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JOBS TAX CREDIT

TUESDAY, JULY 18, 1978

U.S. SENATE,
SELECT COMArrrEI) ON SMALL BusINESs,

SUBCOMMITTEE ON ADMINISTRATION OF THE
INTERN-AL REVENUE CODE OF THE COMMITTEE ON FiNANCE,

Wa8hington, D.C.
The joint committees met, pursuant to notice, at 9:35 a.m., in room

221, Dirksen Senate Office Building, Hon. Floyd K. Haskell (chair-
man of the subcommittee) presiding.

Present: Senators Haskell, Long, Dole, and Packwood.
[The committee press release announcing these hearings follows:]

(Press release]

SUBcOMMITTEE ON ADMINISTRATION OF THE INTERNAL REVENUE CODE ANNOUNCEs
JOINT HEARINGS WITH SENATE SELECT COMMITTEE ON SMALL BUSINESS ON
JOBS TAX CREDIT-ADMINISTRATIVE PROBLEMS AND PROPOSED CHANGES

Senator Floyd K. Haskell (D.-Colo.), Chairman of the Subcommittee on
Administration of the Internal Revenue Code, today announced that the Sub-
committee, together with the Senate Select Committee on Small Business, will
hold hearings on July 18, 1978 and July 26, 1978. The hearings will begin at
9:30 a.m. in room 2221, Dirksen Senate Office Building.

The purpose of the hearings is to look at any administrative problems arising
from the existing jobs tax credit (which was signed Into law in May 1977 and
expires in 1980), possible improvements to the existing provisions, and the
Administration's proposals for a new jobs tax credit.

Senator Haskell stated that "Congress needs to investigate whatever problems
may have arisen under the existing jobs tax credit before it turns to the
President's proposals for a new 'targeted' credit-which Is part of his Urban
Program. This subject, because of the mixture of tax, urban policy and welfare
Issues, is a complex one, and it should not be considered hastily."

Requests to tetily.-Persons who desire to testify at the hearings should
submit a written request to Michael Stern, Staff Director, Committee on Finance,
room 2227, Dirksen Senate Office Building, Washington, D.C. 20510, by no later
than close of business on Thursday, July 13, 1978.

Legislative Reorganization Act.-Senator Haskell stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committees of Congress "to file in advance written statements of their
proposed testimony, and to limit their oral presentations to brief summaries of
their argument."

Witnesses scheduled to testify must comply with the following rules:
(1) A copy of the statement must be filed by the close of business two days

before the day the witness is scheduled to testify.
(2) All witnesses must include with their written statement a summary of

the principal points included in the statement.
(3) The written statements must be types on letter-size paper (not legal size)

and at least 75 copies must be submitted by the close of business the day
before the witness Is scheduled to testify.

(1)
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(4) Witnesses are not to read their written statements to the Committee,
but are to confine their ten-minute oral presentations to a summary of the points
included in the statement.

(5) Not more than ten minutes will be allowed for oral presentation.
Written estimony.-Senator Haskell stated that the Subcommittee would be

pleased to Teceive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion in
the record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (5) copies by Thursday, August 3, 1978, to Michael Stern,
Staff Director, Committee on Finance, room 2227, Dirksen Senate Office Building,
Washington, D.C. 20510.

Senator HASKELL. The joint hearing of the Select Committee on
Small Business and the Committee on Finance Subcommittee on the
Administration of the Internal Revenue Code will commence.

I have a brief statement, ladies and gentlemen, that I would like to
make. First, let me say it is a delight to have the administration on my
side for a change. They did not seem to think very much of the jobs
credit a year ago and now it seems the light has dawned.

When we convened a similar hearing last year on February 22, the
circumstances surrounding jobs and the related credit were very dif-
ferent from those faced today. At that time, we had something around
8 percent unemployment. We had a rather poor use of industrial ca-
pacity, and we were looking at an entirely different economic picture.

Today, for example, today the unemployment rate is 5.7. Since that
hearing a year ago, the civilian employment has increased by 4.6 mil-
lion persons. This is a staggering increase.

Civilian unemployment has decreased by 1.5 million, while the
people who are active participants in the labor force has increased
substantially.

I think that we all would agree that a 1 percent increase in unem-
ployment costs the Federal Treasury between $16 billion and'$18 bil-
lion in unemployment insurance, welfare, and other social benefits and
lost tax revenue. That means that, today, the Federal Treasury is sav-
ing somewhere between $32 billion and $36 billion because of the de-
crease in unemployment.

Ever since I have been in the Senate, we have faced high unemploy-
ment that necessitated Federal deficit spending to stimulate job crea-
tion. As these conditions of unem ployment change, our dependence
on stimulative fiscal policy should also change.

Therefore, today we are considering several proposals that would
target such a job credit to certain populations as opposed to the exist-
ing credit which is available to any employer who increaw's his or her
employment over a base period.

Finally, the players have changed. As I mentioned previously, in
February of 1977, the only persons interested in the jobs credit were a
few Congresspersons and the Small Business Committee.

The purpose of this hearing is to examine this problem; particularly
the administrative problems of the existing jobs credit, and to con-
sider the merits of other job credits approaches, especially targeting.
We want to consider whether targeting will work and ihe simplest
way to do it.
. We also want to inquire as to the administration's willingness to

publicize and support any revised or extended credit in contrast to the
notable lack of support for the present program.
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These hearings have a particular urgency, in that the existing credit
is scheduled to expire at the end of 1978. This day of discussion, to-
gether with the hearings scheduled for July 26, should prepare'the

4 Finance Committee to address the extension or revision of the exist-
ing program.

This committee is obviously interested in achieving the most efficient
use of its tax expenditures for the creation of jobs. It is highly desir-
able to use the private enterprise system to decrease unemployment.
The administration's proposal seeks to aid employment through pri-
vate enterprise in the area where it is astronomically high-that is in
the late teens and early twenties.

I am not wedded to the existing proposal or to any proposal. We are
here today to see what is going to work, and what will work best;

So we look very much forward to hearing from you, Mr. Packer.
Maybe Senator Packwood has a statement.
Senator PACKWOOD. I have no statement.

STATEMENT OF HON. ARNOLD H. PACKER, ASSISTANT SECRETARY
FOR POLICY, EVALUATION, AND RESEARCH, DEPARTMENT OF
LABOR

Mr. PACKER. Thank you, Mr. Chairman. With me on my left is Bob
Lerman and on my rip.ht, Hugh Pitcher, from our staff. We are very
happy to be here today to discuss employment tax credits, especially
at a time when the administration and yourself are in some agreement.

Expanding employment has been an urgent goal throughout the
seventies. With unemployment rates averaging 6.5 percent during that
period, no one can doubt that the economy has generated too few jobs
for the Nation's expanding work force.

Although employment rose a healthy 15 percent between 1970 and
1977, the labor force increased by nearly 18 percent.

Part of the employment problem has been due to recessions and
economic slowdowns. Since we have not been able to eliminate the busi-
ness cycle, we face long perio.s when large numbers of able workers
cannot find jobs. In fact, over the entire post-World War II period,
the United States has had an unemployment rate of 4 percent or less
in only 1 out of every 3 years. I think it is very important, when look-
ing at targeted credits, to recognize that usually there is not full em-
ployment. So, to some extent, targeted credits will give-the advantage
to one group at the expense of some other.

A second part of the employment problem, one that we have with us
today, is the structurally unemployed workers who cannot find jobs,
or decent jobs. during times of economic prosperity. Workers with low
skills or education, young workers, low-income heads of families, wel-
fare recipients, black workers, and workers living in depressed areas
are heavily represented among the structurally unemployed.

The administration and the Congress have worked together to deal
with these two problems of cyclical and structural employment. We
have tried to reach a balance between public and private employment
and the stimulus package included the expansion of direct public job
creation, as well as you have mentioned, the jobs tax credit aimed at the
private sector.
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Today, although aggregate unemployment still remains well above
the full employment level, the problem we face is increasingly struc-
tural. In response to the changing nature of the problem, weave pro
posed a targeted program focused on disadvantaged youth.

We are still aiming at a mixed public-private approach. We are
calling for a continuation of a substantial public service employment
program of 725,000 persons, increases in training and a special.
private-sector initiate program with industry counselors to move our
public programs more toward the private sectors.

But we are also calling for the employment tax credit.
The question we must address today is how employment tax credits

can expand private employment opportunities for disadvantaged
workers. My testimony discusses some of the experience with the exist-
ing credit-the jobs tax credit. I will just briefly note some of the find-
ings on an initial survey.

We found that large firms learn quickly about the credit, and per-
haps 90 percent know about it. Small firms have been slower to learn.
That is, by February of this year, 90 percent of the firms with over 500
employees but only 30 percent of the firms with less than 10 employees
knew about the credit. Only 6 percent of the firms which knew about
the credit claimed that they changed their employment behavior as a
result of that credit.

The other existing employment tax credits are the WIN and welfare
tax credits, which are structural tax credits and have not been as suc-
cessful as we had hoped. In a typical year, employers have claimed
WIN credits on behalf of about 30,000 workers. That is less than 1 per-
cent of all heads of AFDC families and only about 5 to 6 percent of
employed AFDC families.

In other words, we could spend almost 20 times as much without
increasing employment among those groups at all, if everyone who
was eligible for such a credit would have a credit claimed for them.

I now would like to turn to theproposals for changing the existing
employment tax credit that the administration has proposed.

The purpose of the new targeted credit is to reduce structural un-
employment and to provide better private-sector opportunities to dis-
advantaged young workers. We believe that the targeted credit will
compensate employers for the lack of prior work experience of dis-
advantaged youth; in that sense, it will be fair and not a windfall to
employers.

By reducing the unemployment of disadvantaged youth, we hope
to be able to achieve our 4-percent unemployment goal without en-
countering bottleneck shortages.

Under the proposal, employers could claim credits for hiring dis-
advantaged youths, aged 18 to 24, as well as handicapped workers of
any age. The credit would equal 33 percent of the youth's wages, up to
$6,000 in the first year, and 25 percent in the second year. Up to $6,000
would be the base in both cases.Since firms would have to reduce the wages deductible as business
expenses, the amount of the credit will be much less. If they are in
the 50-percent tax bracket, of course, the savings would only be $1,500.
Since some of the youth will earn less than $6,000, we expect the cost
to the Treasury to be $1,050 for the average worker in the first year
and $850 in the second.
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The youths would have to work full time-over 30 hours per week-
and would have to be employed a minimum of 75 days to qualify. To
prevent wholesale substitution of workers who are already onboard by
new workers and to limit the windfalls, no firm could claim the credit
for more than 20 percent of its workers.

To qualify as disadvantaged, a youth would have to meet the criteria
of the Comprehensive Employment and Training Act, the CETA pro-
gram-that is, their incomes would have to be less than 70 percent of
the Bureau of Labor Statistics lower living standard.

Senator HASKELL. Who finds out about that income I Is that a sim-
ple certification, or do you have to go through some process of filling
out forms and having inspectors ?

Mr. PACKER. No, it is a simple certification now. It is used now for
entry into the CETA program. The Employment Service does it, in
general, for the CETA program and it works rather smoothly.

Senator HASKELL. Would I be able to g6--assuming I was lucky
enough to be 18 years old-could I just go to an employer and certify
that my income was zero, or would I have to go to some agency and
get them to fill out a form and give me a certificate and then go to the
employer?

Mr. PACKER. You would have to go to the Employment Service first.
And we think the program will be more effective because it is tied to
the CETA system. That is, the CETA system's purpose is to have these
young people employed. They have a representative selling the young
person to a firm. They would have this credit to make it more advan-
tageous. So that the publicity would be on a one on one basis for a
a particular individual.

The unemployment rates of these young people, disadvantaged
youth, were over 30 percent in March 1977 and are most likely only
slightly under 30 percent now. We estimate that the revenue loss as-
sociate'd with the targeted tax credit will be about $350 million in the
next fiscal year. It will rise to $11/2 billion by fiscal 1983 in order to
pav for 1.8 million person-years of employment in that year.

If the experience is as limited for the WIN and welfare credits, of
course, the loss to the Treasuy will be much less. But if our assump-
tion is correct, we expect additional youth employment of 160,000-
that is, of the 1.8 million, only 160,000 will be new jobs, because em-
ployers are likely to claim the credit for those whom they would have
hired anyway.

These assumptions imply a cost per job of $9,375. The accuracy is
spurious. It could be substantially different from that, but our best
estimates are on the order of $9,000 to $10,000.

In addition to stimulating new jobs, we think the subsidy will allow
the youth to bargain for better jobs.

The idea of the targeted approach is to relieve the structural unem-
ployment problem that is the barrier to full employment. In order to
increase the total number of jobs, we need macroeconomic policy to sop
up the extra labor that becomes available if those who are structurally
unemployed can become employed. One is able to do that without
creating the inflationary pressures which general macroeconomic poli-
cies, or untargeted approaches, would create if we tried to get to 4
percent unemployment.
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I would like to finally turn to the congressional proposal, in par-

ticular, that was put forth by Senators Moynihan, Long, and Crans-
ton, who recommend several important changes in the current WIN
and welfare credit.

They propose raising the rate of subsidy from 20 percent to 50 per-

cent during the first year of employment providing subsidies for the

second and third years of employment with the same firm at rates of

33 and 25 percent; limiting the wage over which the subsidy applies

to $6,000 in 1979 and have it increase at the same rate as the minimum
wage increases; and finally, allowing nonprofit employees to receive
tax credits similar to those received by for-profit employers.

The administration opposes this proposal. We oppose first the size of

the credit. The new credit would permit firms to claim the credit, as

)vell as the full wage deduction. If the firm hired a welfare recipient
at a $6,000 salary and was in a 50-percent tax bracket, they would gain
$3,000 in reduced tax liability and another $3,000 as a tax credit, which
would make hiring the welfare recipient essentially free, except for
social security taxes.

Senator HASKEL., The present job credit prevents double dipping.

Does Senator Moynihan's tax credit prevent double dipping?
Mr. PACKFI. As I understand it, the current welfare tax credit,

not-"
Senator HASKELL. Oh, I am talking about the current credit that I

proposed.
Mr. PACKER. Yours does not. The Senator Long-Moynihan proposal

would allow double dipping, and the current welfare tax credit allows
double dipping.

We do not believe such subsidies of that size are correct.
Second, we oppose extending eligibility to individuals in nonprofit

organizations, especially in the household sector. We do not believe
Federal tax expenditures should subsidize dead end jobs in the house-
hold sector, especially since persons in above 50 percent tax brackets
could actually make a profit by hiring somebody if they got the tax
credit and a 60 or 70 percent deduction.

Finally, and perhaps most importantly from my point of view, we
believe that any major change in the welfare system should be con-
sidered in the broader context of welfare reform. It is true that the
enhanced credits could stimulate new jobs for welfare recipients. If,
however, such success were achieved, it could create a serious danger.
As jobs became easier to obtain for AFDC mothers heading families,
unemployment could increase among low-income heads of two-parent
families.

In States that provide AFDC-UF, such family heads might be
pushed onto welfare. In States that do not, displaced heads of two-
parent families might face severe poverty, and could only turn to
food stamps.

A vastly expanded credit could contribute to the breakup of low-
income families by increasing unemployment within those families.

The danger is not entirely the fault of the credit proposed by Sen-
ators Moynihan and Long. It is largely the fault of a welfare system
that excludes very low-income two-parent families.
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If the President's welfare reform proposal were enacted, employ-
ment opportunities for poor two-parent families would be equal to, or
symmetrical to, one-parent families.

In summary, the administration believes that any employment tax
credit should be only one element in a larger, overall structural em-
ployment strategy, and tax credits should be targeted especially in this
time of increased danger of inflation.

In this environment, it is best to proceed with caution. The admii-
istration is moving cautiously by limiting employment tax credits to a
target group that clearly faces substantial structural unemployment.

We view the credit as one of several tools for relieving the severity
of unemployment among disadvantaged youth. We will follow the
impact of the credit, the youth credit, carefully, and we believe though
that it will improve the position of those least able to compete in the
labor market todav.

Thank you, and'I will try to answer your questions.
Senator HASKFLL. Thank you, Mr. Secretary.
I was distressed to hear that the majority of people employing 10

or less people had no knowledge of the existing job credit. Can you
explain briefly what efforts your Department might have made to
publicize the existence of that credit?

Mr. PACKER. The Department has made little effort. The Department
primarily works with low-income people who are disadvantaged and.
the credit applied broadly. The Treasury, I believe, took the lead in
promoting the idea of the credit.

Senator HASKELL. I do not think they did a very good job-at least,
that is my impression. I would hope that if we do extend the existing
job credit that your Department, as the Department that is charged,
in effect, with seeing that people have work opportunity, does its best.
Possibly you could submit for the record a suggested information pro-
gram that you could indulge in, both in the existing credit, if it is
extended, and in the administration program.

Would you submit that for the record?
Mr. PACKER. Yes, we will.
[The following was subsequently supplied for the record:]
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Employer's Reference Guide

US Department of Labor
U.S. Department of Health, Education and Welare
1978
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This guide contains the relevant sections of
the statute which established the Work In-
centive (WIN) tax credit, namely, the Revenue
Act of 1971. This statute was amended In
1975, 1976, and 1977. The amendments are
noted in the margins, so that the current
status, as of February, 1978, is presented.

There is also a brief explanation of the
more significant terms used in the statutes.

This guide is not a complete exposition of the
statutes. For further Information, contact
the United States Internal Revenue Service or
a tax specialist.
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85 Stat.] PUBLIC LAW 92-178-DEC. 10. 1971

PUBLIC LAW 92-178

ln lct December 10, 1971

H. R. 10947

To provide a job development investment credit, to reduce Individual Income
tlze,, to reduce certain excise taxes, and for otber purpose.

Be it enacted by the Senate and louse of leewaentoi'ees of the
United States of America in Congre.s a-vsenbled, Revrnue Act

SECTION I. SHOKrFTITLE, ETC. of 1971.

(a) Siowr Tr.z.-This Act mny be cited as lhe "Re'veue Act of
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TABLE OF CONTENTS OF PUBUC LAW 92-178

TITLE I- JOB DEVELOPMENT INVESTMENT CREDIT; DEPRECIATION
REVISION

TITLE II- CHANGES IN PERSONAL EXEMPTIONS. MINIMUM STANDARD
DEDUCTION, WITHHOLDING, ETC.

TITLE III- STRUCTURAL IMPROVEMENTS

TITLE IV- EXCISE TAX

TITLE V- DOMESTIC INTERNATIONAL SALES CORPORATIONS

TITLE VI- JOB DEVELOPMENT RELATED TO WORK INCENTIVE OROGRAM
(Only Title VI amendments are traced here)

Sec. 601. Tax credit for certain expenses Incurred
in work Incentive program.

TITLE VII- TAX INCENTIVES FOR CONTRIBUTIONS TO CANDIDATES FOR

PUBLIC OFFICE

TITLE VIII-FINANCING OF PRESIDENTIAL ELECTION CAMPAIGNS
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TITLE VI-JOB DEVELOPMENT RELATED
TO WORK INCENTIVE PROGRAM

SM .L TAX CRDI FOR CUTAIN IU1518U INCURRID IN WOU
NCXNTIVI PROGRAM.

(a) ALLOWAKCI or CQuor.--Subpre A of part IV of subchapter A
of chapter 1 (relating to credits allowable) ii amended by renumber- 66h stat. 121
iM ectm 40 as section 42, and by inserting after section 89 the 7 st9t. 16?.

folwing new sectio :

'MM A XPZNS OF WORK .NC NTIYE PROGRAM&
'(E)-INZAL Rvs.-There shall be allowOd, u a credit against the

tax imposed by this chapter, the amount determined under iubpart C ira.
of this part.

"(b) RfcLAriocL-The Seceta" or his deiqte shl prescribe
such regulation s asu m. be necessary to carry out the purposes of thissectionaend subpart U-

(b) CoMMIseAnox or Vuwrr.-Part IV of subehapter A of chapter
I (relating to credits against tax) is amended by adding at the end
thereof the following new subpart:

"Subpart C-Rules fer Cemputing Credit for Expenses of Work
N lacentive Programs

"Se. WA. Alaoset o et41L
"See 400. DeWoa ls; opect rmek

-82C. 0A. AMOUNT OF CRXDrr.
"(a) Dim ,XiNATIOM or AxouNr.-

"(1) Guxsms , am-The amount of the credit allowed by eec-
Ante, p. 5S). tion40 for the taxable year shall be equal to 20 percent of the
Poet, P. SSG. work incentive program expenses (as defined in section 50B (a)).

" (2) lawrrix eBAIND ON AMOUNT OF TAX.-Notwihtanding
perasah (1), the credit allowed by secton 40 for the taxableyeaoucm not exased- Anmde to:

.(A) so much o lib ability for tax for the taxable year $60,000
"sdoesnot exceed plus by P.L. 94-466"(1) 60 percent of 8aob of the liability for tax for the See 2107 [I)
taxable year as exceeds

"(3) LAAOU.rr RM Tic .- or !r e of paragraph (2), the 11 10.4.e
liability for tax for the taxable year shall be the tax imposed by
this chapter for such year, reduced by the sum of the credits allow-
able under--

68A Stajt. 13. "(A) section (relati mgtoformeantcredit),
6 USC 33. "(B) action 85 (relating to partially tax exempt interest),

7 Stat. 24, 33. "(C)sectionS? (relt.ingtorirementincone),
18 stat. %2. "(D) section 38 (relating to investment in certain depreci-

able propert 7 ), and
pot, p. S60. " (E) section 41 (relating to contributions to candidates for

public ok.

For purpose of this pragraph, any tax imposed for the table
83 stat. 550. yer by section 56(re sting to minimum tax for tax preferences),
66 Stat. 179, section 531 (relating to accumulated earnings tax), section 541
182. (relsting to personal holding company tax), or section 1378
8o stat. 113. (relating to tax on ertain capital gain of subchLpter S corpora-

tons), and any additional tax imposed for the taxable year by Anmx 1:
80 star. 99. section 151(d)(1) (misti ig to recoveries of foreign axpropria- -+ $26,000 by

tion iomm), shalI not be considered tax imposed by this chapter P.L. 94466for such jeer. -" -'.
"(4) 1M4ARm :MIMnCrAM.-!n the case of a husband or wife See 2107 [

who files a seprae return, the amount specified ude r orb sr-J (2J [J; Imen to:
(A) and (B) of pra rh (21 shall be irle!- $ w0,000

T ~ph eln Dot !2ppy if the sv* of the tax- by P.L. 94-466
payer as" no wol incentive program eXpens for, and no unused S0 n2 1
ceit carrybeck or carryover to, the taxable year of such spouse 107
which endsi within or with the taxpayer'staxable year. 1211JIB)10.476
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PUBLIC LAW 92178-DEC. 10.1971

79 Stat. 120.
-1 5sat.•6(02,

(88 Stat

"(5) ConTrouss onours.-In the cem of a controlled group,
the S() amount specified under paragraph (2) shall be reduced
for ea-ch component member of such group by apporioning

$M@ among the component members of such group in such man-
ner as the Secretary or his delegate shall by regulations prescribe.
For purposes of the preceding sentencethe term 'controlled group'
has the meaning assigned to such term by section 1543(a).

"(6) TAXITATO.E WITH UI'PET TO NONUCSfNVM TlIAIDUl
.xreoytxs- Notwithstanding paragraph (1), the credit allowed

by section 40 with respect to Federal wel fare recipient employment
incentive expenses paid or incurred by the taxpayer during the
taxable year to an eligible employee whose services are not per-
forned in connection with a trade or butsinem of the taxpayer
shall nt excel $1,00."

Handed to:
$K0,000 by
P.LO H46
sg 2107 [a]
(3)104.76

New Induelon:
P.L 94-12
Tite IVSec4O (.1111
3-M-75

"(b) CAMrAcx AND CAarovxa Or Umusr CamT-
"(1) ALwLANc or cazrT.-If the amount of the credit

determined under subsection (a) (1) for any taxable year exceeds
the limitation proved by subsection (a) (9) for such taxable
year (he einafter in this subsection referred to as 'unwed credit
year'), mch cess sal be--

"(A) a work incentive program credit carryback to each
of th 3 taxable yeas preceding the unused xdit year, and

"(B) a work inentir program credit carryover to each
of the7 taxable years following the unwed credit year,

and shall be added to the amount allowable as a credit by section
Ant.e, P. 553. 40 for such years, except that such exces may be a carryek only

to a taxable year beginning after December 31, 17. The entire
amount of the unused credit for an unused credit year &l be

34-840 0 - 79 - 2
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carried to the easiest of the 10 taxable year to which (b reason
of subparagraphe (A) and (B)) such crdit may be earned and
then to each of ths other 9 taxable years to the extent that,
because of the limitation contained iI paagmraph (9), auci unused
credit may not be added for a prior taxable year to which such
unused credit may be carried."(2) LmITrArioK.-The amount of the unused credit which may
be added under pmragraph (1)for any precedig or succeeding
taxable year shall not exceed the amount by which the limitation
provided by subsection (a) (2) for such taxable year exceeds the
sum of-

"(A) the credit P.lowable under aubeection (aY(l) for
such taxable year, and

"'(B) the amnounts which, by reason of this subsection, are
added to the amount allowable for such taxable year and
attributable to taxable years preceding thm unused credit year.

"(c) EAcx.r Tzxam m'tO Or EMtr.AyMENT BY MnOrYER, hV.-
"(1) ('rJxxAi n'um-Under regulations prescribed by.the

Secretar o his delegate-
"() Woax ixcz.-rnv eaooxam xt- msza.--If the 1. "00 dgy

employment of any employee with respect to whom work 2. aM C
incvntive program expenses are taken into account under day"
subsectiou (a) is terminated by the taxpayer at any tine dW
during the first lt tdeMttof such enmploynent whetherr &
not consecutive) or before the cloe of thi " awA by P.L. 94
newh after the calendar AM& in which such ernplcaee fec 2107 [
completes I0 tmbi of employment with the taxpayer, the MM 131 1
tax imider this chapter for the taxable year in which such
employment is terminated diall be increased by an aniount
(determined under such regulations) equal to the credits
allowed under section to for such taxable year and all prior Ant,, p. S53.
taxable years attributable to work incentive program
ex es id or incurred with respect to such employee.

(B) ARRYBACU.S AND CAZ 5To K ADJuCTr-In the cae
of any termination of employment to which aubparagraph
(A) aplhies, the arrybacks and carryovers under subsection
(b) sh& I be properly adjusted.

"(2) Suaswmox NOT To rtIrM ix cgrrAItN cAsrM-
"(A) Ie ox-xs.-Paragraph (1) shall not apply to-

"(i) a termination of employment of an employee who
voluntarily leaves the employment of the taxpayer

"(ii) a termination of employment of an individual
who, before the close of the period referred to in para-
graph (I) (A), becomes disabled to perform the services Dotd I
of such employment, unless such disability is removed P.L 94-
before the close of such period and the taxpayer fails to TWO IV
offer reemployment to such individual, do Se 401

"(iii) a termination of employment of an individual,
if it is determined under the applicable State unemploy- 3-26-75
meant compensation law that the termination was due to
the misconduct of such individual, AMttd

",] l] by
(a) (21131I

to:

bl (11, (21,
0.47

V:
2

:a) 121 (A)

dto:
P.L 94-12
100401
1349-75
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(iv) a termination of employment of an individual P.L 94-12
with respect to whom Federal welfare recipient employ- The I
ment incentive exp ci s (as described in section 5) l SW 401 [a1(2)
(a) (2)) are taken into actcmnt tinder subsection (a), [C) 3..S
or
(v) a termination of employment of an individual

due to a substantial reduction in the trade or business NOW nWhmIf :
operations of time taxpayer. P.L 94-455

Se 21o7 [C 11
104-70

".(B) Cm a xoz ix roae or arus e, nm.-For purposes of
paragraph (1), the employment relationship between the
taxpayer and an employee shall not be treated as terminated-

"(i) bya trinsaion to which section 381(a) applies, 68A Stat. 124.
if the emplo)-e ontinues to be employed by the aequir- 26 use 3sl.
ing corporation, or

(ii) by reason of a mere change in the form of con-ducting the trade or busine. 9 f the taxpayer, if the
employee continues to be employed in such trade or busi-
ness and the taxpayer retains a substantial interest in
such trade or business

($) S SCUL bct.-Anj increase in tax under pargrph (1)
shall iot be treated as tx imposed by this chapter for purposes
of determining the amount of any credit allowtb - roder sub-
part A.

"(d) F.ILux To PAT CoxrALuz Wazs.-
"(1) Gzx L wu, z.-Under r nation preribed by the Sec-

retary or his deleIa, if during the perio described in subsection
(c)(I) (A), the taxpayer pays wa" (as defined in "ection 50B
(b)) to en employee with reaped to whom work incentive Pm
gram expenses a taken into account under subsetion. (a) which
are les than the wages paid to, Aher employees who perform com.
parable services, the tax under this chapter for the table year
an which such wagesa ar so paid shall bI increased by an amount
(determined under such regulations) equal to the credits allowed

Ag, p. 5s3. under section 40 for stch tax"bl yer and all prior taxable years
attributable to work incentive ps1wam expenses pd or incurred
with respect to such employee, and the carbecks and carryovers
under subsection (b) shall be properly adjusted.

"(2) SI CIAL aruc-Any increase in tax under paragraph (1)
shall not be treated as tax imposed by this chapter for purposes of

2e iu 32. determining the amount of any credit allowable under subpart A.
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"(2l) ('aDir tnra Lct'ON 40 rUel WOK INCeLNTIVE FROOSAS
t.x'E.sE&-Tle aouiring corporation shall take into account (to
the extent proper to carry out the purposes of this section and

Ant, . S3. section 40, aid under such regulations as may be prescribed by the
Secretary or his delegate) the items required to be taken into

t lor purposes of section 40 in respect of the distributor or
t r.t error corporation."

84 stat. 1846. (4) Section 56(a) (2) (relating to imposition of minimum tax
for tax preferences) is amendd-

(A) by striking out"and" at the end of clause (ii)?
(IS) by striking out "; and" at the end of clause (iii) and

iin-rting in lieu thereof a comma, and
(C) Iy inserting after clause (iii) the following new

clauses:
"(iv) set, ion 40 (relating to expenses of work incen-

tive program), and
"(v) section 41 (relating to contributions to candidates

for public office); and".
(5) Section 56(c) (1) (relating to tax carryovers) is amended-

(A) by striking oiit "and at the end of subpragraph (it),
(13) by striking out "exceed" at the end of subparagraph

(C), ana
(C) by inwrting after subparagraph (C) the following

new subjaragraphs:
"(D) section 40 (relating to expenses of work incentive

program), and
Post, p. 560. "(E) section 41 relatingg to contributions to candidates for

public office), e'.ceed".
(d) SrArura or LisITTIsoN's AND INTErrST RELATINO TO Woa

INCIENTIEt CuRM C.sasi.MCX&--
6t Stat. 03; (1) krsMrr.T AND cot.LcrPMo.-Section 6501 (relating to
83 Stat. s2s. limitation on aesessment aid collection) is amended by adding

at the end thereof the following new subsection:
"(o) Woax INCrIVE uPas AM Cssasr C.aayxcxs.-n the case

of a deficiency altributable to the application to the taxpayer of a
work incentive program credit carryback (including deficiencies
which may be assessed pursuant to the provisions of section 6213(b)

6sA Stat. 711. (2)),such deficiency my beassessedat any time before the expiration
oif the period within which a deficiency for the taxable year of the
ainused work inceha ive program credit w'lici results in such carryback
alay be assessed, or, with respect to any portion of a work incentive
program credit carrj-eck from a taxable year attributable to a net
operating loss carryback or a capital loss carrybark from a subse-
fluent taxable year at any time before the expiration of the period
within which a deficiency for such subsequent taxable year may be

is stat. ass. (2) CauiT on nu o.-Section 6311(d) (relating to limita-
tions on credit or refund) is amended by adding at the end
thereof the following new paragraph:

'(7) SmI'AL rtatoo or usieTrTioc ws'ru axanrw To won
INCENTIVE TIIOOAM CREDIT CARR C&-

"(A) P ison or iJsrrTAM.--If the claim for credit or
refund relates to an overpayment attributable to a work incen-
tive program credit carryback, in lieu of the 3-year period of
limitation prescribed in subsection (a), the peniod-shall be
that period which ends with the expiration of the 15th day
of thi 40th month (or Wgth month, in the cae of a corpora-
tion) folowing the end of the taxable year of the unused
work incentive program credit which results in such carry-
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-Ste. $I& DEFINITIONS; SPECIAL E.LS,
"i) W,1MK lNsEilv2 Ptc E y'ii.-lor sssrwxe s of this

'I lqIsrt3. 01e tenis 'wrk ins'vi'ss' lrognhli exh'i~i's I 5h5p55s the f 95.
toail sir is-srrel Ii's the isixpa ,ver for 'rvsis-es n'iileni slssrissg ltse firs
1i t? siisst smlho ii'sst 4 'slsitlier sir mist iisss-vsite ') sit essssoyi's
'lisito sins s-iil iIis's Isy lse Secwtssr of TLssir it-

- i t) hli'ig ic lasril iii esiloviseit uider a work incei ire
prigri establishe under c'ti 4W'(h) ( I ) of lIte Social S u-

F1 !lat. $'4. rill, A-t.sssd
4' 0 1, 12. "(21 iot lsn.s hig di.iplas nh y indi% ih al frsni esiiloymenit.

(a) WORlvi i-,,; c PxR.'sn Exl.yexsj.-
(1) N. i.svitv-'.-Fsr I ,rlx.s of this similar, the ter -ork

incentive irograi t' exlwnm's' isstns II I s.s of-I(t) l iMs' ,t of l ist ion id or isi-ur,-r I h t I le taxljsy r
for ssrvis's rcslesrl during the first 12 Iltotit.s of enijloy-
ment (whhelxr or suit ist, itive) of employees who ass'
seti i s'l Iiv the 1 crelarv sif IAlboer asR-

i). hasing liess II Iihn'l iii essiis isiisser t woark
iss,"'stive jirognsi 'iabiel isder wtios 4.32(h) ( )
'If Ihie oWid Semiritv Act. enil

(ii) ot( havii displayed ay islis'idsil front
eislssloynient. phls

(14) 1 le aisisst si l"ef rslerah welfare secipint ensplomseilt
inscentisv e.x,'s.Ies paid or isseirre,! by the taxpayer dlhtig
the taxable jer.

(2) lhTrsviNTIOss.--For isrrceas of Ibis section, the teni 'Fed-
s.ral welfare reipisnt eimployssiest inistive exlwess'i' nss'hsm tli
ainsisnt of wsigs'5 pai1 or inciir-i by the taxpayer for services
rendered to the taixyer bkbfow Jlly -1, hI16 by an eligible
employee.(j) Exos.uis.-No item takes isto account under peragroh

(1) (A) shall lie tskesi isito as'osnt unler ssragraph (i) (). No
iteni l akisi inio ac-o t miler prisgraph (I)(11) shall Is', taki
into sis',vossst ussisir liarag /aph I (A).

Deeed by:
P.L. 94.12T1111111 IV
See 4011 ('(31
3-29-75 end
substituted -

New Inustm:
P.L. 94..12

Te IV
s 401 Cal 131
3-2-75

Amended Io:9cr saMca
ndetd dudng

thw first 12
months of em-

(whee or not
coeecutimer

by: P.L. 04-456See 2107 lei
10-4-76

Amnde to:

by: P.L. 0-456
Sec 07 [d]
10-4-76
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"(b) W rA4.-Fr purl-kvs of sulection (a), the term 'waged
mwis;tns niilvs-,-ul renltltter tion (including amounts, deductesi and Amuded to:
witlhhld )., wJub oWU

(e) L.sITATi.N.-
"4 1) Tsmsin. i, u s,,' v'., yxr.ses-.-No item shall be takei, i,to (a)( [1] (Ar by

ti-onint under subsection (a) ulilem s ,m-hl item is incurred in a Irade P.L 4-12
or ILmimess of the taxpayer. t, IV

"(2) Ryzsntwsr i, sxrrsr.m.-No item shall be taken into Se 401 IS) (41
count under sult _kion (a) tb the extent that the taxpayer is [A S2-76
reimbursed for such item.

"(3) GrvaterUICAL. LIMIrATlnc..-NO item shall be taken into
account under subsection (a) with respel to any expense pid or
incurred by the taxpayer with res1,et to employment outside the Amended to:
United 4ate

"(4) MAxxMrX ito or 0 isixiso et N1 X t7O.-NO item () lA
with respect to any employee shall he take., into account tnder 1i)(11 [At by
subection (a) after the end of the -24-moth period beginning P.L 94-12
with the date of initial employment of mch employee by the tMO IVtaxpa f'r. SM 4M1 [a] (4]N(51 Ire OiNt.e iNDtV'USAL.-No item shall be taken into 01 [-1(- 1
account under subject ion (a) with respect to an individual who--

"(A) bears any of the relationships described in pars.
fFA Stat. 43. grahnls (1) through (8) of section 152(a) to the taxpayer,

26 USC IS2. orifthetaxpaver isacorporation. to an individual who owns.
directly or indirectly, more than 50 percent in value of the
outstanding stock of the corporation (determined with the
application of section 267(c)),

"(B) if the taxpayer is an estate or trust, is a grantor,
tenificiary, or fiduciary of the estate or trust, or is en indi-
vidual sho bears ay of the relationships described in para-
graphs (1) trough (8) of section 162(a) to a grantor, -A -tat. 43.
beneficiary, or fiduciary of the estate or trust., or 26 t5C 152.

"(C) is a dependent describedx in section 152(a) (9)) of 72 Stat. 1607.
the taxpayer or, if the taxpayer is a corporation, of an indi-
vidual described in subparagraph (A) or, if the taxpayer is
an estate or trust, of a grantor, beneAciary, or fiduciary of
the estate or t rust.

A(d) Sr-csi.-rnz S Coap.osvrz-..-n case of an electing sinall
business corporation (as defined in section 1371)- 72 Stat. 1ito;

"(I) ti work incentive program expenses for each taxable 78 Stat. 112.

year shall be apportioned pro rata among the persons who are
shareholders of such corporation on the las day of such taxable
year, and

"(2) any person to whom any expenses have been apportioned
under paragraph (1) shall be treated (for purposes of this sub-
part) as the taxpayer with respect to such expenses.

"Ie) F.e. -rrs AND TntsTr.-In the case of sit estate or triust-
"(1) the work incentive program expenses for any taxable year

shall be apportioned between the estate or trust and the beie-
ficiaries on the basis of the income of the estate or trust allocable
locaeal,

(2)nany beneficiary to whom any expenses have been appor-
tioned under paragraph (1) shall be treated (for purposes of this
subpar) as the taxpayer with respect to such expanses, and

"(3) the $25,000 amount specified under subparagnplts (A) and
(B) of section 5OA(a) (2) aspplicable to such estate or trust shall Ant. P. s34.
be reduced to an amount which bears the same ratio to $25,000 as
the amount of the expenses allocated to the trust under paragraph
(1) bears to the entire amount of such expenses.
f" (f) Li ssoxs Wm Resec i x'o CnTAIX Pasois.-In the cae

"(1) an organization to which ectiom 53 apple 76 Stat. 977,
"(2) a regulated investment company or a real estate invest- 83 Sta. 620.

meant trust subject to taxation under subchapter M (section 851 69A Stat. 2tti

and following), and 83 St. 717.

"(3) a cooperative organixation described in section 1881 (a), 76 stat. 1045.
rules similar to the rules provided in section 46(d) shall apply under At. p. 507.
regulations prescribed by the Secretary or his delegate.
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Now fl*W:
P.L 94.12

(g) Euoca.z Evnenn.- NTIS I
(1) EmaoRu rx.iwrr.-For purposes of subsection (a)(l) S" 401 (a] (5

(iI). the term 'eligible employee' means an individal- 19g3-J -75
(A) who has been crtiled by the SehwW7

&f the appropriate a vency of Sate or loca g government hisred by:
as being eligible for financial assistance under'part A o-f title P.L 04 -4
IVof the Social Securitv Act ands having continonsly See 2107If)
receivedsuch financial assistance during the90dav'period 076
which immediately preedes the date on which such individual 104
is hired by the taxpayer.

(B) who has been employed by the taxpayer for a period
in excess of 3t1 consecutive clays on a sulmdsntially full-time
basis.

(C) who has not displaced any other individual from
employment by the taxpayer, and

(D) who is not a miFrant worker.
The term 'eligible employee' includes an employee of the taxpayer
whose servicea are not performed in connection with a trade or
busite of the taxpayer.

(2) MnoaAxr wuars-For purposes of paragraph (1). the
term 'migrant worker means an individual who is employed for
services for which the customary period of employment by one
employer is less than 30 days if the nature of such services requires
that such individual travel from place to placenovera short period
of time.

(b) Emrcv Dlh.-The anienuinnents made by this section with
respect to federal welfare recipient employment incentive expWnses
shall apply to such expenses paid or incurred by a taxpayer to an
eligible employee whom mh taxpayer hires after the (late of the
enactment of this Act.
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(1) LIMITATION WITH RF.q'r, TO NONDUAMV5 I ,MJIZ
vsji-tisyr.-- Notwitlstaniir txaragra_ph (I), thea credit allowed
by section 40 with respect to Federal welfare vecipient employment
incentive expenses paid or incurred by the taxlayer during the
taxable 'ar to an eligible employee whose service" art not per-
forned in connection with a trade or bnxinea. of the taxpayer
shall nmt excmed $1,000."

klude by:
P.L. 94-12
Two IV
Se" 4M [sj(1j1
33.75

tcuded by:
P.L 4.12
Tide IV
SW 401 (a 121

(iv) a termination of employment of an individual (C) 3-20-7
with epect to whom Federal welfare recipient employ-
ment inactive exl)cnses (as described in section Wit bXkcd by:
(a)(2)) an. takrn inlo a mont undkr stilsection (a), P.L 9446

or Sec 210 (e)3(31
(v) a termination of emplovent of an individual

due to a sidl4antial auction in the trade or business I had by:
operations of tIm taxpayer. P.L. 94-12

(a) Wosa INCZ.*TV. PROGRAMS Exntai.- Two IV
(1) Im oZN r.tAL-For purposes of this aubpasrt, the term 'work

incentiveprogr m expenses' means the sum of- S 40 [a) 13)
(A) theamotint of war paid or incurrl b the taxper 3-2M7

for services rendered during the first 12 months of employ-
ment (whether or not consecutive) of employees who are Amwddto:
certified by the Secretary of labor as-

(1) having been placed in employment unler a work -me vice
incentive program rstablilhdw umer section 432(b) (1) IfndSIWd drlf
of the Social S urity Act. and he first 12

(ii) not having displaced any individual front wis duet-
employnwnt, plus PlYwuM

(11) the amount of Federal welfare recipient employment
incentive expenses paid or incurred by the taxpayer ff [whih m o e

-- by: P.L 94-466

Sec 107 (e]
10-4-76

(2) lD,"narox.-For urpose of this section, the term 'FTed-
eral welfare recipient employment incentive expenes' nats the Amene to:
amount of wages paid or incurml b the taxpayer for services "lbeft Jwwy
rendered to the taxlyer by In eligible 1 nsr
employee.

(3) EZ.LUSIO.-NO item taken into account under Iarigra~h by: P.L 94 46
(1)(A) shall be taken into account tender paragraph (1)(7.9o See 2107(d]
item taken into account uitler paragraph (1) (11) shall be taken 10-4-76
into actcont Undi-r paragraph I(A).
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P.L. 94-12

(1) Kiiar K~m rvim:.- -Fl*'uir itifew of mnlesi inn I a) o)) 3(91 5
(H). lile Ins et uligihle ,mjslnv, l w s l ia n liihu l- -

(A) w m ha, teme, nrlit6d hPY thr .men-erv of .alxe or lnit~ d by
hiv lw sliliroprisl agflw yof State or heas goverlomteet P.L. 9446
as liing eligible for tines-isl asmitaine unhidr Ilrt A of title Sc f107
IVof the .sial .es.uriet% A-t ad as having iontinnisl 10-4-76
r ived s wcle financial a i te leiriv. g l lirh ig ids i tie-rind
which iimneeisatrly lrpcsI I. 1w lte ,ne whitl- sii ii;lI ilemal
is hired by thWaxlkayer.

(II) wltsi has Iken rnl1Oleel Iv the tasli1aYr for a jrinnl
ill excess of -'V1 sncie'icctire clays on a siecnilrfccti~
heiss.

(C)' who has vn lisplaced any olher insliidecal fro n
eniplos iwnt l0y the taxpiver. ansi

(I)) whlo mm not a nlirsnt worker.
l'w terse 'eligible employee' includes an emiplc yne of the tasicaer

whose services are nod performed in cortitein ,with i trade or
butsinessof the taxpayer.

"(2) MIGRANT waaxn-For purpose of paragraph (I). the
term migrant worker, means an individual who is employed for
aerviceu for which the customary period of employment by one
employer is is than 30 days if the msture of such services requires
that such individual travel from place to place over a short period
of tine."

(b) ErrwcTv. l)nc.-The anendments made bv this aectioc with
respect to federal welfare recipient employment incentive expenses
shall apply to such expenses paid or incurred by & taxpayer to an
eligible employee whom such taxpayer hires after the (late of the
enactment of this Act.
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'SF1'. i0. AMtOIIIZATLN (IF CERTAINN EXI'ENIDITIJREX FOR O%.THE.
3OB TRAINING AND (11114) CARF FACILITIF.

'll . t I 't .I $tEIn 141 %1 i s (liII .- A t ihi s t siii sir ii' tilsIhir i,.
iiss' it isassilil t.% ii' u. -lil ss'gi -Stl lsl.ss ; '- ,.rli l Ii' li , 'sn.ll ' .z1 1 4 irY
Iii J,.l,,'ia t lip. it r(It ; ifiv .s rss sitins. v. sit Iii, orsitlmia, i ,,isst, ststsi| Iwi
il s'iilti 9)'i ir dlii titlil s 'il I ti1s". r isisiI rI s, rl i Sll r ~itl h, zstmi' s ai

I,', . ~ ~ ~ ~ c |,vp'l a'' Il"l.1,,l f, ll ,lf '41 1lpll h I . .: lo ,|h ' ,Ist i ll u ilcsS l) I ,ill i .9 rJii I iiuii 01ft sts I'll I4,ith. Ii' ;,TIlit siI 4 1. 1 .1 11-4

sit isl li Iiii 4 l 1i I'M %% '10 11, 14-1 1isi1 i '%iii lllili' tus ,l- 14- s it 11
o r) m l ;i1) ,| lt la/ ) ,1t 'w 1 1 l,1 ~ 'l i-4-" fil '. l ,t ,1 :I, 1 4161111 l ' -II--ii

"0', Sni l, i'd I iS] i',i'i'Krr v.-I For irl- t", Of lhissMl ion, lie t eni
.4.'llql I lN Isi itv' i IsnuI g is.ilshs 45, iji'5ty iris q ai lwm ustier
11- 1 isii:10111 'l- l.,si It lis' t I Ss-n s 'r Is., is.lt le IB aS li ty
fsr (0i lhls-js tl illislii n eln)nyise, (si ltosmiutve employees) a)
Isis t nxll i', si r ss'-, a iih 1s1 ian- s'v itsr li- ily 1priiarily for tli s'sl-
ilr'ii 4 s-1i eif' iW i .th lXt.yer; srxnu-t ilisit stich term shall not

'' I " y I 'lIlr.y Ns his-Is is, Isl? ssf i s hl "niter ;iijt's' to tsi)re'

" 0) I'l i;'1" Ii (it pl issl isle lis I 'I4'i Smteal,
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Definition of Terms
* Applies to WIN Tax Credit

Applies to Welfare Tax Credit

Work Incentie Program Expense
rWINWAGES) - The term "work Incentive
program expenses" means the sum of...
A. .. the amount of wages paid or Incurred by

the taxpayer for services rendered during
the first 12 months of employment (whether
or not consecutive) of employees who are
certified by the Secretary of Labor as,
* having been placed In employment under

a work Incentive (WIN) program, and
- not having displaced any Individual from

employment, plus
6 .. .the amount of Federal welfare recipient

employment Incentive expenses paid or
incurred by the taxpayer for services
rendered during the first 12 months of em-
ployment (whether or not consecutive).

No expenses taken into account under A may
be considered under B. Likewise, no expenses
claimed under B may be claimed under A.
Eligible Employee - For purposes of the welfare
tax credit, an 'eligible employee' means an
Individual
A. who has been certified by the Secretary of

Labor or by the appropriate agency of State
or local government as being eligible for
financial assistance under part A of Title IV
of the Social Security Act and as having
continuously received such financial
assistance during the 90-day period which
immediately precedes the date on which
such individual is hired by the taxpayer,

B. who has been employed by the taxpayer for
a period in excess of 30 consecutive days
on a substantially full-time basis,

C. who has not displaced any other individual
from employment by the taxpayer, and

D. who Is not a migrant worker.
The term 'eligible employee' includes an em-
ployee of the taxpayer whose services are not
performed In connection with a trade or busi-
ness of the taxpayer.
Federal Welfare Recipient Employment In-
centive Expense - The amount of wages paid
or incurred by the taxpayer for services
rendered the taxpayer before January 1, 1980,
by an eligible employee.
Wage - The term 'wages' means only cash
remuneration (Including amounts deducted and
withheld).

" Amount of Tax Credit -The amount of the tax
credit allowed for the taxable year equal to 20
percent of the work Incentive program
expenses.
Urnitation Basd on the Amoun of the Tax
Credit - The credit allowed for the taxable year
shall not exceed $50,000 plus 50 percent of the
remaining tax liability for the year which
exc $:4I $50,000.

• ' Unused Credit - The amount of the credit for a
tax year which exceeds $50,000 plus 50 percent
of the remaining tax liability for the year which
exceeds $50,000.

• Unused CreMdt Yer - The taxable year In which
there Is an unused credit.

S Credit Carrjytec end Carryove - Any unused
credit may be carried beck to each of the 3
taxable years preceding the unused credit year
and each of the 7 taxable years following the
unused credit year and may be added to the
amount allowable as a credit for such years.
Such excess may be a carrybeck only to
December 31, 1971. The entire amount of the
unused credit for an unused credit year shall be
carried to the earliest of the 10 taxable years
described above to which such credit may be
carried and then to each of the other 9 taxable
years. The credit may not be added for a
taxable year prior to which any unused credit
may have been applied.
Credit Camtdack and Ca.rryoer - Same as
above, except carryback is allowed only to April
1, 1975.
Uniltation on Carryovw &d Canteck - The
amount of the unused credit which may be
added for any precedIng or succeeding taxable
year shall not exceed the amount by which the
limitation on the amount of the tax credit
($50,000) plus 50 percent of the remaining tax
liability for the yea In excess of $50,000)
exceeds the sum of 20 percent of work In-
centtve program expenses for the taxable year
added to the amount of unused credits which
are attributable t) taxable years preceding the
unused credit year.

* Recatur - If the employment of any employee
with respect to whom work Incentive program
expenses are taken Into account is terminated
by the taxpayer at any time during the first 90
days of such employment (whether or not con-
secutive) or before the close of the 90th
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calendar day after the day In which such em-
ployee completes 90 days of employment with
the taxpayer, the tax for the taxable year In
which such employment Is terminated shall be
increased by an amount equal to the credit
allowed for such taxable year and all prior
taxable years attributable to work Incentive
program experes paid or Incurred with respect
to such employee.
In this case, canybecks and carryovers will be
properly adjusted.

• Failure to Pay Comparable Wages - If durng
the period of employment, the taxpayer pays
wages to an employee with respect to whom
work Incentive program expenses are taken Into
account, which are less than the wages paid to
other employees who perform comparable
services, the tax for the taxable year In which
such wages are so paid shall be Increased by
an amount equal to the credits allowed for such
taxable years attribuitable to work Incentive
program expenses paid or incurred with respect
to such employee and the carrybacks and
carryovers shall be adjusted properly.

* Exceptions to Recapture Provisions - Recapture
provisions shall not apply to the following:
A. a termination of employment of an em-

ployee who voluntarily leaves employment
of the taxpayer,

B. a termination of employment of an in-
dividual who before the close of the period
of 90 days of employment becomes
disabled to perform the services of such
employment, unless such disability Is
removed before the close of such period and
the taxpayer falls to offer re-employment to
such individual,

C. a termination of employment of an In-
dividual, if it is determined under applicable
state unemployment compensation law that
the termination was due to misconduct of
such individual,

D. a termination of employment of an
individual due to substantial reduction in
the trade or business operations of the
taxpayer.

• "* Change In Form of Buiness - The employment
relationship between the taxpayer and an em-
ployee shall not be treated as terminated by e
transaction, if the employee continues to be
employed by the acquiring corporation or by
reason of a mere change in the form of con-
ducting the trade or business of the taxpayer,
if the employee continues to be employed In
such trade or business and the taxpayer retains
a substantial Interest In such trade or business.

Umitations an Expenses-
Trade or Business Expecns - No Item shall be
taken into account as work incentive program
expenses unless such item is incurred in a
trade or business of the taxpayer.
Reimbursed Expenses - No Item shall be taken
Into account as work incentive program
expenses to the extent the taxpayer is reim-
bursed for such Item.
Geographica Umtation - No item shall be
taken into account as work Incentive program
expenses with respect to any expense paid or
incurred by a taxpayer with respect to em-
ployment outside of the United States.
Maximum Period of Traiblng or Inatmction - No
item with respect to any employee shall be
taken into account under work Incentive pro-
gram expenses (wages) after the end of the 24-
month period beginning with the date of initial
employment of such employee by the taxpayer.
Ineligible Individuals - No item shall be taken
into account as work incentive program
expenses with respect to an Individual who:
A. bears any relationship to the taxpayer or If

the taxpayer is a corporation to an
individual who owns directly or Indirectly
more than 50 percent in the value of out-
standing stock of the corporation,

B. if the taxpayer is an estate, trust, is a
grantor, benefIclary or fiduciary of the
estate or trust or Is an Individual who
bears any relationship to a grantor ben-
ficiary, or fIduciary of the estate or trust, or

C. is a dependent of the taxpayer or, if the
taxpayer is a corporation or an Individual
who owns directly or Indirectly more than 50
percent in the value of outstanding stock of
the corporation.

Amortization for Child Car Fadlities - A tax-
payer may elect to amortize expenditures for
child care facilities over a five year period In-
stead of using other depreciation methods.
Eligible Expenditures for Amortization - Capital
expenditures made to acquire, construct,
reconstruct or rehabilitate child care facilities.
Eligible Facilitie - Five year amortization is
applicable only to facilities or portions of
facilities that could be constructed, renovated,
or remodeled specifically for use as child care
facilities. This means buildings and equipment,
or portions of them. actually used for the
provision of child care services in which
children receive such personal care, protection
and supervision as would be required to meet
their needs in the absence of their parents.

e
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This Includes a room or rooms, or play equip-
mrent and raterials particularly suited to the
needs of children being cared for during the
day. Special facilities such as kitchen facilities
connected to the child care center or area or
special children's toilet facilities could also be
included.
Ineligible Fadlitie - Facilities not eligible for
five year amortization would include general
purpose rooms used for many purposes, for
example, a room used as an employee recrea-
tion center during the evening or a room or part
of a room which Is simply screened off for use
by children during the day. Also, property
located outside of the United States is not
eligible.

Recaputre - The gain realized on the disposition
of property eligible for amortization as a child
care facility is subject to recapture or disposi-
tion as ordinary Income to the extent of these
amortization deductions.
Eligibility for Five Year Amortization and the
Investment Tax Credit - Property for which an
election is made to take five year ratable
amortization cannot be treated as eligible for
the investment credit.
Eltective Dales - Five year amortization of child
care facilities applies to expenditures made
after December 31, 1971 and before January
1, 1982.
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Four Steps to
a Tax Credit
US Department of Labor
U S Department of Health. Education and Welfare
1978
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Introduction
Employers are sometimes reluc-
tant to claim a tax credit because
they think that the process will
be long and arduous. This is
certainly not the case for the
Work Incentive (WIN) Program or
welfare tax credits.
In this short booklet, the entire
process for claiming the WIN and
welfare tax credits is summarized
in four basic steps. Each step is
described for you in straight-
forward terms, and samples of
any forms associated with each
step are provided. In general,
these forms are self-explanatory,
but hints to assist you in
completing them are included
where necessary.



Employers are often surprised
by the small amount of paperwork
required In claiming S,.
the WIN and welfare tax credits.
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Step 1. The Hire
The first step in claiming either
the WIN or welfare tax credit is
the hire. Job applicants who
make you eligible for either tax
credit may be hired through the
standard personnel procedures of
your firm. Such prospective em-
ployees may reach your person-
nel department in any of three
ways.

Your Firm Places a Job
Order with the WIN Program

When your company has a new
or vacant position available, you
are encouraged to contact your
local WIN office. You will find it
listed in your local telephone
directory under your State Em-
ployment Services listing, It is
well to become acquainted with
one job developer or counselor
who can become familiar with
your company's hiring needs.
This will permit a more careful
selection of job applicants to be
sent to you for job interviews.

The WIN staff person who re-
ceives your call will ask you to
provide certain basic information
about the positions(s) you wish
to fill, including job title, starting
wage. job description, and re-
quirements. This job will then be
listed on the job bank system
used by the WIN Program. Once
the job has been listed, WIN
counselors will review the records
of individuals available for work,
in order to select those with the
backgrounds and skills the posi-
tion requires. Those WIN partici-
pants identified as qualified will
be referred directly to your firm,
The final hiring decision is, of
course, yours. You are under no
obligation to hire persons refer-
red to you by WIN.

Remember. When you hire a job
applicant referred by WIN, you
may be certain the applicant Is
eligible for the WIN tax crediL

Or: The WIN Job Develop-
ment Specialist Contacts
Your Firm

When WIN counselors identify
the various skills of their clients,
the WIN job development special-
ists go into action. They begin by
contacting companies that are
generally in need of employees
with these skills. If they discover
an available position, the WIN
Program will begin referring qual-
ified applicants.

In some instances, WIN clients
referred meet most of the basic
skill requirements for the vacant
position, but may need some
additional training. In many of
these cases, WIN may be able to
provide some reimbursement for
on-the-job training expenses in-
curred by the firm in upgrading
the skills of these individuals to
the level that the job demands.
Such reimbursement is contin-.
gent on many factors, including
availability of funds, type of job.
duration of required training, and
skill level of the applicant.

If it has been some time since
you last wrote an on-the-job
training (OJT) contract, you may
be surprised to learn that this
contract has been greatly simpli-
fied. The new contracts have
been reduced to a few pages,
and there is increased flexibility
in their provisions. Your WIN job
developer will have full details
regarding the OJT contracts. If
you write one, you may be
reimbursed for up to 50 percent
of the wages paid trainees during
the period of training. You can
take this reimbursement in addi-
tion to the tax credit.

Remember:. When you hire an
applicant referred by a WIN Job
development specialist, you can
be certain the applicant will make
your firm eligible for the tax
credit

Also: Walk-In Applicants

Althoug', a number of job appli-
cants who can qualify you for the
tax credit will reach your firm
through WIN, many others will
simply walk in, either in response
to an advertised opening or job
listing or to investigate opportuni-
ties available through your person-
nel office.

In the past, employers have had
no way of knowing these persons
could qualify them for the tax
credit. For this reason, the Depart-
mert of Labor is now encouraging
everyone who makes an employer

34-840 0 - 79 - 3
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eligible for either credit to carry
the brochure "Employer Tax
Credits Can Reduce Your Income
Taxes" and to present it during
their employment interviews This
will be your way of knowing the
individual presenting the brochure
can qualify you for the tax credit.

Remember: Indlviduals who carry
and present the brochure
"Employer Tax Credits Can
Reduce Your Income Taxes" can
make you eligible for the tax
credit.

Step 2. CertifIcation
Once you have hired an individ-
ual who qualifies you for either
the WIN or welfare tax credit, it
is necessary for your local WIN
or welfare office to certify both
the employee's and the firm's
eligibility for the tax credit.
Regardless of which credit you
wish to claim, you can start this
process by contacting your local
WIN office and requesting an
Employer's Eligibility Declaration
or Welfare Certification Form.

Within a few days, the WIN or
welfare office (depending on
which credit you request and the
individual makes you eligible for)
will mail an Employers Eligibility
Declaration to you. You should
complete this form and send it
back to the office that Issued it.

The local WIN or welfare office
will mail an Employer's Eligibility
Declaration and, upon finding all
eligibility criteria have been met,
will send you a copy of the form
for your files. You do not file the
form with your tax return; simply
retain it in your files.

This process must be completed
for each individual hired for
whom your firm wishes '.J claim
a tax credit. There is no limit on
the time between the date of hire
and your completion of the
Employer's Eligibilty Declaration.
All employers are. however, strongly
encouraged to request and com-
plete the Eligibility Declaration as
soon as possible. In this manner,
you will be certain to have your
form on file at tax time.

It is important to note that your
firm is eligible for the tax credit
even if the employee remains on
welfare. The wages that you pay
such an employee serve to
reduce his or her welfare pay-
ments. Therefore, you should re-
quest certification for all of
those employees who qualify
you for the tax credits.

Remember: The Employers Eligi-
bllIty Declaration Is an Important
document It Is your record thai
both your firm and the employees
you have hired qualify for the tax
crediL

The following forms are samples
of the Eligibility Declarations
used in claiming the WIN and
welfare tax credits. You will
notice that the WIN Eligibility
Declaration is a two-part form,
with Part A to be completed by
the employer and Part B to be
completed by the WIN office. The
Welfare Certification is a three-
part form, with Part A to be
completed by the employer. Part
B by the employee, and Part C
by the local welfare office.

Remembe When claiming the
welfare tax credit, the employee-
recipient must complete Part B of
the Certification form or your
request for certification will not
be processed.
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CERTIFICATION FORM [
WELFARE RECIPIENT EMPLOYMENT INCENTIVE TAX CREDIT

TAX REDUCTION ACT OF 1975

PART A ITO BE COMPLETED BY EMPLOYER-APPLICANT)
NAME OF EMPLOYER IF4M OR IN04VICNAI NAME OF RECIPOET - PLOYEE IFI ST. WOOLE. LASTI

ADDRESS 'O STREET. CTV. STATE. ZP oo9 AORESS 4o% ,SE9T. cITI. S4€. ZIP COOK "

S0CIA. SECURITY NO.

I hereby declare that the information concerning the above -named employee is required by me or my
firm to apply for the Federal Welfare Recipient Employment Incentive Tax Credit under provisions
of the Tax Reduction Act of 1975 and that the Information requested on this form will not be used for
any other purpose.

I further declare that the above .named employee was employed by me or my firm on (date)
as a (Job Title or Occupation) at (Wage Rate) $
that the wage paid to this employee is not less than wages paid to other emploees for similiar work,
and that the employment of this person has not displaced any other employee.

PART S ITO BE COMPLETED BY RECIPIENT. EMPLOYEE)

I hereby authorize the County Welfare Agency to release to my employer
the information requested below. I understand that this information will be used by my employer for the
sole purpose of applying for the Federal Welfare Recipient Employment Incentive Tax Credit under
provisions of the Tax Reduction Act of 1975.

SIGNATUREI IEiVIK C "l[T . W 41LOV ElrA~

PART C (TO BE COMPLETED BY COUNTY WELFARE AGENCY)

The above-named individual is hereby[jcertified L-]not certified as having been eligible for Aid to Families
with Dependent Children (AFDC) under Title IV A of the Social Security Act immediately preceding the
date of hire as well as having continuously received such financial assistance during the 90 days immediately
preceding this date of hire.

SIGNATURE ANO TITLE Ctt0Ol SEES EEN* EE[PEKN'rATLvCI OATE

EMPLOYER - APPLICANT
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US 0|PAIRT¥[K'r OF LAVOll * MANPOWERf ADMINIlSTRATION |7 7 I~SITT CATION NO.ELIGIBILITY DECLARATION

PART A. (To be by ImplyrN-App.icant)
NAME Of EMPLOYER #F-.. or I rd ldadiii NAME OF WiN PARTICIPANT IF"e. Middle. Liter

AOOVESS INo. Sreet. CU,. Stat. ZIP Code) ADORESS #No. Sael, Cary. State. ZIP Code)

PHONE NUMBER SOCIAL SECURITY NO.

Has the above e.stabbhont been relocaed with wo years imediately preceding this date resultl ia uimploymeiot in the ortle area
of the omabluits"O- .............. vas No

I booby de c " the abo e named WIN PARTICIPANT was hired by te above named employer on (date)
as oho tile eo o c pario ) .... .... .. .... ........... ........ .. ......... .... .. ..... at (wa rate) S .. ................... and
dita the wage paid to ths WIN PARTICIPANT is not Was than wages paid to other employees of tls em oyitr for ainuler )obs Ia inu

establishment. ad that the employment of Ibi WIN PARTICIPANT has not displaced any Individual from *miploymnot. Le,

(I) Thato no reductia in nonoverfima hout wrps o r employment benefits has ocouwd cc is expected to ocer for workers
cuocotty employed by tho aboe-named empIoyerlsyytcmt wblc cam be totaled to te, employment of the above named
WIN PARTICIPANT;

12) That 0o employees re I lyoff Satus awasinit malt for portions to be filed by the WIN PARTICIPANTS.
I3, That the vacancy to be fil by the WIN PARTICIPANT is n the t re or a BOA. or lockout to the ourse of a labor

dit~ue

Parwomlmom, I CERTIFY th tia employment mnta and wil costinmr to main -Amus mandars as follows

(I) Tie wage paid is no teea than sty appicable Federal. Stat or local mltur um wage. or the wa paed to other employes of
the employer for Smigr lobs, wbicheve is highe.

(2) Al peo iiona of ,ppcabis Federal. Sate aid local health. mdety, duld labor and wool houes Lowla MA roglalatiot; ve mel.
(3) The WIN PARTICIPANT wil be afforded th seem employee blnefits linclalo opporltlies fcr t aindlin d advacm ln~rt

as others Amalloy employed in the ama rotabbdoat,
(4) AN sypilcabla Federal ad Stat workman's o mpeonsatio or other laws pstruini to compensation for O" or ou snee

SIGNATURE AND TITLE IAo.thoeled Employee Repieeetimr I DATE

NOTE It It a cram inal oTfyt. pemaliablk by a penalty of not more thai $10,000 or 1v yowr klniaonmnst, or both. to kowingly
and wil uly fary a matea fact in this p qplicailos fo Colaloato Forem.

INSTRUCTION

Oes sogeedepy of ELIGIILITY DECLARATION FORM isO e elaes tal Empog o~ . oe epy is 10 be a to
CR1's in O sal mnsr . aid ma copy is o be mtaod n Sho WIN peror

PART 4. IT. be a noeed by WIN Proelt,
WIN PROJECT NUMBER ADDRESS (No. treal. Clty. Slae. ZIP CodeI

I hereby declare tI the above named ulrvdual was placed in O above dasd"led sipjiloymen uodir a War, Incenlve Pogrm ortblished
undor Section 432(b)(I of do Soc"al Soerlly Act, and thal this employment has not diplaceld ay Ildervdual from semploymels

SIGNATURE AND TITLE (WVIVNCerAM006 1ol)bl DATE

MA -72
tevned February 1974 45N-2405S)

EMPLOYER FILE
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Step 3. Computing
the Credit

A sample worksheet for calculat-
ing wages to welfare recipients
is shown on the next page. It may
be used by the personnel officer of
your firm to compute the total
wages to which the 20-percent tax
credit may be applied. The work-
sheet may be used for calculating
either the WIN or the welfare tax
credits, or both.

When completed by the personnel
officer, the worksheet performs two
important functions:

1) It is useful in assisting the
accounting or tax department
in completing IRS form 4874.

2) It provides the personnel offi-
cer with a means of measuring
the corporate savings accrued
by hiring welfare recipients.
Substantial savings along with
acceptable job performances
have encouraged many em-
ployers to hire more WIN and
welfare clients each year.

The worksheet itself is very simple
to complete. It requires entering the
name, social security number, date
hired, starting wage, new wages
and date of increase (if applicable),
and total wages for the period
being recorded.

The time limitations on wages to
which the WIN and welfare tax credits
are applicable are listed under the
column headings and are explained
In the "Employer's Reference
Guide."
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Remember: When your personnel
officer completes the "Worksheet
for Calcuiatng Wages Paid to
Welfare Recipients." II not only
assists your tax department, but
H shows your personnel officer
the corporie savings generated
by hiring people on welfare.

Worksheot for Calculating Wages Paid to Welfare Recipients for the Current Tax Period

WIN Section

Oate of Termination'
Iif not 90 days or Total Wages

Social more from date hired, for Period
EmplOyee's Secury Date hred Starling Date of New these cages nay not Ending

Nlame Number after 12/31/71 Wage Irncrease Wage be counted)

Welfare Section

Date of Terineation'
Ot rot at least 30 days Total Wages toe

Social leomn data hired, these Period Entding
Employses Security Oas tired Starting Oatsi o1 Now cages tray not (Prior to 1 tI/80

Namet Number aftar 3/29/76 Wage Intcrease Wage bet connted) ___

Total WIN
and Welas Wages

tor the Period

las
I7
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Step 4. Claiming
the Credit

When tax time approaches it is
most important to have your Tax
Credit Computation Worksheet
reviewed and updated, if neces-
sary. to insure that it is current.
It should then be forwarded to
the person who prepares the
income tax return for your
company.

Most of the information needed
by your tax preparer in complet-
ing IRS Form 4874 "Credit for
Work Incentive Program (WIN)
Expenses" may be taken directly
from this worksheet.

After completing the 4874. your
tax preparer will enter your
company's total allowable credit
on the firm's income tax return,
IRS Form 1120, under the item
title "Work Incentive (WIN) credit."

Please note the IRS Form 4874 is
used for claiming both the WIN
and welfare tax credits. Corre-
spondingly, the total tax credit
earned, whether WIN or welfare
or both, is entered on your firm's
1120 under Work Incentive (WIN)
credit. There is no separate item
on your company's return for the
welfare tax credit.

The following page provides a
sample IRS Form 4874.

If your tax preparer desires
further information on carry-over
or carry-back procedures, this
information is available in the
"Employer's Reference Guide."

Information on fast writeoff provi-
sions for day-care facilities, which
your tax preparer may also
desire, is also discussed in the
"Employer's Reference Guide."

Be sure to remind your tax
preparer of the availability of the
New Jobs and Vocational Rehabil-
Itation Tax Credits to m If yoor
m qi-
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,--4874 Credit for Work Incentive
(WIN) Program Expenses

b- Atet Wow tm rebw.
IM6

k I membea*w an aeam en pqp I ofw us rows

QwU"od Waft hwi,,ift AOMM Set~ri, OWu WW, lad F, dlw Weft' a Modpe Emlaat kx*W, [eme
r elbdu ItesmePae lre n p n Federal Walhare Ralyet mpeme lcaleeEpe

SWN wages (incuderg Federa lfre p recipiet amiloatest Incentive eapees other than expenses paid or Incurred to empwlnoe
irdftrSeptember 7. 1976 In connecton with a cldday camre es program for the period of September 8. 1976 throuh

September 30. 1977) paid or Incurred to employneas
oment Ictive exp" ncrd by the t.. re temployan ~ ~ ~ ~ )V fo h ezbaya. nhdpor hr of WINt wan. paid or Incurvad to each em:=eeby A&~partnerhkkW0 astw~

t Name go so"i business corpor.*Iation.wanos o a

(b)

2 Total of lines 1ce) through (c) . . . . . . . . . . . . . . . . . . . . . . .
3 T ntativ credf (20% of line 2) .. . . . . .. . . .. . . . .. . .. . . .
4 Caffyibck and carrwar of unuawd WIN redts (, Instruction for inen 4--ttach computato) . .
* ToWa. dKSree3 and4 . . ... .... t . . .
4 Federal weiara recipent emlyetIcnieepne nor Incurred to emiloyee 3red 1fe 9"oame .198I ontics wit a hd day care = wf." enecspoga a hepro fSepeme 8 96 truhSpabr3.9

Nee Fdeal elar reipwiprrlodn Incetove expenne pai or Incured to emPloYeea In connectomihaciddyw

7 Total of Ones 6(a) thru () ...... ..................
IS Tentive cre" 20 of lif 7 ......... . ............

Uedaue.
S(a) kodhduael-Cter amount from ine 18. pag 1. Form 1040 .......
(0) Estae and rtusts--ntr amount from Oe 24 at 2 pOWe i. form 1041 ... I ...
() Corporatlona4 - amout from lee 9. Schdula J. oe3. Frm 11O . . ..

10 Lae (a) €M hr do diwV W( ..in.dalk an"........

(4) mm L. .. . ..... ...........
(d) Cte w neo e cds a wpk son oCid ei . . .... ...................
(a) To an kw tbt Cm baritla In UN) .()) ....
(f) Pold " Udd (wterpoe m, . ...........

11 Total- dd One 10(s) toueh () . . . . . . . . . . . . . . . . . . . . . .
12 Une 1@e*lne a1 I ........... ............................

13 (a) If One 12 Is $29000 or less.d ente ~ 12. =e~djereoneM Slngeaertai contce corprat
(b) 9=n 2e oate 200. enter the' amount compte (rn accdncith the L.onIu In

lcf ot oke 13M (Married persons filing sepate. controlled corporate roup, etat end
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Senator IL\SKELL. One thing that concerns me on the administration
program is churning. In other words, you say that churning might be
prevented by having only 20 percent of the labor force involved in
this credit, that is those between 18 and 24. Do you have any mecha-
nis:a that would prevent the firing of people 2.5, 26, and 27?

I think it is a very serious problem.
Mr. PACKER. It is a serious problem. There are no easy solutions to

it. The 20 percent was our estimate of the turnover in firms hiring
persons of this sort. It was thought that with the 20 percent limit
there would be no problem, there would be no need to do as you sug-
gest. I am sure it could happen in some situations.

The problems inherent in restricting substitution would make the
tax credit more awkward to use. It is not that there is nothing to be
said for trying to attempt to prevent what you are talking about, but
there is no easy way.

Senator HASKELL. Perhaps other witnesses will address that
problem.

Two further questions I have for you. I am somewhat concerned
about eligibility determinations. If this is going to work it ought to
be as simple as possible. I do not know how complicated it is to get a
certificate. Take for example the tax system. It is one of self-assess-
ment: Is it like taking a statement under oath? If I were lucky enough
to be between 18 and 24 and I made a statement under oath that my
income is not in excess of a certain amount and couldn't the employer
relv on that?

If I misstated my income, I would be subject to the penalties of
perjury.

It seems to me that in order to be effective, the system must be as
simple as possible. Now, maybe it cannot be made that simple.

Mr. PACKER. Well, Senato'r, I think there is an attempt to keep things
simple. If the employer thought lie was liable, then he would be
reluctant to hire.

This way, if some Government agency certifies that the person passes
the income test, the employer's liability is ended.

Senator HASKELL. Well, what if the employer were allowed to rely
upon a sworn statement of the applicant?

Mr. PACKER. I do not think we would want to be put in a situation
of putting the young person in jail for perjury, and since the tax
advantage would accrue to the employer-

Senator HASKELL. Well, the young person gets the job. If he wants
to lie and take the risk of going to jail, then that is a risk he takes.

I am just looking for simplicity.
Mr. PACKER. I think the penalty would be too severe to be a mean-

ingful threat. It would seem like, in my judgment, overkill. The
employee would not be terribly concerned.

Senator HASKELL. Where does a young person have to go to get this
certification?

Mr. PACKER. To the Employment Service.
Senator HAsKELJ. Is this in every city in the Nation ?
Mr. PACKER. That is right. The Employment Service, or CETA.
Senator HASKELL. And how long is the form the young person has

to fill out?
34-840-7-------4
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Mr. PACKER. Well, the forms have not been developed, but it would
be quite simple. He just claims that in fact, he has that income and
there might be some further questioning of the last time he had
worked.

Senator HASKELL. What type of income? Cash income?
Mr. PACKER. Yes.
Senator HASKEIL. And then what do you do? Do you have folks

who go out and investigate to see if he is telling the truth?
Mr. PACKER. No. There is some checking of his social security

number to see if social security taxes or unemployment taxes have
been paid for him. If that has been the case and the wages seem so
high as to make his statement seem untrue, then further checking is
done.

Senator HASKELL. Do you happen to have any comments on the other
bills before the committee.

Mr. PACKE-R. That is a coml)lex proposal which, in its present form,
the administration opposes, though there are certain things about it
that we would not oppose.

Senator HASKELL. Would you submit for the record your analysis
of that proposal and your position?

Mr. PACKER. I guess we
Senator IIASKELL. In a week could you submit your analysis of that

proposal and why you like it or why you do not like it?
M]Pr. PACKER. es. I might mention, Senator, I understand that the

Labor Department, the Employ'ment and Training Adin mist ration is
in the process of preparing advisory materials on both the jobs tax
credit and the WIN tax credit right no0w.

Senator HASKELL,. If we could have that within a week, I think it
would be very helpful to us. Do you think that is possible?

Mr. PACKER. Yes. I do not know what State-
Senator HASKELL. The man on your left is nodding yes. So I hope

that means it is available.
Mr. PACKER. If he says so, it must be so.
[The following was subsequently supplied for the record:]

AN EXAMINATION OF THE BAKER-BELLMON-RIBICOF-DANFORTH PROPOSAL FOR A
Jon CREATION TAX CREDIT

I. GENERAL DESCRIPTION AND PURPOSE

The purpose of the Job Creation Tax Credit (JCTC) is to increase employ-
ment of disadvantaged workers who are AFDC recipients, long-term unemployed,
and/or unemployed CETA graduates. JCTC would provide per hour credits to
firms that hire these workers, but only to the extent that the firm's total hours of
employment exceeded 102% of hours of employment in the previous year. For
example, a firm that increased total hours by 6% could receive a subsidy for up
to 4% of its employees hours (106%-102%) ; the firm would qualify for the full
4% if at least 4% of its hours were worked by credit-eligible employees. In limit-
ing the credit only to firms that expand employment, the JCTC is similar to the
existing Jobs Credit. Among the other features of the existing Jobs Tax Credit
adopted by JCTC are provisions requiring an increase of 5% in the firm's total
wage base, limiting the credits per firm to $100,000 and allowing the credit only
for reductions in tax liability. Apparently, the authors of the JCTC would
continue the existing credit's provisions that reduce wage deductions for tax
purposes by the amount of the credit.

Unlike the existing credit's subsidy of 50% of the first $4,200 in earnings,
the JCTC would pay $1 per hour of qualifying employment. A second important
difference Is that the JCTC would operate alongside a voucher program which
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appears to dominate the credit for every employer, including those eligible for
the tax credit. In this initial analysis, the assumption is that the JCTC becomes
law but the voucher program does not. If both passed, an examination of tie
CTC would serve no purpose.

ir. INCENTIVES TO HIRE ADDITIONAL DISADVANTAGED WORKERS

The nature of the incentives JCTC offers to firms to hire disadvantaged
workers depends on ihe expected growth of the firm and the normal number of
disadvantaged workers hired by the firm. To see how different firms might be
affected by JCTC, consider several cases.
Case 1. Firm does not normally employ credit-eligible workers

Firms In this category will face an incentive to expand employment of credit-
A eligible workers if they expect to increase total labor hours by at least 2%. The

credit of $1 per hour will apply to the first 50 person-years of employment of
credit eligibles for all such firms increasing other hours by at least 2%. However,
even for expanding firms, the incentive the credit offers in the initial year will
ie reduced somewhat by the fact that increases in the labor hours base will make
it more difficult to take advantage of the credit during the following year. For
firms not expected to grow. the JCTC will offer some incentive to expand labor
hours. But, if the firm does not expand labor hours, the credit will offer no
incentive to employ disadvantaged workers.
Casc 2. Firm normally employs disadvantaged workers

Firms in this category may find the JCTC provides no incentive to hire
additional disadvantaged workers. Consider a firm which normally uses credit-
eligible workers for 15% of its labor hours. Such a firm will see a gain by
expanding total labor hours, but unless the expansion exceeds 17%, the firm
will have no new incentive to hire more credit-eligibles. Expansions more than
2% but less than 17% will permit the firm to claim credits for workers it would
have hired without the subsidy. On the other hand, firms who normally employ
credit-eligible workers and who do not expand total hours would receive no
credits. In this way, the increased hours criteria would reduce the subsidies
going to pay for workers who would have been hired in the absence of the
credit.

The credit's incentive effect will also depend on the firm's expectations about
its profits. Firms which may not earn profits will see the credit as an uncertain
advantage. Although firms will be able to carry forward or carry back the credits,
many firms do not Nurvive long enough to claim credits in these ways. Treasury
estimates that 20% of firms who qualify for investment credits never end up
claiming such credits.

III. INCENTIVES FOR WORKERS TO BECOME CREDIT-ELIGIBLE

One problem in estimating the number of workers who would be credit-eligible
is that the existence of the credit may increase the number in categories specified
as eligible for the credit. Because of the credit, firms who expect to hire graduates
of the CETA program may delay hiring them until such graduates have experi-
enced 30 days of unemployment. The long term unemployment criteria (90 days
for youth and 26 weeks for others) would not Influence workers to become unem-
ployed; however, it might cause some increases in unemployment at the margin.
Youth unemployed for 8 or 9 weeks might be asked to take two or three more weeks
off in order to become eligible for the credit. Other youth might register as unem-
ployed while in school and not actively seeking jobs so that upon leaving school,
they will qualify for the credit. These kinds of perverse incentives are likely to
operate, only if the credit is effective in making eligibility an important advantage
in seeking a job.

IV. ESTIMATING THE COSTS, JOBS SUBSIDIZED, AND NEW JOBS FOR THE DISADVANTAGED

To estimate the costs, one must determine how many credit-eligible workers
would be employed by firms able to claim the credit even in the absence of the
credit and how many new credit-eligible workers firms would hire because of the
credit. The first task is to estimate total labor hours by credit-eligible workers
before the credit. The next task is to subtract the number of credit-eligible work-
ers employed by firms unable to claim the credit. Among those firms claiming the



40

credit, some but not all would see an incentive to expand employment of credit-
eligibles. To determine the extent of the increase requires a calculation of the
average labor cost reduction due to the credit and the employer's response to such
cost reductions. With these numbers, it is possible to project the jobs induced by
the credit. Adding existing plus induced jobs yields total jobs and total costs.

In a typical year after the credit becomes law, the number of hours subsidized
will depend on the hours worked by those who become eligible during the current
and preceding years. For example, youth who are subsidized in 1981 might have
become unemployed in 1980 or in 1981. Similarly, those subsidized in 1981 because
of AFDC status might have spent time In 1980 or in 1981 on the welfare rolls.

The first set of estimates are for the pool of workers for whom employers
could claim credits at some time during the year. These estimates-are for those
eligibles who are likely to work if jobs are available. The numbers are approxi-
mations, subject to a wide margin of error.
Potential pool of workers:

AFDC-UF recipients -------------------------------- 300,000
Other AFDC recipients ------------------------------ 700,000

Total ------------------------------------------- 1,000,000
Disadvantaged youth unemployed 90 days ------------ 800,000-1,000,000
Disadvantaged adults unemployed 26 weeks ---------- 400,000
CETA graduates, not placed after 30 days, not in other

categories ------------------------------------ 500, 000- 800, 000

Total -------------------------------------- 2, 700,000-3,200, 000
The next step is to determine how many hours are worked by the eligible pool

over a full year. To stay in similar units, we have converted total hours into
person-years by dividing total hours by 2080. The approximate figures on person-
years of employment area:
AFDC-UF recipients -------------------------------- 180,000
Other AFDC recipients ------------------------------- 400,000

Total AFDC --------- --------------------------
Disadvantaged youth unemployed 90 days or more -------- 400,000- 500,000
Disadvantaged adults unemployed 26 weeks or more ------- 150,000
OETA graduates not placed after 30 days ---------------- 300,000- 400,000

Total ----------------------------------------- 1,430,000-1,630,000
Of these person-years of employment we expect about 30%--40% are worked

for employers not eligible to claim the credit. Employers would not be eligible
If they were in the public or nonprofit sectors, if they were unable to make a
profit, or if they did not expand total hours worked by at least 2%. This leaves
850.000-1,140,000 person-years of existing employment qualifying for the subsidy.

To complete the estimates, we must determine how many new jobs the credit
stimulates. If the average wage paid to potential eligibles is about $3.50-$4.00
per hour, the JCTC would represent a reduction in labor costs of about 25%.
Assuming t'at those firms eligible respond by increasing demand by .5% for
each 1% reduction in labor costs, the percentage increase in employment could
run as high Ls 15%. However, the cap of $100,000 will reduce this number sub-
stantially. For firms with about 30% of the eligible employment, the credit will
offer no subsidy whatever to increases in employment because the firm already
receives the maximum subsidy. A second element keeping the response to the
subsidy low is the fact that firms realize that expanding employment this year
will reduce opportunities to claim a subsidy the following year. Given all these
complications, a reasonable estimate for the increase In job is 85,000-115,000
person-years of employment.

Adding the induced number of person-years to the existing number yields a
total of about 930,000-1,255,000 person-years qualifying for a subsidy. Not all
of the qualifying hours would actually be claimed simply because firms and indi-
viduals do not apply for benefits for which they qualify. It is difficult to predict
the share of firms claiming the credit. If the response is similar to responses
to the WIN tax credit, participation rates may run as low as 5%. However, with
adequate publicity and broader worker coverage, we expect higher participation
rates. The table below shows costs, new jobs, and costs per Job under alternative
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participation assumptions. Because the credit would be taxable, net budget costs
would average 32 cents per hour rather than $1 per hour.

EFFECTS OF BAKER-BELLMON CREDIT UNDER ALTERNATIVE PARTICIPATION ASSUMPTION

Assumed participation rate

25 percent 50 percent 75 percent

Treasury cost (billions) ------------------------------------ $0.3-$0.4 $0.6-40.8 $0.9-1.22
Hours subsidized (billions) ---------------------------------- 0.48-0.65 0.97-1.3 1.45-1.96
Increase in person-years of employment of disadvantaged in-

duced by the jobs credit (billions) ------------------------- 21, 000-29,000 42, 000-58, 000 64,000-86,000
Cost per new job for disadvantaged ---------------------- 12, 800-73, 800 12,800-13, 800 12, 800-13,800

Senator HASKELL. Perhaps you could also give us some analysis for
the record on how large the group is of individuals which your credit
is targeted to help. Break it down by employed and unemployed, by
race and sex, by marital status, and by presence and absence of
children.

If I am asking an impossible thing, tell me what is impossible, and I
will strike it from the record. But we want to try and see what kind
of group we are looking at.

Mr. PACKER. No, I do not think so. We k]low that the total popula-
tion of disadvantaged youth are close to 5 million, of which 1.1 million
are in school and the remainder are not.

We have some breakdowns-
Senator HASKELL. Could you submit that for the record?
Mr. PACKER. We could submit that for the record.
Senator HASKELL. And then submit for the record how many persons

and what type you expect your proposal to put to work.
Mr. PACKER. OK.
[The following was subsequently supplied for the record:]

TABLE 1.-EMPLOYMENT AND SCHOOL ACTIVITY STATUS OF DISADVANTAGED YOUTH,' BY AGE AND RACE, MARCH
1977

18 to 24 18 to 19 20 to 21 22 to 24

Non- Non- Non- Non-
White white White white White white White white

Population ---------------- 3,442 1,508 1,087 546 1,015 456 1,340 506

In school --------------- 711 460 352 268 217 113 143 79
Not in school ----------- 2,731 1,048 735 277 799 343 1,198 427

Percent of population:
In school---------- 21 31 32 49 21 25 11 16
Not in school ---------- 79 69 68 51 79 75 89 84

I n school: 3
E/P -------------------- 25 6 21 6 26 6 33 5
UR -------------------- 26 68 23 64 31 67 25 78
LFPR ------------------ 34 19 28 17 38 19 43 25

Not in school:
EiP ------------------- 54 37 54 34 53 30 55 44
UR -------------------- 22 39 24 43 22 49 21 29
LFPR ------------------ 69 60 72 60 68 58 69 6I

Total: 2
E/P -------------- 48 27 44 20 47 24 52 38
UR -------------- 23 42 24 47 23 51 21 32
LFPR ------------ 62 48 58 39 61 49 66 56

'Disadvantaged youth are those in families whose 1976 incomes fell below 70 percent of the BLS lower living level during
a 6-mo period.

I E/P is employment-population ratio; U R is unemployment rate and LFPR is labor force participation rate.

Source: Unpublished tabulations from the March 1977 current population survey.
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TABLE 2.-EMPLOYMENT AND SCHOOL ACTIVITY STATUS OF DISADVANTAGED MALE YOUTH,' BY AGE
AND RACE, MARCH 1977

18 to 24 18 to 19 20 to 21 22 to 24

Non- Non- Non- Non-
White white White white White white White white

Population ................. 1,437 578 463 245 397 156 577 177

In school --------------- 335 195 163 126 95 41 77 28
Not in school ........... 1,102 383 300 119 303 115 500 149

Percent of population:
In school ................. 23 34 35 51 24 26 13 16
Not in school ------------ 77 66 65 49 76 74 87 84

In school: '
E/P -------------------- 24 7 20 7 23 5 35 12
UR -------------------- 32 64 31 60 38 72 29 67
LFPR .................. 36 20 29 18 36 18 50 36

Not in school:'
E/P .................... 71 51 70 38 71 44 71 67
UR .................... 22 39 22 50 20 47 23 26
LFPR .................. 91 84 90 76 90 82 92 91

Total: '
E/P .............. 60 36 52 22 60 33 67 59
UR .............. 23 42 23 52 22 49 23 29
LFPR ............ 78 62 68 46 77 65 87 83

I Disadvantaged youth are those in families whose 1976 incomes fell below 70 percent of the BLS lower living level during
a 6-mo period.

2 E/P is employment-population ratio; UR is unemployment rate; and LFPR is labor force participation rate.

Source: Unpublished tabulations from the March 1977 current population survey.

TABLE 3.-EMPLOYMENT AND SCHOOL ACTIVITY STATUS OF DISADVANTAGED FEMALE YOUTH,' BY AGE AND
RACE, MARCH 1977

18to24 18 to 19 20 to 21 22 to 24

Non- Non- Non- Non-
White white White white White white White white

Population ................. 2,005 930 624 300 618 301 763 329

In school --------------- 376 265 189 142 122 72 65 51
Not in school ........... 1,628 665 435 158 496 229 698 278

Percent of population:
In school --------------- 19 28 30 47 20 24 9 16
Not in school ........... 81 72 70 53 80 76 91 84

In school: '
E/P .................... 26 5 23 5 29 7 30 2
UR -------------------- 20 7i 15 67 25 64 19 89
LFPR .................. 32 18 27 16 39 20 36 19

Not in school: 2
E/P .................... 42 28 44 32 41 23 42 31
UR .................... 23 39 27 35 24 50 19 31
LFPR ------------------ 55 46 60 48 54 47 52 45

Total: '
E/P .............. 39 22 37 19 39 19 41 27
UR .............. 22 43 25 42 24 52 19 35
LFPR ............ 51 38 50 33 51 40 51 41

3 Disadvantaged youth are those in families whose 1976 incomes fell below 70 percent of the BLS lower living level
during a 6-mo period.

a E/P is employment-population ratio; UR is unemployment rate; and LFPR is labor force participation rate.

Source: Unpublished tabulations from the March 1977 current population survey.

A
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TABLE 4.--CHARACTERISTICS OF DISADVANTAGED YOUTH. 18 TO 24, BY EMPLOYMENT
STATUS IN MARCH 1977

Population Employment Unemployment

Family status and sex:
In families with children under 18:

Males:
Family head .......................................... 401 284 62
Relative of head ................................. . 713 231 107

Females:
Family head ----------------------.................... 494 96 29
Relative of head ...................................... 1,465 351 101

In other units:
Males:

Family head .......................................... 158 110 35
Relative of head ------------------------------------- 542 220 71
Individual ............................................ 238 145 35

Female:
Family head .....................................................
Relative of head ....................................... 769 301-- ------- 86
Individual ............................................ 213 108 24

Race and sex:
Males:

White .....................------------------------- 1,460 866 265
Nonwhite ............................................ 591 215 120

Females:
White ............................................... 2 009 780 153
Nonwhite ............................................ 1, 107 205 156

Source: Unpublished tabulations from March 1977 current population survey.

Mr. PACKER. The figure was 160,000 and we do not know how many
of those will be male, female black or white.

Senator HASKELL. All right, sir.
Well, Mr. Secretary, we do have other witnesses. Senator Nelson

has a series of questions which I would merely hand you rather than
ask you here. Could you possibly give your answers for the record,
because I do not want to unduly prolong your stay or keep other
witnesses waiting.1

Thank you very much, Mr. Secretary.
[The prepared statement of Mr. Packer follows:]

STATEMENT OF ARNOLD I. PACKER, ASSISTANT SECRETARY FOR POLICY, EVALUATION,
AND RESEARCH, U.S. DEPARTMENT OF LABOR

Mr. Chairman and 'Members, I am happy to be here today to discuss employ-
ment tax credits. First, however, I would like to address briefly the overall
employment situation.

Expanding employment has been an urgent goal throughout the 1970s. With
unemployment rates averaging 6.5% during the 1970-77 period, no one can doubt
that the economy has generated too few jobs for the Nation's expanding work
force. Employment rose 15% between 1970 and 1977, but the labor force increased
by nearly 18%.

One part of the employment problem has been due to recessions and economic
0 slowdowns. Since we have not been able to eliminate the business cycle, we have

faced long periods when large numbers of able workers cannot find Jobs. In fact,
over the entire post-World War II era, the United States has operated at 4%
for only one out of every three years.

A second part of the employment problem has been the inability of disadvan-
taged workers to find jobs even during times of economic prosperity for the coun-
try as a whole. We can classify these workers in a variety of ways. They are
workers with low skill or education, young workers, low income heads of families,
welfare recipients, black workers, and workers living in depressed areas.

Regardless of how we classify these workers, the problem before us is to
Increase substantially their employment opportunities. If we cannot find jobs f~r
such structurally unemployed workers at a faster rate than the increase in total
employment, we will be unable to meet our target of a 4% unemployment rate
by 1983.

1 See p. 195.
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The Administration and the Congress have worked together to deal with the
cyclical and structural barriers to reaching full employment. In this effort, we
have attempted to achieve a balance between expanded public and private em-
ployment. The economic stimulus package that emerged last year from Admin-
istration proposals and Congressional actions included an expansion of direct
public job creation programs, as well as the Jobs Tax Credit and other compo-
nents aimed at stimulating private employment.

Today, although aggregate unemployment still remains well above full employ-
inent levels, the problem we face is increasingly a structural one. In response
to the changing nature of this problem, we have proposed targeted programs
for disadvantaged youth, low Income heads of families with children, and other
disadvantaged workers. We are targeting our efforts on these groups because,
while the overall unemployment rate continues to fall, they continue to have
extreme difficulty finding employment. For example, during the past 12 months
while the unemplopment rate for white males over the age of 20 has fallen from
4.5% to 3.4%, the unemployment rate for black teenagers has remained at
slightly less than 40%.

In'dealing with these continuing problems, we are again aiming at a mixed
public-private approach. We are calling for a continuation of a substantial public
service employment program; we are calling for increases in training programs;
we are calling for a special private sector initiatives program, with industry
councils and more on-the-Job training; and we are calling for an employment
tax credit to encourage private employers to hire disadvantaged youth.

The PSE program has the dual purpose of providing a Job now and of
improving private sector employment prospects of disadvantaged workers. We
are attempting to speed the transition to private employment by enhancing work
experience and placement services under CETA and by limiting wages and dura-
tion on PSE jobs.

The Administration, as you can see, Is committed to expanding private
employment opportunities for disadvantaged workers. The question we must
address today is how employment tax credits can be a good vehicle for achiev-
ing this goal. First, I would like to review the experience with the existing tax
credits. Next, I shall discuss the Administration's proposal for replacing the
Jobs Tax Credit with a targeted tax credit, and then the proposals for expanding
tax credits for welfare recipients. In analyzing these proposals, I shall try to
point out the advantages and disadvantages of various employment tax credit
features. My basic conclusion Is that while general tax credits may be useful,
the current environment dictates that such credits must be targeted on the
disadvantaged.

THE EXISTING EMPLOYMENT TAX CREDITS

The Jobs Tax Credit was added by Congress last year to the Administration's
economic stimulus program. The purposes of the credit were to induce a tem-
porary boost in total employment and to offer a special incentive to hire low wage
workers. The program, which expires at the end of this year. pays tax credits to
firms which expand their employment in 1977 and 1978. The program provides
employers with credits equal to 50% of the increase in their Federal unemploy-
ment tax (FUTA) wage base over 102% of the previous year's base. Thus, a
firm which hires an additional worker cold receive 50% of the worker's first
$4200 of earnings as a tax credit. However, since the firm must reduce wages
charged as business expenses by the amount of the credit, the revenue loss and
gain to the firm is 25-30% of the first 84200. or about $1,100--$1.200. Limiting
the credits to the first $4200 means that the percentage subsidy is higher for
low wage than for high wage workers.

The Department of Labor is conducting an evaluation of the Jobs Tax Credit
as part of an overall assessment of the economic simulus program. The evaluation
is not yet complete, but several of our initial results are interesting. First, a
survey of employers revealed that large firms learned quickly about the credit
but small firms did not. By February 1978, about 90% of the firms with over
500 employees, but only 30% of the firms with less than 10 employees, had learned
about the credit.

A second finding Is that only 6% of the firms which knew about the credit
claimed that they changed their employment behavior as a result of the credit.
These results are not too surprising given the fact that large firms were
unlikely to respond to the credit because of the $100,000 limitation on total
credits to any one firm.
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At this point, we cannot determine the extent of additional employment
induced by the credit. However, even if the Jobs Tax Credit does add to total
employment, the Administration strongly believes that Government expenditures
and tax credits should be targeted to aid the disadvantaged.

The other existing employment tax credits are the WIN and welfare tax
credit, both of which are aimed at reducing structural unemployment and are
targeted on the disadvantaged. The Congress established the Work Incentive
(WIN) tax credit in the Revenue Act of 1971. In 1975, 1976, and 1977, Congress
amended this statute and created the welfare tax credit. Although the WIN
anid welfare credits have differences in coverage of eligible workers and em-
ployers, the purpose of both is to Increase the employment of welfare recipients.

Under the WIN and welfare credits, employers may claim 20% of the first
year wages of eligible workers as credits against tax liability. Employers may
utilize the WIN credit if they employ workers who are registered for the WIN
program. The local WIN office certifies to employers those workers who are
WIN registrants. Any welfare recipient who has received benefits continuously
for 90 days or more qualifies. The WIN credit is restricted to employers engaged
in a trade or business while the welfare credit is available to nonbusiness
employees, such as household workers. Both the WIN and welfare credits require
ininimum amounts of employment. To take the WIN credit, firms must employ
AVIN registrants for an initial 00 days and then another 90 days unless the
employee quits, becomes disabled, is fired for cause, or is laid off because of a
decline in business. Under the welfare credit, employers must retain eligible
workers for more than 30 consecutive days of substantially full-time employ-
ment. Employers are restricted from laying off or reducing the hours' of other
workers eligible for the WIN or welfare credits. The maximum credit an employer
mnny claim for any one tax year, is $50,000 plus one-half of tax liability over
$50,000.

Since we have several years of experience with the WIN and welfare credits,
it is possible to draw conclusions about their effects. The most important con-
clusion is that the credits have done little if anything to increase employment
of welfare recipients because they have been little used. Certifications for the
welfare credit have run less than 2,000 per year. In a typical year, employers
have claimed WIN credits on behalf of about 30,000 workers. This number is
less than 1% of all heads of AFDC families and only about 5-6% of employed
AFDC recipients. We are presently unsure of thefactors leading to the low
utilization rates.

In another finding, researchers could find no evidence that the WIN credits
ever caused employers to increase total employment. In other words, even where
the credit did cause employers to hire more welfare recipients, the employer
Amply ended up substituting one worker for another.

To remedy the information problem, the Department Is embarking on a na-
tionwide campaign to inform employers and to simplify procedures for using
the credits. An initial effort In four demonstration cities appeared effective. The
publicity campaign increased certifications for the WIN credit by 100% while
the national increase over the same period was only 45%. Unfortunately. we do
not know how much of the additional utilization of the credit resulted in addi-
tional jobs for WIN registrants and how much came about because eligible em-
ployers began claiming credits which they had previously passed up.

EMPLOYMENT TAX CREDIT PROPOSALS

Now. I would like to turn to the proposals for changing the existing employ-
menit tax credits. The Administration has recommended enactment of a new tax
credit targeted on disadvantaged youth and that the Jobs Tax Credit expire as
planned under existing law.

The purpose of the new targeted credit Is to reduce structural unemployment
and to provide better private sector opportunities for disadvantaged young
workers. We believe that the targeted credit will compensate employers for the
lack of prior work experience of disadvantaged youth. In this way, we hope to
be better able to achieve our 4% unemployment goal without encountering the
bottleneck shortages among skilled workers which lead to accelerating inflation.

Under the Administration's targeted tax credit, employers could claim credits
for hiring disadvantaged youth, age 18 to 24, and handicapped workers regard-
less of age. The credit would equal 33% of the youth's wages (up to $6000) earned
in the first year and 25% of the youth's wages (up to $6000) earned in the second
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year. Since firms would have to reduce the wages deductible as business expenses
by the amount of the credit and since many workers will earn less than $6000,
the Federal revenue loss per worker is expected to average about $1150 in the
first year and about $850 in the second year. The youths would have to work full-
time and would have to be employed a minimum of 75 days for the employer to
qualify for the credit. To prevent wholesale substitutions and excess windfalls,
no firm could claim the credit on behalf of more than 209 of its workers.

To qualify as disadvantaged and thus eligible for the credit, a youth would
have to meet the CETA criteria. Only youth age 18 to 24 whose family income
is less than 70% of the Bureau of Labor Statistics' lower living standard income
level could be certified. The national average in 1977 for 70% of the BLS lower
living standard income level was $7,500 for a family of four. Handicapped work-
ers would be certified by local vocational rehabilitation offices.

The Administration believes that targeting tax credits on disadvantaged youth
makes sense now that unemployment is becoming more a structural problem than
a cyclical problem. They have the highest unemployment rates of any subgroup.
These rates were over 30% in March 1977 and are probably only slightly below
30% today. A better measure of distress is the fact that only 38% of disadvan-
laged youth are employed, as compared to 63% of all other youth. Disadvantaged
youth must compete for the limited number of entry level jobs or for other Jobs
which pay little and require little experience. Unfortunately, the supply of such
Jobs has fallen far short of the number of youth wanting such jobs. Part of the
problem may be temporary and be associated with the jump in the population
share of 18-24 year olds. If this is the case, the situation may improve in the
1980's. However, at present, the unemployment and underemployment of disad-
vantaged youth is an extremely serious structural problem.

We estimate that the revenue loss associated with the targeted tax credit will
be about $350 million In FY 1979 and will rise gradually over 4 years to an annual
loss of about $1.5 billion In FY 1983. The credits in FY 1983 will go to employers
in order to pay for 1.8 million person-years of employment. The actual credits
could be substantially below the estimated levels if the response is as low as was
observed in the WIN and welfare credits. However, given adequate publicity and
promotion, we expect the credits to be claimed by employers. It is difficult to pre-
dict the number of new jobs for disadvantaged youth likely to be induced as a
result of the credit; however, our best estimate of additional youth employment
is 160,000 jobs by FY 1983. This implies a $9.375 cost per new job for youth.
Again, we do not know how many are new jobs and how many of the jobs are
redistributed toward disadvantaged youth away frQm other workers. We do be-
lieve that the disadvantaged youth will be able to bargain for "better" jobs be-
cause of the advantage of bringing an employer a tax credit.

I would like to stress that we consider targeted credits to have Important ad-
vantages over the untargeted credits.

First, we believe that the Federal Government's priority should be to improve
the opportunities of those workers most in need. Thus, the Government shoulld
concentrate its limited resources on disadvantaged workers so that as labor
mq rkets improve the disadvantaged will not be left behind..

Second, we believe that only a targeted approach can relieve the structural
unemployment problem that Is a key barrier to reaching full employment. It is
possible to increase jobs for the nondisadvantaged through conventional aggre-
gate demand tools. The real difficulty is generating enough jobs for the disad-
vantaged. Thus, a tax credit will improve our chances of reaching 4% employment
only if it stimulates employment of disadvantaged workers. With so much un-
employment among disadvantaged workers, increasing demand for these workers
will not be inflationary. On the other hand, an untargeted credit will increase
demand for all labor and could thereby result in the kinds of shortages and bottle-
necks that fuel inflation.

OTHER PROPOSALS

I would like to turn to the Congressional proposals for expanding the current
WIN and welfare credits. In my testimony, I will address only the recent pro-
posal put forward by Senators Moynihan, Long, and Cranston. These Senators
recommend several important changes In the current WIN and welfare credits.
They propose raising the rate of subsidy from 20% to 50% during the first year
of employment; providing subsidies for the second and third years of employ-
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meant with the same firm at subsidy rates of 33% and 25%; limiting the wage over
which the subsidy applies to $6,000 in 1979, with increases at the same rate as
iuinimum wage increases; and finally, allowing nonprofit employers to receive
tax credits similar to those received by for-profit employers.

The Administration opposes these proposals. We feel that they are beset with
a number of serious problems.

First, we oppose the size of the credit. The new credit would permit firms to
claim the credit as well as the full wage deduction. Thus, under the new pro-
posal, if the firm hired a welfare recipient at a $6,000 salary, the firm would
gain almost $3,000 in reduced tax liability from the business deduction and
another $3,000 as a tax credit. Such a credit would make hiring a welfare re-
cipient virtually free for firms making a profit. (These firms would have to pay
about $550 in social security and unemployment insurance taxes.) We do not
believe that the Government should provide such extreme subsidies. If the Gov-
ernment is to subsidize virtually the full wage, then the proposed tax credits
are, in reality, PSE for the private sector. In this case, regular PSE would be
a more direct method of increasing employment among the welfare population,
and would provide public goods and services to the public paying the wages of
these workers.

Second, the Administration opposes extending eligibility to individuals and
nonprofit organizations because nonprofit organizations are already eligible to
participate in PSE, and extension of the tax credits to nonprofit organizations
would open up the problem of refundability which the Administration opposes.
We also believe that Federal tax expenditures should not subsidize dead end jobs
in the household sector. In fact, under certain conditions, the tax credit as ap-
plied to certain affluent individuals could more than offset the total wages paid.

Third, the Administration believes that any major change in the welfare sys-
tem should be considered in the broader context of general welfare reform.

It is true that the enhanced credits could stimulate new jobs for welfare re-
cipients. If, however, such success were achieved, it could create a serious dan-
ger. As Jobs became easier to obtain for AFDC mothers heading families, low
income heads of two-parent families could experience far more serious employ-
ment problems. In States that provide AFDC-UF, such family heads might be
pushed on to the welfare rolls. In States that do not provide AFDC-UF, dis-
placed heads of two-parent families might face severe poverty and could only
turn to food stamps. The vastly expanded credit could contribute to the breakup
of low income families by Increasing unemployment within their families.

This danger is not entirely the fault of the credit proposal. It is largely the
fault of a welfare system that excludes most very low income two-parent families.
If the President's welfare reform proposal were enacted, employment oppor-
tunities for poor two-parent families would be equal to those for one-parent
families. However, at the current state of knowledge, we believe that it would
be imprudent to commit large sums of additional dollars to employment tax
credits, such as those envisioned in the Moynihan, Long and Cranston proposal.

The Administration believes that any employment tax credit should be only
one element in a larger overall structural employment strategy and that tax
credits should be targeted, especially in this time of increased danger of Infla-
tion. In this environment, it is best to proceed with caution. The Administration
is moving cautiously by limiting employment tax credits to a target group that
clearly faces substantial structural unemployment. Moreover, we view this credit
as one of several tools for relieving the severity of unemployment among dis-
advantaged youth. We shall follow the impact of the targeted youth credit care-
fully. We believe it can Improve the position of those now least able to compete
in the labor market.

Mr. PACKFR. Thank vou, M1r. Chairman.
Senator HASKELL. The next witness is Matthew B. Coffey, executive

vice president, National Alliance of Businessmen.
We are glad to have you here, sir.
Mr. CorFF.Y. Senator, I have a brief statement which I would like

to submit for the record.
Senator HsK:rLr. It will be included in the record in full.
Mr. CoFmnY. Thank you.
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STATEMENT OF MATTHEW B. COFFEY, EXECUTIVE VICE
PRESIDENT, NATIONAL ALLIANCE OF BUSINESSMEN

Mr. COFFnY. I would just like to highlight some of the points in the
statement and then answer any questions you might have for us.

My name is Matthew Coffey'and I am an employ of the Textron
Corp. which is a large, diversified company in Providence, R.I. I have
been, for the past 8 months, on loan from that corporation as executive
vice president of the National Alliance of Businessmen.

The national alliance was created 10 years ago and focused on struc-
tural unemployment. That is its principal concern, and the program
it has been working on.

The alliance has gone through two phases and is now entering a
third phase. The first phase was its creation phase, which was in re-
sponse to the riots in the streets in the summer of 1967. President
Johnson asked Henry Ford and other chief executive officers of major
coporations to join together in a voluntary effort to find employment
for structurally unemployed people.

I might say that the phrase "structural unemployment" is a con-
venient-phrase, but it covers up a lot. From a businessman's point of
view. structurally unemployed people are people who, under normal
circumstances, we would never hire at the gate. They are people who
are just not trained to do a job, they are people who have suffered
for all of their life from economic deprivation, racial deprivation,
and educational deprivation. And that is the way a businessman, in a
normal circumstance, would look at these people as unqualified for
employment.

The first phase of NAB, which lasted about 5 years, was a combined
voluntary and funded program using funds under MDTA. NAB en-
tered into contracts with major employers to reimburse them for the
incremental costs of training structurally unemployed people. This
training involved training in basic functional skills, from being on
time to showing up to work every day in addition to the regular on-
the-job training that a normal corporation would engage in.

When the CETA system came in at the end of that 5-year period, the
business community essentially laid back. It was a time of economic
recession. As a result, business' concern was shifted from structural
unemployment and the NAB program in that period of time, up until
really this past year, fell into disuse.

We are now engaged on what I see as the third phase. We have
looked at the last 10 years and we have learned some lessons. Those
lessons are that: one, we have not solved the structural unemployment
problem. It is worse today than it was in 1968. More people are struc-
turally unemployed now than then.

We then had a 4-percent unemnploymlent rate. We now have a 6-
percent unemployment rate.

I think that several lessons come out of that 10 years, however. One
is that job creation is a function of the economy. It is not a function of
special programs.

The economy is either healthy and the private sector is creating
jobs or it is not.
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Second, growth in job creation over the past 10 years has not been
in large companies like my own. It has been in smaller companies. It
has been with employers of less than 500.

Out of about 11 million new jobs created in the past 10 years, 8.5
million of them were with smaller employers.

Larger employers have the ability and the flexibility to use capital
and to use electronic technology to grow. Smaller employees do not
have that flexibility. They live much closer to the line. They live from
day to day with survival.

As a result, they are highly labor intensive and represent where the
growth is in this economy in terms of jobs at the present time.

The fact is that, over the last 5 years or so, the business community
has not been participating in the CETA program. I think there was
a total of $140 million in on-the-job training contracts, with the private
sector last year, out of a total expenditure of over $12 billion.

So the CETA pogram has not bren, as far as the business community
is concerned, an effective vehic', for new employees. We are en-
gaged in changing that with a n. ,v title in the CETA reauthorization
bill this year, which has been approved by the full committee in the
Senate, which is the administration's private sector initiative program.
That program was designed with close cooperation with the business
community and I think it will, through the private industry council
mechanism, create an effective structural means for the business coi-
muity to participate in the CETA program.

Right now, job creation is at an all-time high. We have been exper-
iencing months where there have been 600,000 new jobs added to the
economy in a single month-unprecedented growth. We are experienc-
ing the largest number of "Help Wanted" ads ever published in the
United States at the present time. The Conference Board, Dun's Re-
view, which is a chief executive officer's magazine, U.S. News and
World Report, all point to the fact that at any given time today there
are about 500,000 jobs going begging for lack of applicants. A tre-
mendous need for employees in the private sector.

We also know that is where the jobs are. Five out of six people
employed in this economy are employed by the private sector. So if
we are going to solve this problem, we have something of a dilemma.
We have job creation growing in small business. We have the majority
of Government programs designed and complex enough that only large
corporations understand them, and you have a situation where large
corporations prefer not to accept Government funds for job-training
programs, simply because we have the flexibility to do it on our own.

Just to illustrate this latter point, I would like to point to President
Carter's HIRE program. The President asked Bill Miller, who was
then chairman of Textron, to head up his effort to employ 100,000
veterans in the private sector over this past year. We are 9 months into
the program.

The program was that the President of the United States would
write a letter to the chief executive officer of the Fortune 1,000 corpora-
tions. The chief executive officer would make pledges, and then the
National Alliance would follow up on those pledges.

Based on that simple device, a letter from the President of the
United States, in the 8 months that the program has been running to
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date. we have in excess of 100,000 pledges by large corporations to hireVietnam veterans. The NAB staff is now in the process of following
up each of those pledges with each of those companies to make sure
that I)v the end of this year there will, in fact, be 100,000 veteranseCl lo.yedl.

The small businessman does not really have that flexibility, does not
have that ability to respond to a request of the magnitude that the
President made on large corporations.

I think that what all of this says to us is that the dilemma we face-
growth of employment with small employers, inability of small em-
ployers to respond to requests to voluntarily help solve this societal
problem, means that we need some mechanism to experiment with.

One very important and useful mechanism that I think all of us, in
the business community feel will work is this private sector initiative
program.

If title VII of CETA is approved the way the Senate committee
has marked it up, I think we have a very workable, reasonable pro-
gram that might get at some of this structural problem.

Senator ILMSxKIzm. Is this program designed for what you call the
structurally unemployed?

Mr. CoFEY. Yes, sir. It is designed to create local councils to de-
scribe the problem locally. In other words, a majority of businessmen
would come together and would survey their labor market, look at what
the problems in that labor market are, and would from that decide
what type of program is needed to address the structurally unemployed
problem.

We are now at a point in the economy when we can spend time on
the structural problems simply because job creation has grown just
incredibily (luring the last 3 or 4 months, particularly.

So one of the important aspects of that program is the local aspect
to it. More, importantly, it is a relatively simple, easy program to

understand for the businessman. He has an intermediary from the
business community, called this private industry council, which will
deal with the government for him so that he will not have to have
direct contracts with the Labor Department or with the CETA prime
sponsor.

One of the reasons that businessmen have not participated in CETA
to date is that the standards just vary all over the lot. Just to give you
an example of that, in the labor market in Richmond, Va., you have
two prime sponsors. You have the city of Richmond and you have
the county which completely surrounds Richmond.

In order for a businessman to enter into a contract with the city of
Richmond, he has to go through about 40 pages of boiler-plate that
is designed to protect the city from liability. In order to enter into a
contract with the county, the businessman has a simple 4- to 10-page
form, depending on the complexity of the program, that he can enter
into with no difficulty.

Two prime sponsors serving the same labor market and the require-
ments are totally different. The businessman looks at this and his na-
tural reaction is. I do not really want to get involved in all of this. I
do not understand the risks. Why does the mayor feel one way and the
county feel another way ? There must be something wrong. The bust-
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nessman is naturally suspicious of government programs and is very
negative about redtape involved in those programs.

I think on the general subject of employment tax credits, we have
not seen any evidence that they are spectacularly successful. We have
not seen any" evidence that they are a failure.

I think my feeling about them is that we have a new approach here,
targeting toward youth, that might be a better way to do it than we
have done it before. The problem with tax credits is with the smaller
employer. Tie large employer is going to take advantage of these
things to the extent that they are available. I think one of the rea-
sons that more employers did not do more hiring under the program
has been the cap, the 47 new employees was a cap for larger employers.

Senator IASKELL. Why was that a problem?
Mr. COPFEY. Well, simply because it was not of sufficient magnitude

to make a dent in the problem.
Senator HASKELL. In other words, $100,000 to a big corporation is

not all that much?
Mr. CoFr.y. That is not that much money and so many large corpo-

rations said gee, it is not really worth all the trouble and shuffle and
pa )erwork and concern.

S! I would say that our feelings are that the tax credits are worth
continuing, that we are in an experimental ;phase, that we ought to
continue the experimentation, try to measure better than we have been
able to measure to date results. In talking to business people, I have the
feeling that many of them say: Well, it is a good idea, but we are not
really sure it works. We are not really sure that the businessman's
decision to hire is going to be changed fn favor of the structurally un-
employed person by the simple mechanism of the tax credit. We just do
not have enough evidence to tell us that that is the case.

Senator IASKELL. Your statement is very interesting in that job
creation basically has been in the small business sector and, as you
put it, your corporation and corporations like yours have the advan-
tage of advanced technology and can do a great many things that a
small business cannot.

So it seems to me, assuming you are correct, how do we make either
the jobs credit that I got through last year or the administration credit
simple for the small businessman?

) r. COFFEY. Well, the first thing we have to do is avoid any com-
plexity of formula. When I listen to the proposals and they start talk-
ing about percentages and limits and criteria and a certain percent-
aoe of this unemployment tax base, and things of that sort, I think the
natural reaction is to defeat the purpose of the credit in the first place.

Senator IASKELL. Well, let's take the administration's proposal.
There is nothing very complicated about 18 to 24.

M1r. CoiFFY. No, I think that is-
Senator IASKELL. That is a pushover.
But is it, a problem to make the individual go to the employment

office and possibly fill out a long form ?
Mr. CoFfrY. I think not. I think that is a service to business that is

very important. The last thing a businessman wants to be in the posi-
tion of Soing is trying to determine the income level of an individual.
In business, that is considered none of our business.
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Senator IAsKELL. So you think that is simple, from the applicants
view point, to go to the employment office?

Mr. COFFEY. Yes, sir.
Senator H1TsiKELL,. Then the next thing, then, is the we have to pre-

vent churnin,. We have to prevent employers from firing people that
are 25 in order to employ people who are 24. What is the simplest
thin- to do?

Mr. Cori.y. Well., I guess I disagree with that premise, and I
disagree with it because employers generally are prejudiced toward
older workers. They are prejudiced toward people 25 to 29 because they
are more stable, they are more reliable. They show up for work more
regularly. They have more obligations, so they have to work more
constantly.

So the prejudice of an employer is naturally to hold on to people
older than 24. So I do not think the substitution problem is as big as
a lot of people would like to make it appear.

Now, there may be some companies where that is the policy. bft. I
think there are sufficient monitoring mechanisms within the Labor
Department to find those companies.

Senator HASKELL. OK. I am very interested in your point of view.
You have obviously been working on this for some time.

Let's now take the proposal of the chairman of the committee,
with Senator Moynihan, to target only toward persons who are on
welfare. You see, the administration is saying the test is 18 to 24.
1 believe Senators Long, Moynihan, and Cranston are saying only
give this credit for those on public assistance. What is your comment
on that?

Mr. CowfFY. They are structurally unemployed from our perspec-
tive. I think that as we look at the problem right now, the problem is
with youth.

As I like to say, although it could be challenged, American educa-
tion used the postwar baby boom quite effectively to increase support
to education. The postwar baby boom has now graduated and it is th"
problem of business.

So that is where the problem is, from our standpoint. It is a problem
of the younger worker. The worker who is not used to working, not
trained to work-that is where the problem is.

I understand what the Senators are trying to do with welfare
recipients, but I think the problem is in both places, and the bigger
problem is with youth.

Senator IIASKELL. My last question is to see if this is correct. The
staff has handed me a piece of paper which says that the experience of
your organization over 10 years has been that 70 percent of jobs are
created in companies of less than 100 employees and then if you go up
to 500 employees, 77 percent of jobs are created in people hiring less
than 500.

Is that an accurate statement?
Mr. CoFFEY. That is roughly correct, yes. Major growth is occurring

in small entrepreneurship. The peo pIe are more willing to take the
risk to get into business now than they have ever been before.

Senator HASKELL. Well, thank you, Mr. Coffey. I think you have
added greatly to this hearing, and I appreciate your being here.
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Mr. COFFEY. Thank you, Senator.
[The prepared statement of Mr. Coffey follows:]

STATEMENT OF MATTHEW B. COFFEY, EXECUTIVE VICE PRESIDENT, NATION.,
ALLIANCE OF BUSINESS AND DIRECTOR, NAB PROJECT TEXTRON, INC.

Mr. Chairman and members of the Select Committee on Small Business: On
behalf of the National Alliance of Business I appreciate this opportunity to share
with the select committee the experiences of our organization in dealing with the
structural unemployment problem.

Structural unemployment is distinguished from other unemployment because
it deals with those person's unlikely to be hired even in the best job market such
as the one we are currently experiencing. Solution of this problem engages busi-
ness in activities far beyond on the Job training. It involves a conscious effort by
business to solve problems for the individual that all the previous social institu-
tions have failed to solve whether it be the home, the church or the school system.

Over the past 10 years the National Alliance of Business has been encouraging
businesses to work on the structural unemployment problem. We encourage this
not just because its the right thing to do, but because it is in our long range
Interest to have a healthy social fabric of productive people.

The National Alliance of Business program is on the brink of its greatest pro-
gram thrust in many years. This Is true for many reasons:

1. The job market is in an accelerated growth phase.
2. The private sector is where 80 percent of all Jobs exist in this economy.
3. The Administration has asked the National Alliance to actively lead its

private sector initiative.
I would like to discuss each of these topics briefly.
Job creation is at an all-time high. Look at the recent printed evidence. The

Conference Board in New York report that Its survey of "Help Wanted Ads"
indicates 500.000 Jobs are available on any given day In the U.S. Dun's Review
for March, 178 headlines "More jobs than workers". "There is a growing job gap
in some areas with close to 500,000 unfilled openings. The June 26, issue of U.S.
News and World Report headlines "The Surprising Boom in New Jobs."

The important largely unrecognized fact In each of these reports however Is
that the growth is not occuring in large corporations but in smaller ones. Small
businesses, those that employ 500 or less, experience almost 80% of the expansion.
That tells all of us concerned about effective manpower programs important
things.

We know historically that five out of six jobs in this economy are in the private
sector. Many of us tend to believe that most employment Is with large organiza-
tions in the private sector. That tendency if ever true Is not now true. Most
employed people are employed In small businesses.

Our National Alliance experience tells us that large corporations, such as: GM-
Chrysler, Owens Ill., TRW and my own company Textron, participate in man-
power program on a voluntary basis. If the Chief Executive Officer is asked by
the President of the United States to help solve a particular manpower problem
large organizations have the flexibility to respond.

An example of that flexibility is President Carter's HIRE program for Vet-
erans. The President sent a letter to each Chief Executive Office of the Fortune
1000 largest companies asking them to voluntarily pledge to hire Vietnam veter-
an.s. In response to the President's letter, in excess of 100,000 jobs have been
pledged 'n less than nine months. The National Alliance staff under my direction
is following up these pledges to assure that 100,000 veterans are employed by
year-end.

The point is, that large corporations have the flexibility to hire with or without
reimbursement. Reimbursable program or tax credits may stimulate them to do
more but only if ceilings are high enough or nonexistent.

Small businesses do not have that flexibility. You don't find large corporate
staffs In small businesses. They live much closer to the margin and can only
participate in programs of this type if offered compensation and credits to help
offset the incremental costs of training.

Mr. Chairnmn and members of the Select Committee we have a paradox. Any
effective solution to structural unemployment must have active participation
from small business but they are the least capable of responding.

Governmental solutions seem appropriate but must be carefully designed to
solve the problem where and as it Is found.
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The solution must be administratively simple. Small businessmen have little
capacity to cope with complex formulas or extensve forms. The best phrase to
remember is whatever you design keep it simple not only in legislation but also
in regulation.

The solution must reach for effectiveness with both large corporations and
small recognizing the differences between them. Each type can make an effective
contribution to solving the structural problem.

The solution must deal with the fact as they are but be flexible enough to
adjust for swings "n the business cycle.

Let me now talk briefly about two solutions. One Is the CETA Title VII private
sector initiative and the other, the pending matter before you this morning.

In cooperation with the administration the business community has had an
important voice in designing the private sector initiative. I am attaching a bro-
chure to my testimony that discusses the details of the program. I just want to
iwike a few points about it.

Manpower problenis are local problems and the private sector initiative is de-
signed to get local business involved in the definition as well as the solution of
the liroblem. Business needs a sense of ownership in order to effectively partici-
iate. This is particularly true for small business.

Funds under the program will be administered Jointly by the CETA prime
sioomrs and the business community represented by a local private industry
council. This will tend to build confidence In the business community.

The role of the private industry council will be to limit the administrative
burden that has prevented most businesses from participating In CETA these past
five years.

As you can see the private sector Initiative Is designed to be easy to under-
stand, locally controlled and with built In mechanisms to limit administrative
burden to the employer. It fits my prescription for effective manpower programs.
If enacted in its present Senate form it will be the best chance we have yet had
for an effective private sector program under CETA.

Emplloyment Tax Credits can also assist this process. The Administration pro-
posal seems reasonable because it targets on the greatest problem, youth unem-
jloyment. The design of the credit is flexible and should result in greater partici-
pation by employers. The ceiling of 47 new employees is removed which should
help Ioth large and small employers. The computation of credit is straight-
forward and easy to understand.

While the National Alliance Board has not taken any formal position from my
viewpoint this new proposal also looks like it meets my earlier prescription for
successful manpower programs.

Mr. Chairman, I hope this testimony has been useful background for your
Committee. Let me take this opportunity to thank you for your effective work In
shaping Title VII of CETA. We at the National Alliance hope you will continue
to call on us whenever we can be helpful in providing Information or a business
point of view on manpower programs.

Senator HASKELL. Our next witness is Prof. Robert Eisner, North-
western University.

Professor Eisner, we are glad to welcome you back again.
Mr. EISNER. Thank you very much, Senator Haskell. It is very good

to be back.

STATEMENT OF ROBERT EISNER, WILLIAM R. KENAN PROFESSOR
OF ECONOMICS, NORTHWESTERN UNIVERSITY

Mr. EISNER. I hope it is not too brash of me to include myself with
you in a small ingroup of people who have strug led to get employ-
ment tax credits into the law and have made, I tink, an auspicious
beginning, although we have a good way to move. I was happy to be
here in February 1977 and earlier in 1975. This is an old hobby of
mine-pushing for tax credits and subsidies to try to encourage
employment.
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I would like to make first a general remark or two on the subject,
and that is that the potential in employment tax credits properly
formulated and not overly limited, is enormous. The potential is to get
people to work and, at the same time, reduce labor costs and, in that
way, combat inflation.

I am submmitting a statement for the record-
Senator HASKELL. It will be included in full.
Mr. EISNER [continuing]. And also an article just published in

Challenge entitled: "A Direct Attack on Unemployment and Infla-
tion," that spells out these ideas a bit further.

Mr. ErsNm-,% I believe we should keep fundamentally in mind the
Iasic analytical proposition that we are out to increase employment,
to reduce unemployment, and we can do that using the )rivte market
by giving all employers-and I would not restrict myself to business
ctployers or profit employers-give all employers an incentive to hire
I)ople, to put them to work an incentive to hire people where market
forces have somehow not operated appropriately.

Nov, the most clear and direct indication of a breakdown in the
market is simply unemployment itself, and I would urge strongly
that in any of our targeting, we keep our eye on the main ball. Our
targeting in an employment credit should be to those people who are
not working. That includes those who are officially unempyoyed. That
includes, as well, people 'who are discouraged workers, people who
have not gotten into the labor force because they do not think they can
find jobs.

You will find, among the unemployed, youth, blacks, women, vet-
era us, minorities generally. If our targeting is to the unemployed,
then we will inevitably be helping, in very large measure, the dis-
advantaged people to whom we want to direct ourselves.

Now, I will divide my remarks and try to be brief. I will speak first
on the subject of the current jobs tax credit, which, of course, expires
at the end of this year, then discuss briefly the administration proposal,
and then amplify a bit on my own extensions of the current credit
which, I think, would be a very considerable improvement, both over
the curr.nt. credit and the administration proposal.

The current credit I consider a great advance, simply because it is
an effective general credit. It also has the great advantage of being a
marginal credit. We want a tax credit, to be blunt, not to relieve
taxpayers, not to give people, whether small businessmen or anybody
else, more after-tax profits. We want a tax credit to put people to work.

We therefore do not want to give, any more than we have to,
a credit to people for doing what they would do anyway.

I consider it rather remarkable that the administration, in its pro-
posal-or in the Treasury's fact sheet-thinks to criticize the current
jobs credit as presumably giving benefits to employers to do things
they would do anyway, while it is pushing for the investment tax
credit and extension of the investment tax credit that is currently
costing the Treasury some $15 billion a year, and notoriously gives
benefits for the purchase of equipment that most firms would be buying
anyway.

The great glory of the current job tax credit is, to a very large extent,
that it is a marginal credit for increases in employment over some
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base-a base which I think is too high-so therefore you get a very
large bang for the buck. You do not give out tax dollars, to a very
large extent not for employment which would be undertaken anyway,
but for increases in employment.

Of course, to the extent increases in eml)loyment would be under-
taken anyway, there is some leakage, but the leakage is much less than
you would have in a credit which goes to an entire broad category of
people that might he hired in any event.

Now, in terms of the current credit I was glad to see Senator Ibas-
kell's repeated questions, or remarks, on the matter of the awareness
that business firms had of this. I guess I should not refrain from being
blunt. One can almost wonder if there was some international sabo-
tage. or perhaps just bureaucratic ineptness, in the way this current
credit information did get out. For, from the very passage of this leg-
islation, we understood there would be a problem.

Of course, the administration opposed it to begin with, but then
there was very clearly an inadequate job done in publicizing that and
it, comes out in the surveys. A survey of the Census Bureau for the
I)epartment of Labor indicates that, out of some 3 million firios, a re-
markably small number became aware of it. A considerable nu.-,ber
of those who were aware were ineligible.

You finally came down to a figure of some 150,000 firms out of some
3 million that (1) considered themselves aware of the credit and (2)
considered themselves eligible to use it.

Of these, some 36,000, about 24 percent, said that they used the credit
to try to increase employment.

So, if you could project that, you would. I think, come to a somewhat
more encouraging figure than the 190,000 estimate of new jobs that
we get from the National Federation of Small Businesses, a figure of
190,000 which is rather sustained indirectly by the Census survey.

That, then, was accomplished with inadequate information of tlme
firms, with lack of awareness, with the firms becoming aware of it to
the extent they did only when they had to pay their taxes, which is no
way-to use a credit to stimulate employment. The idea was not to have
employers discover from their accountants last, March or April, as
many of them did-and I have gotten this from personal reports-
then they discovered they had a tax credit coming to them. That was
not the idea.

The idea was to tell them in advance, "You have a credit. Now go out
an(l hire additional workers and you will get an advantage."

I checked on this in my own district IRS office. I (lid it-I am not
a small businessman-I was not looking for a credit for myself-but
by way of inquiry. I found I could not even get, in the Internal Rev-
enue Service Office in my area, the 902 form which gives information
on using the credit. They did not know about it. They did not have it.
I finally got it by a call to one of these central numbers, but that was
no way to get the word out adequately.

Now, the current credit does have some difficulties. I understand the
concern for helping small business primarily, but the $100,000 limit,
as pointed out, is really unfortunate in that it not only is not limiting
you to a specific amount for larger businesses, but it has another effect
which I am not sure if people bother to see. Take a large firm that
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would be getting $100,000, because it is increasing its employment not
by 47 or 48 but by 100 workers. Anyway, there is no incentive to go
any further. Once you have hired 58 additional workers, you can forget
about it.

So again, it is just a giveaway up to a flat amount rather than an
incentive. So the $100.000 limitation, I think, should be removed, and
I am glad to see the administration is proposing that change.

Turning then to the administration proposal, it does have the ad-
vantage of eliminating the ceiling. It has some advantage of concen-
trating on 18- to 24-year-olds, and I have long argued, as I am sure
that many others have, that it is very important to meet the problem
of youth unemployment.

It is, I think, very unfortunate and regrettable to meet the l)roblem
of youth unemployment in a way that then leaves out the rest of those
who are unemployed and further, to put so many restrictions on it that
it, I think, is going to be self-defeating.

Now, a major restriction to which Senator Haskell has pointed in his
questionss earlier this morning, is, I believe--I should not presume on
your belief, but I should say that your questions suggested to me that

could be agreeing with you. In any event, my own opinion is that the
70 percent of the regional lower income standard is a very difficult
thing to administer and, indeed, disastrous in concept.

What the proposal says is that eligibility of workers will be limited
to those who can be certified as "a member of a household that has an
income of less than 70 percent of the regional lower living standard."
At another point, it turns out that this is supposed to be calculated on
the basis of an annualized income over the 6 months previous period.

Now, I do not know who is going to try to certify this. Certainy, the
employee is not likely to have a very good idea of the annualized
income of those in his household over the last 6 months. If lie has a
good idea, there is every invitation to cheat. In fact, if the thing is to
be enforced, there is every invitation to have the kind of fiascos we
have known with Aid to Families with Dependent Children.

If it amounted to anything, if the whole program amounted to
enough, it would be an incentive to youngsters, to households, to have
whoever is earning the income of the family desert, leave the family,
announce he is not there, go into the underground, leave his wife so
that the kids are then eligible to get certified for these benefits.

By restricting the benefits to those in households below this 70 per-
cent of the regional living standard, you are restricting it to a small
Proportion of the total available number and you raise, then, I would
think, very difficult and, indeed, unnecessary problems.

It is also a politically disastrous kind of thing to do. I think we have
heard of districts in Long Island and elsewhere which said they did
not want to take aid, because it was aid only for a small group of mi-
norities or someone from outside the district. Here, you are going to
have a situation where large categories of people will be excluded from
the benefits, benefits which we would like to extend, not just to the
individual, but to the economy in terms of getting more people em-
ployed. I see no reason why a kid from a family whose income is a
little bit more than the 70 percent, whose family income is normal,
cannot be encouraged to get a job and have an employer with an incen-
tive to hire him.
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Now, finally-just another word on the administration proposal. It
is, in many ways, a step backward, and I would hope that these two
committees and the Senate and the Congress do not accept that kind
of a step backward.

It is much more restrictive, as I am pointing out, than the current
bill. It is less in amount. It is restricting it from $2,100 to a maximum
of $2,000 the first year and $1,500 the next, that despite substantial
inflation since March of 1977 when the original bill was legislated.
Thus, in very many ways, it involves a cutting back on what was a
very promising beginning last year.

Since I gather time is short, I should perhaps be brief on what I
would recommend, and I do have the details in the record. But why
not just think in these terms, and see how much of my proposal you
could adopt.

You want to stop unemployment. You want to increase employment.
Why not target directly at those unemployed I

We pay $80 a week, on the average, in unemployment benefits. We
have some 3 million in covered unemployment-it ran somewhat more
than that through most of this past year-3 million at $80 a week,
$4,000 a year-that is about $12 billion. I do not know the precise fig-
ure. It may be more on unemployment benefits.

Suppose we offer a credit for net additions to employment over a
certain base of up to 50 percent on wages paid for uP to $80 a week, this
average unemployment benefit? For any worker that is hired on this,
there is a net gain to society. You are not having to pay him unem-ployment benefits and the employer is hiring him and he has earnings.
in addition to the $80 a week, since the credit is at most only half of
his income. We. gain if he is earning anything more, and he 'would be
earning in addition to the credit at least the amount of the credit that
is naid.

You could limit this to those unemployed 5 weeks or more. That
could be simple, looking at simple administration. It could be on the
basis of the fact that the per-on has been receiving unemployment in-
surance benefits, so that is a matter of record. Or you could have a per-
son, if he is not in covered employment, simply register for the benefit
and then. after 5 weeks, he would be eligible.

Now, I am very much conscious of the problem of youth unemploy-
ment. I would h ate to have a situation where you have to wait for a
Job after you get out of high school or you drop out and the employer
says, "I cannot take you until you have been unemployed 5 weeks.
Come back then." That is sort of a ridiculous situation.

I would say for those under the age of 20 without jobs and with less
than 6 months of Prior employment, that there should be no such
waiting period, and I would slmilarly say there should be no such
waiting period for those out of the labor market due to child rearing.
and that there is every reason to encourage women to come back. They
have a problem coming back to iobs or etting jobs after they have
been out of the market. And finally, I would certainly extend this im-
mediate benefit to people coming out of military service.

So there would be no waiting period for youths, for women coming
off child roaring, and for veterans. For others, they would have to be
without a job for 5 weeks.
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I would remove the $100,000 limitation and I would add, by the
way, that the payroll tax should be paid for out of General Treasury
revenues, earmarking that however you wish. For those under the age
of 20 there are good reasons on which I can amplify for doing that.

And finally, I would relate the tax credits to the payroll tax rather
than corporation or individual income taxes and this would have a
couple of major benefits. One, we talk a lot about fighting inflation.
We worry about how we can reduce unemployment without aggravat-
ing inflation. This is a beautiful, direct way, because, if you cut payroll
taxes by this kind of a subsidy, you are reducing costs to the employer.

There is no blinking from the fact that a major element in determin-
ing prices is costs and the major element in costs are labor costs. If
you have your credit tied directly to the portion of taxes going to pay-
rolls, you are making it easier for employers to hire. They are reducing
their costs, and therefore, we are combating inflation.

And, in addition, by tying it to payroll taxes rather than corporate,
or individual income taxes, you do permit an extension to nonprofit
institutions. I would urge, if there is not too much feeling against it,
that State and local governments, school districts, be included. There
is a lot of additional hiring that could be done there and there is no
reason to restrict an effort to encourage employment to the business
sector, to the profitmaking business sector alone.

They certainly should be included. There is no reason to exclude
them.

I am the trustee of a small, private nonreligious school and they, I
suspect, could well use this credit to hire additional people. There are
schools, universities, churches, if there is no constitutional provision
on that, hospitals, all kinds of nonprofit institutions who could hire
people, who could hire youths. I think it is an absurd bit of prejudice
to say we should not include nonprofit institutions.

I have not studied the Moynihan proposal in detail, but the objection
advanced by Secretary Packer against including them is, I think, a
very unfortunate objection.

I think I have gone beyond my time. I thank you very much.
Senator HA-sKiLT,. Basically, Professor Eisner. you believe in the

employment tax credit. You would remove the $100.000 lid. You would
make eligibility depend upon length of unemployment rather than age
factors or other factors.

Would that be basically it?
Mr. EIS.ER. That is correct, sir.
Senator -ASKELL. And you would spread it to the nonprofit and gov-

ernmental sectors as well as to the profit sector?
Mr. EISNER. Right. I would also include that incremental or Iiiar-

ginal factor, although I would somewhat lower it and make it more
generous. I would suggest that we retain the current credit, in effect.
with the expanded amounts and with the eligibility for increases in
employment over 102 percent of a previous average, and that woud
be an average of the. previous 3 years rather than the last year. And I
would extend the thin-" that I have been talking about to employment
over 98 percent of the previous year.

So you would have that 4-percent category for all of the unenmloved
we are trying to get. Beyond that, you could hire anybody. And that.
also, I think, is advantageous.
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We do not want to give anybody the notion that you want to hire
particular people-youths, unemployed-at the expense of those who
already have Jobs. And therefore, there is no reason why we should
not retain the credit for everybody for increases in employment over
102 percent.

Senator tIASKELL. But the lesser percentage would be the targeted?
Mr. EISNER. For the lesser percentage, that is right. So there would

be some special aid to the targeted, precisely, by making firms eligible
at 98 percent of the previous average. The previous average is likely
to be a lit lower than the previous year, because firms do tend to grow.
It should also avoi,'. a cyclical phenomenon which, some critics have
pointed out, does exist in the current law, and that is there is some
incentive for a firm to increase its employment-to cut its employment
1 year, if it really takes it seriously, in order to be able to raise it the
next. And there is that kind of churning over time.

I (1o not know that it is serious, but by relating the base to a pre-
vious average, you would reduce that problem.

Senator HASKELL. Thank you sir, very much. I have no further
questions.

Senator Long?
Senator LoNG. I have no questions.
Senator ITASKELL. Thank you very much, Professor Eisner. I appre-

ciate it.
[The prepared statement and article of Mr. Eisner follows:]

STATEMENT OF ROBERT EISNER'

It is most gratifying to be able to appear before you once more. You have been
concerned and attentive to needs to reduce tax burdens in ways that will aid the
economy and increase employment.

On previous occasions I have advanced a number of proposals which find ex-
pression In some part in existing legislation and current recommendations. The
Congress has made an Important start in offering incentives for increased private
employment. It should be useful now to see what has been accomplished and
where corrections and Improvements are in order.

The existing jobs tax credit of up to $2100 per employee for increases of up to
47 workers beyond 102 percent of previous employment has had some success.
We cannot claim that it has been of overwhelming importance In the major
increases in employment and decreases In unemployment in a period of little
more than a year since its enactment. Surveys by the Census Bureau for the
Department of Labor and by the National Federation of Independent Business
loth give evidence, however, of distinct if small contributions to employment.
The NFIB offers "a tenuously estimated 195,000 jobs" figure. based on 2.4 percent
utilization for its Intended purpose. The Census survey, Indicating some 2 percent
conscious effort to increase employment by February of this year offers an im-
plicit confirmation of the NFIB estimates. Neither survey traces possible second-
.qry effects, negative or positive. Some new employees, may merely be hired away
from other employers. But lower after-tax labor costs may encourage lower prices
and bring about broader increases In demand, and hence output and employment,
than survey respondents are likely to perceive directly.

Both surveys Indicate great unawareness of the availability of the credit. The
NFIR finds only 50 percent of small firms new of It by Aprl. The Census sur-
vey found only about a third of respondents reporting awareness In February.

While these figures tell something about general Imperfections and costs of
information, they would appear to be prima face evidence of Inadequate admin-
istration of the jobs credit. One might argue that It Is not a supreme responsi-
bility of the Treasury to make the public fully aware of all possible tax breaks.
In this Instance, however, realization of the Congressional Intent to see the jobs

I William R. Kenan Profpssor of Economics, Northwestern University.
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credit used as a device to Increase employment required a successful effort by
the Treasury to acquaint businesses promptly and fully of the available tax
credits. Clearly this was not accomplished successfully.

Out of a total population of over three million firms and sample responses
representative of 2.2 million firms, only 768,000 knew of the new jobs credit
before February 1978. Of these only 150,000, less than 20 percent, thought that
they qualified for the tax credit. Somn 30 percent reported insufficient growth
in FUTA wages and 18 percent insufficient growth in total wages. A total of 27
percent of firms reporting knowledge about the tax credit said they did not
know whether they qualified.

Yet of the 150,000 who were knowledgeable and reported themselves qualified,
36,000, or 24 percent, reported "a conscious effort made to increase employment
as a result of the new jobs tax credit." These figures call sharp attention both
to the potential of a jobs tax credit and to the measures, administrative and
legislative, to make it more effective.

First, the Treasury and the Internal Revenue Service must make a major,
good faith effort to acquaint firms full v with the availability of the existing
credit or any new credit which is legislated. In my own very unscientific sample
of one I found information on the jobs --edit difficult to obtain and in consider-
able part unavailable in my district internal Revenue Service office. There
apparently was not even general availability of publication 902, "Tax Informa-
tion on Jobs Tax Credit," at the time of our tax preparation in March and April
of this year. Yet what was apparently in order was not merely the passive avail-
ability of information but a major effort to disseminate it.

Second, the Congress should look to extend and expand the existing jobs tax
credit to eliminate the overlay of restrictive features which make the credit
unavailable or of little use to so many firms that know about it. For one thing,
the threshold restrictions of benefits to increases of more than 2 percent in
FUTA wages or more than 5 percent of total wages, while an appropriate focus
on maximum impact at the margin, or incentive effect, are set too high. Lower-
ing these thresholds would make more firms eligible and offer these additional
firms incentives to increase employment.

Further, the upper bound of $2100 per employee, given associated employ-
ment costs in considerable part imposed by government in the way of payroll
taxes, along with uncertainty in many cases as to whether a firm will end up
benefitting, makes the credit too small. And major potential stimuli to employ-
ment for firms above modest size are currently precluded by the $100,000 ceiling
which essentially limits the credit to a maximum of 47 additional employees
per firm.

The new Administration proposal may be viewed in part in the light of the
existing credit and our experience with it. First, it improves upon the existing
credit by eliminating the $100,000 limit on benefits. In one sense it also improves
upon the existing credit by removing the 102 percent threshold and thus mak-
ing all firms potentially eligible. The Administration proposal has some partic-
ular appeal in offering benefits to workers between the ages of 18 and 24
where along with for younger teenagers, unemployment has been greatest. I have
myself offered several proposals, including elimination of payroll taxes for the
young, to meet our critical problems of youth unemployment.

Yet, the Administration proposal in a number of important ways represents
a step backward, an unfortunate retreat rather than advance, in the scope and
force of the existing credit.

First, despite the general inflation which has taken place since early 1977
and which is projected for the future, the Administration proposes a reduction
of the maximum credit from $2100 to $2000 in 1979 and a further reduction to
$1500 per employee In 1980. Given required payroll taxes for social security and
unemployment insurance running about 8 percent (and sometimes more), one
notes that the after-tax benefit of the credit for an employee paid a minimal
$6,000 during the year would be no more than about $900, assuming a 40 per-
cent effective tax rate. For the firm would lose $2000 In wage deductions for
tax purposes while paying $480 more in payroll taxes. The after-tax benefit
would then be some 60 percent of $2000 minus $480. In the case of a firm paying
$10,000 to a new employee during the year the net tax benefits after payroll
taxes would be in the order of $720 in 1979 and only $420 In 1980.

In aggregate terms, the existing jobs tax credit was projected to entail some
$2.4 billion of gross tax subsidy In 1978. The Administration targeted proposal
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would lower that figure to $562 million in 1979, with an ultimate full annual
effect of $1.5 billion. Thus, as compared to the current Jobs tax credit, the
Administration's proposal would raise taxes immediately In the order of some
$2 billion. This cost would be incurred directly, in overwhelming proportion, by
small business and indirectly in added unemployment and consequent loss of
income among (at least) the vast majority of untargeted potential workers.

Second. the limitation of eligibility for the credit to workers who can be
certified as "a member of a household that has an income of less than 70 per-
cent of the regional lower living standard" raires serious economic and adminis-
trative problems. It clearly rules out very larje proportions of those who are
unemployed, or more broadly, without full time employment whether in or out
of the labor force. A large majority of the 18 to 24 youth population would fail
to be certified by this criterion. Indeed a majority in the unemployed, partially
employed and discouraged worker categories would also fall certification under
this criterion.

But further, this needs test for eligibility is a work and income disincentive
for other members of the household. The net effect could be to discourage
employment and earnings for the household as a whole by as much or almost
as much as the "targeted employment tax credit" would increase it.

The administrative problems in the income criterion and opportunities for
cheating raise further horrors. Will we need an army of new investigators to
ascertain whether a potential worker is "a member of a household that has an
annualized Income for the six month period prior to certification (exclusive of
unemployments) which, in relation to family size, is less than 70 percent of the
lower living standard Income level . . ."? Would we, as with the tragedies of
aid to families with dependent children, encourage, income earners to desert a
family or sneak into the underground to permit another member of the house-
hold to be certified?

I should also fear that the restriction of the pool of available workers to those
with certificates, rather than increase employment in the potentially eligible
category, may discourage firms from bothering to take advantage of the pro-
gram. As with apparent difficulty with the WIN credit, it may not pay employers
to seek out the relatively small proportion who are eligible. It may not even
pay many youths to go through the certification process with all that this may
imply for scrutiny of household income.

I would also question the ethical and associated political merit of this kind of
restriction. Our aim is presumably to provide jobs. It Is true that unemployment
iq most serious among youths, and youths in poor families in particular. All
those willing and able to work in our society should, however, have the oppor-
tunity and encouragement to do so. Credits and incentives to work can and should
lie targeted at the unemployed. If this Is done appropriately the most disadvan-
taged would surely be helped. but helped without excluding any of those looking
for jols. A program targeted as narrowly as the Administration proposal may
hllp some at the expense of a good many others. This is surely bad economics and
had politics, and indeed under the circumstances more than a little unjust.

The proposed limitation of benefits per firm to 20 percent of FUTA wages,
ostensibly to prevent layoffs of existing workers in order to hire those eligible
for the credit. would not appear to be a sufficent limitation If one Is proved
needed. For while many firms may have a normal turnover of 20 percent within a
year there are certainly others that would not.

Tie Treasury, In comparing its proposed employment credit to the existing
Jobs credit, reports, "Recent preliminary evidence from a survey of taxpayers
indicates that a very large percentage of the existing credit goes to employers
who report no conscious effort to increase employment In response to the credit."
Their pointing up that evidence int his context Is strange Indeed. The large per-
eenta pre Is due In considerable part of the failure of the Treasury to make known
in timely and effective fashion the availability and advantages of the credit to
tfhe millions of small businesses to which it most applied. Further, the investment
tax credit, which the Treasury has been moving to extend and expand, has no
marginal incremental threshold and hence clearly offers the great bulk of its $15
billion in benefits for Investment that would be undertaken without the credit.
And finally, as compared to the existing Jobs tax credit the Treasury-proposed em-
ployment credit. with no threshold, would probably offer a larger proportion of
its much reduced total of tax benefits for employment that firms would have
undertaken anyway without the credit.
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The Administration proposal thus, while in some ways an improvement over
the existing jobs tax credit, does appear on balance to be a step backward. It is
likely to add fewer new Jobs than the existing credit, if extended, can be expected
to add as it becomes more widely known and understood.

Since the existing credit Is due to expire and new legislation is therefore in
order, It may be well to consider appropriate improvements. To this end I offer a
s ,clflc proposal for an expanded jobs credit, which I have written up in an
article, "A Direct Attack on Unemployment and Inflation," just published in the
July/August 1978 issue of Challenge magazine. I should like to submit the article
for the record but shall undertake to summarize briefly its main points.

My proposed measure would strike directly at unemployment with particular
attention to youths and others disadvantaged in the labor market. Benefits would
N, larger than under the existing legislation and the Administration proposal. No
one unemployed five weeks or more would be excluded. Firms would continue
to receive credits for all increases in employment over 102 percent of a base,
preferably related to average previous employment. But there would be further
credits, for those in the eligible employment-seeking categories, for employment
over 98 percent of average previous employment. I propose the following:

1. For net additions to employment offer a 50 percent tax credit of up to $80
pr week (the average unemployment insurance benefit) for:

A. Those unemployed five weeks or more, (1) covered and receiving unemploy-
went insurance benefits; (2) not covered but registered for five weeks or more
as seeking work.

B. Those under the age of 20 without jobs and with less than six months of
prior employment.

C. Those seeking employment after being out of the labor market due to child
rea ring.

1). Those seeking civilian employment after being out of the civilian labor
force due to military service.

2. Extend the current jobs credit on increases of employment of more than
2 percent, but without the eligibility criteria indicated above, to 50 percent of up
to .S40 per week. and remove the $100,000 limitation for each individual employer.

3. Have the Treasury pay the payroll taxes out of general revenues for those
under the age of 20.

4. Relate the tax credit to the payroll tax rather than corporate or individual
income taxes. Have the Treasury make contributions to the social security funds
corresponding to the credits. rhus, extend the credit to non-profit Institutions and
ideally, as well, to state and local governmental bodies and school districts which
liarlicipate in the social security system.

The criterion of employee eligibility for the credit for those in the special
categories of unemployed five weeks or more, under the age of 20, and seeking
employment after child rearing or military service Is that total employment In
the tax year be more than 98 percent of that of the average of the three previous
years. This can again be calculated on the basis of FUTA contributions (ad-
justed for any changes in rate or base) with the further stipulation that FICA
contributions (adjusted for changes in rate and base) must be at least 5 percent
over those of the previous year. as in the existing jobs credit. Firms would con-
tinme to receive credits for all additional employees. in any category, correspond-
ing to increases in FUTA contributions beyond 102 percent of the average of
the three preceding years.

My article in Challenge magazine offers some discussion of this proposal.
Very briefly here, I may point out that It builds upon the existing credit in ways
that liberalize It and offer more incentive for employment of both youths and
others. The liberalization extends not only to the amount of the. credit but to the
thresholds. These are %et in creation to the average of three previous years of
employment rather than of the past year, and also are at 98 percent rather than
a 102 percent point for those unemployed for five weeks or more or in the youth,
child rearnig and veteran categories. These innovations reduce any potential
clittrib utions to cyclical instability.

Much has been made of the presumed conflict between our goals of increasing
emp lyment and output and combatting inflation. Employment tax credits, and
particularly the one that I propose, will increase employment while lowering
critical labor costs to employers. Hence unemployment will fall as inflation is
redfaced. As I indicated in my Challcnge article, If we have been contemplating
general tax reductions of some $20 billion as a general stimulus to the economy.
how about this modest investment for a direct attack on unemployment? If It
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doesn't work, because employers find even a 50 percent tax credit Insufficient to
get them to hire the unemployed and increase employment, it will hardly cost
much. And if it does work, we will have a big bang for our bucks and peace and
prosperity without inflation.

[From Challenge]

A DIRECT ATTACK ON UNEMPLOYMENT AND INFLATION

(By Robert Eisner')

With unemployment still reported at six million the administration urges tax
cuts to stimulate the economy. Critics object that further stimulus will fuel a
stubborn continuing inflation. I propose a tax program focused directly on reduc-
Ing unemployment and inflation.

We have an Income tax credit of 10 percent for business purchase of machin-
ery-a credit that the administration proposes to extend and increase. We have
payroll taxes of 12 to 16 percent against employment. Let us redress the balance.
Eliminate the investment credit and substitute a Judicious mixture of lower
payroll taxes and an expanded system of tax credits for the creation of new
jobs for the unemployed.

Employment subsidies or tax credits are not new. Nicholas Kaldor urged them
in 1936. A number of economists have explored them over the years in various
contexts. Most recently, Gary Fethke and Samuel Williamson, and John Bishop
and Robert Lerman have examined them sympathetically. They have been
applied in other countries and have already been introduced in limited fashion in
the United States.

Adequate aggregate demand Is vital to combat unemployment. But the glory
of payroll tax reductions and employment credits is that they can do everything
general demand stimulus can do while reducing critical marginal labor costs.
What is more, they can be pointed and guided precisely to our unemployment
targets.

I propose two measures:
1. Elimination of all payroll taxes for workers under the age of 20.
2. Institution of a new 50 percent tax credit (or subsidy), subject to certain

key restrictions, to employers who hire those without jobs.
The payroll tax elimination for youths, which I have urged before, has various

merits. First, to the extent minimum wage provisions may particularly restrict
hiring of generally low-paid teenagers, employers are given an extra cushion of
6.05 percent (or up to 10 percent, when unemployment insurance charges are
added to contributions for social security). Second, some teenagers will be more
attracted to low-paying jobs since their take-home pay will now be higher. Third,
employers conscious of experience-rating charges for unemployment insurance
contributions will be less loath to hire teenagers, whose unemployment rates cal
generally he expected to be high, if they are excluded from the calculations.
Fourth, in all equity, teenagers should be relieved of the burden of contributions
for which the expected present value of benefits must inevitably be extremely
low. For those who begin work in their teens have a long way to go before
retirement and disproportionately, many never live long enough to get there.

My major measure, the new expanded jobs credit, would be available only
for hiring those without jobs. Employers could not benefit by bidding away
workers already employed. I would suggest that a sufficient condition for
eligibility would be unemployment for five weeks or more, which currently
would cover 3.2 millions of 6 million officially counted as unemployed.

But what about youths looking for their first Job, and child-rearers and
veterans returning to the civilian labor force? Would they necessarily have to
endure five weeks of unemployment before prospective employers would find
them eligible for the credit? To avoid this, I would make them eligible without
such delay. We might, however, restrict that special eligibility for youths to
those who have not already had six months of employment.

HOW TO COPE WITH PROBLEMS OF COMPLIANCE

How could we avoid having employers discharge current employees in order
to gain the credit on new workers? This can be readily accomplished by making

I Robert Eisner Is William R. Kenam, Professor of Economics at Northwestern University.
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the credit explicitly incremental or marginal. Employers could enjoy it for
eligible new workers only to the extent that their total employment in the tax
year was more than some base figure, say 98 percent of that of the average of the
three previous years. This provision would mean also that, unlike the situation
with the current investment tax credit, employers would receive relatively little
advantage for what they would be doing anyway without the credit. It would
also permit a relatively large credit with a major impact on incentives, yet small
sacrifice in Treasury revenues.

How about the danger that the jobs credit would encourage employers, with
a 50 percent government subsidy, to bid up already high salaries unconscionably?
This can be prevented largely by setting an upper bound to the amount of the
credit per employee. I would suggest a cap at $80 per week, which is approxi-
mately the average unemployment insurance benefit. This would dramatize
the fact that at worst the credit would be costing the Treasury no more than
would be paid to an unemployed worker receiving benefits. Society would be
better off, if he were employed, by the value of his output. And this would be
equal at least to the half of wages or salaries for which the employer would not
be compensated.

Would some workers not subject to the credit suffer to the extent those
in the various eligible categories are aided? For example, would an adult
worker trying to change jobs find no new employer willing to hire him until
he had been unemployed for five weeks and hence could carry with him his
certificate of credit eligibility? Much of whatever difficulty might occur on this
account could be mitigated by the simple expedient of extending the temporary
jobs credit enacted by Congress in 1977 but due to expire at the end of 1978.
That credit did not have restrictions on eligibility of workers but was limited
to a maximum of only $2,100 per year per worker, $100,000 per firm and, most
important, employment In excess of 102 percent of that of the previous year.
It should be extended with the amounts raised to the S0 per week I have
suggested, with the $100,000 limitation eliminated, but with benefits for employ-
ment above the 102 percent benchmark (preferably again related to average
previous employment) still applied to all new employees. Thus, for employment
between 98 percent and 102 percent of their base, employers would find the credit
available to them only for the designated jobless categories: those unemployed
five weeks or more, youths, child-rearers and veterans. Beyond 102 percent of
their base employment, however, they could gain the credit on anyone they hired.

Would there be a possibility of layoffs of higher-priced employees In order to
take maximum advantage of the credits of $80 per week, or at most $4,160 per
year applicable thus to only the first $8,320 of compensation? This could be
avoided by a further restriction, akin to that in the current jobs credit, limiting
benefits to 50 percent of the excess of total wages over 105 percent of those of
the previous year (the extra five percent allowing for modest wage inflation).

The credit I suggest should be tied not to business income taxes but to payroll
taxes. A major advantage of this is that it would entail a direct reduction in
labor costs, and in marginal labor costs at that. These could be lowered as much
as fifty percent, and more for youths no longer subject to payroll taxes at all.
The removal of upward pressure on prices and Indeed the pressure of competi-
tion to drive product prices down with costs could be dramatic.

By tying the credit to payroll taxes we also could readily include non-profit
institutions and nonfederal governmental bodies, both of which could prove
important sources of increased employment. Little additional bookkeeping would
he necessary for any employers, as FICA records (for social security contribu-
tions) could be readily adapted to calculation of the credit. If we are concerned
with loss of revenues to social insurance trust funds, we can earmark, say, the
first nine percent on all individual and corporate income tax returns for com-
pensating contributions to those funds.

COSTS AND GAINS

How much would all this cost and what would it gain us? Estimates will vary
with the distribution of employment possibilities for firms and elusive elasticities
of substitution and demand. Simulations reported by Bishop and Lerman yield
remarkably large potential effects from even the much smaller and more limited
credit enacted by Congress last year, employment demand rising by 4.6 percent
and price declining by 1.78 percent. With back-of-the-envelope-type calculations,
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I suggest much more conservatively that we might achieve with my proposals,
multiplier effects aside, a net increase in employment of two million with credits
for some five million man-years of employment involving a gross tax credit
subsidy of $20 billion. Adjusting for savings on unemployment benefits and other
income maintenance, as well as increased payroll and income tax receipts from
the increased employment and a loss of $5 billion on payroll taxes for teenagers,
leaves a net cost to the Treasury of perhaps $10 billion.

This amount is of course considerably less than the $19.4 billion net tax reduc-
tion now proposed by the administration. And whatever the imagined or real
dangers of a general tax cut aggravating inflation, the measures here proposed
would contribute directly to lower marginal labor costs and prices. If we wish a
general tax reduction as well. and some temporary stimulus to lagging business
investment, I have the accompanying tool for that. Legislate now not the exten-

9I)n and expansion of the Investment tax credit, as the administration proposed,
but its abolition effective in 1980. We could couple that with a corresponding
reduction in corporate and other business income taxes. Then firms would have
every incentive to acquire equipment now while the credit Is still available and
the higher current business income tax rates make associated depreciation and
other tax-deductible charges more valuable.

ADVANTAGES OF JOB CREDITS

A great appeal of the job credit core of my proposal should be its potential to
find and strike directly at its target. Employers will receive benefits only to the
extent that they hire the jobless without laying off those with jobs. If, as is the
case, unemployment is high among blacks, firms will find themselves drawn to
hiring blacks in order to receive their benefits. If, as is the case, unemployment
is higher among women, firms will be drawn to hiring women to receive their
benefits. If, as is the case, unemployment is much higher among teenagers, and
particularly among black teenagers, employers will be drawn to hiring teenagers
and black teenagers In order to receive their benefits. Like a heat-seeking missile,
a Jobs credit tied to nonemployment will lead employers to seek out exactly those
who need jobs.

Leaders of organized labor or others concerned with tax breaks for business
should think again before criticizing this. The Investment tax credit, for exam-
ple, will cost the Treasury, even in its present form without extension to struc-
tures as proposed by the Carter administration, about $13 billion In calendar
1978. Whatever impact this may have on business investment, the bulk of the
credit surely goes to firms for buying machinery and equipment that they would
have purchased without the tax break. To the extent that more machinery is
installed, the substitution of machines for workers is lkely to take away more
jobs than any initially created to produce the machines. But an employment tax
credit will increase the demand for labor. It will do far more than a minimum
wage law for wages of low-paid workers, let alone their employment. And even
with all of its focus on those without jobs, it cannot help but increase the general
tightness of labor markets and hence the wages and bargaining positions of all
of labor.

So, if we are contemplating general tax reductio, of some 20 billion dollars
for general stimulus to the economy, how about this modest investment for a
direct attack on unemployment? If it doesn't work, because employers find even
a 50 percent tax credit insufficient to get them to hire the unemployed and in-
crease employment, it will hardly cost much, And if it does work, we will have
a big bang for our bucks and peace and prosperity without inflation.

Our next witness is Mr. John Palmer, senior fellow, Brookings
Institution.

Mr. PALMER. Thank you for inviting me here today, Senator Haskell.
I have a statement which I will submit for the record and I just want
to summarize briefly some of the major points that are in that
statement.

Senator HASKEI. Your statement will be made a part of the record.
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STATEMENT OF JOHN PALMER, SENIOR FELLOW, BROOKINGS
INSTITUTION

Mr. PALMER. First, I think it is important to make the distinction
between uses of employer subsidies for basically countercyclical pur-
poses, where the intent is to try to increase general employment, such
as is done with the new jobs tax credit, or for more structural purposes,
where the intent is primarily to increase employment opportunities for
particular target groups, which is more characteristic of the admin-
istration's youth proposal.

The first I refer to as general employment subsidies and the second
as categorical employment subsidies in the remainder of my remarks.
They really are aimed at two somewhat different objectives, and I think
the design criteria for a good program to meet each of those goals is
quite different. So an important point is that these goals should be
kept somewhat separate and different programs ought to be used to
pursue them. Trying to mix the two in the same program may lead
to neither goal being served as well as if they were separate programs.

Now, obviously the desirability of either kind of program or ap-
proach depends very much on what we think the likely consequences of
such a policy are going to be. I want to address myself in the remainder
of the time, to what it is that we do know about the consequences of
these employment tax credits and reach a few general policy
conclusions.

With respect to general employment subsidies, there are really two
kinds of studies that can be (lone to try to determine their consequences.
In both cases, there is likely to be considerable uncertainty about what
the actual effects are.

In the first case, one would actually try to predict, based upon past
experience and relationships, what we think would happen if such a
credit were put into place. In the second case, one would try to measure,
after it has been in place, what actually did ha ppen.

But even in the second case there is a prediction necessary because,
if you measure after the fact what happens, you would still have to
measure what would have happened if the credit had not been in place
in order to know how much of what did happen was a responsibility,
or a direct result, of the credit.

So whether you are doing studies beforehand or studies after the
fact, you still are having to make predictions based upon our knowl-
edge of what the relationships in these areas are and, in both cases,
there is going to be a high degree of uncertainty about what the actual
effects are.

So far, there have been studies that have attempted to predict what
the effects of the tax credit, like the new jobs tax credit, would be.
There is, as I say, considerable uncertainty about those results, but the
studies that have been done generally agree that the net results should
I)e that there should be more jobs, perhaps on the order of several hun-
dred thousand, and a lower rate of inflation, perhaps on the order of
a little less than half a point than if alternative policies that have the
same budgetary impact-such as broader tax cuts, personal income tax
cuts, the corporate tax cuts-were pursued.
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Now, studies of the actual effects that would be done after the-
Senator HASKELL. One benefit the jobs credit is that we are getting
people to work and they, in turn, pay taxes. This, in turn, increases

the revenue.
M[r. PALMER. Yes; that is right.
For the studies that are done after the fact, it really is a bit too

early. There are a number in progress that are trying to look at what
the actual experience ill 1977 for the new jobs tax credit are. But since
the IRS has just been able to make that data available, there really is
not very much to report on.

Senator IA sKEL. When you make that study, bear in mind the
I RS has done virtually nothing to publicize the jobs tax credit. We
just heard the Department of Labor say they had done absolutely
nothing.

Mr. P.AL.IER. I think the indications are that the actual use of the
credit, at least for 1977, was very low, and I think that does have to be
taken into account. After 1978 data are in, we will have a somewhat
better test, but it will still not be conclusive in the sense that, if people
were not well-informed, we do not know what the results would be if
there were considerable information.

So the basic thing I want to say is that we do not really have a good
feel for what the effects of the credit have been so far.

In addressing tile question of whether it should be extended or not,
I think that a very high priority right now of tax policy should be to
try to reduce the rate of inflation. And, as Professor Eisner indicated,
these kinds of credits have the advantage of reducing labor costs to
employers and therefore have a favorable effect on price levels and on
inflation.

So I would say that very definitely there ought to be some mainte-
nance of tax policies that do have this favorable impact on inflation. If
there were some sort of broader payroll tax credit, or even a rollback
in payroll tax increases that might be even better. But, in the absence
of that, I would certainly say that something similar to the new jobs
tax credit ought to be extended as a part of tax policy.

In line with any extension of it, however, I would suggest some
modifications. They are pretty much the same ones that Professor
Eisner mentioned-removal of the cap, extension to a broader base of
employers, and not updating the base quite as much as is contemplated
under current law.

Now, let me move to categorical employment subsidies, where par-
ticular target groups-the structurally unemployed-are at issue.

Here, I t hink the consequences of such tax credits are even more
difficult to predict than in the case of the more general employment
subsidy such as the new jobs tax credit. The reason for this is that it
depends very much on the nature of the particular target group that
is chosen, the size of the subsidy, the method of implementation that
is used, and probably interactions among these factors.

In theory, one would expect that, with such a categorical employ-
ment subsidy for a particular target group, you would get an increase
in the overall level of employment relative to what you would have had
in its absence. You would have an increase in the relative amount of
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that employment that goes to the target group that you are subsidizing,
and you would have an increase in the relative wage rate of that target
group-that is, their wages would tend to be higher relative to the non-
subsidized workers than they would have been in the absence of the
credit.

The effect on economic growth, over time, however, is uncertain. It
could be either positive or negative. It is difficult to say, a priori.

Now, to my knowledge there have really been no studies done at all
to enable one to make estimates of what orders of magnitude these
various consequences are likely to be under different forms of categori-
cal employment credit, nor how sensitive the results are likely to be to
different ways of defining it.

There are some studies that I am aware of that are beginning to get
underway which may yield some fruit next year in this regard.

There are, as you know, two programs that have been in effect that
are similar to these kinds-that is, the WIN tax credit and the earlier
.JOBS program which subsidized employers for extraordinary costs
of hiring and training disadvantaged workers.

Success under both of these programs has been quite limited. How-
ever, I would like to suggest that they are probably not a good guide
for what the likely effects of a broader and more streamlined employ-
ment tax credit might be for particular target groups.

Particularly this is because they were quite small, they were very
short in duration, and the administrative burden, relative to the bene-
fit to employers, was quite large.

So with all the caveats I have suggested about not knowing too
much about what the effects are likely to be, I think one can still make
some assumptions about what would be the best way to design a cate-
gorical credit now, if it were to go into place. Obviously with more
analysis and more information, one would hope to make modifications
that would improve it. But the basic characteristics, I think, would
be that you would subsidize all new hires in the target group that is
chosen. The program would be relatively permanent as it applies to
that target group, but of shorter duration as it applies to any individ-
ual in the target group who is hired, perhaps on the order of 2 or 3
years, and may be phased down in size over that time.

ft would be a fairly large percentage of wages, up to some maxi-
mum-on the order of, say, 33 to 50 percent. All employers would be
eligible, and here I agree very much with Professor Eisner. Not only
should we look to the private nonprofit sector, but I think we should
also look to State and local governments. In contrast to public serv-
ice employment programs, to the extent that we could encourage State
and local governments actually to hire people straight into regular
employment and do it with less than 100 percent subsidy, I think this
would be advantageous.

And, finally, it should be structured in a way that the administra-
tive burden is as small, or as neglible, as possible.

Finally, then, is the question of whether we should expand our poli-
cies and move ahead with much broader use of these categorical em-
ployment tax credits. The problem is severe, there is no doubt about it,
and we certainly need to put more emphasis on trying to improve job
opportunities in the private sector than current manpower policy does.

34-840--79-----6
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Here I am somewhat ambivalent. My instincts as an economic ana-
lyst tell me it would be nice to learn a b~t more about these policies and
what their likely consequences are before moving directly to national
programs. On the other hand, the problem is severe. It is a tool that
promises some effectiveness and would help to redress the balance
in current approaches and put more emphasis on the private sector.

So, at a minimum, I would certainly argue that we should go for
some large-scale national demonstrations. On the other hand, I cer-
tainly would not raise strong objections to moving immediately into
a national program, if that were felt to be desirable.

Senator HASKELL. Thank you, Mr. Palmer. I think your willingness
to try something out, as opposed to studying it, is very desirable. This
is quite a contrast to a hearing yesterday in which the Department of
Energy started studying something in 1976, 2 years later is still study-
ing it, and cannot give us an idea of when they are going to make a
recommendation.

I like your attitude of let's give it a whirl.
I have no further questions.
Thank you very much.
Senator Long?
Senator Lo-xc.. Let me ask you this question about people who are

eligible to draw food stamps. If we can simply have a tax benefit avail-
able to the enmlover if he pays a person enough to discharge his or
her family obligation toward his or her dependents, would that not be
better than provi(ling food stamps?

Would it not )e better to give the employer a tax credit large enough
so that. lie could afford to pay that person enough so that person would
not be a welfare client on any of these programs?

Now, that is using a tax expenditure, or a tax subsidy approach,
where otherwise you would simi)ly use a direct expenditure by way of
a Federal aid program. But would it not be a far more dignified way
to help low-income workers rather than to have them go down and
apply for the food stamps, or to get in line to apply for the welfare
benefits?

Mr. PALMER. I definitely agree that probably the highest priority
target group for such incentives for increasing employment opportu-
nities are desirable would be what we generally call the working
poor-those people in low income families that, have the potential to
be in the labor market. To the extent that such subsidies would in-
crease their employment, it would reduce their need to draw on wel-
fare benefits and that would certainly be very desirable.

Senator Lose.. This tax benefit we now have on an incremental basis
can he improved upon. Part of the problem is that where it only ap-
plies to the ,dditional employee that you employ, it is so restricted
that the employers do not even know about its being available. It may
be discriminatory in that it discriminates against those who already
have a job and who should make more income in order to adequately
support their families. On the other hand, it fails to do what it is in-
tended to do because it. applies to so few people that nobody ever
bothers to even get acquainted with the program.

Mr. PALMER. In the case of a categorical credit where there are
particular target groups that you are trying to help, I do not think
the credits should be incremental to a given employer's employment.
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That is, anyone who is in that target group that is hired, regardless
of whether the firm's employment base is growing or declining, ought
to make an employer eligible for the credit, so that if the employer's
work force is static but there is a lot of turnover this would encour-
age that among the new hires would be people within the target group
you are concerned about.

Now, that does raise, a little more severely, the problem that Senator
Haskell has questioned---employers substituting subsidized for non-
subsidized employees. I doubt if it would be very severe, and I strongly
believe that it is not possible to build in safeguards to prevent it. There
is no way to do that without unduly complicating the program.

So I think we live with a little, and assume that, in general, we are
having an expanding economy and we are not really going to be
depriving nonsubsidized workers of jobs as much as increasing the
additional employment more strongly among target groups.

Senator LoNG. If we do not do something to subsidize relatively
low-income jobs, marginal jobs, it would appear that we are going
to have a constant and recurring problem of underemployment. [f we
do something to subsidize these marginal jobs, we can maintain a
substantially larger work force than we can without the subsidy.

Of course, in the long run, what you are doing from a social point
of view is to place a burden on those who are doing better to help those
who are not doing so well. But in terms of how you are going to do
it, you have various options. One way you can do it is by paying people
to do nothing, which is a very demeaning thing. In my judgment, any.
one who persuades some poor soul that he is better off living on welfare
than he is by doing something day by day to make a contribution to
society, where the prospect is that as e does a better job he can move
up the ladder, is doing that person a very great disservice.

That person is forming all the wrong kind of habits and the first
thing you know, he is getting in a position where he would be a burden
on society and, in many respects, a burden on himself. He loses his
own self-respect.

It is far better, it seems to me-even if it costs a little more-to avoid
the welfare approach by simply creating with tax subsidies enough
jobs so that anybody who wants one can have one-particularly if he
or she has more mouths to feed.

Do you like that approachI
Mr. PALMER. Well, I think that it is not really possible to have jobs

completely substitute for welfare. For example, we do not really know
how successfidl efforts to increase private employment opportunities
to these target groups will be, so that I could not agree with the notion
of abolishing cash welfare payments in the expectation that the jobs
will be there.

However, to, on the margin, put a lot of our additional resources
into such credits and incentives to private employers, with the hope
that a sizable proportion of those low-income workers who are abe
to work, will be drawn into private employment, while still retaining
the cushion of welfare is very definitely an important goal and ought
to be pursued.

Senator LoNG. Some years ago the Talmadge amendment was agreed
to and that gave us a 20-percent tax credit for someone who would
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'hire a person from the welfare rolls, and it really has been disappoint-
ing in that it has not moved a great number of people into jobs, but it
was very limited. In the beginning, you had to hire the person and keep
them for at least 2 years in order to get the benefit of the credit.

We have now liberalized it to the point where, if you hire somebody
who has been on the welfare rolls for 90 days, you do not have to keep
them for 2 years just to get the benefit of the credit.

There still are not many takers, but Senator Moynihan and Senator
Cranston and myself are proposing that we go beyond present law to
make it a 50-percent tax credit. We would even like to make it a
refundable tax credit, so we are not going to argue about whether you
have paid that much taxes or not.

We want to say that if you hire these people that are in the target
area, you are going to get a 50-percent credit and we would propose
that it be a refundable tax credit.

My guess is that if we do that, and if people know about it the
'way we would like them to know about it, we will have more jobs than
we will have takers. But sometimes we are confronted with this prob-
lem of narrowing a provision down to where it is just incremental, and
then saying that. if you displace somebody you do not get it, and by the
time all the ifs, ands, and wherefores h ave been added, it gets back
to the old proposition that somebody said you were going to get it,
but after you looked into it., you say just forget about it.

That's the kind of thing we must avoid, as I see it, and the way to
avoid it is to simply say that if you employ these people and they
have children to support, up to a certain income level, the benefit is
there. If that is the case, I would think you would have more jobs
looking for people than you have people seeking jobs, and one of these
days we ought to do something like that.

Mr. PALMMR. Well, I would hope you would be correct. I certainly
agree-I have not had a chance to analyze the proposal that you are
discussing, but the points that I listed at the end of my remarks tenta-
tively indicating what is for probably the best way to structure a cate-
gorical employment credit, do, more or less, concur with the bill that

ou are talking about. So I think, in general, it is probably the way
would like to see it structured if we were to go ahead.
Senator Loxo. Let me just give you an example. You have many

poor families, where there is a mother who is looking for employment,
particularly if the employment is sufficiently attractive over and above
what the welfare payment would be, so she can pay someone to look
after her children and go out and do some work.

In most of those poor families, the mother has no skills. About all
she knows how to do is some household work. But on the other hand,
here is another family where the mother would like to work but her
husband already has a job and perhaps that mother has a college
education. She has some skills that the marketplace very much needs.

Now, if she works and has to pay, without any tax consideration for
help to look after those children, if she cannot net at least 50 percent
of what she is earning, it is not sufficiently rewarding for her to leave
the home and take the job that is available to her.

But if you give her a tax credit for half of what she is paying, then
she could pay this other person enough so that the mother in the low.
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income family could take a job looking after the home, and might even
take her child along with her while she does some domestic work, while
the other women goes and takes a job in an office. That way both
families have a major increase in their income. That way you are
helping two families. The tax advantage is theoretically directed to
the employer, but actually it is a benefit for both employer and em-
ployee. They both share the advantage of it, one directly and the other
indirectly.

Now, if in those kinds of situations we make employment opportu-
nities available to women who would like to join the work force, it
seems to me that you might find that you have more jobs than you
have takers-and decent jobs. I am not saying they are the greatest
jobs in the world, but they are jobs that pay enough so that a person
would have substantially more income than the family would have
under a welfare situation. Both families would benefit, and I would
think that this approach might help a great number of people.

I am impressed by the testimony that says if you put this on an
incremental basis ana you get it so limited down with ifs, ands, where-
fores, and whereases-in the first place it will be a year or two before
those people in the bureaus ever get through writing those regulations
and then even when you get the regulations written, so many people
get disgusted with it because they thought it would help them, but
actually it does not. The whole thing sort of falls into disrepute.

Senator HASKELL. Senator Dole?
Senator DOLE. I have a statement I would like to include in the

record, and I have been listening to the chairman. I think much of
what he says makes a great deal of sense. I also read the book that you
sent us by Marty Anderson called "Welfare Reform." There are so
many disincentives built into the program that there is no reason for
anybody to do anything unless we institute some change.

[The prepared statement of Senator Dole follows:]

STATEMENT OF SENATOR BoB DOLE

Mr. Chairman, the concept of an employment tax credit Is one which I have
supported for many years. I am pleased that these hearings today will address
the progress of the jobs tax credit and focus in on possible improvements.

The Jobs tax credit adopted in the Tax Reduction and Simplification Act of
1977 was similar to legislation which I have introduced and supported. The
credit is an attempt to bring about more jobs in the private sector of the economy
by granting credits to businesses that hire more workers. The program is of
limited duration and is intended to increase job opportunities while the problem
of unemployment is most acute. The law is complicated. Therefore, I was dis-
appointed that it took the administrAtion so long to promulgate and clarify
regulations regarding the program. I believe that the promotion of business
activity and private sector jobs through jobs credits or similar mechanisms Is
an important element of our national economic policies.

The administration opposed the Jobs tax credit in 1977. However, the admin-
istration has proposed to replace the general jobs tax credit with a targeted
credit for the hiring of disadvantaged youth or handicapped IndividuaL. In
addition, the chairman of this committee, Senator Long, has proposed revising
the present welfare recipients credit. Because unemployment has declined, it may
be that these approaches are better than the expiring law. I hope that this hear-
ing today will shed some light on the Jobs tax credit program.

Senator DoLE. It was true of the FAP program that we had under
President Nixon and is probably going to be true in any other welfare
reform program. I think the administration's targetedprogram does
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make a great deal of sense. This idea has been around for a long time.
It used to be called the Human Investment Credit Act, HICA.

I do not know whether some Republican over in the House thought
that up. He started peddling that back in the 1960's. So it has been
around a long time. We are finally getting to the point where the ad-
ministration was against the credit last year. That is why they dragged
out the period to promulgate the regulations, and that is why the suc-
cess story is not very good. But now the administration is supporting
it if we limit it to a targeted approach. That may be a better way to
proceed.

It seems to me that it is worth trying.
I am not certain about welfare-tax credits and the WIN program.

Nobody appears to know about them except the authors.
Thaink you.
Senator HIAsxKLL. Thank you, Mr. Palmer, very much.
[The prepared statement of Mr. Palmer follows:]

STATEMENT BY JOHN L. PALMER 1

'Much as with public service employment programs, an important distinction
regarding employment tax credits or other forms of employer wage bill subsidies
is whether they are intended primarily as a counter cyclical tool to increase gen-
eral employment (albeit with an emphasis on low wage workers), such as the
New Jobs Tax Credit (NJTC), or primarily as a structural tool to increase
the employment of a particular target group, such as the WIN tax credit or the
'administration's proposal for disadvantaged youth. The first set of policies I
refer to as general employment subsidies, the second as categorical employment
subsidies. To best achieve their respective goals the former ought to be tem-
porary, utilized only during a period when general economic stimulus is de-
sired, and applied only to the margin of employers' labor forces; whereas the
latter ought to be more permanent, in order to encourage continued improved
employment opportunity for target groups, and apply to all new hires of target
group members. Mixing these two objectives in the same program is unlikely to
be effective since the design requirements to best promote each are so different.
Thus in my judgment the relevant issues concerning such policies at this time do
not so much concern themselves with competition between the NJTC and the
administrations' youth proposal as much as they flow from the following set of
questions.

(1) If some continued federal stimulus of the economy Is desired:
(a) Should a portion of it continue to be in the form of a temporary, gen-

eral employment tax credit; if so
(b) How much of it; and
(c) Should the exact form of the current NJTC be retained or modified

for this purpose?
(2) Should efforts to increase employment opportunities through categorical

employment subsidies be expanded beyond the current WIN tax credit?
(a) If so, which are the most appropriate target groups; and
(b) What forms should the subsidies take?

Information on the likely consequences of different forms of both general and
categorical employment subsidies, particularly In comparison to alternative
policies with similar objectives Is, of course, crucial to answering these questions.
However, this Is an area in which the state of our knowledge Is characterized by
a high degree of uncertainty. We know quite a bit about what kinds of effects
should occur, but far less about their likely magnitude and how sensitive these
results are to many aspects of the design and implementation of the policies.
In the remainder of this statement I will expand on these points briefly, focusing
primarily on categorical subsidies, and offer a few limited policy judgments.

SSenior Fellow. Economic Studies Program, the Brookings Institution. The views ex.
pressed hereln are the author's and not attributable to other staff, officers, or the trustees
of the Brookings Institution.
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CONSEQUENCES OF GENERAL EMPLOYMENT SUBSIDIES

Sufficient data has not yet been generated by the experience of the NJTC to
allow empirical testing of its actual effects. Some studies for 1977 should be-
come available late this year, but they will be very preliminary. There is con-
siderable evidence that many employers were not initially aware of the credit,
nor was it In place long enough to effect their behavior for the whole year. Thus
1978 data will be necessary also to provide a good test of the credit.

Several studies have been performed, however, which essentially try to predict
the effect of policies similar to the NJTC. They generally agree in their conclu-
sions that such policies should generate more employment and a lower price
level than more conventional macroeconomic policies (such as an income tax
cut) having the same net budgetary impact--or, put differently, compared to
alternative policies having the same net employment effect, Such general em-
ployment subsidies should result in a lower price level and budgetary impact.

Exactly how much more employment and how much lower a price level will
the NJTC result in over the 1977-78 period than, say, a corporate income tax
cut of equivalent budgetary impact? Here is where there is considerable un-
certainty in all the studies, and some disagreement among them. If I had to
rely upon them I would estimate several hundred thousand more jobs over the
two years and an inflation rate that is lower by somewhat less than half a point
for 1978. Much of the employment effect will come from influencing the timing
of employers' hiring decisions rather than the ultimate amount of hiring and by
spreading the total of hours worked over more workers.' I reemphasize, how-
ever, the high degree of uncertainty surrounding this best guess. The forthcoming
empirical studies of the actual effects should reduce somewhat the degree of
uncertainty, but undoubtedly considerable will still remain since it is difficult
to determine what would have happened in the absence of the NJTC.

For several reasons, including the temporary nature of the subsidy and the
recomputation of the base to which it applies, its relative effectiveness in pro-
moting an improved employment performance for the economy should diminish
with time and as the unemployment rate declines.

In light of these and other considerations, what should be the future of the
NJTC? Certainly tax cuts that favorably affect the price level ought to be con-
tinued or expanded for 1979. I would only consider abolishing the NJTC if it
were to be subsumed by a broader credit against, or roll back of payroll taxes,
which ought to be the top priority of tax policy, given current inflation concerns.
If it is retained, consideration ought to be given to changing its form so that:
(1) the base for determining incremental employment is not updated as in cur-
rent law but made lower; (2) the cap is removed; and (3) the credit is applied
to payroll taxes rather than income taxes so all private sector employers can
participate.

CATEGORICAL EMPLOYMENT INCENTIVES

The argument in favor of categorical employment incentives is, of course,
that certain groups of workers have particularly undesirable employment out-
comes. It is hoped that such incentives will either overcome the barrier of entry
level wages (whether legally or otherwise determined) that are too high relative
to employers' perceptions of workers' productivity, or at least provide the workers
with an improved competitive position vis-a-vis other workers. Potential target
groups frequently cited are welfare recipients, youth, the handicapped and the
long-term unemployed.

It is even more difficult to predict the likely consequences of a categorical em-
ployment subsidy than a general employment subsidy. In theory, such a subsidy,
abstracting from any indirect stimulative effects, can be expected to: (1) increase
the overall level of employment; (2) Increase the relative share of employment
of the subsidized target group: and (3) Increase the relative real wage of the
subsidized workers. However. the magnitude of these various affects, the overall
cost of the subsidy, and whether it would increase or decrease overall economic
growth are all matters of very considerable speculation. One important factor
that places a severe limitation on economists abilities to make such estimates is
that information is required on the extent to which employers will be led to

* Because of the incentive for reducing hours per worker in favor of a greater number
of workers inherent in the subsidy. the percentage increase In person-hours of work can be
expected to be less than the percentage increase in employment.
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greater use of subsidized workers relative to non-subsidized one- within any
given level of employment as well as led to expand their overall employment.
Very little is known about these "cross-elasticities of substitution" among dif-
ferent types of workers as economists call them. Additional complicating factors
are that there are strong reasons to believe that the consequences will depend
very strongly upon the precise group of workers subsidized, the amount of the
subsidy, and the way in which it is administered-as well as interactions among
all these.

Perhaps because of these difficulties and also probably because they previously
have not been a burning policy issue, there are very few extant studies of cate-
gorical employment subsidies, and none that I know of that provide even general
order of quantitative magnitude for the impacts identified above as well as costs.
Some are now underway, including one at Brookings, that should bear some fruit
next year.

As you know there is some prior and current experience with such categorical
subsidies in the form of the JOBS program and the WIN tax credit, neither of
which have proven very effective. These programs are not necessarily good guides
to the consequences of the types of subsidies now being debated, however, because
(among other reasons) they are small, not well publicized, of short duration, and
a considerable administrative burden to employers relative to the benefit.

Given the uncertainties I alluded to earlier, my best guess at this time is that
the ideal characteristics of any categorical employment subsidy intended to re-
duce structural unemployment are likely to be along the following lines. (Of
course modifications undoubtedly will be called for on the basis of further
analysis and actual experience). They should

be for all new hires of members of the target groups;
be a high proportion of wages, say 33% to 50%, at least up to some maximum;
last for at least two years for each new hire, being phased down in magnitude

over this period;
be permanent for the category of workers;
be available to as broad a set of employers as possible, including private non-

profit and public employers; and
be as negligible an administrative burden for employers as possible.
Given the uncertain effectiveness of categorical employment incentives, should

we move ahead with them? I think so. The reasons for this are simple. The prob-
lems of inadequate employment opportunities for particular target groups is real
and severe. Other methods to deal with this have had mixed results; at best they
will be insufficient. We recently have been willing to commit a major level of
resources, including over $7 billion per year, to fully subsidize employment in
specially created public service employment, with results that were (and are)
no more certain than those of partial subsidies of regular jobs. We should be
willing to invest a considerable effort (if not dollars) to explore the possibilities
for directly promoting regular employment opportunities for the same target
group. Whether this should be approached on a major demonstration basis at
this time, or immediately implemented as national programs is a difficult judg-
ment. My Instincts as an analyst tell me we ought to know more before going
ahead. But my concern over the magnitude and immediacy of the problem, and
the imbalance in the existing federal approaches to creating jobs for disadvan-
taged target groups inclines me toward a learning-by-doing approach."

Senator HASKELL. Now, we have a panel of employers: Mr. William
Anderson, president of the Smaller Business Association of New
England, Inc., Mr. Ken Valis, president, Colorado Paint Co.; and
Mr. Frank Fairbanks, president, Horix Manufacturing Co.

Gentlemen, if you would proceed in whatever order you want and
if it would be possible, please confine your remarks to 5 minutes to give
us time to ask some questions. So whoever wants to go ahead.

= I advance quite seriously the proposal that state and local public employers ought to
be eligible for categorical wage subsidies as well as all private sector employers. If addi.
tional employment of target groups can be fostered directly in regular obs with less than
a 100% subsidy (as is inherent in PSE) why should it not be done? i see no compelling
reasons to treat public and private sector employment differently In this regard.This does not preclude the desirability of continuing some 10096 subsidies for P82as now structured. However, If the partial subsidies for regular employment prove effec-tive. P81 programs could emphasize the very hard to employ who require a specializedenvironment, on either a temporary or a permanent basis.
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STATEMENT OF WILLIAM ANDERSON, PRESIDENT, SMALLER
BUSINESS ASSOCIATION OF NEW ENGLAND, INC.

Mr. ANDERSON. Thank you, Mr. Chairman. I guess I am elected; my
name begins with A. It is a pleasure to be here today.

As president of SBANE, the Smaller Business Association of New
England, and the owner of a small manufacturing company, my
primary interest in the jobs tax credit is that it is good for small
business.

The Breckinridge study reports that in the last 8 years the smaller
companies have accounted for 99 percent of the increased employment,
and I would like to submit for the record a copy of that particular
graph showing those figures.

Not only does th , smaller business account for the expanded jobs
market, but it also provides entry-level jobs in the urban areas and
the areas of high unemployment.

Has the jobs credit worked? Let's be altruistic for a minute. The
credit provides money where it is needed.

The companies creating new jobs are growing companies and have
the greatest problem with cash flow and capital development. Em-
ployment is a national economic and social goal, certainly worthy of
tax incentive considerations, and during the duration and minimal
cost of the job credit to date makes it premature in judging its effec-
tiveness. As the economy winds down, in the coming months, the con-
tinuation of this credit becomes imperative.

The President has suggested the elimination of this program in
favor of a targeted jobs credit. As an employer interested in human
resource development, I can assure you that the program neither exists
nor has been conceptualized that will compensate a company for the
patience and investment required to successfully rehabilitate many of
the members of this targeted group. It will take bold social and eco-
nomic action to accomplish such a difficult task, and I am an employer
who participates in job training progrr;ms, both the WIN program and
other CETA programs.

We have two in training at all times and the turnover is incredible,
because you just cannot get them to stay with the program.

Participation in the present jobs credit program is abysmal. How
can an added degree of sophistication possibly increase participation?
The fact is that the administration has attempted to obviate the jobs
tax credit legislation remaining silent on its existence. It is there if you
can find it. It is a veritable Easter egg hunt.

For those companies who have discovered the program, less than
50 percent of those eligible, it has been an important incentive. Almost
as much psychologically as economically, faced with rising minimum
wages, social security taxes and fringe costs, the inertia in hiring is
staggering.

At the end of last year, my company received a $6,000 job tax credit.
After discounting qualifying wages, we ended up with about a $3,000
increase in retained earnings. Maybe it was not much, but I sense the
feeling of reward for helping the job market grow.

In the same period, our Federal income taxes increased $21,000. so
by growing jobs, there was hardly a drain on the Treasury for that
particular year.
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Certainly, there may be some windfalls in the program, mostly with
new companies. Unfortunately, ne v companies usually do not have
any profits. Also, I have been involved in enough startup companies
to know that the carryforwards seldom are entirely used.

We recommended in the original program that the credit being
against payroll taxes, with many of the smaller companies having an
opportunity to utilize the credits against income taxes.

The verdict is still out on the job credit, though we know it directs
relief to the area of the greatest need. Until such time as it can be
demonstrated to the contrary, we consider it is a totally effective device
to increase employment, however underutilized it may be at this point.

I thank you. I have several other examples, if we have time, in my
testimony of companies that have experienced good luck with the jobs
tax credit in Vermont, New Hampshire, Maine, and Massachusetts.

I forgot to introduce Ed Prendergast on my left, who is the chair-
man of SBANE's tax committee. I brought him along because, in this
esteemed hall, one always needs a tax expert.

Thank you very much.
Senator HASKELL. Thank you, Mr. Anderson. Anything you have

that is part of your statement will be included in the record. Are those
examples part of your statement?

Mr. ANDERSON. Yes; hey are. It is a 10-page statement.
Senator HASKELL. Mr. Fairbanks?

STATEMENT OF FRANK FAIRBANKS, 1R., PRESIDENT, HORIX
MANUFACTURING CO.

Mr. FAIMANKS. I am Frank Fairbanks, Jr., president of Horix
Manufacturing Co. We are a manufacturer of packaging machinery,
located in Pittsburgh, Pa. I represent today the Smaller Manufac-
turers Council.

SMC is a trade association headquartered in Pittsburgh, with over
800 member companies in Pennsylvania, Ohio, and West Virginia,
with a combined employment of over 75,000 people.

SMC appreciates the opportunity afforded us to meet with you
today to comment on the recently enacted New Jobs Credit.

We in the small business community feel that the New Jobs Credit
is an appropriate addition to the Internal Revenue Code and that it
should be continued in its present form. However, to be more effective,
it needs much greater publicity. The credit is a targeted program. It
reduces taxes on growing small business.

As you know, the credit is, of course, applicable to all businesses,
but because there is a $100,000 limitation, the credit is obviously not
very meaningful to very large enterprises.

As all of you gentlemen are well aware from previous testimony,
the raising of capital is often the most critical problem in small busi-
ness growth.

The New Jobs Credit reduces taxes, and thus permits more funds
for reinvestment and growth in small business. It gives relief for those
companies who are expanding employment. Unlike the investment tax
credit, the New Jobs Credit does not reward companies who eliminate
employees by the addition of capital assets.
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Let me give you an example of the value of the program to Horix
for 1977. Our Federal taxes before credits were approximately $142,-
000. The new jobs credit amounted to $18,500 with a net tax savings,
because of loss of deductions equal to the credit, of $9,600. Our invest-
ment tax credit for that year was $9,800.

We know of no better way to help employment than to target bene-
fits to business enterprises that are adding employees. A desirable
change would be to expand the credit, at least with respect to the first
5 or 10 employees. Possibly a 100 percent credit would be appropriate
for the first $42,000 of increase due to wages. This would provide even
greater help to the very small growth enterprises.

As to the administration's proposal for the new targeted employ-
ment tax credit program, we feel the overall objective is worthwhile,
but the proposed mechanism may not prove adequate incentive for sig-
nificant small business participation. The difficulty involved in verify-
ing employee certification, combined with the increased costs which
may be incurred in employment of these targeted employees, may sig-
nificantly reduce any incentive which the targeted employment tax
credit program is designed to create.

Further details appear in my written statement. Thank you.
Senator HASKELL. Gentlemen, thank you.
You probably were here when the last two witnesses basically said

that the current jobs tax credit was desirable, with some modifications,
and they also said that a targeted tax credit with different criteria,
either such as the Administration proposes or Senator Long proposes,
could both work in tandem. In other words, they felt both were desir-
able at hitting the unemployment market.

Would it be your feelings that you could have both or would you
just say that you should have one or the other?

Mr. ANMERSON. If I could answer first, we had a dialog with the ad-
ministration when they were developing this program and they asked
us how much money would it take to induce you to take on a person in
these targeted areas, especially the structurally unemployed. It was
very difficult for our members, private businesses, to come up with a
number.

Some of them said, if you paid their entire wages for one year, we
might think about it, or take a chance at it. It is incredible how much
incentive is required to habilitate a large majority of the members of
this group.

We think to take a very good and effective tool, like the jobs tax
credit, and oversophisticate it by piggybacking on another vehicle is,
in fact, going to do, as Senator Long said, it is just going to muddy
the waters. And so we do not recommend a piggyback targeted-

Senator HASKELL. I was not thinking of piggybacks. Suppose you
have the jobs tax credit as it is now, with the modification that you
indicate; then you have a completely separate program, which is your
targeted program. You would be free to participate in one or both.

Would you have any objection if it were structured that way ?
Mr. AN ERSOIN. We have no objection. We just do not think it would

work.
Senator HASKELL. You just do not think it would work, but you have

no objection.
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Mr. FAIRBANKS. We have no objection either. We have reservations
about whether the targeted program will work, and particularly
whether it will work for the smaller enterprises.

Senator HASKELL. I understand. I would like to ask if you were in
the room when the Labor Department testified on the jobs tax credit?
We all know that the IRS moved with the speed of a tortoise in trying
to get out that information.

Were you here when the Labor Department testified that they had
not even tried to inform employers of the jobs tax credit?

Mr. FABANKS. Yes; I was here at that time.
Senator HASKELL. I am glad to hear you gentlemen feel that the

credit helps you, but certainly the Federal Government did nothing to
inform employers generally.

Mr. ANDERSON. Let me make one last statement about the earlier
testimony that we are concerned about. There was some testimony
about using the jobs tax credit in the public sector, again, as opposed
to the private sector.

We in the private sector know of some $17 billion in CETA funding
that is gong into the job creation program in the public sector. For the
first time the President is acknowledging the importance of building
private sector jobs and has come through with $400 million in the new
program targeting training in the private sector.

We would very, very strongly resist the use of tax credits once again
in the public sector. There is enough money being funneled in there,
and there is no stability in the jobs bein created, and they are never
going to be able to fill all of the CETA-developed jobs that they have
now.

Senator H-ASKELL. Well, they are filling them, but they are-
Mr. ANDERSON. The only way they are going to fill them is on a full-

time funded basis.
Senator DoLE. If you read the headlines, you find there are a lot of

abuses in that program, and that is why they ought to look at the
private sector.

Mr. Anderson, just really for the benefit of my colleagues, I would
like to read from the top of page 5 of your testimony where you say,
"Governor Richard Snelling of Vermont, fed up with the IRS' lack
of cooperation in publicizing the jobs tax credit, mailed explanatory
fliers to 14,000 businesses in the State. The response has been excellent
to date, according to the State Commissioner of Employment Secur-
ity." I just wanted to underline that portion of your testimony.

I have no further questions.
Senator Long?
Senator LoNe. One thing that does concern me about this. Anytime

we do something that the administration did not initiate themselves,
it takes practically forever to get the regulations out to indicate how
you can do it or you cannot do it.

When we pass something like this, we ought to say that anybody
who does something along this line that could reasonably be construed
as being what Congress intended, he gets the benefit of it, until such
time that the regulations have been promulgated and approved.

If you read the law and it looks like it was intended for you, you
would get the benefit of it until somebody can officially tell you that
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you do not, because otherwise we will wait a year or longer to get the
regulation that says that you get the benefit of what Congress says
you should have.

Mr. FAMBANKS. That sounds good to us, Senator.
Senator Loxo. Meanwhile, if you had another provision that says

that all of these regulations would be purely advisory, and not manda-
tory, we might get on with the business.

Senator HASKELL. Senator Dole?
Senator DOLE. I appreciate the testimony. I remember when Secre-

tary Blumenthal, before he was confirmed, came around to pay a
courtesy call I asked him about the jobs tax credit, and I think person-
ally he was opposed to it. He thought it would only help maybe the fast
food chains, like McDonald's. In other words, McDonald's might bene-
fit, or some of the fast food chains, where there is a big turnover of
employment. One of the criticisms was since a person is expanding
business anyway, why should the Government provide a tax credit
That is a legitimate argument.

If you are going to expand your business, or you are a new business,
why should the Government pick up the tab for some of your em-
ployees I And second, how many of those people you hired under the
tax credit program are now on their own and still with your company
and are now taxpayers?

Do you have any records on that?
Mr. ANMDERSON. I do not think that anybody today hires anybody

casually. We can give you records on that. If your question meant that
we bring them on and we drop them off just to take advantage of the
benefit, I do not know-

Senator DoLE. I am just saying what some of the criticisms were
when we tried to get the administration to buy the program.

Mr. FAIRBANKS. The tax credit program is marginal relief at best.
The social security tax burden, the health costs, the general costs of
putting employees on and iust getting them productive is so heavy
that I cannot think of any instance where a company would want to
bring them on just to utilize the benefit and drop them off.

Senator DoLE. We have heard of those problems. Of course, Mc-
Donald's is the only kind of a company that Secretary Blumenthal
can relate to. It is a hell of a long way from a small business.

Mr. PRENDERGAST. On the other hand, a good deal of the McDonald
franchisees are small businesses, and their growth in employees-they
are very careful in their analysis and labor utilization and they will
add employees when they are going to add employees because they need
them, not because they got a jobs tax credit.

And as far as the particular argument you addressed to the expand-
ing company, that is the company that is in the direct need of capital.
That is where the capital formation problem is the worst.

Senator DOLE. Not always, but in some cases. They may have a regu-
lar expansion program. I mean, they may not be in dire need.

Mr. PRENDERGAST. In a small, expanding company, the numbers of
capital-rich companies that you find are very few. Their ability to
attract enough capital is very difficult. There has been a study done
by the SBA venture-capital task force that outlines that quite clearly,
and the jobs tax credit is one part of the tax policy, to allow a small
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business to retain additional earnings as another vehicle for attracting
some capital.

The suggestion by SMC of Frank Fairbanks was to limit the amount
of credit to the first 5 or 10 employees or something to that extent,
that would eliminate significantly the abuses. Furthermore, if you are
hiring employees for the benefit of the jobs tax credit in order to get
it in the next year, you have to continue to increase the number of
employees, and that is not worthwhile, to continue to go on a cycling
basis.

Senator DOLE. I think another question was raised that you would,
say, lay off 20 people and then be eligible for the credit.

fr. )PRENDEROAST. It is a net gain figure.
Senator DOLE. It would only apply to the increase, so that would not

work. That is not a valid argument against the program.
Those of us who support the program want to make certain that we

can address some of these questions that are going to be raised. We are
going to be told there are abuses.

Frankly, I do not see anything wrong if the program helps some
young person. If it puts somebody to work in McDonald's rather than
on the streets, it seems to me that might be a big plus. Maybe that is
what we are tr-ina to do. I do not see any criticism.

Anything you have in that area that might indicate to the contrary,
it would be helpful to us if we discussed it later on.

Senator LoNo. I have nothing against McDonald's.
Senator DOLE. I have nothing either.
Senator LoNG. Otherwise he will be sitting around on welfare, and

if you put him to work at McDonald's, so much the better.
Senator DOLE. Thank you.
Senator HASKELL. Thank you gentlemen very much. The hearing is

adjourned and the record will stay open for 10 days to receive an-
swers to questions. Thank you.

[The prepared statements of the preceding panel follow:]

STATEMENT OF WVILLIAM B. ANDERSON, PRESIDENT, SMALLER BUSINESS ASSOCIA-
TION OF NEW ENGLAND, INC., WALTHAM, MASS., AND PRESIDENT OF MATRIX, INC.,
EAST PROVIDENCE, R.I.

Ir. Chairman: The Smaller Business Association of New England, Inc. sup-
ports an extension of the Jobs tax credit because the credit does what it is
designed to do-serve as an incentive to increase employment for the small
business community.

The small business community has long held that more jobs can be created
-for less money by the private sector. We believe the private sector Is best suited
to underwrite new positions, retain them once they've been established, and
constantly spin off other jobs from existing ones.

For representative proof of public sector mismanagement, one need look no
further than the documented $100,000 figure it takes for the Veteran's Admin-
istration to spawn one new position.

To its credit, this Administration has broken the succession of public sector
programs to develop Jobs. In May, President Carter announced that $400 mil-
lion in federal government funds will be re-routed from the public sector to
the private sector to train and hire 150,000 jobless workers next fiscal year.

In May of 1977 the jobs tax credit was passed to induce private sector em-
ployers to create jobs through a tax credit on new hires. Small businesses ap-
plauded this credit and your key role, Sen. Haskell, in its passage, and looked
upon the development as the start of a more rational stimulative job creation
policy.
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We are doubly disappointed and disturbed, therefore, that the jobs tax credit,
which has been a godsend to so many smaller companies, may be rescinded
come January 1.

Documentation we have gathered from accountants, small business and con-
gressmen convincingly favors the retention, and even expansion of this credit.

To determine the effect of the job credit in just one year, SBANE polled 30
of its member CPA firms, including some Big 8 and many smaller firms through-
out New England. To a person, they related examples of smaller businesses who
derived a benefit from the jobs tax credit in the form of adding new-and
needed-positions.

Our poll indicates that 95% of one CPA firm's clients used the credit to some
degree and many more firms reported better than half of their small business
clients applied the credit.

American businesses are still in the educational phase of implementing this
incentive. The SBANE accountants reported many more firms using the credit in
1978 than 1977, and more who plan to consciously use it on 1979, providing the
credit remains intact.

Most significantly, the CPA's believe their clients will begin to use this tax
break as a planning tool in crystallizing future corporate strategy. The effective
maximum tax credit allowed of $1,806 for one new employee is a lot of money
to a small firm, and certainly aids the capital formation process for all smaller
concerns.

Letters and calls poured Into SBANE from the Association's CPA's telling us
of the companies which had favorable experiences with the jobs tax credit. I'll
run through some of the testimonials that explicitly define the favorable impact
of the credit.

Number One-A Vermont woodenware manufacturer with sales of $1.5 million
contemplated adding a second shift to cope with spiraling demand. Their account-
ants advised them that their prospective blueprint would save $24,000 under the
jobs tax credit. The company decided to institute the new shift, an expansion of
20 employees.

Number Two--A Massachusetts manufacturer of rubber goods expanded from
40 to 60 employees in 1977, producing a credit of $32,000. Two new jobs and equip-
ment worth $8,000 resulted. The company now factors the credit benefits into
their fiscal strategy on an ongoing basis, their accountant reported.

Number Three-An architectural firm garnered a tax credit of $18,000, and will
use the credit to create one new professional position. Well-paying positions, not
just those with wages associated with typically lower paying clerical or low
skilled functions, can be formed as a result. Even thought only $1,806 may be
derived from hiring an $18,000 worker, the extra funds could convince a pro-
crastinating employer to hire the new person.

Number Four-A Vermont restaurant was straddling a decision to expand their
service to include lunch, along with dinner. When their accountant calculated
that they would save $63,000 more in wage deductions, the restaurant hired wait-
resses, cooks and a cashier to handle the lunchtime volume.

Number Five-One accountant stumbled across a situation where his client's
growth was negated under the current credit rules. Growth was rampant in an
industrial adhesives and coating manufacturer, but when its new positions were
added to the employee change in its shrinking subsidiaries, the aggregrate wage
base didn't exceed 102 percent of the previous year. Thus, the thriving company
was punished for its affiliation. If applied correctly in that situation, the credit
would have meant substantial savings and the impetus for further hiring.

We believe the positive aspects of these capsules will become much more com-
monplace in time, with an attendant increase to the workforce rolls.

The early history of the jobs tax credit has not properly been considered in
the proposal to narrow application of the credit.

A complaint threading through many of the surveyed CPA's remarks was an
anemic public information campaign by the IRS. Their comments ranged from,
"The IRS 'how-to' instructions were too oblique," to "Not enough IRS effort has
been made to promote the credits."

Gov. Richard Snelling of Vermont, fed up with the IRS' lack of cooperation in
publicizing the Jobs tax credit, mailed explanatory flyers to 14,000 businesses in
the state. The response has been excellent to date, according to the state's Com-
missioner of Employment Security.
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Most small business owners are unaware of the tax credit and are frittering
away legitimate opportunities to improve their cash flow and, in the process,
galvanize the economy. Many small business owners didn't know the credit ex-
isted until they say it on their tax return this year.

One CPA expressed amazement that some of his colleagues in the industry
were not fluent enough with the credits to advise their clients about them.

Another CPA reported, that, for the first time this June, some of his clients
received an explanatory brochure from the IRS with their quarterly payroll tax
statement. This type of education is essential to the success of the credits. We
hope explicit information on the credit will become more accessible to small busi.
ness executives.

These scenarios we hope will soon vanish. With an extension of the credit,
financial advisors can get on with the business of helping smaller businesses
to parlay the jobs tax credit into new employees, equipment and structural
Improvements.

The jobs tax credit is a program of such proportions that it deserves full support
of the Treasury Department and the Carter Administration.

The opportunities provided by the credit afford small businesses tremendous
flexibility, permitting them options that lead to the aforementioned benefits.
Several applications of the credit come to mind:

First, an unforeseen jobs credit can evolve from incorporation of a business.
Under that tax status, the wages of owner-employees, as well as those paid to
spouses of owners, would be subject to federal unemployment taxes, and there-
fore, eligible for a jobs credit.

Second, especially overworked employers can look at the credit as a training
allowance. New employees can reach relatively high levels of productivity at a
reduced cost to the owners.

Third, if a business elects to hire two part-time employees instead of one full-
timer, the jobs credit might apply to two salaries, instead of one.

Fourth, concerns that anticipate increased subcontractor services should hire
the subcontractors and rightfully claim the credit.

We are hard pressed to justify why these and other reasonable tax breaks
aimed primarily at small business would be allowed to expire-especially when
a similar program will supplant the current one that addresses only selected
unemployment.

Any preferential jobs tax credit-like the Administration's-will guarantee
additional red tape. Several SBANE accountants harken back to a $500 jobs
credit passed by Massachusetls in 1972. The credit, given to companies who hire
those removed directly from unemployment compensation, is aimed at reducing
minority unemployment. To a person, the CPA's said the recordkeeping and
reporting fees resulting from more layers of government forms nullified at least
the $500 savings. Not one Massachusetts CPA we interviewed had applied that
credit to their clients in the six years of its existence. They feared similar diffi-
culties if such a credit became available on the federal level.

The restricted credit raises serious questions as to who suffers most from un-
employment. Is it any better to be 30 and unemployed in rural Maine than to be
unemployed at 20 in the central city? Many times it is worse for the older coun-
try dweller. Family breadwinners are generally over 24 years old, and would be
ineligible to be claimed under the President's proposal.

'SBANE implores Congress and the Administration to strongly consider these
actions:

Retain the Jobs tax credit as put forth in the Tax Simplification and Reduc-
tion Act of 1977. The ones who implement the credits, tax accountants, uniformly
believe the tax breaks can add jobs and continue the growth pattern for many
smaller emerging companies.

Continue the philosophy of private sector subsidy of employment. We agree
with Massachusetts Senator Edward Brooke, who in commenting on the jobs
credit, said, "Such an incentive program is needed because private sector job crea-
tion is a much more effective and productive way to reduce unemployment in the
long run. I nbs which are deemed necessary by business are not usually doomed to
rapid obsolescence. These private sector jobs are usually not static but have real
possibilities for career advancement within the company or profession. And these
'obs are usually long-term, because a business investment decision to expand or
to create new jobs presupposes both need and sufficient capital to sustain that
job."
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Commit the Treasury Department to a full blown campaign educating em-
ployees and accountants alike on the jobs credit. Neither group can apply what
they don't understand or are not cognizant of.

The jobs tax credit is Just ripening into a viable developer of Jobs in the United
States. Its full impact is far from being measured. The Smaller Business Asso-
clation of New England believes it would be folly to excise this Justifiable growth
incentive for the nation's smaller businesses.

Thank you.

STATEMENT OF FRANK B. FAIRBANKS, Ji., PRESIDENT, HonRX MANUFACTURING Co.,
REPRESENTING SMALLER MANUFACTURERS CoUNCIL

I am Frank B. Fairbanks, Jr., President of Horix Manufacturing Company, a
manufacturer of packaging machinery located in Pittsburgh, Pa. I represent
today the Smaller Manufacturers Council (SMC). SMC is a trade association
headquartered in Pittsburgh, with over 800 member companies in Pennsylvania,
Ohio and West Virginia, with a combined employment of over 75,000 people.

SMC appreciates the opportunity you have afforded us, together with other busi-
ness groups, to comment on the recently enacted New Jobs Credit.

NEW JOBS CREDIT

We in the small business community feel that the New Jobs Credit is an appro-
priate addition to Federal tax law, and that It should be continued in its present
form beyond its scheduled expiration In December of this year.

The credit Is a targeted program that reduces taxes on growing small busi-
nesses. The credit is of course applicable to all businesses, but because of the
$100,000.00 limitation, the credit Is obviously not very meaningful to the very
large enterprises.

As all of you gentlemen are well aware from previous testimony, the raising
of capital is often the most critical problem in small business growth. The New
Jobs Credit reduces the taxes, and thus permits greater reinvestment of funds,
for those companies who are expanding employment. Unlike the Investment Tax
Credit, the New Jobs Credit does not reward companies who eliminate employees
by the addition of capital assets.

It is not our intent to be critical of the Investment Tax Credit, as we feel that
it Is a most useful tool in encouraging plant modernization. While the Investment
Tax Credit is of real value to small companion. As is of relatively greater value to
larger companies, which are typically more capital intensive than small business.
Therefore, we feel that the New Jobs Credit provides benefits to the growing,
smaller enterprises, which are typically labor Intensive.

Let me give you a specific example, the value of the program to Horix. For
1977, our Federal taxes before credits were approximately $142,000. The New
Jobs Credits amounted to $18,500, with a net tax savings (because of loss of
deductions equal to the credit) of $9,600. Our Investment Tax Credit for 1977 was
$9,800. SMC has not conducted any formal survey in the brief time that has been
available to us, but the typical SMC member Is enthusisastic about the New Jobs
Credit, and feels that It definitely should be a permanent part of the Internal
Revenue Code.

I know of no better way to help employment than to target benefits to busi-
ness enterprises which are adding employees.

A desirable change would be to expand the credit, at least with respect to the
first 5 or 10 employees. Possibly a one hundred percent credit would be appro-
priate for the first $42,000 of Increased FUTA wages. This would provide even
greater help to the very small growth enterprises.

We understand the administration has proposed to replace the New Jobs Credit
with a Targeted Employment Tax (TET) Credit Program. Although the overall
objective of the TET Credit Is worthwhile, the proposed mechanism may not
provide adequate Incentive for significant small business participation. The dif-
ficulty involved in verifying employee certification, combined with the increased
costs which may be incurred in employment of tle targeted employed, may
significantly reduce any incentive which the TET Credit Program Is designed to
create.

34-840--79-7
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WORK INCENTIVE PROGRAM (WIN)

Perhaps a few comments with respect to the WIN Program are in order, at
least as we see them in the Pittsburgh strict. Mr. William Perer, local manager
of the Pennsylvania Department of Labor and Industry, Bureau of Employment
Security, recently prepared an article on the WIN Program, which appeared in
the June, 1978 issue of the SMC monthly magazine, "The Smaller Manufacturer".
A copy of that article is attached hereto. Mr. Perer has advised me that, in the
Pittsburgh area, smaller businesses are reasonably active in the program. Horix
Manufacturing Company has not participated in the program.

HIRING THROUGH WIN CAN SAVE YOU MONEY

(By William Perer, Manager, Pittsburgh WIN)

WIN, short for the Work Incentive Program, was designed to give business
a tax and training incentive to hire welfare people, and welfare people an
incentive to leave welfare for payrolls. WIN is authorized by the 1967 and 1971
amendments to the Social Security Act. The tax part of the program which
became effective January 1, 1972 was designed to reduce the number of employ-
able wdfare recipients by encouraging the nation's employers to place them in
productive, income yielding, tax paying jobs. Five out of every six persons are
still employed by private industry.

The WIN Tax Credit program basically provides that an employer who
hires a WIN enrollee may take a Federal income tax credit equal to 20%
of each WIN enrollee/employee's wages paid during the first 12 months of
employment. The total maximum WIN Tax Credit limit in any one year is now
$50,000 plus 50% of the federal income tax remaining after all other types of
tax credits and the WIN Tax Credit are taken.

Before the credit may be taken, the WIN Enrollee must be employed by
the employer for a minimum of 180 days, whether consecutive or not. However,
the tax credit applies back to the first day that wages were paid to the employee.
'!.he tax is against the Federal Income Tax liability. A temporary lay-off is not
considered a termination. Thus, an employee can work a few months, be laid
off during a slack period, then be reinstated without endangering the tax credit.

In addition to the tax credit there is reimbursement for the costs of train-
ing the hired WIN individual equal to 50% of the starting wage during the
training period. The skill level of the job determines the length of training.
Some brief examples by the IRS specialist:

If a small corporation nets $15,000 annually without WIN employees and
then contracts with the state agency to hire a WIN application at a salary
of $6,000, the corporation still nets $15,000.

At current corporate tax rates, the corporation would be liable for $3,300
in taxes, i.e. 22 percent of $15,000. With the WIN employee on the payroll
this tax liability will be reduced to $2,100 as a result of the tax credit earned
on his wages, 20 percent of $6,000.

A second example given by the IRS specialist:
In a sole ownership, a partnership or a small business corporation treated

as a sole ownership for federal tax purposes, the federal tax rate will vary from
14 percent of one dolar in taxable income to 70 percent of $100,000 or more.

The taxable income is $15,000 and the tax liability is $3,520 before the WIN
employee is hired. As soon as he begins work at $6,000 a year, the WIN employee
proves his value with direct savings to the company as it received a direct
credit of $1,200, reducing the tax bill to $2,320.

A third example:
If a corporation with a net profit of $80,000 and a tax liability of $31,000 hires

2.3 WIN employees at an average salary of $6,000 a year, the corporation will
continue to net $80,000. In addition, it will pick up a $30,000 tax credit based
on 20 percent of the $150,000 payroll.

Although these samples are somewhat technical, they should demonstrate the
real savings available in the Work Incentive Program, particularly so if tax
credits and on the job training sutldlies are combined. Employers can be eligible
for the subsidy by providing ur, to 44 weeks and as few as eight weeks of such
training. The 20% tax offset c Jn be combined 41th the 50% wage training offset.
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Nationally more than 203,000 welfare recipients found unsubsidized jobs
through WIN in the first nine months of FY 1977, producing estimated savings
in public welfare costs of $455 million. About half earned enough to enable them
and their families to leave welfare. The others received some welfare assistance
but at a reduced level.

Average hourly starting pay for men entering employment from the WIN
Program was $3.70, for women, it was $2.73. Nearly two-thirds of the jobs ob-
tained by women were in clerical, sales and service occupations. len's jobs were
concentrated in machine trades, structural work and transportation. About 61%
of the job holders were women. Many in WIN are promoted from their original
jobs.

Nearly 3,000 WIN applicants found jobs in Allegheny, Beaver, and Lawrence
counties with 1,243 placed on jobs directly by WIN staff. This was an estimated
saving of $300,000 in Allegheny County alone and of course a major result was
the breaking of the welfare cycle. Individuals received jobs they never thought
possible. WIN wrote 110 contracts involving $234,984 with private employers in
FY 1977. New applicants available last year were 3,247.

We want to send employers motivated workers who are familiar with the work
environment.

WIN has a program to show applicants how to conduct an organized Job search
with the WIN Program paying expenses for looking for work as well as child
care for females. All this in connection with a week long Coping Skills Seminar
which discusses how to handle troublesome job situations in terms of the work
ethic, by means of video tapes, playbacks and discussion. The Idea is not only
to get a job but to keep it. The seminar stresses the work environment situation.

A Wall Street Journal article of November 8, 1977 on WIN states:
For a closer look at one of WIN's successes, see what United Technologies

Corp.'s Pratt & Whitney Aircraft group Is doing at its huge 20,000 employee jet-
engine plant in East Hartford Conn. The Plant hires 5% to 10% of its new
employees through WIN: In return, the company gets some $200,000 a year in
tax credits. Pratt & Whitney executives say the local WIN office does a better
job of selecting workers.

The welfare graduates start work at $4.50 to $4.73 an hour and 70% of them
stay on the job, a rate equaling or exceeding that for other employees. Their
motivation is strong. "Most of them like to forget there was time they needed to
be on welfare," William Gilson, Personnel Manager says.

There are some general standard provisions for OJT contracts.
1. Contractor Eligibility-Any private or public company, not in violation of

local, state or federal laws, is eligible to participate.
2. Ineligible Occupations-Primarily commission, sewing machine operators

(garment and apparel industry-SIC 2300), bartenders, seasonal, and profes-
sional occupations requiring licenses.

3. Concurrence of Bargaining Agency-The appropriate bargaining agency
must concur.

4. Authorized Training Postitons-Normally, authorized training positions may
not exceed 25% of the employer's full-time work force where the training is taking
place. For those employers with less than full-time employees, one authorized
training position will be allowed.

5. The employer must have a vacancy. He or she cannot let another worker go
to make room for a welfare worker or be involved in a strike or lockout.

There are other provisions of faster writeoffs for buying, building, reconstruct.
Ing or rehabilitating facilities specifically to be used for on-the-job training for
your workers or prospective workers. There is also the Tax Reductions and
Simplification Act of 1977 where there Is an additional tax credit for expansion
purposes.

Select the worker you want from the WIN participants referred to you by the
WIN Program staff of the Pennsylvania State Employment Service. There is a
minimum of red tape ir the WIN Program and you will have the total coopera-
tion and assistance of a WIN staff member who will be assigned to your company.

For information regarding participation In the Program, contact Mr. William
Perer the Commonwealth of PA Department of Labor and Industry, Bureau of
Employment Security, Pittsburgh, PA 15222.

[Thereupon, at 11:30 a.m. the hearing in the above-entitled matter
was adjourned.]



JOBS TAX CREDIT

WEDNESDAY, JULY 26, 1978

U.S. SENATE, SELECT ComurrrEE oN SmALL BusiwESS AND
TILE STBCoiMMITEE ON ADMINISTRATION OF THr INTERNAL
REVENUEr SERVICE OF THE COmrIurFz ON FINANCE,

Washington, D.C.
The subcommittee met, pursuant to notice, at 9:35 a.m., in room 2221,

Dirksen Senate Office Building, Hon. Floyd Haskell (chairman of the
subcommittee) presiding.

Present: Senators Haskell, Hansen, and Culver.
Senator HAsi.L.rL. The joint hearing of the Select Committee on

Small Business and the Subcommittee on Administration of the Inter-
nal Revenue Code of the Finance Committee will commence. Our first
witness is Hon. Emil M. Sunley, Deputy Assistant Secretary for Tax
Policy of the Department of the Treasury.

STATEMENT OF EMIL Kt. SUNLEY, DEPUTY ASSISTANT SECRETARY
OF THE TREASURY FOR TAX POLICY

Mr. SuxiY. Thank you, Mr. Chairman.
I am pleased to appear today to review with you the existing jobs

tax credit and to discuss with you the President's proposal for a tar-
geted employment tax credit.

The recent news about employment in the united States has been
mostly good news. In the period of 1 year front June, 1977 to June,
1978. 2.8 million people have joined the labor force and employment
has increased by 3.9 million people. The overall unemployment rate
has been reduced from 7.1 percent to 5.7 percent and labor force par-
ticipation and employment are at an all-time high.

All demographic groups have shared in the employment growth,
including disadvantaged youth. For example, employment of blacks
aged 18 to 24 increased by 110,000 during thi period. However, the
rate of unemployment for black youths remains high. This rate
changed only slightly from 29.5 percent in June 1977 to 28.2 percent
in June 1978.

Unemployment has become increasingly concentrated on those who
are disadvantaged by age, race, family income status and other
handicaps.

Because the problem of unemployment is increasingly a structural
problem, the administration has proposed that the present jobs credit
be allowed to expire as scheduled after this year and that it be re-

(89)
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placed by a targeted employment credit that will improve job oppor-
tunities for disadvantaged young people and the handicapped.

The proposed employment credit would give a direct incentive for
taxpaying businesses to make more jobs available and to make better
jobs available for young people from low-income families. It will also
provide employers an incentive to retain eligible workers during the
critical first 2 years of employment in which their work habits and
skills are developed.

The President's proposal also continues the tax incentive for em-
ployment of handicapped workers who are referred from vocational
rehabilitation programs.

Senator HASKELL. Do you think by any chance, Mr. Sunley, in view
of the fact that there are lots of witnesses, that you would be able to
summarize your statement and then be available for questions.

As I read some of the administration's testimony, some of this has
already been put in the public domain already.

Mr. SUNTLEY. Mr. Chairman, if you would like, I would be pleased
to put my whole statement in the record and take questions at this
point.

Senator HASKELL. Well, yes. I think the administration has its tar-
geting on an age basis, and that has merit. Senator Long and Senator
Moynihan have a targeted credit on a public assistance basis. Senators
Ribicoff and Bellmon have another one.

I would like maybe for you to discuss your views of the relative
merits of those and then also if you could address yourself (to the
idea of) continuing the present jobs tax credit, on which we have had
testimony from representatives of big business and small business,
who see no reason why we should not continue the present jobs tax
credit. The present credit really has not had enough publicity. Simul-
taneously there could be a targeted credit.

Those are a couple of the areas I would appreciate your addressing
your remarks to.

Mr. SuNLEY. Well, Mr. Haskell, let me try to address those three
points, if I may.

With respect to including other groups of disadvantaged workers,
possibly those on welfare, possibly those who are disabled or those
who are veterans are some of the more common proposals that I have
heard, the administration has recommended that the present work in-
centive credit and welfare credit which is aimed at workers on welfare,
be continued. There is clearly a possibility of folding that credit into
the new jobs credit-the targeted jobs credit-being proposed by the
administration. Jones-Ullmann bill before the Ways and Means Com-
mittee would include the welfare recipients who qualify under the
current WIN credit as part of the credit. I think the administration
can go along with that change.

But there are some problems if you expand the coverage too broadly,
and I would think we would want to consider limiting the program to
the disadvantage youth-that is to say, youth aged 18 to 24 who come
from families with incomes of less than 70 percent of the lower family
living standard and to those who are eligible for the current WIN
credit.
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With respect to your second question, Mr. Haskell, it would seem
to us that there would be a great deal of complexity if there were two
credits-one, the targeting credit, and then an additional credit for
those who have increased employment over some base year.

Senator HASKELL. Would it really be all that complex ? All you are
doing really is keeping the present jobs credit intact and expanding
the WIN credit.

Mr. SUNLEY. Well, the current WIN credit, as you know, is used only
in a most limited fashion, probably less than 30,000 workers-

Senator HASKELL. Yo': are expanding it?
Mr. SUNLEY. Greatly expanding it, I would have to say.
I think you will have received testimony from other groups-and

the last half of my testimony goes through some of the difficulties with
the existing jobs credit. This credit, I think, has a number of flaws that
really would suggest that we might be better off scrapping it and
starting over.

One of the problems is that it has five different limitations on the
use of the credit, making it virtually impossible for most firms to
know, at the beginning of the tax year, whether they will qualify for
the credit. At the time they have to make an employment decision it
is likely that they will not know whether this additional worker will
qualify him for the credit.

Your third comment, Senator Haskell, related to the IRS and pub-
licity surrounding the existing credit. I would like to report on the
administration's efforts to publicize the new jobs credit over the past
year.

The IRS undertook a number of steps to publicize the credit to em-
ployers and to the general public. All employers were sent an informa-
tion insert with the quarterly employers' return forms announcing the
credit, and these were mailed during the second quarters of 1977 and
1978.

The credit was also highlighted in a number of standard publica-
tions, such as, "Your Federal Income Tax," and the "Tax Guide for
Small Business."

Moreover, the IRS undertook to provide training in the jobs tax
credit to its taxpayer service personnel who respond to inquiries from
and furnish information to the public. The Service also worked closely
with the Small Business Administration in publicizing the jobs tax
credit at ten regional meetings of the SBA Advisory Council and pro-
vided representatives at each of these meetings.

Within the Labor Department the Employment and Training Ad-
ministration undertook an information program of its own.

Senator HASKEL., Now we had testimony at the last hearing from
the Assistant Secretary of Labor who said the Labor Department had
not done anything. You now tell me that it has?

Mr. SUNLEY. I believe Mr. Packer was referring mainly to the WIN
credit, that very little-

Senator HASKELL. No, no. I beg your pardon. We were referring to
the jobs tax credit. I remember that loud and clear. They said they
had done nothing.

Mr. SUNLy. Well, this little green pamphlet is entitled "The Jobs
Tax Credit for Employers Hiring More Workers," and it was pub-
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listed by the U.S. Department of Labor Employment and Training
Administration.

Senator HASKELL. Perhaps the spokesmen ought to get together.
Mr. SUNLEY. There may be some distance between the employment

and training administration and the Office of the Secretary. That
sometimes happens in large departments.

Senator HASKELL. Anyway, leave that for the file.
Mr. SUNLEY. This little green pamphlet does describe the jobs credit

in nontechnical language and has been distributed through local offices
of the Employment Service, through the CETA prime sponsors, the
regional ETA offices and the regional offices of the Small Business
Administration.

So I think the administration has made an effort by direct mailings
to every employer in the United States and through various channels,
working through the Small Business Administration and the employ-
inent and training administration of the Department of Labor.

It is true that when a survey was conducted of employers in Feb-
ruary of 1978 to determine whether they were aware of the credit, most
employers indicated that they were not aware of the credit. This is par-
ticularly true of small employers. And even those employers who were
aware of the credit, most of them thought they probably did not qual-
ify for the credit; and even of those who qualified for the credit and
who thought they qualified for the credit, only about 25 percent indi-
cated that they made any effort to increase employment as a result of
this tax incentive.

Senator HASKELL. We would like the record to show that on July 18
of this year, numerous Senators, including the chairman of the full
committee, wrote to Commerce, Treasury, Labor, and SBI urging that
these Departments get the word out on the credit in a coordinated
fashion as opposed to perfunctory notification.

As far as we know here, nothing ever happened as a result of the
letter. I am just making this observation. As far as we can determine

here, nothing ever resulted.
At this point, I would like to enter into the record the Congressional

Record of July 28, 1977.
[The material referred to follows:]

COMM rrE ON FINANCE,
Washington, D.C., July 18,1977.

Letter sent to :
SECRETARY OF COMMERCE,
SECRETARY OF THE TREASURY,
SECRETARY OF LABOR,
ADmNISTRATOR OF THE SMALL BusiNFss ADMINISTRAnON:

The new jobs credit recently passed by Congress and signed into law by Presi-
-dent Carter Is of great interest to us and many of our Colleagues in Congress.
As you may know, this provision of the Tax Reduction and Simplification Act of
1977 is an attempt to bring about more jobs in the private sector of the economy
by granting tax credits to businesses that hire more workers. The effectiveness
of this novel approach to job creation clearly depends on the widespread knowl-
edge and understanding of the program by businesses. Because the tax laws and
regulations through which the job incentive is provided may initially appear
complicated and so reduce the response of many employers, an extraordinary
effort to explain and clarify the effect of the law on businesses' tax and hiring
decisions is essential. While the promulgation and clarification of regulations is
-the responsibility of the Treasury Department, the unique nature of the new
Jobs credit program is related to the objectives of the Commerce Department.
We, therefore, urge the Department of Commerce to initiate efforts, in cooperation
:and consultation with the Treasury Department, as well as the Department of
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Labor and the Small Business Administration, to promote awareness of and par-
ticipation in this new jobs program by businesses throughout the United States.
We believe that such efforts would greatly enhance the success of this program in
increasing employment and business activity.

We anticipate continued strong interest in this general approach to generating
increased job opportunities in the economy in the context of upcoming Congres-
sional deliberation on welfare reform and on tax reform. Our ability to gain
insights from the new employment tax credit program could be a major factor in
shaping future legislative initiatives of this type. The timely availability of the
data necessary to support a critical evaluation of the employment tax credit
program is critically important in this regard. Information normally available
through gross National product accounts, business tax returns, and other sources
will not be sufficient for these purposes. We have requested that studies to pro-
vide the appropriate evaluative Information be initiated at the earliest possible
date by the Commerce Department, either separately or in cooperation with the
Departments of Labor and Treasury and the Small Business Administration.
Your support and cooperation in this endeavor is urged.

The promotion of business activity and private sector jobs through jobs credits.
or similar mechanisms may be an important element of our National economic
policies. We believe initiatives of the type requested herein may be of major
significance in directing the course of economic policies undertaken in the United
States in the coming years. Your efforts and cooperation with other government
agencies in this endeavor will be of great assistance in guiding future Congres-
sional decisions.

Sincerely yours,
RUSSELL B. LONG,
LLoYD BENSTwx,
GAYLORD NELSON,
HUBERT H. HUMPHREY,
CARL T. CURTIS,
PAUL LAXALT,

U.S. Senators.

Senator HASK£LL. Let's take your targeted approach. One of the
things that concerns me is the "70-percent of a certain income factor."
Is there not some simpler way of going about it?

Obviously you do not want to give the credit for the hiring of people
with college degrees who could get a job anyway, but is there not some
other more simple test?

Mr. SumiY. Well, first of all, Senator Haskell, the 70-percent of
the lower family living standard criteria is the current standard in the
CETA legislation, so that we are really building on the existing re-
quirement in the labor legislation.

A number of other alternatives have been suggested, some of which
may bm, a little simpler; most of which might cause mischief.

Ora possibility, Senator Haskell, would be to make the requirement
conditioned on a period of unemployment, because you think it is the
he.rdcore, the disadvantaged, would not have been unemployed for a
substantial period of time.

We resisted that requirement because I think it would lead to situa-
tions whesre an employer would say, come back next week or 4 weeks
or 6 weeks from now when you have been unemployed for a sufficient
period of time to qualify for the credit.

Also, if the employer has existing workers who are otherwise eligible
for the credit, the employer may want to lay off those workers and hire
workers who have been unemployed for a sufficiently long Wr;*_d of*
time.

Senator HASKELL. What is going through my mi.1 is that it is
important not only that employers know, but it is also important that
potential employees know that they might be hired over somebody else..

Now, how is some young person 18 to 24 going to know whether he-
falls into the 70-percent of the lower family living standard I
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One trouble with the law is that we do not get the message out to the
people. We have to get the message out to the structurally unemployed
as well as to the employers. This is one of the issues that bothers me.

Mr. SuNLw. We believe that one of the advantages of our proposal
is that it does tie into current labor legislation, the Comprehensive Em-
ployment and Training Act, and that the prime sponsors under the
CETA legislation are often the local employment services. So that
when a disadvantaged youth would come into the local employment
service to get job referrals, it would be possible at that point to get
information about whether he or she might be a qualified individual
for this jobs tax credit.

In contrast to this, the Jones bill, which has been introduced on the
House side, makes the qualification not depend on certification by the
CETA rules but rather that the individual must come from a household
eligible for food stamps.

This, it seems to me, would have one disadvantage in that it removes
the certification of the eligible individual away from the traditional
sources of getting help, of finding jobs, in the labor market.

I think it is also important to recognize that the firm has no require-
ment to determine the eligibility of the worker. The worker presents a
slip of paper from the Employment Service, there is no additional re-
quirement on the firm itself, or on the Internal Revenue Service.

Senator HASKFLL. That, I think, is very good.
Thank you, Mr. Sunley, very much indeed. I appreciate your com-

ments. I do not agree with all of them, but I think that this effort the
administration is making is very worth while, and it may be that you
have figured out the most effective way to get people to take advantage
of it.

I do not have any further questions. I might have some questions
after I have read your testimony in detail, which I would like to sub-
mit in writing. If you would respond, I would appreciate it very much.

Mr-. St'rNLEY. Senator Haskell, I appreciate the opportunity to ap-
pear before you today. I would be most pleased to respond to any
written questions. I should say also that in developing our proposal
and as the proposal will be modified as it moves through Congress, we
have benefited greatly from consultation with the congressional staff
on both the House side and the Senate side, and I think that working
together we can get a new credit that is a great improvement over the
existing credit, and I think that would be a major accomplishment this
year, to move in that direction.

Senator IHASKELL. I hope we can get new credits, but I would hope
we can retain the existing credits. But that may be where we disagree.

I think von are right. Working together, we should get a good
targete( credit.

Thank you very much, sir. I appreciate it.
Mr. SrUXLEY. Thank you very much, sir.
[The prepared statement of Mr. Sunley follows:]

STATEMENT OF EMIL M. SUNLEY, DEPUTY ASSISTANT SECRETARY Or THE
TREASURY FOR TAx POLIcY

Mr. Chairman and Members of the Committees:
I am pleased to appear today to review with you the existing Jobs Tax Credit

and to discuss with you the President's proposals for a Targeted Employment
Tax Credit.
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The recent news about employment in the United States has been mostly good
news. In the period of one year, from June 1977 to June 1978, 2.8 million people
have joined the labor force and employment has increased by 3.9 million. The
overall unemployment rate has been reduced from 7.1 to 5.7 percent and labor
force participation and employment are at an all time high. All demographic
groups have shared in the employment growth, including disadvantaged youth.
For example, employment of blacks aged 18 to 24 increased by 110,000 during
this period. However, the rate of unemployment for black youths remains high.
This rate changed only slightly from 29.5 percent in June 1977 to 28.2 percent in
June 1978. Unemployment has become increasingly concentrated on those who
are disadvantaged by age, race, family income status, and other handicaps.

THE TARGETED EMPLOYMENT CREDIT PROPOSAL

Because the problem of unemployment is increasingly a structural problem,
lire as scheduled after this year and that it be replaced by a Targeted Employ-
the Administration has proposed that the present Jobs Credit be allowed to ex-
nient Credit that will improve Job opportunities for disadvantaged young people
and the handicapped. The proposed employment credit would give a direct in-
centive for taxpaying businesses to make more jobs available and to make better
jobs available for young people from low-income families. It will also provide
employers an incentive to retain eligible workers during the critical first two
years of employment in which their work habits and skills are developed.

The President's proposal also continues the tax incentive for employment of
handicapped workers who are referred from vocational rehabilitation programs.
Unlike the present Jobs Credit, the incentive to employ the handicapped would
not depend on the employer's forecast of annual overall employment growth.

The Administration program would grant a tax credit equal to one-third of
the wages of eligible individuals up to a maximum of $2,000 per year during the
first year that any eligible individual is employed. In the second year, the credit
is one-fourth of wages up to $1,500 per year per employee. I believe that these
aniounts are large enough to be an effective incentive for employers to fill some
jolh ol)enings with disadvantaged young persons, provided that the employer has
a high degree of certainty that the credit will be forthcoming. It is also Im-
portant that each eligible employee be covered for a long enough period of time
to develop experience and skills required to compete successfully in the labor
market without further aid.

The proposed targeted employment retains the feature of the existing credit
that employers are required to reduce their deductions for wages by the amount
of the credit allowed. This provision is very important for the efficiency and
fairness of employment tax credits. Without such a provision, there could be
extreme cases in which an employer would make money from the tax credit
simply by hiring new workers and telling them to stay at home. More generally,
the wage deduction offset means that the amount of Incentive among employers
will not vary with their marginal tax rates. The incentive is the same for small
corporations as for large corporations, and it is the same for all unincorporated
businesses regardless of the tax rate faced by their owners. That is, for the first
year the credit reduces the cost of an eligible employee by 33 percent of the first
$e).000 of wages. Without a wage deduction offset, a new line of tax shelters
based upon the jobs credit could appear.

The President's proposal includes a number of other provisions aimed at
assuring that the credit is used to provide real opportunities for eligible workers
and to minimize potential conflicts with those who currently hold jobs. The
proposal also seeks to harmonize the treatment of tax credit carryovers, making
all business tax credits subject to the same rules.

The effectiveness of the targeted employment credit In providing job oppor-
tunitie" for the handicapped and for disadvantaged young people depends cruci-
ally on its attractiveness to employers. If employers are to make more job oppor-
tunities available, they must believe with a high degree of certainty that each
eligible worker hired will increase their tax credits, and they should face a
minimum of red tape. Under the President's proposal, the employer has no
responsibility to determine a prospective worker's eligibility, and the employer
faces no issue with the IRS over eligibility rules. In addition, the employer
need not forecast employment growth for the year or establish a payroll base
for the previous year, as under the existing jobs credit. This "incremental"
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nature of the existing credit is the source of great uncertainty for the employer,
additional recordkeeping requirements, and new regulations. The President's
proposal also contains no recapture rules, which have been the source of uncer-
tainty and complexity under the WIN and welfare tax credits. The only new
accounting requirements imposed upon employers by the proposed targeted credit
are that they must segregate the FUTA account for eligible workers and keep
track of the initial employment date for each.

Eligibility of employees would be determined, at the initiation of the employee,.
by the local agencies that determine eligibility for other Federal employment
programs, such as Public Sector Employment and On-the-job Training. The appli-
cant must be either (1) at least 18 years of age and no more than 24 years of
age and a member of a family that has an income of less than 70 percent of the
regional lower living standard or (2) a handicapped individual referred to the-
employer under a vocational rehabilitation referral plan. Thus, the applicant
must establish the date of birth and. evidence that family income is below the
local standard.

Unemployment is not a requirement for eligibility. There are two reasons for-
this. First, a duration-of-unemployment test would encourage the layoff of dis-
advantaged young people who are currently employed, and reduce the immediate
prospects for those who have not been unemployed long enough. Second, a major
objective of this proposal is to aid eligible workers in obtaining better quality
Jobs that have more opportunity for training, advancement, and job satisfaction.
Eligible young people who are presently employed in less satisfactory jobs could
seek certification to improve their prospects for meaningful employment.

The prosposed certification process is deliberately tied-in with the employment
and training system so that the process of certification may be linked to the
efforts of the local Employment Service to provide job information and referrals.
Job seekers should be able to avoid, as much as possible, the stigma of "welfare".
Our experience with the WIN and welfare credits, which have had very low rates
of election, suggest that a targeted jobs program should be identified with the
employment system, rather than the welfare system.

An Assistant Secretary of Labor Arnold Packer testified here last week, we
expect this program to result in approximately 160,000 more jobs for people in
the targeted group than would exist without it. In addition, many eligible
employees-would find beter, longer lasting employment. The eventual revenue
cost of the program is estimated to be $1.5 billion.

There will no doubt be suggestions that the cost of such a program may be
reduced, without great sacrifice in numbers and effectiveness, by adding more
requirements for certification or by limiting the tax credit to growing firms.
Such suggestions should be explored very carefully for their potential to produce
adverse -ncentives, as in the case of the duration of unemployment test that I
discussed earlier. We do not want to give employers an incentive to lay off young
people in order to make them certifiable. To take another example, we would
not wish to discourage disadvantaged young people from seeking educational
opportunities or encourage them to hide their educational qualificatiorq, as
would likely occur if there were an education limit. Limiting the credit to
growing firms would add administrative complexities, increase uncertainty for
employersm,-and cause the greatest reduction in effectiveness for those localities
where the youth unemployment problem is likely to be greatest.

If the potential for laying off noneligible employees to hire eligibles Is a prin-
cipal concern, this can be approached in a relatively simple way by limiting the
total amount of credit to the approximate average amount of turnover. Following
this principle, the Administration proposal would allow no more than 20 percent
of the wage base to qualify for the credit.

PROBLEMS OF THE EMlSTIN!O JOS CREDIT

1In contrast to the targeted tax Incentives that I have just described, the present
general Jobs Credit Is available even for employment of those group whoAe
unemployment rates are lowest. Also, the credit favors those regions and indus-
tries where employment Is already growing most rapidly. The existing credit alsn
rewards sporadic growth more than steady growth. If extended indefinitely, it
would tend automatically to reduce taxes more in periods of economic expansion
and to increase them during recession. It would, thus, counteract somewhat the
tendency of the economy to stabilize itself.
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I have already noted the importance of certainty for employers for effectiveness
of tax incentives. The present credit violates this principle massively. There are
5 separate quantitative tests that an employer must meet if added hiring is to
result in increased amounts of credit. There is a test of FUTA wage base growth,
of growth of the total wage bill, and of the tentative credit relative to current-
year FUTA wages. There is also a limit of $100,000 per taxpayer and a limit to the
employer's income tax liability. For any employer, It is likely that the best esti-
mate of his business outlook for the coming year will be sufficiently close to one
or more of these limits to raise doubts about eligibility. Most firms will not have
a clear idea of their qualification until the tax year is nearly over.

Each of the quantitative tests that are In the present credit has a defensible
purpose. Indeed, considerations of revenue cost and data availability virtually
require such provisions for any incremental credit that is to apply generally to
,employment. But taken together, the complexities of the present jobs credit and
the consequent uncertainties and compliance burdens have resulted In what
appears to be a very Ineffective jobs stimulus program.

Last week, Arnold Packer presented to this Committee survey evidence that
most employers were not aware of the Jobs credit even after its first full year had
passed. Most who were aware of the credit and thought they qualified reported
that they had made no conscious effort to change their employment policy
because of the credit.

The most recent evidence from tax returns, which is still sketchy and prelim-
inary, indicate that the credit is being claimed at substantially lower rates than
would be expected from the general rate of growth in employment over the period.
By the end of June, after approximately 90 percent of individual returns had been
filed, a total of $494 million of Jobs credit had been claimed on approximately
283,000 returns, or about $1,750 per claimant which is less than the maximum
amount for one full-time, full-year employee. The total number of individual tax-
payers claiming the credit is about 8 percent of all business taxpayers that have
-employees. By the end of last week, $600 million of credit had been claimed on
about 85,000 corporate tax returns, an average of $7,060 per claimant. The corpo-
rate totals are much less complete since most large corporate taxpayers have not
yet filed for tax year 1977. Unfortunately, there is no tax return information as
yet on the distribution of jobs credit claims by size, industry, or region.

I do wish to report to you on the Administration's efforts to publicize the new
Jobs Tax Credit over the past year. The Internal Revenue Service undertook a
number of steps to publicize the credit to employers and to the general public. All
employers were sent an informational insert with the quarterly employer's return
forms announcing the credit. These were mailed during the second quarters of
1977 and 1978. The credit was also highlighted in a number of standard publica-
tions, such as Publication 17, "Your Federal Income Tax", and Publication 334,
"Tax Guide for Small Business". Moreover, the Service undertook to provide train-
ing in the jobs tax credit to its taxpayer service personnel, who respond to
inquiries from and furnish information to the public. The Service also worked
closely with the Small Business Administration (SBA) in publicizing the jobs tax
-credit at 10 regional meetings of the SBA Advisory Councils, and provided repre-
sentatives at each of these meetings.

The Employment and Training Administration of the Department of Labor
undertook an information program of its own. Beginning In October 1977, about
550,000 "little green pamphlets" describing the Jobs Credit in nontechnical lan-
guage have been distributed through local offices of the Employment Service,
CETA prime-sponsors, regional ETA offices, and regional offices of the SBA. Other
educational efforts include descriptions of the credit in regular publications of the
ETA and of the U.S. Chamber of ommerce.

SUMMARY

To summarize, the Administration believes that the existing jobs credit is
overly complex and uncertain in Its effect and that It no longer addresses the
most critical unemployment problem. A targeted employment tax credit that we
have proposed would concentrate the tax Incentive on disadvantaged young per-
sons and handicapped individuals where problems of structural unemployment
persist. This proposal would Involve much less complexity and uncertainty for
taxpayers, which would be a boon especially to small businesses. It would aid
the entrance of young people from poor families into the regular private work
force and would help them to find better, more lasting jobs.
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Senator HASKELL. Our next witness is Malcolm Lovell, representing
the Business Roundtable.

Mr. LovELL. Thank you very much, Senator, and, if I may, I wouldI
submit my formal remarks for the record.

Senator HASKELL. They will be reproduced in full.
Mr. LOvELL. I will try to summarize very briefly what they say.

STATEMENT OF MALCOLM LOVELL, ON BEHALF OF BUSINESS
ROUNDTABLE

Mr. LOVELL. As you know, the Business Roundtable tries to take
public. policy positions from time to time. It does not try to cover
every issue, but we have been active in the employment and training,
manpower and welfare area over the years and have been very co.-
cerned about it, and we are very pleased to appear today to sup-
port the administration's efforts on targeted tax approach to youth
unemployment.

Today with an unemployment rate of 5.7 percent, we really are
coming virtually very close to full employment for the normal labor
force. We do have very, very serious structural unemployment prob-
lems, and certainly the youth area and the minority youth area is
particularly important.

So everything we can do to alleviate and to deal sensitively with that
problem is tremendously helpful.

As you know, the private sector in the last 18 months has increased
the number of jobs by over 6 million. We have really had a tremendous
performance in our economy, and if it were not for the tremendous
growth of the labor force, the labor force has increased, as you know,
more rapidly than the population.

The entrance of women into the labor force which is, over the long
term a very valuable and useful thing to our society, has caused tem-
porary problems. This new group has been absorbed reasonably well.

Ani, of course, the youth problem itself-which is not specific to
this country. All over the free world there are problems with youth,
as we continue to raise minimum wages and make it difficult for em-
ployers to hire youth, and now we have them in greater numbers than
ever before, and it is a very serious problem.

So anything that we can do to give special consideration, partic-
ularly to the poor youth, we are very supportive of.

We have supported reauthorization of CETA and we feel there that
most of the funds-and we would like to see title VI of CETA really
l)e used for the structurally, unemployed. We do not think that this
is the time to be putting large sums of public money into cyclical un-
employment. I am afraid I would have to disagoTee with you in terms
of the'existing tax credit, which is really not aimed at the structurally
unemployed.

Senator HASKELr,. That is true.
M r. LONTLL. I am not unsympathetic with the needs of small busi-

ness, and I think you would find us being very supportive of things
that were not employment oriented that would deal with a number
of problems that small business has. It ill behooves the Business
Roundtable coming out in opposition to legislation that is supportive
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of small business, because obviously without a strong small business
community, our society cannot survive.

What we are saying is that in the nature of dealing with the un-
employment problem, the kind of tax credit that we currently have is
really not sensitive to the needs of today. So we are not supportive of
a continuation of that.

In the welfare area-and in my former life, when I was Assistant
Secretary of Labor, I dealt with this committee and one of my re-
sponsibilities was running the WIN prograni-I think this committee
really, has been very imaginative in that area, that the tax credit was
passed, with really no support from anybody at the time, but it really
has great promise.

Even though the Labor Department does draw up booklets and
pamphlets, there is a lot of difference between the development of a
booklet and a pamphlet and really selling a program.

Senator HASKELL. Surely.
Mr. LOVELL. I think Mr. Packer probably was speaking, if not coma-

pletely accurately, I think the intent of his message was accurate.
The establishment that runs the welfare and employment service,

and I have been associated with it for a long time, is very reticent to
withhold anything from any recipient, and the WIN program, which
does require a job test, where if they do not take a job that is offered,
they are deprived of certain benefits, is very hard to carry out..

In terms of the tax credit, it is something that the welfare establish-
ment never really knew much about, did not care much about, did not
think it was very important.

My guess is that an expanded effort, as is suggested by some of these
bills before you today in terms of welfare, probably would be useful to
dramatize the value to the welfare recipient of the tax credits that we
now have in the WIN and the welfare area.

I might suggest, as sort of an aside-and this does not represent any
position at the Roundtable, just an off-the-cuff thought-that in terms
of the level of benefit., of tax benefit in the welfare area, and perhaps
in some of these other areas, rather than Congress setting it every 2
or 3 years, when we really do not know how it is being utilized and
what'kind of effect it will have, it might be interesting to take a look
at the possibility of authorizing the Secretary of Labor and the Secre-
tary of the Treasury to set, within a range, the tax credit levels that
will be available for these various targeted -programs.

We get into a habit in this country that once we pass something we
never repeal it, and even though the need, the specific need for which
it was passed has gone, we continue it. So some flexibility in that area
might be useful.

I will be glad to answer any questions you may have, sir.
Senator HASKELLT. Well, there is always the problem, as we are all

aware, of the possibility of churning. The administration's program
is 18 to 24; do you think endemic in the proposal, there is any incen-
tive for churning?

Mr. LOVELL. Any what, sir?
Senator HASKELL. Any incentive for churning? By churning, I

mean getting rid of employees who are 25, 26, 27, 28 in order to hire
18 to 24 year oldsI
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Mr. LOVELL. I really do not. The cost of turnover for an employer is
very high. The value of an experienced worker is so great that Ican-
not conceive of any tax credit that would motivate an employer to get
rid of an older individual who had developed good work habits for
an individual who, by his youth and inexperience would normally be
less apt to be hired.

Senator HASKELL. This seemed to be the attitude of people whom I
questioned at the last hearing.

Let me ask you this. On a targeted credit, whether it be the ad-
ministration's or Senator Long's or Senator Ribicoff's or a combina-
tion of the three, do you think that big business would seek to take
advantage of it?

Mr. LO LL. Take advantage of the tax credits?
Senator HASKELL. Yes, hire these people.
Mr. LOVELL. Generally speaking, the interest of big business is to

hire skilled workers, people that are productive, so that it generally
does not-require a tax credit, something like this, is normally not a
strong motivation for your big companies.

I think today you will find that most large corporations are con-
cerned enough with public -policy issues on a voluntary basis-what
they are trying to do is provide more jobs for youth and trying to be
sensitive to some of these social issues of the day. As you know, in
terms of minorities, of course, both on a voluntary basis and in terms
of affirmative action programs, they have been very active.. But I think the importance, really, of these tax incentive programs
are to the smaller employers. I do not want to discount the possibility
of larger employers taking advantage of it, but I think the major
motivation would be in terms of smaller employers.

Senator HASKELL. Thank you, Mr. Lovell. I appreciate your being
here and you have contributed very greatly. Thank you very much.

Mr. LOvELL. Thank you very much. Senator.
[The prepared statement of Mr. Lovell follows:]

STATEMENT BY MALCOLM R. LOVELL, JiR., PRESIDENT, RUBBER MANUFACTURERS
ASSOCIATION, APPEARING FOR THE BUSINESS ROUNDTABLE

Mr. Chairman and members, I am pleased to appear before you today on behalf
of the Business Roundtable to discuss Employment Tax Credits.

As a former Assistant Secretary of Labor for Manpower it has been my privi-
lege in the past to work closely with the Senate Finance Committee in develop-
Ing and administering the Work Incentive tax credit program (WIN), which
was the first legislation passed by the Congress in this field. The Senate Finance
Committee has led the Congress since 1971 in the effort to develop effective em-
ployment tax credit programs. The Committee has persistently studied and then
amended the WIN and welfare tax credit legislation in an attempt to design a
program structure which would have a substantial impact In moving individuals
off the welfare rolls into gainful employment. This set of hearings is further
evidence of the foresight and leadership which the Committee has consistently
exhibited in this area.

THE STRUCTURAL UNEMPLOYMENT PROBLEM

Mr. Chairman, the American free private enterprise system has once again
shown that it is the world's most powerful Job creating engine. Since March of
1975 the U.S. private economy has created more than 10 million new jobs, of
which 6.4 million have been created in the past 18 months. During this 18 month
period the unemployment rate has fallen from 7.8 percent to 5.7 percent and
would have fallen to a much lower level If the number of women and young
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people seeking jobs had not also grown by phenomental numbers. In fact, If the
percentage of women in the work force was the same as In 1960 the jobless rate
would now be well below 5 percent, and if the youth participation rates had
stayed at the 1960 level, the unemployment rate would now be down to almost
4 percent.

Despite this record-breaking job creation effort, however, our society continues
to have a serious structural unemployment problem. The black unemployment
rate is 11.9 percent, the teenage rate is 14.2 percent, the rate for young high
school dropouts is 24.6 percent, and the black teenage rate Is still a staggering
37.1 percent. It is among these groups, the minorities and youth, that serious
structural problems persist which cannot be left to macro-economic solutions.

Among these groups, youth unemployment is the most serious and persistent.
Consistently in good years and bad, youth aged 16-24 account for about one-half
of total unemployment and the situation Is not improving. The ratio between
youth and adult unemployment has increased steadily over the post-war period.

The Business Roundtable believes that this society must mount a major and
specific attack on structural unemployment, and particularly on youth unem-
ployment.

REFOOUSING OETA

We support and have participated In the development of the Administration's
new efforts to reorient the Comprehensive Employment and Training Act
(CETA) toward greater emphasis on private sector training and job programs
for the structurally unemployed. With four out of five jobs in the private sector,
and with the overall unemployment rate nearing full employment levels, we
believe it is now necessary and timely to refocus the $12 billion CETA program
away from public Job creation to concentrating on training and placing the
structurally unemployed in private jobs.

We have given particular attention and support to the Administration's pro-
posal for a new Title in CETA which would call for setting up business-led
Private Industry Councils at the local level. It would be the responsibility of
these new councils to set up an administrative organization to spearhead a new
drive to substantially expand publicly financed on-the-job training and employ-
ment contracts with private Industry.

This new effort is directly related to the subject of these hearings. Programs
offering direct contracts between the government and private business for train-
ing and employing the disadvantaged have been operated since 1962. However,
these programs have historically not been large relative to the needs and the
problem, and even this new effort cannot be expected to attract and involve the
numbers of businesses necessary to train and place a sufficient number of the
disadvantaged. The interest in and move to experiment with new approaches
such as business tax credits has stemmed from the realization that no one pro-
gram approach Is equal to the task.

THE EMPLOYMENT TAX CREDIT
The Business Roundtable supports the Administration's proposed targeted tax

-credit for the hiring of disadvantaged youth and the handicapped. We believe it
could be a valuable addition to an arsenal of programs necessary to attack youth
unemployment. We support this proposed new tax credit aimed at energizing the
private sector in attacking youth unemployment for the same general reasons that
we support the refocusing of CETA. The structural unemployment problem will
only be solved in the private job market where the bulk of the permanent unsub-
sidized jobs exist. In attacking this problem, the government should provide an
array of economic incentives, including both direct contracts for training and
hiring the disadvantaged and tax benefits for the same purposes. Private busi-
nesses vary so much in size, character, and situation that no one program ap-
proach will succeed in involving the tens of thousands of private businesses nec-
essary to make a real dent in this problem. ,

We support the targeting approach In the Administration's proposal, even
though we recognize the dilemma which Is Inherent in the targeting approach.
On the one hand, the public has the greatest Interest in placing in private employ-
ment those In the labor force that are the least skilled and hardest to place. On
the other hand, employers find this group the hardest to work with and are, there-
fore, least interested in them. The question then Is what tax incentives or other

34-840-79----8
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program approaches are necessary to join the public goals of society with the
economic needs and realities of private employers?

Our experience with all employment tax credit programs to date Illustrates
that we have yet to find the answers to that question. Despite years of legislative
and administrative effort, the response from private employers to both the WIN
and welfare tax credits has been disappointingly small. Consequently, I believe
we must view the Administration's new targeted proposal as one which generally
moves in the right direction.

POTENTIAL PROBLEMS WITH EMPLOYMENT TAX CREDITS

This Committee knows well that the business community has typically been
opposed to using the tax system to reach employment objectives. On balance, we
now believe that the problem of youth unemployment Is of such severity that a
tax credit program should be authorized. However, I believe that our past cau-
tions about this type of program are legitimate and deserve attention. I will Just
cover two of our concerns:

First, the assumed tax credit program advantages can be quickly destroyed if
governmental requirements for certification, oversight, and auditing become ex-
cessive. The Administration's proposal for certifying disadvantaged youth to par-
ticipating companies can be made to work, but it will require constant care and
diligence. This Is only one possibility for program failure due to unnecessary and
burdensome red tape.

Second, the potential for abuse by unscrupulous employers Is always present
in a program of this type. The Administration has tried to guard against the most
obvious possibilities by placing a 20 percent limitation on the number of workers
per firm who could qualify for the credit and by setting a 75 day minimum work-
Ing period for qualifying workers. Nevertheless, the I.R.S. and the Departmenit
of Labor would need to be alert In spotting these and other potential abuses.

THE CURRENT "NEW JOBS TAX CREDIT"

We prefer the Administration's targeted program to the untargeted New Jobs
Tax Credit program enacted last year. The Committee will recall when It was
developed almost 18 months ago the rationale for the program fitted in well with
the President's overall "Economic Stimulus Program." The economy seemed to
be stagnating, and the unemployment rate had averaged 7.7 percent in 1976 and
was still stuck at 7.4 percent in March 1977, when-the program was first under
serious consideration. The purpose of the New Jobs Tax Credit program was to
stimulate new employment as part of an overall boost to the economy.

With the unemployment rate down to 5.7 percent and inflationary pressures in.
creasing, the economic need for general employment stimulus is past and we
should now move to refocus the program on the specific remaining serious struc-
tural unemployment problems.

WIN AND WELFARE PROPOSALS

With respect to the various proposals for altering the WIN and welfare tax
credit programs, we would first observe that the programs are central to various
overall welfare reform programs and can best be considered in that broader con-
text. However, if the Congress wishes to move specifically in this area, we believe
the various proposals are all aimed properly at increasing the Incentives to pri-
vate firms for hiring welfare recipients.

There Is no evidence available upon which to base even a guess as to the level
of Incentive which would interest a substantial number of employers. There is,
however, ample negative evidence that the current 20 percent tax credit program
has elicited very little interest and participation.

SUMMARY

In summary, Mr. Chairman, The Business Roundtable supports the proposed
targeted tax credit program aimed at hiring disadvantaged youth. We view it as

-one of a number of specific efforts which our society must make to alleviate the
human and economic suffering which results from serious structural unem-
ployment.
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Senator ILASKELL. We have now a panel consisting of Mike McKev-
itt of the National Federation of Independent Business and Herbert
Liebenson of the Small Business Legislative Council.

I guess we do not have Mike McKevitt. I do not see him.
Mr. DEnxIs. Ile was unavoidably detained.
Senator HASKELL. All right. Are you from the National Federation

of Independent Business?
ar. DE-IAs. Yesl my name is William Dennis.

Senator I 1ASKE.L. Thank you, sir.

STATEMENT OF HERBERT LIEBENSON, SMALL BUSINESS
LEGISLATIVE COUNCIL

31r. LIEBE.XSOX'. My name is Herbert Liebenson. I am vice president
for governmental affairs of the National Small Business Association.
I am appearing here today on behalf of the Small Business Legislative
Council, which is affiliated with National Small Business.

The Small Business Legislative Council is an organization, of na-
tional trade and -professional associations whose members are predom-
inantly small business. The council today represents approximately 4
million small businesses nationwide. The'89 national trade associations
listed in attachment A have agreed in principle that in the elimination
of current hi gh unemployment the small business sector should be the
employer of first resort with the incentive being Provided by a job cre-
ation tax credit. e

The small business community is very much aware that their well-
being for the future is tied to the overall economy. They also are aware
that the Treasury loses between $16 and $17 billion in revenue for each
million persons that are unemployed.

There is certainly conclusive information that indicates that the
future growth of our current labor force is with the small business
community.

Senator HASKEL,. That was actually borne out in the last hearing by
representatives of major corporations. I found that very interesting

Mr. LiEBEsiOSN-. We have, attached to our statement attachment T
which shows--it may be a duplication of what you have had before-
civilian employment data by the Fortune 5I0 companies and the sec-
ond 500 and tlie actual increase over the past few years is only some-
where about 2.3 percent in employment among the thousand largest
corporations.

Senator HASKELL. Is that part of your testimony?
Mr. LIEBExSO-. It is included with it.
Senator IASKELL. Your testimony will be included in full in the

record.
Mr. LIEBENSON. Thank you, sir.
The indication is, that about 98 percent of the future emplo ,ment,

at least based on data for the last few years, future employment is with
the small business community, and this is where the emphasis is nec-
essary, to encourage the small business community to get involved.

In fact, there are something like 4 million such firms that currently
have the ability to employ people, given the proper incentives.
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When we originally discussed the job tax credit several years ago
our concept was to have the job tax credit made available to owners of
small job shop, the TV repair firm the auto mechanic, or the print shop.
The individuals who owned the shop knew the kids on the block and
they knew their community. They knew the families of many of the
young eople, and we felt that, if given the proper opportunity, they
would then be able to select from, among the young people in the neigh-
borhood, the right person that they would'like to train.

We felt that the one-to-one relationship between an employer and,
especially, a young employee would lend some strength to the young
individual. The employer would not only teach the new employee
certain skills, but he would act as a model for developing future pri-
vate sector employers and, at the same time, help guide the individual
in his or her day-to-day living experiences.

Unfortunately, when the Tax Reducation and Simplification Act
of 1977 was passed and signed by the President, the rules provided by
the Department of the Treasury were so complex that only those well
acquainted with tax law could interpret the legislation.

n order that the committee might understand the difficulties a small
business person would encounter in putting the program into effect,
we are attaching for the information of the committee three analyses
prepared by tax experts for their clients, explaining the jobs tax credit
as passed b5y Congress.

As you will see, the complexity of its language renders the act vir-
tually useless to the very people who could put it into effect and to
good use.

As you may well understand, the Treasury Department was origi-
nally opposed to the jobs tax credit and in the opinion of technicians
in the field, it was doing everything that it could to dissuade the
utilization of the jobs credit.

Initially when we were talking about the jobs tax credit, we met with
union economists.

Senator HASKELL. Often it occurs to me is whether there is necessity
for regulations. In other words, the tests set up in the statute were
reasonably precise. Maybe there were too many tests. Maybe some of
them should be modified. But was there really a necessity for regula-
tion under these circumstancesI

Mr. LmBENSON. It had to be tried the way government normally tries
things, by regulation.

Senator HASKELL. Well, I just wonder if sometimes government does
not go at it backwards. When you have a statute that is reasonably
clear on its face, do you need regulations?

Mr. LiE.BENSON. Yes; you do.
Senator HASKELL. You do ?
Mr. LEBENSON. You cannot just let it run wild, but there should be

just simple guidelines, and we think there can be simple guidelines.
Senator HASKELL. Good. Have you made some suggestions as to what

they might be in your prepared statement ?
Mr. LTEuBNsoN. While we have not made those suggestions in this

statement, in the past we have considered the possibility of a simple
form to be filed by an employer when he takes on a new employee,

Senator HASKELL. Anything you have along those lines you might
submit for the record.

Mr. LmBEwsoN. We would be happy to.
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At one time' we considered relating the credit, and the amount of
the credit, to the amount of unemployment in that area. As an example,
and I am just taking these from memory, if an area had 15 percent or
more of unemployment, the employer might get something like a 50
percent credit. The area with, say, 12.5 percent unemployment might
get a 45 percent credit, or at 10 percent get something like a 30 percent
credit.

The Labor Department every month, I believe, puts out statistics of
unemployment based on the standard metropolitan areas. Therefore it
is ea:y enough for an employer to know pretty well in advance exactly
what his credit is going to be, once you structure it properly. It is a
very simple thing to determine, and the Labor Department is doing
the analyses anyway, and all the employer has to do is ask anybody
at the Labor Department what is The unemployment rate for his area.

I think it is as simple as that.
When we first got into the jobs tax credit we went to the AFL-CIO

and talked in terms of a cooperative effort. The reply we received was
the jobs tax credit was a subsidy to the employer and therefore they
would not support it.

However, at the same time they were supporting training programs
through the Department of Lalor that paid employers to train em-
ployees, and we Just could not understand the logic of their not accept-
ing the job tax credit and yet still supporting itie use of Government
funds to be paid to employers to train employees.

Now, one of the problems, of course, is that among the smaller com-
panies, because of the Fair Labor Standards Act, OSHA, and other
EEOC-anything having to do with government is something they
want to stay away from.

Therefore, they pretty much stayed away from the jobs tax credit
because of the other experiences they have had.

The biggest problem is that before you can obtain the enthusiastic
support of small business, there is a need to communicate with them.
To our knowledge, we do not know of any substantive publication di-
rected to small business and simplified to a point where an employer
could easily understand the advantage of joining in the various Job
creation programs.

The Department of Labor and some of the other agencies concerned
with creating jobs generally have structured programs which require
particular hours of training and particular job duties and skills. This
formal, structured training pro ram would not fit the needs of a one-
or two-man shop and statistically this is your market for jobs.

Over a period of time, in a small shop, a trainee would obtain the
same necessary technical skill. Once we are able to achieve an accept-
ance of a 1 to 1 training program, we believe hundreds of thou-
sands of new jobs will be created.

In our statement we include a program suggested by Congressman
Breckinridge who is chairman of the Congressional Rural Caucus, and
he shows statistically that bygoing through a specific SBA loan pro-
gram, many advantages could be gained or the Government. I will
give you the conclusion.

He says that, simply stated:
The total $1.6 billion in benefits and less than $300 million in SBA costs leave

a total net value of $1.3 billion to the taxpayer each year thereafter.
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I would recommend the committee take a look at this suggestion
by the Congressman.

On the work incentive program, it has been in operation since 1970.
From the beginning of 1973, you had job placements of something
like 136,000. Only 18.6 percent of the employers used the credit. It
reached a high in 1974 when 22 percent of the employers used the
credit.

In 1977, only 13 percent of the employers used the credit, so there
has been a consistent decline over the last few years in the utilization
of the credit in the WIN program, and therefore I would feel tht, it
has had its chance, it has had its opportunity and it is reaching a pla-
teau where it is no longer doing the job it should have done initially.

Certainly, we would go along with Senatois Long, Moynihan and
Cranston's suggestions in their proposal of relating to the present wel-
fare recipient credit, and we would also support any of the programs
which would reduce the number of people on the welfare rolls.

In concluding, let me say that the Full Employment Act of 1946
committed the country to full employment in theory, but not effec-
tively. The small business community is willing to utilize its efforts to
aid in creating full employment in a diverse economy. Government, big
corporations and labor have all tried to bring about full employment
in the past without success and small business deserves the opportunity
to contribute its efforts to implement the Full Employment Act of
1946. Therefore, we support the extension, expansion and simplifica-
tion of the jobs tax credit.

Senator HASKELL. Thank you, sir, very much indeed.

STATEMENT OF WILLIAM DENNIS, NATIONAL FEDERATION OF
INDEPENDENT BUSINESS

Mr. DENNIS. Last year about this time, we suspected that you might
call hearings to evaluate the credit. So, we incorporated a series of
questions into our Quarterly Economic Report for Small Business
questionnaire related to the credit, including whether they knew of it,
whether they used it, and things of that nature.

In sum, we found that in January of 1978-the questionnaire was
run in January of 1978-1.4 percent of the entire population was aware
of the credit and utilized it for the intended purposes-in other words,
it influenced them to hire.

By the end of the first quarter, April 1978, the second time we ran
the survey, 2.4 percent were aware of the credit and has utilized it for
its intended purpose.

The preliminary data for July is that 4.1 percent were aware of the
credit and have utilized it. There exists a mean of a little over two
employees per firm.

That would mean that among the NFIB membership alone, there
have been approximately 45,000 new jobs created due to the existing
jobs tax credit. If we were to extrapolate our results into the popula-
tion as a whole, which is a somewhat risky business it would amount to
approximately 300,000 new jobs created because oi the credit.

Now, there are some remarkable things here to look at. The first
thing that we found was that, as of January, only 42 percent of the
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small firms were aware of the credit. By April, it had risen to 50 per-
cent. By July-again preliminary results-it had risen 58 percent.

Still, 40 percent of the small business community is not aware of
the credit, so its optimum effectiveness has yet to be realized.

Second, there is obviously a change over time here, and the change
over time is a very positive one. More firms are using the credit for the
intended purposes now than in January.

We support the existing credit, with some modifications. In particu-
lar, we are a little concerned that the employer is not sure at the time
that he makes his decision whether or not to hire, the amount his credit
is going to be.

It is a bit of an anomalous situation because the credit is intended to
stimulate that marginal hiring decision. Yet when he has a marginal
hiring decision, he does not know exactly what his margin of return
is going to be.

The second problem that we have included-and I am not sure there
is really anything you can do about it-involves some of the State
interpretations of the small firms State tax liability after having taken
the Federal jobs tax credit. We have included at the end a rather
lengthy letter explaining in detail what is occurring in the States of
New York and Mississippi. We do not know how widespread it is, but
we know that it is occurring there, and probably some other States.

We do not support the targeted program, and the reason we do not
is because we do not think it fits the small business community.

Rationally, logically, the target proposals that were put forward
make sense. But when you consider that small business is the group
that is doing the hiring, then it becomes another matter. The logic does
not follow.

For example, anything like this is going to involve extraordinarily
complex systems. I do not care whether you are going to focus geo-
graphically, whether you are going to focus on the individual or what.
I do know, however, that it is going to make the credit more complex.
Complexity operates against small business.

The second point is that the targeted credit does not consider the way
they hire. The first way they hire is by other employee referrals. More
small businesses hire that way than any other.

The second way they hire is by walk-ins, people walking in off the
street.

The third way they hire is through advertisement and the fourth
way they hire is through r6sum6s or vitae on file.

Those are the four principal ways they hire. They opt to go to public
employment agencies or private employment agencies on a much
smaller scale than those other methods. Therefore, the targeted credit
does not fit the way they hire. If small firms are the ones that are ex-
pected to do the hiring, and the type of program you have does not
fit their characteristics or the way they are operating, you are not going
to have a very successful program.

Finally, I'think that we have a problem if you are going to focus
on some type of unemployment or low-income requirement. Many small
employers tend to view with a jaundiced eye those that are currently
not working. So, when you ask somebody to come in and certify that
he is not working, he is on welfare or something like this, you are
making the small employer focus on the fact that the individual does
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not have a job rather than focus on the fact he would like a job. I think
that is a very important distinction, although it may appear fine,
because those are the types of things that sina l firms hire on.

So I would like to conclude by saying that the jobs credit has been
remarkably effective and we would hate to see any major changes.

Thank you.
Senator HASKELL. Thank you, gentlemen. Just one question. I, of

course, would like to see the jobs credit extended with the necessary
modifications. On the other hand, if others and th-. administration
want a separate and distinct targeted credit, do you see any harm in it?

Mr. DENIs. No; we would have no problem with a tax credit, some-
thing that perhaps went beyond-

Senator HASKELt. And was separate, apart, and distinct.
Mr. DENNiS. Separate and apart, to the extent that it would be on

top of or a distinct program.
Senator HASKELL. By distinct, in other words, the current jobs

credit would continue with modifications, and then in a separate sec-
tion there might be a targeted credit. I realize that you do not think
it would work, but do you have any objection if it was actually in the
bill?

Mr. DENNIS. No; we would not. In fact, we would think that if you
had a targeted credit along with the existing credit, you will have a
better chance to make the targeted credit work, because at least some
of the small firms are thinking in terms of credit. They know they are
going to get a credit. They may get more because of the specific
category.Mr. EBUENSON. I might say, as was suggested before, that the tar-

geted program should be targeted to the areas of unemployment, high
unemployment, rather than just tarketed to any specific classes.

Senator HASKr.LL. I understand.
Mr. LIEBENSO.N. And that is where you are going to bring about the

major problems.
Earlier you talked about the utilization of the credit by major cor-

porations, and one of the reasons that the $100,000 maximum was
placed in the law was because we wanted to be sure that it was utilized
primarily by small business and therefore the larger corporations
looked at the jobs credit as a windfall.

Obviously, from their hiring practices and adding new employees,
they still could have had something of a windfall with the numbers
that are involved here.

Senator IAsKELr,. All right.
Thank you both for appearing. Your full statements will appear in

the record in addition to our discussions. Thank you very much.
[The prepared statements of the preceding panel follow:]

STATEMENT OF THE SMALL BUSINESS LEGISLATIVE COUNCIL
My name is Herbert Liebenson. I am Vice President for Government Affairs

for the National Small Business Association. I am appearing here today on be-
half of the Small Business Legislative Council (SBLC) which is affiliated with
the National Small Business Association. The SBLC is an organization of na-
tional trade and professional associations whose members are predominantly
small business. The Small Business Legislative Council focuses on issues of
common concern to all small business. The Council today represents approxi-
mately four million small businesses nationwide.
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We sincerely appreciate this opportunity to comment on the Jobs Tax Credit.
The 89 associations listed on Attachment A have agreed In principle that:

"In the elimination of current high unemployment, the small business sector
be the employer of first resort, with the incentive being provided by a job cre-
ation tax credit."

The small business community has a vital concern with the problems associated
with high unemployment which creates downward trends in our economy, high
interest rates, and inflation which creates a shortage of venture capital.

From data (Attachment B) obtained from the "Economic Report of the Presi-
dent," January 1978, there is conclusive information that indicates the future
growth of our current labor force is with the small business community.

Beginning in 1975 the National Small Business Association, realizing that the
responsibility of job creation was with the smaller companies, pressed for legis-
lation for a Job Creation Credit Our objective was to encourage the small TV
repair shop or auto mechanic, and other trades needing skilled personnel, to add
one or two employees. Hopefully, whether they were In small towns or major
cities, these people In the business community would know which of the younger
people in the neighborhood were most apt to be responsible or know their fam-
ilies well enough to be sure that the persons they selected had a desire to learn.
Realistically, the group that needed the most help were the disadvantaged, both
economically and socially. We felt that a one-to-one relationship between the
trainee and the small employer, who had had the initiative and knowledge to
create his own business, could serve several purposes. Not only could he teach
a new employee certain skills, he could act as a model for developing future
private sector employers and, at the same time, help guide the individual In his
or her day-to-day living experiences. Unfortunately, when the Tax Reduction
and Simplification Act of 1977 was passed and signed by the President, the rules
provided by the Department of the Treasury were so complex only those well-
acquainted with tax law could interpret the legislation. In order that the Com-
mittee might realize the difficulty a small business person might have in putting
the program into effect in his or her own business, we are attaching, for the
information of the Committee, three analyses (Attachments C, D, E) prepared
by tax experts explaining the Jobs Tax Credit as passed by the Congress.

As you can well understand, the Treasury Department was originally opposed
to the Jobs Tax Credit and, in the opinion of technicians in the field, it was doing
everything they could to dissuade the utilization of the Jobs Tax Credit.

When the Natio-inal Small Business Association was first exploring the possi-
bility of the Jobs Tax Credit, we spoke with many people, including union econ-
omists. The union economists' attitude was that a Jobs Tax Credit was a subsidy
to an employer and they were opposed to that subsidy. However, they had sup-
ported and continue to support programs in the Department of Labor that paid
employers to train individuals. Personally, I can't understand their logic. Frankly,
many small employers have become gun-shy of any of the Department of Labor's
programs. They are often confused by the FLSA, OSHA, Walsh-Healey, EEOC,
etc. as they relate to their businesses.

It has only been within the past few months that groups, such as the National
Alliance for Business and Department of Labor's CETA program, have directed
their attention and activities to the small business community. Before we can
obtain the enthusiastic support of small business individuals or groups, there
is a need to communicate with them. 'To our knowledge, we do not know of any
substantive publication directed to small business and simplified to a point where
they could easily understand the advantage of joining in the various job creation
programs. The Department of Labor and some of the other agencies concerned
with creating jobs generally have structured programs which require specific
hours of training in particular job duties and skills. This formal structured train-
ing program would not fit the needs of a one or two-man shop and statistically
this is your market for jobs. Over a period of time a trainee would obtain the
same necessary technical skills. Once we are able to achieve an acceptance of a
one-to-one training program, we believe hundreds of thousands -of new Jobs can
be created.

In testimony before the Senate Finance Committee early in 1975, former NSB
President Milton D. Stewart outlined the need for a Job Creation Tax Credit for
small business. At the time there were 9.2 million unemployed. Today's unem.
ployment Is 5.8 million. Various economic indicators have shown the possibility
of another recession and unemployment still continues to be a major problem.
We cannot over-emphasize the need to put hundreds of thousands of people in
productive work in business and not on a Government payroll.
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On December 13, 1977, Congressman Breckinridge, Chairman of the Congres-
sional Rural Caucus, outlined one approach as to how job ceration through
Federally guaranteed loan programs could be achieved at a profit to the taxpayer:

"In 1976, the SBA advised that it loaned $2 billion to various enterprises
throughout the nation, creating an estimated minimum of 200,000 Jobs in the
private sector. SBA's 4,200 employees cost the taxpayers $200 million in admin-
istrative costs. Based on SBA's 5 percent loan loss ratio ($2 billion times 5
percent), $100 million will not be recovered. Thus, $1.9 billion will be repaid to
the taxpayers, with principal and Interest. The 200,000 SBA jobs created in the
private sector cost $200 million for administration and $100 million for loan
losses, for a total cost of $300 million.

"These 200,000 Jobs are private sector jobs that pay taxes, rather than absorb
taxes. Our task force estimates that the total benefit to the taxpayers is as
follows:

1976 TAX REVENUE AND SAVINGS FOR 200,000 SBA JOBS

Dollars per Total dollars
fob (millions)

Federal Individual income tax ----------------------------------------------------- $2, 300 $460
Federal corporation tax -------------------------------------------------------- 1 134 227
Federal welfare savings ---------------------------------------------------------- 2, 500 500
State and local tax -------------------------------------------------------------- 2,114 423

Total .................................................................... 8,048 1,610

Note: Simply stated, the total $1,600,000,000 in benefits, less the $300,000,000 in SBA costs, leaves a total net benel.

of $1,300,000,000 to the taxpayers each year thereafter.

WORK INCENTIVE PROGRAM

In 1970 Congress passed a Work Incentive Program aimed at encouraging em-
ployers to hire persons on welfare roles. In 1972 Congress Instituted a 20% tax
credit. This credit increased job placements by over 110% in 1978 the first year
employers were able to take the tax credit. Even then, only 18% of eligible em-
ployers asked for the tax credit.

Job Percent
Year placements Using credit using credit

1970 ------------------------------------------------------------- 25,000 ...........................1971 ------------------------------------------------------------- 50,444 ----------------------------
1972 ------------------------------------------------------------- 60,310............
1973 ---------------------------.--------------------------------- 136,783 24,853 18.6
1974 ------------------------------------------------------------- 177,271 29,488 22.271975 ------------------------------------------------------------- 170, 641 26,042 15.26
1976 --------------------------------------------------------- 186,062 28,215 15.02
1977 ------------------------------------------------------------- 276,607 35,226 13.00

Interviews with Labor Department Administrators a few years ago indicated
the 20% tax credit incentive was not adequate to encourage more employers to
participate in the WIN program. The red tape required by employers in order
to obtain the 20% credit was a sufficient deterrent to prevent employers from
applying for the credit. Even with the liberalization of the WIN program in
1976, the table shows that there was still not sufficient incentive to utilize the
program.

Senator Bentsen and Matsunaga are co-sponsors of S. 3321 which, among
its provisions, provides additional incentives for the WIN program by providing
a tax credit of 50 percent of FUTA wages--the first $6,000 of wages per em-
ployee would be provided for hiring.

Senators Long, Moynihan and Cranston have introduced a proposal to reduce
the present welfare recipient credit. We would support any program which re-
sults in reduction of the number of people on the welfare rolls.

CONCLUSION

In concluding, we wish to leave for the Committee's consideration, several
facts. These are:

1. Small businesses produce almost 50 percent of our GNP.
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2. Between 1969 and 1976 (8-year period) new employment increased 9,582,982.
The list of the Fortune Magazine 1,000 largest companies in the U.S. employed
only 8/10 of one percent, or 74,879.

3. Small businesses employed 9,508,103, or 09.2 percent.
4. Inflation is not as much a problem when solid foundations of economic policy

for workers to be gainfully employed are utilized rather than "Job creation"
programs, which foster greater government deficit spending.

5. New and existing small businesses create and save more jobs per dollar of
business volume than the larger Fortune 1,000 companies.

The Full Employment Act of 1946 committed the country to full employment
in theory-but not effectively. The small business community is willing to utilize
its efforts to aid in creating full employment in a diverse economy. Government,
big corporations and labor have all tried to bring about full employment in the
iast-without success-small business deserves the opportunity to contribute its
efforts to implement the Full Employment Act of 1946.

We support the extension, expansion and simplification of the Jobs Tax Credit.
Thank you.

ATTACHMENT A

The following 89 organizations have advised the Small Business Legislative
Council they agree in principle that "in elimination of current high unemploy-
ment, the small business sector should be the employer of first resort, with the
incentive being provided by a job creation tax credit."

American Association of Minority Enterprise Small Business Investment Com-
panies, Washington, D.C.

American Association of Nurserymen, Washington, D.C.
American Gear Manufacturers Association, Washington, D.C.
American Pipe Fittings Association, Stamford, Conn.
-American Pulpwood Association, Washington, D.C.
American Road Builders Association, Washington, D.C.
Appalachian Hardwood Manufacturers, Inc., High Point, N.C. "
Associated Masters Barbers and Beauticians of America, Charlotte, N.C.
Associated Retail Bakers of America, Annapolis, Md.
Automotive Engine Rebuilders Association, Glenview, Ill.
Automotive Parts and Accessories Association, Washington, D.C.
Automotive Warehouse Distributors Association, Inc., Kansas City, Mo.
Boat Manufacturers Association, Chicago, I11.
Building Service Contractors Association, McLean, Va.
Casket Manufacturers Association of America, Evanston, Ill.
Christian Booksellers Association, Colorado Springs, Colo.
Colorado Organic Growers and Marketers Association, Denver, Colo.
Computer and Communications Industry Asociation, Rosslyn, Va.
Connecticut Small Business Federation, Inc., Hartford, Conn.
Cutting Tool Manufacturers Association, Birmingham, Mich.
Delaware Retail Association, Wilmington, Del.
Electrical Generating Systems Marketing Association, Chicago Ill.
Engraved Stationery Manufacturers Association, Chicago, Ill.
Farmers Elevator Association of Minnesota, Minneapolis, Minn.
Food Merchandisers of American, Inc., Washington, D.C.
Greater Washington Business Center, Inc., Washington, D.C.
Idaho Feed and Grain Asoclation, Caldwell, Idaho.
Independent Bakers Association, Washington, D.C.
Independent Media Producers Association, Washington, D.C.
Independent Retail Businessmen's Association, Inc., Burlington, Vt.
Independent Sewing Machine Dealers of America, Inc., Hilliard, Ohio.
International Repro Graphic Blueprint Association, Franklin Park, I11. "
Machinery Dealers National Asosciation, Silver Spring, Md.
Manufacturers Agents National Association, Irvine, Calif.
Menswear Retailers of America, Washington, D.C.
Metal Treating Institute, Phoenix, Ariz.
Metropolitan Contractors Association, Washington, D.C.
Minnesota Motorcycle Dealers Association, Minneapolis, Minn.
Motorcycle Trades Association, Inc.. Alexandria, Va.
National Appliance Service Association, Kansas City, Mo.
National Association of Black Manufacturer. Washington, D.C.
National Association of Floor Covering Distributors. Chicago, Ill.
National Association of Furniture Manufacturers, Washington, D.C.
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National Association of Glove Manufacturer Inc., Gloversville, N.Y.
National Association of Independent Lumbermen, Washington, D.C.
National Association of Men's and Boy's Apparel Clubs, New York, N.Y.
National Association of Plastics Distributors, Devon, Penn.
National Association of Retail Druggists, Washington, D.C.
National Bicycle Dealers Association, Inc., Wickliffe, Ohio.
National Building Material Distributors Association, Chicago, Ill.
National Candy Wholesalers Association, Washington, D.C.
National Coffee Service Association, Chicago, Ill.
National Concrete Masonry Association, McLean, Va.
National Electrical Contractors Association, Inc., Bethesda, Md.
National Electronic Service Dealers Association, Indianapolis, Ind.
National Family Business Council, West Bloomfield, Mich.
National Glass Dealers Association, Washington, D.C.
National Home Improvement Council, New York, N.Y.
National Independent Dairies Association, Washington, D.C.
National Independent Meat Packers Association, Washington, D.C.
National Insulation Contractors Association, Washington, D.C.
National Kampground Owners Association, Martinsville, Ill.
National Liquor Stores Association, Washington, D.C.
National Lumber and Building Material Dealers Association, Washington, D.C.
National Office Products Association, Alexandria, Va.
National Office Machine Dealers Association, Inc., Hackensack, N.J.
National Paper Trade Association, Inc., New York, N.Y.
National Patent Council, Inc., Arlington, Va.
National Peach Council, Martinsburg, W. Va.
National Precast Concrete Association, Indianapolis, Ind.
National Ready Mixed Concrete Association, Silver Spring, Md.
National School Supply and Equipment Association, Arlington, Va.
National Sand and Gravel Assoclation, Silver Spring, Md.
National Screw Machine Products Association, Cleveland, Ohio.
National Selected Morticians, Evanston, ll.
National Small Business Association, Washington, D.C.
National Society of Public Accountants, Washington, D.C.
National Utility Contractors Association, Washington, D.C.
National Water Well Association, Worthington, Ohio.
National Woodwork Manufacturers Association, Chicago, Ill.
New York State Council of Retail Merchants, Albany, N.Y.
Northeastern Lumber Manufacturers Association, Glens Falls, N.Y.
Oregon Feed, Seed and Suppliers Association, Portland, Oreg.
Rocky Mountain Food Dealers Association, Denver, Colo.
Small Business Service Contractors Association, Washington, D.C.
Society of American Florists and Ornamental Horticulturists, Alexandria, Va.
South Dakota Retailers Association, Pierre, S.D.
Truck Body and Equipment Association, Inc., Washington, D.C.
Truck Equipment and Body Distributors Association, Cincinnati, Ohio.

EMPLOYMENT DATA OF THE FORTUNE 500 AND TOTAL U.S. CIVILIAN EMPLOYMENT

Total civilian
Year First 500 2d 500 labor force

I976 ------------------------------------------ 14 836, 163 1.874,614 94, 773,000
t975 ----------- ------------------------------------------- 14,412,992 861,352 92,613 000
1974 ------------------------------------------------------------ 15,255,946 1,993,976 91,0 11,000
1973 ------------------------------------------------------------- 15,531,683 1 966,814 88, 714 000
1972 ------------------------------------------------------------ 14, 676, 849 1,845,502 86, 542,000
1971 ---- _------------------.----------------------------- 14 324,890 1,765,418 84,113,000
1970 ------------------------------------------------------------- 14,607,581 1,719,805 82,715,0001969 ........... ........... ........... ..... ...... ........... - - - 14,813,809 1,822,071 80,734,000

Total increase ........................................... 22, 354 52, 543 14, 039,000

Total percent increase (8 years) --------------------------- 0. 15 2.9 14.8
Average annual percent increase ---------------------------. 02 .42 2.3

Source: Data for the 1st 500 and the 2d 500 are published in Fortune magazine, May and June respectively, for the pre-
uious year. Data for civilian labor force was obtained from the Economic Report of the President, January 178.
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ATTACHMENT 0

SUMMARY OF THE JOBS TAX CREDIT-MICHAEL M. SCHARF, CONSULTANT TO THE
GOVERNMENT RELATIONS COMMITTEE OF THE SMALLER MANUFACTUREAS

The Tax Reduction and Simplification Act of 1977 contains a new jobs tax
credit which may be beneficial to your business. Subject to the various limita-
tions which are listed below this new tax provision will permit business taxpay-
ers to claim a Job credit of up to $2,100 (50 percent of Federal unemployment
tax wages) for each additional worker employed in 1977 and 1978.

In order to qualify for the credit, the total of the unemployment insurance
wages paid by the employer must increase by 2 percent each year. Once this
requirement is met, a tentative credit is computed. This credit is equal to 50
percent of the excess of wages for Federal unemployment tax purposes over
102 percent of the aggregate unemployment insurance wages during the previous
year. (This 102 percent rule is designed to allow credit only where an employer's
gross employment exceeds the normal increases in employment for the economy
as a whole.) The following example illustrates the computation of the tentative
credit.

The ABC Corporation has 10 employees In 1976. Each employee earned $10,000
so that the total payroll was $100,000 and the unemployment insurance wages
(FUTA) was $42,000. In 1977, the ABC Corporation hired four new employees
at $10,000 each. The 1977 payroll cost then was $140,000 and FUTA wages
increased to $58,800. Its credit is computed as follows:

Tentative credit.-$58,800 (1977 FUTA wages) less $42,840 (102 percent of
1976 FUTA wages) x 50 percent=$7,980.

Unfortunately, this tentative credit is subject to limitations provided in the
Act which are both numerous and complex.

The following is a listing of the major limitations which could have a bearing
on the availability of this tax credit to your business.

(1) The tentative credit referred to above is limited to 50 percent of the
difference between 105 percent of total wages for the prior year and the total
wages of the current year. (This 105 percent rule was added to insure that the
credit is based on actual increases in employment rather than artificial increases
in unemployment insurance wages.)

This limitation would be computed for ABC Corporation in the following
manner:

Limitation 1.-$140,000 (1977 total wages) less $105,000 (105 percent of 1976
total wages) x 50 percent=$17,500.

Since the tentative credit of $7,980 is less than the limitation computed under
the 105 percent rule the Corporation is entitled to the full $7,980 credit.

(2) To further complicate matters, the Act also limits the increase in unem-
ployment insurance wages to 50 percent of the current year's unemployment
insurance wages. (The feature was added to limit the amount of credit available
to new or rapidly expanding businesses which would be hiring anyway.)

(3) The credit is limited to $100,000 per year. This amount must be divided
among members of controlled groups.

(4) The tax credit cannot exceed the employer's tax liability and is, therefore,
not refundable. There are provisions, however, for carrying back the credit for
three years or carrying it forward for seven years.

In addition, any credit claimed will reduce the deduction for salary and wage
expenses which you can claim in your tax return. For example, if a taxpayer
pays $100,000 in salaries and is entitled to a job tax credit of $5,000, his deduc-
tion for salaries and wages will be $95,000.

In summary, this new tax provision can be very valuable to your business.
However, due to the complicated limitations, we suggest that you contact your
tax advisor before taking any action.

ATTACHMENT D

EXTRACT FROM TAX REDUCTION AND SIMPLIFICATION ACT or 1977:
ITS EFCrT ON BusiNEss--1977 "BusINEss MONTHLY"

JOBS CREDIT

The act provides business with a new jobs credit for 1977 and 1978. The credit
is 50 percent of the increase in each employer's wage base under the Federal
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Unemployment Tax Act (FUTA) above 102 percent of that wage base in the
previous year. The FUTA base for a year consists of wages paid up to $4,200 per
employee.

The employer's deduction for wages is reduced by the amount of credit. So
although the maximum gross credit for each new employee is $2,100, the effective
credit ranges from $1,806 for a taxpayer in the 14 percent tax bracket to $630
for a taxpayer in the 70 percent bracket.

The total amount of the credit has four limitations:
1. The credit cannot be more than 50 percent of the increase in total wages

paid by the employer for the year above 105 percent of total wages paid by the
-employer in the previous year.

2. The credit must be no more than 25 percent of the current year's FUTA
wages.

3. The credit for a year cannot exceed $100,000.
4. The credit cannot exceed the taxpayer's tax liability. Credits which exceed

tax liability for a year may be carried back for three years and carried forward
for seven years.

Although most employers will be able to use the returns they file for purposes
of complying with FUTA as a basis for claiming the credit, special rules are
provided for businesses, such as farms and railroads, not covered under FUTA.
Special rules are also provided for credit computation by groups of companies
under common control, for businesses with employees working abroad, and for
businesses affected by acquisitions, dispositions, and other changes in business
form.

There is an additional nonineremental credit equal to 10 percent of the first
$4,200 of FUTA wages paid to handicapped individuals. (including handicapped
veterans) who receive vocational rehabilitation.

The credit is based on the first $4,200 of wages paid to a handicapped indi-
vidual whose first FUTA wages from the employer are paid in 1977 or 1978.
Only wages paid during the one-year period, beginning when the individual is
first paid FUTA wages by the employer, are taken into account in computing
the 10 percent credit.

The credit for handicapped workers can't be greater than one-fifth of the
regular 50 percent credit which would have been allowable without regard to
the $100,000 limitation. However, the special 10 percent credit is not itself sub-
ject to any specific dollar limit.

ATTACHMENT E

EXTRACT FROM SUMMARY BY ARTHUR YOUNG & Co., H.R. 3477, "TAX
REDUCTION AND SIMPLIFICATION ACT OF 1977"

jos TAX CREDIT

In order to stimulate increased employment, a new jobs tax credit, generally
not to exceed $100,000 per year, will be available to businesses that hire new
employees in 1977 and 1978. After meeting the limitations described below, a
credit of up to $2,100 will be allowed for each new employee hired.

However, an employer's deduction for wages must be reduced by the amount of
the credit taken; therefore, the maximum tax benefit to the employer will range
between $630 and $1,806 per new employee, depending upon the employer's tax
bracket. For example, a corporation in the 48 percent tax bracket could obtain
a tax benefit of $1,092 per employee with a maximum total benefit of $52,000.

The credit, which is generally limited to the amount of tax otherwise payable,
will be available in taxable years beginning after December 31, 1976. Any credit
not utilized may be carried back to the preceding three years and then forward
in the succeeding seven years. For example, any credit not used in 1977 would
be carried back to 1974, then forward to 1975 and subsequent years.

The jobs tax credit allowable is 50 percent of the first $4,200 of unemployment
insurance wages paid to new employees hired in 1977 and 1978. However, this
credit is limited to 50 percent of the least of the following amounts:

1. The excess of the sum of "unemployment insurance wages" (up to $4,200
of wages subject to Federal Unemployment Tax and paid to each worker during
the calendar year) over 102 percent of the amount of such wages paid in the
prior calendar year.
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2. The excess of total wages paid during the calendar year over 150 percent of
total wages paid in the prior calendar year.

3. 50 percent of the total "unemployment insurance wages" for the calendar
year.

An additional Jobs credit, computed without regard to the $100,000 limitation,
is available for hiring eligible handicapped workers.

Special rules are also provided for computation of the credit by controlled
groups, for businesses with employees working abroad, and for businesses affected
by acquisitions, dispositions and other changes in busines form.

STATEMENT OF JAMES D. "MIKE" McKEviTT, WASHINGTON COUNSEL, NATIONAL
FEDERATION OF INDEPENDENT BusINEss

Mr. Chairman, NFIB, on behalf of Its 540,000 small and independent member
businesses, appreciates the opportunity to testify in favor of continuation of the
jobs tax credit in a form similar to that now existing. This tax provision is of
special interest as it was small business that asked for it, and small business and
newly hired employees that are its direct principal beneficiaries.

SMALL BUSINESS EMPLOYMENT INCREASES

Before proceeding to a discussion of the Jobs tax credit, it is necessary to re-
flect upon the growth in employment that has occurred throughout the 1970's.

Economists seem puzzled by the magnitude of hiring that has swept the busit.
ness community during recovery from the 1974-1975 recession. Many have specu-
lated on its causes, but little, if anything, has been firmly established. While the-
question "why" is entirely appropriate for a clarification of this phenomenon, we
would respectfully suggest that the discussion step backward to the question of'
"who", for the latter's resolution may assist in the former's.

It is clear to NFIB that small business bears primary responsibility for the
enormous employment gains realized by the private sector in this decade. In
"Employment and the Small Business Sector," Ed Zayas of our staff demon-
strates that a fundamental change has taken place in the American economy since
1967.1 Until that time, employment in enterprises with more than 1,000 employees
appeared to be growing more rapidly than in either medium size business (defined
as employing 100-999 people) or small business (defined as fewer than 100 em-
ployees). In the 1958-1963 period, for example, employment in large business
grew 13.7 percent; in medium size business, employment grew 1.7 percent; and,
in small business employment grew 3.9 percent. Clearly, large business was the
source principally responsible for employment gains during the period.

Between 1963 and 1967, a change was evident. Employment increases for small,
medium, and large firms were nearly even. By the 1967-1972 period, the change
was complete. Small business employment grew 13.2 percent over the period,
large business 8.9 percent, and medium business 1.4 percent.

Those data, developed from the Census Bureau's Enterprise Statistics, have
been updated using a methodology originated by staff of the House Small Business
Committee and developed by Mr. Zayas. The results can be seen in Chart 1. Note
the relatively modest increase directly attributable to the Fortune 1,000 firms. This
represents only 4 percent of the total net increases registered beween 1970 and
1977, and 14 percen in the 1976-1977 period. In contrast, the non-Fortune 1,000
firms produced 65 percent of all net new Jobs between 1970 and 1977, and 62
percent in the 1976-1977 period. Government accounted for the remainder.!

I Zayas, Ed, "Employment and the Small Business Sector," unpublished paper, Apr. 21,
1979.

2While Fortune 1.000 firms are not synonomous with "big business" they constitute 85
percent of the empolyment in firms employing 1,000 or more individuals. Merger and
acquisition activity which has recently been considerable and inflates net new employment
figures for those firms. was not considered. Hence, Chart 1 offers a fair, though not
preciseI representation of the contribution large frms have made to employment growth
In the '70's.

Similarly, non-Fortune 1,000 firms are not synonomous with "small business". A few
large firms are Included as are all medium size firms (defined as 100-999 employees
But. If we review the employment growth pattern of medium sized firms over time (1958-
1072), we find a much slower growth rate than either the large and small classification.
Ifenee, we can assume the growth in employment among- non-Fortune 1,000 firms iS
primarily a function of small business.
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Whether this employment phenomenon is permanent or temporary in nature,
we do not know. But it is clear, that at this time, small business is supplying the
new Jobs needed by America's expanding labor force.

EFFECTIVENESS OF THE JOBS TAX CREDIT

The data in Chart 1 suggest the credit may have been helpful in increasing
employment Note the difference in net employment change between 1976 and
1977; total net employment Increases in 1977 were greater in the private sector.
Of particular interest is the fact that non-Fortune 1,000 firms considerably in-
creased net employment between 1976 and 1977, while Fortune 1,000 firms In-
creased employment in 1977 by slightly less than they did in 1976. Considering
(1) the credit was effective for calendar year 1977, but not 1976, (2) the credit
provides a greater incentive to small firms than larger ones as small business
generally has a lower wage structure, and (3) the cap on the number of new em-
ployees for which the credit can be claimed, tends to favor small firms, it is
reasonable to suggest that the Jobs tax credit is at least partially responsible for
the positive hiring performance of small business in 1987. Despite the suggestion
these data provide, however, at best they represent no more than that--a
suggestion.

Anticipating the Congress would wish to evaluate the credits effectiveness,
NFIB Incorporated a series of questions relating to the Jobs credit into our
"NFIB Quarterly Economic Report for Small Business" questionaire.' Data on
the credit was collected in this manner during the months of January, April, and
July 1978. In sum, these data Indicate the jobs tax credit has had a direct post.
tive impact on employment.

Table 1 qualifies the impact. Note that in percentage terms, the impact appears
quite modest. By January, 1978, only 1.4 percent of the population had utilized

I"NFItI Quarterly Economic Report for Small Business", teds.). Bailey, Richard M.
and Dunkelberg, William C., (National Federation of Independent Business :San Mateo,
Cal.), series.
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the credit for its intended purpose;' three months later that figure had risen to
2.4 percent; and preliminary results from July show that 4.1 percent have
utilized the credit since its inception.

TABLE 1.-EFFECT OF JOBS TAX CREDIT ON TOTAL POPULATION

[In percent

July 1978
January 1978 April 1978 (preliminary)

Influenced to hire ................................................. 1.4 2.4 4.1
Influenced to hire in previous quarter ................................ 5 1.0 NA
Influenced to hire prior to previous quarter ........................... 9 1.4 NA,

Mesan tax jobs per firm ...................................... 2.0 2.3 NA

Several points need to be made in evaluating these results. First, even a small
percentage of small businesses translate into large aggregate numbers. There
currently exists an estimated 3.5 million small employers throughout the country.
Just 1 percent of that number constitutes 35,000 firms. Further, we know firms
utilizing the credit often use it to hire more than one employee. Table 1 shows
the average was two employees per firm in January and 2.3 in April. We, there-
fore, estimate the total number of new Jobs directly attributable to the credit
among NFIB members alone amount to 45,000. To the extent NFIB data can be
extrapolated to the entire small business population, we would be discussing over
300,000 new employees.

Making such an extrapolation is risky business considering the small numbers
involved. A 0.1 percent change in utilization could make a considerable differ-
ence in extrapolating the number over millions of firms. Yet, a Bureau of the
Census survey corraborates NFIB data, and in fact makes us appear
conservative.'

In January, 1.4 percent of the NFIB sample were aware of the credit and
used it. One month later, the Bureau of the Census found that 2.4 percent were
aware of the credit and made a conscious effort to increase employment because
of it. Considering the differences in the surveys (see footnote 0), it should be ex-
pected that the Census figure would be somewhat higher. In fact, the similarity
between the two, leads us to conclude that within reasonable limits, the NFIB
data is applicable to the entire small business community.

The second point in evaluating the data is that the NFIB time series demon-
strates credit utilization is increasing. Note in Table 1 the changes which have
taken place over the period examined. Prior to the 4th Quarter, 1977, 0.9 percent
had hired due to the credit. In the 4th Quarter, the figure stood at 0.5 percent; it
then rose to 1.0 percent in the 1st Quarter, 1978; and, based on preliminary data,
rose to 2.5 percent in the 2nd Quarter.'

The continuing increase in the credit's utilization should not be surprising.
This is our third point In evaluating effectiveness of the credit. Awareness of the
credit's existence has been rising. In January, only 43 percent of NFIB members

6 Henceforth, when we speak of utilization of the credit, it means utilization of the credit
for its intended purpose-unless otherwise noted.

"New Jobs Tax Burvey: Covering 1977 Tax Year," Bureau of the Census, unpublished
p er, April 1978.NFIB took its Initial sample in January; the Census took its sample in February.
The NFIB sample was of small businesses with some of medium size; the Census sample
was of the entire business community, which is dominated in numbers by small firms as
wai the Census sample. Questions employed were similar, but not identical.

VNFIB has a modest control device within the questionnaire which allows us to check
whether the respondent claiming utilization of credit has actually done so. Early in the
questionnaire, we ask for employment increases or decreases within the previous qiiarter;
obse credit questions are located at the end. We cross-tabulate those responding positively
to the credit utilization question (after Insuring they were aware of the credit) with
those hiring in the previous quarter. If respondents are not "fudging" we should expect
that the percentage of firms utilizing the credit would equal those who used the credit
in the most recent quarter plus those who had used it at the previous quarterly measuring
point. Note in Table 1 that 1.4 percent utilized the credit prior to January; in April that
bad risen to 2.4 percent. Cross-tabulating actual new employment with credit usage for
the let Quarter yielded 1 percent. One percent plus 1.4 percent equal 2.4 percent-a perfect
match.

34-840--79---9
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were aware of the credit ; I by April, it reached 51 percent; and, preliminary data
for July indicates awareness has risen to 58 percent. Obviously, greater aware-
ness should (and apparently did) improve utilization. Second, the marginal level
at which the credit will provide a sufficient inducement to hiring may not be
present at the time a small employer discovers the credit's existence. The small
employer may simply need time to factor the credit into his plans. The result is a
lag between awareness and utilization. And third, the increased maximum value
of the credit in 1978 is probably having a positive impact. Though the Impact of
1978's larger maximum credit is unmeasurable, we note that among the NFIB
firms aware of the credit but which found the credit not Influencing them to add
employees, only half as many in April as in January cited the credit as being too
small an incentive.

CHARACTERISTICS Or SMALL BUSINESS EMPLOYMENT

Increasing utilization of the credit raises at least one interesting question.
Assuming the credit's purpose is to stimulate employment rather than to. give
small business a tax advantage, and further assuming the credit cannot be an
incentive without employer awareness of its existence, what has the Treasury
Department or the Labor Department done to advertise the credit's availability?
We are afraid the answer Is little or nothing. Two sources provided over 80%
of our sample with information on the credit's existence. A newspaper, magazine,
Mandate (the NFIB publication), etc., provided 41% with the Information,
and accountants or bookkeepers provided the Information to another 41 percent.
Other sources were almost Insignificant: radio and television-2 percent, some-
one else in business-3 percent, and "other" which includes government-9
percent.

Clearly, if the credit is to assume optimum effectiveness, a concerted effort
must be made to advise the small business community of this opportunity. You
must bear in mind that small businessmen do not and cannot have a cadre of
tax attorneys investigating possible utilization of any and all tax advantages.
These are people with little time to devote to any one area of the business
operation, e.g. sales, personnel, finance, etc. Therefore, publishing regulations
in the Federal Register or mailing a few general press releases is insufficient.
They need to be told directly and then repeatedly reminded.

A second factor operating against the credit's effectiveness among small busi-
nesses is the credit's complexity. In particular, the inability of the small
entrepreneur to have his credit calculated until the conclusion of the tax year,
leaves many wondering whether or not to use the credit. This creates an
anomalous situation; the credit Is intended to affect the marginal hiring
decision; because the decision is marginal, the amount of the credit is important;
yet, the employer doesn't know his return until after his decision has been
made. This is especially true for a very small employer, e.g. a three man operation,
where the credit could defray a significant portion of the payroll

Regrettably, rather than attempting to simplify the credit, thereby increasing
Its effectiveness in the small business community, the Administration has sug-
gested a so called "targeted jobs credit." NFIB has no difficulty with a "differ-
ential credit" to encourage employment In areas such as inner cities where
black teenage unemployment remains a thorny problem. What bothers us is
that the credit would be vacated in significant portions of the country and

This proposal or simi Iroanse
This proposal or similar ones fail to recognize the nature of small firms for

it adds another significant complexity to the credit. Unemployment is a
dynamic phenomenon. It changes daily and changes differently in each geo-
graphic area. If the Jobs tax credit applied only to areas of high unemployment,
then we must assume Treasury or Labor will constantly reevaluate geographic
eligibility. That means one day a small employer may be eligible for the credit;
the next day he may not. The small employer would be left confused by this
situation, and finally reach the point where he would say "forget it". Further,
attempts to publicize the targeted credit would always conclude with-'Check

* This contrasts to 34 percent in the Census survey. The difference Is accounted for by
NFIB members having fewer than 10 employees being more aware than non-NFIB members
of the same size. Since the NFIB publication, Mandate, followed the credit's development,
the data are understandable.
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your eligibility with IRS or the Department of Labor'-two of small business'
least favorite agencies. Thus while perhaps achieving some positive results in
areas of chronic high unemployment where no uncertainty exists, you would
render the credit virtually ineffective elsewhere.

Worse in our view would be establishing credit eligibility on the basis of
some employee qualification, e.g. the AFDC or employment rolls. From the
small employer's standpoint it adds another element of complexity, particularly
without some form of self-certification. Second. it runs counter to the methods
most small firms utilize in hiring. Their chief methods of employee recruitment
Include: employee referrals, walk-ins, resumes on file, and advertisements.'
And third, many small entrepreneurs view with a jaundiced eye the work habits
of persons on welfare or unemployment. By forcing the small employer to
specifically seek this type of individual, you could close many of the job
opportunities that are currently available by directing the employer's focus
to the fact that the individual is not working ratheis than he wants to work.

WINDFALL

Apparently, one of the principal reasons behind the desire to redirect the
program to the "targeted" credit is the fear of a windfall accruing to firms
which would have hired whether the credit existed or not. Proponents of this
change seem to have reasoned, and we think not incorrectly, that less windfall
would accrue by focusing the credit on areas of higher unemployment or spe-
cific types of individuals. But we do not think that is sufficient reason for
abolishing the credit in its current form.

Unquestionably, there Is a "windfall" accruing to some small firms which
-ould have hired whether or not the credit was available. It is the same type
of windfall that acrues to many capital oriented firms which take advantage
of the investment tax credit. But the windfall accruing from the jobs credit
Is less than from the investment credit. To be eligible for the Jobs credit, an
employer must expand his labor force; simple replacement is insufficient. For
the investment tax credit, replacement is not only sufficient but expected.

One of the points that has never been adequately explained to NFIB is
why a windfall accrues to labor intensive small business from the Jobs tax
credit, when a windfall apparently does not accrue to capital intensive large
business from the investment tax credit.10 We are not arguing against the
investment tax credit; we are arguing aainst the double standard.

Second, any windfall from the jobs tax credit places additional capital in the
hands of those taking a socially desirable action, i.e. expanding employment.
You must recognize that a critical problem for small business, particularly
rapidly growing firms, is cash flow. The Jobs tax credit helps place critical cash
In the hands of these firms which allows them to leverage further money, thereby
increasing employment again.

Mr. Edward Gaffney, President of Ortho-Kinetics in Waukesha, Wisconsin,
an NFIB member, and the nation's "Small Business Person of the Year" ex-
pdained the situation well:

"The only real place in our economy that meaningful jobs can be created
is in growing companies. Those companies add people as rapidly as they can
get cash together to create jobs.

A growing business loses cash to increased receivables, increased inventory,
increased taxes, and increased payrolL

Reducing taxes increases the cash available in those companies so that a job
is created sooner than would otherwise be possible.

In my business, I can lever cash into jobs about 4 to 1; or a permanent $10,000
a year job costs about $2,500 in cash. A temporary job created in the govern-
ment costs $14,000. In my business the inventory needed for that Job will create
business for my suppliers and increase their job creation. The profit on my job
generates more cash and stimulates more job creation. Your government job
takes away from my business, and leads to fewer jobs.

'See, "NFIB Employment Report for Small Business." (eds.) Bailey, Richard M.and Dunkelburg, Wlliam C., (National Federation of Independent Business: San Mateo.
Cal.), November 1977.

10 Two-thirds of the ITC dollars are directed to the nation's largest 1,300 corporations.
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Yes, I will eventually create the same job without the credit-probably next
year rather than this year-but didn't you want it this year?

The choice is to pay $2,500 for a permanent job; or to pay $14,000 for a
temporary Job while waiting for me to create the permanent job."

Finally, the Jobs tax credit is one of the few practical devices available to.
assist growing unincorporated businesses. Generally, when we speak in terms.
of business taxation, we speak of corporate tax, Investment credit, depreciation,
etc. But these have minimal impact on these labor intensive small firms which
employ millions of Americans. Thus, while government finds no difficulty in
developing means to increase taxes for unincorporated business, e.g. FICA, it
does have difficulty developing means to decrease them. The Jobs tax credit is
an exception.

If you will recall, one of the primary purposes of this bill is to offset some
of the tax increases experienced by the Social Security Financing Act of 1977.
Can anyone see any portion of the tax bill, including personal reductions, that
would remotely accomplish this goal for unincorporated employers? Instead, we
are attempting to take one of the few things they can use, windfall or not.

STATES ARE CREATING A PROBLEM

Apparently, some States are negating part of the Jobs tax credit's effectiveness
by disallowing a State tax deduction on the total amount of wages or salary
paid a Jobs credit employee. These States have ruled that an employer must
subtract the amount of the jobs credit from an employee's w#ges for purposes of
State taxation. Thus, the amount of the credit becomes taxable income.

Mr. Jon Cook, a Certified Public Accountant and NFIB member from Nor-
wich, New York, explains the problem In some detail in the attached
correspondence.

CONCLUSION

There is only one major problem with the jobs tax credit-that is, the credit's
effectiveness is dispersed so widely across the nation that it lacks a dramatic.
highly visible impact on which to base a political constituency. Rather than being
responsible for a few new 10,000 employee plants, the credit haa been responsible
for one or two new employees in thousands of locations. High drama is not made
of such incremental gains.

But the positive impact the Jobs tax credit has had in the small business sec-
tor-the sector currently creating the new jobs-Is clear to us. It has created
jobs-thousands of jobs. For those remaining skeptical, we would ask "what is
your evidence?" We have presented ours. If you have not, but still don't believe
us, why change the credit until Treasury can establish some pattern of credit
utilization? The Jobs credit was originated as an experiment. Why abolish the
experiment before the "official" results are in?

NFIB believes two changes In the existing credit would be helpful. First, re-
vision to allow the small employer to know exactly his credit prior to the hiring
decision. Second, negate many States' adverse interpretation. The former the
Congress can accomplish; the later is quite another matter, although we think
the Executive might exercise some moral persuasion in this regard.

We do not seek to increase the maximum credit unless the Congress were to
designate certain persons or geographic areas for special consideration. In light
of its performance, the size Is sufficient (the 1978 level) to affect the marginal
hiring decision. Increasing the amount, particularly In low wage areas, could
lead to the type of labor substitution neither you nor we desire. Obviously, as
wages continue to rise, that assessment could change.

NFIB vigorously opposes a redirection of the jobs tax credit into a "targeted
credit". The targeted credit simply does not fit small business for the reasons
previously given, and small business Is the sector this nation is relying upon to
create the new Jobs. While target populations appear itellectually rational, they
ignore realities and are doomed to failure.

Mr. Chairman, NFIB supports extension of the existing jobs tax credit and
hopes the Congress will as well.
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Attachment
Jol K. Co00,

CERTIFIED PUBLIC ACCOUNTANT,
Norwich, N.Y., February 10, 1978.

Mr. JOHN MoRLEY,
National Federation of Independent Buatneee,
W hington, D.C.

DEAR Ms. MoRLy: This letter is a follow up to the discussion which we had
-on the telephone Friday, February 10, 1978 in regard to the various problems
which we have encountered concerning the New Jobs Credit.

The foremost problem as I see it, is the stipulation that the tax deduction
for salaries and wages paid must be reduced by the amount of Jobs credit taken.
We have been in contact with the states of New York and Mississippi and have
been told that we are not allowed to increase the salary deduction back to the

-original amount for state purposes. Therefore, all taxpayers who take the jobs
-credit against the federal tax will have to pay additional sAtate tax because of
the reduction in the salaries and wages deduction for federal tax purposes. Thus,
the credit becomes less advantageous for the employer and turns into a tax
boijanza for the state. I do not feel that this was the intent of Congress when
the law was passed. A quick calculation reveals the following:

'Tax brackets: Percent
Federal --------------------------------------------------- 50
State-personal -------------------------------------------- 15
State-unincorporated business tax ---------------------------- 5.5

-Calculation of jobs credit:
New jobs credit available -------------- ------- $10, 000

Federal tax
Jobs credit taken -------------------- -------------------- 10,000
Increase in tax due to salary reduction $10,000 X50 percent -------- 5,000

New York State tax
Salary reduction ---------------------------------------- 10,000
Additional personal tax $10,000X15 percent ----------------- 1, 500
Additional UBT tax $10,00OX5.5 percent ----------------------- 550

Net tax effect of credit
Federal:

Credit taken ---------------------------------------- 0,000
Additional tax -------------------------------------- (5,000)

State:
Additional taxes ------------------------------------- (2,050)

Net tax reduction ------------- ----------- ------------- 2,90
This is a computation of the maximum effect, but you can easily see that a sub-

stantial portion of the credit Is offset by the additional taxes which must be paid
to the State of New York.

In certain cases an employer's self-employment tax will also be Increased
because of the required reduction in the salaries paid deduction.

It is probably too late to correct the injustices inherent in the new jobs credit
law for 1977, but I strongly urge you to do what ever can be done to stop the
Individual states from taxing the required reduction In wages paid and make It
-effective for calendar year 1977.

Some of our other complaints with the jobs credit are the following:
1. In regard to Partnerships and Sub S Corporation which have a loss (Credit

not allowed in year but can be carried back and forward) the salaries should not
be reduced by the credit unless the carryback can be utilized. If carried forward,
the salary reduction should be made in the year the credit is used.

2. The computations don't always result in a true reflection of the number of
new jobs created. In my own personal case, I lose about one-half of what the

-credit should be, because I had 4 employees in 4 Job classifications in 1977 and
I had 8 employees in 2 job classifications in 1976. In 1976 one employee left in
May and was replaced. Both employees reached the FUTA Base of $4,200. When
-computing the jobs credit I get the following result:
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FUTA BASE

1976
Employee Employee
number I number 2

Job. No.:
I ..............................................
2.............................................
31 .............................................
41 ............................................

Total base ...................................

Credit .......................................

Actual increase in base because of new jobs ............

Credit .......................................

Difference ....................................

1977
Employee Employee
number 1 number 2

$4,200 NA $4,200 NA
4,200 $4,200 NA $4,200

NA NA 4,200 ..............
NA NA 4. 200 ..............

$12,600 $16, 800
x102 12,852

3,948
x5O%

................................... 1,974

$8,1400 $16,800
x102 8,568

8,232
x %

................................... 4,116

................................... 2,142

I New job in 1977.

Please keep me informed as to any progress which is made In your efforts to
correct the situations which we have discussed. As I mentioned on the telephone,
I would be willing to help you in any way I can if time permits.

Thank you for your effort.
Very truly yours, JON. K. CooK.

Senator HASKELL. We now have a panel consisting of Prof. John
Bishop and Prof. Gary Fethke.

Gentlemen, because of time constraints, if you could put your state-
ments in the record in full and perhaps just talk or summarize, that
would be most helpful.

Mr. BIsHoP. Fine, thank you.

STATEMENT OF JOHN BISHOP, INSTITUTE FOR RESEARCH ON
POVERTY

Mr. BIsHoP. I am John Bishop, a research associate at the Institute
for Research on Poverty at the University of Wisconsin. I would like
to thank you for inviting me to testify today on the design of marginal
and targeted private employment incentives.

My testimony will consist of three parts. One is a quick description
of the results of my research on the effectiveness of the new jobs tax
credit. Second, I will discuss some of the design issues of the targeted
employment tax credit that the administration has proposed; and
third, I will discuss the new jobs tax credit, whether it should be
extended and how it should be modified.

I have been estimating models predicting employment, hours
worked per week and prices charged by retailing and construction
firms, using aggregate data. This sector of the economy employs
around 27 percent of the workers in the economy and it is the sector
of the economy where one would expect the largest response through
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a new jobs tax credit, if there was one, because it is dominated by
small firms.

The procedure used was to estimate a model predicting employment
in each month since 1951 with sales in that industry, the wage rate
in that industry, prices of alternative inputs, monthly seasonal dum-
mies, time trends and so forth, and then you examine whether some-
thing unusual 'happened in the period in which the new jobs tax credit
was in operation.

The result of those estimates are that there seems to have been
an 8-percent increase in employment in construction by March 1978
due to the credit and a 2- to 3-percent increase in employment in re-
tailing and wholesaling in response to the credit. For just these in-
dustries alone, this totals up to an employment increase due to the
credit of 400,000 jobs, plus or minus 200,000 depending on specification.

This is a very large increase. The total employment increase in these
industries was about 1.1 million, so it is about 40 percent, or 30 percent,
of the employment increase that did occur in those industries.

This credit should, while it increases employment, it should espe-
cially tend to increase part-time employment, because the subsidy is a
proportion of the first $4,200 of wages and therefore is a larger pro-
portion of a part-time worker's wage than a full-time worker's wage.
We therefore expected a decline in hours worked per week to occur.
That is exactly what happened.

It is unusual to have a decline in hours worked per week as you
come out of a recession. In retailing hours worked per week were 1 or
2 percent below what one would have expected in the absence of a tax
credit. I also looked at the price charged by retail firms for commodi-
ties that they sold. These prices are about half of the consumer price
index. Predicting these prices were the wholesale prices for those same
goods and the unemployment rate and the wage rate for that industry,
and the variables for the new jobs tax credit.

Relative to past patterns, the margin between retail and wholesale
prices has declined. The last month in the models estimated was April,
the month in which we first hit double-digit inflation. Despite the fact
of double-digit inflation, the model is picking up a discrepant result
that inflation is less than it would otherwise have been.

And here. agan, I attribute this to the new jobs tax credit.
The new jobs tax credit should stimulate the formation of new firms.

Because of the cap and its zero threshold and the NJTC is an espe-
cially large subsidy for a new firm just starting out.

Vell, that is exactly what we have been seeing for the last year.
New incorporations are at record heights and have been for about 9
months, 10 months, and there has been a 400,000 increase in the number
of people self-employed in the economy. That means, according to the
household survey, about 400,000 new firms have been created in 1 year.

No one of these pieces of evidence is conclusive, but the fact'that
the pattern is exactly what you would predict from the new jobs tax
credit: A decline in prices while you have an increase in employment,
a decline in hours of work per week while you have an increase in em-
ployment, suggests that it is the new jobs tax credit that is responsible.

Now let me make a few comments on the targeted employment tax
credit that the administration has proposed. Given the budget con-
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straint imposed in the -planning process, this is a well-designed credit
and should be a major stimulus to employment of low-income youths
and handicapped workers.

I like the requirement that the family's income for eligibility is 70
percent of the regional lower living standard. This is desirable because
an income definition targets this employment tax credit on the needy-
those who need tile jobs-much more efficiently than would unem-
ployment or any other targeting approach that is available.

A second aspect is that the use of the regional lower living standard
means there is an effective variation across the Nation in this stand-
ard, and that is very desirable because high cost of living locations
need, like New York City and the Northeast, to have their higher
cost of living taken into account when determining eligibility for the
credit.

It is important that the, period over which income is measured be 6
months or more, and that is what was proposed.

The eligibility determination is proposed, to be in the CETA of-
fices, and this is desirable. An alternative is to do it in the welfare of-
fices, and I thnk that would be a real mistake.

For a lot of people there is a stigma for applying to welfare and
people do not want to go down to the welfare office, and I think it is
very desirable to have the determination of eligibility and the entire
process of determining eligibility for employment that the jobs stimu-
his be done either at the unemployment insurance offices or at the
CETA offices.

The only flaw in the targeted employment tax credit is the exclusion
of heads of low-income families with children from eligibility. The
Ways and Means Committee seems to be taking the Moynihan-Crans-
ton proposal and slotting it into the targeted employment tax credit
so that we are likely to have a proposed employment tax credit for
youth, 18 to 24, who are poor, and for those on welfare, which will
primarily be female heads of families.

I think that to leave out the male head of low-income families ef-
fectively says your children can have a job, your wife can have a job
if she will feaN',e you. but not you. I think it would be very desirable
to make eligible for TETC tie male heads of families not on welfare,
that meet the income eligibility requirements.

That would increase the predicted cost of the targeted employment
tax credit by only around 50 percent over what the administration is
proposing now.

Now let me say something about the jobs tax credit. Over the last.
year there has been a phenomenal increase in employment. Between
May 1977 and 1978, employment increased 3.8 million. This is not
due to an increase in public service employment for the increases in
Government employment was only 200,000. Unemployment declined
by onlv 700,000. There has been a'huge flow of new workers into the
labor force.

The labor force participation rate from women rose from 48 to 49.2
percent; teenagers from 53.5 to 56 percent; for black teenagers, the
rate for labor force participation rose an astonishing 21 percent from
May to May, a 25-percent increase from June to June.

So we are having a huge flow of new workers into the labor force.
If we create the jobs, a lot more people will enter the labor force.
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The coming of age of the baby boom generation and the changing
attitudes of married women toward working are causing the labor
force of the Nation to grow at phenomenal rates. We have not seen
the end of it.

This huge influx of inexperienced and unskilled workers has de-
pressed the wages of these workers and caused high rates of unemploy-
ment in the affected groups. Despite the fact that there was a 21- to
25-percent increase among black teenagers, the unemployment rate of
black teenagers has hardly changed at all.

At the same time, The Wall Street Journal reports a booming de-
mand for experienced executives and engineers and highly skilled
workers. There is a mismatch between the skills and experience that
people bring to the labor market and the requirements of firms.

The mismatch cannot be corrected by sending people to school longer.
What these new workers need is actual job experience. The new jobs
tax credit is an ideal remedy for this structural problem.

It stimulates the employment of women and youth much more than
it stimulates the employment of high-paid executives.

In one simulation I did in which total employment increased in
response to the credit by 2 percent, the employment of youths rose 3.9
percent, the employment of women rose 3 percent, and the employment
of men with much higher skills grew hardly at all.

This occurs because the jobs tax credit is a larger proportion of the
wages of part-time, part-year, low-wage workers than high-wage, full-
time, highly skilled workers.

In the future, the function of the jobs tax credit should be to aid the
transition of new workers into permanent employment. Normally un-
dertaking to train new workers will raise the firms' costs and create
inflation. The jobs tax credit is the ideal instrument for stimulating an
increase in this employment, because it simultaneously decreases costs.

The study I reported on earlier suggests that some of these reduc-
tions in marginal costs have resulted in lower prices. The jobs tax credit
has shifted the Phillips curve. Some of this shift is temporary. It is a
response to the fact that businesses are receiving a tax cut and their
costs are declining, so as long as we increase the tax cut and the costs
continue to decline, we will see a decline in prices. However, that is
going to be temporary. Eventually prices will start going up, though
they will staylowwhat they would have otherwise been.

When the new workers settle down with one employer and gain ex-
perience on the job, there will be a permanent shift of the Phillips
curve or the rate of unemployment that is consistent with a nonacceler-
ating rate of inflation.

The implication of this analysis is that the new jobs tax credit should
be extended, but it must be modified, and that it should be extended
for more than just 1 or 2 years. I propose 4 years, but I will set that
aside.

The first change that is required is that the cap must be taken off. The
reason is that when a firm hits the cap, it no longer has an incentive
to expand employment any further as a result of this credit, so that
the firms that hit the cap, most of the tax benefit is a windfall for them.
This year 5,000 to 8,000 firms are going to hit the cap.

So we are losing the opportunity to stimulate jobs in those parts of
the economy, plus having to spend a. lot of money in a tax credit that
does not have influence upon their behavior.
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This can be done by just setting a cap of $100,000 or 20 percent of the
employer's unemployment insurance wage base, whichever is higher.

Senator HASKELL. How much longer? We have a limit, and I
wonder-

Mr. Bisno. I have one or two more pages.
Senator HASKEL,. Can you just summarize it briefly?
Mr. Bisnop. Surely.
Even without a cap the credit favors small firms. Employment in

small firms is growing faster than large firms, so they will get more of
the credit. The tax credits work to the advantage of those facing low
marginal tax rates. Small corporations face lower marginal tax rates.

A small corporation gets a tax savings of $1,680 from the credit; a
larger corporation gets a tax savings of $1,092 from the credit.

The second change that is required is that the firm must not be able
to reduce its threshold of eligibility next year -by purposefully reduc-
ing its employment this year. A simple extension of the jobs tax credit
would give firms the incentive to reduce employment in 1979 in order
to increase the credit that the firms can get in 1980.

There are two ways of avoiding this: First would bi to make the
threshold that will apply in 1979, 1980, 1981 and 1982 a fu.cticn of the
firms' 1977 and 1978 FUTA wage base. The threshold that will apply
in each years could be specified as 105, 107 and 109 percent of the aver-
age FUTA wage base for 1977-78.

The subsidy of firms' expansion would not be once and for all. It
would last as long as the expansion was maintained. •

As a result, this method of defining a threshold implies that the rate
of the subsidy would be progressively reduced to somewhere around
$1.000 per worker because more and more workers would be receiving
a subsidy.

When a firm expands, it would continue to get $1,000 of subsidy each
year for as long as it maintained that expansion.

Alternatively, the threshold can be set at some percentage of the
largest of the firm's post-1978 FUTA wages. This way you are using
the peak of the last few years of the FUTA wage base, to define the
threshold. That. way, if a firm cuts employment and then comes back
up. it cannot reduce its threshold and thereby increases its subsidy.

Senator HASKELL. Sir, you have been going for about 20 minutes
now. Please submit the balance for the record, because we have other
people behind you that we must hear, and we must stop, if my under-
standing is correct, at 11:30 today.

Mr. Bisiop. All right. I am finished.
[The following was subsequently suupplied for the record:]

AUGUST 29, 1978.
Re House changes in the administrations targeted employment tax credit

proposal.
To: Senator Russell Long and members of the Senate Finance Committee.
From: John Bishop, Research Associate Institute for Research on Poverty.

The main point of my April 26 Testimony before the Public Assistance lubcom-
mittee was that putting two parent families on welfare as was proposed in PBJI
may destablize their marriages. The policy implications I drew from the findings
of the NIT experiments were that low income two parent families should be aided
by increasing the paycheck of the family's working members. EITO's, PSE Jobs
targeted on the disadvanataged and Targeted Employment Tax Credits would
seem to be ideal mechanisms for raising the amount and frequency of the pay-
checks received by low income families without forcing the family into a demean-
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Ing and destabilizing association with the welfare bureaucracy. Two parent fam-
ilies have expressed their distaste for welfare and the welfare bureacuracy by
avoiding contact with it. Studies by Coe and Mac Donald have found that less
than 40 percent of the poor two parent families eligible for food stamps make
application for the benefits due them.

Designing a program that targets its aid on low Income people without turn-
ing it into a welfare program requires some ingenuity, however. The Targeted
Employment Tax Credit proposed by the administration solved this problem ad-
mirably. The eligibility of 18 to 24 year olds for a TETO was to be a function of
family income over the previous six months. Certification was not to be done by
the welfare agency but rather by CETA prime sponsors, an agency whose primary
purpose is helping people improve their skills and obtain jobs.

Without realizing it the House has drastically changed the Administrations
TETC proposal. Except for the handicapped and high school students in work
study programs only people actually receiving welfare can obtain a TETC
voucher. The effect of this provision will be to draw more people onto welfare
than the help in obtaining a job provided by TETC will cause to leave welfare.
Limiting eligibility to welfare recipients has four serious flaws.

(1) The fact that almost all recipients of TETC vouchers are on welfare (food
stamps) will make employers all the more reluctant to hire them. The voucher
will carry with it a stigma. Rightly or wrongly many employers are likely to
consider able bodied welfare recipients unencumbered by single parent status to
be "loafers" and therefore unattractive as employees.

It would seem foolish to end a program that is working (NJTC has created
at least 400,000 new Jobs) and substitute for it a program that is a slight modi-
fication of one that is not working-the WIN tax credit.

(2) The program will aid only a very small portion of the able bodied low
income population. Primarily because of the stigma of being on welfare more than
60 percent of food stamp eligible families with able bodied workers do not apply.
The requirement that these families apply for welfare before they can get a
TETC will effectively deny job creation help to the very families that are, by
avoiding welfare, showing their commitment to the work ethic.

Given the fact that this TETC voucher may in fact make getting a job harder
rather than easier, their avoidance of a long and demeaning application process
(in Wisconsin the Food Stamp application is 40 pages long) is quite rational.

(3) The limitation of eligibility to welfare recipients will to some extent cause
Individuals who currently are not receiving welfare to apply for it. This is not
desirable for two reasons. Above $6,000 the effective marginal tax rate on their
earnings is raised and this may induce them to give up full time work and take
part time or part year work instead.

The second reason is that being on welfare may destabilize their marriages.
Careful experimental research has established that placing two parent families
on a negative income tax destabilizes their marriages.

The similarities between the structure of the NIT experiments, AFDC-UP and
Food Stamps might led one to fear that an experiment testing for effects of
AFDC-U and Food Stamp on marriages might obtain similar results. Until re-
search is done settling this issue, it does not seem wise to make changes in the
system that will increase the number of two parent families that pass through
the welfare system.

(4) The final problem with using Food Stamp eligibility as the income test is
its very short accounting period. One month after quitting ones current job the
individual is eligible for a two year subsidy of employment worth $4,000. This
does not create a problem when the income test is being continuously applied as
Is the case in Food Stamps and AFDC. It does create a problem when an Income
test applied at a point in time confers benefits that continue after the income
test is no longer met. There is no unchanging stock of Food Stamp recipients.
Flows in and out of the recipient population are quite large and are likely to re-
spond positively to the TETC the House has passed. Transition rates from em-
polyment into unemployment are also likely to Increase. What then is the case
for having a Food Stamp administered income test? It has been argued that the
CETA income test is not administered In a rigorous way. This may very well
be true. This Is not, however, the great disadvantage it Is made out to be.

(1) A rigorous application of the wrong test (i.e. one with a one month account-
Ing period) Is not necessarily preferable to a loose administration of the right
test (i.e. one with a six month accounting period).

(2) The tighter the administration of the income test the greater will be the
tendency for everyone to consider the program a welfare program rather than a



128

job creation program. If employers and workers consider the program a welfare
program, few will participate and costs will be low. Keeping application simple
and treating people with dignity will increase the proportion of eligibles that
obtain TETC certification.

The participation of non-welfare recipients will upgrade the average quality
of certified workers and Improve the image of the program. Costs need not rise
proportionately with participation, however. With an Improved reputation it will
be possible to obtain the desired level of employer participation at a smaller per
worker subsidy. For a given subsidy rate, tax expenditures will be larger. The
benefits-reductions on dependency and increases in labor supply-will be larger
still

(3) Even if contrary to the above argument a less rigorous Income test in-
creases tax expenditures by a larger percentage than it increases employment.
the outcome is a tax cut for the firm. There seems to be considerable sentiment
for cutting business taxes. The TETC is one of the ways of implementing such
a tax cut.

If CETA application procedures are considered too lax at present, the proper
response is either (a) to force a tightening up of their procedures by under-
taking random audits of TETC certifications,

(b) to assign the certification responsibility to an agency like the Job Service,
or

(c) to create a new agency.
Income tests do not have to be administered by a welfare office. Most of the

federal programs using income tests to determine eligibility-BOGG's, College
Work study, NDSL, SEOG rent supplements, public housing, school lunch, etc-
have been able to administer them without major scandal and without stigma.
There is no reason why TETO cannot be administered just as effectively.

SELECTIVE EMPLOYMENT SUBsIDIEs: AN AsSESsMENT oF NJTC AND TETC

(By John Bishop and Robert Haveman 1)

Concern that structural factors impede efficient labor market performance is
evidenced in both statistical analyses of economic potential and policy proposals
for selective employment subsidies. Both official and unofficial estimates of the
level and expected growth of potential GNP have been recently revised downward.
with an increase in the definition of the full employment unemployment rate and
a reduction in the growth of labor productivity being the primary bases of the
revision (Economic Report of the President, Perry). The 8.2 percent change in
GNP per percentage point change in the unemployment rate implicit in Okun's
Law has been revised downward to the 2.1-3.1 range (Clark, Perry). These in-
dications of structural changes In labor markets reinforce statistics on excessively
high and sticky unemployment rates of youths and blacks, the increasing labor
force participation of women, and the decreasing rate of men. Policymakers
apparently perceive the problem similarly. In both the U.S. and Western Europe,
large selective employment subsidy policies (SESP) have been enacted to combat
the recent unemployment problem, and to offset increased structural labor market
rigidities caused in part by government policies such as minimum wages
(Haveman).

SESP and changes in potential GNP and Okun's Law are not unrelated phenom-
ena. This paper explores that relationship. Part I presents a brief taxonomy of
the primary SESPs which have recently been enacted in Western industrialized
countries, and which are currently under consideration in the U.S. In Part II,
the economic rationale underlying these measures is discussed. Part III explores
the relationship of SESP to the prospective growth of aggregate output, In the
context of Okun's Law. If these measures are successful in achieving their objec-
tive, the repeal of Okun's Law Is implied. However, success of these measures
requires that changes in employment decisions be made in response to SESP.
Evidence on the existence and magnitude of these changes in the case of the New
Jobs Tax Credit is presented in Part IV.

I

The confrontation of a high rate of inflation with high average measured un-
employment, driven in part by changes in labor force composition favoring groups

I Research Associate, Institute for Research on Poverty and Professor of Economics
and Fellow, Institute for Research on Poverty, University of Wisconsin-Madlson.
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with relatively unfavorable unemployment experience and an increased variance
in sectoral unemployment rates (Perry, 1970), has brought forth numerous policy
measures designed to target employment demands on those sectors with substan-
tial excess supply. Wage (or employment) subsidies and direct public service
employment (PSE) are the primary measures undertaken, and these have ap-
peared in various guises. The former category can involve a subsidy paid to (1)
recruitment (additional hires), (2) the employment stock, or (3) changes in the
employment stock. Each of these subsidies can be targeted on particular types of
labor (say, by age, sex, region, unemployment duration, or education), or they
can be general in nature. Moreover, the subsidy can be a flat amount, or it can
vary with the level of earnings, the wage rate, or the duration of coverage. It
can be paid to either the employer or the worker, and can be paid directly or via
a tax credit. Similarly, direct PSE (which is, in effect, a 100 percent wage sub-
sidy) can vary by the degree of selectivity, the level of government, and the
output produced.

Examples of several of these variants have been recently implemented (Have-
man and Christainsen). The U.S. New Jobs Tax Credit, for example, is a con-
strained marginal stock subsidy with no targeting. It provides a tax credit equal
to 50 percent of the unemployment insurance tax base ($4,200) for the first 47
hires in a firm above 102 percent of the previous year's employment level for the
years 1977 and 1978. On the other hand, the 1975 British Temporary Employment
Subsidy is a reverse recruitment rather than a stock subsidy, and like the New
Jobs Tax Credit, it Is temporary and non-targeted. This program subsidizes about
30 percent of the wage costs for up to one year of workers who would otherwise
be laid off. In 1974, the West German government Introduced a temporary tar-
geted recruitment subsidy with a marginal stock constraint. For six months, a
wage subsidy of 60 percent was paid to firms in specified regions for employing
registered unemployed workers, if firm employment increased from that of a
stipulated date prior to passage of the act.

The Netherlands, France, and Sweden have also recently adopted targeted em-
ployment subsidies. In the Netherlands, for example, subsidization of 30 percent
of the wage costs of long-term unemployed workers hired is provided for six
months, with the duration extended to one-year if the worker hired is over 45
years old. The French program is similar except that the target group was ex-
tended to Include youths and first-time job seekers. The Swedish program sub-
sidizes about 50 percent of the wage costs of workers threatened with unemploy-
ment for six months, provided the firm retains them and places them in some
form of training program. For those countries mentioned, the percent of the labor
force on which SDSP-type subsidies are paid varies from about .3 percent of the
labor force (West Germany) to -4 percent in Sweden. In 1978, the New Jobs Tax
Credit (NJTC) will be paid on the employment of nearly 1 percent of the U.S.
labor force at a total budget cost of at least $2 billion.

While few reliable evaluations have been made of these SESPs ( the numerous
extensions of what were to be temporary programs suggest that they have not
been viewed as failures in achieving the primary objective-employment in-
creases-set for them. Indeed, In the U.S., the imminent lapse of the NJTC has
prompted a number of alternative proposals. The Carter Administration has pro-
posed Teplacing the New Jobs program with a Targeted Employment Tax Credit
that would subsidize firms for 33 percent of the first $6,000 of wages paid to all
low income workers who are 18-24 years or handicapped for the first year of
employment and 25 percent for the second. The House-passed Ways and Means
Committee revision of that proposal would limit the subsidy to newly hired target
group members, extend the group to include various categories of welfare recipi-
ents, and Increase the subsidy rate for the first year of employment and reduce
it for the second.

II

The economic rationale for .SESP is a straightforward one: By reducing the
price of labor at the margin, employment can be encouraged and unemployment
reduced. SFSP lowers the marginal cost function for incremental output, and in
competitive markets could be expected to weaken -pressures for price increases.
Because recruitment or marginal stock subsidies tend to benefit new more than
existing enterprises, entry. would be encouraged, further weakening upward price
pressure. For both of*these reasons, SESP will tend to!be expansionary. Further,
for firms engaged in external trade, SESP operates as an export subsidy (Layard
and Nickel). Indeed, for a number of Western European nations, this Oharacter.
istia is viewed as a primary rationale for SESP. A temporary SESP encourages
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firms to incur labor costs earlier than otherwise. As a result, inventory accumula-
tion or accelerated maintenance and investment spending will tend to increase.
Finally, SESP (particularly, a non-temporary program) will tend to induce the
substitution of targeted labor for capital and for non-targeted labor, for example,
the adding of a second shift rather than increasing overtime work (Bishop and
Lerman; Kesselman, Williamson, and Berndt).

Given the primacy of the employment creation objective for SESP, evaluation
of it must be in terms of its net job creation impact defined as the employment
level in the economy with the policy less that without it. Clearly, because (1) the
output produced by the workers subsidized competes with alternative outputs,
(2) the financing of the program entails opportunity costs which represent dis-
placed outputs, and (3) many of the subsidized workers would have been working
even in the absence of the subsidy, the net job creation impact will be smaller
than the gross number of workers subsidized. The ratio of net to gross job crea-
tion is an indicator of these displacement effects and can only be estimated in the
context of a fully specified general equilibrium model. At a minimum such a model
must be able to estimate the degree to which SESP results in both a reduction
in the gap between actual and potential GNP and an increase in the latter, and
the effect of SESP on the distribution of wages and employment opportunities.
We shall deal with each of these.

If SESP is targeted on a resource in excess supply or with a positive and non-
trivial supply elasticity, potential GNP--defined as the level of GNP when
NAIRU is attained-will rise. The proposed SESP targeted on handicapped work-
ers, transfer program recipients, and low income youth would seem to meet this
test, as large numbers of these workers are not employed because of labor market
rigidities (e.g., legal and conventional minimum wages). Hence, substantial
employment increases could occur without upward wage pressure and both actual
and potential GNP will increase. Econometric work suggests that the labor
supply of these target groups is more responsive to changes in the demand for
labor than that of other groups (Masters and Garfinkel). This implies that, even
if the labor markets for these workers were free from distortions associated with
minimum wages and tax and transfer programs, a wage subsidy on their employ-
ment paid for by a tax on other workers would raise potential GNP (Bishop). In
any case, with an excess supply of the target group labor and a positive and non-
trivial supply elasticity of their services, the GNP gap will be narrowed and
potential GNP will be increased. SESP can also increase potential GNP even
if the labor force participation rate of each demographic group is fixed. This
can be accomplished through the effect of SESP in reducing a wage-weighted
NAIRU by concentrating employment increases on sectors with- elastic sectoral
Phillips curves (Bally and Tobin).

The benefits of expanding potential GNP in this manner are increased by the
fact that the labor supply decisions of targeted groups are distorted by high
backward-shifted employer and employee paid taxes and even higher marginal
transfer benefit reduction rates. Because these distortions imply that the value
of the leisure sacrificed by such employment increases is very low, any resulting
increase In actual and potential GNP is positively correlated with the change in
economic welfare. Moreover, pecuniary externalities for taxpayers are created
by the increase in tax revenues and decrease in transfer costs associated with
SESP, both of which reduce the net budgetary cost of the program (Schmid).
Other non-pecuniary externalities may result as well, as people earn their way
off welfare.

A subsidy of one of the major costs of doing business will exercise downward
pressure on prices during the transition to a new price level. If expectations
bout Inflation are former oy a rational process that takes account of the fact

that the lower inflation rates are temporary, there will be no feedback into.wage
inflation. Many workers, unions and firms are not likely to be aware that the
slowdown in price inflation is temporary, in which care the once and for all redue-
tion in prices may have a long term impact on wage inflation. On the other hand,
because SESP shifts the demand for labor, unions maximizing some combination
of wages and employment will face an improved tradeoff and may press for larger
wage demands (Burton). Moreover, to the extent that the expected inflation term
in the wage equation involves wage rather than price feedbacks, the impact of
SESP on inflation will be less favorable. In this case, the policy will result in some
upward wage pressure In industries that employ large numbers of targeted
workers, which may cause similar pressure In other firms which attempt to re-
establisrb historic differentials (Bally and Tobin).
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In addition to its effects on actual and potential GNP and prices, SESP will
tend to shift the composition of employment and earnings toward low-skill target-
group workers. If less inequality in the distribution of the adverse effects of poor
economic performances is desired, this is a major benefit of SESP. One conse-
quence of this redistribution is that, even with a constant GNP, the number of
employed persons will increase as low productivity workers are substituted for
those with higher skills.

I

Because of these effects of an employment stimulus-employment redistribution
policy such as SESP, the macro-economic relationships between changes in GNP,
the GNP gap, and the unemployment rate will be altered. In standard treatments,
policy-induced increases in aggregate demand are viewed as closing the gap by
increasing actual GNP toward some exogenously determined potential GNPY.
However, as indicated above, the effect of SESP is to simultaneously increase
both actual and potential GNP. The shift in true potential Induced by SESP
will not be captured in measured potential, however, so as a result, a SESP in-
duced increase in GNP will reduce the measured GNP gap by more than it reduces
the true gap.

Similarly, SESP will also alter the relationship between the measured GNYP
gap and the unemployment rate. A SESP induced increase in GNP will be as-
sociated with a larger increase (decrease) In employment (unemployment) than
is typically associated with general aggregate demand induced changes in GNP.
As a result, the rate of productivity increase as conventionally measured will
fall.

Consider the following accounting relationship, in which GNP, productivity
(A), employed capital (K), hours worked per week (H), labor force participa-
tion rate (L), are all measured as percentage rates of change:

d GNP=dA+(1-KL)dK+KL(dH+SdL--SdU) (1)

U--100 log (Emp/Lab. Force) zthe unemployment rate, KL is the share of
labor, and S, is the ratio of the skill level of newly employed workers to the
economy-wide average. Okun's Law is a reduced form of (1) which states that
a 1 percentage point cyclical change in U is associated with a 3.2 percent
change in GNP. While a percentage point decrease in U is directly associated in
(1) with an increase in GNP equal to KLSA (approximately .7 of a percentage
Point), cyclical changes in other determinants of GNP-namely, L, H1, K, and A.The partial derivative of each of these variables with respect to U is negative.
It is the sum of these effects that make up the difference between .7 and 3.2.

Because of the characteristics of SESP, there are at least 3 reasons why a
one percentage point change in U Induced by, say, a targeted marginal stock
employment subsidy is not likely to increase GNP by 3.2 percentage points. First,
SESP-induced reduction in U will shift the composition of employment toward
low-skill workers (i.e., those with Sn<1). Indeed, the very purpose of a SESP
is to encourage firms to employ and to train workers who they would otherwise
not find it profitable to hire. The inevitable results of such substitution Is to
reduce measured productivity, at least in the short run. And, while the training
and work experience received by the employed workers will manifest itself in
future increases in productivity, S. and IdA/dU will fall as these costs are
recorded in firm accounts.

Second, SESP measures encourage the hiring of part-time workers (especially,
if tbe-subsidy is paid on the first'$N of earntngsaA has been the case in the U.S.)
or the substftution of additl6nhl workers for inceased overtime of existing
workers. As a result, the response of H to changes in U will be smaller than
otherwise--dH/dUl will fall.

Third, to the extent that the unskilled labor likely to be employed by SESP is
not complementary with capital services, as is likely, the utilization of capital
will not increase as much as in the case of an equivalent general demand stimulus
-dK/dUI will fall.

Finally, because of the limited knowledge on behavioral responses, the effect
of SESP on IdL/dU is unknown. On the one hand, SESP is designed to open
employment opportunities for low-skilled workers, which currently form a high
proportion of the discouraged worker, non-labor force participant category. On
the other, In the face of substantial measured unemployment of unskilled labor,
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a SESP may not generate as large an increase In labor force participation as an
equivalent reduction in U stimulated by a general expansion in demand.

Thus, at least during the period of adjustment following the initiation of a
well designed, non-trivial SESP, Okun's Law is likely to be repealed. This repeal
is a direct consequence of the fact that the primary objectives of SESP are to
increase employment and potential GNP and to distribute more fairly the costs
of high unemployment, from whatever source, and not to decrease the gap
between actual and potential GNP. The reduction in the Okun multiplier assoc-
iated with SESP is evidence that the policy is having the effects desired.

However, these effects do not come at zero cost. SESP is not easy to admin-
ister-surely more costly to administer than a general expansion of aggregate
demand. SESP of a marginal stock variety tends to give new and fast growing
firms and regions an advantage over those with static or contracting employment.
In general. SESP will encourage firms to absorb production which had been con-
tracted out, with an adverse effect on suppliers, many of which may have been
small enterprises. However, if small suppliers are more aware of the subsidy
or possess the flexibility to use it, increased contracting may result. Another
concern is that SESP may increase labor turnover, especially if it is temporary
or of the recruitment variety. Finally, SESP with narrowly defined target groups
(e.g., low income youth or welfare recipients) may result in the displacement
of equally disadvantaged workers who may have more central positions in family
units. The subsidized employment of a disadvantaged youth may have the
anomalous result of disemploying his father.

Iv

The economic impacts of SESP which we have described will not develop if
firms fail to change their behavior in response to the subsidy. In some past pro-
grams, that response has not been substantial. Most employers that hired work-
er eligible for the WIN and JOBS programs, for example, failed to apply for
the subsidy to which they were entitled (Hamermesh). The administrative costs
required to secure the subsidy apparently weakened the employment incentive
for which they were designed. Further, because the subsidy adheres to specific
individuals, it may be viewed as a signal that the job applicant is likely to be a
low productive worker, and result in a reduced probability of employment for
target group workers.

The New Jobs Tax Credit has been in operation now for more than a year.
While a definitive assessment of its effect on employment and prices is not yet
possible, a preliminary evaluation can be made to guide current decisions.

In theory, the NJTC should provide a major stimulus to employment, as firms
which typically hire part-time or part-year workers will find that the labor costs
of an expansion are cut nearly in half. However, the $100,000 limit on the
subsidy available to a single firm suggests that firms with more than 2,000
employees will not receive an employment incentive from NJTC. Hence, the
greatest impact of NJTC is likely to be on industries where medium sized firms
predominate and part-time part-year employment is common. The construction,
retailing, and wholesaling industries studied here fit this description.

Non-seasonally adjusted monthly data on employment and manhours in these
industries were regressed on seasonal dummies, trends on the dummies and
three year distributed lags of input prices and retail sales (or construction put
in place). The input prices are the gross employment (wage) costs borne by
employers (W) : for construction the wholesale price of construction materials
(M) and for retailing the wholesale price of consumer finished goods (P) ; a
price index of materials, business services and energy consumed by the distribu-
tion sector (Q); a price index of gasoline and electricity prices (G); and a
service price of capital which takes into account changes in excise tax, invest-
mtnt tax credits, and depreciation rules (R). With few exceptions, the lag struc-
tures were freely estimated with each input price or price ratio being represented
by its contemporaneous value, and that of each of the previous 4 quarters and
4 half years.

A strong case can be made (especially in construction) that wages and man-
hours are simultaneously determined. Exogenlety tests were performed by enter-
ing future values of the wage rate into the equation (Sims). The hypothesis that
the coefficients on this variable were zero was rejected strongly in construction
and weakly in retailing. Consequently, all models were estimated using two stage
least squares.
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The NJTC variable is an average over the past six months of the proportion
of firms (weighted by employees) that knew about the credit. It has a value of
.057 in June 1977 and rises at an average rate of .0425 per month reaching .343
in January 1978 and .572 in June 1978.

Table 1 presents our results. All of the NJTC coefficients are positive and
significant in Models I and II, where input prices enter as ratios. When input
prices enter nominally (Models III and IV), the coefficients are smaller and
insignificant. Across all of the regressions the average NJTC employment stim-
ulus over the 12-month period from mid-1977 to mid-1978 (obtained by multi-
plying the average value of the NJTC variable over the year by the coefficient)
ranges from 150,000-670,000. For these industries, total employment growth over
the period was 1.3 million. The Model III and IV estimates attribute at least
20-3 percent of the observed employment increase in these industries to NJTC.
These results are consistent with the observation that between 1977:11 and
1978:11 In both construction and retailing rates of employment growth have
substantially exceeded the rates of output growth. For example, while the
growth rate of construction put in place was 4.5 percent over this period, the
growth rate of employment was 8.2-9.9 percent that of manhours was 10.4 per-
cent. Even in retailing where cyclical increases in sales are typically handled
without hiring extra workers, employment growth-3.4 percent in household
data and 4.0 percent in establishment data-outpaced the 3.0 percent growth
of deflated retail sales.

The contrast between construction manhours and employment regressions ,
gets that the NJTC has, as prediteed, caused a reduction in average hours ,er
week. This result is consistent with the hours regressions run for the retail sub-
sectors reported in an earlier paper (Bishop, 1978).

In competitive industries like those studied, reduced marginal costs imply re-
duced prices. To test this relationship, the monthly rate of change of the retail
price was regressed on current and lagged changes in a number of industry cost
variables--wage rates, wholesale price of the product, the price of matrelals,
services and energy consumed by the distribution sector, the rental price of capi-
tal, and excise taxes-the unemployment rate, seasonal dummies, and trends
on the seasonal dummies. Table 2 presents the coefficients on the first difference
of the NJTC variable described above. For non-food commodities and restaurant
meals, the retail trade margin is negatively and significantly related to the tim-
ing of NJTC knowledge. Between May and June 1978 non-food commodity
retail prices rose 4.73 percent while wholesale prices of nonfood consumer
finished goods were rising 6.56 percent. This discrepancy of 1.83 percentage
points is quite close to the NJTC effect of 2.2 percent (.038-.572-100) estimated
by the preferred model (column 1). The observed decline in the margin Is par-
ticularly surprising given recent increases in the relative price of imported con-
sumer goods. (Imported products, it should be noted, are included in retail but
not wholesale price indexes.)

Among the sub-sectors, the pattern of co2fficlents is consistent with a prior
expectations. For example, the large negative NJTC coefficients in the restaurant
industry equation suggests that in this low-skill intensive sector the 8-12 percent
policy-induced reduction in marginal costs resulted in a 1.1 percent decline in
output price during the 12 month period. Estimates for moderately wage inten-
sive retail industries (apparel, furniture) indicate that the 5-7 percent reduc-
tion in marginal costs induced here is associated with a smaller .5 percent reduc-
tion In prices over the period. On the other hand, the small margin, non-wage-
intensive retail food industry has a non-significant positive coefficient, reflecting
the fact that incremental employment in this sector tends to contribute more
to the quality than to the volume of output.

The final rows of the table indicate the reduction of consumer costs due to
NJTC-induced compression of the distribution margin implied by the equations.
The cost savings of $1.9-$3.6 billion can be compared with the expected 1977
credit claim of $1.5-$2.0 billion and the expected 1978 claim of $2.0-$3.5 billion.

These estimates, It should be noted, measure the impact of NJTC on that sec-
tor of the economy in which the largest response Is expected. While it is possible
that across-industry displacements might result in NJTC reducing employment
and raising prices in industries not studied, this result would be surprising.
Further, while limited awareness of the existence of NJTC may have reduced
its measured effectiveness, a permanent credit may not have as large an effect as
a temporary program. A permanent credit would not induce firms to build up

34 -S40-79 -10
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inventories, as NJTC may be doing. If in a permanent marginal NJTC, the
threshold of eligibility were revised periodically to reflect more recent employ-
ment experience, raising current employment will reduce the future expected
subsidy, thus inducing a smaller response.

No set of estimates based on the first 12 months of experience with a program
can be conclusive. Perhaps the NJTC variable is capturing other exogenous
forces inducing contemporaneous employment increases and price decreases in
the sectors studied. And, if that is the case, perhaps improved specifications would
reduce the impacts attributed here to NJTC. Longer or shorter lags, adding the
price of energy or a once and for all shift in the relationship during 1974 do
not, however, cause major reductions in the NJTC coefficients. There may be
other factors at work, however. Hence, the conclusion that the NJTC is having
effects on employment and prices must remain tentative until better data on more
periods of observation becomes available. However, it should be emphasized that
these estimates are based on a procedure that is more robust with respect to
assumptions on the impact of taxation changes than those used to estimate the
response of investment spending to taxation changes. The procedure in most in-
vestment studies is to imbed a multiplicity of tax provisions in a single rental
cost of capital variable, and the tests of impact are based on the magnitude and
significance of this variable. Such analyses are joint tests of the effect of cur-
rent ond expected capital goods prices, financial market conditions, tax pro-
visions, and the validity of the formula, and not of the policy change alone.

In smun, then, the case for SESP is a strong one. Not only the level but also the
composition of employment are likely to be improved more by SESP than by an
equivalent increase in aggregate demand induced by a general stimulus. And, the
associated price increase is likely to be lower as NAIRU is shifted. If, as is likely,
the Okun multiplier will be depressed by SESP, at least temporarily, this is
evidence that the policy is inducing the behavior for which it is designed. Using
the NJTC as an example, such employer hiring and price responses appear to be
in evidence. However, these responses are for a non-targeted program; extrapola-
tion of magnitudes of effect estimated here to a targeted SESP would be incon-
sistent with the results of prior targeted programs.

TABLE I.-IMPACT ON THE NJTC ON EMPLOYMENT IN CONSTRUCTION AND DISTRIBUTION

Sample-
I II II1

1952-78.06 OLS 2 SLS OLS 2 SLS OLS 2 SLS IV, 2 SLS

EMPLOYMENT

Wholeule and retail ---- 10.077 10.076 2 0.09 '0.101 0.076 0.064 0.061
Household data ..... (.0-+8) 048) .049 .050 .057 .059 .044

(0121) (121) (.0117) (.0119) (.0119) (.0121) (.0122)
Retail ------------------ ' .03 '.045 3.044 2.047 1.035 .030 .oil

Establishment data.. .019 .019 .020 .020 .021 .023 .020
(.0043) (.0044) (.0043) (.0045) (.0041) (. 0044) (.0050)

Construction ............ 2.168 '.196 ........................ . 115 .166 .052
Household data ..... .017 .079 ........................ .095 . 108 . 102

(.0316) (.0336) ........................ (.0271) (.0297) (.0353)
Constriction ............ 3.187 1.180 ........................ .044 .020 .052

Establishment data.. .050 .053 ........................ .068 .018 .102
(.0169) (.0175) ....................... (.0153) (.0155) (.0173)MAN-flOURS

Construction ............ .102 .116 ........................ .014 .025 .007
Establishment data ...... .071 .0/8 ........................ .100 .103 .091

(.0323) (.0340) ....................... (.0291) (.0302) (.032)AVERAGE NJTC
INDUCED
EMPLOYMENT - IN
12 MO PERIOD
PRELEDING
JUNE 6,1978 (IN
THOUSANDS)

House.hod data ......... 641 669 ............ 575 ............ 565 410
Estabshment data ...... 412 412 ............ 203 ............ 154 255

The standard error of the coefficient and of the estimate are located beneath
the coefficient.

6
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Model I: E---Po.NJTC+p 5 X+pi( W/P)+ 3(RIP)+-p,(Q/P) for retailing and
E=--o.NJTC+p 1 X+p(W/M)-+pf(R/M) for construction where

X is the vector of output lags, seasonal dummies and trends
Model II: E=po.NJTC+pX+,(IV/P) +Ps(R/P) +P,(Q/P) +P[(G/P)
Model III: E=-c.NJTC+pX+P.W+{ [R+PQ+P&P for retailing and

E=-0 .NJTC+p,X+p2W+p,R+p,M for construction
Model IV: Same as III except that distributed lags are limited to 1.5 rather

than 3 years.

TABLE 2.-IMPACT OF THE NJTC ON THE MARGIN BETWEEN RETAIL AND WHOLESALE PRICES

Coefficient on NJTC under alternative specifications I

I yr distributed lag
Trends on seasonals

6 mo lag yr lag,
No trends trends trends

CPI component With Q Without Q with Q with Q with Q

Food away from home ................. ' -0.036 2 -0.037 ' -0. 032 1 -0.033 2 -0. 051
.013 .012 .013 .013 .018

(.0017) (.0017) (.0017) (.0018) (.0017)
Nonfood commodities .................. 1-.038 2-.038 ' -. 031 2-.038 1-.049

.015 .015 .016 .015 .020
(.0020) (.0021) (.0022) (.0020) (.0020)

Food at home ........................ .051 .041 .051 .051 .011
.039 .038 .040 .038 .059

(.0053) (.0053) (.0052) (.0052) (.0053)
All commodities ....................... -.018 -. 019 -. 013 -. 018 -. 036

.016 .016 .017 .016 .022
(.0022) (.0022) (.0023) (.0022) (.0022)Reduction in consumer costs between

June 1977 and June 1978 (in billions):
All commodity regression .......... 3.4 3.6 2.4 3.4 2.5
Disaggregated regressions .......... 2.8 3.3 1.9 2.8 2.3

The standard error of the coefficient Pnl the regression ace located beneath th3 coefficeint. moJels 1-4 estimated on
Aonthlj data 1953.03 to 1978:06. For model 5, sample period ends 1978:01. Weights for Q are based on the 1967 input
ouput tsble. it includes gasoline, electricity, telephones, containers, cellophane packaging, supplies, insurance, auto
repair, and legal fees.
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Senator HASKFELL. Thank you very much indeed. I would like to
defer to Senator Culver for a statement.

Senator CULVEP. Thank you, Mr. Chairman.
I just wanted to take the opportunity to introduce to the com-

mittee Dr. Gary Fethke who is an associate professor at the college
of business administration at the University of Iowa. We are very
proud of the work that you have done, Dr. Fethke, and we know
that you have been recognized as somewhat of an expert on this gen-
eral subject of employment economic taxation, and we are aware that
you testified before this committee last year on the subject of tax
credit.

Senator HASKzLL. Thank you, Senator Culver. We look forward
to hearing from you, Dr. Fethke.

Please proceed.

STATEMENT OF GARY FETHKE, ASSOCIATE PROFESSOR OF
BUSINESS ADMINISTRATION, THE UNIVERSITY OF IOWA

Mr. Fi'rHKE. Thank you, Mr. Chairman. I can briefly summarize
my remarks.

We have analyzed employment tax credits and looked at general
unrestricted employment credits for nearly 3 years, and I will list
what I consider to be their outstanding features and then make my
recommendations.

The employment tax credit, that is, the unrestricted employment
tax credit, possesses many of the features that are attributed to a
general stimulus to overall demand. The advantage, I think, of the
employment tax credit, which makes it a nice complement to mone-
tary and fiscal policy, is that it does reduce critical costs. In many
instances, it takes the pressure off the price level and stimulates
demand at the same time. This is a very fortunate aspect of that
program.

Second, we have computed the cost of employment tax credit pro-
grams and compared them with computations made by economists
and other experts, and it does appear that the employment tax credit
is a modest cost program. Specifically, the employment credit com-
pares very favorably with public service employment, general
reductions in income taxes, and increases in Government spending
in terms of job-creating performance and in its cost to Government
and to society.

Third, while the Treasury has expressed continuing fears of wind-
fall gain, this program does not possess the adverse aspects that many
credits do, and certainly it is not nearly as troublesome, as the wind-
fall aspects of the investment tax credit.
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Fourth, the evidence that we have been able to assess regarding
the quantitative impact of the existing new jobs program demon-
strates clearly that more needs to be done to advertise the short-term
programs to the targeted community, especially in this case where
the credit is targeted to the small business population.

Now, the administration is moving toward a targeted employment
credit aimed at the young unemployed members of the work force.
There are some good reasons for considering this program and sug-
gesting it. However, one has to come to grips with the reasons why
unemployed youths are, in fact, unemployed. There are two general
notions on this subject.

One argument is that youths experience very high job turnover.
When they enter the labor force, they become dissatisfied with the
type of jobs that are available to them, the pay is low, and there are
so many ready alternatives offered them in terms of Government
transfer payments, unemployment compensation, and the like; conse-
quently, they leave jobs quickly. I think that a targeted employment
tax credit would not be immediately effective in stimulating jobs if
the cause of high unemployment is high turnover.

The other explanation--and I am more attracted to this second
explanation-is that high unemployment among the young is caused
by rigid wages which prohibit rapid clearing of the labor markets.
Minimum wages and large increases in payroll taxes, among other
things, have made this situation worse. In short, there is excess supply
of low-skilled workers in the economy. A targeted credit will be effec-
tive in eliminating this problem and will have a very desirable short-
term immediate impact on the economy.

Now, the question that comes up is whether we ought to move at
this time from the unrestricted new jobs credit to a targeted employ-
ment tax credit. My general feeling is that we should not do this. I
think that there are good reasons to argue that we can modify the
existing new jobs credit and make it an effective, short-term stimulus
to the targeted population without greatly changing its structure.

As currently structured, the new jobs credit already favors the
employment of low-paid workers of all ages. This preference can be
increased, for example, by raising the maximum credit against the
FUTA base. The idea being, that since the program does favor low-
wage workers, we can provide an even larger credit to low-wage
workers and let employers decide how to hire. I think they will hire
in the right direction. In this regard, Dr. Robert Eisner has "made some
suggestions before this committee about how some modest changes can
be made in the new jobs credit to make it more suitable for the targeted
population.

A critical point is that for any fiscal program to be effective, the
beneficiaries must be aware of tlhat program's existence and benefits.
The new jobs tax credit is aimed at the small business community
which cannot be expected to acquire and assimilate information about
Government programs as quickly as the more conepitrated sector. If
we move at this time from the new jobs credit, which does contain a
number of desirable features possepssed by the proposed targeted credit,
we are going to lose the stock of information that has already been
acquired by the small business community. I think it makes little sense
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to discard an incentive scheme that shows much promise, and has
many of the desirable features of the targeted credit and, by so doing,
increase the present problems in the business community.

In summary, based on our research, the employment tax credit is a
useful addition to the arsenal of monetary and fiscal policies. It favors
unskilled employees and small businesses, and if the Congress judges
this group as deserving, I see no compelling reason to move from the
new jobs credit to the targeted credit, but, instead, suggest a slight
modification in the structure of the existing program.

Thank you very much.
Senator HASKELL. Thank you, Dr. Fethke, very much indeed.
Do you think we should keep the present jobs credit, which seems

to be working, but with some modifications, and then have a separate
new targeted credit?

Do you see anything wrong with this as a potential solution?
Mr. FETTIKE. I basically agree with that approach. I think that the

structure of the credit now has many of the requirements of the tar-
geted credit. I think we have seen some success, and I would not argue
that it should be replaced at this time.

I basically agree with your approach.
Senator LASKELL. Well, thanks to both of you. I appreciate both of

your being here.
[The prepared statements of the preceding panel follow:]

STATEMENT OF JOHN H. BISHOP, RESEARCH ASSOCIATE, INSTITUTE FOR RESEARCH
ON POVERTY, UNIVERSITY OF WISCONSIN

My name is John Bishop. I am an economist at the Institute for Research on
Poverty and co-principal investigator of a study on the Potential of Wage Sub-
sidies funded by the Employment and Training Administration of the Depart-
ment of Labor. My testimony however, does not necessarily reflect the views
of either of these organizations.

Let me begin by thanking Chairman Haskell and the members of the subcom-
mittee for inviting me to testify on how best to design a marginal or targeted
private sector employment incentive.

In the short time I have I will not be able to offer all the details I would
like. I refer you to my written testimony for a more extensive discussion.

My testimony will have three parts: (1) A description of the results of my
econometric study of the impact of the existing marginal Employment Tax Credit
on employment and pricing in the construction and distribution industries. (2) A
discussion of some of the design issues surrounding Targeted Employment Tax
Credits like the one proposed by the Administration. The third part will consist
of a menu of preferred policy alternatives.

THE LIKELY IMPACT OF THE EMPLOYMENT TAX CREDIT

Key features of the Employment Tax Credit are that it is (a) a fixed propor- 4
tion of earnings up to'a rather low maximum, (b) marginal and (c) temporary.
Each of these features has important consequences. The first feature focuses the
employment stimulus on low wage, part-time, part-year workers, a group that
current suffers from very high unemployment rates. The second feature, that
it is based on a threshold employment level defined by last year's employment,
makes possible a high rate of subsidy at low cost to the treasury. In the process
it restructures the relationship between the marginal and average costs of exist-
ing firms and between the average costs of new and existing firms. The third
feature, that it expires at the end of 1978 and it has an eligibility threshold that
is updated each year to reflect last year's change in employment, tends to make
the Employment Tax Credit an "automatic destabilizer."
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Employment
The first crucial feature of the New Jobs Tax Credit (NJTC) Is that it is paid

on only the first $4,200 of earning of each extra worker. Amongst full-time, full-
year workers the NJTC, therefore, works to the advantage of low-wage workers
because the proportionate subsidy of their wages is greater. The NJTC also tends
to provide a proportionately larger subsidy of part-time and part-year workers
and should consequently stimulate part-time and temporary employment.

There are countless ways in which firms can make use of additional workers.
Manufacturing firms can put idle equipment back into production or put on a
second shift. Retail firms can open new stores, stay open longer hours, or increase
the number of sales personnel on the floor.
Inflation

The Job Tax Credit lowers the firms costs. The more a small firm expands the
more its costs will decline. With lowered production costs the firm can afford to
cut prices to generate the extra sales necessary to keep the extra workers busy.

In the study that is available to you as part of my written testimony, I have
conducted an econometric test of effects of the Jobs Tax Credit on employment,
hours worked per week and prices of the construction and distribution industries.
Employment was specified to be a function of a time trend, seasonal dummies for
each month, trends on the seasonal dummies and a three year distributed lag on
sales, wage rates, materials prices and the implicit rental cost of capital. The
variable testing for an effect of the Jobs Tax Credit is an average over the past
r.ix months of the proportion of firms (weighted by employees) that knew about
the credit. The sample period starts in the first year for which all data is avail-
able and extends to either March or April 1978.
Results of the study

Statistically significant increases in employment are found to have occurred
in construction and retailing in response to the credit. Tho two stage least squares
estimates imply the credit by March 1978 had induced an 8 percent increase in
employment in construction and a 2 to 3 percent increase in retailing. For the
industries studied the total increase in employment seems to be 400,000 plus or
minus 200,000. Regressions predicting hours worked per week find that average
hours per week in retailing are now 1 to 2 percent below what would have been
predicted in the absence of the Jobs Tax Credit. The most startling finding is
that there has been a decline in the margin between the retail and manufac-
turer's wholesale price of commodities the timing of which coincides with the
operation of the Jobs Tax Credit. The point estimates derived from the price
equations imply that in April 1978, the consumer price index for commodities was
slightly less than one percentage point lower than it would otherwise have been.
Other evidence

The fact that new firms receive a subsidy on all their workers rather than just
a few will give them a cost advantage, even though the subsidy per worker is
half the standard amount. In competitive industries the 1 to 4 percent reduction
in costs this credit will produce may be a significant stimulus to the formation
of new firms. The unprecedently large number of new incorporations and a
massive 400,000 Increase in the number of self-employed workers between April/
May 1977 and April/May 1978 may in some measure be due to the Jobs Tax
Credit.

Because of the $100,000 cap on the tax credit, small and medium sized firms
are-relatve to their size-benefited more than large firms. If the smart money
on Wall Street were to expect an extension of the capped credit, it would be
rational to switch ones investments from large firms into small fast growing
firms. Ifere again the behavior of stock prices is consistent with the hyothesis.
For almost a year the NASDAQ and AMEX indexes have been out performing
the DOW and New York Stock Exchange indexes.

To sum up all five of the hypothesized effects of a Jobs Tax Credit seem to be
occurring. Employment, new firm formation and NASDAQ stock prices have
risen above predicted levels. Hours worked per week and prices have fallen below
predicted levels. Alternative explanations for each of the phenomena are avail-
able so there is no way to be certain the Job Tax Credit is the cause. The JTO
hypothesis does, however, have the advantage of being the only single story
that simultaneously explains all five events.
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The targeted employment tax credit
Now let me make a few comments upon The Targeted Employment Tax Credit

the Administration has proposed. Given the budget constraint imposed in the
planning process, it is a well designed credit and should provide a major stimulus
to the employment of low income youths and handicapped workers. The require-
ment that the youth come from a family with income below 70% of the regional
lower living standard targets the job Ptimulus on exactly the people who need
the help. It is Important that the period over which income is measured be at
least 6 months long. Substitution of a length of unemployment eligibility require-
ment would not target the credit nearly as well. Eligibility determination is
located in the correct place, CETA offices. It would be a mistake to require indi-
viduals to deal with a welfare agency to get certified. A low rate of subsidy that
lasts for a long period of time is much better than a high rate of subsidy that
lasts a shorter period of time.

The only flaw in the TETC is the exclusion of the heads of low income families
with children from eligibility. A similar credit is being considered for welfare
recipients. A job stimulus should not be conditioned on applying for welfare.
Many people find applying for and receiving welfare to be demeaning. Limiting
the TETC to youth and AFDC recipients might create an incentive for marriages
to split apart. If the TETC certification is associated in employers minds with
being a welfare recipient, certification may carry a stigma that may cause em-
ployers to avoid hiring the target group.
Should the Jobs tax credit be extended?

In my view a modified version of the credit should be extended for another
four years. Two modifications are absolutely essential:

(1) The cap must be taken off. This can be done by setting a cap of $100.000
or 20 percent of the Employers FUTA wage base whichever is higher.

(2) The firm must not be able to reduce its threshold of eligibility next year
by purposely reducing employment this year. A simple extension of the current
Jobs Tax Credit would give firms an Incentive to reduce employment in 1979
in order to increase the credit the firm is eligible for in 1980. There are two ways
of avoiding this:

(a) Make the threshold that will apply in 1979, 1980, 1981 and 1982 a function
of the firm's 1977 and 1978 FUTA wage base. The thresholds that will apply in
these years could be specified as respectively 105, 107, 109 and 111% of the 1977/
78 average FUTA wage base. The subsidy of a firms' expansion would not be
once and for all; it would last as long as the expansion was maintained. As a
result this method of defining the threshold implies that the rate of subsidy would
be progressively reduced to somewhere around $1000 per worker.

(b) Alternatively the threshold can be set as some percentage of the largest
of the firms post 1978 FUTA wages. The stimulative effect of such a credit will
tend to diminish when the economy heads into a recession. It would be desirable
to make yearly adjustments in the location of the threshold relative to previous
peak employment. Within a range specified by Congress, the President would
set the threshold for the year on January 1st and Congress could then modify or
veto this threshold'ns it saw fit.

tAN ASSESSMENT OF THE EMPLOYMENT TAX CREDIT OF THE TAX REDUCTION AND
SIMPLIFICATION ACT OF 1977: IMPACTS UPON THE CONSTRUCTION AND DISTRIBU-
TION INDUSTRIES

(By John Bishop, research associate, Institute for Research on Poverty,
University of Wisconsin-Madison)

NOTF.-The research reported here was supported by funds from MPRE Grant
No. 51-55-73-04 from the Employment and Training Administration of the
Department of Lsbor, and by funds granted to the Institute for Research on
Poverty of the University of Wisconsin-Madison by the Department of Health.
Education, and Welfare pursuant to the provisions of the Economic Opportunity
Act of 1964. The views expressed are the author's and do not necessarily repre-
sent the position of the Employment and Training Administration or other fund-
Ing agencies.

This paper examines the effect of the Employment Tax Credit of the 1977 Tax
Reduction and Simplification Act on employment demand and the pricing policies
of the construction, trucking, wholesaling and retail sectors of the economy.
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Employing 2212 million workers in 1976 these industries provided 26% of the
nations jobs and 27% of the hours worked by persons engaged in production.

Despite their importance and the availability of reasonably good monthly data
on input and output prices, wages, employment, hours worked and the sales or
output of these industries, time series studies of employment demand have
neglected these industries. A large share of the nations low earnings workers are
employed in these industries. Average earnings in the retail sector are two thirds
the national average. Construction earnings are only slightly lower than the
national average but the variance is high. In 1970 45% of teenagers, 21% of
black males, and 23% of women were employed in these industries.

Because the lives of capital equipment are short and rates of labor turnover
are high, the responsiveness of construction and distribution to tax policy in-
duced changes in input prices may be speedier than in the rest of the economy.
The Employment Tax Credit places a $100,000 cap on the amount of subsidy
each firm may receive. As a result it is in industries dominated by small and
medium sized firms like construction and the distribution sector where one
would expect a response to the Employment Tax Credit if there is one.

The major finding of this paper is that the data are consistent with the hypoth-
esis that firms in the construction and distribution industries have responded to
the Employment Tax Credit by increasing employment especially of part time
workers and reducing prices. The point estimates of the increase in employment
that the credit had stimulated by March 1978 generally lie in the neighborhood
of 400,000 with a band of uncertainty of plus or minus 180,000. A 400,000 job
stimulus is roughly one third of the growth In employment these industries were
experiencing between April 1977 and April 1978. Point estimates of the decline
in the margin between the retail price of commodities and manufacturers whole-
sale prices suggest that by April 1978 the credit had reduced consumer prices
index for commodities by slightly less than one percentage point.

The first section of the paper outlines the problem that employment subsidies
are designed to address and describes the structure of the currently operating
marginal employment incentive. Section 2 discusses how a firm should respond to
such an incentive and selects three hypotheses for testing at the industry level
In thc later sections of the paper. Section 3 describes the estimating equations
and hypothesis testing methodology. Section 4 reviews the data and Section 5
presents the results.

1. BACKGROUND

Over the last seven years overall unemployment has averaged 6.2%, nonwhite
unemployment 10.6%, and teenage unemployment 16.8%. The unemployment
rates of young high-school dropouts have been especially high. In March 1976,
the most recent data available, high-school dropouts aged 16-24 were experiencing
a 20.7% unemployment rate if they were white and a 34.4% rate if they were
nonwhite. This discouraging unemployment record has led both economists and
politicians to search for new ways to stimulate the employment of inexperienced
and disadvantaged workers. A recent paper by Martin Bally and James Tobin
suggest that by focusing the employment stimulus on the lower skilled less ex-
lperienced workers that it may be possible to lower the rate of unemployment at
which inflation accelerates (NAIRU).

One approach Is to expand public service employment for the youthful un-
skilled workers. The cost per job created, however, is high; and it is in any case
doubtful that In the long run public service employment results in large net addi-
tions to total employment. An additional problem Is that the public sector is
highly skill Intensive. The proportion of workers with at least one year of col-
lege is twice as high in the public as in the private sector (45% versus 22%).

These difficulties have led to programs whose objective Is to create additional
jobs for unskilled and inexperienced workers in the private sector. WIN and
JOBS are examples of programs that have attempted to induce the private sector
to hire the disadvantaged by offering employers a subsidy to hire workers in their
target groups. They have not, however, proved very effective.

Most employers that hire target group workers for which a subsidy is available
neglect to even apply for the money (Hammermesh, 1977). The paper work in.
volved in applying for the subsidy seems to have prevented the financial incen-
tive components of these programs from having a major impact. A further dis-
advantage of this approach seems to be that the subsidy adheres to specific in-
dividuals. Employers may feel that eligibility for the subsidy signals that the
job applicant is likely to be a low productivity worker-leading to the paradox
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that the programs may in fact lower the subsidized worker's chances of getting
a good job.

A third approach is to subsidize employment generally. First purposed by
Nicholas Kaldor in 1936, this approach has more recently been refined and ana-
lyzed by Fethke and Williamson (1976) and Kesselmann, Williamson, and
Berndt (1977). These analyses suggest that by paying the subsidy only for in-
creases in employment over a threshold level based on a firm's -past employment-
that is, a so-called marginal employment subsidy-it is possible to achieve rather
large increases in employment at rather limited cost to the government. Independ-
ently, several influential members of Congress (Senator Bentsen and Representa-
tives Conable and Ullman among them) were thinking along similar lines and In-
troduced bills implementing this marginal employment subsidy approach.

President Carter's January 1977 tax reduction recommendations contained a
nonmarginal wage bill tax credit. The House Ways and Means Committee sub-
stituted a marginal employment subsidy for the President's proposal, which,
after being somewhat modified by the Senate, was passed and signed into law as
part of the Tax Reduction and Simplification Act of 1977.

This law provides businesses a tax credit against corporate or personal income
tax liability for expansions in employment in 1977 or 1978.

The credit is 50 percent of the increase in each employer's wage base under
the Federal Unemployment Tax Act (FUTA) above 102 percent of that wage
base in the previous year. The FUTA base for a year consists of wages paid up
to $4.200 per employee....

The employer's deduction for wages Is reduced by the amount of the credit.
Therefore, although the maximum gross credit for each new employee is $2,100,
the effective credit ranges from $1,808 (for a taxpayer In the 14-percent tax
bracket) to $630 (for a taxpayer In the 70-percent bracket).

The total amount of the credit has four limitations: (1) the credit cannot be
more than 50 percent of the increase in total wages paid by the employer for the
year above 105% of the previous year, (2) the credit must be no more than
25% of the current year's FUTA wages, (3) the credit for a year cannot exceed
$100,000 and (4) the credit cannot exceed the taxpayer's tax liability. Credits
which exceed tax liability for a year may be carried back for 3 years and car-
ried forward for 7 years. (Joint Committee on Taxation, 1977).

The requirement that the total wages paid rise by at least 5% is designed to
insure that the Employment Tax Credit is based on actual increases in employ-
ment rather than artificial increases In unemployment insurance wages (for
example, an employer could increase unemployment insurance wages by dividing
full-time Jobs into part-time or part-year jobs). The requirement that the credit
not exceed 25% of FUTA wages limits the amount of credit that new and rapidly
expanding businesses can receive. (An extra 10% subsidy of the first $4,200 for
each worker is available for hiring handicapped workers, with no limit on the
total amount of subsidy. This paper does not analyze the effects of the credit for
the handicapped.)

2. THE LIKELY IMPACT OF THE EMPLOYMENT TAX CREDIT

Key features of the Employment Tax Credit are that It Is (a) a fixed proper.
tion of earnings up to a rather low maximum, (b) marginal and (c) temporary.
Each of these features has Important consequences. The first feature focuses the
employment stimulus on low wage, part-time, part-year workers, a group that
currently suffers from very high unemployment rates. The second feature, that it
Is based on a threshold employment level defined by last year's employment,
makes possible a high rate of subsidy at low cost to the treasury. In the process
it restructures the relationship between the marginal and average costs of exist-
ing firms and between the average costs of new and existing firms. The third
feature, that it expires at the end of 1978 and it has an eligibility threshold that
is updated each year to reflect last year's change In employment, tends to make
the Employment Tax Credit an "automatic destabilizer."
Employment

The first crucial feature of the New Jobs Tax Credit (NJTC) is that it Is
paid on only the first $4,200 of earning of each extra worker. Amongst full-time,
full-year workers the NJTC, therefore, works to the advantage of low-wage
workers because the proportionate subsidy of their wages Is greater. The NJTC
also tends to provide a proportionately larger subsidy of part-time and part-year
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workers and should consequently stimulate part-time and temporary employment.
Since members of minority groups, women, and teenagers predominate in

all three types of employment-low wage, part-time, and part-year-the NJTC
should provide a major stimulus to their employment. This Is generally thought
to be desirable because it will target the employment stimulus on groups that
currently experience very high rates of unemployment.
Price inflation

The impact of the marginal employment subsidy on the pricing policies of firms
is of major importance. If the subsidy is immediately passed on to consumers, the
employment stimulus will be larger because the lower price will cause an expan-
sion in demand for real output. This once and for all reduction in the price of
output will also temporarily reduce inflation. How large these effects will be
depends on how firms set prices.

Tax incidence theory tells us that the size of the price reduction induced by
the subsidy depends upon the nature of the market and slopes of the demand
aud supply curves. Defining industry demands as P-=B+bQ.b<O, and the supply
curve as P,=A+aQ+S,a>0,S<O, the impact of a subsidy (S) on price in a
competitive industry is dP/dS=d/b-a. An industry's long run supply curve de-
pends on the average costs of production of new entrants and the incremental
total costs of expansion by existing firms. If there are no factors specific to the
industry (i.e., the price of factors supplied to the Industry does not depend on
that industry's output), the long run supply curve should be quite flat (a-O).
Thus, except for agriculture and mining, dP/dS should be closer to 1 than to
zero. In the long run, shocks to demand should have only minor effects on prices;
and changes in costs of production will be passed on to the consumer almost
completely. Thus, in the long run prices will behave as if they were set accord-
ing to a standard markup on normal average costs.

Normal average cost pricing is also a popular theory of short run pricing
behavior and currently predominates in certain lines of econometric work on
inflation (Nordhause 1974). For competitive industries like retailing and services,
the basis for using this theory to predict short term pricing behavior is that
rates of entry and exit are very high and that, since most firms operate sub-
stantial excess capacity, marginal costs do not increase as sales rise. For olio-
gopolistic industries, the primary theoretical justification for firms administra-
tively setting prices according to a normal average cost rule is limit price theory.
According to this theory an oligopolistic Industry's price is set in order to fore-
stall or minimize entry of new competitors into the industry. It is, therefore, set
below the average costs of new entrants and adjusted up or down as these costs
change. To the extent that changes in the normal average costs of existing firms
approximate changes In the costs of entry, normal average costs will be good
predictors of short term pricing behavior.

A permanent Employment Tax Credit with a fixed threshold changes the
relationship between the average costs of existing firms and the average costs
of new entrants. The fact that new firms receive a subsidy on all their workers
rather than just a few will give them a cost advantage, even though the subsidy
per worker is half the standard amount. Existing firms that choose to expand
by bringing out a new product line or opening an establishment to serve a new
market will also have a cost advantage over firms that are already serving that
market. The New Jobs Tax Credit causes the limit price that will forestall entry
to determine by substantially more than the decline in average costs of existing
firms. 0

Because they lack an established reputation with customers, have inex-
perienced managers, and need to start from scratch in recruiting and training
a labor force, new firms compete at a substantial disadvantage. The advantage
that a permanent Employment Tax Credit would give new firms are not likely
to outweigh these disadvantages completely. When the costs of energy, materials,
and capital are included, the cost advantage (at current levels) is only 2% in
manufacturing, 1.5% in retailing, and 3-4% in services. Relative to the current
environment, however, it could be expected to provide an important stimulus to
the formation of new firms and the expansion of small ones.

A permanent Employment Tax Credit with a fixed threshold and no upper
limit on the subsidy per firm might therefore, reduce prices by more than it
reduces the average costs of existing firms. It is hard to say, however, whether
the temporary and constrained credit of the 1977 Tax Reduction and Simplifica-
tion Act will have any substantial impact in prices.
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The $100,000 maximum on the per firm credit limits the size of the subsidized
expansion to 48 workers for existing firms and 96 for new firms. The expiration
date means that a new firm cannot plan on receiving a subsidy for more than
the first two years (i.e., for a maximum of 192 workers). As a result, the credit
will be of only minor help to entrants into industries with scale economies that
require firms to employ many more than that. Almost 50% of all private wage
and salary workers are in firms that employ more than 500 workers. However,
in many cases the large firms compete directly with small firms in certain seg-
ments of their business. The NJTC should be more effective in such situations.
Computer software, auto parts manufacture, and steel wholesaling and fabrica-
tion are examples of this type of industry. In these markets the cost advantage
of small but growing firms is likely to product a major reduction in prices and
reduce the larger firms share of the market.

The fact that permanent increases in employment receive an ETC subsidy
only in the first year also lowers its impact on average costs of production over
a 10-year horizon. This feature will limit the credit's effect in lowering the entry
forestalling price. It also means, however, that the potential entrant can be sure
he will get the credit even if his attempt at entry fails. If he fails to make
profits, the credit (which can be carried forward for seven years) is still worth
something to potential purchasers of the business.

Employment stability
The temporary nature of the credit is likely to increase year-to-year variations

in the number of workers a firm employs and increases the cyclical instability
of aggregate employment. The credit is set to expire at the end of 1978. Since
employers cannot be sure it will be extended, the expiration date creates incen-
tives for firms to reduce order backlogs, to build up Inventories, and to under-
take deferred general maintenance of plant and equipment before the end of
1978. Inducing firms to produce now rather than later may help the economy
recover from the 1975/76 recession, but it may also create a recession in 1979.
The high unemployment rates of unskilled and inexperienced workers are not a
temporary phenomenon. They existed before the recession and are likely to
remain with us until long-term remedies are found and implemented.

Even if it becomes a permanent part of the tax law, the ETC is temporary in
the sense that permanent increases in employment produce a credit only in the
initial year. The yearly updating of the threshold means that some firms will
find it optimal to contract employment as much as possible every other year in
order to maximize the size of the firm's tax credit in the following year. Alter-
nately expanding and contracting employment in successive years will maxi-
mize the firm's receipts of tax benefits from the credit, It will also increase the
level of frictional unemployment.

A permanent Employment Tax Credit with yearly updated eligibility
thresoldsh would have a strong tendency to increase cyclical employment insta-
bility. During a recovery from a recession most firms will be eligible for the
credit, leading to an accentuation of the normal cyclical recovery by the credit-
induced inventory building and substitution of labor for materials and capital.
Instead of increasing output by scheduling more overtime, firms will have extra
workers. Laying them off later will no longer be an unattractive option because
of the threshold feature of the credit.

A dramatic turnaround occurs when a cyclical peak has been reached. As
extra workers become harder to obtain and the growth rate of demand slackens,
more and more firms will not meet the employment growth target of 2%, lose
their eligibility for subsidy and, therefore, end the temporary changes In labor

intensity and inventory accumulation induced by the subsidy. Other firms will
find that, since their feasible growth of employment is now small, the advantages
of receiving the subsidy for which they are eligible this year are outweighed by
the advantages of increasing the amount of subsidy they will be eligible for next
year. Like the firms that lose their eligibility involuntarily, these firms will cut
back employment and run down their inventory. Since most firms will be going
on and off the credit at similar points in the business cycle, a permanent credit
with thresholds updated yearly will accentuate booms and worsen recessions--
constituting a "built in destabilizer."

Apparently aware of these problems, congressional planners seem to be plan-

ning to manipulate the credit to achieve counter-cyclical objectives. Attempting
to manipulate an instrument that is inherently a built-in destabilizer to achieve

stabilization is, however, tricky business-especially for a political institution

like Congress.



145

The inherently destabilizing feature is the yearly updating of the threshold.
Destabilizing effects can thus only be avoided by establishing and adhering to
firm-specific subsidy thresholds. Changes in a firm's threshold from year to year
should not be under the influence of the firm.

The hvpotheaes
The list of ways in which the NJTC may be changing firm behavior Is quite

long. For example:
(1) Work that used to contracted out such as cleaning, maintenance, ac-

counting, etc., may now be profitably done internally.
(2) If it can be done by new hiring, deferred maintenance should be completed

before January, 1979.
(3) Where manufacturing firms have low wages and high turnover, there

should be a build up of finished goods inventory.
(4) Large firms that are no longer subsidized on the margin by NJTO may

contract work out to firms that are eligible for NJTC and the negotiated price
for that work may be lower as a result.

(5) Groups of workers that were avoided because of their high turnover rates
may now become especially desirable.

In the empirical work only three hypotheses will be examined, however:
(1) Employment will rise;
(2) Hours worked per week will fall;
(3) Prices will fall.
Behavior will change only if the firm is aware of the subsidy and can increase

its tax credit by increasing employment. Small firms tend to be unaware of the
credit (only 30% of 1-10 employee firms had heard of it by February 1978).
Firms with over 2000 employees will generally have hit the $100,000 cap without
having to change their behavior. Consequently industries dominated by medium
sized firms should respond more than industries composed wholly of either small
or large firms.
Specification

In a world of perfect information, no inventory and zero adjustment costs,
the firm would have and be able to achieve an ideal level of employment and
scheduled hours of work per week that would solely be a function of the current
level of sales and the prices of output and each Input. In a world of tmpcweet
information, inventory holding, and adjustment costs, the firms optimal employ-
ment and hours In period t depends upon the realized level of employment in
period t-1 and upon anticipated levels of sales and input prices in both current
and future periods.

E,- (., -e -p,

8, W, P, and Q denote sales, wages, output prices, and input prices respec-
tively and the e superscript denotes a vector of anticipations of future values
based on all information available up to time t.

When the observable lagged values of 8, W, P, and Q are used in an estimating
equation, lag distributions will vary not only because adjustments to different
stimuli take different amounts of time but also because the expectation formation
process for each variable will have different lag structures.

Since the information set used to predict future values of a particular variable
may include other variables in the model, coefficients on lagged values of sales
or wages may not follow a regular pattern. The primary objective of this study
is to obtain unbiased measures of the Employment Tax Credit's impact on
employment and prices. Imposing regularity conditions on the lag structure
might bias our estimates of the ETC's effect. Consequently, estimating tech-
niques are employed that produce free estimates of the lag structure.

Since Et-1, Et-3 . . ., etc. are themselves a function of lagged values of S. W.
P and Q, we may substitute it out of the equation. Since expectations about P
may be formed very differently than expectations about W and Q the most
general way to write our equation in terms observable contemporaneous and
lagged values is E,--f(S, TV, A, Q).out (2)

The bar denotes a vector containing current and lagged values of the variable.
Econometric studies of labor demand often estimate their models under some

rather strong maintained hypotheses. Many of these hypotheses have recently



146

received severe criticism. Clark and Freeman have demonstrated that the con-
straint that the real capital prices have as large positive impact on employment
demand as the negative effect of real wages Is rejected for manufacturing. Con-
straints requiring Identical lag structures across variables have also been found
to be Inconsistent with the data (Sims, Clark and Freeman).

Estlamtes of systems of demand equations that have Included materials, and
energy inputs typically reject the weak separability of materials and energy
from capital and labor (Berndt and Wood, Gallop). This implies that the
correct specification of a labor demand function contains the prices of materials
and energy. Since the prices of materials may be correlated with capital prices
or wages, estimates of labor demand functions derived from a value added
production specification are likely to be biased.

A number of other potentially troublesome maintained hypotheses will be
tested. The hypotheses to be tested relate to the exogeneity of industry sales
and wage rates In regressions predicting employment. Sims has shown that
under farlly general conditions that a test of the hypothesis that coefficients on
future values of the wage rate or sales are all zero can be regarded as a test
of the hypothesis that the equation Is In fact a structural equation. Rejection
of this hypothesis will be taken as evidence for simultaneity, and the equation
will be reestimated using two stage least squares. Potential exogenelty problems
with the price of output are eliminated by treating P as a function of nominal
Input prices and solving P out of the model.

Our models were estimated under two alternative sets of maintained hypo-
theses. The relative wage model assumes that the Information set used in
generating expectations about future input price ratios Is limited to current and
lagged Information about Input price ratios. This specification Implies that a
simultaneous 5% Increase in all Input prices will leave current and all future
employment levels unchanged. While the tests for exogenelty that were applied
to this model were rejected for some Industries, there was no attempt to apply
2 SLS using this model because It would have involved simultaneously instru-
smenting all Input prices.

The second somewhat more general specification Is the "nominal Input price
model." Using nominal input prices as regressors rather than price ratios means
we are dropping the assumption that the information set Is limited to Input price
ratios. Firms are certainly aware of the history of nominal prices. Rational be-
havior implies that expectation formation take Into account the noise to signal
ratio of a series. This Implies that the time pattern of response to each nominal
Input price should be estimated separately. In this model we choose not to Im-
pose the constraint that the coefficients on Input prices sum to zero, because errors
In measurement In the rental price of capital and price indexes for consumable
materials and business services are likely to be larger than errors In measure-
ment In wholesale prices and wage rates. (Especially In the disaggregated retail
industry models.) Imposing this Constraint would increase the transmission of
an error in variables bias to the wage coefficients. (Clark and Freeman demon-
strate this for simple cases.) If we are wrong, and the constraint should have
been imposed, we lose efficiency only.

Since the primary purpose of the paper is to provide a powerful test of the
effects of the ETC, the specification of this variable is important. The effect of
the tax credit is likely to be very different from the effect of an equivalent
change In the wage rate. The ETC Is capped, temporary, marginal, and requires
the firm have tax liability to receive benefits. In February 1978 more than half
of all firms were unaware the credit existed and many of those that had heard
of It wrongly thought themselves to be ineligible.

In February 1978 a Census Bureau survey asked a large sample of firms
whether they had heard of the tax credit and If so when they heard of It. Large
firms were much more likely to have heard of the credit and to have heard of
it Immediately after Its passage in May 1977. Using the distributions of employ-
ment In retailing by employment size class in the 1972 Enterprise Statistics, the
proportion of retail employees In firms that knew bout the credit were estimated
for each month of 1977 and 1978. Firms employing more than a thousand workers
were excluded from this calculation.

It was assumed that once a firm knows tbout the credit Its response to the
credit Is distributed over the following six months. The Employment Tax Credit
variable Is therefore an average over the past six months of the proportion of
firms (weighted by employees) that knew about the credit. The firms that re-
ported hearing of the credit before It was passed were assumed to have waited
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ontil passage before responding. Defining the ETC variable in this way means
that desipte the fact that the House passed a bill with the credit in early March,
we are assuming that anticipation of the credit was not responsible for any
part of the spring 1977 upswing in employment.

The ETC variable, has a value of .057 in June 1977, and rises at an average
rate of .0424 per month. By March 1978 it has achieved the value of .435. Multi.
plying the coefficient on ETC by .435 provides our estimate of the effect of the
-credit on the March 1978 value of a dependent variable.

Note that this specification implies while the credit might have had important
impacts on the level of employment in November and December, 1977, we are
assuming that almost the entire impact of the credit on the average level of
employment will occur in 1978 rather than 1977.
Resulta

Relative input price model regressions using three year distributed lags on
sales, wages, the rental rate on capita, and materials input prices are presented
in Table 2. Corresponding nominal input price model regressions are presented
in Table 4. The two stage least squares results for construction and retail aggre-
gates are presented in Table 5. All the results reported are for models estimated
with data transformed to correct for serial correlation of residuals. The estimate
of v used to correct the data is presented in the second to last column of the
tables. The Durbin Watson statistic is for the regression using'the transformed
data and is therefore a test for second order serial correlation of the residuals.

For construction the output variable is construction put in place deflated by
an interpolated NIA deflator for structures. For the retail industry aggregate
output is defined as retail sales deflated by the consumer price index for com-
modities. Industry specific output measures for the disaggregated segments of
the retail industry are retail sales for that segment of the industry deflated by
the appropriate components of the CPI. For trucking it is a seasonally adjusted
index of the volume of general freight hauled by Class I and II common carriers
of property. For wholesaling we use the sales of merchant wholesalers deflated
by the consumer price index for commodities. For trucking and wholesaling only
partial coverage of the industries is provided by these indices. The data on em-
ployment and hours are obtained from separate samples of firms than the data
on retail or wholesale sales. When industry subaggregates are being used sam-
pling error in the industry specific sales variable can become a serious problem.
All of the disaggregated runs therefore contain the additional scale variable of
current and lagged total retail sales. The impact of changes in wage rates and
other input prices on employment is presented in columns 2 through 7 of these
tables.

Our focus is on the ETC variable, however. Most of the coefficients are positive.
In the relative input price model we may reject at the .05 level or better the
hypothesis of zero or negative effects of the ETC on employment for establish-
ment data on construction and retailing and for the industry subaggregates for
Apparel, Food, Furniture and Other Retailing. In the nominal Input price model
statistically significant positive coefficients on the ETC variables are obtained in
the 2 SLS result for construction and retailing establishment data aggregates.
In the OLS results statistically significant positive coefficients are obtained for
eating and drinking places and other retailing. Tables 3 and 6 summarize the
sensitivity of the ETO coefficient to reductions in the length of the lags on all
variables. At the bottom of these tables we sum the effects implied by each In-
dustry equation across industries to obtain for March 1978 a total effect for the
industries studied. For the relative wage model the estimates of employment
stimulus are 470.000 for the preferred 3 year lag. In the nominal input price
model of Table 6, estimates of employment stimulus range between 225,000 and
580,000. During this period employment rose 1,140,000 in these industries and
roughly 3,800,000 in the nation as a whole.
Hour

Table 7 present coefficlents; on the ETC in regressions predicting the log of
'hours worked per week. Coefficients are consistently negative in retailing. Statis-
tically significant negative coefficients are obtained for the retail aggregate and
for Food, Furniture, and General Merchandising. The coefficient in the construe-
-tion hours equation may be biased by simultaneity. The manhours 28LS regres-
-sion reported in Table 5 has a considerably smaller coefficient than the corre-
sponding employment equation. When one takes Into account the reduction in
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average hours worked per week the Employment Tax Credit seems to be produc-
Ing in the retail sector, the percentage increase in manhours worked is likely to
be only half the percentage increase in employment.
Prices

The payroll of the distribution sector is less than 20 percent of the retail price
of the commodities sold to consumers. Only in the restaurant and tavern industry
does payroll approach 30 percent. Consequently, there is only a limited amount of
room for reductions in prices in response to a subsidy of payroll costs. Never-
theless, the hypothesis of a zero or positive effects of the ETC on prices can
be rejected for the price of restaurant meals and for the non-food commodity
aggregate. The pattern of ETC coefficients is consistent with expectations. The
industry with the highest payroll costs, restaurants, has the largest negative
coefficient. Food stores, the retail industry with the smallest margins, smallest
payroll, and important opportunities to use labor to upgrade the quality of Its
product (bagging and delivery to your car) has a non-significant positive coeffi-
cient. The marginally significant negative coefficient on furniture, appliance, and
TV and radio prices is especially surprising in the face of the rising relative
prices of Imports which are included in consumer prices but not in the wholesale
price index used in the equation.

Taking these coefficients at face value, we calculated the dollar amount of the
reduction in consumer prices they imply. Considering that the firms of the dis-
tribution sector almost certainly received less than two billion dollars in tax
savings from the Employment Tax Credit, price reductions of that agregate to
more than 4 billion dollars imply that consumers and workers will receive bene-
fits that substantially greater than the tax expenditure.

Unfortunately these benefits are not likely to be available to us permanently.
Permanent marginal employment subsidies are difficult to design. Notions of
fairness are likely to force us to periodically revise the thresholds above which
we subsidize a firms employment. Basing that revision on the firms recent employ-
ment experience as is done In the DISC subsidy of exports, may result in the firm
modifying its response to the subsidy in a way that reduces the efficiency of the
subsidy.

TABLE I.-THE HISTORY OF THE TAX TREATMENT OF CAPITAL AND LABOR INCOME
AND OF RELATIVE INPUT PRICES

1950.01 1955.01 1960.01 1965.01 1972.01 1975.01 1978,03

Present value of depreciation de-
duction:

1. Structures .......................... 0.287 0.445 0.508 0.508 0. 508 0.508 0.508
2. Retail equipment .................... .417 .580 .644 .698 .720 .720 .720
3. Trucks ............................. .799 .849 .908 .908 .951 .951 .951

Implicit rental cost: No tax
4. Structures--Corporate ..... 0.094 .161 .170 .164 .159 .158 .15 .158
5. Equipment--Corporate ..... 707 .278 .288 .288 .245 .235 .235 .224
6. Equipment-Proprietorship. .207 .237 .237 .245 .222 .224 .221 .213
7. Trucks--Corporate ........ .37 .439 .447 .447 .398 .382 .382 .373

Log ratio of retail wage to:
8. Wholesale price of consumer

finished goods ..................... 0 .157 .329 .505 .731 .612 .703
9. Price of business service

and materials ..................... 0 .128 .261 .415 .591 .501 .511
10. Price of capital goods ................ 0 .042 .058 .136 .211 .176 .206
11. Rental cost of capital ................ 0 .155 .217 .497 .717 .657 .747
12. Nominal compensation In

retail ............................ 1.00 1.294 1.619 1.953 2.967 3.672 4.701
13. Marginal tax rate on com-

pensation of low wage
labor ............................ .169 .216 .238 .282 .290 .322 .329

(-.171>
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TABLE 2.-EQUATIONS PREDICTING EMPLOYMENT, RELATIVE WAGE MODELS

Wage Capital Sales
Other Rental Ind. Total rot.ETC 1 quarter I yr 2 yr Total inputs rate Price 1 quarter 1 yr sales, 3 yr sales 3 yr .. p DW

Retail and wholesale HH 0.094 (.055) -.... 0.176 0.102 -0.631 -0. 420 --------- +0.595 -0.581 0.230 0.667 1.153 ---------- 0.0117 0.62 2.02data.
.068(.041) ------ -. 199 -. 430 -. 482 -. 295 +0.574 +.307 -. 507 .298 .626 .897 -----------. 0117 .50 1.76 *-

Retail established data --- 1.48 (.026) ---- +.150 +. 127 -. 187 -. 232 ---------- +.165 -. 367 .273 .563 1.013 ----------. 0041 .78 2.08 0.
1.045 (.028) ..... +. 074 .079 -. 229 -. 488 +.313 +.157 -. 371 .264 .558 .995 ----------. 0040 .78 2.15 coEating and drinking (64- -. 025(.0)..... -. 087 -1.310 --2.63 -3.10 +3.88 +.873 -1.948 .158 .693 -1.316 2.532 .005 .15 1. 078.1 )3)_ ""

-arej52-7S ........-,.0125(.04).... -. 202 .62 .182 -. 162 -. 0196 +.330 -. 660 .329 .514 .6034 .k2 .013 .27 2.03
Other retail (61-7 .03)-.-- .0727 (.0266) ... .014 --. 223 -. 148 -. 038 -1.124 -. 296 0 .253 .481 .901 .815 .003 .42 1.602
Food (61-78:03)------- .112(37)-.--- -. 134 .064 .076 -. 707 -. 6903 -0.177 0 .213 .659 -. 035 .998 .005 .45 1.602
General merchandise (52- -. 054(.0417)... -. 221 -. 288 -. 355 -. 28 -. 796 +.339 0 0.403 .658 0.909 .141 .0089 .41 1.92

8:03).
Furniture (61-78.3) ---- .122 (0.026) - . 167 .084 -. 412 -. 448 -. 315 +.702 .568 .1624 .37 .597 -. 23 .003 .28 1.89
Wholesale(52-78.03) .--- 007(.021) .- . 088 -. 149 -. 417 -2.296 +.346 -. 228 -. 445 .126 .303 -. 019 .275 .0031 .715 1.51
Construction est. (52-78; .230 (.082) ... -. 283 -. 128 -. 321 +.285 +.224 -. 674 ........... 254 .355 .176 0 .0154 .789 1.71

03).

I All input prices are entered as ratios to the wage. This imposes the constraint that an equal percentage change in all input prices leaves employment levels in all future periods unchanged.
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TABLE 3.-THE IMPACT OF THE ETC ON EMPLOYMENT UNDER ALTERNATIVE SPECIFICATIONS OF THE RELATIVE
WAGE MODEL

Employment
1977

(thousands) 3-yr lag 2-yr lag lryr lag

Eating and drinking (61-78:03) ----------------------- 3,854 -0.025 -0.054 -0.006-. 41 -1.08 -.19
(.0050) (.0059) (.0066)Apparel (52-78:03) -------------------------------- 821 .0125 .028 .067

.20 .63 1.67
(.013) (.013) (.014)

Other retail (61-78:03) ------------------------------ 4,021 .073 -. 028 -. 026
2.74 -1.24 -1.57
(.0029) (.0035) (.0041)

food (61-78.03)----------------------------....... 2,116 .112 .113 .184
3.04 3.44 5.25
(.0048) (.0057) (.0072)

General merchandise (52-78:03)---------------------- 2,541 .054 -. 035 .051
-1.28 -. 953 1.35

(.0089) (.0094) (.0107)
Furniture (61-78:03) -------------------------------- 551 .122 -. 024 -. 018

4.73 -1.47 -1.14
(.0031) (.0045) (.005)

WHLEMP (52-78.03) ------------------------------- 4,389 -. 012 -. 014 .045
-. 54 -. 68 2.20(.0032) (.0033) (.0037)

Trucking& (61-78:03)-------------------------------- 1,131 -. 224 251 .213
.070 4.73 4.49

(.0063) (.0091) (.0110)
Constr. est. (52-78:03) ------------------------------ 3,844 .230 ...........................

2.81 ----------------------------
(.0154) ...........................

Increase in employment by March 1978 (thousands) ...... 474 -------------------------.................

0

4



TABLE 4.-EMPLOYMENT IN CONSTRUCTION AND DISTRIBUTION INOUSTRIES--(REAL SALES AND NOMINAL INPUT PRICES HAVE 3-YR LAG)

TotalHourly compensation in nominal terms Rental Sales Ind. ret.
Materials fixed sales salesETC I quarter I yr 2 yr Total price capital I quarter I yr 3 yr 3 yr D. p DW

1. Construction estab. data --------- 065 (.104)------ -0.230 0.701 0.237 -0.638 1. 162 -0.235 0.531 0. 745 0.947 0 0.0143 0.818 1.982. Retail and wholesale HH data ...... 041 (.071) . .. -. 795 --. 583 .700 .092 .623 -. 143 .274 .741 1.017 0 .0122 .657 2.003. Retail estab. data -------------- 067 (.034- ------ 187 .475 .402 -. 171 .343 -. 159 .236 .515 .777 a .0043 .846 2.24 0"4. Eating and drinking ------------- 250 (.0661 ....... 22 -. 447 -. 580 .054 .526 -. 218 .387 .605 -. 515 1.275 .0060 .584 1.54 %5. Food ....--------------------- -. 044 (.031). .005 -. 339 -. 126 -. 106 .497 -. 116 .091 .414 .506 .206 .0046 .616 1.896. Apparel ------------------------ -. 119 (.052)- -. 095 -. 590 -. 780 -. 653 .728 .019 .318 .406 .007 .900 .0140 .387 2.047. Furniture and appliance ----------. 001 (.033) .183 -. 070 -. 400 -. 665 .014 .538 .212 .605 .267 .915 .0041 .663 1.738. General merchandise ------------ 073(.062) -. 163 -. 337 -. 296 -. 151 -. 344 .390 .379 .615 1.020 -. 126 .0092 .575 2.099. Other retail ------------------- 053 (.027).... -. 037 .078 .476 -. 355 .142 .185 .173 .474 -. 487 1.668 .0036 .510 1.4910. Wholesaling ------------------ 007 (.028) .------ 165 .143 .174 .089 .135 -. 200 .147 .324 .203 .273 .0032 .774 1.4911. Trucking ----------------------- -. 013 (.06l)-.... -. 317 -. 200 .097 .085 -. 533 .223 .377 .523 .984 -. 514 .0072 .408 1.83



TABLE 5.-COMPARISON OF OLS AND 2SLS MODELS OF EMPLOYMENT NOMINAL INPUT PRICE MODEL

Wage Sales Ind.
Material Capital salesETC I quarter 1 yr 2yr Total price rent 1 quarter 1 yr 3 yr ,. p DW

CONSTRUCTION

Ordinary least sqs. employment:
HH data ....---------------------------- 0.095 (.152).-- -0.744 -0.114 0.59 -0.477 0.672 -0.075 0.521 0.767 0.799 0.0251 0.722 1.89Estab. data ------------------------------- 065 (.104)_... -. 230 .701 .237 -. 638 1.162 -. 235 .531 .745 .947 .0143 .818 1.98Man-hours ------------------------------------. 046 (.138). .100 .99 .009 -. 701 1.273 -. 283 .598 .891 1.068 .0280 .530 2.17

2-stage least sqs. employment:
HH data --------------------------------- 199+(.133)-. -. 371 1.089 .369 -. 351 .518 -. 039 .485 .677 .659 .0265 .668 1.70Estab. data '------------------------------ i. 174 (. 098)... -. 944 1.133 .259 -. 614 1.064 -. 196 .556 .771 .959 .0148 .820 1.89Man-hours -------------.-------------------- 048 (.131)--.. -. 330 1.283 .241 -. 800 1.235 -. 206 .591 .977 1.140 .0287 .601 2.14 ¢'

RETAIL

Ordinary least sqs. employment:
HH data ...--------------------------. 0 -41 (.071)_... -. 795 -. 583 .118 -. 490 .622 .016 .274 .743 1.019 .0122 .657 2.00Estab. data ------------------------- 067 (.034) .. .187 .476 .407 .288 .342 -. 159 .287 .516 .778 .0043 .845 2.24

2-stage least sqs.:
f*H data ------------------------------- 056 (.067)-... -!.200 -. 706 .115 -. 491 .694 -1.96 .298 .751 1.050 .0123 .657 2.01Estab. data ------------------------------ 069 (.032) .. .094 .415 .390 -. 164 .364 -. 170 .29 .518 .792 .0043 .846 2.26

'Double 2SLS involves applying 2SLS to the data twice. In the first application we assume that w data. 2SLS is then applied to the data a second time assuming only the current w endolenlous.
at all lags is endogenous. This produces a consistent estimator of ; which is used to transform the

F 1
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TABLE 6.-IMPACT OF EMPLOYMENT TAX CREDIT ON EMPLOYMENT UNDER ALTERNATIVE LAG STRUCTURE
(NOMINAL iNPUT PRICE MODEL)

Coefficient on employment tax credit, Full impact of

Employment length of lag wage In model
(h ad 3- yr y J-yr(thousands) 3 yr 2 yr I% yr lag$

Construction, HH data, 51:02-78:03 ......

Construction, estab. data, 51:02-78:03...

Retail and wholesale, HH data, 51:02-78 03.

Retatl estab. data, 51.02-78.03 ..........

Eating and drinking, 58:02-78:03 ........

Food, 58.02-78:03 .....................

Apparel, 52:02-78.03 ..................

Furniture and appliance, 58:02-78.:03....

General merchandise, 52 .02-78.03 .......

Other reta;il, 61:02-78.03 ...............

Wholesaling, 51:02-78.03 ..............

Trucking, 58:02-78:03 ...............

Life insurance, 61:02-78:03 ............

3,844 0.095
.62

3,844 (.02 51)
.63

S (.0143)18, 29 .041
.57

(.0121)
13,903 ,. 067

1.96
(.0043)

3,854 '.250
3.79
(.0059)

2,116 -. 044
1.40

821 -. 119
2.27
(.0140)

551 -. 001
.02

(0041)
2,541 .073

1.18
(.O92)

4,021 1. 053
1.94
(.0026)

4,389 .007
.27

(.0032)
1,131 -. 013

.21(.0072)
519 .019

55
(.0030)

Increase in employment by March 1978
in construction and distribution (in
thousands):

Using detailed indust. model ....................
Using estab. data aggregates ...................
Using HH data .................................

0.124
.89

(.0261)
1.149

1.57
(. 0147)

.002

.03
(.0122)
.016
.55

(.0044)
1.161
3.43
(.0064)

.036
1.24
(.0051)

-. 125
2.59
(.0140)

-. 035
1.67
(.0042)

-. 004
.08

(.0099)
-. 007

.52
(.O029)

-. 007
.36

(. W33)
-. 006

.18
(.0076)

-. 014
.66

(.0039)

'.194 -0.06
1.43 ..............
(.0263) ..............
'.190 -. 219
2.06 ..............(.0148)..........
.012 -.431i
.21 ..............

(.0122) .........
'.044 -. 043
1.56 ..............
(.0046) ...........
'.127 .233
3.90 ..............
(. 0065) ..........
'.089 .09
1.51 ..............
(.0053) ..............
-.122 -.192
2.56 ..............
(0140) ............

-. 049 -. 5122.41 ..............(0043) ..........
.050 .09

1.05 ..............
(.0170) ..........
-.016 ....
1.22 ..............
(.0031) ..............

.019 .043
1.09 ..............
(.0035) ..........
.029 .072
.93 - - - - - - -
(0078) ..........
-.001 .341
.03 --------------
(.0041) ..............

566 471 581
441 334 580
398 225 379

Note: The t statistic is found on the 2d line below the coefficient The 3d line is the standard error of the regression
adjusted for degrees of freedom. All models were estimated with the same p correction.
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TABLE 7,--HOURS WORKED PER WEEK IN CONSTRUCTION AND DISTRIBUTION

Impact of ETC under alternative
speckations-Nominal compensation model Short run

Impale of wagt
Lag length ll yr 2 yr 3 yr change 4 mo

Construction ............................... 0.034 0. 041 0.022 -0.004
.77 .90 .40 ................

(.0166) (.0167) (.0167) (-.879 In m)
Retail, 64-78.03 ........................... -. 028 -. 021 -. 049 -. 468

3.66 2.83 2.58 ................
(.0033) (.0031) (.0026) ................

Eating and drinking, 64-78.03 ................ -. 002 -. 039 -. 101 -. 234
.07 .94 1.49 ................

(.0059) (.0059) (.0065) ................
Food ..................................... -. 027 -. 032 -. 023 -. 390-

1.77 1.81 1.02 ................
(.0048) (.0048) (.0047) ............

Apparel ................................... -. 005 -. 006 .008 -. 245.
.22 .31 .32 ................

(.0067) (.0067) (.0066) ................
Furniture .................................. -. 061 -. 064 -. 088 -. 164

3.95 4.26 3.76 ................
(.0056) (.0053) (.0034) .............

General merchandise ........................ -. 079 -. 030 .023 -. 256.
3.72 1.31 .74 ................
(.0060) (.0057) (.0055) ................

Other retail ............................... . 006 .024 -. 021 -. 195
.58 2.42 .89 ................

(.0036) (.0031) (.0028) ................
Wholesaling ............................... . 017 .023 .013 -. 059

1.86 2.33 1.10 ................
(. 0032) (.0031) (. 0026) .............

Trucking .................................. . 004 029 -. 105 .70
.17 1.34 2.31 ................

(.0080) (.0076) (.0072) ................
Life Insurance .............................. -. 013 .027 - .074

.66 1.13 1.73 ................
(.0060) (.0052) (.0040) ................

4
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TABLE 8.-EQUATIONS PREDICTING CONSUMER PRICES AND CONSTRUCTION DEFLATOR WITH I-YEAR LAGS ON WAGES AND 2 DIFFERENT MATERIALS PRICES

Along
ETC Sales tax Controls unemp.

Sum of coefficients on-

Service and
Wholesale material

Wage price price
Rental on

capital w6 DW

Nonfood commodities. 53:03-78:04.............

Apparel. 53:03-78:04 .............................

Furniture, 58-03-78.04 .....-.--------------

-. Food my, from home, 53.03-78.04------------

Food, 53:03-78.04 --------------------------------

All commodities, 53.03-78.:04 .....................

Construction deflator. 53.04-78.03 -------------------

'-0.037 '1.08
(.02 1) 6)

.009 166)
(.024) ------------

'-.026 1.0
(.017) ------------

-. 044 1.0
(.017) ----------

+.027 1.0
(.053) ---- 7

-. 022 21.37
(.017) (.54)

-. 025)
(.036) -----------

0.002
(.011)

.005
(.012)

-. 002
(.009)

-. 0072
(.0079)

-. 007
(-.027)
-. 0003
(.008)-. 0087
(.016)

-0.002 0.396 0.569 0.075 0.023 0.0026 0 2.30
(.066) ---------------------------------------------------------------
-. 009 .236 .779 .168 -.061 .0029 0 1.86
(. 006) ---------------------------------------------------------------
-. 004 .186 .534 .188 .071 .0014 .38 1.85
(.007) ---------------------------------------------------------------

'-.023 .311 .291 .158 .190 .0016 .27 2.06
(.005) ---------------------------------------------------------------
-. 003 .043 .755 .195 -. 091 .0068 0 2.71
(.013-----------------------------------------------------------

-. 0004 .263 .691 .031 -. 061 .0021 0 2.2
(.004)-----------------------------------------------------------

-. 0004 .192 .750 ------------- .001 .0022 .622 1.31
(-.0098) -----------------------------------------------------------------------------------

; The apparel equation has trends on the seasonals.
t Significant at 0.10 level on a 1 tail tesL

'Significant at 0.05 level on a I tail test.
2Significant at 0.025 level on a 1 tail test.

01
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TABLE 9.-IMPACT ON ETC ON PRICES

Share of retail price going to-
Expenditures

in 1976 Manuf. and Payroll in
(billions) farm retail

Nonfood commodities ------------------------------------------------- 403 0.59 0.124

Apparel ------------------------------------------------------------- 76 .59 .147

Furniture and appliance and TV ..............------------------------- 41 .56 .148

Food away from home ------------------------------------------------ 44 .40 .243

Food --------------------------------------------------------------- 155 .68 .084

All commodities ----------------------------------------------------- 597 .60 .123

Construction deflator ..---------------------------------------------- 160 .60 .314

Reductioni in consumer costs by March 1978 (billions at annual rate):
Using all commodity regression ...............................................................................
Using nonfood, food and restaurant models -----------------..----------........................................

Coefficient on ETC under alter, specifications

12-mo lag
6-mo lao

Trends on
With Q Without Q seasonal With Q Without Q

-0.037 -0.039 -0.035 -0.022 -0.028
.021 .021 .021 .021 .020

(.0026) (.0026) (.0026) (.0027) (.0027)
-. 109 -. 022 .009 -. 018 -. 017

.029 .028 .024 .027 .027
(. M36) (.0036) (0029) (.0036) (.0036)

-. 026 -. 032 -. 018 -. 023 -. 029
.017 .017 .107 .017 .017

(.0014) (.0015) (.0014) (.0014)-.044 -.046 -. 039 -.034 -.033
.017 .107 .107 .017 .017

(.0016) (.0016) (.0016) (.0017) (.0017)
.027 .024 .037 .029 .029
.053 .052 .051 .051 .051

(.0068) (.0068) (.0064) (.0067) (.0067)
-. 022 -. 022 -. 018 -. 007 -. 012

.017 .017 .016 .016 .016
(.0021) (.0021) (.0021) (.0021) (.0021)

-. 036 -. 025 -. 012 -------------- -. 020
.036 .036 .036 .............. .035

(.0022) (.0022) (.0022) .............. (.0023)

5.6 5.6 4.8 1.8 3.1
5.5 6.1 4.4 4.5 3.6

Note: The sum of coefficients on wholesale price in table 6 should approximate col. 2. The sum of tion and the opportunity cost of the proprietors time. Q is an index of prices of gasoline, electricity.
wage coefficients will generally exceed col. 3 because of payroll costs in wholesaling and transporta - telephones and consumable materials and business sales.
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APPENDIX A

CALCULATION OF RENTAL PRICE OF CAPITAL INDICES

The rental price of capital services for the ill industry is given by:

R =PL- Irp(lurk+uzk1) ( 6i+ r - hi

P,--Prce of investment goods used by the "n"th industry.
rp= Property tax rate on business property.
u=The Effective tax rate on business income (depends upon form of or-

ganization).
z=Present value of depreciation deductions.
k=Statutory rate of the investment tax credit.

k'=The statutory rate of the investment tax credit during the period of
the long amendment when firms were required to subtract the invest-
ment tax credit from their depreciation base.

-8=Rate of replacement
r=Nominal rate of return

P'&,=Expected rate of price appreciation of capital goods.

This formula was separately applied to the corporate and noncorporate busi-
ness sector. The share of corporate business in each of our industries was esti-
mated from the 1967 Statistics of Income by calculating the share of total
business receipts of proprietorships, partnerships and corporations in the industry
that went to corporations with more than $25,000 of profits. This share Is 75%
in wholesaling, 66% in retailing, 47% in eating and drinking places, and 72%
in trucking. The business receipt ratio for construction of 68% was adjusted
down to 60% to reflect the greater importance of subcontracted work in large
corporately held construction firms.

The rental price used in the equations is a composite of rental prices for
structures and for equipment. Estimates of gross stocks of plant and equipment
for each industry were taken from Fawcett's "Development of Capital Stock
Services by Industry Sector." Updates of the time series of effective tax rates
nnd present values of depreciation deductions for nonresidential structures pub-
lished in Christensen and Jorgenson's "Measuring Economic Performance in the
Private Sector" were graciously provided by Iau Christensen.

For each period 1947--54, 1964-62, 1962-71, 1971-78, separate present value of
depreciation deductions were calculated for 4 types of trucks, 2 types of con-
struction equipment, 2 types of office and business equipment and for office furni-
ture. It was assigned that between 1954 and 1962 20% of new investment
continued to be depreciated by straight line methods. Starting January 1, 1959,
small businesses have been able to take an immediate write-off of 20% of the
value of new investments in equipment with tax lives of 6 or more years. It was
assumed that lack of knowledge and the $4,000 cap per Joint return causes only
half the proprietorships and partnerships to claim this deduction and the present
values of office furniture and business equipment depreciation deductions were
adjusted accordingly. The timing of changes in depreciation policy was taken to
be the date of announcement for the administrative liberalizations of 1962 and
1971 and the date of enactment for legislated changes. Effective rates of property
taxation were taken from another Christensen and Jorgenson paper "The
Measurement of Real Capital Input, 1929-1967".

The 7% investment tax credit was part of the Revenue Act of 1962 which
became law October 16, 1962. The Long Amendment was repealed by the Revenue
Act of 1964 which became law on February 26, 1964. As an anti-inflationary meas-
ure. the credit was suspended from October 10, 1966 to March 9, 1967 and from
April 19, 1969 to August 15, 1971. The period of the Long Amendment is therefore
taken to the 1962:11 through 1964:02. The periods of suspension are defined as
1966:10 through 1967:02 and 1969:05 through 1971:07. The value of the tax credit
was raised to 10% by the Tax Reduction Act of 1965 which was enacted on
March 29, 1975. Bischoff has recommended that the effective rate of the invest-
ment tax credit be adjusted downward to reflect the lower rate available on
short lived equipment and on equipment purchased by utilities, Our assumptions
are that for fixed PDE, retail and wholesale industries were eligible for 6/7 of
the statutory rate of the credit. Corporations were assumed to receive a tax credit
of 3/7 the statutory rate for trucks and 4/7, the statutory rate for construction
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equipment. Because they face lower marginal tax rates proprietorships and small
corporations will prefer the higher tax credit that reporting a 5 year lifetime for
trucks and equipment over the speedier depreciation deductions that a 3 year
lifetime provides. The Asset Depreciation Range System has this option and we
assume they exercise it and adjust the value of depreciation deductions and the
Investment tax credit (% of the statutory rate) to reflect It.

We assume that real after tax rates of return (nominal after tax returns
minus expected capital gains on plant and equipment) are equated across Indus-
tries and constant over time. The average of the after tax real rates of return
given in Christensen and Jorgenson for 1947 through 1969 are 5% for corpora-
tions and 4.8% for noncorporate business. We adopt 5% as our assumed real
rate of return.

Price indexes for nonresidential structures were obtained from the Data Re-
sources Data Bank. Wholesale Price indexes for trucks were adjusted for the
federal excise tax and used as the price Index for trucking equipment. The Whole-
sale price index for construction equipment was used In Construction. The Price
index for nontransport producers durables equipment in wholesaling and retail
industries is an average of wholesale price indexes adjusted for state and federal
excise tax changes. Its components are office and store machines equipment (wt=
.30). office furniture (wt=.35), and general purpose machinery (wt=.35). Re-
placement rates for retailing of .044 for plant and .157 for nontransport equipment
were provided by Gollop and Jorkenson. Replacement rates for trucks and con-
struction equipment were .32 and .2858 respectively.

In both 1963 and 1967, 41% of the retail and wholesale Industry's purchases of
new equipment were from the motor vehicles and equipment industry. Since the
replacement rate for trucks Is twice that of other PDE in the industry, this
translates into 25.8% of the industry stock of equipment in motor vehicles.

APPENDIx B

THE RESULT FOR THE REAL INPUT PRICE MODEL

Early Runs, the tables for which are presented In this Appendix, used a "real
input price models". It may be roughly characterized as a lag structure and
length generalization of Clark and Freemans preferred model. Lag lengths of
three years are specified for sales and wage rates and are freely estimated using
monthly data for the first year of sales (quarterly for wages) and half yearly
averages for the second and third years. Wage rates were deflated by the price of
the industry's output. The ratio of wholesale prices of materials to the consumer
price of output was entered as a 6 month weighted average with declining
weights.

The rental costs of capital and consumable materials and business services
were not entered into the model. Though typical of the literature these models
require that we maintain the following hypotheses: (1) Separability of capital
consumable materials and business services from labor and Inventory; (2) ex-
ogeneity of the industry's wage rates, sales and output prices (tests of wage rate
exogenelty were rejected for construction and some other industries) ; (3) ex-
pection formation processes relate to the ratios of wage rates to output price.

Under his specification the estimates of the impact of the NJTC are generally
larger than those presented in the main body of the paper. Summed across all
industries studied the implied increases in employment range from a low of 536
thousand to a high of 1.28 million.
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TABLE C1.-EMPLOYMENT IN DISTRIBUTION INDUSTRIES. MODEL HAS 3-YR LAGS ON SALES AND WAGES AND INPUT
PRICES ARE SPECIFIED RELATIVE TO THE CONSUMER PRICE OF THAT INDUSTRY

Real wage Industry sales Output's
Total retail Materials relative

NJTC I yr 3 yr 3 mo I yr 3 yr sales 3 yr inputs price 0 DW

Eating and drinking ------------------- 0.186 -0.182 -0.374 0.297 0.898 1.081 0.576 0.048 0.320 0.0062 0.69 1.38
(.054) ------------------------------------------------------------------------ (.078) (.346) ------ ------------

Food stores ........................... .044 .396 .084 .157 .273 -. 057 .803 -. 190 .733 .0045 .61 1.87
(.026) ........ (. --------------------------.-------------------------- (.09..........--------------------------------(.094) (.

Apparel .............................. .213 -. 836 -1.094 -. 038 -. 264 -. 254 1.133 .265 .122 .0138 .68 2.29
Furniture.......................... (.076) -.1-26 ... "- - --.718 . 1...... .1i4 ....... .200 . 442.726 (.352) (.278)............-.-..59...3--36-.5 ... .

Funtr -------------- .068 -16 .78 14 .20 42 .26 -1.159 -.137 .0036 .60 1.82(.020) ..................................................................... (.086) .0001). .........................
General merchandise .................. .141 -.205 -. 160 .169 .252 .603 .309 -. 636 .024 .0092 .67 2.17

(.049) ..................... .................................... (.101) (.251) ....................................Other retail ........................... .094 -.435 -. 360 .222 .291 -. 249 1.130 -. 200 -. 042 .0031 .75 1.32

Wholesaling ........................ .. 022 -. 001 -. 233 .170 .190 .286 .471 -. 213 ............... 0032 .82 1.46
Trucking..........................(.016) ....................................................... (.077) .................................

_.rui. ,081 -.508 -. 581 .116 .076 .047 ...... 1.-324"- 1.057 ............... 0073 .40 .14
(.037) ........................................................................ (.076) ................................................

Note: NJTC-The proportion of firms that know about the NJTC averaged with lags of up to 6 mo. 3 yr. Wages and materials input prices are deflated by the consumer price minus the indirect businessMaterials input price is the wholesale price of consumer finished goods of the appropriate type aver- taxes on that product. Wages include fringes, social security and employment insurance taxes.
aged over the previous 6 mo. In trucking it is the price index for trucks averaged over the previous

C11
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TABLE C. .- THE EFFECT OF ALTERNATIVE SPECIFICATIONS ON THE ESTIMATE OF THE IMPACT OF THE NJTC AND THE REAL WAGE ON EMPLOYMENT I

Coefficient on new jobs tax credit

Const Ind
wage sales

3 yr 4 yr 2 yr 18 mo effect only

Sum of coefficient on wage

Pets
inc

Incl

Const Ind
wage sales

18 mo effect only

Household data, retail and
wholesale.

Establishment data. retail,
total.

Eating and drinking ........

Food stores ..............

Apparel ..............

Furniture .................

G eneral m erchandise . .....

Other retail ..............

Wholesaling ---------------

Trucking ................

Construction ............
Establishment data -.-.

Household data .....

33.3 Ac 10.125 10.134 -------------
(-) (.051) (.052) ..........

31.7 Ac '.086 '.081
(-) (.025) (.026) ..........

27.5 Ac '.186 1.166 '0.163
(.054) (.065) (.055)

32.3 Ac '.044 .029 .004
(.026) (.029) (.025)

29.8 Rel 1.213 '.226 1.166
(-) (.076) (.076) (.076)

35.9 Rej .068 .053 .045
(-) (.020) (.030) (.019)

30.5 Ac 1.141 '.095 '.131
(.049) (.053) (.047)

36.4 Rel '.094 1.092 1.0902
(+) (.026) (.028) (.027)

38.9 Ac .022 -. 006 .025
(.016) (.020) (.016)

40.7 Rel '.081 '.080 -. 059
(-) (.037) (.047) (.029)36.9 --
R '.167 .178....... .....
(+) (.0)97) (.114) ............
Rej .049 .166 ...........
(+) (.139) (.160) ...........

increase in employment by
March 1978 in construc-
tion and distribution:

Using detailed Indus-
trial model.

Using established data
aggregates.

Using HN data --- ------........................

10.107 10.121 '0.125 0.075 -0.70 -0.72 -0.77 -1.098
(.050) (.049) (.051) (.055) ................................................
'.093 '.097 . n 1.075 -. 55 -. 54 -. 56 -. 67
(.026) (.024) (.025) (.028) ................................................
'.080 ',122 1.149 ............ -.15 -.54 -. 10 ...........
(.033) (.039) (.051) ............................................................
'.159 1.118 1.086 ............ +.57 -. 48 -. 17 ...........
(.031) (.023) (.026) ............................................................
'.198 1.226 .248 ............ -. 62 -1.04 -.19 ..........
(.076) (.070) (.081) ...........................................
.001 .53 .066 ............... 67 -. 78 -. 4. ........
(.020) (.018) (.021) ............................................................
'.122 1.119 1.154 ............ -.14 -. 22 -. 08 .........
(.049) (.048) (.044) ............................................................
.018 .040 1.120 ............ -. 29 -.30 -.25 ...........
(.022) (.024) (.021) ...........................................................
'.031 '.031 '.030 ............ -.20 -. 22 -. 15 ...........
(.017) (.016 (.017) ............................................-.103 .027 -.123 ............ .. 55 -. 66 -1.04 . ........--
(.025) (.034) (.058) ............................................................

.086 '.265 '.167.. .-. .. - .. -1.24 -.86 -1.32 . .---------
(.098) (.124) (.097) ............................................................
.014 .161 .049 ............ -1.23 -. 93 -1.36 ...........
(.136) (.143) (. 139) ----------............................................

00

971 886 ----------- 536 993 920 ............................................................

726 711 ....... ---- . 581 972 627 ............................................................

962 1280 ............ 690 1102 847 ...........................................................

ton alt models, Input prices are specified relative to output Prices.

a q

Average Ho:
hours No

per future
week wages

1971 effect
Pets

inc
ind
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PREPARED STATEMENT BY GARY C. FETHKE, ASSOCIATE PROFESSOR OF BUSINESS
ADMINISTRATION AND ANDREW J. POLICANO, ASSISTANT PROFESSOR OF
ECONOMICS, UNIVERSITY OF IOWA, IOWA CITY, IOWA

INTRODUCTION

In recent years, two types of wage subsidy programs for stimulating employ-
ment have been introduced by policy makers in various world economies. The
first and most prevalent category consists of a growing array of selective
programs that subsidize the wage payments or hiring costs of particular classes
of workers, for example, younger workers, the handicapped. Aid to Families
with Dependent Children (AFDC) participants, veterans, and the poor. The
second category of wage credits consists of general coverage programs that
provide employers with a tax credit Incentive for increasing their overall use
of labor services.

The selective programs seek to redress some structural imperfection in the.
labor market and are often directed at potential rather than actual members
Of the work force. For example the contract portion of the Job Opportunities
in the Business Sector (JOBS) program is designed to stimulate the private
sector employment of unskilled workers and low income members of the work
f ore. The Work Incentive (WIN) tax credit is intended to encourage private
sector employment of welfare recipients. The current selective credit proposal
by the Carter Administration for a "Targeted Employment Tax Credit" Is
aimed at young persons (18-24) from low income families.

The general wage credit programs, on the other hand, are typically designed
to be short-term measures for stimulating employment and alleviating Involun-
tary unemployment. As such, their purpose is to offset various Imperfections
abd short-term rigidities that characterize major labor markets. The general
coverage wage credit programs are not developed to deal with long-tem struc-
tural causes of unemployment, nor are they intended to encourage private
luqiness to substitute one category of labor for another or to substitute labor
for capital.

A REVIEW OF THE NEW JOBS TAX CREDIT PROGRAM OF 197T

The general employment tax credit is a new fiscal measure for the United
States economy, however, other countries have recently adopted similar pro-
grams. The Netherlands, France, the United Kingdom. Japan, Sweden, The
Federal Republic of Germany, Ireland Spain and Italy have all introduced
various types of temporary employment tax credit or wage subsidy programs.
While several of these programs require specific eligibility requirements all
seek to stimulate employment directly by reducing the cost of labor services to
private business.

A general employment tax credit program was first introduced into the United
States economy in 1977. The New Jobs Tax Credit. which became law as part

of the Tax Reduction and Simplification Act of 1977, provided a tax credit to

firms who increased their employment level from the previous year's base.
Specifically. the credit rpdced the Income tax liability of employers whose
to t m wage payments exceed prescrilbd dual base levels.

The major characteristics. of the New Job Tax Credit are that : (1) it provides
a relatively large per-employee credit for net increases in the wage bill-that is.
it is ,)n 'incremental employment tax credit"; (2) it is a temporary program
that extends only through 1978; (3) there is a ceiling on the total program

that extends only through 197R: (4) the credit possesses very few
restrictions regarding the employment (unemployment experience of eligible
workers: (5) the form taken by the credit leads to a reduction in the cost of
low-wage employees, relative to high-wage employees.

CONCEPTUAL FEATURES OF EMPLOYMENT TAX CREDIT PROGRAMS

The New Job Tax Credit and other general employment tax credit programs

directly reduce the cost of labor and can concentu?.lly be thought of as supply-
Fido fiscal programs. This direct, supply-side approach contrasts with most tradi-

tonal monetary fiscal policies which are demand-side progratns designed to

change employment and GNP indirectly by altering the spending levels of house-
holds, business and government.

The choice between demand and supply.management aggregate policies de-

peiek to a,.large extent on the following considerations: (1) the causes of short-
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term unemployment; (2) the length of the lag betwen implementation of the
policy and its effect on employment; (3) the inflationary consequences of the
policy; and (4) the practical difficulty associated with implementing the policy.

Using these criteria, are there attractive features of supply-management fiscal
programs such as the New Jobs Tax Credit that are not possessed by traditional
demand-management, policy measures? Our research indicates that there are such
features (Fethke, Policano, and Williamson; 1978). Indeed, we argue that supply-
management fiscal programs, such as the New Jobs Tax Credit, potentially offer
some attractive policy alternatives at the aggregate economic level. As a result,
there is a place in the arsenal of fiscal programs for both selective employment
credits targeted at particular types of workers, and for a general employment
credit policy that addresses short-term cyclical problems of unemployment.

The primary advantage of a general employment tax credit Is that it directly
stimulates employment and output without placing inflationary pressure on the

economy. If unemployment is precipitated by rigid wages and sluggish labor

market responses to changing economic conditions, a temporary wage credit will

reduce the real cost of labor and stimulate employment and output. The credit

acts to reduce real costs by lowering the nominal wage rather than be raising
the level of prices.

It is interesting to contrast traditional policy with the employment tax credit

during a slack period In the economy following a decline in aggregate demand.

Under these circumstances, traditional monetary and fiscal policies act to stimu-

late demand and the price level. This increase in the price level, assuming some

wage rigidity, lowers the real cost of labor services and induces employers to in-

crease employment and output. Alternatively, the employment tax credit reduces

wage costs and directly increases the demand for labor, thereby, stimulating

output and employment. In contrast to traditional policies, the employment tax

credit can increase output and employment without precipitating a rise in prices.

In fact by directly stimulating supply, the credit tends to exert deflationary pres-

sure on the system.
It is also useful to examine the efficacy of general employment credit strategies

during a downturn in business activity resulting from an aggregate supply shock

to the economy. In recent years, the energy and raw materials crisis, the devalu-

ation of the dollar, and various demographic changes have caused short-term

changes in the level, or at least in the growth of aggregate supply. A decrease in

aggregate supply and output results in simultaneous increases in the price level

and decreases in the level of employment. Traditional demand-management poli-

cies that seek to stabilize the economy under these circumstances must do so by

inducing price increases and lowering the real wage. Thus, to stabilize output,

the rate of inflation must increase. In contrast, the employment tax credit di-

rectly increases employment and real output, without necessarily increasing the

price level. In fact, the employment credit initiated in response to a decrease in

aggregate supply can actually lower the inflation rate while simultaneously stimu-

iating employment and output. Again, the inflationary consequences are les

severe for employment tax credit policy than for traditional macroeconomic

policies.
A further advantage of the employment tax credit is that by directly affecting

the real cost of labor, this program can potentially circumvent some of the re-

411 sponse lags associated with demand-site management policies. The Impact of the

employment tax credit may be dampened by the existence of a long recognition

lag between the time the credit is implemented and the time firms become aware

of the program. This type of lag generally exists for most fiscal subsidies but

can be minimized by a strong commitment to publicizing the program.

Consider next the possible implementation problems associated with employ-

ment tax credit policy. Admittedly, because of the political process, the adminis-

tration of any short-term fiscal program is difficult. In this regard. there may be

some reason to prefer traditional monetary policy that can be implemented with

a degree of autonomy. With thiq implementation lag in mind, some legislative

proposals have suggested that the employment tax credit be automatically set

to accord with an aggregate measure of excess capacity. Some have suggested

a program that would progressively link the credit rate to the rate of unemploy-

ment, with the credit dimppearing when the unemployment rate declines below

a prescribed level. The legislation suggested by Senator Bentsen would have the

eligibility base of the credit adjust to labor-marlret conditions. In Principle. at

leaqt, such an automatic triggering of the credit overcomes some of the imple-

mentation lags that are common to fiscal policy measures.
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In summary, our theoretical analysis reveals a number of desirable qualitative
properties of employment tax credit policy. In particular, we examine the employ-
ment, price level, and output responses to changes in the credit base for alterna-
tive financing strategies of the government. Our analysis shows unambiguous
positive responses for both employment and output to increases in the credit rate.
On the other hand, the price level response cannot be qualitatively established
because implementation of the credit not only increases aggregate supply but
also increases aggregate demand by increasing disposable personal income. How-
ever, a significant result is that under several financing strategies, the price level
need not rise and may fall in response to an increase in the employment tax
credit rate.

EMPIRICAL FEATURES OF UNIVERSAL COVERAGE EMPLOYMENT TAX CREDIT PROGRAMS

The direct evidence regarding the effectiveness of the New Jobs Tax Credit
program has been limited and incomplete at best. A survey was initiated by the
Department of Labor and conducted by the Department of Commerce on a repre-
sentative sample of eligible firms for the tax year 1977. A principle result of that
survey was that firms most likely to benefit from the program were, as of Febru-
ary 1978, unaware of the programs existence. Specifically, smaller firms with 50
or less employees typically expressed no knowledge of the program. These results
were also confirmed in a study conducted by the National Federation of Inde-
pendent Business which reported that awareness of the Jobs tax credits' existence
was low at the end of the 1977 tax year. Since the New Jobs Tax Credit possessed
a ceiling on the amount payable to any single taxpayer, it was important that
smaller establishments be made aware of the program's benefits. This did not
appear to be the case.

In the Department of Labor survey, the number of firms reporting a conscious
effort to increase employment because of the Jobs credit was a low six percent:
an additional seven percent of the "knowledgable" firms indicated that they dis-
covered the credit too late in the year to affect their employment decisions. These
results, however, seem too preliminary and inconclusive to form any definite
opinion regarding the effectiveness of the New Jobs Tax Credit, and they cer-
tainly do not provide sufficient evidence to reject the program.

Several attempts have been made to develop some indirect evidence on the
potential impact of employment credit programs on the United States economy.
Kesselman, Williamson, and Berndt (1977) analyzed the relative effectiveness
of an investment tax credit versus an employment tax credit. In particular, for
the period from 1962 to 1971, they simulated the impact on United States manu-
facturing output of replacing the investment tax credit with an employment tax
credit of an equivalent cost to the government. Their main conclusions were
that total employment would have been from one-half to more than one percent
higher in many of the years and that use of capital services would have been
from one to six percent lower during the period. They also argued that an
employment tax credit would have induced firms to substitute blue-collar work-
ers for capital and for white-collar workers. Subsequent empirical work by
Berndt (forthcoming), using the same data, demonstrated that the removal of
energy price ceilings and investment incentives and the adoption of a four per-
cent employment tax credit would have decreased energy use in manufacturing
by five percent and increased employment by over two percent. One problem
with these studies is that they examine the effect of a permanent employment
tax credit without considering the full supply response of the system. Specifi-
cally, by assuming that the elasticity of supply of labor services is infinite, they
ignore the question of shifting of the credit through increases in wages.

Hamermesh (1977) constructed estimates of the probable effects on the
United States economy in 1975 had an employment tax credit been Implemented
in mid-1974. One of the main results of his analysis was that the implementation
of a subsidy limited to net job creation above a base level equal to 100 percent
of 1974 employment would have produced relatively few jobs In 1975. Because
the economy was in the middle of a severe recession, few firms would have quali-
fled for a credit on net job creation above the 1974 level of employment. As a
result. Hamermesh advocated implementing a subsidy at employment of 85 or
90 percent of the base year employment. In these cases, his computations indi-
cated that an employment tax credit would have created a substantial number
of jobs even If aggregate employment were decreasing. Hamermesh niso exam-
ined the demographic composition of the employment induced by a percentage
marginal employment tax credit program. Ils results suggested that in a recos-
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sion the program would be biased slightly toward the hiring of prime-age work-
ers and slightly against hiring younger, particularly black workers.

Htamermesh's results can be compared to those obtained by Johnson and
Tomola (1977) with regard to the composition of public service employment
under the Public Employment Program (PEP) and the Comprehensive Employ-
ment and Training Act (CETA) of 1973. Johnson and Tomola found a signifi-
cantly larger percentage of youths aged 16-24 and nonwhites employed for PEP
and CETA than llamermesh found for the employment tax credit. These results
suggests that the PEP and CETA programs which offer a dollar subsidy per
worker rather than a percentage subsidy of the total wage bill would be prefer-
able if the goal is to employ the younger, nonwhite worker. Specifically, a dollar
amount subsidy provides a greater percentage subsidy for hiring low-wage
workers.

Johnson and Toniola also formed estimates of the cost per job for several
alternative job creating programs. For an increase in direct government expendi-
tures their estimates Indicate a cost per job equal to $18,600 after four quarters.
A cut in taxes will yield a cost per job of $21,000 after four quarters. Finally,
their estimates reveal a cost per job of $14,500 for public service employment.
These estimates can be compared with those developed for a wage bill tax credit
levied on the United States economy.

In the context of a complete aggregate model of the United States economy,
we've computed the cost per job of a ten percent wage bill credit with a 95 pe.r-
cent base (Fethke, Policano, and Williamson, 1978). The computation is con-
ducted using 1976 as the base year for several alternative strategies of financing
the employment credit. Based on these estimates, it can be concluded that the
employment tax credit is a modest cost fiscal-method for stimulating employment
and GNP. For example, if the employment credit is deficit financed, the program
is estimated to cost $3.03 billion and provide 774,000 jobs after four quarters.
,[ite resultant cost per job is $3915. If the employment credit is accompanied by
an equivalent reduction in government expenditure, the cost per job equals the
change in government expenditure plus the change in the deficit ($5.29 billion)
divided by the number of additional jobs (644,000). The computation yields a
cost per job of $8215.

THE CARTER ADMINISTRATION'S CURRENT EMPLOYMENT CREDIT PROPOSAL:
TARGETEDD EMPLOYMENT TAX CREDIT"

The Administration is now proposing to replace the New Jobs Tax Credit
with a selective tax credit program that possesses fairly narrow eligibility
requirements. Specifically, the proposed Targeted Employment Tax Credit seeks
to reduce sharply the two-year wage cost of younger members of the work force

from low inr-ome families. The amount of the credit is proposed as one-third of
the employee's wages subject to Federal unemployment taxes ($6,000), up to a
maximum credit of $2,000 for the first year and in the second year, a credit of
one-fourth of those wages up to a credit of $1,.500.

There seem to be two major reasons for suggesting a selective credit program
replacement for the New Jobs Tax Credit. First, young, unskilled employees

experience sharply higher unemployment rates than do other members of the

work force. Second, there is an unsubstantiated impression that the New Jobs
Tax Credit provides excessive windfalls to private business without providing

additional employment. The purpose of the proposed selective credit is to alter
the mix of employment in the economy towards workers who experience high

rates of unemployment. Presumably, the lower cost of unskilled labor will aso

encourage employers to spend more money on training younger workers.

The effect of a selective employment tax credit program on the employment

of unskilled workers depends on the reasons for their higher rates of unemploy-

ment, and there is considerable disagreement on this Issue. One argument is that

the high uneinploynient rate Is the result of rapid job turnover among low-wage,

unskilled workers. The high turnover is, in turn, the consequence of undesirable
jobs., poor working conditions. and the ready availability of various government

transfer programs, Including welfare, food stamps, and unemployment insur-

ance. If high turnover is the problem, it is not altogether obvious that a selec-

tive credit program that reduces employer's cost and increases demand for

unskilled workers will have an immediate effect on the high unployment rates.

In this case, training programs that enhance the skill levels of workers seem

more appropriate.

3, -t-40--7---12
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A second reason often given for the existence of high unemployment among
unskilled, low-wage workers is the presence of various legal and social restric-
tions that combine to fix the relative wage of these members of the work force.
A rigid relative wage prohibits the unskilled labor markets from clearing and
absorbing all workers who seek employment. In this regard, recently legislated
Increases In the minimum wage and sharp increases In payroll taxes contribute
to the explanation of the unacceptably high rates of unemployment of low-wage
workers.

If high unemployment rates of unskilled workers are caused by legal and
social impediments to wage flexibility, then a targeted employment tax credit
program will act to reduce the cost of low-wage workers and will stimulate their
employment. The program will have an effect similar to that of reducing the
minimum wage or to reducing the emplayer payroll tax liability. The immediate
(short-term) cost to society of such a program will be quite insignificant since
employment and output will increase without an accompanying Increase in
Inflationary presure.

The longer-term consequences of the program are less obvious than are the
short run responses, and possibly are not as socially desirable. A reduction in
the cost of low-wage employees may encourage employers to substitute a number
of low-wage (low productivity) workers for presumably a smaller number of
labor services, overall unemployment will decline. The decline in unemployment
rate is measured In the number of persons rather than the effective amount of
labor services, overall unemployment will decline. The decline in unemployment
will represent a policy-induced change in the employment mix of skilled to un-
skilled workers. It will not necessarily coincide with an increase in overall em-
ployment and real GNP.

Tile selective credit will also lead to a redistribution of Income from high to
low-wage employees. Income redistribution results from both the relative increase
in employment of low-wvage workers brought on by the credit and the relative
increase in the wages of low-wage to high-wage workers. Conceivably, the imt-
provement in the relative income position of low-wage workers will reduce the
high job turnover of this group and further reduce the aggregate unempoly-
ment rate.

A permanent credit may Initiate changes In the skill mix of the economy and
lead to an eventual reduction in real GNP. Specifically, if the selective credit
aets to redistribute income toward,, low-wage, unskilled workers, the incentive
to enter high skill categories will be reduced. In other words, while the short-
term effect of a targeted employment tax credit may be low cost increase in em-
ployment and output, the longer term Implications are a reduction in output and
productivity of the work force. In this regard, job retaining programs that seek
to increase tne supply of skilled workers appear to have a long-term advantage
over wage subsidy programs that increase the demand for unskilled workers.

In summary, if the high unemployment rate of young, unskilled members of
the work force is caused by legal and social impediments to wage flexibility, a
selective wage credit program will lead to an increase in demand for unskilled
labor and a short-term increase in GNP. Unskilled workers exert very little
bargaining power, and the resulting Increase in output will not be accompanied
by an immediate Increase In the Inflation rate. Since an increase in the wage of
unskilled workers relative to that of skilled workers can lead to an eventual re-
duction In real output, the longer term implications of a permanent wage credit
are less desirable.

WHERE TO GO FROM HERE?

There are some good reasons for adopting a short-term wage credit program
directed at younger, unskilled members of the work force. We feel, however, that
there are also good reasons for maintaining the New Jobs Tax Credit, possibly
with some minor adjustments in the eligibility requirements.

As currently structured, the New Jobs Tax Credit program offers a powerful
incentive to employers for hiring low-wage workers. For example, the pre-tax
cost to an employer of adding an $8,000 employee is reduced by 26 percent per
year, while that of a $20,000 employee is reduced by 10.5 percent. Further. the
wages of part-time employees are reduced relative to those of full-time workers.
This means that the New Jobs Tax Credit should stimulate the employment of
low-wA-age workers whose ranks include a high proportion of younger workers,
minorities, and women. Because of this, the existing employment credit program
already contains one of the primary features of the proposed Targeted Employ-
ment Tax Credit.
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An apparent reason for moving to a selective credit with narrow eligibility re-
quirements is that the New Jobs Tax Credit provides unacceptably large wind-
falls to growing firms. Specifically, critics of the program argue that many
employers receive a tax credit for wage bill increments that take place as a conse-
quence of natural growth in employment. While the windfall aspects of the ex-
isting program are over emphasized, It appears that minor adjustments in the
wage bill base will eliminate most of the problem.
nity. As previously mentioned, small business is just now becoming aware of the
program's existence and benefits. The New Jobs Tax Credit. because of the
$100,000 ceiling per taxpayer, is aimed primarily at the small business commu-
nity. As previously mentioned, small business is just now becoming aware of the
potential benefits provided by the credit, and we anticipate a lively response to
the program in 1978. If the current legislation is replaced by the more restrictive
Targeted Employment Credit, much of that awareness will be lost. In this re-
gard, it makes little sense to discard an Incentive scheme that possesses many of
the desirable features of a targeted credit and, by so doing, induce confusion and
uncertainty into the business community.

In concluding, we continue to feel that a general employment tax credit is
a useful addition to the arsenal of monetary and fiscal policies. The New Jobs Tax
Credit favors unskilled employees and small businesses. If these groups are
judged as deserving by policy makers, there appears to be no compelling reasons
for discarding the existing program in favor of the proposed Targeted Employ-
ment Tax Credit.
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Senator IASKELL. Now we have a panel consisting of Mr. William
T. Diss, American Institute of Certified Public Accountants and Mr.
Alford F. Yaude, National Society of Public Accountants.

It is nice to have both of you here, particularly since I have known
Mr. Diss for about twenty years.

STATEMENT OF WILLIAM T. DISS, AMERICAN INSTITUTE OF
CERTIFIED PUBLIC ACCOUNTANTS

Mr. Diss. Thank you, Mr. Chairman.
My testimony relates to the technical difficulties that have been en-

countered and experienced through the new jobs credit and some rec-
ommendations for their solution. The first set of problems arises from
the disallowance of the compensation that is paid for wages and sal-
aries paid equal to the amount of the credit. This has the effect of pro-
ducing an ingressive incentive-that is, the higher-bracket employer
has a smaller incentive to employ than the low-bracket employer.
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It creates problems in the area of capitalized labor costs for inven-
tory and in the other depreciable assets.

In the case of subchapter S corporations, the disallowance of wages
creates undistributed taxable income that is greater than the surplus
that can be legally declared as a dividend uner the State corporation
codes and prevents a subchapter S company from current distribution
of earnings to avoid the lock-in problem.

There is an artificial increase in self-employment income and self-
employment tax in the event the partner or proprietor employer has
not reached the FICA wage ceiling, and as previously mentioned,
there are some severe problems with the State income tax effect for
those States that tie into the Internal Revenue Code for definitional
Purposes.

'oie additional problems are mentioned in my complete testimony
for this particular area.

The second technical difficulty area relates to the taxpayer who is
reporting income from a subclhiapter S corporation, partnership or
fiduciary and I think these are of particular significance, since many
s-all businesses are conducted in the format of subchapter S corpo-
rations or a partnership. And, for some reason, a limitation was pro-
D)osed here. not present for the investment credit, based upon taxable
income of the partnership of subchapter S company reported by the
partner or shareholder.

There is no similar limitation preventing the passthrough of the
credit in the case of divisions of large corporations or proprietorships
carried on by a wealthy individual, so you have an unfortunate
disoriminat ion on the form of business organiizations.

1'he third problem relates to the carryback and carryover of unused
credits. If the partnership is not in existence in the preceding year,
or the subchapter S company, say in a later year because of a business
failure, the unused credit cannot be used and is wasted, even though
the salary deduction has already been lost under the set-off rule.

In the case of an individual employer or reporting shareholder or
partner, there is further difficulty in the requirement of the regulations
that itemized deductions, not attributable to any specific activity, be
subtracted from the taxable income reported from the sub-S company
or 1partne'ship. This further aggravates the problem on the pass-
through of the credit.

We believe there are some difficulties in use of the credit mechanism
compared to the deduction mechanism, and these are covered in my
paper.

Finally, just, for general problem areas-section 51(b) was intended
to prevent replacement of high-paid with low-paid employees. In prac-
tice, this limitation really impacts upon the new business, or rapidly
expanding business, and reduces the credit that would otherwise be
available, and I refer to the limitation of 50 percent of wages for the
year, this current year.

The restriction under section 52(c) regarding the acquisition of the
business eliminates any incentive for the employer to purchase a fail-
ing business and preserve existing jobs because lie cannot count that
into his increased employment.

Now for our recommendations. We feel that the Congress might
consider precedents in previous legislation. One of them is that the
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investment credit, for example. flows through without regard to
whether t lie subchapter S company or the partnership, for that matter,
has an income or a loss.

Second, if there is to be a basis penalty it should not be imposed until
there is a tax benefit and utilization of the credit, and this is found iii
the mininiiuii tax rules as well as other areas mentioned in my paper.

In sum, we first recommend that the credit be made elective. If all
the complications are left in the law that produce an actual tax deteri-
nent, say for a loss partnership or a subchapter S company, the em-
ployer should be allowed to elect out from the credit.

_Moving beyond that, which we view as a minimum desired and
needed modification, we agree that consideration could be given to a
reduction disallowance. Repeal of this set-off disallowance solves the
State income tax problems. It solves the accounting problems for self-
constructed assets and the manufacturers' inventory.

If the credit is not made elective, and if the reduction disallowance
is continued, then the salary penalty or disallowance should be de-
ferred until the credit has actually been utilized in that carryback or
carryover.

I do have a misprint in my No. 4 recommendation, and that is it
should be 53(b), rather than 52(b) and I refer to the limitation on
subchapter S companies and partnerships. This discriminates in 52 (b)
and it is my recommendation that it should be repealed, and I refer
to the limitation that you must have income from the business before
you can take the credit.

The legislative history of the credit indicates that there are two
prime purposes, one for ease of administration and the second for
understandability by employers. It is possible that you should consider
a straightforward, refundable credit. This avoids the carrybacks and
carryovers and could be explained to the business community.

If the disallowance is left in the law, perhaps the Congress should
do somethinfr about the State income tax problems and there is a prec-
edent for this in the legislation on the 1974 rebate.

Finally, if section 53(b) is left in the law, the limitation on sub-
chaper S companies and partnerships, and if the salary penalty is
left in the law, then we do recommend following the precedent of
the investment credit again, that if the credit is used during that
period then a salary expense deduction should be allowed in that final
year. I referred to the principle that was applied to the investment
credit when the credit reduced the depreciable basis of the property.
The basis was restored if the credit expired without tax benefit.
This basis reduction provision was later repealed and therefore is only
of historic interest.

I have appended to my testimony an example of a small business
where everything went wrong, based on these limitations in the new
credit, and perhaps that will be helpful in dramatizing the problems.

Senator HASKELL. Well, thank you, Mr. Diss. I am going to ask staff
to look over your paper very carefully because some of the points you
raise are very serious problems and hinder the use of the credit.

I know, as the author of the credit, that it was intended to be
elective and was intended to provide maximum benefit possible. So
I will ask the committee staff and my staff to review your testimony
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very carefully and see if we cannot incorporate some of these
suggestions.

Thank you very much, and now I would like to hear from you,
Mr. Yaude.

STATEMENT OF ALFORD F. YAUDE, NATIONAL SOCIETY OF PUBLIC
ACCOUNTANTS

Mr. YAUDE. Good morning, sir. Since you have not known me as
long, may I introduce myself? I am an independent accountant in
public practice in the State of North Carolina. I am presently vice
chairman of the National Society of Public Accountants Federal
Taxation Committee. I am also a past president of the North Carolina
Society of Accountants and have been enrolled to practice before the
Internal Revenue Service since 1960.

In the interest of time, I would request that our written statement
be submitted for the record and I will just comment briefly on the
highlights of my statement.

The observations that I have, as you might expect, are somewhat un-
scientific. given the short term that the law has existed. However,
most of these observations come from employers who are our clients,
and the observations of other accountants.

As to the publicity of the law, I can only say that if we could get as
many appropriate agencies of Government as possible involved in pub-
licizing things as soon as possible, it would be helpful. I know you
agree with this concept.

First, I want to talk about the effects of the jobs tax credit on hir-
ing practices that we have been able to observe. W e find that estab-
lished and economically sound companies have not, in our experience,
changed their hiring practices merely to get the credit. These estab-
lished-and I am talking about, small business primarily here-com-
panies that are sound economically still observe sound management
practices in hiring and the credit to them is not that great an induce-
ment. "If we need the man, we hire him. If we happen to get a credit,
that is nice." This seems to be their attitude.

Then there is another class of companies who are less sophisticated,
less economically sound, and these people simply cannot afford to
hire any more people because their business is not yet that strong. And
this is probably one of the reasons we might not get the desired results
from the credit-the ideal that you intended when this legislation was
passed.

So I guess what I am saying is, the tax credit will not necessarily
change the behavior and hiring practices of small economically sound
businesses.

I might say this, that in some areas of the country, the skills needed
by the employers are not available. In my own area, we have an un-
employment rate of something like 2.7 percent. The skills simply
cannot be found and obviously the employer is not going to waste
money on skills he does not need.

I talked to some accountants and we ,pointed out that this could help
certain industries that had high turnovers such as the hotel, restau-
rant and the construction industries. It could help larger, well-funded
businesses by allowing them to hire additional persons to eliminate
the need for overtime work.
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As to the other provisions of the credit, I would have to agree with
Mr. Diss that the subtraction from wages of the credit, seems to have
a counterproductive effect, in my judgment. It seems that if we are
going to give the employer the credit, to induce him into a certain.eco-
nomic behavior, certainly give it to him clean and clear, and if there
are limitations, perhaps it should be amended.

There is also the possibility we could use some change of measure-
ment, like the rate change in the credit, or something of this type.

I have looked at the proposed regulations under section 52 having
to do with the subchapter S, the partnerships and so forth, and it
seems to me that while these regulations appear to be fully in accord-
ance with the law that Congress passed and in my judgment fairly in-
terprets that law, the provision is unduly complex in the way the
measurements are figured. I wonder if it could not be simplified at
the pro rata credit assigned to each member of the entity, subchapter
S or partnership, by simply doing some other things that we do in
the Code-for example if there are three partners, give each one a
third, and if he has been in a fraction of the year, pro rate it by the
number of days, and hopefully we can solve that problem in that
manner.

There was some comment about the targeted credit this morning and
it seems to me-and my colleagues agree with this to some extent-
that a full series of credits seems to unduly complicate the tax law,
because, as you go along the line, you have certain credits that you
take into consideration in determining the definition of taxable income
for making other measurements. And I am wondering if, perhaps, we
could not somehow go back to the drawing board, as it were, and get
a restructuring, that is to combine the jobs credit and the targeting
credit in some manner. I do not know how we would propose to do
this; I have not studied this very thoroughly; but I would just sug-
gest, this as a possibility for sim -plifying the tax law, knowing full
well that we do have to balance complexity with the effectiveness of
the law and, of course, our revenue situation.

In fact, I am not too sure if, in this complexity area, perhaps some-
times we ought to have a kind of taxpayer impact study before we
pass the law to see what this will do to them.

Mr. Chairman, I believe this substantially concludes my remarks.
I would be clad to answer any questions you might have, 'if I can.

Senator IIASKELL. Thank you. gentlemen. I do not have any ques-
tions. We will examine your testimony with diligent care, because we
want to make this jobs tax credit-asuming that we can extend it-
as workable and as helpful as possible. I want to thank both of you
for appearing here; even though I have not known you for 20 years,
I am very glad to see you, too.

Mr. Y uDE. Thank you, sir. I appreciate it.
[The prepared statements of the preceding panel follow:]

STATEMENT OF THE AMERICAN INSTITUTE oF CERTIFIED PUBLIC ACCOUNTANTS,

FEDERAL TAX DIVISION, BY WILLIAM T. Diss

SUMMARY OF PROBLEMS AND RECOMMENDATI OS
The legislative history of the new Jobs tax credit portrays an awareness by

Congress that a very complicated provision was being added to the Internal
Revenue Code for taxable years of affected employers beginning in 1977 or
1978. Experience in application of the provision by taxpayers and practitioners
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confirms the complications originally foreseen as well as numerous additional
complexities and unintended tax disadvanta-ed to employers, as well as dis-
crinination in the form of business organization used by the employer.

In addition, the combined effect of the disallowance of the taxable income
deduction for employee compensation and the credit mechanism distorts the
employment incentive so as to make It less attractive to the classes of employer
who would otherwise be more apt to hire additional employees. Finally, the
interplay of the deduction disallowance and the credit has created significant
state income tax reporting problems and disadvantages for employers.

Legislative action should. at a minimum, be taken retroactively to amend
the new jobs tax credit to make such credit elective by the affected employer.
Serious consideration should also be given to a retroactive amendment which
would reduce the amount of the credit and repeal the compensation deduction
disallowan ce. If the deduction disallowance is not repealed, consideration
should be given to a Congressional enactment which would prevent state Income
taxation of the compensation deduction disallowance amount.

If the new jobs credit Is continued into 1978. whether broad based or targeted,
consideration should be given to a simple, straightforward, refundable credit.

DETAILS OF PROBLEMS AND RECOMMENDATIONS

Problem s resulting from disallowance of compensation expense deduction
1. The hiring incentive to a prospective employer is made Ingressive; that

Is. only a $630 benefit, net of the disallowance effect, is enjoyed by a 70 percent
bracket employer, compared to the $1,806 benefit for a 14 percent bracket
employer.

2. Combination of the deduction disallowance with the credit limitation, based
on taxable income, of a taxpayer in a Subchapter S corporation-partnership-
fiduciary entity reduces the loss otherwise deductible from such entity. Such
losses are frequently incurred in a new or financially troubled business, and
Inability of the taxpayer to deduct his full share of the loss may endanger con-
tinuation of the business; .

3. An artificial taxable income is created for employer/taxpayers in states
whose local Income tax is defined by reference to Federal taxable income. Thus,
an employer/taxpayer entitled to the maximum $100.000 credit may pay, for
example, an additional $8,000 In state Income tax. This disadvantage Is ae-
gravated in those states where a taxpayer is entitled to deduct his Fedearl
income tax in determining state taxable income, because the credit reduces
his Federal tax.

4. Many small business concerns maintain their general ledger so as to agree
with earnings shown on payroll records, and In addition prepare financial
statements on a "tax basis". These concerns are now required to reconcile
payroll records to the ledger, and financial statements to the tax returns, for
the disallowed wage and salary deduction.

5. A manufacturing concern encounters a considerable complication In com-
putation of direct and indirect labor costs included in produced inventory. No
guidance is provided in the proposed regulations for allocation of the disallowed
compensation expenditures.

6. A similar problem arises for an employer holding self-constructed assets, with
capitalized labor costs. It should be noted that reduction of the depreciable cost
for such property from the disallowance also reduces the basis of eligible
property for the investment credit computation.

7. In the ease of a profitable Subehapter S corporation, the undistributed
taxable income is increased by the disallowed compensation, and the resulting
total UTI Is larger than the earned surplus available under state law for pay-
ment of legal dividends. This prevents the electing corporation from following
the common practice of distributing all earnings currently in order to avoid
"lock in" problems.

8. In the case of a partner or proprietor employer, the self-employment income
and self-employment tax will be artificially enlarged from the disallowed salary
expense.

9. An uncertainty is created as to the application of the limitation under
section 404(a) (7) of the Internal Revenue Code regarding deductible employee
retirement plan contributions, based upon total compensation of participants.

10. The employer/taxpayer disadvantages from the deduction disallowance
are immediately imposed, and not deferred until an unused new jobs credit is
finally utilized. This Inequity is completely opposite to the precedents afforded
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In section 56(b), where a current operating loss has deferred the benefit from
a tax preference item, and Proposed Regulation section 1.57-4, relating to non-
applicability of certain tax preference items where no regular tax benefit is
present.

11. The computation of earnings and profits for a corporate employer is un-
certain, but administrative clarification would be helpful regarding deductibility
of the disallowed compensation expense for this computation.

12. The employer or taxpayer reporting income from a Subchapter S company-
partnership-fiduciary cannot avoid the complications by relinquishing the new
jobs credit; that is, the credit is not elective.
Problems resulting from the taxable income limitation for a subchapter S com-

pany, partnership, or fiduciary
1. The limitation based on taxable income from the entity, in the case of a

Subchapter S shareholder. partner, or beneficiary of an estate or trust, herein-
after termed "reporting taxpayer", does not apply to a proprietor, or a corpora-
tion engaged in diverse activities. This limitation discriminates, based upon the
form of organization, and particularly against the partnership and Subchapter S
company formats typically used by a small business concern.

2. As stated above, no smillar limitation applies to divisions of a large
corporation, proprietorship business activities carried on by a wealthy
individual.

3. The unused credits arising from the limitation must be carried back or
carried over to years where taxable income from the same entity is reported.
If the entity is terminated or sold, the balance of unused credits is wasted. In
the event such termination is the result of a business failure, the typical out-
come is disallowance of the salary and wage expense to the investing taxpayer,
coupled with denial of the credit.

4. Allocation of itemized deductions which are not attributable to any specific
activity may limit the new Jobs credit for an individual with large charitable
contributions or other itemized deductions. Such allocation of nonattributable
deductions does not appear to be required by section 53(b), but the Proposed
Regulation section 1.53-1(d) is supported by footnote 13 on page 75 of Senate
Report No. 95-66 (3-28-77).

5. Use of the credit from a fiscal year entity Is deferred until the taxpayer's
calendar year return within which the fiscal year falls.

6. The policy for limitation of the credit to the reporting taxpayer Is com-
pletely opposite to the precedents of the investment credit and the WIN credit,
looth of which pass through irrespective of taxable income reported from the
entity by the taxpayer.

Problems resulting from use nf the credit mechanism
1. The ordering rules for utilization of credits become more complex as Con-

gress adds additional credits to the system. This creates multiple layer com-
putations for carryback and carryover of the various unused credits.

2. States which define taxable income by reference to the Internal Revenue
C de face pressure to enact counterpart credits, which complicate their previ-
nsly simple "piggyback" state income tax returns. Historically, credits have
been altered frequently by Congress,. creating instability in the statute, and
further complications in carrybaeks and carryovers.

3. For example, If a net operating loss is sustained for 1977 or 1978, the net
operating loss carryback is reduced by the compensation expense disallowance
under section 280C, yet all other credits, Including the investment credit, take
priority in carryback of unused credits, since section 53(a) establishes last
priority to the new jobs credit.

4. A supplemental or accelerated deduction would be simpler to administer
and provide corollary state income tax benefits for the employer or reporting
taxpayer (in Federal conformity states).

Other problems and concerns
1. The limitation under section 51 (h) was intended by Congress to prevent re-

placement of high-paid with low-paid employees. In practice, this limitation Im-
pacts on a new or rapidly expanding business. The policy of the credit should he
to encourage such businesses, since they have more potential for increasing
employment.

2. The section 53(c) limitation restrains the adoption or change In form of busi-
ness organization. Thus. incorporation of a partnership will force wastage of
any unused new Jobs credit carryovers. The same result occurs where a Sub-
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chapter S corporation terminates its election and reports as a "straight
corporation."

3. The compensation deduction disallowance under section 280C Is not co-
ordinated with a reduction in basis under section 1376 for the stock investment
by a Subchapter S shareholder, whereas a basis reduction is required for the
partnership interest of a partner by section 105(a) (2) (B).

4. The expressed Congressional intents in enacting the new jobs credit are sub-
stantially defeated, viz., benefits concentrated on small business-by the section
83(b) limitations on a reporting Subchapter S shareholder, partner, or benefi-
ciary, and ease of administration-by the section 280C disallowance
compilations.

5. The restriction imposed by section 52(c) eliminates any incentive for an em-
ployer to purchase a failing business and save existing jobs, because the resulting
increase in employment cannot be "counted" by the purchasing employer.

6. Apparently, both the new jobs credit under section 44B and the WIN credit
under section 50A can be claimed on the same wages. The legislative intent ap-
pears unclear in this respect.

7. Placement of the credit in the Internal Revenue Code is somewhat clumsy,
and involves both Subparts A and D under Subchapter A, and four sections, viz.,
44B, 51, 52, and 53; only one section, section 44, was required for the purchase of
a new principal residence.

8. The credit scheme, although commendable In intent, further aggravates
complication of the Internal Revenue Code.

Recommendations
1. Make the new jobs credit elective. This is regarded as a "must" recommenda-

tion, in order to avoid the actual tax disadvantages to Investors in a new, or
unprofitable, business.

2. Reduce the credit amount, and repeal the compensation deduction disallow-
ance. The proverbial claim of credit by a dentist who has placed his mistress on
the clinic payroll can be policed by enforcing section 162(a) (1).

3. If the credit is not made elective, and the deduction disallowance is con-
tinued, then such Is allowance should be deferred until utilization of unused
credits by carryback and carryover.

4. The section 53(b) limitation on Subchapter S companies, partnerships, and
fiduciaries should be repealed, or extended to all employers. The former course
is preferable.

5. Serious consideration should be given credit which would achieve the policy
objectives (concentration on small business, and ease of administration) by re-
placing this Incentive with a straightforward refundable credit, using a rate of
perhaps 20 percent or 25 percent, on the total Increase in FUTA wages up to a
determined total base amount.

6. In the event section 280C is not repealed, consideration should be given to a
Congressional enactment which would encourage those states which tie into
the Internal Revenue Code to enact a modification of Federal taxable income
to deduct the Federally disallowed compensation deduction. Precedent may be
found in Public Law 94-12, section 102 (3-29-75), which prevented the states
from treating the 1974 Federal income tax rebate, under repealed section 6428,
as Income for Federally funded welfare programs.

7. Consideration should be given to amalgamation of the WIN credit with the
new jobs credit, or perhaps application of the WIN credit only to household, or
other nonbusiness, employment.

8. If section 53(b) and section 2800 are not repealed, then provision should be
made for subsequent allowance of the disallowed compensation deduction, In the
year that an unused credit expires without tax benefit.

ILLUSTRATION OF NEW JOBS TAX CREDIT PROBLEMS ENCOUNTERED BY SMALL
BUSINESSES

Adams Baker and Clark ("A. B and C") organized Business Dispatch, Inc.
("BDI") on April 1, 1978 to publish a weekly business and legal newspaper.
BDl filed an election, and A, B and C as equal stockholders filed consents, to
report under Subchapter S.

A, B and C forecasted operating losses for BDI of $5,000 a month for two years,
followed by profitable operations commencing in April, 1980. Fourteen persons
were employed, for a total of $17,000 monthly payroll. A, B and C were successful
professional persons and expected a 50% Federal income tax benefit from the
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BDI Subchapter S loss, using the maximum tax computation for personal service
income from their practices.

A, B and C consulted their tax advisor and explained that an after-tax cash
budget had been developed by thew, based on information gleaned from popular
newspaper accounts of new jobs tax credit benefits, Specifically, A, B and C
expected a credit of $29,400 for 1978 based on $2,100 for each of the fourteen
new employees. In addition, income tax savings from offset of the Subchap-
ter S losses from their professional earnings were expected for nine months in
1978, all of 1979, and three months in 1980, for a $60,000 total based on $120,000
total operating losses. Accordingly, a budget of approximately $30,000 had been
arranged.

The advisor then disappointed A, B and C by describing the compensation ex-
pense disallowance of approximately $30,000, and A, B and C arranged to in-
crease their total budget arrangements to $45,000. Operations are proceeding as
forecasted.

The tax advisor now is presenting the results predicted for A, B and C's 1978
individual Income tax returns. The deductible Subchapter S loss will be $15,600,
not the $45.000 loss (Ignoring depreciation) based on net cash operating expense.
The difference represents the expected $29,400 new jobs credit. The advisor ex-
plains that "it could be worse," had the newspaper commenced operations Octo-
ber 1, 1978. In that event, the $51,000 in salaries for the three months would
have produced only a $25,500 credit, based upon the § 51(b) limitation.

The advisor also explains that the Income tax system for their state follows
the Internal Revenue Code and that their combined individual state incomes thus
will be $29.400 larger for 1978. Use of the marginal 8% rate will produce addi-
tional $2.368 state income tax from the compensation deduction disallowance.

The advisor stressed two "Ailver linings," first that no self-employment tax
results since a Subehapter S company rather than a partnership Is involved, and
second that since no Federal credit will be usable for 1978, there will not be the
further (or second) $2,368 increase in state tax from the lower Federal income
tax deduction.

The follow-on "bad news" Is that the unused credit for 1978 cannot be carried
back, since BDI was not in existence during the three preceding years. At 1978
year-end. A, B and C will show a cash outlay of $45,000 and expect 1978 income
tax savings of approximately $9,000 on the allowable $15,600 Subchapter S loss,
for a net $36,000 cash outlay. Their original expectation had been a cash surplus
of $10,500 based upon a $29,400 credit and $26,100 in reduced 1978 Federal and
state income taxes, based on a $45,000 Subchapter S loss.

Taking the revised $45,000 cash budget and the $36,000 net outlay, $9,000 re-
mains for 1979 operations. This will provide pre-tax funds of approximately $20.-
000. permitting operation of BDI only to April. Unless A, B and C increase their
budget, the newspaper operation will be terminated and the recently employed
persons discharged.

No credit will be available as a carryover in 1979. because of the further ope-
rating loss to April, and no carry- over will be available to 1980 or later years,
because BDI has been "dispatched." If the credit had been usable, the resulting
cash flow would have permitted BDI to continue operations until the point of

4 profitability, preserving jobs for fourteen people.

STATEMENT OF THE NATIONAL SOCIETY OF PUBLIo ACCOUNTANTS
My name Is Alfred F. Yaude. I am an independent accountant in public prac-

tice in the state of North Carolina. I am presently vice-chairman of the National
Society of Public JAccountants' Federal Taxation Committee and a member of its
Board of Governors. Also, I am past president of the North Carolina Society of
Accountants and have been enrolled to practice before the Internal Revenue
Service since 1960.

I am pleased to be here on behalf of all of the members of the National Society
of Public Accountants, to offer testimony regarding our evaluation of the effective-
ness of the Jobs tax credit based upon our professional experiences. Gentleman,
even, though we have become aware, during the past year and a half, that the
credit has not been extremely Instrumental in creating jobs and reducing un-
employment, we feel it definitely has the potential to become economically bene-
ficial to the business community. It is therefore the opinion of the National Society
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t ne !e__tRould reenact a modified version of the jobs tax
credit upon LtO 'd"t Tend of 1978.

We find it n to take this position after analyzing the apparent reasons
for the credit's seeming lack of success in 1977. It was our experience that many
clients with whom we had no contact prior to tax filing season, simply were not
aware of the existence of the Jobs tax credit; therefore, their hiring policies in
1977 were in no way influenced by the credit. Few of those who were aware of it,
received their information directly from the Internal Revenue Service. Conse-
quently, as in the past, we urge that Congress make a greater effort to enact tax
legislation in time for IRS and its employees to digest and disseminate its provi-
sions to the taxpaying public and that the IRS place even greater emphasis upon
the importance of this service.

However, since many businessmen and women only became aware of the jobs
tax credit when their 1977 income tax returns were prepared. NSPA is hopeful
that many taxpayers will take advnntage of its benefits in 1978. Conversely, we
feel that some modifications and simplifications must toe made before the jobs tax
credit will have substantial economic impact upon the small business community.

For Instance IRS Code Section 2800 requires that the taxpayer's income tax
deduction for salaries and wages be reduced by the amount of the allowable jobs
tax credit Including that credit carried back or forward to another tax year.
Additionally, the "conformity" statutes in some states resulted in taxpayers pay-
ing higher state income tax because there was not time to amend state statutes
to grant tax relief from the limitations inequitably imposed upon deductions from
Income for state tax purposes. The National Society of Public Accountants feels
that no reduction in the salaries and wages expense should be required.

This reduction as well as other limitations and special rules unnecessarily com-
plicate the law and merely erode away the benefits to the taxpayer and the
stimulation to the economy. Many small businessmen and women feel the compli-
cations and limitations far outweigh the incentives of the Jobs tax credit and
therefore hesitate to take advantage of any benefits to be derived.

The National Society of Public Accountants would like to assist the Senate
Small Business and Finance Committees in this or other related matters as much
as possible. Therefore, at this time I will be happy to answer any questions you
may have about my own, my clients and my colleagues' experiences with the jobs
tax credit.

Senator IAsKr.TL. Our last witness is Mr. Joseph J. Cuneo who is
president of the Energy Transportation Corporation.

STATEMENT OF JOSEPH J. CUNE0, PRESIDENT, ENERGY
TRANSPORTATION CORP.

MNr. Cu,-F.O. Good morning, Mr. Chairman. I am president of the
energy y Transplortation Corp.. and with me todav is George M. Foote,
,Jr'.. who is an attorney of the firm of Cadwalader', Wickersainm & Taft,

Senator IIASKtrL. "For brevitv's sake, if you could put your state-
ment in the record and just tell me what your comments are.

Af'. CUNEo. I will do that, and keel) the remarks \,ery brief.
As we all know, the jobs tax credit was enacted to stimulate U.S.

employment. Ilowever, the comI)anies in the U.S. merchant marine en-
ga1ged in international trade, may have been excluded unintentionally
from eligibility for the credit.

Section 51(g) (1) of the Internal Revenue Code provides that for
wages to be taken into account for the credit, more than one-half of
the wages must be earned for services performed within the United
States. Thus, wages paid to American crewmembers on vessels in in-
ternational trade will rarely if ever, be taken into account because the
ships are normally either iAforeign ports or in the international waters
of the world.

Although the congressional policy to focus the credit on U.S. em-
ployient is both clear and sound, an apparent oversight in the law

-'31
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denies the incentive to an industry that, at least in our view, is as much
a pa,rt of the U.S. economy as the corner grocery store.

aw. oid' U.S. citizens may he officers on American-flag vessels,
and at least 75) percent of the c ewmembers must be U.S. citizens. In
actual practice, most U.S. shipping companies have 100 percent U.S.
citizens onboard their vessels, and these are citizens who reside in the
United States.

The eml)Iovems of these officers and crewmen withhold Federal and
State incoene taxes along with social security taxes. They make social
securit v contributions and paiy the unemployment insurance taxes on
which ihe jobs tax credit is based.

Almost all of the wages paid to the employees on American-flag ves-
sels are either deposited in U.S. banks or sent to the families of the
crewmemtbers in the United States. The transportation of crewmem-
bers back and forth to the vessel is generally by U.S. airlines, and
most of the. food and supplies for their support onboard the vessels
come from the United States.

These officers and crewmen are generally represented by the U.S.
maritime unions.

It is congressional policy to strengthen the U.S. merchant marine
fleet. Partlv because of wage costs. the number of employees in the
U.S. merchant inarine has dropped dramatically, from approximately
50.)000 to 21.000 since 1967.

By a simpL)le amendment. I am proposing that the credit and the
stimulus offered to all other American industries be made available
t(p IIe 17.S. merchant marine.

We have been advised informally by the Internal Revenue Service
that, while there is some merit to the inclusion of a company such as
ours and employees such as our.s, that the Service .ill promulgate no
reiaulations or rulings on this subject.

Senator HHSKELL. Iave you discussed your proposed amendment
with the maritime union?

Mr. CUN.O. With the maritime union?
Senator I [ASKELL. With the naritimne union.
Mr. CutxE.o. No; we have not discussed it with the unions at this

poilit.
Senator IIAsKELL. I think Vou might discuss it, and perhaps they

would want to submit some commments.
Mr. ( 'tFEO. Yes ; I think thev would. That is a valid point.
I think that concludes my statement.
Senator IIhsiEtr,. Thank yoti. I really do not know what my re-

action is. It is our p'po;e to get American citizens employed. That
was the basic purpose.

IPossiblYv your point is well taken, and we will take it into consid-
eration. I think it ought to be sort of an industry position, though,
and that is why I suggested discussing it with the niaritime union,

Mr. CuNEo. Yes, sir.
For most purposes that I can think of, an American ship is con-

sidered to he American territory.
Seiiator IHASKELL. Yes.
Mir. C'UN Fo. The way the law seems to be written, it does not quite

moet the traditional definition, and it is peculiar to us as to why that
is.
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Senator IASIKE.. Thank you very much. I appreciate your being
here.

[Tihe prepared statement of Mr. Cuneo follows:]

STATEMENT OF MR. JOSEPH CUNEO, PRESIDENT, ENERGY TRANSPORTATION CORP.

3Mr. Chairman and members of the committee and subcommittee, my name Is
Joseph Cuneo. I am president of the Energy Transportation Corp. I am accompa-
nied by George M. Foote, Jr., an attorney with Cadwalader, Wickersham & Taft.

The Energy Transportation Corp. is a U.S. corporation which operates Amer-
ican-built U.S.-flag vessel in international trade. All of our officers and crewmen
are U.S. citizens.

The Jobs Tax Credit (the Credit) was enacted as part of the Tax Reduction
and Simplification Act of 1977 to provide a direct incentive to American business
to increase employment.

The Credit is available for taxable years 1977 and 1978 to most employers
which have a net increase in Federal unemployment wages (FUTA wages). Sec-
tion 51(g) (1) of the Internal Revenue Code provides that the FUTA wages paid
to an employee may be taken into account only if more than one-half of the
remuneration Is for services performed in the United States. This limitation Is
Intended to insure that the Credit is claimed only for employees in the U.S.
economy."

For most employers the geographical limitation does not work a hardship.
However, if the requirement of "performance of services in the United States"
is strictly limited to a territorial concept of the United States without expansion
to include services performed on American vessels, wages paid to American sea-
men on such vessels may not qualify for the Credit. I believe that this Is an
unintended oversight in the statute.

The law should allow the application of the Credit to wages paid seamen on
American vessels no matter where the serves are performed. Such application
wold be consistent with the existing close relationship of the Credit to FUTA
wages.

The determination of the amount of the Credit is made by reference to "un-
employment insurance wages" which, according to Section 51(f) (1), means
"wages" as defined In Section 3306(b). Section 3306(b) defines wages to mean
all remuneration for "employment." Under the Federal Unemployment Tax Act
employment includes services performed on or in connection with an American
vessel' if the contract of service was entered into within the United States, or
during the performance of which and while the employee is employed on the
vessel it touches at a United States port, provided the employee Is employed on

or in connection with such vessel when outside the United States.'
Congress based the Credit on FUTA wages so that "employers can easily

understand their status with respect to the Credit."' Thus, because of the special
FUTA provision relating to wages paid to seamen employed on American vessels,
such wages should automatically be taken into account for the Credit. Without a
geographical limitation under Section 51(g) (1) the wages would be so treated.

In addition to the close relationship of the Credit to FUTA wages Congres-
sional policy argues for inclusion of the wages of seamen on American vessels

in computing the Credit. The policy behind the Credit is to create employment In

the American economy, an important part of which is the Merchant Marine. By

I P Cmbl mt L cwcl95-30. de . tt the new jobs tax credit should apply onl to employ-

ment within the United States (that is. the 50 states and the District ofColumba).
Consequently. an employee's wages are taken into account only if more than one-half of

the wages are for service Performed in aL trade or business in the United States." H. Rep.
No. 95-27. Part I, 95th Cong. 1st Sess. 53 (1977); S. Rep. No. 95-O, 95th Cong. 1st
Bess. (1977).

*The term "American vessel" means any vessel which Is documented or numbered in

conformity with the laws of the United states. It also includes any vessel which is
neither documented nor numbered under the laws of the United States, nor documented
under the laws of any forrlen country, if the crew of such vessel Is employed solely by
one or more citizens or residents of the United States or of any State. Section 3306(m) :
Fteg. 1 31.306(m)-(af). However, it should be noted that "employment" for FUTA
purposes does not include services performed on or in connection with a vessel not an

American vessel If the employee is employed on or in connection with such vessel when
outside the United States. Section 3308(c) (4) * Reg. I 31.3306(c) (4)-l.

'Section 3:106(c). The word "section" in this statement refers to a section of the
Internal Revenue Code of 1954.

an. Rep, No. 05-27. Part I, 95th Cong. 1st Sess. 52 (1977) ; S. Rep. No. 95-66, 95th
Cong. 1st Sess. 67 (1977).
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law, only U.S. citizens may be officers of U.S. flag vessels, and at least 75% of
the crew of each ship must be U.S. citizens. In practice, most U.S. flag ship owners
hire only U.S. citizens who are U.S. residents. The employers of these officers
and crewmen withhold U.S. and state income taxes and social security taxes.
They pay unemployment insurance and social security taxes. Almost all of the
wages paid to the employees are deposited in U.S. banks or sent to their families
in the United States. Their transportation to or from foreign ports at the begin-
ning or end of a tour of duty is primarily by U.S. airlines. Their food and supplies
are usually purchased in the United States. The officers and crewmen are repre-
sented by various seafaring unions.

I am sure that if Congress had known the full impact of the territorial limita-
tions when it enacted the Credit, there would have been an exception for wages
paid seamen on U.S. vessels. Through inquiries at the Internal Revenue Service
we have learned that no regulations will be promulgated under the Credit, nor
will any rulings be Issued. Since the only apparent remaining remedy is an amend-
ment to the statute, I have taken the liberty of providing a suggested new para-
graph for Section 51(g). The language is intended to extend the Jobs Tax Credit
to employers of American citizens on U.S. flag vessels:

(3) EMPLOYMENT ON AMERICAN VESsEL.-For purposes of paragraph (1)
of this subsection remuneration paid by an employer to a U.S. citizen for
employment on or in connection with an American vessel within the meaning
of Section 3306(c) shall be treated as remuneration for services performed
in the United States in a trade or business of the employer.

Thank you.

Senator HASKELL. The hearing is adjourned. The record will stay
open for 10 days for additional submissions.

[Thereupon, at 11:20 a.m., the hearing in the above-entitled matter
was adjourned.]

[By direction of the chairman, the following communications were
made a part of the record.]

STATEMENT OF SENATOR HOWARD BAKER

Mr. Chairman and distinguished members of the Committee, last March, Sen-
ators Bellmon, Ribicoff, Danforth and I introduced a welfare reform bill (S.
2777) which was called the Job Opportunities and Family Security Act of 1978.
As the title indicates, major emphasis was placed upon employment, with par-
ticular attention to the creation of private sector Jobs for the structurally
unemployed.

Senator Belimon and I subsequently testified before the Public Assistance Sub-
committee of the Finance Committee on the specific provisions of S. 2777. My testi-
mony dealt primarily with the employment provisions of our bill. As a preface
to my remarks on employment tax credits in general, and targeted tax credits in
particular, I should like to recount briefly the testimony on those provisions.

Although S. 2777 called for a combination of public and private sector Jobs for
the hard-to-employ, clear preference was stated for jobs in the private sector. The
advantages of private over public sector employment are obvious and have been
cited repeatedly at these hearings. However, it is equally obvious that private
sector employment remains elusive for those people who are collectively charac-
terized as the structurally unemployed.

Though our primary response in the past to structural unemployment has been
the creation of more PSE jobs and training opportunities, this is no longer con-
sidered an adequate solution. It is now generally recognized that private em-
ployers can be encouraged or induced to hire the hard-to-employ by providing
them with a sensible and adequate financial incentive. The most effective in-
centive is a partial subsidy for the wages paid one who is normally hard-to-
employ.

In S. 2777, we proposed two private sector job creation initiatives: a targeted
employment tax credit and a similarly targeted wage voucher. The two pro-
grams were intended to complement each other and were similar in the people
targeted, the size of the subsidy ($1/hour), and the duration of the incentive
(1 year).

The targeted employment tax credit was drafted in such a way as to build
upon or modify the existing credit enacted last year in the Tax Reduction and
Simplification Act. It maintained the requirement for increasing wages by 102
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percent of the previous year's employment base, continued the $100,000 ceiling
per firm, substituted a $1.00 per hour credit for the 50 percent of the first $4,200
of FUTA wages, and targeted the credit on employable AFDC recipients, long-
term unemployed (more than 26 weeks), disadvantaged youth and CET partici-
pants who had completed their job assignments and were unable to find unsub-
sidized private employment.

Even though I noted certain deficiencies which I believe exist in the present
credit, such as the "growth" or "102 percent" requirement, I did not recommend
that it be changed because of the availability of a wage voucher alternative.
The proposed wage voucher consisted of a subsidy equal in amount to that pro-
vided under the tax credit, and targeted at the same groups of people. However,
there was no requirement for expansion by the firm, nor was It limited to
$100,000 per taxpaying entity.

We believed that the wage voucher would be preferred by most employers for
a variety of reasons. And yet, in view of the probability that only a targeted tax
credit may be enacted this year, I should like to amend my earlier testimony
and make new recommendations which do no assume the availability of a wage
voucher program.

Few, If any, dispute the assertion that the present tax credit is dreadfully
deficient and must be amended substantially, if not permitted to expire. Its
problems are numerous and have been listed by many of the witnesses. They in-
elude the requirement for growth in a business, the lack of any targeting, the
$100,000 ceiling per firm each year, and the absence of an adequate effort to
advertise the availability of the :redit.

The Administration and others have sought to address those problems In vari-
ous proposals now pending before this Committee. Although the Administration
proposal is sound in many respects, I believe it is flawed in others.

For instance, their proposal is targeted solely at disadvantaged youth and
handicapped workers. Despite the appropriateness of those groups, I firmly be-
lieve that the target Is too narrow.

I would propose that the tax credit be targeted on employable AFDC recipi-
ents and long-term unemployed (26 weeks or more) in addition to disadvantaged
youth and the handicapped. In order to be eligible as a youth, the individual
would have to be 18 to 24 years of age and from a family whose income Is no
niore than 70 percent of the Bureau of Labor Statistics lower living standard
income level. This credit would replace the seldom used WIN tax credit and
the present welfare credit.

Another problem with the Administration proposal Is the limit on the number
of employees upon whom credits may be claimed. Their limit of 20 percent of a
firm's employees diminishes the ability of small businesses to hire a significant
number of people upon whom a credit can be claimed. For instance, if a firm
had only 10 employees, It could claim a credit on only two employees. I believe
that it would be more effective to set a limit of $100,000 or 20 percent of the
firm's employees, whichever is higher.

The problem of possible displacement could be dealt with not only by the
imposition of such alternative limits, but also by requiring that no employer
hire a tax credit eligible If within the past 60 days a non-subsidized salary
employee paid a comparable wage was. laid off. The employer would be required
to sign a statement to that effect before hiring a tax credit eligible employee.

In addition to those changes which I would propose to the Administration's
tax credit proposal, I would also suggest that the credit be provided at the rate
of at least $1.00 per hour of the prevailing wage in the first year and at least
$.50 per hour in the second year. A two-year credit would seem to strike the right A
balance between encouraging retention of an employee long enough for them to
learn a useful skill and subsidizing employment beyond the point of necessity.

Individuals from the targeted groups should be certified as eligible by either
the state employment agency or the state welfare agency. In view of the Impor-
tance of minimizing the stigma attached to welfare and the state welfare agency,
it might be preferable to charge the state employment agency with the certfiica-
tion task. An option as to the certifying agency might be left to the respective
states.

Although the credit should be refundable, the employer should be required to
reduce his business expense deduction for wages by the total amount of credit
claimed. This would prevent possible windfalls while not penalizing firms with
little or no tax Lisbility.
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In summary, Mr. Chairman, I propose a single targeted tax credit that would
replace all existing employment tax credits with the following provisions: a two-
year credit equal to $1/hour for the first year and $.50/hour for the second year;
targeted at employable AFDC recipients, long-term unemployment (26 weeks or
more), disadvantaged youth (as previously defined), and handicapped workers;
a ceiling of $100,000 per firm each year or 20 percent of the firm's employees,
whichever is higher; a state option on whether the state employment agency,
the state welfare agency, or both, should certify eligibility; a requirement that
no employer hire a tax credit eligible employee if within the previous 60 days a
non-subsidized salary employee was laid off; and a requirement that business
expense deductions for wages be reduced by the amount of the credit claimed.

In order to make such an approach attractive to private sector employers, two
other considerations are essential. First, the credit must be aggressively adver-
tised at the national, state, and local level. The benefits of the credit to both
small and large businesses should be emphasized.

Second, administration of the credit program must be as simple and red-tape
free as possible. Experience indicates that one of the primary reasons for the pat
failures of employment tax credits has been the fear that participation in such
a program would subject the employer to massive amounts of paperwork or red-
tape.

In my judgment, if a targeted tax credit along the lines I have outlined is rec-
ommended by the Committee and enacted by the Congress, I believe we can begin
the long process of solving the problem of structural unemployment in this
country.

STATEMENT OF THE U.S. LEAGUE OF SAVINGS AsSocIATIoNs

The U.S. League of Savings Associations* is pleased to have this opportunity
to comment on the existing jobs tax credit and Its administrative Interpretation
under recent IRS regulations.

We have been particularly concerned about the denial of equal benefits under
this law to members of the savings and loan business. Since its enactment in the
Tax Reduction and Simplification Act of 1977, savings and loans have been denied
the full benefit of the jobs tax credit incentive (IRC Section 44B) because of a
discriminatory limitation (II-C Section 52h) contained in that legislation. Under
Section 52h, thrift institutions, Including savings and loan associations, are denied
50 percent of the jobs tax credit available to other corporations. The restriction
of Section 52h is a carry-over from the antiquated limitation under the investment
tax credit (IRC Section 46e) imp-~ed when thrift institutions had nominal
effective tax rates. However, since 1962, the tax liability of our business has risen
dramatically to tho point where our 1977 effective tax rate of 26.7 percent was
equivalent to the typical corporate rate in the industrial-mining sector of the
economy.

Savings and loan associations currently provide the major source of U.S. financ-
ing of long-term residential mortgages, particularly single-family mortgage loati.
As a consequence of supplying our nation's mnrtgoge financing, the savings and
loan business plays an important role in creating the many construction and
related industry jobs which contribute to a healthy economy.

Our busines-s estimates that 898.000 job re,-ults from the economic activity
generated by savings and loan mortgage lending. In addition, our Nusiness ri-
rectly employs 216.800 workers. As anyone familiar with financial institute lo
would recognize, there are many entry-level job opportunities at savings and
loan associations. However, in spite of this substantial employment contribution
to the growth and development of our economy, our members continue to be
handicapped under the special Job tax credit provision. If the true purpose of t1'e
Jobs credit is to stimulate the hiring of the unemployed, then we urge this Corn-

*The t',ttel States League of Savings Associations (formerly the United States PavinR s
and Lnan Leagie) has a membership of 4.400 savings and loa'n associations. ro resentio,
over 98% of the assets of the savinfrs and loan business. League membership lncludps.
nil types of associatlonsR-Federal and state-chartered. ins4ured and uninsured, stock and
mutual. The principal officers are: Stuart Davis. President, Beverly Hills. Calif.; Joseph
Benedict. Vice President. Worcester Mass. : Lloyd Bowles, Legislative C'hairman. PDalls.
Tex. : Norman Strunk. Executive Vice President. Chicago. 711. : Arthur Edgeworth. Diree-
tor-Washington Onerations: and Glen Troop. Legislative Director. League headquarters
are at 111 . Wacker Dr.. VTbicaeo. Illinois (OOR01 a and the Washington Office is located
at 1709 New York Ave., N.W., Washington (20006) ; 202-785-9150.

34-840-79-1.3
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mittee to extend the full benefits of this incentive to all productive economic
partners, including savings and loan associations.

The inequity of this jobs tax credit restriction Is further compounded by re-
cent Internal Revenue Service regulations interpreting Sections 44B and 51-53
of the Internal Revenue Code. The regulation in question, IRS Reg. 1.52-3(a),
reduces by half not only the amount of the credit determined under section
51(a), but also the $100.000 credit limitation contained in section 51(d), effec-
tively restricting our institutions to a $50,000 maximum credit. We feel strongly
that Congress intended section 52(h), with its 50% limitation, to apply only
to the initial determination of the amount of the credit (section 51a) and not to
the additional $100,000 credit limitation of section 51(d). (The U.S. League comr-
nient on the IRS regulation is attached).

The present statutory restriction on the jobs tax credit for thrift institutions,
in addition to the strict interpretation of this provision contained in the IRS
regulations, unjustly frustrates the original full employment intent of this tax
incentive. The U.S. League of Savings Associations petitions this Committee for
removal of our statutory impediment (IRC section 52h) to the existing jobs tax
credit. Additionally, we urge the Committee that enactment of any similar job
incentive llans, whether broad-based or targeted as President Carter has rec-
ommended, apply without discrimination to all employers based solely upon pro-
viding economic opportunity for the unemployed.

We thank the Committee for granting us this opportunity to comment on the
problems the savings and loan business has experienced with the existing jobs
tax credit.

MAY 24, 1978.
COMMISSIONER OF INTERNAL REVENUE,
Constitution Avenue, Washington, D.C.
Attn: Robert M. Fowler, CC :LR :2.

GENTLEMEN: We would like to take this opportunity to comment on the pro-
posed regulations issued under Sections 44B and 51--53 of the Internal Revenue
Code, the so-called "New Jobs Credit".

The United States League of Savings Associations represents approximately
4.600 savings and loan associations holding more than 98 percent of the assets
of the savings and loan business. Savings and loan associations are the major
source of financing of long-term residential mortgages, particularly mortgage
loans for single family homes.

The League believes that the proposed regulations, in general, effectively im-
plement the statute and the underlying congressional intent, with one notable
exception. That is proposed Section 1.52-3(a), which would divide by two not
only the amount of the credit determined under Code Section 51(a), but also
the $100,000 limitation on credit provided In Section 51(d).

Proposed Reg. Section 1.52-3(a) is derived from Code Section 52(h), which
provides that in the case of an organization to which Section 593 applies (such
as a savings and loan association), "rules similar to the rules provide in Section
46(e) shall apply in determining the amount of the credit.. ." (emphasis added).
Significantly, this legislative language plainly tracks Code Section 51(a) -"De-
termination of Amount"-and nowhere mentions a restriction on the $100,000
limitation on the credit.

There is further evidence that Congress intended Section 52(h) to apply only
to the initial determination of the amount of credit. Code Section 46(e) (in con-
junction with Section 46(c) in effect divides in half the amount of investment
credit available to savings and loan associations, and also reduces by half (to
$12,500) the amount of tax liability against which the credit can be fully applied.
Section 46(e) places no absolute ceiling on the amount of credit available to
savings and loan associations. Therefore the reference in Section 52(h) to Sec-
tion 46(e) can apply only to determination of the amount of credit, as Section
46(e) simply does not deal with a ceiling, and any "similar" rules enaci'ed under
Section 52(h) likewise could not deal with a ceiling.

We accordingly suggest that Proposed Reg. Section 1.52-3(a) be amended to
read as follows:

"(a) Miltual savings institutionmq.-In the case of an organization to which sec-
tion 593 applies (that is, a mutual savings bank, a cooperative bank, or a domes-
tie building and loan association), the amount of the credit allowable under sec-
tion 44B shall be determined after reducing by 50 percent the amount otherwise
determined under section 51(a), or, in the case of an organization under common
control, the proportionate amount of the credit determined under section 51(a)
after applying the special rules of section 52 (a) or (b)."
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We believe that this amended proposal would more accurately reflect the statu-
tory language, as well as fully recognizing the congressional intent that the New
Jobs Credit encourage full employment. In their present form, the proposed regu-
lation would in many instances thwart this intent.

Thank you for your attention to these comments. We apologize for our tardi-
ness in submitting them to you.

Yours very truly,
WILLIAM C. PRATHER,

General Coun8el.
JOHN T. SAPIENZA,

Special Counsel, Covington d Burling.

STEPHENSON & Co.,
Denver, Colo., July 14, 1978.

AMs. LAURA KALLICH,
Ofce of Senator Floyd Haskell,
,Senate Offce Building, Washington, D.C.

DEAR LAURA: I appreciate you taking the time to Investigate the problems
created by the technical deficiencies in the Job Tax Credit Provisions of the Inter-
nal Revenue Code. From what I know of the Intent of Congress in passing this
legislation, the impact of these provisions certainly does not accomplish the legis-
lative objectives. I would like to outline the impact of the problem on us in start-
ing our newspaper in Denver and suggest the changes that might correct the
problem.

The newspaper Is being started this month and will have Initial employment of
fourteen new jobs. Our payroll for the next twelve months will exceed $200,000.00.
The first provision of the Act that causes problems for us is the nonelective char-
acter of the Job Tax Credit Provisions. Because we have organized as a Sub-
chapter S Corporation in anticipation of losses for the first twelve to twenty-four
months of operation, we will receive no benefit whatsoever from the credit itself,
and yet be forced to disallow the deduction of one-half of our payroll. Quite
clearly, the impact of the losses of this deduction will exceed $50,000.00 per year
negative Influence on our cash flow. Given our pro forma budgets for 1979, the loss
of this cash flow will shorten the life of our company but approximately ten
months inasmuch as we expect to lose approximately $5,000.00 per month during
the start-up period. The obvious correction to this problem is to make the Job Tax
Credit elective for all businesses. Any potential abuses of the rules can be ad-
dressed in other ways by the Internal Revenue Service. None of these abuses are
present in our situation inasmuch as it is a legitimate new enterprise.

The second problem is that we lose the Investment Tax Credit altogether be-
cause we will not make a profit for the first two year. I believe this is unfair and
that the Job Tax Credit should be flowed through the Subchapter S Corporation
to the individual owners just as is the Investment Tax Credit. I do not believe
that entrepreneurs who choose to incorporate should be penalized simply by the
form of their organization, which is the reality of this current legislation. I
believe that this could be accomplished relatively easily.

The third Item that I believe should be changed is the reduction of the payroll
by 50 percent for those companies that can use the Job Tax Credit. This merely
cuts the Job Tax Credit in half and does not make for more Incentive to create
jobs. It seems that If Congress had wanted the Job Tax Credit only to be half of
what it is, they would have simply reduced the percentage by 50 percent rather
than using a complex set of rules to accomplish that.

I have presented our problems in their order of priority with the elective pro-
vision being by far the most important to the survival of our new company. The
other two would simply be incentive to do exactly what we are doing. Under cur-
rent law, we will be penalized substantially for trying to create new jobs, and
even with the elective provision In place we would not receive any benefit of the
Incentives that Congress intended to give people who create new jobs.

Mr. William Diss of Arthur Young and Company in Denver will testify before
your committee on July 26 regarding these provisions. Mr. Diss I the CPA for
our company and is intimately informed about its impact on our new enterprise.
I hope you will encourage all of those involved in consideration of this legislation
to make the revisions suggested above In order to better achieve the goals of the
original legislation. I appreciate very much your help in this matter, and I hope
that you will keep us Informed as to its progress through Congress.

Very truly yours,
A. EMum ST m sow, Jr.
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STATEMENT OF NICOS AVRAAMIDES, SENIOR TECHNICAL COORDINATOR, BUSINESS
AND T'AX SERVICES GROUP OF GENERAL 13USINESS SERVICES, INC.

Mr. Chairman and members of the Committee and Subcommittee, my name is
Nicos Avraamides. I am a Senior Technical Coordinator of the Business and Tax
Services Group of General Business Services, Inc.

General Business Services is a national organization providing vitally needed
management services to small businesses and helping them fulfill their important
role in America's economy. Through our local business counselors, we bring the
small business owner a wide variety of business management and tax services.
Being the largest consulting firm and having the largest small business clientele
in the U.S., we undertook an advertising campaign for our clients emphasizing the
importance of reducing unemployment for the U.S. economy and also stressing
the tax advantages of the Jobs tax credit.

During the past year our Tax Services Department performed numerous studies
for clients from various geographical areas of the U.S., outlining the overall
economic and tax effect of adding new employees to their businesses.

After the end of the current tax season we ran a survey through our business
counselors to ascertain whether the Jobs tax credit had the effect that was meant
to be by the 1977 Tax Reduction and Simplification Act.

The majority of our clients were happy to receive the tax credit, but the general
feeling was that the employers did not hire the people in order to gain the tax
benefit but because they needed the additional help.

PROBLEMS AND RECOMMENDATIONS FOR TIE JOBS TAX CREDIT

Problems
The Jobs tax credit once Introduced into the tax code created enormous prob-

lems for the taxpayers and for the tax practitioners. The taxpayers, due to lack
of publicity and educational material from the part of the government, cannot
fully understand the jobs tax credit and its effects and the tax practitioners are
burdened with extra complex mathematical formulas that are needed in order
to compute the credit.

Some of the most common complaints we received from our clients were:
A. Increase of self-employment tax due to the jobs tax credit. This is true

under the current jobs tax credit law that when the tentative credit reduces the
wages and salaries, the net profit for the business is Increased and therefore the
basis for the self-employed tax calculation is increased.

B. Loss of the job tax credit if business Is ,old during the year. This Is a
very difficult area that the taxpayers do not understand. For example, an owner
of a business who operated for a number of years expanding and creating many
new jobs over the years, because he decided to sell the business 12-30-77 for any
reason, does not get any jobs tax credit.

As an example of a complex mathematical formula I would like to summarie
the section 53(b) for the pass-through credit limitation and the proposed IRS
regulations for this section.
Background 6f section 53(b)

When Congress passed the new Jobs Tax Credit, they defined the amount of
the Jobs Tax Credit allowed for the given year as the amount of tax impos-0d.
reduced first by certain credits such as foreign tax credit, tax credit for the
elderly, investment credit. etc. The Act also includes an additional limitationt
that appfies to a partner in a partnership, a beneficiary of an estate or trust, and
a shareholder in an electing small business (Subchapter-S) corporation. Spe-
ciflcally, the limitation provided above required tiat the credit may not exceed
a value (separately computed with resjiet to such person's Interest) determined
by taking an amount that hears the same relationship to such limitation as tile
ratio of that portion of the person's taxable income allocable to his interest In the
entily relative to his taxable income for the year reduced by his zero-bracket
amount, if any, (hereinafter referred to as Section 63(b) limitation).

PROPOSED IRS REGULATIONS ON NEW JOBS TAX CREDIT

The proposed IRS Regulations section 1.53-1 deal with the computation of the-
pass-through limit of the new Jobs Tax Credit.
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The following is the formula to be used to compute the Section 53(b) limita-
tions as proposed by IRS:

(4) portion of taxpayer's taxable
income attributable to the
taxpayer's interest in the
entity

(1) Section 53(a) Tax X
(2) taxable income less
(3) the zero bracket amount

An analysis of the above formula is as follows:
(1) Section 53(a) Tax-Income tax less all credits that are used prior to new

Jobs Credit (reference federal Form 5884, Line 17).
(2) Taxable income as defined by 1977 tax act-Adjusted gross income less

excess itemized deductions less personal exemptions (reference federal Form TC,
Line 3).

(3) Zero bracket amount-statutory deduction built into the 1977 tax rates
and schedules.

14) Taxable income attributable to the entity:
* (a) Amount taxpayer is required to include in gross income from the entity

(Example: salary, ordinary income, capital gains, etcetera.)
*t b) Less, the amount of the deductions allowed to the taxpayer that are

attributable to the entity (Example: 50 percent capital gains deduction, attribut-
able portion of dividend exclusion, employee business expense, et cetera.)

(c) Less. a proportionate share of the deductions allowed to the taxpayer not
attributable to a specific activity. (Example: .50 percent capital gains on mis-
cellaneous transactions, charitable contributions, medical deductions, zero-
bracket amount, pro rata share of dividend exclusion, et cetera.)

The following formula is recommended by IRS in order to compute (c)
Gross income from the entity

reduced by the amount of the
deductions that are attrib-
utable to the taxpayer's in-
terest in the entity.

Deduction not attributable to specific X
activity Gross income reduced by all de-

ductions related to a specific
activity

RECOMMENDATIONS

I would like to see the jobs tax credit continue indefinitely with a number of
improvements.

1. Eliminate the adjustment for the jobs tax credit which reduces the wages
and salaries deduction. This will correct the present distortion of income and the
Increase of the self-employment tax. Also this elimination will correct any net
operating loss computations.

2. Specify dates where it is possible to dispose of a business and still get
the credit.

3. Simplify or eliminate the limitations of a pass-through credit.
4. Make the jobs tax credit elective.
5. Increase publicity for the jobs tax credit on the part of the government.

TEAL, BECKER, PLACE & CHIARAMONTE,
CERTIFIED PUBLIC ACCOUNTANTS,

Albany, N.Y., July 19, 1978.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance, Dirkaen Senate Offce Building,
Washington, D.C.

DEAR SIR:
JOBS TAX CREDIT

Suggcstton r
From an administrative point of view I think the greatest simplification that

could be made to the Jobs Tax Credit is to eliminate Sec's 53(b), 280 C and
the percentages In Sec. 51 (a) should be reduced, say to 25%
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The above would accomplish the following:
(1) Conformity with state law would be automatically achieved.
(2) Loss businesses such as partnerships and SUB (S) corporations which

create jobs can take advantage of the credit.
(3) Self-employment income would not be changed.
(4) Earned income would not be changed.
(5) Medical and charitable deductions would not be changed.
(6) The favoring of low income taxpayers over high income taxpayers

would be removed. The credit is designed to create jobs, not to increase the
progressive nature of the income tax system.

Suggestion II
At the very least the credit should be elective, with the provision that the.

election could be made within the three year statutory period.
This would allow a loss proprietorship, partnership or SUB(S) corporation,

which projects a loss continuing for five years, to forego the credit. At present,
a business can actually be penalized for hiring new people, since its pass-
through losses are reduced without anyone being able to use its credits.

Very truly yours,
RALPH G. ISAACS, C.P.A.

ALEXANDER GRANT & CO.,
CERTIFIED PUBLIC ACCOUNTANTS,

Chicago, Ill., July 20, 1978.
Hon. FLOYD K. IASKELL,
Committee on Finance, U.S. Senate,
Washington, D.C.

DEAR SENATOR IASKELL: We understand that the Subcommittee on Adminis-
tration of the Internal Revenue Code together with the Senate Select Committee
on Small Business is holding hearings on the administrative problems of the jobs
tax credit. This letter details some of the compliance problems our firm has
encountered in applying the Jobs tax credit. We would appreciate inclusion of
this letter in the record of the hearings of the Subcommittee.

Alexander Grant & Company, headquartered in Chicago, is the ninth largest
CPA firm in the United States. We have more than 50 offices located in the major
commercial centers of our nation and are represented in some 150 cities abroad
through the international firm of Alexander Grant Tansley Witt. Our clients are
of all sizes and types, from multinational corporations to individual proprietor-
ships.

The observations below are a summary of our firmwide experiences with the
jobs tax credit. They are not presented on behalf of any of our clients and may
or may not represent a particular client's point of view.

The most serious problem we have encountered in complying with the jobs tax
credit rules is that the credit appears to be mandatory. An explanation of why
this is a problem is shown below. Three other technical problems which are also,
noted include: the conflict betwen § 52(a) and § 52(c) (1); negative salary
expense; and some problems of controlled groups. These problems generally affect
small and medium size taxpayers since they most often arise with Subchapter S
corporations and partnerships rather than regular corporations. The following
explanations and examples will be helpful.

JOBS TAX CREDIT APPEARS MANDATORY AND WAGE EXPENSES MUST B. REDUCED

As the jobs tax credit provision moved through Congress, the Senate added a
provision that wages for the taxable year must be reduced by the amount of the
Jobs tax credit allowable for the taxable year. (This provision is now contained in
IRC 1 2800.) This reduction of wages Is to be made even if the potential jobs tax
credit cannot be used In the taxable year. Further, wages must be reduced eveiT
If the Jobs credit can never be used by the taxpayer (see examples 1 and 2 below)
or If the jobs credit is passed to another taxpayer (see example 3 below).

Example 1
Assume a Subchapter S corporation incurs a loss for calendar year 1977 so that

its jobs tax credit is unavailable due to the net Income limitation imposed by
§ 53(a). Assume further that no carryback Is available either because It Is the
corporation's Initial taxable year or it had losses during the carryback period.
In 1978, It loses its status as a Subchapter S corporation for any reason which
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terminates the election as of the beginning of the taxable year. What then hap-
pens to the Jobs tax credit carryover?

In this situation, according to § 53(b), the Jobs tax credit is passed to the
individual shareholders who may avail themselves of a carryforward if there is
income derived from the Subchapter S corporation which generated the jobs
credit. In this example, the corporation will not be considered the same entity
for jobs tax credit purposes due to the change in its taxable status. Thus, the
shareholder will neither realize income nor incur a tax with respect to the entity
creating the Jobs tax credit during the carryover period. Accordingly, the credit
will be lost since the limitation expressed in § 53(a) will always be zero. The
wages expense deduction of the corporation would nevertheless be reduced by the
amount of the jobs credit.
Example 2

Assume the same facts as Example 1 except that the Subchapter S election
Is terminal as a result of the corporation becoming a subsidiary of a consoli-
dated group. In 1978, the former Subchapter S corporation incurs a further loss,
but the consolidated group realizes a net profit. The IRS National Office takes
the position that the consolidated group will not be able to use the jobs credit
carryover. The Service position is based on the theory that the credit will be
subject to limitation on an individual company basis much like the limitation
applicable to net operating loss carryovers.

Nevertheless, wages are reduced In 1977 by the jobs tax credit available.
Example 3

During the taxable year ended December 31, 1977, X Corporation realized a
Jobs credit of $50,000 which it could not use to offset liability. During the third'
preceding taxable year (carryback year), X Corporation was a member of an
affiliated group which filed a consolidated income tax return with the common
parent company. In 1975, all of the stock of X Corporation was disposed of by
the common parent. As a result, the income, deductions, credits, etc., of X
Corporation for a part of 1975 were included in the common parent's 12/31/T5
consolidated return. A short period separate return for the period ended 12/31/75
was also filed by X Corporation.

Thus, the unused new jobs credit for the year 12/31/77 is a carryback to the.
three preceding taxable years as follows:

1.975 Consolidated (Part Year).
1975 Separate (Part Year).
1976 Separate.

Pursuant to Reg. 1.1502-78(b), the $50,000 credit attributable to the carry-
back to the 1975 consolidated return is payable to the common parent corporation.

Therefore, X Corporation must reduce its wages expense while the former
common parent corporation gets to use the jobs tax credit.

Claiming the jobs tax credit appears to be mandatory rather than elective.
Therefore, taxpayers in the above examples have no choice but to take the credit.
(IRC §44B(a) states, "There shall be allowed as a credit . . .") Because the
wages are required to be reduced by the jobs tax credit available and the credit
appears mandatory, some taxpayers end up with a rather odd result. They are-
unable to avail themselves of the credit; and because wages expense must be
reduced by the credit which is available, any partnership or Subchapter S loss
they might utilize is reduced.

These examples produce a result that appears contrary to the intent of Con-
gress. Our reading of the Committee reports and testimony relating to the jobs
tax credit does not indicate that Congress intended any negative results being
created by the jobs credit. 'Making the credit elective rather than mandatory
would remove this inequity while at the same time not impairing the Congre.s-
sional objective of insuring that an employer not get tax benefit, exceeding 100%
of an employee's wages.

Other technical problems we have noted include:

JOBS CREDIT AND ACQUISITIONS-CONFLICT BETWEEN 1 52(A) AND I (C) (1)

Assume a partnership is incorporated on December 15, 1977, but remains in
existence for purposes of winding up its affairs; both the partnership and the
corporation file on a calendar year basis. The newly-formed corporation and the
partnership are presumably a controlled group within the meaniug of if 52(a)
and (b) and, as such, the jobs credit realized by the component members should
be allocable among them in accordance with their proportionate increase in cred-
itable wages. However, the transfer of the business by the partnership to the.
corporation also falls within the provisions of 9 52(c) (1), which requires that
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the, successor entity compute Its Jobs credit as if it had paid the creditable wages
of the employees of the transferred business for the entire year. This would result
in all of the Jobs credit being attributed to the acquiring corporation and none
of the partnership.

We understand that the Internal Revenue Service feels this conflict should be
resolved by allowing the provisions relating to acquisitions to apply in determin-
Ilg the credit. Therefore, no allocation Is required under 5 52(a).

JOBS CREDIT AND ACQUISITIONS-NEATIVE SALARY EXPENSE

Azsume the same fa-ts as above. Since the corporation acquired the business
on December 15, 1977. it will have little salary expense for the short period
until the end of the calendar year. Since the Jobs tax credit is computed with
respect to salaries paid by the predecessor partnership for the entire year, the
credit may exceed the salaries paid by the corporation. Thus, the reduction In
salary expense required by § 280C may exceed the salaries paid by the corpora-
tion. The Service believes this to be an appropriate result and is not disturbed
by the negative salary expense.

PROPOSED REGULATIONS ON JOBS CREDIT CAUSE PROBLEMS FOR CONTROLLED GROUPS

While the proposed regulations do Indicate the nature of the brother-sister
or parent-subsidiary relationship which must exist, they do not indicate when
the relationship must exist. Is it at the end of the taxable year of the members
of the group, the beginning of the year, or some specific period of time within
the year? There are obviously many problems created by this omission.

Some problems that come to mind are:
If the requisite control must exist between related companies at year

end, which year end should be used for purposes of comparing opening and
closing FUTA wages when such companies have different taxable years?

Alterratively, if the rule is applied without reference to control at year
end, is the rule intended to apply to a member of the group who has been
a member for only a portion of the taxable year?

Does it matter how long a company was affiliated? For example, if A. B,
and C are a controlled group and are all on a calendar year basis, what
happens if C is sold to an unrelated party on June 30, 1978? Are C's FUTA
wages for all of 1978 included in determining the jobs tax credit for 1978,
or are its FUTA wages included with those of the group only through
June 30, 1978? Or, are none of C's FUTA wages Included In determining
the jobs tax credit for the group for 1978 since it Is not a member of the
group for the entire year

It is our understanding that the Sprvice requires allocation of the jobs tax
credit based on the relative contribution to the increase in the total FUTA
wAaes as of the beginning and end of the taxable year. This allocation is re-
riired of all corporations who were members of the group during the year even
though a member has ceased to be a member of the controlled group as of the
year end. Further, the allocation between the members is made without respect
to the relative number of days that each of the members were in the group.

If the disposition of a member of a controlled group were by way of a merger,
tb acquisition rul,,q would govern. Therefore. using the facts In the example
above. if C were merged with X, no allocation would be required as between
C and A and B. but only as between C and X.

We would be pleased to discus any aspect of this statement with you, other
members of your Subcommittee, or your staff.

Very truly yours. ALEXANDER GRANT & CO.,

A. KUSHINSKY,
National Director of Tax Practice.

PRICE WATEr-rousE & Co..
"Washington, D.C., July 28, 1978.

ITon. FLOYD K. !TAsRET.T,
Chairman. Subcommittee on Admi-nftratfon of the Internal Revenue Code Corn-

mittee on Finance, U.S. Senate, Washington, D.C.
DEAR SENATOR HASKELL: We are writing to you to express our firm's views on

two Inea ttes that have arisen in the administration of the present Jobs tax
credit (I.R.C. 50A, et. seq.). The views expressed are solely the views of our firm,
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and we are not speaking herein on behalf of any client or group of clients served
by the firm.

The jobs tax credit, which was enacted in May of 1977 and which expires in
1980, is a noble attempt to encourage increased employment by creating a tax
incentive to those businesses that have specific increases in unemployment in-
surance wages. In many cases the credit as enacted provides this incentive.
However, as a result of some oversights in drafting, most notably in connection
with the interaction of I.R.C. § 280C with I.R.C. § 53(b), this credit actually
creates a disincentive for some partnerships, estates and trusts, and Sub-chapter
S corporations.

Partners, beneficiaries, or Sub-chapter S shareholders with distributable losses
from their respective entities often are unable to utilize the jobs tax credit due
to IRC § 53(b). The Section provides that a person's amount of allowable jobs
tax credit is computed under a limitation based on the amount of income that
the person receives from the entity generating that credit. At the same time
I.R.C. § 28WC requires a reduction In the wage deduction for partnerships, estates,
and Sub-chapter S corporations, thus increasing each partner's etc. distributable
income. The unallowed credit can be carried forward for seven years and back for
three years: however, many of these entities may not have taxable income dur-
ing this period. In addition, it is possible that a Sub-chapter 8 corporation may
terminate its election while It has an unutilized credit. In these cases the credit
will be lost forever while the partners, beneficiaries, and Sub-chapter 5 share-
holders would have reported an artificially higher income because of the require-
ment of I.R.C. § 280C.

There appear to be several possible solutions to this problem. Although each
of these solutions may have minor inequities, all would provide a more equitable
incentive for creating Jobs.

I.R.C. § 280C could be amended to read "credit allowed" rather than "credit
allowable." In effect, this would prevent an offset to the wage deduction until
the credit is utilized. If the credit is never utilized no offset to wages would be
required.

I.R.C. § 53(b) could be amended so as to eliminate the restriction that the
credit be limited to taxable income derived from the business activity generating
the credit. As a result, the credit would he utilizable even If the partnership,
estate or trust, or Sub-chapter S corporation has no taxable income. No other
credit in the Internal Revenue Code has a restriction similar to that imposed by
§ 53(b) and we can think of no good reason for such a restriction. The idea Ibe-
hind the statute is the encouragement of employment and we believe that em-
ployment should be equally encouraged whether or not the employer entity is
profitable.

Another simple and practical solution to this matter would be to decrease the
jobs tax credit from 50 percent to 25 percent of the increase In unemployment
insurance wages and repeal § 280C. This solution assumes that everyone re-
ceiving the credit is in a 50 percent tax bracket, which may not be true. however.
we believe that from a practical point of view there will be very little effect
In terms of revenue lost or individual credits earned by making this assumption.

A second problem, which occurs in many professional partnerships, is caused
by the restrictions imposed by I.R.C. 4 51(c). This section restricts the amount
of credit to an amount which would have been determined for such a year if
(a) "the aggregate amounts taken into account as unemployment Insurance
wages were determined without any dollar limitation." and (b) the restric-
tion is based on 105 percent of the prior year'q unemployment 1m~urAnee waos.

This section places a very unfair limitation on a partnership where some of
the highly compensated employees are promoted into the partnership. Their total
wages are included In the base period, but no portion of their wages are included
in the current year's "wages without dollar limitation." In many cases, due to
this limitation, a partnership which otherwise had increased its creditable employ-
ment would be precluded from receiving a Jobs tax credit.

An appropriate solution to this problem would be to provide that upon the
occasion of an employee being admitted to the partnership the employee's wages
would be eliminated from the base period wages for purposes of this limitation
and for purposes uf computing the increase In unemployment wages upon which
the credit is calculated.

We do not believe the Congress Intended by its action In 1977 to enact provisions
that result In problems such as we have described above. We hope that these
problems and our suggested solutions will be considered by your subcommittee
and by the members of your staff who will be drafting new jobs tax credit legis-
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nation. We would be happy to confer with your staff and to render any other
assistance that we can provide.

Yours very truly,
FRAiK T. REA.

CHAMBER OF COMMERCE OF THE UNITED STATES,
Washington, D.C., August 7, 1978.Hon. FLOYD K. IIASKET.,£

"Chairman, Subcommittee on Administration of the Internal Revenue Code,
Finance Committee, U.S. Senate, Washington, D.C.

DmR MR. CHAiRMAN: I am writing on behalf of the National Chamber's 75,000
members to express our support for the concept of a targeted employment tax

-credit, as proposed in several bills being considered by the Subcommittee on Ad-
ministration of the Internal Revenue Code and the Senate Select Committee on
Small Business.

In general, we support a targeted tax credit as an effective mechanism for help-
Ing to redirect federal employment programs toward private sector jobs. In addi-
tion, we support a targeted tax credit because we believe federal employment pro-
grams should focus on the structurally unemployed.

We view the linkage of federal employment programs with private sector jobs
as a significant and promising new direction in federal policy. Existing employ-
ment programs rely too heavily on subsidized public jobs and provide too few
incentives for private sector hiring of the hard-core unemployed. Five of every six
jobs are in the private sector. Last year over 4 million jobs were created in the
private sector, the greatest job expansion in the history of the country. Yet, we
have little evidence that these jobs absorbed Comprehensive Employment and
Training Act public job holders or other structurally unemployed people for whom
federal employment policies are designed.

Permanent, self-sustaining employment which makes an individual economically
self-sufficient should be the primary objective of our employment policy. The fed-
eral government recently has been willing to commit a major level of resources-
some $8 billion annually-to fully subsidize employment in specially created pub-
lic service jobs. The effectiveness of this effort is quite uncertain. It seems reason-able to explore the possibilities for direct promotion of regular employment
opportunities for this same group.

Current public jobs emphasis-to the near exclusion of private job linkage-
has done little to address the problems of the structurally unemployed. Individ-
uals most "job-ready" have been served by these programs, while individuals who
lack skills, work motivation, and basic literacy have remained at the bottom of
the ladder.

Overall unemployment has declined in recent months, and employment has in-
creased significantly. Yet, unemployment rates for teenagers and young adults
have tended to move upward and are consistently higher than the rates for the
overall labor force. Young workers, aged 16-24, lacking education-high school
dropouts-had an unemployment rate of 24.6 percent In 1976. as compared to an
overall unemployment rate of 7.7 percent. In June 1978, minority youth, aged
16-19, had a 37.1 percent unemployment rate, as compared to an overall 5.7 per-
cent unemployment rate.

With federal resources limited, we should focus incentives on groups not likely
to be hired without a subsidy. The tax credit will compensate employers for the
lack of prior work experience and job skills of the structurally unemployed while
moving those individuals from the hard-core unemployed category to the employ-
able category.

While not linking our support to any one of the several employment tax credits
your committee is considering, in general we support:

A tax credit of 50 percent of Federal Unemployment Tax Act (FUTA)
wages (the first $6.000 of wages per employee) the first year; a tax credit
of 25 percent of FUTA wages the second year.

Eligibility for (1) AFDC recipients who register for the WIN program;
(2) handicapped Individuals; and (3) individuals aged 18-24 who are mem-
bers of households eligible for food stamps.

We will appreciate your consideration of our views on a targeted tax credit
and request that this letter be made a part of the hearings record.

Cordially,
HILTON DAVIS,

Vice President Legislative Action.



191

'STATEMENT OF THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA

The Associated General Contractors of America is a national association rep-
resenting more than 8,300 general construction firms. These firms perform ap-
proximately 60 percent of the annual contract construction volume in the United
-States and provide employment for some 2 million Americans. Furthermore, our
member companies represent the full range of the Industry, including the con-
struction of highways, buildings, municipal and utilities facilities, water and
wastewater treatment facilities, and heavy and industrial projects.

We appreciate this opportunity to express our views about the jobs tax credit
,which, in its present form, may adversely affect a majority of small business con-
tractors. The credit, which was enacted under the Tax Reduction and Simplifica-
tion Act of 1977, unfairly discriminates against certain forms of business orga-
nizations commonly used by employers and, therefore, should be changed. Spe-
cifically, Subchapter S corporations and partnerships, both of which are prevalent
in the construction industry, stand the distinct chance of being penalized for hir-
ing new employees. This occurs when, in accordance with IRS Code Section 280C,
such business organizations are required to reduce their wage and salary deduc-
tions for the allowable jobs tax credit being passed through to partners or share-
holders. But at the same time, the current law does not take into account that the
credit may be limited. Contractors who operate as joint venture partners and uses
the completed contract method of reporting income are a good example of one
category of employers frequently affected by this inequitable result.

It is hard to believe that Congress could have Intended to penalize any tax-
payer for his efforts to reduce the nation's unemployment through the hiring of
new employees simply because his business was organized in one form Instead of
another. Therefore, we refer to and wholeheartedly endorse the recommendations
of the Associated General Contractors of California which were submitted to this
Subcommittee on July 14, 1978 in written testimony. They are as follows:

1. The reduction for salaries and wages which result from the jobs tax credit
should be made at the taxpayer level and should be limited to the amount of the
jobs tax credit realized by a taxpayer as opposed to allowed, or

2. The jobs tax credit that will never be realized should revert to a salary and
wage deduction under the tax benefit rule of IRC, Section 111.

3. The new Jobs tax credit should be made elective.
We, as a national association, strongly urge the Subcommittee on the Adminis-

tration of the Internal Revenue Code to make these necessary changes so that, In
the future, the jobs tax credit will not penalize employers who hire new em-
ployees, but Instead will truly provide them "with a tax incentive to create new
jobs" in accordance with the law's intended and stated purpose.

NATURE OF PROBLEM GENERATING INCOME DUE TO JOBS TAX CREDIT

Taxpayer Is Taxpayer Is Tapyer Is
member of a member of a mmer of a
joint venture Taxpayer is Joint venture joint venture

which is member of which Is which Is
using a several Joint profitable but profitable and

completed ventures taxpayer has taxpayer has
contract which use a loss the Income the

and which completed year contract year a contract
has ' loss contract doses closes

'Taxpayer's taxable income (loss) before partnerships
(that are separate employer groups) and job credit.-.. $100, 000 .............. ($60, 000) $500, 000

Reduction of wage expense, i.e., increase taxable in-
come, for job credit of taxpayer employer group ...... 100, 000 ............................ 100.000

JAInt venture income (loss) to taxpayer before Job credit
(taxpayer's share) ................................. (60,000) $200,000 30,000 40,000

Joint venture(s) reduction of wage expense i.e., In-
crease taxable income, for Job credits) of joint ven-
ture employer groups) passed through to taxpayer
(taxpayer's share) ................................. 40,000 a 160,000 20,000 '40,000

Taxable income ............................... 180, 000 360,000 (10,000) 680, 000

Increase In taxable income from job credit allowable.... 140,000 160, 000 20,000 140, 000
Job credits-realizable ............................... 100,000 100,00 -.............. 4800

100,000
Taxable income created by Job credit ............ 1 40,000 '60.000 1 120.000 13435,200

1 Because of the completed contract election, there will be no carryovers.
I Assumes taxpayer is a member of more than 1 Joint venture employer group,
: Assumes partnership limitation,
4 Assumes taxpayer employer group job credit can be carded back.
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FELLNER AND KUHN, P.C.,
CERTIFIED PUBLIo ACCOUNTANTS,

Portland, Oreg., July 27, 1978.
Mr. MICHAEL STERN,
Artaff Director, Committee on Finance, Dirksen Offce Building,
Washington, D.O.

DEAR MR. STERN: As practicing CPA's, we have had experience with the job
tax credit in 1977. We would like to submit the following statement for the
record of the hearing by the Subcommittee on Administration.

Our own firm and a substantial number of our clients qualified for the job
tax credit in 1977. Neither our firm nor any of our clients would have hired a
single employee because of the credit allowed for this year. Most of our clients
were surprised as to the size of the credit, if they qualified, and accepted it as
an unexpected reduction of the income tax liability.

It makes no sense to businessmen to hire an unnecessary employee for the
sole reason that he will get credit for part of the first year's cost against taxes.
The same is true for the WIN Credit, and we expect that it will again happen
to the proposed Targeted Employment Tax Credit.

The proposal runs contrary to any attempt of simplifying the Internal Reve-
nue Code by adding one more credit to the many we already have. It reduces
revenue at a time when the Federal deficit is continuously increasing. It will
not promote hiring of persons 18 to 24 years of age from low income households
unless they are qualified for a Job and are employable anyway. We believe this
Committee should direct its efforts to more worthwhile projects.

Yours truly,
PAUL FELLNER.

COMMENTS ON' PROPOsED REoULATIONS, SECTION 1.53-1 JOBS TAX CREDIT BY
ASSOCIATED GENERAL CONTRACTORS OF CALIFORNIA, INC.

"The Reduction and Simplification Act of 1977 created a new jobs tax credit
which provides (emphasis added) employers with a tax Incentive to create new
jobs." I.R.S. Publication 902. The above quote and the Congressional Committee
reports relating to the jobs tax credit provide the intent of Congress in passing
the new jobs tax credit. However, the current law and the proposed regulations
offer the significant possibility of penalizing a taxpayer for hiring new employees.
This is especially true if the taxpayer is a member of a partnership or Sub-
chapter S corporation. This effect of certain limitations on these groups will be
especially catastrophic to the small business entity.

The current jobs tax credit requires an employer entity to reduce Its wage
deduction for the allowable jobs tax credit it is passing through to its taxpayer
partners or shareholders, Code Sec. 280C, but it does not take into consideration
that said credit may be limited. This effect manifests Itself in the construction
industry in which many taxpayers operate as joint venture partners and use the
completed contract method of reporting income. The jobs tax credit benefits
created by Congress are reduced, if not eliminated, when the following traditional
business conditions are present:

The completed contract provides for the recognition of all income or loss in the
period the contract completes. Because a Joint venture terminates at the comple-
tion of the project, carryovers cannot be utilized.

The allowable credit a taxpayer may claim for any one tax period is limited to
a maximum of $100,000 even though more than $100,000 of jobs tax credit was
generated by various employer groups of which a taxpayer is a member.

The apportionment limitations based on the ratio of taxpayer's share of partner-
ship or Subchapter S income to taxpayer's total taxable income further distorts
the allowable credit which can be recognized.

Examples of these inequities are attached.
We are certain that it was not the intent of Congress that taxpayers utilizing

partnerships or Subchapter S be penalized for hiring new employees. We do not
feel Congress anticipated these adverse results.

To alleviate the existing inequities in the present law and in the proposed regu-
lations, we respectfully request that at least one of the following be adopted:

(1) The reduction for salaries and wages resulting from the jobs tax credit
be made at the taxpayer level and be limited to the amount of the jobs tax
credit realized by a taxpayer, as opposed to allowed, or
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(2) The jobs tax credit that will never be realized should revert to a salary
and wage deduction under the tax benefit Rule of I.R.C. Section 111.

If public testimony would assist in this request or further information would
be helpful, please contact us.

STATEMENT OF THE SMALL BuSINEss ADMINISTRATION

Mr. Chairman and members of this committee: Thank you very much for this
opportunity to comment on the employment tax credit issue, and the effect of
S.k, programs on employment in the inner-city.

As you know, new employment tax credit was provided by the Tax Reduction
and Simplification Act of 1977 for the years 1977 and 1978. Obviously the intent
of the credit is to reduce the unemployment rate, and, of course, reduction of
the unemployment rate is a major priority of this Administration.

It is our understanding that the Department of Labor is currently evaluating
the effect Jobs Tax Credit has had on unemployment. However, whatever the
rtults of that evaluation, the Administration believes that employment tax
credit should be targeted to assist the disadvantaged in the employment market-
plaee-specitlcally, disadvantaged youth whose unemployment rate over the
jianr 12 months, according to DOL figures, has been only slightly less than 40
percent.

It is the position of this Administration that new employment tax credit tar-
geted on disadvantaged youth be enacted, and the current Jobs Tax Credit
expire as planned.

You have requested any information we have regarding:
1. The effect of the Jobs Tax Credit on inner-city businesses,
2. The structural composition of inner-city businesses, and
3. The effect of SBA programs on employment in the inner-city.
Unfortunately, SBA does not have hard data on any of these three issues.

The only SBA loan program which is specifically directed toward cities is the
Economic Opportunity Loan Program under Section 7(1) of the Small Business
Act. We are statutorily required to make "at least 50 percentum of the amounts
loaned or maranteed... to small business concerns located in urban areas
identified by the Administration as having high concentrations of unemployed
or low-income individuals or to small business concerns owned by low-income
individuals."

Our annual report for 1977 to Congress will show that in that year we made
sonie $75 million in EOI, loans in urban areas (65 percent of the total).

Regarding the effect of the Jobs Tax Credit on inner-city businesses, we have
no information. On the structural composition of Inner-city businesses, the
principal sources of data available to us are Bureau of Census publications.

From the Census of Retail Trade, information Is published for retail stores In
the central business districts of large cities. Central business districts are
idPntified as areas of high land value, high traffic flow, or high concentration of
sedected types of businesses. The information provided concerns the number of
establishmcnts, and the sales and payroll for selected groupings of businesses.
WVe do not know if the Bureau of Census has a capability for developing similar
tabulations for low-income areas. The low-income publications do not provide
information on the number and characteristics of businesses. The Bureau has
developed a substantial amount of information regarding the population of the
Inner-city, and housing characteristics of low-income areas of the 50 largest
cities.

Olur difficulties in developing information on assistance programs for the
inner-city are similar to those for other data series. From our records, we
cnnot relate program assistance directly to the census tracks of low-income
ae'as1.

However, we do carry numerous forms of identification In financial assist-
anre records. These include county codes, zip codes, city codes, minority bor-
rower codes, and economic opportunity loan codes. Under our special program
data, business loans made under our pilot Neighborhood Business Revitalization
1 'r rain can also be identified.

This pilot program, which is being used in 25 cities, Is designed to stimulate
nnimnercial and industrial small business revitalization in declining but viable

urian neighborhoods, towns and rural communities. Responsible revitalization
creates jobs. strengthens existing small businesses, spawns new small business
enterprises, provides necessary community business and professional services,
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improves real property values, and reinforces community stability and economic
health.

Financial assistance to small business concerns Is made available from exist-
ing SBA programs-primarily through Local Development Company loans (Sec-
tion 502 of the Small Business Act), regular 7(a) business loans, and Economic
Opportunity Loans (EOL). SBA works with the Department of Housing and,
Urban Development and the Department of Commerce's Economic Development
Administration (EDA) in an effort to provide simultaneous assistance for all
the necessary elements of neighborhood revitalization. An interagency agreement
for cooperation was signed in March 1978.

Local Development Companies are composed of local citizens whose primary
purpose is to improve their area's economy by assisting small business concerns.
SBA makes loans to the companies, which in turn loan the money for specific
projects, or to small business concerns. The companies must provide a reason-
able share of the cost of the project to be financed-usually 20 percent of the
total amount.

SBA's planning and evaluation personnel currently are evaluating the impact
and effectiveness of the Local Development Company Program. The evaluation.
will measure the Impact of the program on small firms, including changes in,
employment within the firms, and on the local business environment. Problems.
of program operation will be identified and recommendations for improvements.
will be made.

This concludes my statement. Thank you very much.



APPENDIX
QUESTIONS SUBMITTED TO SECRETARY PACKER BY SENATOR NELSON AND THE

ANSWERS TO THEM

Question. What has been the stimulative effect of the WIN credit? Can you
compare experience under the WIN credit to experience under the current Jol
Tax Credit? Can it be demonstrated that either of these credits has acted as an
incentive for employers to hire a target population which would not have other-
wise been employed in the absence of the credit?

Answer. Current information indicates that the Win tax credit has stimulated
few jobs for welfare recipients. An evaluation of the WIN credit found that
5 percent of employers said the credit contributed substantially to the decision
to hire WIN participants. Although annual WIN certifications have run at about
28,000-30,000 the actual number of full-year equivalent jobs covered by the WIN
credit amount to only about 15,000. Perhaps 5-10 percent of these 15,000 jobs
represent increases in Jobs for welfare recipients stimulated by the WIN credit.

In contrast to these clear results, the findings related to the Jobs Tax Credit
are mixed. Some analysts claim to have found that the-Jobs Tax Credit stimu-
lated hundreds of thousands of jobs; but most analysts are skeptical and do not
believe the Jobs Tax Credit induced such effects. The Census Bureau undertook
an employer survey at our request last February to determine employer responses
to the credit. According to the survey, only 34 percent of firms knew about the
credit as of February 1978: 19.5 percent of these firms thought they qualified
for the credit but only 6 percent of the firms said they made an effort to increase
employment because of the credit. These survey results provide only one indica-
tion of the effects of the credit. A better indication of the credit's Impact will
only come with additional data and research.

Question. Does the Administration's proposal for a targeted Jobs Tax Credit
provide adequate protection against displacement of the current work force,
including partial displacement such as reduction In overtime work?

Answer. Yes. Our proposal does not allow firms to claim credits on behalf of
more than 20 percent of their work force. Since normal turnover within firms far
exceeds 20 percent per year, firms have little incentive to utilize the credit to
displace existing workers. However, we intentionally provide firms with the
incentive to choose disadvantaged youth In filling new openings.

Question. Under the Administration's proposal, what will prevent an employer
from hiring a highly skilled, technically trained youth? If the target of the credit
is the structurally unemployed, shouldn't It be focused on those youth who are
least likely to obtain unsubsidized employment even in the best of economic
conditions--i.e. those lacking academic credentials or skill training? Shouldn't
the objective of the credit be to induce the employer to hire persons who he other-
wise would not have, but for the fact that the credit will cover the cost of lower
productivity?

Answer. The objective of the credit is to simulate employers to hire worker
with special disadvantages in the labor market. However, it Is difficult to im-
plement eligibility criteria which are highly complex. We believe that the
disadvantaged youth target group is the one facing the most severe employment
barriers. They are least likely to obtain employment in the best of economic
conditions. We believe it would be unwise to restrict eligibility beyond the cate-
gory of disadvantaged youth. For example, excluding disadvantaged youth who
are high school graduates relative to dropouts would discourage some disadvau-
taged youth from graduating high school.

Question. What justification is there for extending the tax credit for two years
instead of one year?

Answer. The Justification for extending the tax credit for two years is twofold.
First, the two year credit raises the incentive to the firim to take a chance on
a disadvantaged youth. Second, extending the credit for two years encourages
the firm to retain the worker. Without the second year credit, firms would face
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higher incentives to shift from workers already with the firm for a year to new
hires.

Question. Will providing the tax credit for employers who simply retain their
current workforce have a stimulative effect?

Answer. No. However, employers who receive credits for their existing work
force of disadvantaged youth are more like., to try to take further advantage
of the credit by picking more disadvantaged youth from among their new hires.

Question. Since an employer may receive a credit for keeping a person in his
employ for 75 days, won't the credit be used by employers who have only tem-
porary, dead-end jobs-e.g. agricultural and seasonal work?

Answer. The restriction limiting the credit to jobs lasting more than 75 days
will exclude much short-term employment. It turns out that existing turnover
among disadvantaged youth is very high, perhaps as much as 100 percent per
quarter. To enact a stricter limitation would exclude too many jobs and be
counterproductive. As for the issue of dead-end jobs, our policy is to try to place
youmg workers in jobs. The ideal would be to place youth in good career Jobs.
However, we realize that job mobility and job shopping characterize the youth
years and thus we believe the primary goal is to increase disadvantaged youth
employment from all kinds of jobs.Question. Since the primary indicator of structural unemployment is length
of unemployment, shouldn't this be a criteria for eligibility for all persons with
the exception of in-school youth?

Answer. Although length of unemployment is an indicator of structural unem-
ployment, we believe it would be unwise to add an unemployment criteria to
the existing eligibility criteria. We do not want to exclude a youth who comes
from a low income family, has low earnings, but has worked a few hours during
the few weeks prior to his application for eligibility.

b


