taxation. I'ro-
posals to limit or repeal the foreign tax credit would severely reduce, if not
eliminate the competitiveness of U.S. firms in world markets. The foreign tax
credit principles of present law should be retained.

5. “Deferral” is a misnomer, A fundamental precept of U.S8. taxation is to
tax income only when received; taxation of income earned abroad before it is
received by U.S. sharcholders would violate that principle. Furthermore, the
revenue gain would be small, if not eliminated (as foreign governments raised
taxes). Jobs and investment here would be impaired because foreign affiliates are
major customers of their U.S. parents. .

Investment abroad does not displace investment at home. Forelgn affiliates
are a necessity for doing business in most instances. Studies have shown that
companies doing business abroad invest in the United States at a much faster rate
than those operating solely in this country.

For these and other reasons, the foreign source income provisions of the tax
laws should not be ehanged.

STATEMENT

Mr. Chairman and Members of this distinguished Committee: My name is
Charls I2. Walker and I am a consultant to The Business Roundtable. Speaking
on hehalf of its 170 members, I want to express the gratitude of The Roundtable
for the opportunity to testify before this Committee on tax revision. My oral
remarks will be limited to 10 minutes. I3ut a longer statement and a supplement
are submitted for the record.

This summary is confined to three major areas of tax revision: (1) tax
measures to promote capital formation; (2) tax treatment of Domestic Inter-
national Sales Corporations; and (3) taxation of income earned abroad by U.S.
businesses and their affiliates.

Mr. Chairman, from the Secretary of the Treasury and others, you have or
will have received a mountain of testimony to the effect that our Federal income
tax system 1is seriously tilted in favor of consumption and against the saving,
investment, and capital formation that are so crucial tv the well-being of
American consumers, workers and producers. Time does not permit to restate
these persuasive arguments. Instead, let me summarize quickly tax actions that
this Committee might recommend to start redressing the imbalance in our tax
system. This should not be done by increasing taxes on individuals. In fact, we
favor permanent extension of the individual and small business tax reductions
expiring at mid year.

First, Mr. Chairman, President Ford’s proposal to reduce the corp rate from
48 to 48 percent has much to commend it. Unfortunately, feww Americans real-
ize that, as you have noted, corporations do not pay taxes, people do. This
misunderstanding is a formidable obstacle to cutting corporate rates. Never-
theless, we urge the committee to seriously consider the proposal 1.

Second, the Investment Tax Credit, widely hailed as a powerfnl means of
promoting jobs and growth through capital formation, should be made
permanent at the 12 percent level recommended unanimously last year by the
President’s Labor-Management Advisory Committee. At the least, a permanent
ITC of 10 percent—the current temporary level—is justified.

Third, our depreciation laws should be inodernized by replacing the woefully
inadequate historical cost system with one that allows for inflation. ADR should
be retained and liberalized. And immediate write-off of expenditures for pollu-
tion control is justified.
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Finally, with respect to capital formation, some start should be made toward
reducing the double taxation of corporate dividends, perhaps by permitting
corporations to deduct a portion (say 25 percent) of dividends paid.

Turning now to DISC. Largely as a result of the work of this Committee, this
tax incentive was adopted in 1971 to increase exports while maximizing employ-
ment at home. EXports have more than doubled, and we are convinced (as is the
Commerce Department) that DISC must be given a significant share of the credit.

Not so, say the critics. Devaluation of the dollar has in their view been the
major factor (assisted by poor crops abroad). They also argue that in the future
a “floating dollar” will solve all our problems—if exports weaken, the dollar will
simply fall in exchange markets and exports will bounce back.

This is a false argument. Even if we were. willing to see our dollar float
downward indefinitely, thereby raising the real cost of imports, our competitors
abroad would doubtless view the situation with considerable alarm and we could
re-experience a series of competitive currency devaluations reminiscent of the
“beggar-thy-neighbor” policles of the 1930's. Nobody wants that.

Crities also complain that DISC is “costing” much more than expected. If it
costs more, it's because exports are up. If exports are up, export job-related
jobs are also up. In other words, the higher estimates of revenue impact could
reasonably be interpreted as a sign of signal success.

And beyond this, industry has been provided with job-creating capital funds
in the process.

The attitudes in GATT are also interesting to note. If DISC is indeed ineffec-
tive, why have our competitors abroad screamed so loudly that it is an unfair
export incentive?

Finally with respeet to DISC, Mr. Chairman, it is very difficult for me to
improve on the basic thrust of the testimony earlier this week by Representative
Karth, who has studied this issue impartially and at great depth.

DISC should not be eliminated ; it should not be made incremental; it should
be retained in its present form,

" "TURNING NOW TO TAXATION OF FOREIGN SOURCE INCOME

Mr. Chairman, there is a disturbing tendency on the part of some observers to
depict the foreign source income provisions of our tax laws as riddled with
so-called “loopholes” that facilitate wide-scale tax avoidance.

This is incorrect. As is generally true throughout the industrial world, the
1.8. system of taxation of forelgn source income recognizes that the country
in which business income is earned has primary tax jurisdiction over that
income; that taxes should not be confiscatory; and that income should not be
taxed until received. Current foreign sources income provisions of the tax laws,
although exceedingly complex, are based on these principles.

Furthermore, abrogation of the principles would reduce the competitiveness
of U.S. industry in world markets—and in many cases drive Americans ont of
business abroad-—all to the detriment of American workers and consumers.

As is frequently the case, attacks on the existing system. and proposals to
change it radically, are based largely on misunderstanding of the way the
system actually operates.

Take, for example, the forelgn tax credit, which is effectively designed to
avoid double taxation of income earned abroad. Under the U.S. forelgn tax
credit provisions, a U.S. taxpayer can reduce his Federal income taxes, otherwise
payable on his foreign source income, Ly foreign income taxes paid on such
income. However, the reduction, or credit, for foreign income taxes paid on
the foreign source income, cannot exceed the U.S. income taxes that would have
to be paid on the taxpayer’s income from forelgn sources. This avoids double
taxation and assures that taxes are paid in an amount at least equal to the
U.S. corporate rate. It also eliminates the possibility of confiscatory taxation.

The foreign tax credit is no “giveaway.” It does not reduce the foreign and
domestle tax burden below the level that would be applicable if the income were
entirely domestic income. Press reports that U.S. corporations with operations
abroad pay only a relatively small part of their world-wide profits as Federal
taxes are highly misleading, because they ignore foreign income taxes paid on
the portion of world-wide income earned abroad,

The suggestion that so-called ‘“deferral” be eliminated—that income earned
aboard by subsidiaries be deemed taxable to U.S. shareholders before being re-
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ceived, rather than, as is now the case, when remitted in the form of dividends—
is also based upon misunderstanding. -

_ The term “deferral” is a misnomer. Taxation of this foreign income by the
U.8. before remittance—before receipt by the U.S. shareholder—would be
“anticipatory taxation,” which is clearly in conflict with our basic precept of
taxing dividend income only when received by the shareholder.

The enormity of the misunderstanding becomes even clearer when it is
recognized that other countries do not tax the unremitted operating earnings of
foreign subsidiaries of their domestic corporations. And some countries, such as
France and the Netherlands, do not tax foreign source income even when actually
received by their nationals.

But even when these misconceptions are cleared away there are still critics who |
argue that the overall effect of our approach {8 too “export jobs” and increase
!Snvestment of U.S. firms abroad at the expense of investment in the United

tates. :

The facts are otherwise. The record clearly depicts a very favorable U.S.
fmpact from operations of U.8. companies with subsidiaries abroad. U.S. em-
ployment of these companies has increased over twice as fast as other U.8,
companies; their domestic sales and investment have increased faster; and
their exports of goods produced here have outstripped those of other firms.

That record speaks for itself,

A final point, Mr. Chairman, brings us full circle to the capital formation prob-
lem discussed at the outset. Proponents of increasing U.S. taxes on foreign
gource income argue erroneously that the automatic result would be higher in-
vestment in the United States.

Domestic business does not go abroad because of so-called “deferral.” It in-

..vests abroad to develop market opportunities in competition with foreign-
owned, foreign-based producers, in markets which cannot be served from the
United States for a variety of reasons.

Rather than penalize foreign income through higher taxes, I8 it not far better
to enact legislation specifically designed to increase the after-tax return of
investment in the United States? That would be the precise result of the Pro-
ductive Tax Reform which I discussed earlier—and capital formation here

would surely benefit.
OONCLUSION

In conclusion, Mr. Chairman, on behalf of The Business Roundtable, I can-
not stress too strongly the fact that failure to adopt measures promoting greater
capital formation, or the enac¢tment of legislation violating the fundamental
objectives of the foreign source income provisions of the law, would only in the
first instance affect the business community. The ultimate impact would be on
the American citizen—as a worker and consumer—and that impact would be
detrimental to his economic well-being. Nothing less than his future standard of
living is at stake.

Thank you very much.

SUPPLEMERTAL STATEMENT ON CEBRTAIN ITEMS oF TAX REVISION BY THE BUSINESS
ROUNDTABLE

In order to focus attention on issues critical to the business community, The
Business Roundtable has confined its statement to three major areas of tax
revision: (1) tax measures to promote capital formation; (2) tax treatment of
Domestic International Sales Corporations (DISC’s); and (8) taxation of
income earned abroad by U.8. businesses and thelr affiliates.

TAX MEASURES FOR CAPITAL FORMATION

Mr. Chairman, our Federal income tax system {s tilted {n favor of consump-
tion and against saving and investment that are essential to & high and sustained
level of capital formation. That view is supported by data and analyses, whether
we compare the relative impact of tax structures here and among our competitors
abroad, trends over the past few decades, or widely accepted projections for
the future. If we do not begin now to redress this imbalance, it is the typleal
working man or woman who will ultimately suffer most.

This is because capital formation—coupled with the skill, industriousness, and
ingenuity of workers and managers—is the secret of our economic success.
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Capital formation {8 a “must” to create jobs for a growing labor force and
enhance the productivity which restrains inflation and increases our competitive-
ness abroad. And, needless to say, capital formation is essential for achieving
greater energy independence and financing future social services. In short, in
the battle to foster capital formation, nothing less than the U.8. standard of
Hving 1s at stake,

Although broad-based recovery is under way, the U.8. economy has performed
poorly over the past decade. While there are those who would blame our recent
problems of recession, unemployment and inflation on inappropriate stabilization
policles, and these have indeed been less than perfect, the fact is that the economy
had drifted badly out of balance in a fundamental sense. And a big part of the
reason is that business had been uuable to attract adequate amounts of invest-
ment—especially equity funds—at re<sonable prices.

We must have Productive T~<¢ Reform to stimulate capital formation in
the producer sector. This 1s our most powerful means to increase productivity,
prevent chronte inflation, provide jobs for a growing labor force, achieve greater
etfulefg‘y independence, finance future social services, and advance our standard-
of living.

We need Productive Tax Reform—not the kind that sees every incentive to
invest as a “loophole,” but the kind that will enable business to finance this
country’s future.

Since 1960 the United States has had the lowest level of capital investment
and the lowest rate of productivity growth of any of its major competitor
countries. Here are the annual averages for the years 1960-73 ;

Annus!
Totsl  Nonresidential productivity
investment 8s  investment as increase
untry percent ol percen reen
Count tof GDP ! tof GDP1
18 4 3.3
35 . 10.5
26 20 58
25 18 6.0
22 17 4.3
21 14 6.4
19 15 4.0

1 Gross domestic product.
Source: Apr. 1, 1975, study by the Office of Financial Analysis, U.S. Treasury Depariment,

Nearly all these nations give more favorable tax treatment to capital invest-
ment than does the United States, Unless this imbalance is altered, the United
States will face the loss of markets and jobs to these competitor countries.

Moreover, the United States will have to provide jobs for 7 million more
persons in its labor force by 1980, and upgrade the productivity and earning
power of the present labor force. By 1980, it will take an investment of $34,600
to support the average worker with needed plant and equipment.

It is estimated that in the period 1877-80, non-financial corporations will have
to raise and invest about $312 billion a year, compared with $210 bfllion in
1974. It this is not done, the nation will face problems of chronic inflation, un-
employment, and stagnation. Unfortunately, business is in no condition to raise
$312 billion a year under present tax policies.

Business has four basic sources of funds for investment, and below is a
reasonable estimate of where business would get the funds it needs each year,
1977-80, under present tax policles:

Billions

Needed per year oo e me e ————————————— $312
Depreclation e men e —— e e —————— 120
Retained earnings._ e eecc—e———m 36
New debto e ————————— 26
New equity shares (best year todate: $11.4in 1971) o oo 10
Total raised e m e ————————— $262
Leaving a gap per year .o eeccc e ccccecccememm—en————— $ 50

69-460—76~——pt. 4——10
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Business will be forced to try to close the gap by reducing investment in plant
and equipment ; by cutting back inventory buying; and by cutting back financial
asset holdings. The result in all cases is reduced business activity, contributing
to unemployment, slower growth in productivity, and posing problems of chronic
infiation and stagnation,

This Committee can help solve this problem by recommending legaslation
which will shift the anti-Investment blas of the tax system to a more balanced
one. This does not require an ifncrease in individual income taxes; in fact, the
tax cuts benefiting individuals and small business which expire at mid-year should
be extended permanently.

The Federal government has recognized for many years the important role of
tax policy in helping industry to generate internal funds for capital investment.
Such tax policy measures have included the enactment of accelerated deprecia-
tion methods in 1954 and the investment tax credit in 1962, the issuance of the
liberalized depreciation guidelines in 1862, adoption of the Asset Depreciation
Range (ADR) system of depreciation in 1971, and the temporary two year in-
crease in the I'TC to 10 percent in 1975.

President Ford's proposal to reduce the corporate tax rate from 48 to 46
percent would, of course, be very constructive. However, the practical outlook
for such action is not encouraging. One reason is that few Americans realize
that—as you yourself noted on the Senate floor last year, Mr. Chairman—cor-
porations do not pay taxes, people do. Since the corporation is simply a “surro-
gate collector” for the Internal Revenue Service, sooner or later the taxes are
borne by people like you and me. Nevertheless, we recommend that the Commit-
tee serlously consider President Ford's proposal.

NIED FOR PERMANENT INVESTMENT TAX CREDIT

While it would be preferable to move to the 12 percent level recommended
unanimously by the President's Labor-Management Advisory Committee last
year, assurance that the temporary 10 percent credit will be converted to & per-
manent part of our tax system—not subject to the on-again, off-again ‘reatment
of the past—would do much to foster the long-term planning so essential to
capital formation.

The investment tax credit and the ADR system have been improperly attacked
by some as “loopholes.” The critics imply that national policy objectives behind
enactment of those provisions were somehow unintended. This simply is not the
case. Congress recognized these as necessary measures to encourage activity
that it considered to be in the best interests of the country.

These provisions were needed to stimulate the economy, create additional jobs,
combat inflation by increasing the flow of goods into the market, encourage ex-
penditures for machinery and equipment, help our exporters compete in foreign
markets, and improve our balance of payments. Certainly these continue to be
necessary national objectives.

Current and long-range capital requirements in the United States argue
strongly for permanent increase in the investment tax credit for all taxpayers.
Such an increase would help offset some of the effects of inflation on capital
formation, would contribute to improved corporate liquidity and would serve as a
strong incentive to the modernization and replacement of existing facilities and
investment in new faellities.

It would be highly desirable that the investment tax credit be increased
to a permanent 12 percent rate for all taxpayers and without any corresponding
reduction in the basis of the property. The credit should be made fully applicable
to expenditures as incurred in the case of property heing constructed by and for
the taxpayers, and the increase in limitation for the years 1975 through 1080 on
the amount of a public utility’s tax liability that may be offset by the investment
tax credit should be made applicable to all regulated industries and to industry

generally.
NEED FOR IMPROVED CAPITAL SYSTEM

U.S. tax laws relating to depreciation are badly in need of modernization. Here
again, study, discussion and debate are necessary, especially with respect to ap-
propriate methods of replacing the woefully inadequate historical cost system
with one that allows for inflation.

Although Congressional actions in 1971 significantly improved the rate of
capital recovery in the United States, existing capital allowances, which are



1711

based on the outmoded concept of depreciable life, still do not fully take into
account the rapid pace of technological advances, obsolescence, liberal depreci-
ation allowances enjoyed by forelgn competitors and the ever-increasing cost
of asset replacement in an inflationary economy.

Current and long-range capital requirements in the United States require an
immediate, permanent and substantial improvement in the nation’s capital
recovery system.

As an immediate step, Congress should inerease the present depreciation range
permitted under the Class Life ADR system from 20 percent to 40 percent of
the current class lives, and provide shorter recovery perlods for industrial
bulldings. Also, the class lives should be made permanent and not subject to
adininistrative change. In addition, capital recovery deductions should be per-
mitted when expenditures are incurred rather than when assets are placed in
service, and taxpayers should be allowed to fully recover their investments with-
out regard to salvage value, _

Yor the longer term, Congress should enaet a true capital recovery system.
Under such a system the investment in machinery and equipment would be re-
coverable for income tax purposes over a period of up to five years and the cost
of industrial buildings would be recoverable over a period of up to ten years.

Any capital recovery system, if it is to increase investment in the job-creating
tools of production, must provide for a permanent investment tax credit at full
rate and use of accelerated methods of computing the annual capital recovery
deduction.

Finally, a start should be made toward development of a eapital recovery sys-
tem which will allow taxpayers to adjust their capital recovery allowances to
compensate for the erosion of inflation., The present historical cost system is
woefully inadequate and any permanent solution to the problem of capital forma-
tion in an inflationary economy requires adoption of some appropriate procedure
that recognizes and allows for inflation. -

WRITE-OFF OF POLLUTION CONTROL FACILITIES

As a further recognition of the nced for adequate and timely capital recovery,
Congress should enact legislation to permit snmortization of the costs of certified
pollution control facilities over any period selected by the taxpayer, including the
fimmediate write-off of such costs in (he year of acquisition. Expenditures for
facilities including land, hulidings and equipment, whose principal purpose is for
pollution control, should qualify for immediate deduction for Federal income
tax purposes, -

Immediate write-off of pollution control facilities is consistent with the con-
cept that the costs of pollution control facilities should be shared equally with
the general publie through the participation of the Federal government, In ad-
dition, although the concept of tying tax depreciation deductions to the under-
lying asset’s useful productive life {s obsolete and should be discontinued, the
immedinte write-off of pollution control expenditures wonld be consistent with
the concept because such assets seldom are of an income producing character.
The immediate write-off of such expenditures would also minimize the diversion
of funds from other capital programs involving projects which would provide
u financial return and result in increased output of goods and services,

RETENTION OF PERCENTAGE DEPLETION

Congress has consistently over the years recognized the significance of natural
resources to the security and the economy of the nation,

The percentage depletion provision in the Federal tax laws represents the
Judgment of Congress that money which could be obtalned by the public sector
through taxes can better serve the public interest by remaining in natural re-
sources industries, where it can be put to use in helping to offset deterioration of
America’s vital raw materials and energy base, This tax incentive has been
available to the extractive industries for nearly half a century and has served
well the purpose for which it is intended. Percentage depletion is fully as im-
portant today to the natural resource industries as it has Leen in the past,
perhaps even more so.

While Congress recently cut back significantly the percentage depletfon write-
off for oil nund gas, 1t should take no further adverse action in the depletion area,
since the discovery of minerals is becoming more and more costly. The minerals
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industry must expend great sums of money on exploration and this requires
sophisticated and expensive geological, geochemical and geophysical equipment.
On top of these expenditures, the extractive industries are faced with large in-
creases in costs as a result of environmental and health and safety legislation
which has been enacted in recent years.

Historically, the extractive industries could and did meet their capital needs
by means of internally generated cash flow. This, however, i8 no longer true.
In recent years these industries have turned increasingly to debt financing,
thereby significantly increasing both the debt burden and the debt/equity ratio.
The ability to generate capital internally, and to attract outside capital, is
dependent on profitabllity since that determines cash flow and return on invest-
ment. The lower the profits, the less funds are generated internally to meet capi-
tal needs. Decreased profitability in turn decreases the attractiveness for ex-
ternal financing. Finally, even when external financing is obtained, the ability
to service new debt burdens Is impaired whenever profits drop.

Percentage depletion is essential because it will help generate some of the
capital needed to finance the required expansion of mineral output. Specifically,
it can contribute up to one-third of the estimated capital required, depending
on the particular mineral. In addition, the allowance for depletion helps gen-
erate earnings and to that extent helps attract investment funds.

INTEGRATION OF CORPORATE AND INDIVIDUAL INCOME TAXES -

The double taxation of corporate dividends—once to the corporation and again
to the shareholders when they recelve their dividends—has had undesirable ef-
fects on the American economy.

It has reduced the effective return on equity securities, making them less at-
tractive to investors and diverting savings into other kinds of investments, with
a depressing effect on the rate of return on those investments. Elimmination of the
double tax would increase the rate of return on all savings and facilitate the
capital formation which is needed to meet the economic challenges which face
us.,

The double tax has created a strong bias against new equity capital and in
favor of debt financing. The fact that interest {s tax deductible while dividends
are not has resulted in a steady increasing use of debt financing to expand the
capital base of American industry. This has weakened the financial structure of
many businesses and has contributed significantly to the rise in long-term in-
terest rates. )

The double tax discourages investment in dividend paying stocks. This has
contributed to the difficulties faced by utilities in raising the equity capital they
need to meet the expanding energy and communication needs of our growing
economy, because they have to rely on high dividend payments to attract investors.

From the standpoint of tax equity, dividend income should not be taxed more
heavily than other forms of income. The mere fact of doing business in corpo-
rate form should not subject the owners to a double tax and place them at a
disadvantage vis-a-vis other forms of business enterprise.

There are two basic ways of alleviating this double taxation burden and they
have different impacts on the corporation and its shareholders.

The simplest and most straightforward method is to allow the corporation a
tax deduction for dividends paid. This method has many advantages: First, the
tax savings can be used to increase retained earnings of the corporation, where
the need for caplital lies. Second, equity financing is put more nearly on a par
with debt financing, because both dividends and interest would be tax deductible.
Thig encourages the maintenance of sounder debt to total capital ratios. Third,
the corporation may be enabled to increase the dividend rate, thereby increasing
the rate of return and encouraging equity investment. Fourth, the corporation's
cash flow and earnings are favorably affected with a beneficial effect on the price
of the stock and the corporation’s ability to market its stock. Finally, integra-
tion can be phased in by annual increases in the percentage of dividends allowed
as a deduction.

Allowing the corporation a deduction goes somewhat beyond the elimination
of the double tax, of course, because many holders of corporate stocks pay no
tax on their dividends. Many large shareholders are nontaxable entities such
as pension funds and charitable foundations. Other holders are in low income
brackets and have no tax llability. However, these nontaxable holders are never-
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theless bearing some of the burden of the corporate tax, because it results in
lower dividend payments, so some form of reltef is in order.

The other basic method of achieving integration is to require shareholders to
gross-up their dividends by the amount of the corporate tax and allow them a
refundable credit equal to the gross-up. This method has the following attributes:
First, the tax savings accrue to the shareholders. If the corporation wishes to
recapture the savings for capital investment, it may issue new equity securities,
reduce the dividend rate, or both. Second, a reduction of the dividend rate can
cause adverse shareholder reaction and have a depressing effect on the price of
the stock, even though the credit allowed the shareholders is in fact an addi-
tional dividend which can be realized through reduction of the shareholder’s tax
lfability. Third, the credit can be denfed to tax exempt organizations and foreign
shareholders if relief for them is considered inappropriate. Finally, integration
can be phased in by annual increases in the dividend gross-up percentage, using
multiples of 10 percent to simplify matters for shareholders.

Our principal foreign competitors already have in place integration methods
which partially eliminate the double taxation of distributed corporate earnings.
Canada, France, and Great Britain use the shareholder credit method, while
Germany uses a split-rate method which is essentially the equivalent of a corpo-
rate dividend deduction. Japan uses a combination of the split-rate and share-
holder credit methods, but with no gross-up of dividends by the shareholder.

In view of the pressing need for American business to generate additional
capital through equity financing and retained earnings, prompt enactment of
appropriate legislation to deal with the inequity of double taxation of corporate
dividends is essential, Whether it takes the form of a dividend deduction or
shareholder credit, or a combination of both as recommended by the Administra-
tion, I8 of secondary importance. The important thing is to accept the idea that
integration will benefit the economy and enact a program which will achieve
elimination of the double tax within & reasonable period of time.

DOMESTIC INTERNATIONAL SBALES CORPORATION

The DISC provisions, which permit a U.S. taxpayer to defer payment of his
U.S. tax on a portion of his income derived from the export of U.S. manufac-
tured products, with certain exceptions, were enacted into law in December 1971.
The purpose of this legislation was to create more jobs for American workers,
stimulate the U.S. economy, provide funds for increasing the efficiency of U.S.
production for both domestic and world markets, and make U.8. products more
competitive in worldwide markets by partially responding to the tax and other
export incentives given by many foreign countries to their own exporters. These
incentives include not only rebates of taxes on exports but also government
financing and insurance on terms not available to U.S. businesses, reciprocity
agreements with other nations and nontariff barriers to shield export industries
from local price competition so that export prices can be lowered.

To obtain the benefit of the DISC tax deferment, the taxpayer must invest the
income on which tax is deferred in the taxpayer's export business or certain other
export related acttvities. As a measure of the amount of tax deferment as com-
pared with the sales dollar giving rise to the export income, the tax deferment
in the case of a taxpayer realizing a profit of 8 percent on export sales would
be approximately 1 percent of his export sales qualifying for DISC treatment.
'l‘hlstaeneﬂt offsets only in part the tax rebates and incentives granted by other
countries.

Since 1971, U.8, exports have increased from $43 billfon to $107 billion in 1976—
a8 150 percent increase in only five years. While there are a number of factors
affecting international trade, there should be no doubt that the existence of the
DISC incentives has contributed to this tremendous growth, although its spe-
cific contribution cannot be quantified. The Commerce Department, however, has
estimated that $7 to $9 billion of increased export sales of $27 billion tn 1974 were
attributable to DISC, that these export sales created 280,000 to 860,000 U.§. export
related jobs, that there was a resultant increase in the Gross National Product of
$21 to $27 billion with an increase in Federal tax revenues of $5 to $6 billion
compared with an estimated tax deferral for DISC of $1.05 billion. These are im-
pressive facts {llustrating the beneficial effects of DISC on the domestic economy.

DISO has had a favorable influence on business decisions to expand or mod-
ernize U.8. facilities. It has provided funds in a period of a severe cash liquidity
problem facing U.S. business to expand U.8. facllities, to finance export related
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receivables which, in many instances, involve long-term credits requiring more
permanent ﬂnanclng arrangements by the exporter, and to provide risk funds
for supporting long-term marketing projects to expand exports, which otherwise
would not have been funded because of budgetary and other economlic restraints.
Thus, it has not only contributed to an increase in current exports of U.8.
manufactured products but also to the development of a base for future export
sales which are vital to our U.S. economy and necessary to offset the costs of
imports of required raw and other materials,

As indicated by Commerce Department’s estimates, DISC is more thar paying
its own way. The fact that members of GATT (Geneml Agreement on Tariffs and
Trade) have registered strong protests that DISC is in violation of thé terms of
that agreement should be indicative the DISC does in fact offset, at least in
part, export incentives of other members of that agreement and help in making
U.S. products more competitive in worldwide markets. The considerations which
gave rise to enactient of the DISC legislation in 1971 are even more valid today
as the United States faces the task of revitalizing its economy in the face of a
gsevere domestic capital shortage, increased costs of energy related imports and
increased competition in world markets by foreign products supported by gov-
ernmental export related programs of other nations.

It would be highly imprudent and adverse to the economic interests of the
United States to repeal or water down any export related program under existing
tax law which has been and is achieving its purpose of providing U.S. jobs and
permitting U.S. business to be competitive in world markets.

FORFEIGN TAX CREDIT

Not so. The U.8. system of taxation of foreign source income recognizes the
forelgn source income provisions of our tax laws ag riddled with so-called “loop-
holes"” that facilitate wide-scale tax avoidance.

Not so. The U.S, system of taxation of foreign source income recognizes the
universally accepted premises that the country in which income is earned has
primary tax jurisdiction over that income ; that taxes should not be confiscatory ;
and that income should not be taxed until received. Current foreign source in-
come provisions of the tax laws, although exceedingly complex, are based on
these principles. Any changes made should continue to honor these principles.
Abrogation of the principles would reduce the competitiveness of U.S. industry
in world markets and drive Americans out of business abroad—all to the detri-
ment of American workers, consumers, and the U.S. economy.

The foreign tax credit has been an established feature of the United States
tax law since 1918. It permits 'an American taxpayer who has earnings derived
from foreign countries to reduce his Kederal income taxes otherwise payable
on his foreign source income by foreign income taxes paid on such income. How-
ever, the reduction, or credit, for foreign income taxes paid on the foreign source
income cannot exceed the U.S. income taxes that would have to be paid on the
taxpayer’s income from foreign sources. Its purpose and its effect is the preven-
tion of double taxation of the foreign source income of U.S. investors and com-
panies—once by the source country and again by the United States. In the ab-
sence of the foreign tax credit, the forelgn source income of U.S8. companies could
be subject to tax at combined rates approximating 75 percent or more,

If the foreign tax credit should be eliminated, and as a result American busi-
ness is taxed at what would be confiscatory rates competitively, American busi-
ness could not operate in world markets. Among the results that could be expected
from this situation would be (1) the United States could no longer remain in-
volved in the development of the natural resources of the world, (2) exports
from the United States would be significantly reduced, and unemployment in ex-
port industries would rise, (8) the United States balance of payments would
suffer, and (4) tax treaties with the other major fndustrial countries would be
jeopardized.

Host countries exercise their primary rights to tax fncome earned by American
corporations within their borders. Moreover, the United States tmposes income
taxes on world-wide income including that earned abroad. Therefore, some form
of accommodation is required to prevent double taxation. That accommodation is
achieved, through the foreign tax credit or other equivalent means, by every
major industrial country. Under the United States foreign tax credit provistons
a U.8. taxpayer can reduce his Federal income taxes otherwise payable on his
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foreign source income by the amount of foreign Income taxes paid on such

income.
Absent the present foreign tax credit mechanism, the result would be con-
fiscatory taxation of income earned abroad, as is illustrated by the following

example:

Foreign income taxes

allowed as a—
Deduction Credit
Foreign subsidiary:
I%come beforr{ 1078igN INCOMO 4aX8S . . ..o aeeeccacncancnecancnananannnonnn $1, 000.0- $1, 000
FOreign inCome taXes. ..o oceeececcacacnccacancccncccacccnncrcacsanacanenens 400.0 400
Netincome. . .. __ . ... ..oceoeeuoean e amaicteeeiicmcaoaanaasnaae 600.0 600
Foreign withholding tax on distribution of net income...... ... ... ... ..... 80.0 90
U.S. parent corporation:
gividend rgceivod ........................................................... 310.0 510
Creditable foreign inCOMO taXeS. ... u. e erereecreraeeeecacoacscnncenmenreseanmanaeeneancanann 490
Taxable dividend inCOMA. ... ccvueeeereraceccaccecaranecnrocaacaacnneannnens 510.0 1,000
Federal income tax—gross at A8 percent. ... ... . iiiioiiiiiieicaicaaan 244.8 480
Foraign tax Crodit. ..o oo eiiieeececeonccncacacsacacancracarosscnsanmeasscsonnaannsmene 490
Net Federal income tax. .. .. ..oeeeeenceiiiiirieciaccncaaeccacinoncncncen 204.8 oooeaannnn..
Net income............ de e enesaaceaceccncetesanacceacacsacasanancnennn- 265. 2 510
Effoctive Lax rate (POICeNt). cunue e eeececeeecassrccecnaecnascnacncanenennnn 73.48 49

Certainly, an increase in total taxes from an effective rate of 40 percent to
over 73 percent would be confiscatory, rendering U.S. interests operating abroad
non-competitive with foreign-owned companies.

It should be moted that the foreign tax credit can be used only as a credit
against taxes payable on foreign source income and cannot be used as a credit
against Federal income taxes on U.8. source income. It should also be noted that
the minimum tax payable on foreign source income is the U.S. corporate rate, and
that in any case in which the foreign tax is below 48 percent at the present
time, the taxpayer must pay U.S. taxes to the extent of the difference between
the foreign tax and the U.S. tax at the 48 percent rate. Thus the effect of the
foreign tax credit is not to reduce the overall tax burden borne by U.S. businesses
operating abroad, but rather to accommodate to the situation where more than
one nation has tax jurisdiction.

U.S8. business must continue to be competitive in world markets. The benefits of
such foreign investment are self-evident. These benefits (including the level of
U.8. exports and repatriated foreign earnings) would be forfeited if U.S. business
were subject to more burdensome taxation than its foreign competitors, as would
be the result if the foreign tax credit provisions were repealed or subject to
further non-competitive limitations. If situations exist where the present foreign
tax credit provisions produce unintended results, then such situations should bé
dealt with specifically and not in & manner which would destroy the competitive
position of all U.S. businesses engaged in international trade.

Therefore The Business Roundtable urges that the foreign tax credlt principles
under present law not be eliminated or changed.

ANTICIPATORY TAXATION OF U.8. SHAREHOLDERS OF CONTROLLED FOREIGN CORPORATIONS

Under present law, a U.S, shareholder of a controlled foreign corporation is
not subject to tax on its proportionate share of the earnings of the foreign corpo-
ration until those earnings are received by it.

Notwithstanding, it is proposed by some that present law be changed so as to
tax to a U.8. shareholder invested earnings of a foreign suhsidiary even though
such shareholder has not or may never receive such earnings. While this pro- .
posal is commonly referred to as the “elimination of deferral,” this is n misnomer.
Quite to the contrary, it represents anticipatory taxatfon of income which might
never be realized by the U.S. shareholder, This is because of-the probable existence
in the foreign country of exchange or other restrictions on profit distributions,
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reinvestment requirements of the business, devaluations of foreign currencies,
subsequent operating losses, expropriation and the like,

Assumptions made by those suggesting the radical change to anticipatory
taxation are unsound. They are that :

a. U.S. businesses have a completely free choice as to where they manufacture
or produce their products for world-wide distribution,

b. Products manufactured by U.S. subsidiaries abroad primarily are for
imports into the United States,

¢. Such products would otherwise be manufactured in the United States.

These assumptions are not supported by the facts.

DEFERRAL NOT A PRINCIPAL FACTOR IN FOREIGN INVESTMENTS

The reason why U.S. firms establish operations abroad relates to market
opportunities or marketing requirements. All too frequently obstacles are placed
in the way of serving the foreign market by exports from the U.S., such as
restrictive import duties, requirements that a percentage of the product be
manufactured locally, on-sité inspection requirements, governmental procurement
practices, and other regulatory provisions. To overcome such obstacles and to
retain a place in that market it becomes necessary for the U.S. producer to start
to manufacture in that market area. Since he cannot serve that market by
exports from the United States, his only alternative would be to leave the market
to others. -

The principle that 18 overlooked by the anticipatory taxation proponents is
that foreign subsidiaries of U.S. firms are not in competition with U.S. manu-
facturing operations but with foreign-owned and foreign-based manufacturers.
Decrease in foreign investment would not result in an increase in U.S. investment,
primarily because foreign investments are undertaken not as an alternative to
domestic investment but to supplement such investment.

SUGGESTED CHANGE WOULD HAVE AN ADVERSE IMPACT ON U.8. ECONOMY

U.S. anticipatory taxation of income of foreign subsidiartes of U.S. businesses
would place upon such subsidiaries a tax burden which would not be borne by
foreign-owned competitors. No business can withstand this kind of competitive
disadvantage without serious consequences.

Markets would be lost to foreign competitors, thus eliminating a source of
earnings flowing back to the United States.

- U.S. balance of payments and funds available for investment in production
facilities and research and development in the United States would be reduced.

More important, it would adversely impact U.S. employment by the elimina-
tion of exports from the United States, which would otherwise be generated from
sales of equipment, the exporting of high technology components and parts for
further manufacture and assembly abroad, and the cessation of “draw through”
sales which are made possible only by presence of the U.S., subsidiaries abroad.

A recent study by the National Association of Manufacturers estimates that,
if forelgn subsidiary earnings reinvested abroad were immediately subjected to
U.S. taxation, employment in the United States over a 5-year period would
decrease by 680,000 jobs. (“Tax Impact Project Report,” National Association of
Manufacturers, Washington, D.C., June, 1975.)

FOREIGN INVESTMENT BENEFITS THE U.8. ECONOMY

The great mass of information gathered from numerous surveys and analyses
made in 1972, both governmental (Department of Commerce) and private (NAM,
NFTC, ECAT and the like), provides persuasive evidence that foreign invest-
ment brings significant positive benefits to both the U.S. balance of payments
and the domestic economy. The studies demonstrate that :

There 18 positive relationship between investment abroad and domestic expan-
sion. Leading U.S. corporatfons operating both in the United States and abroad
have expanded their U.S. employment, their domestic sales, their investments

" in the United States, and their exports from the United States at substantially

faster rates than industry generally.

Very small percentages (from 8 percent to 9 percent, depending on the meas-
urement) of the total sales of American-owned manufacturing subsidiaries
abroad are made to the United States. Most imports come from sources other
than foreign afiliates of U.S. firms,
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Over half of the after-tax earnings of foreign afiiliates are typically remitted
back to the U.8. parent and nearly half of this amount is retained for invest-
ment in domestic plant and equipment. The net remitted earnings (total remitted
earnings minus total foreign direct investment) of the key American firms with
foreign direct investments have, for a recent 5-year period (1967-71) provided
the capital to create or maintain more than 200,000 U.8. jobs.

Earnings remitted to the United States from foreign direct investments have
exceeded those Investments and have been the most important single positive
contribution to the U.8. balance of payments.

The average payback period for U.8, investment abroad is six to ten years. On
the basis of income generated, direct investment abroad is beneficial in the
longer term to the U.8. balance of payments position.

29 percent of all U.S. manufactured exports are directed to foreign afliliates
of U.S, companies.

SUGGESTED CHANGE WOULD NOT SIGNIFICANTLY INCREASE U.8, TAX REVENUES

We can be confident that the proposal would not result in any meaningful
increase in Federal tax revenues. Any additional revenue would go to the foreign
country rather than to the United States. Professor Dan Throop Smith put it
very well when he said : :

“The attempt to tax on the basis of presumptive distributions from foreign
subsidiaries would in fact produce little revenue. The countries in which foreign
subsidiaries are located quite understandably would tax the subsidiaries on pre-
sumptive dividend distributions, thereby providing a basis for foreign tax credits
which would offset the U.S. tax. i

“It is a strange state of affairg when enthusiasts for more taxes seem to be
unconcerned as to whether the revenue goes to the U.S. Treasury or a foreign
government. An additional tax burden on U.S. business abroad, induced by U.S.
tax legislation, when the revenue goes not to the United States but to foreign gov-
ernments would seem to represent the ultimate excess of a love of taxation for
the sake of taxation.”?

Finally, as most tax experts agree, including those in the Treasury, the elimina-
tion of deferral in whole.or in part would be a further complication in the Inter-
nal Revenue Code. It would increase the administrative burdens on both Treasury
and U.S. taxpayers. It would make more difficult tax treaty negotiations.

It would be strange indeed if the United States imposed such a punitive tax
burden on international operations of U.S. businesses, 8o vital to the overall
U.S. economy, one which would impact adversely on their competitive position
abroad. No other country similarly penalizes the active conduct of the trade or
business of its foreign affiliates abroad. In fact, some countries. such as France
and the Netherlands, do not tax such earnings even when distributed.

The Business Roundtable urges that the existing U.S8. tax treatment of
foreign income should be continued in order to maintain the competitiveness of
U.8. business in, and allow its entry into, these foreign markets.

The Cramman. Our next witness is Paul L. Dillingham, director
and chairman of the Tax Policy Committee of the Tax Council.

STATEMENT OF PAUL L. DILLINGHAM, VICE PRESIDENT AND DI-
RECTOR OF TAXES, THE COCA-COLA CO. OF ATLANTA, GA.,, AND
DIRECTOR AND CHAIRMAN OF THE TAX POLICY COMMITTEE OF
THE TAX COUNSEL

Mr. DininggAM. Mr. Chairman, I thank you for that introduction.
I a%pear here today as a representative of the Tax Council of which I
am director and also chairman of its Tax Policy Committee.

The council is a nonprofit, business-supported organization solely
concerned with Federal tax policy. From its inception nearly a decade

1 Statement before House Ways and Means Committee on Panel Discussion of Tax
Reform, February 1978,
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ago, it has stressed the benefits to the public which would flow from
taking the bias against capital out of the Federal tax structure.

I am privileged to be here today, Mr. Chairman, and wish to express
our compliments and appreciation for the inclusion of capital forma-
tion as a separate subject in these hearings. In the hope this oppor-
tunity would be provided, last fall our tax policy committee took an
especially deep look at the council’s program for a capital conscious
Federal tax policy. We made some very material additions and revi-
sions, and our appearance today enables us to present the new program
to you. It is attached to this statement, and I ask that it be included
in the record.

The Crramryan. It will be included.

Mr, Dinranerram. Here, I will simply summarize and stress soine
major considerations, -

SUMMARY

One: Forward legislating. Now is the time not only to plan but to
cnact the capital-releasing tax reforms needed to help avoid a new
capital crunch in the late 1970’s and early 1980’s.

Two: (Goal for capital-releasing reforms. The council proposes a
national policy goal for capital-releasing reforms which would raise
the level of gross investment spending from the range of 1514 per-
cent to 17 percent of gross national product. This would add some
$30 billion to investment spending in a $2 trillion economy.

Three: A spaced out program. The agreed upon reforms which ean-
not be fitted into the budget for the next fiscal yvear should be included
in a legislative program with spaced-out effectuations, The council
proposes that these reforms be financed by allocating for the purpose
one-half of the projected revenue gain from cconomic growth, ex-
cluding social security levies. :

Four: Avoiding new tax burdens. In pursuing the goal of letting
more capital remain in the private economy, changes in the tax law
which would increase the burden on actual or potential capital should
be avoided. Specifically, with respect to the tax reform legislation
pending before you. H.R. 10612, the council urges that—

A. Foreign business operations. There be no inereases in tax on
business and earnings from foreign investment and export, and

B. Capital gains. There be no 1ncrease in the tax on capital gains
directly or through the minimum income or other tax forms.

Ifive: Capital-releasing tax reform. Briefly, the Council’s proposals
for capital-releasing tax reforms are:

A. Capital recovery allowances. Capital recovery allowances should
permit the deduction of the cost of a tangible asset over a period of
timo considerably shorter than the present system permits.

B. Investment credit. The investment credit should be liberalized,
made permanent and fullv applicable to all assets subject to the capi-
tal recovery allowances with appropriate recapture rules,

C. Pollution control facilitics. Taxpayers should he permitted to
write off the cost of pollution control facilities—whether in connec-
tion with existing or new plants or properties—over such time as they
deem appropriate and with reasonable rules for separating such facil-
ities from productive facilities. These facilities should be eligible for
the full investment credit.
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D. Depletion, Percentage depletion serves the public interest by
maximizing the search for and development of mineral deposits and
minimizing prices paid by consumers. Hence, the provisions deleted
in 1975 should be restored.

E. Corporate tax rates. The top rate of corporate tax should be
reduced two or more percentage points a year in a legislative program
designed to achieve a top rate below 40 percent over a period of years.

F. Double taxation. The double taxation of corporate income paid
out in dividend.; should be ended through steps legislated to take effect
oveé' a period of years, preferably through a grossed-up stockholder
credit.

G. Domestic intercorporate dividends. The tax on domestic inter-
corporate dividends should be eliminated.

H. Minimum income tax on corporate income. Corporate income
should bo removed from coverage under the minimum income tax be-
cause the tax form is not appropriate to the tax object.

I. Minimum incomes-tax on l’])ong-term capital gains. Because long-
terin capital gains are capital and not income, they should be deleted
from the list of so-called income tax preferences subject to the mini-
mun income tax.

J. Personal income tax rates. The same scale of rates should be ap-
plied to the incomes of married taxpayers filing separate returns and
to each half of the taxable incomes of married couples as is applied
to the taxable incomes of single taxpayers; the 70 percent top rate on
investment income should be reduced to the 50 percent top rate on
carned income; and there should be begun a program of annual steps
in reduecing rates which would flatten the curve of graduation through
the middle brackets to the top rates of 50 percent, while cutting all
lower rates an average of about one-third.

K. A capital transfer tax system. Regular long-term gains of indi-
viduals should be taken out of the income tax system and taxed as the
transfers of capital which they are under a new system aligned with
the cstate and gift taxes, with the new rates ranging from 4 to 22
percent. ,

L. Other gains and losses. With respect to sales of assets remaining
taxable under the income tax system, both individual and corporate,
(1) short-term losses should be fully deductible against income; (2)
long-term losses should be deductible against income in the full value
equivalents of the long-term rates; and (3) the accepted principle of
averaging income should be recognized by both the carryforward and
carryback of losses.

M. Estate and gift taxes. Rates should be reduced through an order-
ly plan extending over a period of years, and a practical means should
be provided for paying taxes due in income-producing property out
of income and not by liquidating the property.

N. Credit -for capital gain taxes. In contrast to the proposal to exact
a double tax at death on unrealized gains, the council proposes a credit
(if cilpital gains taxes paid during life against estate taxes due at
death,

T hope T don’t read it in the papers tomorrow that the Tax Council
favors tax breaks for big business and the rich because that is not
what our program is all about. The elimination of bias does not
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add up to tax breaks for anybody. What the Tax Council secks, and
in fact what businessmen individually and collectively seek, is a sys-
tem which puts less actual and potential capital through the tax
grinder. The ultimate, economic question, and the one tax policy-
makers must face, is how to get more consumption. There is the
message of the pied pipers of tax reform that the way to more con-
sumption is heavier taxation of business and the rich. It may be fun
for a day or a month to kill the %’1 ose that lays the golden eggs and
eat the seed corn, but that’s the end. Tax policy designed to favor con-
sumption over capital will be adverse to both. Investment precedes
consumption, and over any economic cycle increased investment is the
only means to increased consumption, The business community, which
carries the responsibility of being the primary user of the Nation’s
- stock of capital, also must function as the claimant in the public in-
terest for a tax policy which is not unduly restrictive of capital forma-
tion. There always will be those who suspect our motives. But, if the
business community did not perform the function, who would ?

Ever since the gloom-and-doom days of the Great Deggssion, the
role of claimant for a lesser tax impact on capital has been compli-
cated by the myth of idle capital. A pervasive thought among some

olitical leaders and other opinion molders has been that there always
1s plenty of capital around—the only problem is to decide what to do
with it. In the 1972 Presidential campaign, for example, candidate
McGovern talked of employing idle capital for specific purposes.

The problem, of course, is just the opposite. It always is where to
find the capital, not what to do with it. The myths of idle capital may
rest in part on misunderstanding as regards capital movements or the
mobility of capital. Capital is moving around all the time, but from
one use to another. In the economic sense, existing capitaf always is
employed. When capital moves from one investment to another, other
capital moves in wgere the disinvestment occurred. Thus, while old
capital may be used for new ventures, and new capital may replace
capital in old ventures, net increase in the total of investment in any
period is dependent on the net generation of capital in that period.

It is an economic fact that yesterday’s capital will not be available
to meet tomorrow’s needs.

Nor will tomorrow’s capital ever be enough to meet all the needs
which would serve the public interests.

Now is the time to get ready if there is to be more capital as we
turn the corner from the 1970’s into the 1980’s.

Over the past 25 years, the ratio of investment or capital spendin
to gross national product in the United States has ranged aroun
1514 percent. There is a consensus that this ratio must increase if the
Natlon is to realize what’s needed in relation to progress and jobs
over the years ahead. For the purpose of suggesting a national polic
goal, we have assumed that a 10-percent increase to a range of 1
percent of GNP would reasonably meet the need. Such an increase
would add $30 billion to investment spending in a $2 trillion economy.
In such an economg'., consumption expenditures would be rising at a
rate of over $100 billion a year without taking into account the in-
cr;a!ased production which would result from the capital-releasing tax
reforms.
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There seems to be a belief around that conventional tax reform, and
what might be called capital formation reform, are compatible move-
ments. The objective of the conventional movement is to increase the
tax burden on business; high incomes and the rich—which translates
into increasing the taxes on existing capital and on income which, if
not taxed, would become new capital. The only way we can get to a
higher ratio of investment to GNP is by lessening the impact of taxes
on capital. The movements are incompatible in the sense that their
overall objectives are poles apart. A dollar of capital is part of the
?Jggregate capital supply no matter where it is located in the economy.

apital converted to Government spending by taxes must be replaced
by new savings out of current income before there is net addition to the
aggregate supply—or there is any prospect of increasing the invest-
ment ratio.

The success of the conventional reform movement has come from
implanting in the public mind a single thought—that the average and
lower incomes would not be taxed so heavily if the rich paid their fair
share of taxes. Even if the tax system did spare the rich, it would be
misleading to tell the public that their taxes would be less if the rich
were taxed more. After-the brief feast, there would be less capital
formation and economic growth, and fewer jobs, and there soon would
be less tax revenue leading to higher tax rates on the general public.

But the present tax system spares neither capital nor the rich. In our
new program we estimate that, at current tax levels, the tax drain on
actual and potential capital supply totals some $70 billion annually:
$12 billion of this total represents the conversion of capital to Govern-
ment spending via the taxes on estates, gifts, and capital gains.

As regards the rich, the conventional reformists make the points:
More rich people than others pay no income tax; a higher percentage
of the higher incomes than of the lower incomes is carried forward to
the tax_base; high-income people don’t pay the statutory rates; and
adjusted gross income is a meaningless figure for higher incomes be-
cause of exclusions, As shown in the four tables in exhibit A, each
of these assertions is refuted by official data. _

You may have noted as I have presented this statement, and with
respect to other Tax Council writings, that we do not describe any
of our tax proposals as incentives or stimulants. The reason is that
we do not think of them in this frame of reference and, in fact, do not
believe that either description would be accurate with respect to any
of them. $Some of the anticapital bias of the tax law have a disin-
centive effect and, to the extent that it does, the correcting proposal (s)
would serve to moderate or eliminate disincentive. But the problem of
the tax law with which we are concerned is that it destroys too much
existing capital and does not permit the building of enough new cap-
ital out of income. All economic experience testifies to the fact that
more capital means a better life for everybody.

American businesses and businessmen, managers and shareholders,
all want to retain more of their existing capital and to be able to build
more capital out of current income. But their desire for more capital
i8 for constructive purposes, to gut it to work to increase production,
the number of jobs and the level of consumption. It may be rough
going politically to get the antitax bias out of the tax law, but the
public interest would be well served if it could be done.



1722

The Cuairman. Thank you very much, sir. I would like to invite
your group, Mr. Dillingham, to have whoever you think is best quali-
fied to understand the economics of this problem consult with Dr. Ture
who testified here today, and those with whom he will be consulting in
Treasury and on the joint committee staff, and add your input on
what the final impact of these proposed tax changes would be. I just
don’t want us to {)c thinking that we can raise $1 billion in revenue
by putting additional taxes on business which might not raise us any-
thing. We should see 1, 2, 5, 6, 7 years of impact so that if we are
voting on something that is going to do more harm than good. wo
should know about it. We would not overlook the ripple eftect, for
better or for worse, of these various sugfrrestions that you are making
and those that have been made in exactly the opposite direction, As
you have indicated, some of these proposed tax inercases would be
counterproductive. I think they probably would be. I would like to
hear both points of view.

Wae enacted the DISC to help encourage sales abroad. We have a lot
of evidence presented to us to support two different arguments, one
that the repeal of DISC woild greatly help tax revenues, and the
other that the estimates are altogether too optimistic and the repeal
would not achieve anythinglike that.

We still don’t know for sure which side is right about that, but
wo ought to hear the best argument that can be presented for both
sides. We would welcome yon and your ecconomists making an input
in this matter.

Mr. DiLuingiad. We would be delighted to participate in this.

The Cuamraan. Senator Byrd.

Senator Byrp. No questions.

The Cramraan. Senator Hansen,

Senator Hansen. T have 2 questions I would like to read and hand
them to Mr. Dillingham so he can respond to them or respond in
writing so they may be included in the record. Whatever would serve
your purpose best.

I note you recommend elimination of double taxation of dividends
income over a period of years preferably through a stockholder credit.
Why do you prefer a stockholder credit over a deduction of dividend
payments by the corporation ? ;

The second question is: Would you elaborate with respect to your
proposals on capital recovery and the investment credit. How would
you balance the proposed liberalization in the two areas.

Mr. DicLineuam. I will try to briefly answer that Senator Hansen.

First of all witiv respect to double taxation of dividend income,
we have noted in our formal paper that we would prefer the stock-
holder credit. However, we expressed willingness to go along with
the corporate discussions. I think individual corporations may prefer
a deduction because of the immediate effect on cash flow of internal
funds. I would feel the broad economic view is there seems to be little
difference between the two as regards increase in the amount of capital.

It seems to me that stockholder credit would have better effect, in

~ that it would perhaps reduce the cost of equity capital which has been

# problem in the last several years and would take companies in a
better position to attract new capital through equity issues. This would
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tend to spread stock ownership among a greater number of ﬁ)e(zfle,

rhaps at the lower income lovels. In the full Erogram that the Tax

ouncil prepared last December we have a chart which shows an
interesting effect that if you look at an individual stockholder who is
in the 48-percent tax level, then by a stockholder credit on dividends,
he would still pay the same amount of tax. If he is in the 70-percent
level, he would still pay a fairly significant amount of tax, as I
remember, about 42 percent, whereas an individual in the lowest in-
come level, 14 percent, wouid end up with a tax credit for some 65
percent of the dividend he would receive which he could offset against
other tax liability. This would encourage the low-income individual to
invest in stock. We prefer the credit but certainly either a credit or
deduction would accomplish the same goal.

Your second question was how we would balance the liberalization
of the capital recovery allowance and investment credit, We believe
the economy would benefit if the regular investment credit were raised
up to say 12 percent and made permanent which I think is the most
important part of it, and if the depreciable lives were reduced to
something around one-half of their present range or down to at least
no more than 10 years on longer term assets. Certainly a permanent
investment credit of at least 10 percent would be very helpful.

Senator HaNseN. Thank you very much.

The CrAIRMAN, Senator éurtis.

Senator Curtis. You are an able tax lawyer and you have made a
positive contribution here. We appreciate it. I am looking at your
cover summary. You have one point here, “long-term capital gains
as transfers of capital under a new system.”

That is no doubt covered in your paper but just briefly what are
you alluding to there as a “new system.”

Mr. DiLLingHAM. With the thought that this is a transfer of capital,
as opposed to an income, on the sale or gain of assets that have been
held for some length of time we feel they should not be subjected to the
tax rates they are now, even at the capital gains rates. The proposed
sg:stem would lump long-term gains under a structure separate from
the income taxes, and credit the taxes paid under the system against
estate taxes due at death.

Senator Curris. I do not think it is an uncommon experience among
older people. The last survivors may find, for good reason,-that he or
ghe wants to sell the home which they have owned many, many years.
Yet in an inflationary period, even the capital gains tax is quite an
unjust tax on that person.

Mr. DiLLiNciaM. Precisely.

Senator Curtis. In reference to estate and gift taxes, particularly
the estate tax, you have reduced the rates. Would you also raise the
$60,000 exemption ?

Mr. DiLuinaeiray. Yes, there have been several proposals to reduce
the impact on estate, certainly the exemption level must have been
set 80 years ago or so at $60,000. It is outmoded in today’s economy, I
would think. That certainly would be a helpful proposal.

« Senator Curris, I think we should go back to basics. The estate tax
was not a tax intended to reach all of our people, but it was & tax
applied to the transfer of rather large estates. Ahout the only way
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that you could relieve not only the burden of taxation but all of the
probﬂ'vms of payment and so on for people of very modest means is to
raise the exemption. :

Mr. DiLringHaM. Certainly that is desirable. We would like to see
a reduction in rates, also.

Senator Curtis. You could, of course, include that in your recom-
mendation as to the overall approach ?

Mr. Dininauam. Yes. In fact, part of our proposal also would be
to provide some way to avoid the necessity of liquidating farms or
small businesses in order to pay estate taxes.

Senator CurTis. In reference to the depletion provisions that were -
repealed last year, that has had a bad effect in two weys, has it not
First, it has lessened jobs and, second, it has lessened a very critical
material that our economy needs. )

Mr. DinriNngnaM. Yes, in our opinion that is true.

Senator Curris. That is all, Mr. Chairman.

The Cr1airmaN. Senator Dole.

Senator Dore. No questions.

The Cnairman. Thank you very much, sir. ,

I notice that you don’t recommend anything with regard to em-
ployees. All these tax suggestions you inention would be to the benefit
of the investor. I don’t see anything in here that would cause the
employee to feel he is better off, or that it might give him a better
chance to have a job. Are your people opposed to employee stock
ownership?

Mr. DiLLineHAM. No, sir, not at all. T was attem‘)ting to emphasize
releasing capital for formation, use of new capital, and this is what
we want to do. Actually we are so interested in this tax employee
ownership plan, the Tax Council is planning a meeting next week
where that 1s the topic for discussion and a lot of our companies have
already adopted ESOP plans. Certainly if you want to look further
at it, the proposal to reduce the double taxation on corporate dividends,
as discussed a moment ago, I think would be helpful as regards invest-
ment at low-income levels.

The Cuamrman. I wish you would let us know what the result of
your deliberations are after you have met, because it would be helpful
to us.

It seems to me that as long as investment means “the other guy” to
labor, you are going to have these irreconcilable conflicts. I was inter-
ested by the testimony that was brought here by Mr. Kelso. He pointed
out that oddly enough, when employees own stock in the company. the
employees tend to vote their stock even more consistently in support of
Kresent management than do the other shareholders. That just showed

ow when employees feel they are part of the action, when they have
stock in it, when they feel they are part of the team and they are in on
the decisionmaking, they tend to back the people who are trying to
make the corporation succeed and seem to understand their problems
even better than the ordinary shareholder. That type of understandin
between management and its labor, that sense of comradeship an
teamwork, is one of the things that I think we are going to need to hold
prices down and to control inflation.
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Mr. Diuineuam. As I mentioned, we have this meeting next week.
Obviously, a lot of companies are taking a serious look at it. I think
there will be some movement in that direction.

‘The CralrRMAN. Thank you very much.

RThe exhibit, tables, and additions and revisions referred to by Mr.
Dillingham follow. Oral testimony continues on p. 1739]

ExHIBIT A

As would be reasonable to expect, Table I shows a heavy concentration of non-
taxable returns in the lower adjusted gross income groups, 88 percent in the
0-5,000 group and 4 percent in the 5-10,000 group, but no more than one-half of
one percent in all higher groups.

Table II shows that some three-quarters of adjusted gross income in the higher
income group becomes subject to tax, but only a little more than a third in the
lowest group, with the percentage moving up abruptly thereafter,

Table I1I shows tax burdens as percentages of adjusted gross incomes in smaller
Income Intervals than the other tables. These percentages are known as effective
tax rates. With these rates rising steadily from two percent in the $1,000,000 and
over group, as compared with statutory rates ranging from 14 percent to 50 per-
cent (earned income) and 70 percent (investment income), the claim that the
higher incomes get a special break in this area is shown as false.

Table IV shows that exclusions are not substantial as a percentage of adjusted
gross income at any income levels although the lowest income group has the
highest percentage, 5.5. The 4.0 percent in the highest income group iargely results
from the exclusion of interest on state and local debt. This exclusion has its source
in strictly political considerations. Hence, it would be unfair to use its existence
to enhance public resentment of the tax status of the rich even If it did result in
substantial tax relief for them as a class—which it does not,

TABLE |, ~NONTAXABLE RETURNS, 1972, BY ADJUSTED GROSS INCOME GROUPS
[Dotlar amounts in thousands]

Taxable Nontaxable

All returns returns returns Percent

Adjusted gross income groups 1) @ 3) 3ot
01085, .. oiiiiiiiciiiices ctcnccasacacnaan $26,963,312  $11,224,360 $15,738, 952 58.0
$5 to $10 21,175,854 20, 325, 602 850, 252 4.0
o §1 15,364,155 15,284, 303 19, 852 .5
7,723,413 7,755,147 18, 266 .2

5, 697, 683 5, 683, 307 14,376 .3

483,677 482, 087 1,59 .3

114,636 114,211 425 .4

Source: Table 1. 1, “‘Statistics of Income, 1972, Individusl Income Tax Returns."”

TABLE {1.—INCOME SUBJECT TO TAX BY ADJUSTED GROSS INCOME GROUPS, TAXABLE RETURNS 1972
[Doltar amounts in thousands}

~

Adjusted Income sub-
Adjusted gross income groups gross income Joct to tax Percent
203 $13, 894, 889 34.6
80, 017, 295 52.9
7,71 112, 854, 989 60.1
2 87,911,733 65.1
52,048,854 109, 370, 412 1.9
B0 100, . oo ceiciiiieecacearaan. 31,877,108 24,450,533 76.7
100 aNd OVer. . oo\ iee i ceieienaaenanaacaana. 21,413,807 16,113,098 75.2

Source: Table 1.1, “‘Statistics of Incoms, 1972, Individual incoms Tax Returns.’”’
69-460—76——pt. 4 ——11
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TABLE 111.—~INCOME TAX BY SIZE OF ADJUSTED GROSS INCOME

[Doltar amounts in thousands)

Percent tax

Adjusted Total of adjusted

Size of adjusted gross income gross income incometax  grossincome

, 950, 226 $12, 188 0.05
3,093,756 387 1.8

8, 765, 831 9, 186 3.5

12, 397, 055 , 893 2.6

12, 43, 979 639, 829 4.9
22,685,715 , 252, 894 6.4

25,588, 241 1,787,531 7.5

27,643, 361 2,175,030 8.3

32,012,938 2,74), 335 89

X 34, 142, 692 3,139,234 9.4
36,997, 378 3, 508, 101 9.6
10, 38,220, 835 3,834,497 10.1
11, 39,773, 069 4,061,413 10.3
12,000 , 821, 4,087, 184 10.6
13,000 37,483, 389 4,099,611 11.0
14,000 34, 357, 664 3,903,170 1.4
15,000 133,253,331 16,681, 550 12.5
120,000 68, 449, 109 9, 816, 5(8 14.4
25,000 34,416, 463 5,472,599 16.0
130,000 49,578, 235 9,427,594 19.1
150,000 31, 983, 024 8,528, 3%4 . 26.8
iohie Lme el s

! U ) ) ' g g

), 791, 260 809, 142 45.4
1,000, 2,301, 383 1,046,273 45.7

Source: Table 1.1, “Statistics of Incoms, 1972, Individual Income Tax Returns.”

TABLE IV.—EXCLUSIONS! BY ADJUSTED GROSSJINCOME GROUPS

[{Oollar amounts in thousands]

. Exclusions

Total Exclusions including

adjusted  excep! inter- interest on
- gross  est on State/ Percent State,local Percent
P, Adjusted gross income groups income local debt @)of (1) debt () of (1)
M )] 3) (0)) (6))
............................... 0,203,955 |$2,218, 000 5.5  $2,218,000 5.5
o egig o o 5 as %0 20 %380 00 2.0
ITRTY 1 P 187, 712,717 2,219, 000 1.2 2,223,000 1.2
1580 $20. ... e ieeenicaccaaaaaas 2,944,126 1,668, 000 1.3 1,690, 000 1.3
v RTE 1 . 52,048,854 2,328, 000 L% 2,426, 000 1.6
S0t0$100. ... .ceemuiceciaaennaaas 31,877,108 ¢ 597,000 L9 986, 000 3.1
100 andover. ...ooeoceemeaiennnn 21, 413, 807 'SR 320, 000 1.5 866, 000 4.0

1 Source: Table refeased by Senator Walter F. Mondale (Democrat of,Minnesota), May 26, 1975,

A PROGRAM FOR A STABLE CAPITAL CONSCIOUS FEDERAL Tax POLIicY
TABLE OF CONTENTS
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11. CAPITAL-RELEASING TAX REFORMS

Summary of proposals
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A, Capital cost recovery

B. Investment credit

C. Pollution control facilities
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F. Double taxation
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INTRODUOCTION

From its organization nine years ago, the Council's policies have rested on the”
inherent need for and natural scarcity of capital and the public Interest in its
formation and conservation. Because growth in the future {s dependent on gen-
eration of new capital, over and above that destroyed by taxation or other
means, it could be argued that tax policy should be weighted in favor of capital.
The Couneil, however, has not gone this far, but has stressed the importance to
the nation of revising the present tax system at all points which are blased
against capital.

The opposite of bias would be a capital conscious approach to tax policy, and
five years ago the Council released its first composite program detailing steps
toward such a policy in the 19708'. Two years later the first edition of the
program ?, herein revised for the second time, was released. The first revision
appeared last year.?

While not repeated in this revision, the background material as revised in the
first revision is as timely now as when written.! In its place, we have some new
material further demonstrating the extent of the tax bias against capital and
how the public ipterest will be served by turning policy towards the capital
conscious approach.

The major point of the material Is that more capital spending as a percentage
of Gross National Product would soon mean more not less spending for consumyp-
tion, Conversely, a simaller percentage of Gross National Product devoted to
capital formation would soon mean less not more spending for consumption.

In the summer of 1975, the Ways and Means Committee took the constructive
step of scheduling capital formation as a separate subject In its tax reform hear-
ings. Responding to the request of the Committee to be specific about reforms
which would serve capital formation, Treasury Secretary Willlam E. Simon pre-
sented the Administration’s plan for ending the double taxation of dividend in-
come. Witnesses from the business community, including The Tax Council, pre-
sented a wide range of proposals, including ending double taxation, with great
emphasis on reforms to hasten tax free capital recovery. As was to be expected,
when the Committee In executive sessions reached the capital formation area,
time was running out if reform legislation containing an extension of tax cuts

1 vTowards a Capital Conscious Federal Tax Policy in the 1970s—The Composite Tax
Program of The Tax Council”, November 1970.

3345 Program for a Stable, Capital Consclous Federal Tax Policy”, The Tax Council,
November 1872 : Revigsed edition, November 1974, Copies of the latter are still avallable on

uest.
re‘}'l‘he titles inelude: “Shift in the nature of government’ : “Tax principles and tax eco-
nomics” ; Capital and the Public Interest” ; ““The myth of idle capital” ; “The bogey of tax
reform’ ; “The Corporate tax target”; and “The tax blas against capltal”,

-
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voted In the Spring was to have any chance of enactment this year. On Octo-
ber 29th, the Committee decided to give added life to the 10 percent investment
credit and $50,000 corporate exemption provided by the spring legislation, while
delaying for six months consideration of other capital subjects pending study by
a task force.

The key to achieving a stable, capital conscious tax policy is allocation of rev-
enue gain for the purpose over a period of years as long mmended by the
Council and presented again herein. The Administration embraced this approach
in proposing an end to double taxation of dividends, and we may hope the tax-
writing committees and Congress as a whole will come to recognize that here {8
the key to a tax policy which would mean stronger cconomic growth, more new
and better jobs, increased consumption and less inflation over the years ahead.

The new text., including all of Section I and revisions in Section II, was ap-
proved by the Tax Policy Committee of The Tax Council on December 9, 1975,

PaAauL L. DILLINGHAM,
Chairman, Tax Policy Commiitee, The Ta@ Council.

1. GOAL, ECONOMICS8 AND PROCEDURES OF CAPITAL-RELEABING TAX REFORMS

Policy summary.—Capital formation, because it enlarges the bhase for economic
growth, provides more new and better jobs, increases productivity and lessens
inflationary pressures, is the means to more not less consumption. The public
interest thus would be served by capital-releasing tax reforms directed to increas-
ing the level of capital formation (gross investment spending) as a percentage of.
gross national product. Accordingly—

1. A national policy goal should be established to raise the level of gross in-
vestment spending from the range of 1314 of gross national product to a range of
17 percent. which would add some $30 billion to investment spending in a two
trillion dollar economy (the level expected at the end of this decade).

2. The increase in Investment spending should be totally achieved by reducing
federal taxes (and limiting growth in federal spending) thus avoiding even a
temporary stowdown in consumption spending generated in the private sector of
the economy,

3. The federal tax reductions should be achieved by a program of immediate
and spaced out reforms financed by allocating for the purpose one-half of the
revenue gain from economic growth (excluding the gain from social insurance
levies).

4, Major steps in the program should be subject to a postponement procedure
to provide the government with flexibility for meeting emergencies,

Discussion

A. The relation of consumption and investment spending.—This relationship
often is discussed as though investment spending is at the expense of consump-
tion spending, and as though the former benefits only large corporations and rich
people while the latter matters only to low income people. Yet, refutation of the
proposition will bring forth no defenders, as least among sophisticated people,
because it is indefensible,

Investment preceeds consumption, and over any economic cycle increased

14

fnvestment is the only means to increased consumption. In periods when utiliza- ..

tion of resources is well below the optimum, however, and monetary policy is
accommodative of rapid progress toward the optimum, expansion of investment
spending will add to instead of supplanting consumption spending. There will be
more jobs and more rapid increase in income in the economy as a whole,

As utilization of resources approaches the optimum, the consumption benefits
from continued expansion in investment spending will be deferred until the
facilities involved are in production. A conservative estimate of the annual
economic yield from marginal capital investment s 26 percent. That is, for every
additional dollar of capital investment, there is an annual addition to national
product of 25 cents. On this basis, marginal capital investment will yleld, com-
pounded, its value in current consumption in less than four years, with the
annual yield thereafter being all bonus for having saved and invested the
original income instead of using it for immediate consumption.®

s See Table I, “The benefits of capital fo W .
tin N (e i ber 14, Sor of cap rmation are no trickle”, Tax Legislative Bulle
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In recent years, the relation of investment or capital spending to gross natjonal
product has ranged around 15% percent. There Is a consensus that there should
be a moderate increase in this percentage if the capital formation is to take
place which the nation needs for economic balance over the years ahead. For
policy purposes, it is assumed that a ten percent increase to the ravge of 17.0
percent of GNP would reasonably meet the need.

Or, in money terms, an increase of one and one half percentage points in
fnvestment spending would add $30 billion to such spending in a two trillion
dollar economy (the level expected at the end of this decade). In such an econ-
omy, consumption expenditures would be rising at a rate of over $100 billion a
year without taking into account the increase production which would result
from this program. ‘

With the increase in investment spending coming entirely from capital-re-
leasing tax reforms, moreover, there would be at no time even a temporary
slowdown in the rate of increase of consumer expenditures generated in the
private sector of the economy. The only slowdown would have come in the rate of
increase which otherwise would have taken place In spending by the govermmnent
and its beneflciarles. .

B. Economic impact of taring and spending.—Taxing and spending often are

discussed, especially in the context of what groups should pay more or less tax,

as though the economic impact is the same regardless of the function of the
funds involved. Actually, the impact Is quite different dependent upon whether
the funds taxed and spent are income which otherwise would have heen used for
a) consumption spending or b) investment spending, or were c) established
capital,

iIn the case of a), the total of consumption spending in the economy is not
affected currently or prospectively. Private taxpayers spend less and govern-
ment (and its employees and beneficlaries who also may be taxpayers) spend
more. It {s a transfer process which may hurt the private taxpayers but does not
of itself hurt the entire economy or change the total numbers in the GNDI.

In the case of b), there is an immediate and then a quite divergent long term
result. The immediate effect, a shift from private investmment to public con-
sumption, again does not change the total numbers itn GNI’. The aggregate of
consumption expenditures 18 greater than it otherwise would have heen, hut the
aggregate of investment spending is lexs. Howevar, the loss of the investment
spending lowers the trend line of support for fuiiire consuwmption spending, and
(using the preceding model) four years later aggregate consumption spending
is no greater than it would have been if the shift from private investment
spending to government spending had never taken place. Total GNP would have
declined from its potential in the second year, and after the fourth year the
decline would extend to total consumption spending.

In the case of c), the economic impact {s even more drastie. While the taxing
of income which would have become new investment capital reduces the poten-
tial for growth in production and consumption, the taxing of established capital
reduces current capacity to produce and consume. If there were no new saving
in the ecenomy, the use of the taxing power to convert capital to government
spending might provide an instant feast, as with killing and eating the goose
(\l\;hlcltl lays the golden eggs or eating the seed corn, but at the price of economic

saster.

Of course, the fact that there always is new saving in the economy ® serves
to mitigate the destruction of capital by taxation. However, it ig self-evident that
capital 8o destroyed must be replaced by new savings out of current income
before there is net addition to the nation’s stock of capital. The excessive taxa-
tion of income which otherwise would be saved compounds the economic setback
resulting from the taxation of established capital.

With 1its anti-capital bias, the federal tax system has a heavy impact ou capl-
tal supply. At current tax levels, it is estimated that the drain on capital supply
totals some $70 billion annually. $12 billion of this total represents the conver-
sion of capital to current government spending via the taxes on estates, gifts
and capital gains. $34 billion represents corporate income which absent the
profits tax would have been saved (as retained earnings) by the corporation or

% But not necessarily net new saving. In 1933, the nation dissaved to the tune of $2.6
billlon which would be the rough equivalent of $75 billion in the current economy. These
ﬂ;ilures do not take into account capital comsumption allowances, $3.8 billion lvn 19833,
which are Included in gross savings which in turp equate with total investment spending,
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saved by stockholders from the part distributed to them as dividends. $19 billion
represents the part of incomme (excluding capital gains) which would have been
saved in the absence of the income tax. The remaining $5 billlon relates to the
excises, customs and miscellaneous revenue sources.”

The total impact on capital would be much greater if the current recession
had not occurred. Based on official revenue projections through 1980, the total
would be substantlally in excess of $100 billion by then if the tax system retains
its present bias.

i 5113)7 cli)illion is approximately one-third of the level of gross investment spending
n 3

C. Federal surpluses and capital supply—Among scholars there is some com-
placency about releasing capital for private use through tax reduction in the
belfef that the problem can be solved by running federal budget surpluses,

It 1s true that a surplus resulting in the reduction of publicly held debt
releases the funds involved for other investment purposes. The question is
whether this would be a viable solution to the problem of a capital shortage.

Because budget surpluses do not have a constituency, the disecipline required
to achieve them would be a lot to ask of the political process.

However, even if it were feasible to anticipate the necessary discipline, the
concept 18 not a viable one. It has to be faulted in two major respects.

First, whatever the political rhetorie, both major parties are committed to use
of fiscal policy to counteract swings in the economy. At best, this means alter-
nating deficits and surpluses, although the experience so far is heuv'ly on the
side of deficits. To the extent business capital spending had become dependent
on surpluses, this source of capital would disappear when the economy turned
downward. Moreover, as the federal government turned from a supplier to a
borrower of funds from the capital markets, less credit would be available for
non-governmental use. The contraction in capital spending inevitably would be
greater than would have taken place if the surpluses had not been available as a
source of funds In the first instance. The whole process would add a new insta-
bility to capital spending and the entire economy, instead of contributing to
stronger and better balanced growth.

Second, the additional tax burden necessary to release any net amount of capi-
tal from federal use would be substantially greater than that amount. Specifi-
cally, using the $70 billion estimate of tax impact on capital as a gulde, a $30
billion surplus would release to the market only about $20 billion in capital. Or,
to provide $30 billion in capital would require a surplus of $45 billion.

There simply i8 no escape from the concluslion that federal surplnses are not a
viable alternative to reducing the tax impact on capital to increase the propor-
tion of investment spending in GNP. -

D. Financing capital-releasing tar reforms.—Deserving respect is the consid-
ered view that large capital-releasing tax reforms are desirable even though
financed through enlarged deficits. Insofar as the initial impact is concerned, this
would be a take-and-put process, with the government serving as the interme-
diary for taking capital from investors and releasing it to taxpayers. As long as
the government obtained the funds by crowding other borrowers out of the
market, there would be no inflationary impact but neither would there be any
immediate expansion in investment spending. If the funds were obtained by
expanding the money supply beyond that which otherwise would take place,
increased inflation would be the price of the expansion in investment spending.
Either way, it's a tough case to get over when inflation and deficits already are
out of control. If it could be realized, however, the results would be to crowd out
federal spending which otherwise would take place over succeeding years while
generating a replacing flow of economic benefits for the natlon.

The Council has not espoused this approach although it does not oppose any
achievable means of reducing the tax bias against capital. From its inception,
the Council has sought to achieve recognition in the continuing tax policy dia-
logue that the blas is a disservice to the public interest. It has consistently linked
capital-releasing tax reforms with the public interest in stronger and sustained
economic growth, more new and better jobs, steady advance in productivity and
hence living standards, a broader tax base and less inflation. But always it has
tried to look at the possible within the framework of how top policy-makers in

N\

7 There estimates do not cover the levies to support specific soclal insurance programs
(which total some $90 billion) because they do not go into the general revenue.
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the Executive Branch and in Congress view their overall responsibilities in the
fiscal area.

In the absence of absolute reduction in the level of government spending, the
only source of tax reduction is the revenue gain from economic growth. ¥From
its first policy /program released in 1967 %, the the Council’s consistent position has
been that part of the gain should be used over a period of years to reduce taxes
which prevent greater growth (and hence revenue over the long term). The level
of current spending is so distorted by the combination of inflation and temporary
tax cuts,® it is impossible at this time to identify a base in simple terms from
which to project the fiscal results of a program of scheduled tax reductions over
several years

If recovery is sustained, however, there will be large increases in revenue over
the next few years. Budget projections indicate that, by 1978, a surplus would be
in sight in the absence of new spending commitments and with strict control of
spending under present programs. If a new recession is avoided, there should
develop substantial margins for tax reduction and orderly growth in spending.
However, the propensity for public spending is nourished by groups and people
who not only would commit to spending all of the revenue gain long before real-
ized but, given the opportunity, would continuously influence a spending level
which could only be validated by repetitive increases in taxes.“

The Congress has made a start under the Budget Control Act towards a more
responsible attitude on spending, but it is too much to expect that control will be
exerclised 80 as to provide margin for tax reduction unless the Congress is com-
mitted in advance to this course. It seemingly would not be enough to visualize
tax reduction as a benefit of future spending control. Just as spending commit-
ments for the future are embedded in legislation, 0 must be competing claims
to use part of the revenue gain to reduce the tax impact on capital, economic
growth and job creation.

The Council’s proposal is that one half of the anticipated annual revenue gain
from economic growth, excluding that coming from social insurance levies, be
allocated for tax reform and reduction with the goal of releasing $30 billion in
actual and potential capital from taxation in a two trillion dollar economy.
Even with inflation under control, the gain should run from $15-$20 billion
upward through the years pernitting prescheduled allocations for tax reduction
of from $714 to $10 billion upwards. Because dollarwise the largest tax reduc-
tions would come in the personal income tax area with a large part of the tax
savings being spent for consumption instead of saved and invested, a total tax
reduction substantially larger than $30 billion would be necessary to increase
available capital supply by that amount. Even if the total reduction went to $50

billion or more, there would be no losers in the private sector nor over time in'

the public sector.

In considering this proposal, attention should be given to the major difference
bhetween forward commitments for spending and for tax reduction. Once com-
mitted to spending for any domestic purpose, the government always finds diffi-
culty in turning off the spigot or even slowing down the flow of taxpayer dollars.

By contrast, it is feasible and desirable for the government to forward sched-
ule tax reductions while providing an easy to use procedure for postponing any
of the reductions, as next discussed.

E. Postponement procedures.—No matter how expertly and faithfully done,
longterm budget projections could not be infallable. Thus, any program of sub-
stantial annual tax cuts spaced out over the years would be subject to budgetary
hazards making desirable some flexibility in effectuation. This flexibility could

8 “Needed : A Long-Range Approach to Federal Tax Pollcy”, The Tax Council, February

07.
¢ Which budget projections do not take into account be¥ond the applicable year or vears
evten tihough failure of extension (or replacement with alternatives) would be the same as
A tax increase.

1 For example, take the President's current program. The budget celling of $395 billion
which he proposes for the next flscal {ear is $2 billion more than the profection for that
vear included in last January's budget. It I8 referred to as a cut because that projection

ad been increased to $428 billion in the mid-session budget review, but the figure never-
theless represents an increase of $25 billion over the total now estimated for the current
fiscal year. As regards the $28 billion of tax cuts. some $17 billion represents substitutes
and extenslons of cuts now in effect, leavin onliy $11 billion of new cuts.

11 From the mid-1960s, 310 greely-stat goal of the tdeological spenders was to Increase
the government share of GNP from the range of 3804 to the 40 Percent range of major
EFuropean countries. While the {mbllc's disenchantment with public spending has forced
‘t)hggugg]alcﬂ&d%;ground for the time being, it inevitably would resurface in a receptive

olitic ate.

[}
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and should be provided by postponement procedures in the legislation which
could be used to defer specific cuts without cancelling them or changing the sub-
stance of the legislation, The procedures also could provide for accelerating cuts
if conditions warranted.

A program of scheduled tax cuts to be financed from revenue gain combined
with postponement procedures would provide a sharp contrast with past experi-
ence in copying with flscal emergencies. With all revenue gain typically com-

"mitted or overcommitted in advance to support spending programs, fiscal emer-

gencies have been characterized by much talk of budget cuts or tax increases or &
combination of the two—but mostly resolved by ever more red ink.

By contrast, the program proposed here would be one of stock-plled flexibility.
While the existence of enabling legislation would be a force for imposing the
discipline necessary to tts fulfillment, it also would provide the means for finane-
ing higher than anticipated levels of spending without increasing taxes,

Some might say they see a hazard in the postponement procedure, claiming its
existence would invite its abuse and thus defeat the public interest in achieving n
higher level of capital formation as related to GNP. That there would be some
hazard can not be denied. Without the procedure, however, it would seem too
much to ask the government to enact a single piece of legislation to achieve $30
billion of capital release. It should be kept in mind that a bite at the time tax
legislation does not offer much promise of getting the capital release job done.

It is worth noting that, even if there was not a problem of excessive taxation of
capital, with the postponement procedure the allocation of part of the Fevenue
gain for tax reduction would provide a safety valve for government financial
operations which has not existed heretofore and otherwise could not be expected
to exist hereafter.

F. Extent of tax bias against capital.—The tax law I8 serlously blared against
capital. The monologue of the conventional tax reformers is totally directed to
Increasing the weight of that bias.

Underlying the weight of taxes on capital, the bias in the law {8 reflected in
(1) the mix of tax methods used, (2) excessive rates of tax on income. capital
gains, and estates and gifts, (3) excessive progression of the personal tax, (4)
the inadequacy of provisions for capital cost recovery, (5) the double taxing of

dividends #ind capital gains, and (6) putting an additional tax on capital galng ™~

through the minimum income tax.

In the monologue, the objective of increasing the bias is reflected in (1) the
underlying assumption that any tax on low fncomes or consumption is bad, nna
that any tax on high incomes, big corpeiations and capital isg good, (2) the ¢on-
sistent unrelenting search for the top tax dollar from such incomes and capital

“without regard to economic consequences,’”” (3) the description of any tax-saving

provision or proposal affecting these sources as a tax loophole, break, expenditure,
preference or subsidy, and (4) the monstrous allegation (based on a handful of
cases) that the rich do not pay their fair share of taxes compared with other
income levels.”*

Because of its bias against capital, the Council deseribes conventional tax
reform as the anti-capital tax reform movement.*

II. CAPITAL-RELEASBING TAX REFORMS

Summary of proposals

A. Capital recovery allowances—Capital recovery allowances should permit
the deduction of the cost of a tangible asset over a period of time considerably
shorter that the present system permits.

B. Investment credit.—The investment credit should be liberalized, made per-
manent and fully applicable to all assets subject to the capital recovery allow-
ances with appropriate recapture rules,

C. Pollution control facilities—Taxpayers should be permitted to write off
the cost of pollution control facilities—whether in connection with exixting or
new plants or properties—over such time as they deem appropriate and with

12 For example, in the recent tax reform hearing a leader of the anti-capital tax reform
forces, Dr. Joseph A. Pechman, Director of Economic Studies of the Brookings Institution
expressed the view thal ‘“‘tax equity'”, obviously meaning his concept of equity, should
have qprlorlt over increased economic 'growth.

13 Sce section “Smoke in your eyes'’, in testimony eutitled “The Last Pound of Capital”’,
!lnoc;ud!ng four supporting tables, Tax Legislative Bulletin No. 49, The Tax Counctl, July 9,

1¢ §ee “Countering the Anti-Capital Tax (Reform) Movement”, Tax Legislative Bulletin
“No. 14, July 28, 1971, where the term was firat used.
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reasonable rules for separating such facilities from productive facllities. These
facilities should be eligible for the full investment credit. - .

D. Depletion.—Percentage depletion serves the public interest by maximizing
the search for and development of mineral deposits and minimizing prices paid
by consumers. Hence, the provisions deleted in 1975 should be restored.

E. Corporate tao rates.—The top rate of corporate tax should be reduced two
or more percentage points a year in a legislative program designed to achieve a
top rate below 40 percent over a period of years. -

F. Double tazation.—The double taxation of corporate income paid out In
dividends should be ended through steps legislated to take effect over a period of
years.

Q. Domestio intercorporate dividends.—The tax on domestic intercorporate
dividends should be eliminated.

H. Minimum {ncome ta@® on corporate {ncome.—Corporate income should be
removed from coverage under the minimum income tax because the tax form is
not appropriate to the tax object.

1. Minimum {income tax on longterm capital gains—Because longterm gains
are capital and not income, they should be deleted from the list of so-called
income tax preferences subject to the minimum income tax.

J. Personal income tax rates:

1. Equal treatment for married and single taxpaycrs. The same scale of rates
should be appiied to the incomes of married taxpayers filing separate returns
and to each half of the taxable incomes of married couples as is applied to the
taxable incomes of single taxpayers. h -

2. Investment income. The 70 percent top rate on investment income should be
reduced to the 50 percent top rate on earned income.

8. Rate graduation. There should be begun a program of annual steps in reduc-
ing rates which would flatten the curve of graduation through the middle
brackets to the top rates of 60 percent, while cutting all lower rates an average
of about one-third.

K. A capital transfer tax system.—Regular longterm gains of individuals
should be taken out of the income tax system and taxed as the transfers of capital
which they are under a new system aligned with the estate and gift taxes, with
the new rates ranging fromn 4-22 percent.

L. Other gains and losses.—With respect to sales of assets remaining taxable
under the income tax system, both individual and corporate, (1) short term
losses should be fully deductible against income, (2) longterm losses should be
deductible against income in the full value equivalents of the longterm rates and
(8) the accepted principle of . veraging income should be recognized by both the
carryforward and carryback of losses.

M. Estate and gift taxes.—Rates should be reduced through an orderly plan
extending over a period of years, and a practical means should be provided for
paying taxes due on income-producing property out of income and not by liqui-
dating the property.

Discussion of Proposals

A. Capftal rccovery allowances.—While a dollar of saving anywhere in the
economy will go to meet aggregate caiptal needs, federal tax policy should give
full recognition to the fact that optimum growth and productivity of the econ-
omy depend in major part on the funds currently generated through capital re-
covery allowances and the investment credit. Since growth and productivity are
the keys to the creation of new and better jobs and increased standards of liv-
ing, and are a counterinflationary force, the public at large is the major benefi-
clary of whatever improves the cash flow of business. It is an evident economic
fact that the shorter the period of time over which capital recovery allowances
are deducted, the greater the benefit to the publie.

B. Investment credit.—One views of the investment credit, which has sur-
rounded It with an atinosphere of impermanence, is that it is largely intended and
primarily serves as an ald, prop, subsidy, incentive, stimulant or encouragement
to induce business to do what it would not otherwise undertake.

The alternative view I8 that both the major purpose and major economic ef-
fect of the credit are to diminish the tax restraints on planning and financing
capital spending for growth and increased Eroductivlty. In supporting the credit
and in advocating its reenactment in 1971, the Council always has placed com-
plete emphasis on the capital which it would release from taxation.

15 “Investment Credit N a *. Th !
March 25 TorL eeded Now"”, The Tax Council's Max Legislative Bulletin No. ¢,
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The Counecil urges that it be recognized by policymakers in the Executive
Branch and the Congress that now is the time to liberalize, make permanent
and apply to all assets this major instrument for lightening the immediate tax im-
pact on capital. Regardless of the indecisiveness of present economic signposts,
the nation can not safely postpone action on capital formation tax changes until
a resurgence of capital spending and job creation has created the prospects of a
new capital crunch,

C. Pollution control facilities—The temporary provision for five-year amorti-
zation of pollution control facilities only nibbles at the problem, and has proved
‘of extremely limited benefit to taxpayers.

Pollution control facilities generally do not produce income and earnings, but
capital used to produce and install the facllities reduces the supply of capital
avallable for expenditure on productive facilities contributing to economic
growth. This seems reason enough to permit writeoff in the pollution area as the
taxpayer's judgment dictates, for new or old plants, under reasonable rules for
separating pollution from productive facilities. The new provision should not be
considered a tax preference under the minimum income tax,

The proposal for complete writeoff has been opposed on the ground that, since
the pollution control facilities are necessary to the operation of the productive
facitities, consumers of the products of the facilities should foot the bill for both.
In rebuttal the narrow point could be argued that the pollution facilitles are
dictated by the publiec interest and not with an eye to consumer preferences and
needs. But the stronger, and seemingly incontrovertible point, is that the public
as a whole is deprived of the benefits which would flow from immediate use of
the capital involved to create productive facilities and therefore it is the public
which will benefit from the proposal.

D. Depletion.—Percentage depletion is a reasonable solution to the problem
of taxing resources which are not renewable as they are brought into consump-
tion. A mineral deposit clearly is a capital asset. As parts of a deposit are with-
drawn from the ground, they enter the stream of production and income, The
total transaction is similar to those involving characteristics of both capital and
income which are taxed at special rates under the income tax law. Percentage
depletion thus is a reasonable and rational tax adjustment to take account of a
tax problem peculiar to the minerals industries,.

With the economy threatened with shortages of both energy and hard minerals,
tremendous amounts of new capital must be drawn into discovering, developing,
transporting and marketing new supplies over the years ahead. With the non-
productive expenditures for pollution control which must be made at the same
time, and with keen competition for available capftal and high capital costs ex-
pected for the indefinite future, there would seem no way to equate the public in-
terest with dismantling the system of depletion which dates back 50 years. To
the contrary, the Council urges recognition that the public interest would be best
served by retaining in the law the depletion provisions affecting hard minerals,
and restoring to the law the provisions affecting oil and gas which existed prior
to enactment of the Tax Reduction Act of 19785.

B. Corporate tax rates.—Because taxing corporations is taxing people, with
the direct and indirect burdens inevitably spread among workers and consumers
as well as owners, there 18 a prima facie case against above average taxation
in this area. With after tax earnings of corporations the major source of capital
spending to expand production and markets, creating new jobs in the process,
it is evident that substantial reduction in the top rate of corporate tax would
be very much in the public interest.

The Council’s first policy-program proposed use of revenue gain to reduce
corporate as well as personal tax rates over a flve year period, subject to post-
ponent. With the top corporate rate still at the 48 percent level legislated in
1964, flve steps of two-percentage point reductions would bring the top rate
down to 38 percent. This is suggested as a minimum goal for long term tax policy.

F. Double taration.—After the dividend credit ' enacted in 1954 was repealed
in 1064, there was no sustained effort to make a new start on ending double

18 The 4 percent credit deducted from tax bills without grossing up was controversial
from the beginning because of the criticlsm that it provided greater relief value for high
bracket than for low bracket stockholders.
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taxation until the .Council so recommended in the first issue of this program.
In the belief the time was propitious for generating a national dlalogue on the
subject, in early fall a year ago the Council released a pickup bulletin relating
its proposal to the contemporary economic scene.!” Ag stated in the bulletin,
& quick start towards this end “would be a timely and effective means for
redressing some of the inflationary and related ills of our capital markets
and the economy as a whole.”

The administration deserves great credit for facing up to the task of complete
elimination of double taxation of dividend income, as presented to the Ways
1113;15 Means Committee by Treasury Secretary Willlam E. Simon on July 31,
There are two methods for eliminating double taxation which would dis-
tribute the relief value equitably between stockholders in all tax brackets.

The first method would be to permit corporations to deduct dividend pay-
ment just as they have always been permitted to deduct Interest payments.

The second method would be a stoekholder’s credit for corporate taxes using
a procedure known as “grossing-up” to produce an equitable sharing of the
relief. The procedure would require legislative rules to protect all parties in-
volved when a corporation is obliged to report to stockholders in advance of final
determination of its tax bill, but would not be complicated insofar as the stock-
holder is concerned. He would simply add to his taxavle income the pro-rata
share of his corporate taxes as reported to him by the corporation, and then
deduct the same amount of taxes from his personal tax bill as otherwise com-
puted. In effect, the result would be that stockholders in each bracket would pay
ithe same rates of tax on their dividend income as they do on other types of
ncome. . .

The Council’s policy has expressed preference for a gross-up dividend credit
while indicating willingness to go along with a deduction at the corporate
level if a consensus should develop for that approach.

The Administration’s program contemplates six annual steps in eliminat-
ing double taxation beginning January 1, 1977, split equally between a grossed-
up stockholder credit and a deductton by the corporation. Without taking feed-
back into account, Secretary Simon estimated a revenue loss of $15 billion from
the entire program computed at 1977 revenue levels,

One criticism of a stockholder credit is the amount of tax relief which would
go directly to rich people. Over time, of course, just as much tax rellef would
go to them from a corporate deduction. Despite the divisive, class conscience
rhetoric of the anti-capital group, a tax inequity is no less equitable because
it affects high Income people. Nor for communities, states or people who need
new and better jobs, nor for the nation which needs stronger and more sustained
economfic growth, is the adverse economic impact of double taxation less because
it affects high income people. .

Of course, a true bellever in anti-capital tax reform is hooked on fhe fact
that any kind of uniform resolution of a tax problem obviously means more
tax dollars of relief for a taxpayer in the 70 percent bracket than for one in
the 14 percent bracket. However, it is interesting to note that, with a g=¢ss-up
credit, stockholders whose marginal rates of tax are considerably higher than
the corporate rate will still pay substantial tax on the dividends they receive,
while those whose rates are lower will receive credits ranging up to 65 percent
of their dividends, as set forth in the following table:

Marginal Tax rate on dividends Tax rate on dividends
tax rate under present law with grossed-up credit
70 10 42
60 60 23
50 50 4
43 48 0
4 40 115
30 30 134
20 20 1 54 -
14 14 - 165

1 Becomes a credit against other tax Hability.

17 “Needed : A Quick Start on Ending the Double Taxation of Divideud Income", Tax
Legislative Bulletin No, 48, October 1, 1974.
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G. Domestio intercorporate dividemds.—Corporate income should be taxed
only once. When dividends are received by one corporation from another, the 83
percent dividends received credit leaves 15 percent which is double taxed. When
the after-tax part of this 15 percent is distributed to individual shareholders,
there is triple taxation. Increase of the 85 percent credit to 100 percent would
equalize the tax treatment as regards all dividend income going to individual
shareholders. It is a long overdue reform. ,

H., Minimum income tar on corporate income.—The concept of a minimum

.tax is in conflict with the concepts involved in the taxing of business income,

Corporate income was brought under the minimum tax in 1869 on the floor of
the Senate as a superficlal reaction to statements with respect to some corpora-
tions paying little or no income tax in some years. To this day, there {s no
objective writing which makes any kind of a case that this is reasonable and
appropriate tax pelicy, and it should be abandoned.

1. Minimum {income taw on longterm capital gains.—Because the tax treat-
ment of longterm capital gains reflects legislative recognition that such gains
are in fact capital and not income, the treatment can not accurately or fairly
be described as an income tax preference, Such description and listing under the
minimum income tax {s seriously counter educational in this era in which the
public interest in conserving and expanding the nation’s stock of capital can
not be rationally denied, The listing should be deleted.

J. Personal income tar rates.—Reform and reduction of personal tax rates
involve three moves: applying the same scale to the Incomes of married tax-
payers filing separate returns and to each half of the taxable incomes of married
taxpayers filing separate returns as is now applied to the taxable incowmnes of
single taxpayers;¥ reducing the 70 percent top rate on investment income to
the 850 percent top rate now applying to earned income; and beginning a program
of annual steps in tax cutting which would smooth out the curve of graduation
through the middle brackets to the top rate of 50 percent while reducing all
lower rates an average of about one-third.

In its first policy-program,’® the Council suggested that the smoothing out of
graduation and reduction of rates be achieved over a five-year period subject
to the postponement procedures discussed under E. of section I. Adjusted to
the base of rate changes enacted fn 1969, the chart shows the ultimate rate
scale which would result from the plan and be applicable to all taxable incomes
including the split income of married taxpayers.

The discussion of the Council plan on pages 33-35 of the November 1974
revision of this program is as timely as when written, so {8 not repeated here,

K. A capital transfer taz system.—In taking the regular longterm gains of
individuals out of the income tax system, the program™ developed by the
Council in 1968 would :

(a) Establish a new system, associated with the federal estate and gift tax
system, for taxing these long-term gains as the transfers of capital which they
are.

(b) Provide for seven brackets of taxable transfers of capital with rates
ranging from four to 22 percent. The taxable brackets for married taxpayers
filing joint retnrns would be double the brackets for single taxpayers.

(c) Provide for an exemption from the capital transfer tax of $500 for single
taxpayers and $1,000 for married taxpayers filing joint returns,

(@) Iimit loss deductions on the sale of assets taxable under the system to
gains realized under the system with unlimited carryover, carryback and use of
excess losres.

(e) Allow a credit for capital transfer taxes paid during life under the new
system against estate taxes due at death.

(7) Bring to an end Federal taxation on the sale of homes, repealing the
existing special legislation in the area.

The discussion of the transfer system on pages 36-38 of the November 1974
revision of this program also is as timely as when written, so is not repeated
here. ~

18 8en "“Falr Tax Treatment of Partners in Marriage”, statement of John C. Davldson
hefore the House Committee on Ways and Means, May 1, 1972, Tax Legislative Bulletin

No. 23, -
% HA Progrum for Reform of Capital Gains Taxatlon', The Tax Council, July 1968.
(out-of-print) -
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L. Other gains and losses.—Two of the important byproducts of placing regu-
lar longterm gains of individuals under a capital transfer tax system would be:
first, in removing the cloud of controversy and uncertainty over the taxation of
these gains, the need and justification for special treatment of the “mixed” trans-
actions under the income tax system would become more apparent and, second,
the way would be cleared for the equitable treatment of losses on the sale of all
assets remaining taxable under the income tax system.

The mixed transactions include such matters as the cutting or other disposi-
tion of timber which in effect begins with a capital asset and ends with an {ncome
situution; and the sale of patents by the inventor which in effect begins with an
income situation and ends with a capital asset.

The contemporary inhibition against permitting capital loss offsets against in-
come under the income tax system stems from experience in an earlier era when
such losses were fully deductible. The case examples which brought a change in
the law involved persons with high incomes going income tax free because of
losses incurred on the sale of assets held a long time. With the regular, longterm
transactions of individuals taken out of the income tax system and taxed as
transfers of capital under a separate system with loss offsets not going beyond
the system, without risk of a repetition of the earlier experience the way-would
be cleared for the equitable offset of losses against income of transactions re-
maining under the incomne tax system.

M. Estate and gift taxcs.—Estate and gift taxes are designed to liquidate prop-
erty, that is, to convert accumulated capital into current government spending.
Vivlating the economic rule that taxes should be derived from the stream of
production, and not by diminishing the capacity to produce, the high rates of
these taxes were enacted in the doom-and-gloom of the great depression of the
10308, At the time, the dominant economic thought was that the depression had
been caused by oversaving and underspending, long since discredited. The con-
tinuation of such high rates of tax is totally incompatible with the economic
sophistication of our times; a sophisticated, however, which seems to have
passed by the economists in the anti-capital tax reform movement. :

The Councll program * would :

Allocate to rate reduction and other tax saving revisions of the estate and
gift taxes the revenue gain which otherwise would he expected from these taxes
for a decade ahead—estimated at $600 million in fiscal 1975 and to grow at 10
percent a year thereafter consistent with past experience.

Authorize “tax payment trusts” in which testators of donors could place in-
come-producing property, the income from which would be used to pay the taxes
attributable thereto thus preserving the property intact.

Make other improvements in the structure of estate and gift taxation while
avoiding revisions which would subject affected property to greater taxation.

III. TAX TREATMENT OF FOREIGN SBOURCE INCOME

Summary

The U.S. tax treatment of business income earned abroad serves the national
interest and such income should not be subject to further tax penalty.

Discussgion

The United States taxes business income earned abroad so that U.8. com-
pantes can compete on relatively equal tax terms with foreign based companies.
For many years after World War II, this policy reflected the national policy
objective of aiding in rebuilding war torn economies and in economic development
throughnut the free world. When the balance of payments deficits became a wor-
risome problem some 15 years ago, however, the campaign began and continues
to this day to rewrite the tax laws to inhibit the outflow of capital.

The substance of the business counterattack at that time—that capital sent
abroad soon developed a greater return flow of income—has been amply proved
by subsequent experience. Four years ago, however, the Burke-Hartke bill was
launched under AFL-~CIO auspices to remedy what was asserted to be tax in-
duced export of U.S. jobs. In a timely and illuminating talk before a Tax Coun-
cil conference, Dr, Norman B. Ture pointed out why the tax changes which would
be wrought by the bill “would retard the advance of productivity, reduce em-

044 Program to Reform Estate and Gift Taxes”, The ax Council, November 1970,
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ployment and results in a less eflicient economy in the U.8.” ® a conclusion corrob-
orated_by many business studies and the record in the 1978 and 1975 tax reform
panels and hearings conducted by the Waye and Means Committee. Neverthe-
less, in what seems a strange obelsance to ideas because of their source and
not their validity, efforts persist to move in some part towards the Burke-Hartke
goal. Yet, If ever there was a time when the national interest in maximizing the
return flow of income from investmeuts for the long pull was evident, it is now.

In short, any increase in tax on foreign business earnings would—

Adversely affect the balance of payment over the years ahead by diminishing
the return flow of income from direct foreign business investment.

In the short and long term, diminish the amount of capital available for do-
mestic purposes.

Reduce job opportunities in the United States a) by reduced demand for
exports of goods and services to back up U.8. foreign investment and operations,
b) for personnel in support of foreign investments and operations, and ¢) by the
reduction in available capital.

There simply i8 no measure by which the conversion to government spending
of more business earnings from investment and exports could serve the public

interest in this era.

CONCLUSION

This program rests on the simple economic fact that over any period of time
taxes which shortchange the capital formation process also shortchange the
public as regards economic growth, jobs, real earnings and living standards.

There is abundant evidence to support the logic of a pressing national need
for a stable, capital consclous federal tax policy. The Ways and Means Com-
mittee in placing capital formation on its tax reform agenda, and the Admin-
istration in advoeating complete elimination of the double taxation of dividend
income, have taken significant steps in the direction of such a policy. Whether
at this stage of history the federal government (the Executive Branch and
the Congress together) has the capability for facing up to the full task of meet-
ing the need remains to be seen.
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Jennings T. Smith, Senior Tax Counsel, Exxon Corp.
Robert F. Sumerwell, Tax Manager, Clark Equipment Co.
Wilfred J. Tremblay, Director of Taxes, The Hanna Mining Co.
Norman B. Ture, President, Norman B, Ture, Inc.
David O. Willlams, Jr.. Tax Counsel, Bethlehem Steel Corp.
203‘31:; Tax Council, Suite 431, 1120 Connecticut Ave., NW., Washington, D.C.

n ¢“Economics and_International Taxation—Consequences of the Hartke-Burke Bill”, a
talk by Dr. Norman B. Ture at the annual Tax Legislative Conference of The Tax Council,
Febrxary 22, 1972, Tax Legislative Brlletln No. 21,

8 A non-profit busineas membership policy organization, incorporated fn the District of
Columbia on August 4, 1966, and formally organized on Jan. 8, 1967,
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The CrammaN. Next we call Mr, George A. Strichman, chairman,
Ad Hoc Committee for an Effective Investment Tax Credit.

Mvr. Strichman, it is a pleasure to have you. I had a chance to discuss
some of your views before, and I will take your statement and the
other four statements with me when I get on the airplane this after-
noon and do justice to them. We would be pleased to hear your presen-
tation in chief,

STATEIMEKT OF GEORGE A, STRICHMAN, CHAIRMAN, AD HOC COM-
MITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT, ACCOM-
PANIED BY WILLIAM K. CONDRELL, GENERAL COUNSEL

Mr. StricnaaN. I thank you for the opportunity to be here today,
Mzr. Chairman.

I have with me Mr. William K. Condrell, partner in the firm of
Steptoe: & Johnson.

T'o refresh your memory, the committee consists of some 275 Ameri-
can companies and also represents the views of about 50 or 55 associa-
tions, _

The CxHAaRMAN. You have this group listed and I think it might be
well to have it listed in small print as you have them listed in small
print on the back of your stationery so that everybody who reads your
test,in_lon{_, as I will, will know for whom you speak. It is a very im-
pressive list.

[The list referred to follows:]

AMP Incorporated

A-T-0O, Inc.

Acme-Cleveland Corporation

Alr Products and Chemicals Inec,

Alrco, Inc.

Akzona, Inc

Albany International Corp.

Alberto-Culver Company

Allegheny, Ludium Industries, Inc.

Allis-Chalmers Corporation

AMAX, Inc.

American Corporation

American Brands, Inc.

American ¥inancial Corporation _

American Greetings Corporation

American International Group, Inc.

American Telephone and Telegraph
Company

Ampex; Corporation

Amtel, Inc. .

Anchor Hocking Corporation

Arcata National Corporation

Arvin Industries, Inc,

Ashland Oll, Inc.

Atlantic Richfleld Company

Avnet, Inc, -

Baltimore Gas and Electric Co.

Beatrice Foods Company

Belden Corp.

Bemis Company, Incorporated

Boeing Company

Booth Newspapers, Inc,

Brown Group, Inc.

Brunswick Corporation

The Budd Company

Bunker Ramo Corporation

Burlington Industries, Inc,_

Burroughs Corporation

Butler Manufacturing Company

CBS Inc.

CCI Corporation

CF Industries, Inec.

CPC International, Inc.

The Carborundum Company

Carlisle Corporation -

Carpenter Technology Corporation

Carrier Corporation

Castle & Cooke, Inc,

(’eco Corporation

Cessna Aircraft Company

Champion International Corp

Chemetron Corporation

The Chesapeake Corporation of
Virginia

The Chesapeake and Ohio Rallway
Company

Chicago Bridge & Iron Company

Chromalloy American Corporation

The Citizens and Southern National
Bank

Clow Corporation i

Coastal States Gas Corp.

Collins & Aikman Corporation

Colt Industries Inc.

Columbia Gas System, Inec.

Columbus McKinnon Corporation



Commercial Shearing, Inc.
Consolidated Foods Corporation .
Consumers Power Company
Container Corporation of America
Continental Can Company, Inc.
Continental Machines, Inc.
Continental Telephone Corp.
Cooper Tire & Rubber Company
Cooper Range Coempany
Crouse-Hinds Company
Cyclops Corporation

Cyprus Mines Corporation

Dana Corporation
Dean ¥Foods Company
Deere & Company
De Lavat Turbine Inc.
Dennison Mtg. Co.
The Detroit Bank & Trust Company
Diantond Shamrock Corporation
Dibrell Brothers, Inc.
DoAll Company
R. R. Donnelley & Sons Company
Dresser Industries, Inc.
ESB Incorporated
E-Systemns, Inc.

cagle-Picher Industries, Inc,
Earth Resources Company
Eaton Corporation
Fchin Mfg. Co,
Feonomics Laboratory, Inc.
Electronics Memories & Mugnetics

Corp.

Elgin National Industries, Inc,
Emerson Electric Company

smery Industries, Inc.
Esmark, Inc.

Evans Products Company
Ex-Cell-O Corporation
FMOQO Corporation
Federal-Mogul
Federal Paper Board Company, Inc,
Federal Department Stores, Inc.
First National Bank of Chicago
The Fying Tiger Corporation
Franklin Electrle Co., Inc.
Freuhauf Corp.
Fulton Industries, Inc.
Fuqua Industries, Inc.

“Gannett Co., Inc.

Gardner-Denver Company
Garlock, Inc.

General Cinema Corporation
General Dynamics Corporation
General Telephone & Electronics

Corp.

The General Tire & Rubber Company

Getty Ofl Company

Glddings & Lewis, Inc.

Globe-Union, Inc.

Gould, Inec.

Great Northern Nekoosa
Corporation - -

Greyhound leasing and Financial
Corporatfon

Grow Chemical Corp,
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Gulf Oil Corporation

H & H Industries, Incorporated

Hamischfeger Corp.

Harris Corp.

Harsco Corporation

Hart Schaffner & Marx

Hesston Corporation ~°

Hewlett-Packard Company

Houdaille Industries, Ine.

Household Finance Corporation

Howmet Corporation

Ideal Basic Industries, Inc.

Illinois Central Industries, Inec.

Ingersoll-Rand Company

Inland Steel Company

International Buslness Machines
Corporation

Internatlonal Minerals & Chemical
Corporation

International Multifoods Corporation

International Paper Com

International Telephone & Telegraph
Corporation

Jewel Companies, Inc,

Josten's, . Inc.

Joy Manufacturing Company

Kansas Beef Industries, Inc.

Katy Industries, Inc. -

Kennecott Copper Corporation

Kerr-McGee Corporation

Kraftco Corporation

The LTV Corporation

Lance, Inc.

Land O'Yakes, Inc.

Lear Slegler, Inc,

ILeaseway Transportation Corp.

Longview Fibre Company

Loulsiana-Pacific Corporation

Lucky Stores, Inc.

Macmillan, Inc.

Marquette Cement Manufacturing Co.

Maryland Cup Corporation

Masonite Corporation

Michigan General Corporation

Michigan National Corp.

Midland-Ross Corporation

Milton Bradley Company

Modine Manufacturing Company

Mohasco Corporation .

Monsanto Company

Moore McCormack Resources, Inc,

Morton-Norwich Products

NL Industries

NVF Compeany

Naleo Chemical Company

National Distillers & Chemical
Corporation

National Gypsum Company

National Presto Industries, Inec.

National Starch and Chemical
Corporation

Newmont Mining Corporation

Norris Industries, Inc.

Olin Corporation

Otis Elevator Company
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Osveus-Illinols, Inc.

Oxford Industries, Inc.

Pantasote Company

Parker Hannifin Corporation

Perkin-Elmer Corporation

Peter Paul, Inc.

Phelps Dodge Corporation

Philip Morris Incorporated

Phillips Petrolenumn Company

Pittsburgh-Des Moines Steel Company

Portee, Inc.

Potlatch Corp.

Public Service Electric and Gas
Company

Raytheon Company

Reed Tool Company

Reeves Brothers, Inc,

Reliance Electric Company

Rockwell International Corp.

Rohm and Haas Company

Rohr Industries, Inc.

Roper Corporation

Rubbermaid, Inec.

The Rucker Company

Safewny Stores, Inc. .

St. Joe Minerals Corporation

§t. Regis Paper Company

Sangamo Blectric Company

Scott, Foresman & Company

Scott Paper Company

G. D. Searle & Co.

Sears Roebuck and Co.

The Signal Companies, Inc.

Southwest Yorest Industries, Inc.

Square D Company

Stanadyne, Inc.

Standard International Corporation

Standard Oll Company (Indiana)

Standard Oll Company (Ohio)

The Stanley Works -

Stauffer Chemical Compan

Sterling Drug Inc.

J. P. Stevens & Co., Inc.

Sundstrand Corporation

SWECO, Inc.

TRW, Inc.

Tecumseh Products Company

Texas Eastern Transmission
Corporation

Texas Industries, Inc. :

Texas Instruments, Inc, -

Texasgulf, Inc. -

'Thiokol Corporation

Time Incorporated

The Timken Company

“Todd Shipyards Corporation

Tropicana Products, Inec,

UV Industries, Inc.

Uarco, Incorporated

Unarco Industries, Inc, -

Union Carbide Corporation

Union Trust Company of the District of
Columbia

_ U.S. National Bank of Oregon

Universal I.eat Tobacco Co.
Universal Ol Products Company
V.¥. Corporation

VS8I Corporation

Valley National Bank of Arizona
Van Dorn Company

Vulean Materials Company
Wallace Murray Corporation
Warner-I.ambert Company

The Warner & Swasey Company
Wean United, Inc.

Weil-McILain Company, Inc.
Western Electric Company, Inc.
Western Publishing Company
Wheelebrator-Frye Inc.
Whirlpool Corporation

The Willlams Companies
Winn-Dixtie Stores, Inc.

Zayre Corp.

Mr. StricHMAN, At this particular time, there is urgent need for

a change in legislation affecting capital formation. The country needs
it now in order not to lose the benefits we have already achieved. We
have seen stop and go policies since 1960. Let’s not repeat them now.

Legislation is needed to keep us in the state of recovery that is going
on, but is far from being complete. The December 81 termination
date of the present investment tax credit is already too close to permit -
b\llsine:ssmen the necessary continuity of policy for their business
planning.

Since I last spoke to this committee, there has been public debate
about capital formation. It is so important, and I would like to focus
on it in the brief time-allotted for my oral statement.

The longer statement which has already been submitted by the ad
hoc committee for your committes provides detailed reasoning and
data in support of our recommende(f program.

One fundamental is that stimulation of capital formation through
tax law is essential to the well-being of all of us in the United States.
It is good for American consumers and American labor as well as

69-460—76-———npt. 4——12
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industry. Industry investment in capital improves American pro-
ductivity which, in turn, helps hold down prices for the consumer.
It stimulates competition to the consumer’s benefit. Capital invest-
ment increases jobs. It adds to the size of the plant in which labor is
employed. In fact, in this highly mechanized age, investment in new
plant and replacement of depreciated machinery is alinost the only
mgzns for increasing the number of jobs and safeguarding existing
obs.
’ There is a long overdue adjustment for the effect of inflation on
depreciation allowances. In inflation’s ravages, the value of our exist-
ing depreciation allowances now fall short of replacement value of
physical assets by as much as $23 billion and this has nowhere been
recognized in the tax code. So, we are all in this together.

There is no realism to the contention that what is good for one part
of society is not good for another.

In my experience, improved tax law regarding capital formation is
elevated and can lift us all together with faster recovery. At present
we are still moving too slowly toward recovery.

Another fundamental concern is the way we use our savings, the
amount of savings we can generate. The capital shortage we face
today is in the private sector. Unless appropriate tax changes to in-
crease the rate of private saving, the result will be a continuation of
a short fall of capital even if the country only stands still—status quo.

The chart on page 6 in the full statement depicts the real GNP
per employed civilian, 1950-72. We are near the United Kingdom in
performance which is pretty bad. The United States is about one-
third of Japan, about one-half of Germany, and ranks at the bottom
nex)t; to Canada and the United Kingdom, and that is pretty bad
ranking.

The chart on page 8 shows one of the causes for decline in pro-
ductivity. It can be seen that we are behind all of our trading partners.
Again, the United Kingdom and the United States are at the bottom

of the scale. )
Germany and Japan beat us at our own game for the last 25 years

and are at 35 percent.

The chart on page 9 deals with capital intensity and worker earn-
ings. Here we find a striking correlation. It is that the highest wage
earners are those where industry has invested the highest amount of
capital per worker. For example, the petroleum and coal industry
has $87,100 per employee and their average earnings—and this was
as of 1972 from the Department of Labor—were $4.47 an hour. And
then go to the other extreme, and they go right down in order, with
$2,000 invested per employee getting $2.57 per hour. -

Thus it would seem that the way to get peoples’ wages and earnings
up is to put a lot of money or investment in the plants in which they
are working. :

Another fundamental T would like to refer to is that we are falling
down in capital investment per worker. And that one, for example,
is stated on page 10 in 1958 dollars, and it is gross nonresidential
fixed investment per employee. It is very striking as to what is really
happening. Between 1956 and 1960, it was almost $50,000 per person ;
in 1961 to 1965, $55,000, and in 1960-70 starting down, $46,000, an
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lx;igl];t now it is $41,000—another measure of-how badly we are falling
ack.

Although investment is so important to jobs, productivity, and wage
rates, we are nonetheless behind our trading partners in rate capital
recovery allowances. )

On chart 20, we have a chart showing what is happening. The
United States 1s equated in its recovery only by Japan which has a
very special set of circumstances.

(zmada-, Sweden, Australia, France—go through them all and they
are materially faster than we are. )

The final fundamental I would like to refer to is that the invest-
ment tax credit is perhaps the lending example of how wise incen-
tives can create tax revenue and not reduce it. The increase in credit
we propose will lead to greater, not less, Federal tax revenues, Quite
apart from the economic forecasts of exports to confirm this, look at
the historical record.

On {)age 28, we have a chart showing what has happened, not what
is predicted. From the time it was first put on by President Kennedy,
there was a spurt in real corporation income taxes collected by the
U.S. Government until it was suspended when it dropped precipitously.
It was then reinstated for 1 year and bounced up amazingly and
taken off and down again for the next 2.

So, while you talk about revenue lost because of these “loopholes,”
some people can’t tell an incentive from a loophole.

The CuairMaN. If T might interrupt you for a moment, I was read-
ing ahead and looking at the same chart. I cannot help but be amused.

n 1969 when we repealed the investment tax credit, we thought
we were going to make about $3 billion. Instead of making $3 billion,
by the end of the year, we had lost about $5 billion, and by the follow-
m% year, we had lost $10.

0, I am not saying that that was the sole effect. The monetary

olicy played its part, but repealing that tax credit played its part. So,
tween those two, when we took this investment tax credit off, we
slowed the economy down to a screeching halt both times.

Mr. StricumAN. If it were taken off again, it would happen again.
I know you all know this better than I, but it has to be continually re-
peated for the record because there are so many individuals in Con-
gress who do not understand properly and applied incentives do yield
more revenue to this Government than the revenue that is considered
lost by changing & number and applying it to the status quo. This has
been shown so consistently and so dramatically in what has been done
with the yo-yo effect of the tax credit, it is not hard to predict what
will happen in the future. ‘

Mr. Conprerr. We have a color coding of the chart we will provide
the committee. The conclusions are correct, but the specific lines are
improperly shaded.

he CHAmRMAN. For what years?

Mr. Conprerr. It was suspended in October of 1966 and not fully
reinstated until June of 1967. Then in 1968, it was in effect, but the re-
duction in 1968, we believe, was due to the lag time.

Mr. StricumaN. That was the lag it takes for the investment tax
credit to start operating in either direction, down or up.
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The Cuararan. I would like to see you prepare a chart big enough
so that someone could see it from one end of this room to the other.
Perhaps you might put some coloring on it so that peoi:le could help
understand what they are looking at, because I would like to have our
stafl and the Treasury check it out to sec if this is really what it ap-
pears to be. If it is, I think the Senate might profit by it.

Mr. StricnmaN. We will be glad to do that.

In addition, we will add to it the predictions made by our economists
as to what we had for recommendations as to what will happen. It
won’t be a loss of revenue but dramatic increase in revenue to the
Government.

The CuarMaN, Your figures show that after enacting the invest-
ment tax credit that corporation tax reveriue went up. The spurt ahead
to the economy made it work out differently than some people ex-
pected.

One point that does concern me a little bit here is that while we are
trying to get more efficient machinery, it seems to me we need to have
more efficient workers. Thus far, the testimony indicates that when
workers own stock in this company, they are more efficient. They work
harder. They take the interest of the company more to heart and feel
as though they are more part of the team.

h_VVglat is the attitude of your group toward employee stock owner-
ship _

Mr. StricuMAN. We have had a chance to talk among ourselves and

” to our group. We heartily favor it providing some things are done.

First of all, there would have to be several changes in it. The first
change is it has to be permanent. Anything as short-lived as 2 years
will never go over with anybody because you cannot practically put it
into effect ; so it has to be permanent.

Second, it must be bigger than it is. It is so small at the present time
it is almost not worth administering.

We propose it would be considered part of the structure on a per-
manent basis and on an increased basis.

The CramrMaN. About what would you recommend if you were
going to have an ESOP plan ¢

Mr. StricHMAN. At least 2 or 3 percent.

In addition to that, there are some technical things in there which
have to do with voting or nonvoting, with what happens if there are
different changes made on audit or if equipment is sold and what

happens -after you have invested or contributed to your ESOP,

11 of those are not problems. They are things that have to be ad-
dressed and propcrlIy solved, and I am sure they will be.

The CitamrMaN. I wish your people would consult among them-
selves and give us a list oty the various problems; for example, the
fear of some that perhaps the workers are going to gain control and
{)z;ke it away from management, and how these various problems could

met. ‘ :

From my point of view, I would favor letting management have a

" broad latitude to make decisions to where the vote of stock held by the

employee can be voting stock or nonvoving stock, or it can be votin
when the employee retires. There are }'us.t all kinds of ways. I woul
be willing to give management the latitude of decision as to how

these things should be done. You could even require it be voted in a
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neutral fashion, so 60 percent would be voted one way and 40 percent
the other so the employee stock would have to be split 60/40 at a
shareholders’ meeting. ’i:hat would be an option I would be ha%py to
vote for. If you had someone voting employee stock of the board,
he woud vote only in the case of a tie. There are all kinds of ways.
Or, he would have to vote in a neutral fashion in the event of a tie.
There are all kinds of ways you could accommodate yourself to these
various problems.

I would like to have all the suggestions your people can generate.
I.do not want to see us straitjacket employee stock ownership so that
management won’t use it. We made that plain before with these
pension plans. . )

Mr. StricuManN. That is a good approach and we will take it up
prom}?tly with our executive committee and get it to you in writing.

[The material referred to above was subsequently supplied for the

record :]

Ap Hoc CoOMMITTEE FOR AN EFFECTIVE INVESTMENT TAXx CREDIT,

- Washington, D.C., April 27, 1976,
Senator Russerr B. Loxg,
Chairman, Senate Finance Commitice, Dirksen Scnate Office Building, Wash-
ington, D.O.

DEAR SENATOR LONG: After my testimony on behalf of the Ad Hoc Committee
for an Effective Investment Tax Credit on April 2, 1976, you asked a number of
questions regarding Employee Stock Ownership Plans (ESOP). In particular,
you asked whether the Ad Hoc Committee has any suggestions for improving the
existing ESOP legislation in relation to the Investinent Tax Credit.

In order to provide a complete response to your questions, I contacted each of
the members of the Ad Hoc Committee. As a result of comments received from
about 100 companies, we submit the following suggestions:

(1) The additional 1 percent investment tax credit terminates on January 1,
1977. The short period for which this provision will be in effect 18 not sufficient
to justify the accounting, administrative and other expenses of forming an ESOP,
nor is the amount great enough. In order for this provision to be effective, it
should be made permanent and it should be increased in amount from the present
1 ggirc;mt to 2 percent or 3 percent (together with a 12 percent investment tax
credit).

(2) A great deal of concern was raised with respect to coordination of the
ESOP legislation with the rules governing companies' existing qualified profit-
sharing and pension plans. Every effort should be made to coordinate the rules
in order that existing pension and profit-sharing plans can be used in connection
with the investment credit ESOP. Liberalizing and extending the use of existing
plans would greatly reduce administrative costs and the complexity of adopting
an ESOP Plan., Further, there i8 no reason why the concept of the investment
credit ESOP could not be integrated with existing plans in a manner consistent
with its purposes.

(8) The investment credit ESOP provisions should be amended to prohibit the
recapture of any portion of the investment tax credit actually contributed to the
ESOP, unless bad faith on the part of the taxpayer can be demonstrated.

" (4) The investment credit ESOP should be amended to allow subsequent ad-

- Justments to ESOP contributtons to reflect subsequent audit redeterminations.

(8) The investment credit ESOP should be amended to allow a recovery by
the employer from the ESOP trust of those expenses which are attributable to
trust administration. i

(6) In the case of a closely held company, the provisions of ERISA and sec-
tion 801(d) (9) (B) of the Tax Reduction Act of 1975 require a determination of
the fair market value of the employer’s securities at the time of each transfer to
the trustelIn order to cllminate prohibitive dadministrative costs, a proviston
should be adopted altowing transfers based on a reasonable valuation formula
established by the plan. In the case of publicly held companies, the valuation date
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should be the-date of transfer and not the date of claim. Otherwise, there could
be a variance from the date of claim to the date of transfer which would have
to be made up from general corporate funds.

(7) In the case of public utilities, it should be provided that the portion of the
tax credit going to the ESOP is treated as equity capital for the employees, with
regulatory flow-through prohibited. -

(8) The requirement that employees have the right to vote shares in the
ESOP should not apply to partial shares. Any other rule creates an adminis-
trative burden.

(9) Section 801(d) (9) (A) of the Tax Reduction Act of 1975 deflnes “cm-
ployer securities” as common stock of the employer or of a corporation in
control of the employer within the meaning of section 868(c) of the Internal
Revenue Code (l.e., a corporuation in 80 percent or more control of the employer).
In order to eliminate any question as to whether this provision effectively
excludes second and lower tfer subsidlaries from participating in investment
credit BSOPs, it was suggested that the consolidated return test which 1s used
in section 407(d) (7) of ERISA should be substituted for the section 368(c)
control test contained in section 301(d) (9) (A) of the Tax Reduction Act of
1976.

(10) Most employee benefit plans are based on the concept of “hase’” wuges
and salaries excluding variable items such as overtime and bonuses. However,
the ESOP provisions require a broad definition of wages and salaries including
variable items. Thus, for example, certain employees recelving relocation allow-
ances and overseas allowances of varlous types receive an unfair advantage.
For this reason, wages and salaries should be limited to the base figure and
not include variable items.

(11) A number of legislative proposals have been introduced which would
permit a deduction for dividends pald on common stock held in ESOPs. The
enactment of these proposals would significantly enhance the adoption of an
ESOP.

(12) There i3 uncertainty with respect to the tax effect on employees follow-

ing the 84-month holding period in the-ESOP provisions. If the employee has
a right to withdraw the shares at that time, 18 he obligated to pay tax on them
at that time even though he wishes to leave them in the ESOP until a future
date? It should be fairer to make it clear that the employee 18 only taxed when
he actually withdraws the shares.
- (18) It should be made clear that any investment credit ESOP established
under section 801(d) of the Tax Reduction Act of 1975 will qualify under
section 401 of the Internal Revenue Code even though it will be continued only
s0 long as funding through the investment tax credit is permitted.

(14) If any or all of the ahove suggestions are adopted, or other amendments
are adopted making the ESOP more advantageous, the effective date for elect-
ing the investment credit BSOP in 1975 should be extended for a 6-month period
after such amendments to allow companies who wish to elect the ESOP provi-
slons the ability to make the election for 1975.

I hope that the above comments will be helpful to you and the members of
the Finance Committee in formulating legislation in this area,

I enjoyed appearing before you and the Committee and appreciate your in.
terest in this area and with regard to capital formation as a whole. If I or the

. Ad Hoc Committee can be of rurther assistance, please let me know.

Sincerely, )
GEORGE A. STRICHMAN,
Ohairman,
Mr. StriciaaN, I have a little more I was going say, Senator,
about a specific program if you will and that is with the foregoing be-
hind us, our recommendations for the ad hoc committee are: (1) a 12
ercent investment tax credit without a termination date and without
asis for adjustment and, added to that, Senator Long, whatever two
or three percent we think could be used for ESOP; (2) Permissible
depreciation range under the ADR system should be increased 40 per-
cent from the present 20 percent; (3) The cost of pollution controls
should be allowed as expense first year of operation; and (4) cer-
tain technical changes should be enacted to make the investment credit

——
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und ADR more effective in stimulating productivity improvements
in all sectors, including small businesses and those with low profit
margins.

Of crucial importance is immediate action raising the investment
credit to 12 percent and extendinﬁ it beyond December 31, 1976, by re-
moval of the termination date. The long lead time for a large share of
the facilities covered by the credit require early action. Plans of some
businesses are already being prejudiced by the December 31, 1976,
terminal date in the present legislation. .

Mr. Chairman, I would like to adjust one more thing. .

During this month, Sir Frederick Cappel, chairman of the British
Overseas Trading Board, made this statement :

“I think the miserable level of investment, and that alone is to be
blamed for the poor state of the British economy—neither strikes nor
shop stewards explain the U.K.’s economic decline in recent years.
Only the low level of investment—

Senator HarrY F. Bywrp, Jr. I am sorry but your time has expired.

Mr. StricnmaN. I would merely point out that our numbers are so
similar to theirs these days, it is something to look at.

Senator HArrY Byrp, Jr. I think you make a very good point. I am
afraid our country is going in the direction of England, or accelerating
in that direction.

I was interested in your comments where you mention the need for
these and other messures to stimulate savings and investment have
never been more critical. Our economy has been subjected to a pro-
longed period of inflation which has seriously distorted the distribu-
tion of national income. Large Federal deficits have been regularly
incurred, reducing total savings and creating enormous impact on the °
Nation’s financial markets and, at the same time, accelerating the shift

. of national resources from the private economy into the public sector

expenditures,

take that to mean that you see a very definite relationship between
the huge and accelerating Federal deficits and the lack of savings and
investments for capital needs. .

Mr. StricnMaN, Absolutely. If we go back to Dr. Ture’s presenta-
tion at the beginning of this morning, the savings that are available
for investment come from total savings which are the private sector,
the public sector %lus or minus the governmental deficits. Those deficits
have reached such huge proportions that the real total savings effect
wa have of the dollars availeble for investment are just going the
wrong way.

Senator Harry F. Byrp, Jr. Do you regard the huge deficits as being
‘a highly dangerous trend for the Nation as a whole? ‘

Mr. StricnMman. T certainly do, and if T may be a little flippant
about it, the only difference between the Federal Government and New
York City is the Federal Government can print money.

Senator Harry F. Byro, Jr. You are so right. As a matter of fact,
if you really analyze it, I would say the Federal Government is-in
worse shape than New York City.

Mr. Stricirman. At least they can print the money to keep it going.

Senator Harry F. Byrp, Jr. Except for the fact that it has some
printing presses here, continued annual accelerated use of the print-
ing press reduces the value of everyone else’s dollar.
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You mentioned the problem of inflation. How do you see inflation
not for calendar 1976 but, say, 18 months from now or 2 years from
now ? Do you see inflation continuing or abating

Mr, StricaymaN. I am not much of a soothsayer, but if we look at
what happened, we all know what happened in 1974, it was materiall
reduced in 1975 and highly reduced for the first couple of months this
vear. We run a close reportin%:ystem only on what is happening on
our own costs, and it is again beginning to speed up.

Senator Harry F. Byrp, Jr. It is now eginnmg to speed upt

Mr. StricHMAN. It is now beginning to speed up. I believe that ten-
dency will continue,

One of our problems will have to be trying to hold it down to keep
it from fetting back to the kind of numbers we had in 1974. At the
time of large deficits going on now, we will be facing that problem
again in the 18 months we are speaking of.

Senator Harry F. Byrp, Jr. I certainly concur with that view. I do
not see how we can avoid it. In this fiscal year, the Government’s defi-
cit will be $76 billion and then going into the next 15 months, which
is a transition period for the new fiscal year plus the new fiscal year
which ends September 30, 1977, in that 15-month period, the Federal
funds_deficit will be $68 billion. 'Chat is just in a 2-years, 3-months’
period. To me it is a highly dangerous situation, and it is bound to
lead to accelerated inflation. .

Senator Curtis. I want to say it is excellent testimony, and in view
of the hour, I will forego the questions, but I do appreciate your rec-
ommendations,

Senator Harry F. Byrp, Jr. Senator Dole.

Senator Dore. I appreciate the statement which I intend to read. I
think it is excellent, as were the others, but you did just say as an aside
that many do not know the difference between a loophole and an in-
centive. We had a long discussion in the Budget Committee yesterday,
and I did not hear the word incentive used in that committee. I will
not name anyone, but I did hear the word loophole used repeatedly.
That is the popular attack. I don’t know how you focus in on what is
in fact an incentive and what is in fact a loophole for either individuals
or business. It is like water on a duck’s back.

You seem to have an information program afoot generally to inform
the American people. I think it would be helpful if vou could inform
some Members of Congress. Unfortunately, some of them won’t listen.

Are there others with you whom you would like to identify for the
record or are there just the two of you?

Mr. StricuMAN. There are others here but they are not presenting
anything today.

1f I may say something in addition to what you are saying, it would
be a plea for the fact that intelligent incentives in tax law are really
one of the greatest ways to accomplish all the things this country
should accomplish. One of the easy ways to demonstrate—and I think
there are enough Members of the Congress who understand about it—
that those incentives that by performance can show that they increaso
the amount of revenue, not decrease it, are in no way, nor should they
be considered to be loopholes. It is a travesty to talk of them that way,
because they are really building up the economic ability of the Nation.
and that is where all our taxes come from, .
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Senator DoLe. I am not certain I share your view that there is a
majority in Congross. I guess we will find out. :

b ?at is the impact of the December 31 expiration date on a currrent
asis A —

Mr. StricuMAN. I think the termination date of the 10 percent is
having an adverse effect already.

For example, if you are a farmer and you are buying some equip-
ment and you get it off the shelf, obviously it has little effect, but for
most of us you_do find an adverse effect. For example, where one is
tryin% to buy and receive equipment, installing it and getting it opera-
tional between now and the end of the year, which is necessary in order
to achieve the 10 percent credit, it is difficult to do. There is no way of
doing that. Those things which are being ordered by all the companies
1 know, by my own company, are being ordered with respect to what -
do we have to do and nothing more, not what is well worth doing, be-
cause we don’t know the situation with respect to whether the credit
is going to be there or not.

We have reached the point where we only consider hopefully that
we will have a 7 percent tax credit next year, because that is all we
could go back to, and maybe we won’t have that.

It is a very bad situation. It may be felt in Congress that we have
lots of time, but it is now for us. ,

Senator Dort. The impact is adverse.

Mr. StricumaN. The adverse is here already. -

Senator Harry F. Byrp, Jr. You mentioned a moment ago there are
already signs of inflation heating up, accelerating. Could yov indicate
in a little more detail what those signs are?

Mr. STRICHMAN. As a matter of company policy, we keep a continual
listing of our changes in cost of the supplies which are maybe 50 per-
cent of our total expenditures which are for things we buy, and we buy
them from other people. We keep the record of how they are changing
month by month. —— -~ -

During the year 1974, Senator Byrd, the increase was like 24 percent
in one year. That was the increase in prices we had to pay for the
things wo brought into our shop and we did something to them and
then sent them out again. A

During 1975, it got down pretty low. During the first half of the
vear, it was almost nothing. During the second half of the year, it was
running annualized about 4.5 percent a year. These are the actual fig-
ures, past tense not future tense. They have speeded up a little in the
last 2 months, 914 to 10 percent. As we asked our divisions to do, which
is forecast to us what they hear from their suppliers for the next 3 or 4
months, it will go up 2 or 3 percent in the next 4 months on an an-
nualized rate, so we are looking at a rate that will approach 10 to 12
percent very shor%y.

Senator Harry F. Byro, Jr. Thank you very much. _

[The prepared statement of Mr. Strichman follows. Oral testimony

- continues on p. 1773.]

STATEMENT OF Ap Hoc COMMTITTEE FOR AN EFFECTIVE INVESTMENT TAX CREDIT
SUMMARY

* Obdfectives of the Ad Hoo Commitiee .

The Committee’'s immediate objectives are a permanent 12 percent investment
tax credit; an increase in the permissible range under the Asset Depreciation

69-160 O—76—nt. 4-13
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Range (ADR) System from 20 to 40 percent; expensing of pollution control
equipment in the year placed In service; and technical and substantive changes
in the investment credit and ADR to reflect the critical need for more effective
cost recovery provisions.

Need for business savings and investment

The United States has the lowest rate of private sector lnvestment in the in-
dustrialized world. Today’s principal economic concern should be the formation
of sufficlent capital to meet projected requirements for job producing investments
in United States business and industry. Such requirements are estimated to be
as high as $5 trillion between now and 1985. Based on present national trends
in savings, there will be a shortage of investment capital by 1985 in the range
of $576 billion—or over 10 percent of total requirements. It is significant that
the United States has never achieved a rate of savings adequate to meet this
deficiency. The need for public policy changes to emphasize savings and invest-
ment is apparent.

Role of business capital recovery in total national savings

Since World War II, the contribution of business savings to the nation’s total
savings has risen from 48.1 percent of the total in 1947 to 65.9 percent in 1974,
Capital recovery provisions of the Internal Revenue Code accounted for 58 per-
cent of total business savings. Therefore, such cost recovery factors are im-
mensely important to the level of national savings and investment.

International comparison of capital recovery systems

‘Relative to other industrialized nations, the United States capital recovery
system (even with a 10 percent investment tax credit) has consistently ranked at
or near the bottom. Other nations have recently taken steps to stimulate savings,
investment and national productivity by further liberalizing their capital recovery
systems.

Historic effects of the investment credit and depreclation provisions on inccst-
ment, employment, productivity and tar rcvenues

The correlation between the applicability of effective cost recovery provisions
and such leading economic indicators as savings, investment, employment, pro-
ductivity and Federal tax revenues is striking. The history of the investment
credit and rapid depreciation methods demonstrates that this form of tax incen-
tive is most effective if it is left unchanged over a substantial period of time. They
are effective incentives for increasing capital formation and economec growth.
They should not be used as a mechanism for stabilizing the economy and in fact
the various changes in the investment credit have historically proven to be
destabilizing.

Recommendations of the Ad Hoc Committce

The following tax changes are recommended as the most effective means of
immediately stimulating savings for long-term capital improvements:

(1) a 12 percent investment tax credit without a termination date;

(2) the permissible depreciation range under the ADR system should be in-
creased to 40 percent from the present 20 percent;

(8) the cost of pollution control facllities should be allowed as an expense in
the first year of operation ; and

(4) certain technical changes should be enacted to make the investment credit
and ADR more effective in stimulating productivity improvements in all sectors,
including small businesses and those with low profit margins.

In addition, consideration should be given to adopting a simplified capital re-
covery system as a more permanent solution to our capital needs. The capital
recovery system recommended would provide (see full statement for details) for
recovery of all capital costs over a 6 or 10 year period. Finally, the President’s
proposal for a new accelerated depreciation system would constitute an interim
step towards a satisfactory depreciation system {f it were expanded to cover all
new equipment and facilities over a several year period. This proposal and possi-
ble amendments to it are described in the detailed statement.

Timing
Of crucial importance is immediate action raising the lnvestment credit to 12
percent and extending it beyond December 31, 1976 by removal of the termina-
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tion date. The long lead time for a large share of the facilities covered by the
credit require early action. Plans of some businesses are already being preju-
diced by the December 31, 1876, terminal date in the present legislation.

Oonclusion :

All indicators point to the need to restore a proper balance between savings
and consumption in United States tax policy. Such a balance would provide the
long-term growth needed to provide sufficlent jobs for a growing labor force,
and the improved productivity needed to assure rising real wage rates and long-
term price stability.

STATEMENT

The Ad Hoc Committee for an Effective Investment Tax Credit is a voluntary
group of over 275 business firms and 61 supporting business associations. A list
?ltl tge member companies and supporting associations is attached (see Aj'pen-

XA).

The membership of the Ad Hoc Committee shares the belief that the critical
economic concern facing this country today—and for the next ten years—is the
formation of sufficient capital to meet the unprecedented projected requirements
for job producing investments in American business and industry.

There are several factors which contribute to our conviction that substantial
changes in Federal tax policy are necessary if we are to halt the ongoing de-
terioration of our relative position in the world economy. Such changes are neces-
sary to ensure sufficient jobs for a growing labor force. They are necessary if we
are to overcome the problems of energy and raw material shortages, They are
essential if we are to maintain the viabllity of our free enterprise system. And,
certainly they are essential if we expect to provide opportunities for achieving
a rising standard of living for all the citizens of this country.

Changes in present tax policy are necessitated by such factors as:

The reduced rate of private sector investment in the United States (now the
lowest in the industrialized world) ;

The low rate of productivity gains in United States manufacturing (also the
lowest in the industrialized world) ; ’

The inferior position of United States industry in terms of capital recovery
tax provisions, compared to industry in other industrialized nations (the United
States ranks at or near the bottom) ;

The shocking decline in real corporate profits, resulting in reductions in busi-
ness savings and increased rellance on debt financing;

Growing requirements for major investments in environmental protection and
improvement. -

These represent only a few of the economic indicators and known factors
which point to the need for a revitalization of the United States economy through
more realistic tax provisions for capital recovery. And let there be no question
about it . . . these provisions are probably the most important single factor in
determining the rate of saving and investment by business.

The Congress, by increasing the investment tax credit to 10 percent (11 per-
cent in some cases) in the Tax Reduction Act of 1975, recognized these problems.
Unfortunately, due to the December 81, 1076 termination date on this increase,
it has had limited effect. The House of Representatives recognized the need for
a lasting increase when it passed H.R. 10812 on December 4, 1975. The House
Bill provides for an extension of the 10 percent investment tax credit to 1980.
The House action is encouraging and has the support of the Ad Hoc Committee.

However, we believe more substantial and permanent action is necessary.

The Ad Hoc Commlittee strongly urges that the Congress take the following
actions as an immediate step toward improved savings and capital formation:

1. Increase the investment tax credit to 12 percent without a termination date
and without basls reduction.

2. Increase the permissible range under the Asset Depreciation Range (ADR)
System for depreciating capital assets from 20 percent to 40 percent.

8. Provide for a reduction in the depreciation period applicable to pollution con-
trol facilities, preferably allowing 100 percent cost recovery in the first year of
use for such assets.

4. Enact the most urgently needed technical improvements in the capital re-
covery system (described later in the statement).

In addition, the Ad Hoc Committee supports other long-term and interim steps
discussed herelnafter,
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Present eoonomic considerations warrant prompt and effective aotion

The need for these and other measures to stimulate savings and investment
has never been more critical. Our economy has been subjected to a prolonged pe-
riod of inflatlon which has seriously distorted the distribution of national in-
come. ILarge Federal deficits have been reguiarly incurred, reducing total sav-
ing and creating enormous impact on the nation’s financial markets and, at the.

same time, accelerating the shift of national resources from private investment .

in the economy to public sector expenditures.

And now, in addition to the problem of inflation, we find ourselves just begin-
ning to come out of the most serious economic slump since the great depression
of the 1930's. This economic ecrisis {s further exacerbated by raw material and
energy shortages which have contributed to both higher prices and declining
production.

Although some of the recent economic indicators imply an upturn in the econ-
omy, it is apparent that the economy has not fully recovered. In fact, one of the
leading indlcators—durable goods orders, backlogs, and inventories—has re-
mained neutral. This suggests that the prospect of recovery in the durable goods
area continues to lag. This is particularly significant since durable goods otten
act as a bellwether indicator for industry as a whole.

The following chart clearly indicates that the gap between durable goods orders
and inventorles is not closing. In addition, the backlog of orders continues to
decline.
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Produotivity and other economio indicators

In reviewing some of the specific indicators which argue forcefully for more
realistic capital recovery provisions, it is appropriate that we look at those by
which we can measure United States economic performance compared to other
industrialized nations—Canada, Sweden, France, West Germany, and Japan.

L enm———e g
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The United States has fallen dramatically behind our trading partners in many
respects, the most important being manufacturing productivity. In 1974, we expe-
rienced a 2.2 percent decline in productivity—the first such decline, according
to government sources, known to have occurred in the 200 year history of our
country, and certainly the first since records of economic indexes have been
maintained. The accompanying charf shows the changes in real GNP per em-
ployed civilian in the period 1950 to 1872, with the United.States at the bottom
of the scale {n relation to other countries.

REAL GNP PER EMPLOYED CIVILIAN, 1950-72
Indexte, 1990 = 100 -
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Source: Buresu of Laber Statistics

The following graph measures the same national economies in terms of pro-
ductivity growth over the period 1960-73, with the United States again lagging
behind all, and very far behind most.

PRODUCTIVITY GROWTH, 1960-1973
(Average Annual Rate)

- MANUFACTURING OUTPUT
10 PER MANHOUR

GROSS DOMESTIC PRODUCT
PER EMPLOYED PERSON

- UNITED JAPAN WEST FRANCE CANADA ITALY UNITED 11 OECD \
STATES GERMANY KINGDOM NATIONS®

Source: Department of the Treasury ‘Aversge for 6 OECD countries listed.
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This poor performance is not surprising in view of the level of United States
investment during this period, and in view of the well established correlation be-
tween investment and real growth. The following table 1 fllustrates that United
States investment as a percent of real national output has lagged behind that of
other nations—in fact, being only one-half the ratio in Japan and West Germany.

TABLE 1.—INVESTMENT AS PERCENT OF REAL NATIONAL OUTPUT, 1960-73 ¢

~- Totsl, Nonresidential
. fixed § ont .axo(f

35.3 20.3
4.5 18.

21.8 12.4
20.5 4.4
18.5 15.2
u.7 19.4

1 OECD concepts of investment and national product, 1973 estimated.
? Including residential.

Sources: OECD; U.S. Department of Treasury.

Capital formation is the major_ factor for increasing productivity. Without
adequate capital formation, U.S. productivity will decrease and our competitive
position in world markets will be eroded. In addition,.a high rate of capital
formation increases productivity and permits higher real wages and an increased
standara of living without excessive inflation. '

One of the most striking parallels is the relationship between capital invest-
ment and wage rates by industry. Figure 1 shows 1971 capital investment data
and compares it with production worker average earnings by -related industry
groupings.

FIGURE 1.—CAPITAL INT\ENSITY AND WORKER EARNINGS

Production worker average
earinngs

Capital per employee

Industry ' CPE Rank Per hour Rank
Groug 1:

etroleum and coal.... ... ... . .oo...... $87,190 1 $4.57 1
Chemicals. ... .. oo aiiiiao. 36,450 2 39 3
Primary metals. . ... .. ... ... 35, 060 3 4.23 2
¢ 1] SN 29,440 4 3.67 4
Stone, clay, and glass...__ ... ... .. ........... 20, 550 5 3.66 5
Food .- 14, 160 6 3.38 1
Rubber/plastics 14,140 7 3.40 6
12, €90 8 3.15 8/9
Lumber 10, 270 9 3.15 8/9
Miscellaneous. .. ......... earsveerseeseensannean 6, 490 10 2.97 0
Furniture. . . 5,210 11 2.9 11
2,50 12 2.60 12
2,110 13 2.49 13
12, 080 i 4,41 1
11,640 2 1.9 3
11, 540 3 N 5
10, 560 4 3.84 4
9,410 5 3.52 6
8,830 6 3.48 7
8,580 7 4.20 4
10,840 .............. 2,57 ceaaeeen -

1

Source: beputmml of Labor,
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Reviewing this clata during bis testimony before the Joint Economic Commit-
tee in mid 1975, the then Secretary of Labor Dunlop concluded :

. . . ereation of jobs through investment capital broadens opportunities, thus
allowing more upward mobility in salary and skills as people are promoted and
new jobs created ... the most basic and far-reaching objective for national
policy in this context should be to encourage development of new technologies
and the formation of new capital. . . . Also, the increase in output and income
implied by new capital formation means a higher level of living and income for
all Americans, whether or not they are employed by the industries involved with
new capital formation and productivity gain.”

In the past the U.S. has had the highest capital-to-labor ratio in the world,
however other nations have narrowed the gap significantly in the past two dec-
age:; ai thl}a srate of investment per worker added to the labor force has fallen
oft in the U.8.

F16URE 2.—Gross nonrcsidential fixed mvea.tmcnt per person added to civilian

labor force
> [In 1958 dollars]

Period : Amount
198660 e ——————— e ——— - $49, 500
A881-80 e ——————————— 85, 300
106870 e ——————————————

107114 e e —————————————————— 1 41, 000

1 Estimate based on incomplete data for 1974.

Source: Statement of Paul W. McCracken before the Committee on Ways and Means,
Jan. 29, 1975. Basic data from the Department of Commerce and Labor.

The evidence is overwhelming. If our economy i8 to perform at the level re-
quired to provide sufficient capital for jobs, for environmental protection, for
energy independence, for government programs of security for the elderly and
the disabled, for needed housing, for national defense, and for adequate re-
search and development, these trends must be reversed.

Capital formation requirements (1975-85)

There have been a number of meaningful projections of capital requirements
for the next decade, with conclusions falling in the range of $4 to $5 trillion. One
method of calculating capital requirement utilizes as a goal the maintenance of
the postwar average rate of increase in labor productivity and real wage rates
while, at the same time, avolding an unacceptable rate of unemployment. From
previously cited comparisons with the record of other countries over the same
period such & goal i8 clearly only a minimum. By projecting tbese rates in em-
ployment and the capital-labor ratio through 1985, it i3 seen that business capital
outlays will have to be in the range of $2.37 trillion (in constant 1874 dollars).
By adding capital outlays for housing, environmental protection and predicted
government sponsored programs, the figure rises to $3.54 trillion in constant
1974 dollars. (See zero inflation Table 3 infra.) And finally assuming a conserva-
tive Federal deficit of $10 billion per year and a 8 percent inflation factor the
total capital need rises to $4.8 trillion. (If the projection assumes a more realistic
inflation factor of 5 percent the total would be $4.9 trillion.)

‘Weo cite this example to demonstrate that what we are talking about in terms
of needed capital formation s not ‘“pie in the sky”. It is absolutely fundamental

" to this nation’s continued existence as a major economic force in the world.

Other examples were summarized in Secretary of the Treasury. Simon’s state-
ment to the Committee on Finance on March 7, 1976 :

Consider, for example, a recent study by the Bureau of Bconomic Analysis of
the Department of Commerce on projected capital needs of the country in 1880—
only four years away. That study concluded that, in order to achieve our goals of
full employment, greater energy independence and pollution abatement, the ratio
«l)f ﬂxeddbuslness_investment to GNP for. the decade of the seventies must be

nereased. )
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The following table 2 contained in the Treasury statement summarizes a num- .
ber of other studies containing similar findings:

TABLE 2.—ACTUAL AND PROJECTED INVESTMENT AS A PERCENT OF GNP

Bosworth

Duesen- Chase
Avm’o berry Fried- «©ono-
1965-74  NYSE!? Camm' man$ G.Es ORI»  metrics
Gross private dommlc Investment...._. 15.1 16.4 15.5 15.8 15.8 15.7 15.3
onmldcmh ............. venean 10.4 12.1 1.3 1.5 1.4 1.0 TR
............................ 1.0 .3 .8 .8 4 .3 .8
Ruldm L s 3.9 3.5 3.5 4.0 3.8 3.3
1| The New York Stock Exchange, *

Ca&t’al Needs and Savinp Potentia) of the U.S. £ Pfgocﬁons Through

1905" SO%t:.mlnr 1974, Figures shown are based on cumulative projections in cumnt doi rs,

1 Bat rth, James S. Duesenberry, and Andrew S, Carron. “'Capitsl Needs in the s«mm" The Brookings

lmulmion 1975. Flfum shown are Imod on estimates for 1980 in current doHars from table 2—12 , 39 (noto the constant
lar 1980 limm tadis 2-11 pro]od ‘ms private domestic investment a3 15.8 percent of ),

8 Bonlam nM odman, ‘Financing Next Five Years of Fixed Investment” in Pmldont’s Authod to Adjust
Im, of Petroleum, Public Debt c.ilin; increase; and Emer, ’gsrmﬁhx Proposals; Hearings before the Commi ays
:iol “" r&s, H 10 of Representatives, Januacy 1975, pp.710- gures shown are based on 1975-79 averages of Corrent

I

Ro nald H Jonn. ““Capital Requirements of Business, 1974-85," Testimony submitted to Subcommittee on Economic
Joint Economic Committes, May 8, 1974, Figures shown are based on cumulative projections in current dolfars,

7
s Dala Resources, Inc., Summer 1975, "Spoclal Study: The Capital Shortage.” Summary table on inside cover. 1985
data only, cumnt dolfars, standard for 0190:
¢ Chase Econometrics ‘ulust 1975. *‘The Next Ten Years: lnﬂauon, Recession and Capital Shorlage,’” 1984 data only,
current dolun Table, page No. 1 of 14. No recession run.

Savings required to meet capital needs

We know that we must have the capital for productive investments. The next
quesltii)?n? is, how do we generate sufficient savings to make such investment
possible

The postwar average rate of national savings has been 15.7 percent. At this
average level, assuming a 3 percent inflation rate, there will be a $500 billion gap
in capital tormatlon through the year 1985. Assuming a more realistic 5 percent
inflation factor,-the capital formation gap could be a staggering $575 billion. The
accompanying tables 3, 4 and 5 illustrate the required levels of private savings at
varying rates of inflation, The United States has not been able to achieve.these
levels of savings in the past, and it is clear that extraordinary measures must be
taken to make it possible in the future,

TABLE 3.—ESTIMATED CAPITAL REQUIREMENTS AND PRIVATE SAVING, 1975
[tn billions of dollars]

- Capital requirements
' Nonmidonﬂ&l Other capital
invest outls

. mont Includr
Inven ry Governmen Gross private
Year asccumulation deficits Total saving Saving gap
A. Zero Infiation:
97 4.5 81.6 256.1 235.8 20.3
81.6 84,7 266.3 4.7 21.6
89.2 88.4 277.6 . 253.9 3.7
97.2 9.3 289.5 263.4 26.1
205.3 91.0 302.3 273.3 29.0
13, z 102.3 316.2 283.6 % 6
22. 108.3 330.9 gg 2 . 36.7
32.0 115.2 U2 . 3 41.9
41,5 123.3 364.8 316.8 4.0
51,5 132.7 384.2 328.7 5.5
62. 0 143.5 405.5 L0 64.5
| 7 T 2,31.3 1,169.3 3,540.6 3,140.7 399.9

Source: Norman B. Ture, Inc., prepared July 1975,
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ESTIMATED CAPITAL REQUIREMENTS AND PRIVATE SAVING, 1975
(In bililons of dollars}

Capitsl - - ({11
) require- private Saving
Year ments saving np

8. 3 PERCENT INFLATION

L 1L Y P 263.8 242.9 20, 3
97 282.5 259.6 22,
303.3 277.4 5.
325.8 296.5 2.
350.5 316.8 .
377.5 338.6 38
407.0 361.8 45,
439.8 3%.8 53, ¢
476.0 413.4 62. ¢
516.3 1.7 14,
561.3 472.0 89.
4,303.8 3,807.5 496.3
268.9 212.8 21.3
293.6 269.8 23.8
3. g 293.9 2.4
351, 320.2 3.2
358.8 348.8 3.0
423.7 380. 1 43.6
465.9 4%4. 3 gl. [
513.0 451.1 1.9
565.9 4915 . .4
625.8 535.4 90. 4
693.5 583.2 110.3
4,909, 3 4,335.9 573.4
Source: Norman 8, Turs, Inc. . . -

Corporate profits and finanolal prodlems

The flow of internal funds cannot keep pace with nominal capital outlays
since depreciation allowances are based on original cost and not on replacement
prices. Due to inflation, real corporate profits have been overstated. For exam-
ple, the Treasury has stated that nonflnancial corporations reported after tax
profits of $60.1 billion in 1975 as compared with $37.2 billion in 1985, These
figures, when adjusted for inflation, are $35.8 billion in 1975 and $35.6 billion
in 1965. Thus, there has been no real increase in corporate profits over the last
decade. However, the corpordte tax is applied to the profits without adjustment _
for inflation, resuiting in-a rise in the effective tax rate on true corporate
profits from 43 percent in 1965 to 51 percent in 1975.

Corporations have increasingly turned to borrowlng to finance capital invest-
ment. Average outside financing was 80 percent in 1864, In 1974, outside financ-
ing increased to over 60 percent of total capital needs. This result can be
attributed to the effect of inflation on capitat needs and profits, -

Secretary Simon, in his March 7 statement, summarized the ﬂnancial effects
of increased corporate borrowings as follows :

One of the factors which can inhibit the future growth of needed capital
formation is the financial condition of American corporations. Analysis of debt-
equity ratios Indicates that corporate balance sheets have shown signs of
deterioration over the past decade, which is a break from the pattern which
persisted in earlier periods. Debt has increased dramatically, both in absolute
terms and relative to assets and income. Interest costs have risen appreciably,
roughly doubling over the past ten years. The combination of increased debt
financing and higher interest rates has resulted in a decline in the coverage
ratlos reported by American corporations—that is, the ratio of earnings to
interest charges. The ratio of liguid assets to debt has shrunk. As a result of
these developments, there {8 a serious question about the potential capability
of companies to be able to finance the capital investinent that will be required
to achieve our basic economic goals of-reducing unemployment and inftation
as I outlined earlier in my testimony.

Due to these changes in corporate financing, the liquidity of corporate
balance sheets is severely reduced. Therefore, corporations are far less able
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to withstand even minor receseions, resulting in reduced confidence in lenders
and investors. The final result is reduced corporate investment due to a reduc-
tion in available funds. .

Capital recovery {8 key to business saving and investment

While recognizing there are various avenues that must be explored for in-
creasing total capital savings, by both business and individual savers, it is the
intention of the Ad Hoc Committee in this statement to address the question
of business savings only,

Commerce Department figures show that business savings, as & percent of total
national savings, increased from 48.1 percent of the total in 1947 to 65.9 percent
in 1974. Consequently, business saving is now the largest factor to be considered
in an examinatfon of the issue,

In turn, the major factors in business savings are the capital recovery allow-
ances of the Internal Revenue Code. In 1974, these allowances accounted for 58
percent of total savings—the major provision being depreciation.

International comparison of capital recovery sysiems

The low rate of capital investment and productivity increase in the United
States is due, at least in part, to the fact that in recent years our capial recov-
ery system ranks at or near the bottom among major industrial nations, This is
fllustrated by the comparison attached as Appendix C.

Figure 8 illustrates that with the exception of Japan where speclal factors .
apply, the U.8. requires substantially longer cost recovery periods for its ma-
chinery and equipment than its major trading partners.

REPRESENTATIVE COST RECOVERY PERIODS IN THE
UNITED STATES AND IN SELECTED FOREIGN COUNTRIES
ON MACHINERY AND EQUIPMENT

UNITED STATES
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And of course, many of these natlons have recen
libgraglze thelilni capltt:al recovery systems. ty taken significant steps to
weden will continue its investment reserve program under which 15 percent
of pre-tax profits are placed in a reserve fund and deducted from taxable F:come.
Investmeqt expenditures are charged against the reserve fund.
Canada’s Federal Budget contains provisions for a two-year write-off of the
cost of new manufacturing and processing equipment and pollution control assets
(reflected in Figure 8). Finance Minister Turner referred to the manufacturing
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and processing write-offs as “a major contribution to strong investment per-
formance which is improving productivity, enhancing supply, creating new jobs
and helping to sustain the Canadian ecoriomy at a time when the economies of
many other nations are faltering”.

Australia has announced its intention to allow manufacturing and primary
production industries to depreciate new plant and equipment at substantially
higher than current rates,

When these and other revisions are all implemented, it will make the com-
parison between the United States' capital recovery system and those of other
countries even more glaring—and we are already ranked close to the bottom of
the list.

Impaoct of Taw Reduotion Act of 1975

The recently enacted Tax Reduction Act of 1975 provided for a temporary .
increase in the investment tax credit from 7 percent to 10 percent (11 percent
under certain prescribed conditions). While it has not been in effect long enough
to fully evaluate its effectiveness, our surveys indicate that many companies find
the two-year limit on the higher rate is too short a time for them to make in-
vestment decisions and to implement them. One and one-half to two years has
proven to be the time necessary for the credit to be fully effective indicating that
the lead time is8 considerable for many types of property covered by the credit.
Consequently, we have to conclude that a significant number of potential invest-
ments which would have been stimulated if the 10 percent credit had been made
permanent are instead still Langulshing for lack of a longaterm policy of improved
capital recovery.

The investment credit i8 not a viable counter-cyclical mechanism

The temporary nature of the 1875 amendments reflects the u