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REVENUE ACT OF 1978

THURSDAY, AUGUST 24, 1978

U.S. SFNATF,
COMMIITrFE ON FINANCE,

Waskington, D.C.
The committee met, pursuant to recess, at 9:05 a.m. in room 2221

Dirksen Senate Office Building, Hon. Russell B. Long (chairman oi
the committee) presiding.

Present: Senators Long, Talmadge, Byrd, Jr., of Virginia, Nelson,
Bentsen, Hansen, Dole, Packwood, Roth, Jr., and Danforth.

The CHAIRMAN. Our first witness this morning will be Reginald H.
Jones, chairman of the Board, General Electric Co., and chairman of
the Tax Committee, Business Roundtable.

Mr. Jones, we are very happy to have you here with us today. We
have had you around here enough times to the point that we feel you
are an old friend before this committee.

We certainly will be pleased to have your advice.

STATEMENT OF REGINALD H. IONES, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, GENERAL ELECTRIC CO.

Mr. JONFS. Thank you very much, Senator.
I am most pleased to have the opportunity to testify before the dis-

tinguished Senate Finance Committee in my capacity as chairman of
the Task Force on Taxation of The Business Roundtable.

I would like to start this morning with our views on the deteriorat-
ing economic situation. The economic recovery that began in the spring
of 1975 is losing its momentum. Real GNP growth declined from 6.6
percent in the first half of 1977 to 4.4 percent in the second half, and
has averaged only 3.9 percent so far this year. Moreover, retail sales,
adjusted for inflation, have been declining now for the past 3 months
and housing starts are, weakening due to rising interest rates.

These and other factors have caused most economists to revise their
expectations downward, and General Electric's economists now project
a significant slowdown in the rate of expansion for 1979 and 1930.

Even assuming a tax cut on the order of $15 to $16 billion, their
projections show real GNP rising only 2 percent in 1979 and 1.7 per-

sit cent in 1980. That compares with an estimated 3.7 percent for the full
year 1978. They see unemployment, which has averaged 6 percent
during the past 3 months. climbing to 6.7 percent a year from now, and
7.5 percent at the start of 1980. Plant and equipment spending is cur-
rently the strongest sector in the economy, but our economists antici-
pate an average real growth rate of only 2 percent for 1979 and 1980.

(737)
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Against this backdrop of a fading recovery, we have the Federal
Government now in a counterl)roductive situation. That is to say, un-
less the Congress enacts prompt and sizable tax reductions effective on
January 1, 1979, next year will see about $25 billion in tax increases
from inflation and legislation already on the books, That includes I'
increased payroll taxes, escalation b)' inflation of individuals into
higher tax brackets, and higher corporate taxes due to the effects of
underdepreciation as well as taxes on )hantom inventory profits.

Last March, before the House 'Ways and Means Committee, The
Roundtable urged tax cuts totaling al)out $25 billion and this level of
cuts had broad endorsement in the Congress and the administration.
'We urged that the tax cuts )e effective no later than July 1 of this year
in order to kc ,-p up the momentum of the economy. Instead, what
happened?

The proposed tax cuts have been whittled down and the effective (late
has slipped to January 1. Meanwhile, the economic outlook has deterio-
rated and the tax increases already legislated still overhang the econ-
omy. In our considered opinion, the situation could slip out of hand
unless decisive action is taken to return the target to a tax cut ap-
proaching $25 billion, effective no later than Januairy 1.

We share the legitimate concern about the impact of tax cuts on
Federal deficits and the resultant inflationary pressures. But an analy-
sis of the current fiscal situation still siipports a properly designed tax-
reduction program approaching $425 billion.

First, tle combined Federal, State and local deficits have declined
from $64 billion in 1975 to less than $11 billion estimated for l97S, or
from 4.2 percent of GNP to 0.5 percent of GNP.

Second. today's uneml)loyment exceeds 6 percent while the rate of
capacity utilization in manufacturing is 84 percent -compared to
91 percent in 1966 and 8S percent in 1973. ''his suggest, that the recent
surge in inflation is not caused by an iml)alance between supply and
demand. but rather is linked to food price increases. cost -push factors
such as rising wages. falling productivity and increased cost of raw
materials due to import restrictions and the decline of the dollar.

Third. this prol)osed tax cut would accelerate economic growth in
1979 and 19S0 beyond the meager 2 percent which is forecast, thereby
helping business to increase volume-related productivity gains which
are critical to price restraint.

And fourth, the ])rol)osed cuts in corporate taxes would encourage
capital spending. This would improve produicti\'ity and forestall in-
flationary shortages and bottlenecks in the early 1980's.

Our fill statement, which has been submitted to the committee,
spells out our specific tax recommendations in some detail, but let me
summarize them quickly.

As to individual tax cuts, the roundtable does not take a position
on the specific form of tax cuts for individuals. but there is a broad
business support for a significant and balanced reduction of individual
income taxes. We thoroughly sympathize with an(d strongly support
the widespread public desire to reduce the oppressive weight of taxa-
tion and government spending.

It is just as important, and perhaps more so, to enact significant tax
reductions for business and the investors in business. Capital spending
is lagging badly, by any measure-past experience, future needs, or
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comparisons with other countries. Until this country shifts the basic
tilt of the tax system to provide a more favorable climate for savings
and investment, we are going to face further deterioration of our
industrial machine and excessive levels of inflation and unemployment.

Our highest priority recommendation is the permanent reduction
of corporate income tax rates. We commend the House for its action in
c(ltting the corporate rate from 48 percent to 46 percent.. But in the
light of the serious, long-term capital foinmation problem, we urge a
3-point reduction, to 45 percent, in 19i719 arid at least. I point further
reduction for each subsequent year until the rate reaches 42 percent.

Small business needs special relief. but, instead of scaling the tax
rates up in four steps. as l)roposed in the IIHouse bill, we recommillend a
more silnplified system with only one break-point. 17 percent on in-
come up to $75.000 and regular rates (45 percent in 1979) on income
aloi), $75.000. This is actually a better break for small business and
avoids the disturbing )rece(ent of introducing graduated income taxes
for corporations.

Our second priority is to improve the effectiveness of the investment
tax credit. We endorse the action of the House in making the 10 per-
cent tax credit. We endorse the action of the House in making the 10
percent ITC l)ernanent., and allowing the credits to offset 90 percent
of tax liability instead of the present 50 percent. But the move to 90
percent of liabilitv should be immediate, not phased in, because of the
urgent need to stimulate capital investment.

We would also recommend that the ITC be extended to construction
of new structures. including all industrial buildings, retail buildings
and warehouses, as well as the rehabilitation of existing structures.

The Roundtable continues to oppose the many tax increases, in the
guise of "tax reform," that were presented in the administration's
original tax hill. It would be especially unwise to repeal or phase out
the DISC and deferral provisions at a time when our international
trade osition is deteriorating and we are running record trade deficits.

And finally, while the current economic climate dictates that we
place a higher priority on rate reduction and improvements in the
investment tax credit we also fully support both individual and corpo-
rate tax relief for capital gains. Because there is a very prompt feed-
back effect from a cut in the capital gains rate, we believe the capital
gains provisions of the House bill, which we endorse, could safely
be fUrther liberalized, consistent with revenue considerations-to pro-
vide a more favorable climate for capital formation. Liberalization,
however, should not remove the safeguards provided to assure that
individuals who shelter capital gains will pay a reasonable tax.

Thank you.
The C.A1R fA.,. Thank you very much for your statement.
Let me say this to all of the witnesses who will be testifying here

4 today: we have a lot of witnesses to hear today, and we even have an
afternoon session to hear some outstanding citizens who will be here to

,4. testify.
The way these. hearings usually go, we have a good attendance at

l this time In the morning. By noon, most of the Senators drift out and
leave the chairman here, and by 2 o'clock sometimes the chairman is
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the only one left. So in an effort to move the witnesses through, I am
not going to ask any questions of the witnesses this morning, I do not
think, unless they just stir me to the point where I cannot sit still in
my seat any longer.

I certainly want the other Senators to ask the questions that they
think are important for the understanding of the statement..

The ChARMA-N. Senator, I did not mean to shut you off.
Senator Danforth?
Senator DANFORTH. Mr. Jones, if the corporate rate were reduced to,

42 percent, what would that mean to your company and what would it
mean to other businesses?

Mr. Jo.,Es. I think that it would increase, obviously, the return on
investment that American industry has. It is interesting, that in 1965,
which was the last year that we had a very major push on new capital
improvements and expenditures in American industry, the real return
on investment was 9.9 percent. That is after you take out the impact of
inflation.

Last year, that return was 4 percent. At 4 percent, you do not have
the incentive to take the risks that are involved in major new invest-
ment, new greenfield plants, and so on.

A reduction of the rate to 42 percent would be a very significant
benefit in terms of that return on investment and would spur capital
expenditures.

Senator DANTMRTI. You have suggested a phasein of 3 percent in
1979 and 1 percent a year down to 42 percent. A lot of the testimony
that we have had has'been to the same effect--namelv that it is not so
much the immediate reduction that is at issue, but a certain knowledge
that over a period of time the rate will be reduced to a certain level and
that that knowledge, even though the whole measure of the tax cut is
not felt immediately, would result in immediate capital investment.

Mr. Jo-rs. Yes, because most major new capital programs are pro-
grams that require 3 to 5 years for completion. In the planning phase,
when you compute the DORR (DiscounteA Cash Rate of Return ), you
have a barrier level. If the DCRR 5 years out is going to meet this
particular criterion that you set, you are going to make the expendi-
ture.

When you make that calculation, you are looking at what the tax
rates are likely to be some 5 years out, or 3 years out, so you are quite
correct. in that statement, Senator.

Senator DANFor-r. You presented this from the standpoint of your
company. In The Roundtable, what business wants-how would this
affect people? What effect would it have on, say, your employees or the
public, if the business rate reduction were enacted?

Mr. JoN-Es. I believe, very frankly, that the American people are
beginning to understand the problem of American business because
they are not seeing these expenditures made for new plant and new ,
equipment. They do recognize that our productivity has been dropping
and as a result,'we are not competitive now with our Far Eastern and
European competitors. Because this would mean an increase in employ-
ment, because it would enhance productivity, I think that they would
be supportive.

They are beginning to understand that the only time that they get a
real gain in income (and inflation has taught them this) is when pro-
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ductivity goes up. Productivity has actually dropped in the United
States during the first half of this year.

Senator DANFORTH. Thank you.
The CHAIRMAN. Senator Packwood?
Senator PACKWOOD. Mr. Jones, in your summary, you tread lightly

over the subject of deferral of foreign source income, although it was
treated at length in your printed statement. I hope we do not face that
issue this year; I hope we can just pass over it, based on the studies
that were done 2 years ago.

For the record, if, by chance, we were to eliminate deferral or phase
it out over 5 years or cut it in half, what would be the effect on trade,
on cash inflows to this country from overseas and your business in
particular?

Mr. Jo.NEs. The effect would be very immediate.
Last year, when the United States ran a $27 billion trade deficit, the

General Electric Co. ran a $2 billion trade surplus. That surplus
was made possible for the United States as an economic entity because
General Electric has made the investment to have affiliates around the
world. These affiliates take between a third and a half (depending on
the country) of the exports that we ship from the United States.

Without those affiliates abroad, we would not be in a position to in-
stall, to engineer, to service the equipment that we sell in these for:-ign
nations.

All of our foreign competitors, particularly in the case of the elec-
trica industry, the Japanese and the Germans, have very strong affili-
ates in all the LDC's of the world. They are moving increasingly into
the United States, I might add; now that their marks and yens are so
valuable, they can buy up American industry and compete with us
here.

To take away deferral would simply. in our opinion, enrich foreign
treasuries at, the expense of our own 'U.S. Treasury. All the analyses
that we have made show that if we have to repatriate that income (be-
cause we are going to be paying the taxes, and therefore, we have
to have the funds with which to make those tax payments), the foreign
withholding rates, which are graduated rates in some countries, will
mean that the foreia'n countries get the increased tax revenues. The
United States gets little, if anything-probably suffers a loss because
the foreign tax credits go up, and therefore, we have a larger reduc-
tion in U.S. taxes.

Senator PACKWOOD. Of course, the next move would be to eliminate
the deduction of the foreign tax credit.

Mr. JoNEs. Then. if we are going to do that, we are going to have
to give up some 8 million jobs that we have in the United States that
are tied directly to the exports.

Unless we become a much more signficant worldwide competitor
than we have been, we are in serious trouble.

The United States used to account, 20 years ago. for 28 percent
of world commerce in manufacturing goods, excluding exports to
the United States. In 10 years. that dropped to 24 percent. Five years
later, it dropped to 22 percent. Our share is now less than 20 percent.
Last year-we do not have final figures, but I guess it was about 18
percent. That is how serious it has been.
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Senator PACKWOOD. Let me ask you one last question. Tile argu-
nients made on the runaway )lant,, shipping goods back into tile
I aited States, do you ship any significant amount of material, finished
goods, back to the United States from overseas l)lants'i

Mr. ,JNES. Tile only item of any consequence that we ship back to
the United States is radios. We were driven out of the radio business.
We Were the last domestic mamfacturer-this is other than auto-
mol)ie radios-we were the last (lonestic nmmntfactiurer of radios.

Rather than give up the einl)loment of all of our engineering and
marketing people, we gradually Ilhased t lie manufacturing into IYlong
Kong- and Singapore. It was tie only alternative that we had.

St,,iator I).l('KWO4i). Thai k you.
T1e CAIARTMAN. Senator Byrl .
Senator lh'mm. Thank you, Mr. Chairman.
Mr. Jones, first let me say that, we in Virginia are very proud of

the nine, I lbelie%-e it is, General Electric plants which we have in our
State. I think Virginia has been good for General Electric, just as
General Electric has been good for Virginia; particularly Virginia
has been good for General Electric in the caliber of individual work-
ing people that our State has made available.

I know so many of them and have been through most, if not all,
of the plants and talked to so many of the emiployes. You have a won-
derfit] group of emploYees, I might say.

Mr. JoNEFs. Thank you.
Senator B-Ia)u. I like your statement fundamentally, and agree with

most of it.
The Business Roundtable, you are chairman, I believe, of the Tax

Co1mittee ?
'M r. Jo.,rs. Yes.
Senator Byim). I know many of the members-perhaps most of the

meml)ers of The Roundtable. and it. is, of conise. an outstanlding group.
But I note in your statemneit. Oi page 3. you say. first, the comi-

lined. Federal, Siate and local deficits have deelined from $64 billion
in 1975 to less than -il billion e-Airuated for 1978.

But I note in your statement, on page 3, you say, first, the con-
mnited on it, at least. except that it seems to me that it ties in with tie
statement that The Rounidtable made earlier this year that President
Carter's budget was a lean one.

This statement today seems to deprecate the importance of the
Federal deficit. I do not know how The Roundtable can say a budget
which, if vou take fiscal year 1978. will increase federal spending by
13 percent over the previous year. The new budget. which The Round-
table calls lean, is 11 percent over and above the 1978 budget.

Now, if the business leaders of this country are going to take the
position that the Federal Goveriiinent is a lean Government when it
increases its spending by 11 percent. I think we are going to find it
very difficult to do very much about putting the Government's finan-
cial house in order controlling inflation.

But I realize that my view is not a majority view in the Congress,
and perhaps not even a majority view among the business leaders. I
think it is a majority view. however, among the rank and file em-
ployees of the General Electric plants, and most other plants through-
out our Nation.
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I am wondering what your vies is on these continued and aceeler-
ated and huge Fe(leral (lef its.

Mr. JoN'ES..May I Comment, Senator?
Senator Bvn). Please.
Mr. ,JONto. When we made the original shatemint with respect

to the so-called lean iudget. as you put it. this was to in(licte franiklv
to the alminisiration that we wre ph'asel wit Ii the efforts they had
Imlade in terms of o'1utting their request. They had vely slibARant iaily
elII the reilests to get ar -mid to tlat figure. and we had been con,,riled
that we were going to be fa+.ed with a inn lhet wil over h5Ot) ihliwli.

Since that, time, we have been urging the administration to try ito
clt fillrther the expendit ure,, Iat were in that budget, 11n they hiave
gone some distance on that. I ii think i hat more should I0 loie.

We do feel that cutting lax fi and theiefV we prov'i(ting less rev'eniles,
)iil. 1il) ilpore back prl-S 'i, Io cit eXlienditnres. andl if v'on do not
eit taxes and therefore it that pressure si onI ou will not get the ex-
penditure iletion that Vol siioiuld get.

The overall figure-, for calendar year 1978 slow a ..',10 billion Fed-
eral deficit, a Sl() I li10 1 t tl e a 1(0I'l11 ')lUi'4. and ilills a .1 () million
net deficit compare[1 with lf-1 million conlbined deficit in 19P75.

Senator BYRi. )o yon not think that the Ftederil deficit of $40
hillion-vou -are hucinpiliug the surpilis of the State ai,d loval govern-
nients in order to reduce the combined deficit is still sho.kingly high.

Mr. ,m-oNs. 'Ve applaud all efforts to control that deficit. 1 wis, Iui(l-
ing a total picture of an economy being in the position of needing
this- o25 billion tax euit.

Senator BYRD. Thank you. sir.
-The(IIAnWMg. Senator Bentsen ?

Senator BENTSEN. Thank you very much, Mr. Chairman.
It certainly is good to see. y',,u again. Mr. .Jones. and I agree with

V'oil that our major concern, I think, is increasing productivity in this
country. We started hearings oil tliat about 4 years ago, talking al)out
capital formation.

Mr. JoNEs. I remember testifying before your committee in April
1974.

Senator BET5E.. We were early on. It took a while for it to catch
on.

We talk about 84-percent productive capacity being utilized in this
country. One of thei points I think has to be made that that other 16
percent is normally the least, efficient in capiacitv and as we step up,
when we get up to tile 91 percent we ar, really dealing with some very
inefficient capacity that needs to be modernized.

The equity deht ratio in this country concerns me, and I see corn-
panics resorting to a lot of cash tenders for other companies because'
they can buy undervalued assets. and that is a cheaper way to go than

4 going out find lbuying new machinery, because they do not have suffi-
cient incentive to accomplish it.

Would -ou agree. with that ?
Mr. JoN-Fs. Absoluitely.

ISenator BExTS:x. I notice in your statement you refer to a 5-vear
amortization election on polluItion equipment, adl-on equipment. Wliy
would that not be. just as reasonable on new OSITA equipment, that
might be added on where it is Government imposition by regulation
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adding to the cost, which again makes us less competitve than those
nations which are, not trying to accomplish what we feel are worth-
while social objectives, but nevertheless puts us in a less competitive
positon?

Mr. JoNEs. You will recall, Senator, that during the war we had so-
called certificates of necessity under which, through DPC, we were
given 5-ear amortization. At the White House Conference on Bal-
inced growth and Economic Development, we cited this as one
mechanism that could be used to solve some of the structural unem-
ployment in these areas, or pockets of high unemployment; that if
somebody were willing to take the risk in those areas to put up a new
plant, would you be willing to consider a certificate of necessity there
for a 5-year amortization?

This more rapid recovery is something that Senator Danforth has
been talking about too, as needed to spur investment.-It does mean a
lo.s in Federal revenues in the short term. Long term everything comes
out even.

So I think that you have a good concept, that we would apply it, not
only by pollution control, but OSHA as well, and I would go further
and say that it could be used to help solve some other economic and
social problems such as structural unemployment.

Senator Br.rsEN. We had a group testify before us on the invest-
ment tax credit that we ought to limit it-we ought. to state that it was
for any equipment that would last 3 years. Beyond 3 years. that we
not have any recapture on equipment that was not utilized for a pe-
riod longer than that.

)o you se the judgment cn that, or not?
Mr. .,-.J-rFs. No; I do not..
Senator By.-ETSN.-,-. On the capital gains point, can you see any reason

for the rnup in the stock market other than the fact that anticipation
of capital gains with all of the bad news we have been hearing
otherwise?

Mr. Joxm. I am a poor person to try to explain the stock market to
anyone. I have made, about as many bad guesses as most. But I think
that the stockmarket has been very undervalued, and there has been a
growing recognition of this.

I think that there is a very strong feeling x, ,w among individual in-
vestors that there. is going to be some capital gins tax relief, yes. And
I am sire that that has got to be one item that is in the thinking of
people who are now moving into the market.

Senator BFX'rEN. Would you agree if we have capital gains relief,
as I think we need it, that, we ought to have an effective date prior to
the end of the year. otherwise we are going to have a hiatus where
ther, is going to be a great slowdown in trade or purchases I

Mr. JoNrS. I think it would be very beneficial if, by the time the bill
gets to conference, an effective date could be set, coincident with the
day that the decision is made. in the conference committee

Senator BEN-TSEN. Otherwise, everybody is going to hold until the
effective (late. If that is next year in the House bill, that is when it will
be consurmmated.

Mr.J.loNws. That is right.
Senator BE, NTSEN. Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Dole?
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Senator DOLE. On page 5 of your statement, Mr. Jones, you indi-
cate opposition to the graduated corporate tax schedule as passed by
the House. Can you elaborate?

Mr. JoNE8. I hate to see the concept develop of progressive rates in
the corporate tax structure. This is a way of, frankly, introducing
an element of inequity that I do not believe we need.

I do believe that it is appropriate to give relief to small business and
that the dollars that are provided to small business under the proposal
that we have made here-which is the Conable-Schulze proposal that
was before the Ways and Means Committee, as you recognze--is one
that provides more dollars to small business without introducing this
very damaging concept of graduated rates.

Senator DOLE. I do not think that you addressed the subject of in-
dexing, but has that been discussed by the business roundtable?

There is at least a foot in the door on the House side with the so-
called Archer amendment. There are some of us who would like to open
the door more to index tax brackets, exemptions, and zero brackets.

Has indexing been discussed and studied by the Roundtable?
Mr. JoN ES. Yes. We have had a number of philosophical discussions

of indexing. I must say that we have grave concern that, once you
stait indexing, you begin to bake in inflationary expectations.

We have a system today where we have some things indexed and
some not. The more we go down the route of indexing, the more we
find the inequities growing.

If, for example, we go with the Archer amendment and then we
decide that we are going to index brackets as they have done in Canada
for individual income tax rates, then we begin to see we have not taken
care of this situation over here, or that one over there. So before you
know it, we build up so many inequities we have to spread this thing
a great deal more quickly.

Senator DOLE. Is it not inequity to pay a tax on inflation?
Mr. Jo.-Es. It is an inequity, no question about it. I am concerned

that it would be very, very difficult to take away from Congress the
prerogative of cutting taxes each time a tax bill is considered, and
there have been, including this one, seven tax bills that have been
passed by Congress in the last 10 years.

So that there is every opportunity to do the indexing, but do it on
an ad hoc basis, as you have been doing it. I think taking away from
the Congress the ability to cut taxes would be pretty difficult to sell
politically.

Senator DOLE. Congress always likes to cut taxes. However, as you
indicate in your statement, the bill is not a tax cut. There is not going
to be atax cut if the revenue loss stays in the range of $16 billion. t will
not cover inflation and the increased social security costs.

So we are not cutting taxes. Perhaps it is politically attractive be-
cause we project an image of cutting taxes.

Mr. Jo?;zs. It is politically attractive, and we are recommending that
the tax cut be $25 billion to offset the social security tax increases and
the impact of inflation on the progressive rate structure, so that you
are making the American people whole.

Senator DOLE. If we had indexing there would be more discipline.
There would be a need to couple indexing with cuts in spending. Right
now, we do not worry about cutting spending. We just pick up $30 to
$40 billion by taxing inflation.
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I say we do not worry about it. I am certain that there is a great
deal of concern about spending, but I just heard on the way in this
morning another poll saying that 78 percent of the Ainerican people
think we ought to cut Federal spending. Some suggest that we cut tax
expenditures.

You did not address tax expenditures in your statement. Do you
have any recommendations?

Mr. JoNEs. Yes; very definitely.
To the first point that you have made, if the Congress is seriously

going to go to indexing, then I think a very massive study should b'e
made and a very considered action taken that would put indexing in
across the system, rather than trying to do it piecemeal because of the
inequities.

As to the second, the whole concept of tax expenditures bothers me.
It starts with the principle that all income that is earned by the Ameri-

-can people and by American corporations belongs to the Federal Gov-
ernment, and only by their largesse may we retain some for the produc-
tive plant that we need.

Senator BEIN TSE N. We have been reading each others speeches.
Mr. JoNES. Then, by God, I am on the same horse. I think the idea of

putting tax expenditures in the sunset provision would be a grave
mistake.

Senator DOLE. There is some discussion of that in the Senate.
Mr. JoNEs. I understand.
Senator DOLE. Even some disagreement.
The CHAM RAN. Senator Nelson?
Senator NT;LSON. I have no questions.
The CHARMAN. I am stirred to ask one question of you.
Has it ever occurred to you how big an automatic increase there

would be in this country if all go-called tax expenditures automatically
expired? It would be "about a $180 billion tax increase, and I think

- ---- business would have to regard that as a sneaky tax increase.
Here is this sunset bill that is supposed to lead to a reduction in

Government spending and a reduction in your taxes. Here is a busi-
nessman waiting for is tax cut, and then he gets a bill for his share
of a $180 billion tax increase.

That is really a sneaky way to slug some poor fellow, and it could be
a tax increase where neither a majority of the House or a majority
of the Senate were willing to vote for it.

All it would take is one-third in one House plus the President to take
away any one of these tax provisions-repeal the DISC, take away
the deferral, take away your capital gains, take away just name it on
down the list.

Mr. JowEs. It is a pretty sneaky approach.
Senator DOLE. There would be a lot of sunsets for a lot of Members

of Congress.
Senator HANSEN. Mr. Chairman?
The CiArRxw. Senator Hansen?
Senator HANSEN. You responded eariler to Senator Byrd when he

commented on the second paragraph on page 3 wherein you seem not
to be, unduly disturbed over the combined Federal, State, and local
deficit because, in your statement, they had declined from $64 billion
in 1975 to less than $11 billion estimated for 1978.
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I think, as Senator Byrd pohited out, that there has not been very
much restraint on the l)Art of the FI deral Government. There has been
a pretty good track record from a lot of the States, because a number
of them have to operate on a balanced budget. -

If you want to explain inflation, it can be done very simply. The
Government prints too much money. That is all there is to it. You can
discuss anything else you want to, 'but when you get right down to it,
our problem toda' results from the fact that the U.S. Government has
been putting out a lot more money than it has had coming in.

Mr. JONES. Because you must monetize the deficit.
Senator HANSF-X. On page 6 you talk about capital gains and you

say, because there is a very prompt feedback effect from a cut in the
capital gains rate, you believe that capital gains provisions in the
House bill, which we endorse, could safely be further liberalized.

What do you mean by your statement, "Consistent with revenue
considerations"?

Mr. Jo.NES. For 2 months now we have been carefully studying the
analyses made by DRI, Chase Econometrics, Merrill Lynch; Martin
Feldstein, trying to find some way to quantify the improvements in
revenues that would result from the liberalization of the capital gains
taxes.

I have got to tell you that I have torn every one of those studies
apart and have had sessions with Mart.in Feldstein and others, and I
find it very difficult to reach specific conclusions. But I am convinced,
after analyzing the data bases that they use, that there is a very prompt
revenue feedback.

When the Budget Committee tells you that you are allowed $19.4
billion if you are going to meet their targets, that is a static considera-
tion. You have to look at the capital gains issue somewhat differently
than you look at other tax issues where the feedback is somewhat
slower.

I do feel. particularly if you take Senator Bentsen's recommendation
that you take a date coincident with the timethat you reach a decision,
that you would then get some action promptly.

As I have said, we have studied all of these analyses that have been
made and decline to make, ourselves, a specific quantitative appraisal,
saying if you cut the capital gains rate this much, you will get this
result.

But I am convinced, after analyzing all of these, that there is a much
faster feedback than there is on normal income tax cuts. The capital
gains cut will give you a faster feedback, and faced with the 19.4
billion in the first, and pending, budget resolution for tax cuts, I am
saying that is a static approach.

I think you have to take a look at the fact that you will get a faster
feedback, and perhaps a dynamic analysis is warranted here.

Senator HANSEN. Now you have gotten'to a point that I was hoping
you might reach. Most of the testimony that this committee has re-
ceived, with a few exceptions, has been that cutting the rate on capital
gains will not result in decreased Treasury revenues, but rather in-
creased receipts.

There is. of course, no agreement precisely on how much Treasury
receipts will increase as you cut capital gains taxes.

Do you agree with that?
33- 050-78-2
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Mr. JoNFa. I do.
Senator HANSEN. Thank you.
Senator PACKWOOD. Could I add one thing thereI
The CHAIRMAN. Go ahead.
Senator PACKWOOD. Professor Eisner who testified yesterday, who

is opopsed to any cut in capital gains, agreed with that conclusion.
He said if you do cut it, it will increase revenue.

The CHAIRMAN. Senator Roth?
Senator Rori. Mr. Jones, I am sorry I missed your statement, but

I am pleased to see that you say there is broad support for a significant
balanced reduction of individual income taxes. I recall that you made
a very forthright statement, I think, earlier last. year about the need
of relieving the fiscal drag, not only from business, but from the
economy as a whole.

Secretary Blumenthal, when he was before us, admitted that the
possibilities were good that they would be back and proposing further
tax cuts next year or other years down the road.

It is my position that it is desirable now to have in place what we
are going to do with respect to taxes, both for business and individuals,
have it structured first several years ahead of the time.

Let me say why I think this is essential.
No. 1, I think it will bring some discipline into the Government

itself, by our making a commitment on the revenue side that we are
going to return money to the private economy. This will have a bene-
ficial effect in building confidence both in business and among the
people themselves, and it will force Government itself to impose some
self-discipline within those budgetary restraints so that, in this sense,
we answer the problem that you legitimately raise about the problem
with inflation.

I wonder if you would care to comment I Do you think that it is
desirable to have a major tax cut phased in over several years from
this standpoint?

Mr. JoNE. We made the recommendation in our paper on the busi-
ne&s taxes that there be a three-point rate cut this first year and at
least one-point each succeeding year until the rate reaches 42 percent,
so we have accepted your principle.

On the individual tax front, we do not, as the Business Roundtable,
comment specifically. We just endorse tax cuts for individuals to offset
social security and bracket effect through inflation.

And so, we have refrained from extending the principle that we
have used in the business cuts area to the individual cuts. But I see
no problem with doing in principle what you are suggesting, because
we are recommending that for business itself.

Senator ROTH. No. 2, while I recognize the Roundtable has not
taken a position, it is my position that we should have an across-the-
board tax cut. In the Roth-Kemp legislation, we do a great deal on
the low end of the economic scale, but we also think from the stand-
point of promoting saving and investment by individuals, that it is
important that tax cuts be extended across the board.

One of the things that concerns me is that what the administration
proposes only emphasizes tax relief on the low end of the economic
scale. That has more to do with demand and less to do with incentive
and supply.
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Mr. JoNS I would like to comment on that, because, in our paper,
we make a very strong point that we have got to stop tilting the tax
structure the way we have and to start tilting it until we get increased
savings, because without those savings, we cannot have the investment
that we need.

Senator RoTy. It is very interesting that the latest Roper poll shows,
by 48 to roughly 22 to 24 percent, the American public favors a major
tax cut across the board.

Mr. Jowss. Ye
Senator RoT. The important thing that I think we need to signal

hy our tax cuts is that this country is moving in a new direction. What
bothers me about the administration's proposal is, No. 1, there really
is no tax relief. There is a tax increase for most Americans. Second,
it does not signal to the private sector that we are moving in new
directions.

I think what we should do by our Tax Act this year is to show this
is not. a temporary aberration, but we really intend to free up the
private sector.

Mr. Joxs. We would certainly concur with that.
Senator Rr. Thank you.
Senator BmmErE. Are there further questions?
Thank you very much, Mr. Jones. We appreciate your testimony.
[The prepared statement of Mr. Jones follows:]

STATEMENT OF REGINALD H. JoNEs, CHAIRMAN AND CnruEF EXECUTIVE Owxcrma,
GENERAL ELEcrIc Co.

My name is Reginald H. Jones. and I am Chairman and Chief Executive Officer
of the General Electric Company. I'm pleased to have this opportunity to testify
before the distinguished Senate Finance Cowmittee.

Today I am testifying In my capacity as Chairman of the Task Force on
Taxation of The Business Roundtable. Let me preface my remarks, then by say-
ing that The Roundtable membership consists of 190 business and financial cor-
porations representing a broad range of Industries. Different tax proposals have
different effects on different industries, and therefore individual members of
The Roundtable may not agree with every aspect of the recommendations de-
veloped by our Task Force. Nevertheless, these recommendations have had the
benefit of wide consultation within the membership, including The Roundtable's
Policy Committee; so I believe I testify with the broad support of a significant
element of the business community.

TAX CUTS NEEDED NOW

Let me start with our fundamental conviction that there is a need for a sig-
nificant tax cut for Individuals and business no later than January 1, 1979.
Otherwise, the U.S. economy could well slip into a recession In 1979.

When I testified on tax legislation before the House Ways and Means Commit-
tee last March. I said, "Most economists agree that the United States does not
stand at the edge of another recession." Today, I'm not so sure. The number of
pessimists is rising, the number of optimists i declining, and most economists
are hedging their forecasts very carefully.

During the first half of 1978. economic growth has slackened appreciably. Real
GNP growth declined from 6.6 percent in the first half of 1977 and 4.4 percent
in the second half of 1977 to 3.9 percent so far this year. Moreover, retail sales,
adjusted for inflation, have been declining now for the past three months and
housing starts are weakening due to rising interest rates.

Even more important is the shape of the economy In coming months. You
have all noted that most economists are reviving their expectations downward.
General Electric's economists now project a significant slowdown in the rate of
expansion for 1979 and 19M0. They expect that even with a tax reduction of
$15--$16 billion, economic growth will deteriorate as follows:
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Real GNP will rise only 2 percent In 1979 and 1.7 percent in 1980---com-
pared with 3.7 percent estimated for the full year 1978.

Unemployment which has averaged 6 percent during the past three months
will climb to 6.7 percent a year from now and 7.5 percent at the start of
1980.

Plant and equipment spending is currently the strongest sector in the
economy. But our economists, anticipate an average real growth rate of
only 2 percent for 1979 and 1980.

The reasons for this bearish outlook are not too difficult to fathom: strong
Inflation and the impact of the tax structure have reduced the growth in spend-
able real lnconw during the first half of 1978 to an annual rate of only 2.2 per-
cent compared to 4.1 percent in 1977. In other words, inflation and rising taxes
have eaten up most of the Increase in income which this recovery has produced.
This has forced households to Incur record debts-a burden which is beginning to
dampen consumer spending.

Against this backdrop of a fading recovery, we have the Federal government
now in a counterproductive situation. That is ko say, unless the Congress enacts
prompt and sizeable tax reductions effective on January 1, 1979, next year will
see about $25 billion in tax increases from inflation and legislation already on
the books. That includes increased payroll taxes, escalation by inflation of in-
dividuals into higher tax brackets, and, the higher corporate taxes due to the
effects of underdepreciation as well as taxes on phantom inventory profits.

It Is essential that these tax increases be considered in the legislation of
prompt tax cuts for both individuals and business. Last March. The Roundtable
urged tax cuts totalllng about $25 billion, and this level of cuts had broad en-
dorsement in the Congress and the Administration. We urged that the tax
cuts be effective no later than July 1 of this year in order to keep up the mo-
mentum of the economy. Instead, what has happened?

The proposed tax cuts have been whittled down and the effective date has
slipped to January 1. Meanwhile, inflation has grown worse, the official forecasts
for the economy have declined, and the already-legislated tax increases for next
year still overhang the economy. In our opinion, we are losing ground fast and
the situation could slip out of hand unless decisive action is taken to return the
target to a tax cut approaching $25 billion, effective no later than January 1.
Practical considerations probably preclude an earlier effective date such as Octo.
ber 1, 1978, which would be preferable in our judgment.

We share the legitimate concern of the impact of tax cuts on federal deficits
and the resultant inflationary pressures. However. an analysis of the current
fiscal situation supports a properly designed tax reduction program approaching
$25 billion:

First, the combined federal, state and local deficits have declined from
$64 billion in 1975 to less than $11 billion estimated for 1978, or from 4.2
percent of GNP to .5 percent of GNP.

Second, today's unemployment exceeds 6 percent while the rate of capacity
utilization in manufacturing is 84 percent (compared to 91 percent In 1966
and 88 percent in 1973). This suggests the recent surge in inflation is not
caused by an imbalance between supply and demand but rather is linked to
food price increases, cost-push factors such as rising wages, falling produc-
tivity and increased cost of raw materials due to the decline of the dollar
and import restrictions.

Third, this proposed tax cut would accelerate economic growth in 1979
and 1980 beyond the meager 2 percent which Is forecast thereby helping
business to increase volume-related productivity gains which are critical
to price restraint.

Fourth, the proposed cut in corporate taxes would encourage capital
spending. This would improve productivity and forestall serious shortages
and bottlenecks in the early 1980's when productive capacity may be short of
demand and thus trigger demand-pull inflation or a further rise in the U.S.
trade deficit.

INDIVIDUAL TAX CUTS

While The Roundtable does not take a position on the specific form of tax cuts
for individuals, there is broad business support for a significant and balanced re.
ductirm of individual income taxes. We thoroughly sympathize with and strongly
support the widespread public desire to reduce the oppressive weight of taxa-
tion and government spending. The tilt of the individual tax structure should be
adjusted to channel more into saving in the private sector where It will con.
tribute to higher productivity.
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Furthermore, we recognize that in these inflationary times the hard-pressed
individual taxpayer needs year-by-year reduction of taxes to forestall un-
leginlated, inflation-induced tax boosts. Only in this way can we restore the
flagging vitality of our productive private-enterprise economy and undo the
effects of decades cf government expansion.

BUSINESS TAX REDUC'IION

It is just as important, and perhaps more so, to enact significant tax reduc-
tions for business and the investors in business-in order to stimulate invest-
nment in Job-creating expansion, improved productivity, and indigenous energy
sources.

Capital investment by business has been lagging seriously in this period of eco-
nomic expansion-and that is symptomatic of a long-term problem of capital
formation that is slowly gaining recognition in this country.

Real business capital outlays (i.e., adjusted for inflation) are expected to In-
crease only about 5 percent or 6 percent this year, and even less next year.
Contrast this with the 10 percent per year increase that the Council of Economic
Advisers says Is needed over the next several years in order to achieve our na-
tional goals in terms of jobs, economic growth, energy and the like.

The reasons for the lag in business spending for plant and equipment are
widely known. The real return on investment for nonfinancial corporations,
after removing the effects of phantom Inventory profits and underdepreclation,
has fallen from 9.0 percent after taxes In 1905-a year of strong business In-
vestment-to about 4 percent in 1977, and of course much less in the recession
years of 1974 and 1975. Faced with such poor returns and a very fresh memory
of the recession and the credit crunch that forced many a company to the wall-
one can understand why business is hesitant to invest In risky new ventures, new
technology, new equipment, or additional capacity.

Undoubtedly, business management would take the risk and boost plant and
equipment outlays If it had greater confidence that the investment could be made
to pay for itself in a reasonable time. But the future holds many uncertainties,
most of them related to government policy: about the cost and availability OA:

energy; about the shape and size of the tax burden ; about government-mandated
costs arising from environmental and safety regulations; about Inflation; about
a declining dollar: and about counterproductive government tax proposals that
would actually make it harder to compete against foreign multinationals both
at home and abroad.

Furthermore, the current lag in business spending is part of a deeper, long-
term problem. However you want to measure it-compared with other indus-
trialized countries, compared with previous times in our own country, compared
with the estimated capital needs of the coming decade-the United States is not
channeling enough of its national output into plant and equipment. As a result,
productivity gains have dropped from 2.6 percent a year in thd 1960's to 1.3
percent a year in the 1970's. and will be much less than 1 percent in 1978. Real
wage gains have been declining, increases in standards of living have been slow-
ing down, and the U.S. has seen its markets successfully invaded at home and
abroad by Far Eastern and European competitors.

Until this country shifts the basic tilt of the tax system to provide a more
favorable climate for savings and investment, we are going to face a further
deterioration of our industrial machine and excessive levels of inflation and un-
employment. We cannot expect to turn the situation around overnight, but a start
must be made In this year's tax legislation.

BUSINESS ROUNDTABLE PRIORITIES

The Business Roundtable priorities for tax legislation this year are:
1. Reduce the corporate Income tax rate.
2. Improve the investment tax credit and make it permanent.
3. Avoid tax increases disguised as "tax reforms."
4. Make a significant start on reducing the taxes on capital gains.

CORPORATE RATE REDUCTIONS

Our highest priority is the permanent reduction of corporate income tax rates.
A general rate reduction has the broadest Impact, helping service Industries

as well as manufacturing business of all sizes. It is the most equitable and
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effective way to lift business spending and encourages the hiring of more people.
And being permanent, it gives business managers something they can count on
in their investment planning. The effects of permanent rate reduction will be
cumulative and self-reinforcing, year after year.

The House Bill is on the right track in cutting the corporate rate by two
percentage points, from 48 percent to 46 percent. Last spring, The Roundtable
supported the Administration's recommendation for a 3-point reduction in the
first year, and a further 1-point reduction in 1980. We still urge that more size-
able reduction, as part of a $25 billion tax bill. If anything, the economic situation
calling for tax reduction has become more compelling since last spring. We com-
mend the House for its action but, in the light of more recent economic analyses,
and recognizing the significance to increased capital formation of planning ahead
with reasonable certainty, the Senate should adopt a program of permanent
corporate rate reduction. We urge an additional point (to 45 percent) in 1979
and at least one point more for each subsequent year until the rate reaches 42
percent.

The House Bill also proposes a series of graduated rates for income up to
$100,000, as an aid to small business. We agree on the need to grant special relief
to hard-pressed small business, but instead of scaling the tax rates up in four
steps, we recommend a more simplified system with only one breakpoint: 17
percent on income up to $75,000, and regular rates (45 percent in 1979) on
income above $75,000. This is actually a better break for small business and avoids
the disturbing precedent of introducing graduated income tales for corporations.

INVESTMENT TAX CREDIT

Our second priority is to improve the effectiveness of the investment tax credit.
The 10 percent investment tax credit should be made permanent, because under-

Investment is a structural not just a cyclical problem and investment is dis-
couraged by the uncertainty of an on-again, off-again tax credit. The House
Bill would make the 10 percent investment tax credit permanent.

The House Bill would also permit investment credits to offset up to 90 percent
of tax liability instead of the present 50 percent. The bill would phase this
improvement in at 10 percentage points a year, but we believe the increase should
move to 90 percent immediately, with no phase-in, because of the need to stimu-
late business spending right now.

The House Bill would limit the credit to rehabilitation of existing structures.
However, the investment credit should also be extended to construction of new
structures, including all industrial buildings, retail buildings, and warehouses.
This would significantly increase employment for the construction Industry and
its suppliers.

We agree with the House Bill that a full investment credit should be allowed
for pollution control facilities subject to the 5-year amortization election; these
facilities benefit the public but do not bring in any return on the capital invested.

TAXATION OF FOREIGN SOURCE INCOME

In its original tax recommendations the Administration, under the guise of
"tax reforms," proposed tax increases on income of U.S. companies realized from
foreign operations--opecifically proposals to tax income of foreign subsidiaries
before it is received by U.S. parent corporations (popularly referred to as
"phasing out deferral") and to phase out the DISC provisions which defer taxes
on part of income derived from export business. In testimony before this Com-
mittee last week, the Administration, while not asking that DISC be phased
out, did propose reconsideration of the present DISC provisions.

The Business Roundtable continues to oppose these proposals since they would
be counterproductive, particularly in view of the deteriorating competitive posi-
tion of the United States in world trade. We are pleased to see that they are not
included in the House Bill. It is especially important ini this year, when the United
States is again running a huge trade deficit for the second year in a row, that
Congress refrain from penalizing off-shore business activities.

In 1976, Congress reviewed in depth both deferral and DISC. As a result
of this examination, the Congress decided to preserve both provisions of the
tax code, though DISC was revised to relate tax benefits to export improve-
ments and to meet other criteria of the Congress.

Moreover, a House Ways and Means Committee Task Force examined the
deferral question in 1976 and announced in 1977 that it had decided not to
make any recommendations to change the law with respect to deferraL
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These decisions were made because it was recognized that phasing out defer-
ral and DISC would reduce exports and jobs in the United States. If this made
good sense two years ago, when the United States had just registered an expert
surplus of $9 billion, it makes even better sense now. Our trade deficit was $27
billion in 1977, and in 1978 It will be much worse.

Exports of U.S. products provide at least eight million Jobs in the United
States. About 25 percent to 30 percent of these exports are accounted for by
foreign affiliates of U.S. companies. Thus, the ability of foreign affiliates to
compete abroad on equal terms with foreign based, foreign controlled multina-
tional companies in an ever Increasingly competitive climate is crucial to the
maintenance of our export position.

A change in law to tax the earnings of those U.S. foreign affiliates before
being received in the U.S. (anticipatory taxation) would Impair the ability
of U.S. companies to reinvest their overseas earnings to strengthen their com-
petitive position. As concluded in a recent study by Arthur Andersen & Co., the
added tax burden, would be substantially greater than Treasury estimated, with
foreign governments rather than the U.S. being the beneficiaries of this in'erased
burden.

With respect to DISC, it Is virtually impossible to agree on how much it has
contributed to increased exports. One thing, however, is certain: it Is in place
and it Is the only offset we have--and a partial offset at that-to tax rebates or
waivers of taxes through which other governments help their export industries.

Although economists may not recognize it from their national statistics, busi-
nessmen know that DISC funds provide additional working capital which is so
essential to the financing of long-term receivables required in competition for
exports. DISC also provides funds for market development work required to
expand exports and related Jobs.

We should never lose sight of the fact that our foreign-based competitors wiil
continue to enjoy the benefits from tax deferral and export incentives of their
home governments. The proposed changes in U.S. tax law affecting international
trade will penalize only American-owned firms; they will not affect the overseas
operations of our foreign competitors.

It is essential to view deferral and DISC not in terms of tax politics or possible
short-term gains in tax revenues, but In terms of our economic and national
security interests in the world.

As your Committee hears conflicting reports about the value of these two tax
provisions, you may wonder who Is a credible authority. Economists inside and
outside the government have come down on both sides of the question. Perhaps
the experience of businessmen who are actually engaged in international com-
petition may be more telling.

For example, in 1977, while the United States was running a $27 billion trade
deficit, the General Electric Company achieved a trade surplus of more than $2
billion. Our experience strongly indicates that rising exports, in stiff competi-
tion with foreign multinationals, are the result of two strategies:

Willingness to invest heavily In foreign distribution-resea-*h and
planning, service facilities, costly proposition work-long before it yields
results. DISC funds are critical in supporting these high-risk activities.

Successful foreign subsidiaries which are pulling through more than 37
percent of GE's exports. Tax deferral which enables off-shore manufacturing
subsidiaries to compete on equal terms abroad with foreign competitors is a
critical force in boosting our exports.

So the deferral and DISC issues should be seen in the context of our balance
of payments problems, and our need for exports and jobs. Phasing out these tCwo
provisions of the tax code would be most untimely and contrary to the national
interest. Instead, the government should be developing an affirmative policy to
encourage U.S. exports, defend the dollar, and make U.S. industry more com-

. petitive in the battle for world markets.

CAPITAL GAINS TAXATION

Taxation of capital gains merits the attention it is being given this year.
• Although some countries do not tax capital gains at all, the Tax Reform Acts of

1989 and 1976 sharply increased taxes on capital gains in the United States with
a significant dampening effect on savings, investment, and the raising of new
venture capital.

Since extensive testimony on capital gains tax cuts has been presented at
earlier hearings, I shall be very brief on this extremely important matter.
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Ever since The Business Roundtable began making tax recommendations, it
has advocated reduction of the taxes on capital gains. Although the current
economic climate dictates that we place a higher priority on rate reduction and
improvements in the investment tax credit, we also fully support both individ-
ual and corporate tax relief for capital gains to encourage greater capital
mobility and to contribute to increased capital formation.

As you know, the several proposals that have been made on capital gains have
invoked intense controversy. The House Bill, a compromise hammered out in the
furnace of our political processes, represents a feasible and constructive approach
to capital gains taxation, and we endorse it. By reducing the maximum capital
gains rate for individuals to 35%. The House Bill makes a significant start in the
right direction and at the right time.

There have been many studies of the feedback effects from lower capital gains
rates, producing a wide range of results. After a careful reading of these studies
we are convinced that, while it is impossible definitely to quantify these effects,
there undoubtedly is a very prompt feedback. We, therefore, believe that the
provisions of the House Bill related to taxation of capital gains could safely be
further liberalized, consistent with revenue considerations, to provide an even
more favorable climate for capital formation and for a return-bf investors to the
nation's securities markets. Liberalization, however, should not remove the safe-
guards provided to assure that individuals who shelter capital gains will pay
a reasonable tax.

The ChAIRMAN. Our next witness is Mr. Robert M. Brandon, director,
Tax Reform Research Group.

Mr. Brandon, please come forward and if you would introduce your
associates for the record.

Mr. BRANDON. Thank you, Senator Bentsen.
My name is Robert Brandon. I am director of Public Citizen's Tax

Reform Research Group. With me is the staff attorney, Robert Mc-
Intyre.

We have a full statement which we would like to include in the
record, and I would just like to summarize.

STATEMENT OF ROBERT M. BRANDON, DIRECTOR, PUBLIC CITI-
ZEN'S TAX REFORM RESEARCH GROUP, ACCOMPANIED BY ROB-
ERT S. McINTYRE, STAFF ATTORNEY

Mr. BRANDON. I would like to focus first on the need for the tax cut.
If you take a look at our testimony on page 2, because of inflation and
social security hikes the effective tax rate, as you can see in the first
table there, will actually increase about 1.3 percent.

The problem we see'is that the tax cuts that have been passed by
the House and advocated in some corners in the Senate will not take
care of the major impact of inflation and payroll taxes on a majority
of middle income and lower income taxpayers.

If you take a look at the last column in the first table, you will see
that the tax increases fall most heavily on taxpayers with incomes
below $50,000.

But the House bill actually fully protects from inflation and payroll
tax hikes only those taxpayers in the $50,000-and-over category.

The only gioup that really gets a tax reduction are people who make
over $100,000 p~er year. We" feel that there has to be a dramatic shift
in the tax reductions to protect lower and moderate income taxpayers.
We think a fair tax cut could be designed along the lines of the Fisher-
Corman proposal in the House or along the lines of the AFIr-'IO pro-
gram suggested to this committee.
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I would like to move on to the capital gains projlosals that have been
floating around. We strongly oppose any effort to further increase
ca itargains tax preferences.

We note that, already, capital gains are being taxed at very low
rates. In fact, capital gains tax preferences total some $17 billion, and
Treasury collects only a third the taxes it would collect if capital gains
were treated like other income. In addition to the general problem with
cutting capital gains taxes at all, we would like to focus on specific
problems with members of this committee and others in the Senate and
House.

I would agree with Mr. Jones of the Business Roundtable that cor-
porate tax cuts are a much better stimulus to the economy. In fact, when
we talk about cutting capital gains rates, I think that it is difficult to
see how there would be a great. deal of investment stimulus when three-
quarters of that capital gains reduction would go to non-stock-market-
related investment, primarily in real estate speculation, farmland
speculation and the like-not very productive investment.

So that the main point, we think, is that capital gains reductions do
not provide the economic stimulus, the bang for the buck, that has been
touted. Secondly, there is a great deal of misinformation being cir-
culated about capital gains.

It has been, proposed that the capital gains tax rates be cut from
nearly 50 percent to 25 percent. But nobody in this country pays 50
percent on capital gains on their Federal income tax. No one pays the
top theoretical rate of 49 percent. Only a miniscule percentage of
capital gains recipients pay over 40 percent.

If you eliminated the maximum tax you could reduce the top possible
rate to 39 percent, at a very small revenue loss--nothing approaching
the $21/2 billion that, for example, the Hansen-Steiger bill would cost.

The attempts to reduce the top rate focus, however, primarily on
eliminating the minimum tax on otherwise untaxed capital gains, the
minimum tax which we consider a cornerstone of the fairness of our
tax system.

For example, under the Ilansen-Steiger bill, 3,000 people earnintr
over $1 million a year would get tax reductions averaging $214,000
apiece. Those 3,000 people would actually get 40 percent of the Hansen-
St eiger capital gains tax re(lictions.

Average relations would b-e about $60,000 apiece for 20,000 or so
individuals earning over $200.000 a year. Of course, no benefit at all
would go to 99.6 percent of all taxpayers, and about 93 percent of tax-
payers with capital gains would receive no benefit by eliminating the
minimum tax.

The Hfouse hill does not do much better, because it also repeals the
minimum tax sulbstantially and there, again, only 0.4 percent, of the
taxpayers get relief and only about 6 percent of the people with capi-
tal mains get relief.

Three-quarters of all of the benefits from H.R. 13511 will go to
people making over $100,000 a year. The Housce replaced the minimum
tax that it reeled on capital gains with a ver, .mall-what we would
consider insignificant,-micro-mini tax on capital gains.

Just for example, the typical high-income, nearly nontaxpayer,
somebody who has total income-I have an example on page 11 of our



756

testimony-total income of about $600,000 a year, pays right now
about 7 percent of his or her expanded income-79 percent of that
comes from the minimum tax.

If the House-passed minimum tax was passed the effective rate could
drop to 4.1 percent.

We think it is important, if anything is done in the capital gains
area, that a strong alternative minimum tax be adopted to make sure
that individuals cannot shelter substantial amounts of their otherwise
taxable income. Capital gains are a key factor in these nontaxpaying
situations.

In fact, for people over $200,000 a year who paid no income tax at
all last year, 99 percent of their income was from capital gains, and
for taxpayers in that same income ciass who were able to shelter more
than 80 percent of their income, capital gains comprised over 60 per-
cent of their income.

We would also strongly argue that inflation adjustments are unwise.
Particularly, targetting capital gains alone and not providing index-
ing for any other income would be unfair. It amounts to a $3.3 billion
tax cut for capital gains, which is totally unwarranted.

If we look down the road of indexing the entire system, I think that
there should be a great deal of concern that we would move toward
building in inflation into the economy, and I think it would be a bad
experience.

We also already have an inflation adjustment for capital gains by
simply taxing only one-half of the gain, and we think that is more
than adequate. In fact, we would like to move in the other direction.

Let me say there is concern about investment stimulus and locked-in
capital assets. One of the best ways to unlock those capital assets is to
let the carryover basis on capital gains become law or even better, to
pas:s a capital gains at death proposal.

I would like to focus briefly on reforms, although I do not think
many people here on this committee really want to ofcus on them.
Congress is apparently not in the mood to fulfill its promise-when
the Members go home to run in each election-to the American people
in terms of reforms and eliminating some of the unfair and wasteful
tax preferences that we have,

Substantial numbers of the American taxpayers support reforms in
the area of expense account living, eliminating DISC and other kinds
of elimination of tax preferences.

I would like instead of taking the time now to go through those re-
forms, to submit for the record a copy of our House testimony on the
President's tax reform proposals.

Senator BNTsE N. Without objection, it will appear in the record.
.. fThaimaterial referred to follows:]

STATEMENT OF ROBERT 34. BRANDON, NOB PUBLIC CITIZrxN's TAX REFORM
RESEARCH GRoup

Mr; Chairman and members of the Committee, my name is Robert M. Brandon.
I am Director of Public Citizen's Tax Reform Research Group-an organization
established by Ralph Nader In 1972 to work for reform of our tax laws. We
welcome the opportunity to testify today on the President's 1978 tax program.
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SUMMARY OF OUR POSITION

We wholeheartedly endorse all of the revenue-raising reform measures in the
President's program and the conversion of the $750 personal exemption and the
general tax credit into a single personal credit. The proposals represent a major
step toward restoring fairness and simplicity to our tax laws.

To be sure, the program is not as comprehensive as the President originally
promised, and the Committee may wish to augment it. For example, the minimum
tax could easily be strengthened by applying it to additional preferences and
raising the token 15-percent rate. Also, mandating that taxes be withheld on
Interest and dividends (above some reasonable threshold amount designed to
exclude small recipients) would boost federal revenue collections by well over a
billion dollars and curb outright tax fraud.

We strongly oppose the business tax cuts. The way to encourage investment
and meainingfully to assist business in meeting its capital needs is to curb
inflation and cut the budget deficit.

Every time individual taxes are cut to allow for inflation pushing people Into
higher brackets, business comes along asking for a handout-although their flat
tax rates are unaffected by inflation. Repeating the pattern of recent years, the
Carter plan accompanies its "stay even" individual cuts with a huge, real reduction
for corporations. It's time this practice was stopped.

Tha:.)ks in part to this practice, the percentage of federal revenues raised by
the corporate tax has dropped from 30 percent in 1954 to 21 percent in 1964 and
to 15 percent in 1977. Simultaneously, the average effective rate of tax on corporate

-income has steadily declined until it Is presently only about '25 percent. By
contrast, the percentage of federal revenue raised through social security payroll
taxes has increased from 10 percent in 1954 to 30 percent in 1977.

It is especially Important that the Committee reduce the corlmrate tax cut
dollar for dollar to the extent it falls to enact any portion of the business reforms,
such as repeal of DISC, deferral, and deductions for business lunches.

In the individual area, the President's program hits some of the worst "tax
shelter" abuses in the tax system. It also takes important and laudable steps
toward simplifying the tax laws and making them fairer for average taxpayers
by cutting back on Itemized deductions. If the Carter package is enacted, the
number of itemizers will drop by 40 percent. The Committee may be tempted to
take a different approach than the administration has on the treatment of medical
expense deductions-perhaps considering a lower percentage floor. Strictly from
the point of xle!w of fairness, the proper level for the floor is certainly debatable.
But the Committee should also keep in mind that a lower floor will mean sub-
stantially less simplification. It will also mean less revenues available for general
rate cuts.

The Committee should also keep simplification goals In mind if it considers
adding new Individual tax expenditures-like tuition tax credits-to the tax code.
Last year's Tax Simplification Act began a desirable trend toward making the
tax system comprehensible to average taxpayers, and it would be a terrible shame
to see that trend reversed.

Although the targets of the President's corporate tax reform proposals are
some of the very worst, most unfair, and harmful loopholes in the tax system,
and although the President accompanies his repeals with a huge corporate tax
reduction, the few who benefit from these tax boondoggles are waging an all out
battle to retain them. The President has put the issue in stark terms: Unless
these reforms are enacted, we cannot afford the full tax cuts he is requesting.
This Committee and the Congress should recognize that average taxpayers would
perfer having the money in their own pockets, rather than having it spent for
them on export subsidies for General Electric, tax breaks for multinationals, and
expense account living for executives.

EXPENSE AccouNT LIVINO

The problem: Executives entertain themselves and receive personal enjoyment at
the ezpenue of average taxpayers

Under current law, businesses are allowed a tax deduction for virtually any
expenditure which is at all helpful or related to making a profit, including meals
and entertainment expenses for employees and customers. Those personally bene-
fitting from the meals, shows, and so forth do not have to include these benefits
in income. But those of us who pay for our own entertainment do so out of wages
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that are already taxed. The result Is that a favored group of Americans--mainly
high Income executives and business owners-are enjoying football tickets,
vacations, and "three martini lunches" out of tax-free money. In other words, a
lot of lavish living is being subsidized by average taxpayers.

The nation is fast becoming familiar with the Treasury I)epartment's example
of the notorious New York businessman who successfully billed the taxpayers
for 33S $20-plus business lunches in one year- skipping Thanksgiving. but not
the Friday, Saturday, and Sunday thereafter; the enterprising electrical fixture
salesman who wrote off breakfast, lunch, and dinner five days a week. to the
tune oif $ ,000 in one year; and the sea-going surgeon who deducted $14,000 for
'consultatIons" with his friends aboard his yacht.

Pepsico and Owens-Illinois jointly lease a salmon stream In Iceland for their
top executives' enjoyment, and Marc & Co., a Plttsburg advertising firm. provides
its top officials with a "very simple but l)leasant" villa on Spain's east coast.

PlayNoy Enterprises deducts $2.8 million per year for the maintenance of its
two mansions-comolplete with elaborate pools, artificial grotto, exotic flora and
fauna, and other pretty things-for the pleasure of Hugh Hlefner and his invited
guests.

And these "horror" stories are only the tip of the iceberg-perhaps not typical,
but surely representative of what goes on. A national survey of 468 companies
by Hays & Associates, a Philadelphia management consulting firm, shoved that
top executives making $100,000 salaries average about $30.000 per year in expense
account benefits ! If that $30,000 were salary, they would have to pay taxes on It
(just as the rest of us have to pay taxes before we can entertain ourselves).

Average taxpayers often wonder how all this can go on. The answer s that
Congress has authorized it in the tax code. Prentice-Hall publishes primers telling
executives how to structure their personal lives to shift their entertainment bills
to the taxpayers. Some samples from one :

BIG T&E WRITEOFF

I16 c club mem bers get top-do Flar d'ductions-year in and year out
Club memberships call mean big deductions. It makes no difference whether

they're country clubs, athletic clubs, or fishing and hunting clubs. They are all
good for business--either to have a customer to dinner, to golf with a group of
exe s, or for an outing sponsored by a local businessmen's organization.

Meals and bar bill.: Suppose you take your top-level execs to dinner at your
club-or you have a few drinks with them at the club bar. Deductiblef Yes. You
can write off every single penny. And you can deduct it whether or not you and
your guests discuss business matters.

Added Bonus.-A day when you're using the club for business reasons counts
as a business day even if the family's using it for pleasure at the same time.

So you can get extra personal use out of the club without jeopardizing your
entertainment deduction.

Key tax-saving move: Make a point of having a quiet business lunch (or
breakfast for that matter) with your customers on the same day you play golf

vith them. Another point: A few drinks with your customers at the club bar
can also transform a casual golf date into a full-fledged lusinegs day. One quail-
flcatimn: The bar must be quiet and have "no substantial distractions to dis-
Cission -"

If you and a customer have a quiet lunch or dinner at the club, you get this-
Triple bcncflt.-1) The cost of the meal Is deductible In and of itself. It

also helps nail down and incrca8e your club dues deduction, counting as (2) a
bwviness day that helps bring your business use of the club over the 50 percent
mark, and as (3) a directly related expense that adds to the amount of your
dues deduction.

Deduction saver: As you get down to the end of the year, you may find your
personal-use days running neck and neck with your business-related days. When
this happens, here's-

What to do.-Schedule some quiet business mealq at the club. They can make
the big difference that wins you the deduction.

Idea in action.-lf you belong to more than one club-and many do-you may

want to use one club strictly for business entertaining, and the other for
socializing.

The Executives Tax Report brings you ideas for reducing taxes and increasing
weal th
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In addition to allowing these tax-free benefits, expense account living perverts
business decisions, with many sales being based more on the quality of enter-
tainmont than on the quality of the product. This was graphically illustrated
a few years ago when the Northrop hunting lodges for the Pentagon top brass-
Northrops major customers-were exposed. The result is that average Amer-
canc; not only subsidize executive high living. hut also suffer from lower quality,
in,-:,afe products in many easvs due to the system of petty bribery which the
ente-rtainment deductions encourage.
Adm inihtration propr,.al: Cut back on the unfair deductions

During the campaign, the President came down hard against three martini
lunches and other business deductions for personal expenses. In doing so, he
eehoel the words of John F. Kennedy, who 16 years ago called "for the slogan
'it's, deductible' to vanish from fhe land."

compared d to this campaign rhetoric, the Administration's proposal on meals is
rather mild. Business lunch deductions would not be eliminated, but in general
only halved. In other words. the $20 business lunch, which currently costs busi-
ness about $10 if they're in the- .) percent bracket (because the government
picks up half the tah). would cost about $15. And when an executive is away
from home overnight or longer on "travel status," meals would continue to be
fully deductible.

Other abuses, however, would be dealt with more stringently, with deductions
for football tickets, hunting lodges, country club fees, and the like tutal:y dis-
allowed. Businessmen who fly first class could only deduct the cost of coach.
Executives, doctors, and lawyers who attend "conventions" and "professionalseminars" in exotic vacation spots around the world would no longer he able to
do -so at taxpayers' expense. Presently, two such foreign "conventions" can be
written off every year-no qiiestions asked, leading to abuses like the following
solicitation by the California Trial Lawyers Association:

DFAS COLI.EAGU-E: Here it is . . . An entirely new concept In profeslonal
group travel/study programs. Lok over the trips described in this booklet . . .
to exciting destinations all over the world. Decide where you would like to go
this year: Rome. The Alp. The Holy Land. Paris and I.ondon. The Orient.
Cruise the Rhine River or the Mediterranean. Visit the islands in the Caribbean.
Delight In the art treasures of Florence. An additional benefit is that these
travel/seminar programs haave been designed to qualify under the 1976 Tax
Reform Act as deductible foreign seminars. Let's all shave together these splen-
did travel opportunities.

The President would allow tax write-offs for foreign conventions only If there
is a legitimate business rationale for holding them outside the country. This
would curtail the vacation abuses whereby a totally local organization holds its
"conference" In Athens or Jamaica in order to give its members a tax deductible
jum,ket, but would allow companies or organizations whose operations or mem-
bers are abroad to hold their meetings at convenient places without adverse
consequences.
Three Martini lunchrx: The bogus "jobs" is-ue

Tax deductions for theatre tickets and yachts are particularly scandalous, but
the deduction for business meals is almost equally indefensible, since-perhaps
more than anything else-everybody has to eat. Opting to eliminate only half
the meals deduction is basically a political decision to try to assuage the restau-
rant lobby. It is argued by restaurateurs that taking away deductibility would
eost many jobs and cause many fine restaurants to close. The jobs argument is
speeiou.:

The Treasury Department estimates that if every penny in lost tax benefits
due to the denial of half the meal deduction resulted in reduced spending In
restaurant. the restaurant industry would experience a 1.3 percent reduction
in jobs. This "maximun. effect" is., of course, very unlikely, since, deductible or
only half deductible, eating would still continue. Even if less ig .pent on meals,
the money saved will be spent elsewhere, creating jobs in other Industries. In
fact, the increased corporate and Individual tax cuts for all of us which curtail-
ing part of the meals deduction makes possible is estimated to create the same
i number of jobs as the maximum which the restaurant industry might lose. Thus,
even In the worst case. the net effect on jobs is negligible. And because of the
high turnover in restaurant employment already (far above 1.3 percent), any
lost employment would probably not be reflected in layoffs but in decreased new
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hiring. In the far more likely event that the effect on restaurant business is
even less, the curtailment of the meals deductions in conjunction with the con-
sequent tax cuts could actually create numerous new jobs, as presently unem-
ployed people would be hired In other industries. In fact, the AFL-CIO, which
represents workers in a broad range of industries-including restaurants, has
come out in strong support of the President's proposal.

The restaurateurs are making wild claims that 500,000 Jobs will be lost if
meal deductions are cut in half. To reach this figure, they assume that all busi-
ness spending on lunches will cease and that executives will thereupon stop
eating. Of course, nobody believes either of these assumptions-a Wall Street
Journal informal survey of executives, for example, found that the change in
the deduction rules would have virtually no effect on business practices-and
nobody should believe the job estimates either. Last year, some restaurant
owners similarly predicted that a boost in the minimum wage would result In a
disastrous number of laayoffs. But on Feb. 19, 1978, the New York Times re-
ported: "A sharp increase in the minimum wage has gone Into effect, appar-
ently without producing the predicted cutbacks in the number of low-paying
jobs." The article noted that "the number of teenagers at work has jumped
enormously despite the pay increase." It quoted a restaurant manager as say-
tig, "We're not In a position to cut employees. We don't anticipate any real
change (in the future] either." As a recent Library of Congress report found,
the restaurant industry will continue to expand faster than practically anything
else In the country, In spite of a cutback in business lunch write-offs.

Cutting back on lunch deductions might exert a little downward pressure on
inflated meal prices; now many business men don't care how much things cost
when "Uncle Sam is picking up the tab." It is quite unlikely, however, that
restaurants would be forced to close. Perhaps those whose only attraction Is
proximity to business districts might have to make some adjustments, but those
with genuinely good food ought to bear up well. At most, they will lower their
prices a bit, making good food more accessible to those of us not living on ex-
pense accounts. And moderate-priced restaurants should prosper under the
proposal; one way or another, everybody will still have to eat.
The entertainment tax boondoggle must be curtailed

Overall, the Carter proposals on entertainment constitute a needed step to-
ward lifting the burden of subsidizing executive entertainment from the shoul-
ders of average taxpayers. Perhaps more than anything else, expense account
living symbolizes the unfairness In our tax system. Failure by Congress to act
in this area would mean that our representatives have sanctioned these in-
equities. An Illustration of how this can breed popular disrespect for the tax
laws is contained in the appendix.

DISC AND DEFERRAL

The problem: Some of our biggest coporations have two special boondoggles-
and we pay in higher taxes and lost jobs

Currently, American taxpayers pay $1 billion a year for special tax subsidies
to a few thousand firms engaged in export activities. Two-thirds of these so-
called "DISC" benefits go to companies with assets of more than $2-0 million-
the top 0.1 percent of U.S. businesses.

Every year giant U.S. multinationals are excused from paying hundreds of
millions of dollars in U.S. taxes on their foreign profits. Totalling some $0
million in 1977, the condition for this "deferral" (translation: permanent for-
giveness) Is that the tax savings, along with the profits they are associated with,
be reinvested overseas.

General Electric has earned the title "DISC, Inc." for its ardent lobbying
in support of the export tax break. One reason for G.E.'s enthusiasm: It picks
up an estimated $50 million of the total benefits of DISC and deferral on its
own.
Deferral: A subsidy for exporting capital and jobs abroad

Siree the beginning of our income tax system, U.S. corporations operating
thro-lgh overseas subsidiaries have ben allowed to put off paying U.S. taxes
on their foreign income until the earnings are brought home. So long as the
profits and tax savings are reinvested in foreign countries, this "deferral"
amounts to a permanent forgiveness of U.S. taxes. Due to this undertaxation
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of our multinational giants, average Americans have to pay higher taxes. Even
worse, the "deferral" privilege is an incentive for firms to invest abroad rather
than in the U.S., thereby "exporting" needed capital and jobs which would
otherwise be created here. Partly as a result of this tax break, U.S. business
has invested over $160 billion of job creating capital abroad in the past decade.
A study prepared for the State Department showed that the U.S. would have
had one million more jobs if U.S. corporations had attempted to serve foreign
markets from a U.S. base.

Deferral also leads to a great deal- of complexity in the Internal Revenue
Code and creates impossible problems in enforcing the tax laws. Multinational
companies take advantage of this to juggle their books to shift income between
high and low tax countries and to increase their "foreign tax credits" to artifi-
cially high levels. Many believe that deferral contributes to large-scale illegal
tax evasion.

Who benefits from deferral? The largest, fastest-growing, most profitable,
and most sophisticated corporations in the country. Between 80 and 90 percent
of the multinational subsidiaries involved are controlled by Fortune 500 cor-
porations. IBM, Kodak, Polaroid, and Dupont head the list. In fact, a recent
Treasury study shows that the largest 30 U.S. multinationals--all with assets
of more than $250 million-picked up half the benefits of deferral on their own.
DISC: Compounding the mistake of deferral

In the early 60's President Kennedy proposed to repeal deferral, but under
intense lobbying pressure from the multinationals Congress refused. Instead, In
1971 Congress accepted President Nixon's recommendation to extend the benefits
of deferral. In order to give U.S. companies exporting their products overseas
a tax advantage similar to that enjoyed by their competitors producing through
foreign subsidiaries, Congress established Domestic International Sales Corpo-
rations (DISCs). Under the complicated DISC provisions, exporting corpora-
tions were authorized to set up artificial, "paper" subsidiaries (called "do-
mestic international sales corporations"), and to "defer" indefinitely half the
taxes on their profits from foreign sales.

From the beginning DISC has been an unjustified windfall to export firms
at the expense of average taxpayers. It simply pays a small number of compa-
nies to do what they would do anyway-export overseas. Soon after the enact-
ment of DISC, the chronically overvalued U.S. dollar was devalued-and then
allowed to float. This, coupled with inflation and a general expansion in world
trade, caused a dramatic surge in U.S. exports, and the DISC taz break tagged
along. The cost of DISC zoomed to $1.4 billion per year, as firms enjoying in-
creased foreign sales also took advantage of the 50 percent tax subsidy.
The 1976 Tax Reform Act: An inadequate response

In the 1976 Tax Reform Act, Congress reduced the DISC tax exemption to
about one-third of export profits (rather than 50 percent). This compromise
change Included a complicated attempt to "target" DISC's benefits to companies
which are actually exporting more in response to the subsidy, but a recent Treas-
ury report on DISC concludes that this "targeted" approach will not reduce the
wasteful nature of the tax break. The Treasury report also points out that,
although the change reduced the cost of DISC from $1.4 billion in 1975 to
$0.9 billion in 1976, the cost is expected to rise to $1.8 billion by 1982.
The administration proposal: Repeal these two wasteful and unfair aubsidles

Under the Carter plan, both DISC and deferral would be repealed. The fight
In Congress will be Intense. On one side will be several hundred U.S. exporters
and multinationals with a laundry list of long discredited arguments about
why the boondoggles should be continued; on the other side, everybody else,
including those who believe that Uncle Sam should not waste these billions
on paying large corporations for investing abroad and for export activities they
would undertake anyway, and individual taxpayers and other businesses, whose
tax cuts will be endangered if the reforms are not enacted.
Arguments for DISC-Even the diehard defenders are running out of things

to say
The DISC advocates are reaching the end of the line in trying to defend their

wasteful tax subsidy. Originally, they-had argued that DISC increased exports
by reducing their prices abroad. In fact, that was the original, ill-advised idea
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behind DISC. If foreigners are unwilling to buy U.S.-made widgets for $1.00,
perhaps they will buy them if they cost only 99 cents. But a direct price rebate
on overseas sales would violate international trade agreements, so Congress tried
to hide the subsidy by establishing the complicated DISC apparatus. Foreign
governments aren't totally stupid, however, and they quickly pointed out that
DISC appeared to be a violation of the treaty arrangements (as it certainly was
intended to be). At first, DISC's defenders pointed to the foreign complaints
as "proof" that DISC must be working to increase exports. When it became
clear that the U.S. was not happy in being caught in apparent violation of the
treaty arrangements, however, some DISC apologists abruptly shifted gears.
Somewhat amazingly, they began to argue that DISC does not help U.S. ex-
ports. David Garfield, chairman of the "Special Committee for U.S. Exports,"
a group of export companies which have banded together to fight to retain
DISC. recently told the Washington Post: "We don't pass on DISC benefits
into lower prices and increased exports. We keep It as an incentive to us. We
have more profit."

This, of course, is what DISC critics-and even honest DISC beneficiaries-
have been saying for years.

Le Morgan, president of Caterpillar Tractor Co., told the Ways and Means
Committee in 1975 that, although over 50 percent of his company's sales were
overseas and DISC was worth $9 million to it in 1974, "I am not really sure that
we did anything extra in order to generate additional exports, so that I suspect
that I agree that not much has happened, at least in our company, to earn the
tax deferral that has come from DISC."

DISC benefits end up in higher profits for the export companies rather than
in lower prices on exports because the sales of most of the U.S. products af-
fected-such as computers, jumbo jets, wheat (to the Russians), fighter planes,
nuclear reactors, oil drilling equipment, and large houshold appliances, among
'others-are in such great demand worldwide that they are not sensitive to price
changes. In fact, while profit margins on domestically sold goods run about
R.5 percent. the profits on DISC exports are double that amount-17 percent.
And even if DISC did lower export prices, the maximum effect of the $1 billion
subsidy on our $100 billion in exports would be only a 1 percent price cut. This
Is miniscule compared to other factors. By contrast, dollar devaluation alone has
reduced export prices by as much as 30 percent in recent years.

Back when they were maintaining that DISC helped exports, the DISC sup-
porters also claimed that DISC created jobs in the U.S. Does DISC really create
U.S. jobs? If so, why are the AFI1 -CIO, the UAW, and the other major unions vir-
tually unanimous in opposing it? In fact, numerous objective studies-by the
Library of Congress, the Congressional Budget Office, and others-have shown
that the money lost on DISC would create 2-3 times as many Jobs if spent
almost any other way (such as general tax cuts or direct government spending).
And In the unlikely event that DISC has boosted exports In a few favored In-
dustries, the recent Treasury report on DISC suggests this may have buttressed
the dollar, making foreign products relatively less expensive than they might
otherwise have been, and, hence, Increased Imports of goods like shoes, textiles,
and steel, costing jobs In our most hard-hit, labor-intensive industries.
Arguments for deferral: Charity for the multinationals?

Advocates of retaining deferral will maintain that this tax break is needed
to help our multinational corporations compete abroad. This Is an almost
ludicrous claim. American-based multinationals are generally the strongest com-
panies in the wc,rld in terms of trade. Most of their foreign investments are
made in response to markets and labor and raw material costs overseas, and
would be made with or without the deferral tax subsidy. But deferral does hurt
companies like Zenith which try to do their manufacturing here in competition
with companies like RCA which produces its t.v.'s abroad and imports them
into the U.S. (Zenith has just announced that It is being forced to move some
of its operations overseas, at the cost of thousands of U.S. jobs.) And it en-
courages companies to invest abroad even when it is otherwise economically
iun.sound:

The president of Centronics Data Computer Corp. recently boasted to the
Wall Street Journal about how his company had made the "hard decisions" to
invest abroad in spite of poor labor efficiency, high costs, and lower pre-tax
profits. "We traded pre-tax efficiencies for after-tax benefits," he bragged.
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There is no U.S. interest in furthering such distorted, tax-based investment
decisions, which only reduce needed investment and jobs here at home.

Repeal of DISC and deferral would be more than offset by the other business
tax cuts in the President's program. Indeed, a Treasury analysis of the simulated
effect of the tax package on 18 representative multinational corporations shows
that only 3 of the 18 would owe any additional tax; the overwhelming majority
would get a tax reduction. See appendix.

CORPORATE RATE CUTS

Administration proposal: Cut corporate rates by 10 percent and pray for "busi-
ness confidence"

The Administration proposes to cut statutory tax rates on corporations by
almost two points off the 20-22 percent rates now applicable to the first $50,000
in corporate profits, and four points off the 48 percent rate assessed on profits
over $50,000.
A bad idea in search of a rationalization

Cutting corporate taxes is a terrible idea. Although large corporations are
supposed to be paying at a 48 percent rate on most of their profits, the average
rate actually paid has shrunk to about 25 percent due to the multitude of special
business loopholes in the tax laws. See, for example, the Joint Committee staff
report on Tax Policy and Capital Formation (April 4, 1977), page 11. It makes
no sense to ask America's overburdened Individual taxpayers and those in need
of government assistance to bear the burden of further corporate reductions.

More corporate tax cuts are not Justified either by capital spending needs or
to compensate for inflation problems. Two senior economists at IBM noted in
the December 15, 1977 issue of the New York Times that allegedly low after-tax
profits are not the reason capital spending has lagged below what we might like:

"In general, an examination of the data suggests that the contention that
profits are low by historical comparison is an exaggeration at best and inac-
curate at worst," the IBM economists, Seymour . lmmelstein and Larry Chim-
erine, concluded. "In addition, profits are high relative to capital spending by
historical standards and therefore are probably not the source of the current
sluggishness in capital spending."

The November 1977 issue of Fortune alo reports that Burton Malklel, chair-
man of the Economics Department at Princeton, has concluded that:

"There is no evidence to support the contention that inflation has hurt real
corporate earnings. He suggests, Instead, that profitability has been fairly con-
stant over the long run-when earnings figures are adjusted for cyclical fluctu-
ations in the economy and for the falling real value of fixed-income liabilities."

At one point, the Administration was defending corporate cuts as a trade-off
for closing the capital gains loophole available to corporate shareholders. Since
then, however, the Administration has abandoned its pledge to curtail the spe-
cial treatment of capital gains. This move eliminates any purported justifica-
tion for a corporate cut.
"Small business relief" that helps big corporations and wealthy 4ndtAduc;s

Reducing the rates on the first $50,000 in corporate profits to 18-20 percent Is
supposed to be an aid to "small business." In fact, however, It is mainly tax
relief for large corporations and wealthy Individuals.

Under current laW, small business corporations are able to avoid paying any
tax at all so long as the owners agree to be taxed directly on the business profits.
In fact, the overwhelming majority of small businesses are not even set up as
corporations. Only when a small business is very profitable Is it advantageous to
run it as a separately taxed corporation.

For example, a businessman whose company earns $25,000 (more than what
90 percent of all American families earn) and who pays himself a $15,000 salary
out of the profitsgets virtually no short-run advantage from Incorporating, and
in the long run is almost certainly better off not having a sepaiately taxed
corporation. The businessman with profits of $100,000 (more than what 99.9
percent of families earn), who pays himself a $50,000 salary, however, can save
over $12,000 in taxes by incorporating.

In testimony before the Senate Select Committee on Small Business on Feb. 20,
1975, then Assistant Treasury Secretary for Tax Policy Fred Hickman pointed

33-050--78----3
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out who will benefit from lowering the rates on the first $50,000 In corporate
profits:

"When we are talking about potential tax benefits for corporations with tax-
able income of $25,000, $50,000. or $100,000, we should keep in mind that those
companie-s tnd to be owned by persons who, by most of our standards, are
consierd wealthy. They tend to le closely held, and in many, if not most. cases
the owner-managers have l)Siu themselves salaries anli bonuses. Take, for ex-
ample, a small retail corporation managed by its owner. Assume that he pays
himself salary and bonus of $60,000 and that the corporation after deducting that
amount has taxable income of $25,000. That $25,000 is, in effect, an amount
saved by the owner. It is presently taxed at a [20] percent rate, even though
his personal marginal rate is probably (depending on his exemptions and deduc-
tions) 50 percent or above and would be substantially higher if the $25,000 were
also included in his income. The right to save $25,000 a year at a [201 percent
tax rate is a very major tax benefit to persons in substantial tax brackets-
which is where most owners of such corporations are. Ordinary taxpayers pay
higher tax rates than [20] percent when their taxable income exceeds only
$[,0o0].",

Lowering the rate on the first $50,000 in profits only makes this high-income
loophole even more attractive and lucrative to the few who can benefit from it.

In addition, the low rates on the first $50,000 in profits apply to big corporations
as well as small. In fact, the largest 10 percent of U.S. corporation.s--the top
1.5 percent of all business entities-would get well over half the benefits of the
Administration's proposed reduction in the rates on the first $50,000 in corporate
profits.
The corporate rate cuts should be rejected

Every time individual taxes are cut to allow for Inflation pushing people into
higher brackets. business comes along asking for a handout-although their flat
tax rates are unaffected by inflation. Repeating the pattern of recent years, the
Carter plan accompanies Its "stay even" individual cuts with a huge, real reduc-
tion for corporations. It's time this practice was stopped. The corporate rate
cuts should be defeated.

INVESTMENT CREDIT

The problem: Tax breaks for the trell off, rip-offs from consumers, and tipping
the balance areay from jobs
In 1976. peanut farmer Jimmy Carter earned $53,000. After normal deductions,

he and his wife Ro.alyn had taxable income of $40,000-more than 98 percent
of all American families. People lucky enough to have this high an Income are
suppose d to pay about $11,000 In federal Income taxes. But when the arteryrs
figured onut their tax liability. It turned out they owed zero! The reason: A large
investment tax credit for buying new peanut processing machines. (An em-
barrassed President Carter subsequently sent the Treasury a check for $6.000,
as the "minimum" tax payment he thought he should get away with.)

In 1976. the nation's private electric, companies charged their customers for
$3 billion in federal income taxes, but they actually paid only $562 million to
the Treasury. The reason: Special tax breaks, mainly accelerated depreciation
and the Investment tax credit. (For more data on the taxes paid--or not paid-
by utility comilnies, see attached appendix.)

In 1975. just five corporate giants collected over a billion dollars from the In-
vestment tax credit. One company. AT&T. picked up $7.50 million on its own!
In 1977. the investment credit cost $11 billion overall, with close to 80 percent
going to corporations with more than $250 million in assets each (the top 0.1
percent of all corporations). This represented $5 from each man, woman, and
('hild In the country.

These examples illustrate some of the current problems with the Investment
tax cr-qlit. In addition:

As an Investment "incentive." the investment credit Is tremendously wasteful,
because most of the investment it suppmedly "encourages" would probably be un-
dertaken anyway. This is not only common sense, but call be seen by looking at
the maior beneficiaries of the credit. 77 percent of the benefits go to the less
than 2.000 corporations with assets over $2.50 million-the largest 0.1 percent of
all businesses. For these capital-intensive industries, new machines are their
life blood. and new investment is what they have to do, with or without a special
laix break.
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As a way of cutting corporate taxes, the investment credit is incredibly dis-
criminatory. One effect is to tip the competitive balance further in favor of
corporate giants and against small businesses, which typically do not gain much
advantage from the tax credit because they tend to be much more labor-inten.rive.
Like any tax cut, the investment credit makes more money available for private
investment, but the subsidy Is given to those who need help the least.

And as a jobs creation tool, the investment credit is misdirected, since if any-
thing it encourages industry to replace workers with machines.

The investment credit helps many of our giant corporations pay low effective
rates of income tax. For individual, unincorporated businesses its effects can be
even vorse. A striking example was provided last year when President Carter
revealed that the investment credit had allowed him to reduce his tax liability
on over $50,000 in income to zero! The credit is also one reason why millionaire
independent oilmen are able to thumb their noses at the taxmnan every year.

There are some curbs on these kinds of abuses in current law, although they are
pitifully inadequate. The major one is that the credit is not supposed to cut
taxes for any taxpayer by more than half. This rule has its own loophole, how-
ever, which allows the first $25,000 In taxes-the amount due on a taxable
income of $65,000-to be offset in full. This loophole was the reason President
Carter was eligible to pay nothing last year.
Admini.tration, plan: Tokenism on fairncs.q, lo-er taxes for big business, and

aid tr runawray plants
Time Administration lill proposes to take a token step to (lose the "Carter

loophole" by limiting tile investment credit to 90 percent (rather than the cur-
rent 100 percent of the first $25.000 in tax liability. This piddling "reform"
would have required the President to pay only $1,200 in taxes in 1976--a 3 per-
cent rate rather than the 15 percent lie thought was a bare iniulm.

Worse still, for even more well-off taxpayers the credit would be broadened,
with the 90 percent rule applying across the board ( replacing the current 50 per-
cent limit). In addition, the credit would be expanded to cover new plants as well
as new equipment.
90 Percent rule: Lower taxes for businc8cs with thc 71o8t loopholes already

Allowing businesses to use the investment credit to wipe out all but 10 percent
of their tax liabilities would allow sone of our biggest companies to come close to
taking themselves off the tax rolls entirely.

For example, capital-intensive airlines use artificially high depreciation de-
ductions to reduce their taxable incomes to very low levels. Because of the 50
percent limit on the invi'stmzent credit, however, many airlines were still paying
something (5-9 percent) in federal taxes. In 1976, however. Congress established
a special rule allowing the airlines to use the investment credit without limit (a
100 percent rule). The result: American, Eastern. and Pan Am, to name just a
few, all paid nothing in taxes In 1976; United Airlines' credit Jumped to $42 nill-
lion in 1977 from $7 million in 1976.

In fact, the basic effect of the administration's proposed 90 percent rule would
be to help businesses which are already taking advantage of other loopholes to
reduce their taxable income to artificially low levels. Soine reformers who have
advocated a liberalized or "refundable" credit have relied on the Idealistic pre-
mise that these other loopholes would first be repealed.
Applying he credit to structures: Helping jobs lea vc the snowbelt for the sunbelt,

the cities for the suburbs
Extending the investment credit to new buildings will increase the advantage

for industries to leave the Northeast and Midwest for the Sunbelt and to move
from inner cities to the suburbs, further accentuating unemployment for minori-
ties and already hard-hit areas. The administration tries to balance this by pro-
viding the credit for fixing up existing plants as well, but the overwhelming
majority of the money wIll go to new structures.
Utilitij.r,. nuclear plants gain. consumers lose

Extemdlng the investment credit to buildings would cost over a billion dollars
per yemr. An ainazing 40 percent of this would go to utilities. which would also
ge.t suhtantial benefit from the 90 percent rule. In many areas, utilities are al-
ready overexpanding their plants in response to federal tax subsidies. In fact, a
recent study by Environmental Action Foundation found that some of the na-
tion's private electric coinlniles have excess generating capacity more than trip-
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ling the 15-20 percent maximum reserve capacity recommended by federal energy
officials, and that overall the country has the equivalent of 50 large power plants
worth of unneeded generating capacity. Thus, taxpayers must not only pay for
the investment credit, but, as consumers, must also pay unnecessarily high elec-
tric bills. The extension of the tax credit to structures would exacerbate this
problem. In addition, it is feared that much of the utilities' share of the expanded
credit would be used for the construction of nuclear power plants, which for the
first time could fully qualify for the credit.

Trying to set utility investment policy at the federal level through tax subsidies
inevitably leads to overexpans!on in some areas. State utility commissioners are
the only ones in a position to Judge a particular company's true capital needs,
and they can provide for them when necessary through changes in utility rates.

The administration's proposed extension of the investment credit to structures
would mean-that utilittes would pay virtually nothing in federal income taxes
(although they would continue to charge their customers as if they did). The
utilities could only achieve this zero-tax situation, however, so long as they con-
tinue to overinvest in new plants. A much better approach is contained in legis-
lation introduced by Representative Pete Stark (D-Calif.). Stark's-bill would
take utilities entirely out of the federal income tax system, substituting a low
gross usage charge to maintain federal revenues. This would eliminate federal
pressure for needless expansion, and would return control of utility policy to
state public utility commissions. In addition, it would vastly simplify the rate-
making process, making it more accessible to citizen involvement. Finally, because
the gross usage charge would be based purely on electricity consumption, it might
help encourage conservation. Done right-as in Stark's bill-taking utilities off
the tax rolls could be very beneficial. The administration's proposal, however, is
the worst route possible.

PERSONAL TAX -CREDIT

Currently, the tax laws provide a $750 exemption for each individual taxpayer
and dependent (with extra deductions for aged and blind persons). There is
also a "general tax credit" of $35 per exemption or 2 percent of taxable income
(up to $9,000), whichever is greater.

For example, a family of four with total income of $16,000 can deduct $3,000
(4 x $750) from that income due to the personal exemptions. If the family does
not itemize deductions, its tax would be a patriotic $1,776, but this is reduced
to $1,596 by a $180 general tax credit.
Problems with current law: Higher benefits for the well-off and complexity for

everyone
One problem with the $750 personal exemption is that it gives greater tax sav-

ings to individuals In higher brackets. For example, not having to pay taxes on
$750 is worth $275 to a taxpayer in the 50 percent bracket, while a person in the
20 percent bracket saves only $150 for each exemption.

The general tax credit--originally added as a stimulus to the economy-is dis-
tributed in almost random fashion, at least in the lower and middle brackets.
For example, a couple earning $8,000 gets $70 in tax savings from this provision,
while a single person earning $12,000 gets $180.

In addition, the combination of credits and deductions is confusing and hard
to deal with for taxpayers. Although the new tax tables for 1977 mostly eliminate
the complicated arithmetic previously required, taxpayers still find it hard to
understand how the system works.
The administration plan: One personal tax credit for everyone

The Carter tax bill would rationalize the personal exemption and general
credit by combining them into a single personal credit of $240, for each taxpayer
and dependent. Because it is a credit (which directly reduces taxes), this will
give equal benefits to all individuals, no matter what their tax bracket.

The change to the new, $240 credit will be beneficial to average families (2
children) earning less than about $22,000. Eliminating the general tax credit
will also reduce the "tax on marriage," because two-job couples will be entitled
to the same credit whether or not they are married. (Currently. for example,
two people each with income of $10,000 can forfeit almost $100 in general tax
credit if they decide to marry-because of the $180 limit on the credit.)

The new personal tax credit, in conjunction with the across the board rate
reductions also proposed by the President, will improve the progressivity of the
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tax system while lowering taxes for practically everyone. The change would re-
move some 6 million people from the tax rolls, and should prove especially bene-
ficial to elderly retirees in low brackets, who will receive an extra credit for
old age. It deserves full support.

ITElMIZED DEDUCTIONS

The problem: Higher benefits for the ivell-off, complexity in the tax system, and
unnecessary intrusions into taxpayer privacy

Imagine a national energy plan which discourages conservation by subsidizing
part of the cost of gasoline, generally only for the most well-off; a federal tax
policy which encourages states to establish regressive sales taxes by paying part
of the tax for the biggest spenders; and a national health insurance system which
pays % of the medical bills of the wealthiest citizens but nothing at all for 80
percent of us. Sound crazy? Yes, but all these things are now in the tax code.

Cuerent tax law allows certain personal expenses to be deducted in computing
taxable income. The list includes state and local taxes of all varieties, interest
payments, medical expenses, and casualty losses, among others. The rationale
behind allowing itemized deductions varies with the particular deduction, and
frequently the effects are not very well tied to the purpose. Mortgage interest
and property tax deductions, for example, are supposed to encourage home owner-
ship, but the biggest benefits go to those who need such help the least. In fact,
most homeowners get no hell) from the deductions because they don't itemize.

This upside-down effect is true of all the itemized deductions. First, a person
usually needs a airly high income to have enough deductions to be over the
"zero bracket amount" (formerly called the standard deduction). Because of
this, a full three-quarters of all taxpayers don't qualify for any deductions. Even
for itemizers, the tax savings from deductions increase with income-about 25
cents for each dollar deducted for a $16,000 taxpayer, but 70 cents on the dollar
for a $200,000 taxpayer.

The cost of itemized deductions-which mainly benefit the well-off-is borne
by the majority who don't itemize. And even those who do not itemize have to
deal with complex rules and record-keeping requirements, and must tell the gov-
ernment a lot more about their personal affairs than they might otherwise prefer.
Administration proposal: Cut out the least Justified deductions, limit two others,

reduce the number of itemizers, and use the revenues to cut tax rtaes
The Carter program would eliminate some of the deductions which have the

least justification, and restructure two others to achieve their purposes. The
result would be a 40 percent less itemizers, and a fairer and simpler tax system.

The two principal deductions to be wiped out are the ones for state and local
sales and gasoline taxes. No convincing reason has ever been offered for allowing
these two items to be deductible; they have simply boot-strapped their way Into
the code along with Income and property taxes. In fact, in 1961 the House voted
to eliminate these deductions, and again last year the House tried to repeal the
gasoline tax deduction. Both times, however, the Senate has rejected the move,
without any good reason. Both sales and gasoline taxes are computed from
tables, and the amounts deducted often have little to do with actual expenditures.
In addition to complicating tax forms and unfairly favoring itemizers, the de-
ductibility of these taxes also goes against some strong social goals. The sales
tax deduction encourages states to rely on this regressive levy, in conflict with
other federal policies designed to encourage states to establish progressive income
taxes Instead. The gasoline tax deduction Is In conflict with the need to conserve
our limited supplies of energy.

The Carter plan would also restructure the currently allowed deductions for
medical expenses and casualty losses. These deductions have been criticized as
being a kind of upside-down government insurance program: e.g., if you have
medical expenses, the government will pay 70 percent of the cost If your income
is very high, less if your Income Is lower, and nothing if you take the standard
deduction. Others have noted, however, that medical and casualty expenses are
usually (but not always) Involuntary and unsatisfying expenses that really
make some unfortunate taxpayers worse oft than others.

The Administration proposes to continue these deductions, but only to the ex-
tent that they are really unusual expenses, different from what average tax-
payers experience. To achieve this goal, the President's plan would combine
the two items into a single "calamity deduction." Whenever a taxpayer spends



768

more than 10 percent of his or her income on medical and casualty expenses com.
bined, tilt exQes would be deductible. This would offer protection to taxpayers
who really need help. but It. would largely remove the federal government from
Its "upside-down insurance" scheme. In addition, medical deductions would only
be allowed for expenses customarily made primarily for health purposes. Swim-
iting pots and sea vacations would be disallowed.

At flir-st glance, it might scent strange to treat medical expenses and casualty
losses together. After all. what does a stay in the hospital have to do with a house
burning down? The purposes of the two deductions, however, are very similar:
to give a break io) taxpayers hard hit by unusual and unforeseen calamities.
Looked at this way, putting the deductions together makes good sense. However,
the Committee may wish to look at an approach which retains the separate treat-ment of ach while raising ant simplifying the existing floors.

Adoption of the Carter plan on itemized deductions would result In a major
simplification of the tax system--4ecreasing the number of itemizers by 6 million,
so that about 85 percent of all taxpayers would be able to compute their taxes
using only the simplified tax tables with the zero-bracket-amnii unt built In. It
would also Improve the integrity of -the system, by curtailing rch of the petty
cheating which undermines fainess and respect for the tax 'avs. Because of
the rate reductions which these Iand other) reforms make possible. most item-
izers would get a tax cut, while at the same time their record-keeping burdens
would be reduced and their privacy enhanced.

Fia.N, E BENEFITS

The problem: Eniploper fringe ben,,fit plans use tax brekaR to discriminate against
rank and file workers

The tax laws currently do not require workers to ply tax on the value of cer-
tain emnployer-suppliedl benefits, including medical and disability insurance and
group term life insurance (up to $50.000 in coverage). In addition, employees can
put )ff sayingg taxes on amounts set aside in pension 1jIans until they actually
receive the money at retirement.

Like nmst social exemptions and deductions, these tax breaks tend to provide
their biggest savings to the highest paid employees. Nevertheless. they are de-
fended itecause they encourage employers to provide needed benefits to all their
workers. Current law, however, allows employers to discriminate In favor of
stockholder employees and highly-pald executives in providing these fringe bene-
fits. The Carter tax package would condition future tax-free status on elimina-
tion of these unfair practices.
Medical and life insurance plans, an outrageous situation

The current situation for lcalth and life insurance plans is particularly scan.
dalous. Although the purpose of the tax exclusion is supposedly to help rank
and file workers, employers can In most cases limit benefits solely to high-pald
executives without .-anction.

Il a not atypical case, for example, one corporation set up a medical plan
which provided $51.000 In benefits for three officer-shareholders and their
families, hut not one penny in coverage for other employers.

A national advertisement for "The Ultimate Tax Shelter" touts the ad-
vantages of incorporating a business to take advantage of "tax free fringe
benefits." "You can set ip your health and life Insurance and other programs
for you and your family where, ;hey are tax deductible." A major advan-
tage is that none of these benefits have to be given to the regular employees
of the business.

The Carter programs would generally require that health Insurance be pro-
vided to all workers equally, and that life Insurance. if provided to some, be
made available to everyone (although the amount could be based on salary level).
Pension reforms needed, too

The existing pension laws do have some restrictions on discrimination, but there
ore serious flaws In the ways employers are allowed to combine or "Inte-grate"
their pension plans with social security. For example, some employers take ad-
vantage oif the current rules so as to provide no coverage at all to workers earn-
ing less than the social security payroll tax "wages base"-currently $17,700 and
rising to $29.700 by 1981. Taking account of social security benefits Is not neces-
sarily bad, icut to allow lower paid workers to be totally excluded from tax-free
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pe. sion plans because they are covered by social security Is grossly unfair. This
is especially true since one of the justifications for the tax break for pension
plans is that social security alone does not provide adequately for retirement.

The Administration plan does not rule out allowing for social security benefits,
but does establish fairer rules for doing so. Generally, It requires that for each

S1.' percent of salary above a certain limit (say, the payroll tax wage base) that
is piut Into a pension fund, I percent of salary below the limit must also be put in.

For example, if $7.500 is set as-ide tax-free for a $50,000 executive, about $2,200
would have to be contributed for the $20,(XK) e.nployee, and around $1,000 set
asidlo for the $10,000 worker.

S .tiked at another way, if at 1978 levels the executive gets a $20,000 annual
pen-Ion out of the just-described program, the $20,000 emnloyee-who now could
get as little as $1,2-)-must get about $5,400, and the $10,000 worker-who now
could lie totally excluded-must get about $2,700. Coupled with social security
benefits, this would give the retired executive $25,840 per year, the $20,000 em-
ployee $11.240, and the $10,000 worker $7,100.
Only fair plans should get tax breaks

The Administration proposals would encourage employers to adopt fair plans
for providing pensions and health and life insurance by denying tax breaks to
the perpetrators of discriminatory plans that only help highly paid executives.
It would affect only those plans currently designed primarily to shelter income
for the highly paid. These imlrtant improvements deserve full support.

STATE AND LOCAL BONDS

The problem: Ifigh income individuals and corporations avoid tares, while the
.itbsidy to state and local govertnments is wasteful and inefficient.

"Would you like to receive a monthly income check exempt from federal
income taxes? If your answer is 'yes,' just mail the coupon. Save time! Call
toll free day or night."-Wall Street Journal advertisement for tax-exempt
liollds.

The celebrated Mrs. Horace Dodge, heiress to the automobile fortune and
always .ivic-minded, invested her inheritance in tax-free municipal bonds.
The result : Zero tax on $1 million in interest a year!

Commercial hanks traditionally pay very little in federal income taxes. A
major reason: In 1977. $114 billion of their investments, generating billions
in Interest, were in tax-exempt municipal bonds.

Since the beginning of our income tax system, the interest received on state and
mmuuicivlal bonds has been tax exempt. Originally considered a constitutional
necessity, this tax preference Is now usually defended as an aid to state and local
governments, allowing them to borrow at lower than market interest rates. Be-
cause no federal tax is due on the interest earned by the bondholders, they are
more willing to buy bonds at lower rates.

The first problem with tills tax break is that it allows wealthy people to avoid
taxts. In fact, K3 percent k ' the invididual tax savings from the exemption go to
to the top 1 percent of all taxpayers. In addition, It is a very wasteful way to
help state and local governments. The federal government currently foregoes
semi, $0 billion in taxes because of thn' exemption, but states and cities save less
than $4.5 billion in reduced interest payments. Tm reason for this difference can
be illustrated as follows :

The current market rate for taxable bonds Is about 8 percent. A taxpayer
in the 50 percent bracket would be willing to buy a tax-free bond paying only
4 percent, since this will yield the same after-tax gain as If he or she re-
oieived , percent and paid a 50 percent tax. A person In the 70 percent tax
bracket would accept a tax-free yield of only 2.4 percent. In order to attract
a wider range of lenders, however, state and local governments have to set
tile interest rates on their bonds to appeal to taxpayers In the 30 percent
bracket and up. This leans they c(-urrently pay about 5 liercent-tax free.
For short-ermi bonds andi at times when credit is tight, the rate is even
higher. This gives a windfall to taxpayers In higher brackets-a windfall
laid for by the federal government and, ultimately the rest of us.

Administration plan: Direct federal intcrcst subsidics-the taxable bond option
The Carter Admin'stration proposes to give states and localities the option of

issuing taxable bonds with a federal subsidy to the states and localities of 40
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percent of the Interest. This would allow them to issue 8 percent bonds, but actu-
ally have to pay only 4.8 percent, with Uncle Sam subsidizing the balance-no
strings attached.

Although the federal subsidy will continue, it will be much fairer. High-bracket
taxpayers Dow getting windfalls in tax-free interest will have to pay taxes on
their income from bonds. People in lower brackets and tax-exempt foundations
and pension trusts will find municipal bonds attractive purchases for the first
time. Overall, the benefits of the subsidy will be spread more evently, rather than
being given only to high-income taxpayers.

State and local governments will also be helped because the market for their
bonds will no longer be restricted to taxpayers in high-brackets. For this reason,
states and cities are generally supporting the taxable bond option. They realize
that it will provide more benefits to them at less cost to the federal government,
and that it will improve the equity of the tax system.

The "Taxable Bond Option" is a reform that Is long overdue. It deserves full
support.

MINIMum TAX

Numerous provisions of the tax code provide ways for well-off taxpayers to
avoid paying taxes on large parts of their incomes. As one way of reducing
some of the worst abuses of these loopholes, Congress has imposed a 15 percent
"minimum tax' on the income a person otherwise succeeds in sheltering with
certain tax preferences. For example:

A businesswoman with $100,000 in capital gains is allowed to exclude
$50,000 of the gain from her Income subject to regular income taxes, but
the half which is excluded may be subject to the minimum tax.

An oilman who uses the artificial percentage depletion allowance to
write off the cost of an oll well many timei over may have to pay the 15
percent tax on the income he shelters with the excess deductions.

Income sheltered by accelerated depreciation on real estate is also
covered.

The idea behind the minimum tax is to make it impossible for people to
avoid tax entirely on substantial amounts of income. Until the loopholes them-
selves are closed, this "safety net" is the only means we have to do this. Vir-
tually 100 percent of the minimum tax now collected is paid by persons earning
over $50,000-the top 1 percent of all taxpayers.
The problem: The 15 percent rate is often too low, many loopholes are not cov-

ered, and thte's a loophole in the minimum tax itself
Unfortunately, the minimum tax does not apply to a number of kinds of shel-

tered income, including that sheltered by the major phoney write-off for oil and
gas-so-called "intangible drilling costs." Even where it does apply, the 15 per-
cent rate is often a very poor substitute for the amount the taxpayer should
actually pay-sometimes as high as 70 percent. In addition, the minimum tax
has its own built-in loophole, which allows some of the most wealthy tax avoid-
ers to reduce or eliminate Its impact. This "executive suite loophole" reduces the
amount of sheltered income subject to the minimum tax by half of any "regular"
income taxes paid on other, non-sheltered income. In other words, payment of
income taxes on a portion of your income becomes a license to shelter another

portion from both income taxes and the minimum tax. This is a principal
reason why the minimum tax has not stopped the peddling of syndicated shelter
partnerships.

For example, take an executive with a salary of $150,000 who invests in enough
tax shelters to lower his taxable income to $100,000. ,Even if all his loopholes
are in the list of items covered by the minimum tax, only about half of the
$50,000 in sheltered income will be subject to ihe 15 percent levy. The rest will
he exempt because of the deduction for half the regular taxes he paid. Perversely,
if the individual had even higher earnings, the minimum tax might be avoided
altogether,.

In 1974, individuals with incomes over $200,000--the 70 percent bracket-
used $3.7 billion in tax loopholes, but paid only $117 million In minimum tax-
a 3 percent rate. The main reason: the deduction for regular income taxes paid
(then 100 percent).
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The administration's proposal: Take out the built in loophole
The Carter plan would remove the deduction for half of taxes paid from the

minimum tax. It would retain a $10,000 exemption from the tax, so that people
with relatively small amounts of sheltered income need not worry about the
minimum tax.) This change would raise some $284 million in 1979-98 percent
of which would come from taxpayers whose incomes exceed $100,000.

A step forward that should be enacted
This change would be an important step toward making the minimum tax a

more effective tool against tax avoidance. Although it is nowhere near the same
as actually eliminating the unfair loopholes that cause the problem, this
strengthening of the minimum tax deserves full support.

CAPITAL GAINS "ALTERNATIVE TAX"

The problem: Unfair loophole for all capital gains, with a special break for the
tccalthiest taxpayers

During the campaign and through most of 1977 the President promised that
he would eliminate the preferential treatment of capital gains. Perhaps the big-
gest loophole Ir the tax code, this preference allows half the income from the
sale of "capital'assets" like stocks and bonds and real estate to go untaxed. 85
percent of the benefits of this preference goes to the 5 percent of taxpayers with
tVe highest incomes, and it is the principal reason why so many high income
individuals pay far less than their fair shale of taxes. In fact, individuals with
incomes over $200,000 on the average manage to style 40 percent of their in-
comes as "capital galns"-thereby excluding half this amount from tax.

For the wealthiest capital gain recipients there is an additional loophole.
Called the "alternative tax," this provision allows individuals whose tax brackets
exceed .50 percent to pay only 25 percent tax on up to $50,000 In capital gains.
-Without the special rule, a 70 percent taxpayer, for example, would pay a 35
percent tax on his.or her capital gains.

The alternative tax loophole co,;ts some $140 million per year, but benefits
less than one taxpayer in a thousand, and less than 2% percent of those tax-
payers lucky enough to report any capital gains. All those using this loophole
have incomes over $50,000, and 78 percent of them earn more than $100,000.
Administrative proposal: Leave the main capital gains loophole alone, but repeal

the alternative tax
Pressure from business lobbyists caused the Administration to welch on the

President's campaign pledge to eliminate the capital gains loophole, and the
absence of this reform Is a major hole In the Carter tax package. The Adminis-
tration does propose, however, to repeal the alternative tax, so that high bracket
taxpayers will at least pay tax on their capital gains at half the rate they
should.

This reform--although far more modest than what was previously promlsed-
Is an Important one and deserves to be enacted. It not only will make the tax sys-
tem fairer, but will eliminate one of the most complex provisions in the individ-
ual income tax system.

UNEMPLOYMENT BENEFITS

The problem: Tax-free unemployment benefits can be a boondoggle for well-off
recipients

Unemployment compensation benefits paid under government programs are
currently exempt from tax. For most recipients this is a plus, but not one of
great magnitude. The $12,000 a year worker who Is laid off long enough to re-
ceiver $1,200 In unemployment, for example, only saves about $250 from the
exclusion-and it he or she were taxed, benefits might have to be raised to
make up the difference.

A small but significant number of those drawing unemployment, however,
take advantage of the system, getting untaxed unemployment chet-ks although
their annual incomes are quite high. In fact, Individuals earning over $50,000
per year-the top 1 percent of all taxpayers, save an amazing $51 millionn dol-
lars a year because of the tax break for unemployment! Some examples of
how this happens are as follows:



772

Pat and Terry have established an admirable method of allocatIing re-
sponsibility for taking care of their children. Pat works from January
through June; Terry, from July through December. Being highly-skilled 00d
educated, they each earn $20,000 for their six months work. In addition,
while they are "laid-off" each picks up $6.000 in unemployment 4ov1)enba-
tion. Because this is currently tax-free, they have over $5,00 in income
taxes.

)ale likes to live well, but prefers not to work the whole year. In six
months he is able to pick tip $10,000, and in addition he has Interest and
dividend income of $15,000. On top of all this he gets $6,000 In unemployment
compensation tax-free-the equivalent to him of over $9,000 in additional
taxable earnings.

Administration proposal: Tax unemploynt bcnefita rcceivcd by high income
taxpay cre

The Administration would tax part or all of unemployment compensation in
situations where tax-free status is a particular abuse. Specifically, where total
income (including unemployment) exceeds $20,000 (or $25,000 ifmarried). 50
cents in unemployment benefits for each dollar over the limit would be subject
to tax. For example, a single person earning $17,000 plus $5,000 in unemploy-
ment would have $1,000 of the benefits taxed. A couple earning $30,000 plus
$5,000 in unemployment would be taxed on the full amount of their benefits.

The situations covered by the Administration proposal are relatively rare,
and the great majority of Americans receiving unemployment would not be
affected. High-income people abusing the unemployment system, however, have
no right to favored tax treatment, which costs average taxpayers some $200-
300 million per year. The Administration's plan deserves support.

TAX SHELTERS

The problem : While average taxpayers pay and pay, some wealthy people thumb
noses at the tax systern

Pick up any issue of the Wall Street Journal (or any other business-oriented
publication) and you will see dozens of ads promoting ways to "shelter" Income
from taxes. On the eve of Christmas eve 1977, the following were some of the
goodies offered by aggress:"-e promoters:

Ta.r Shelter-5 to 1 cattle breeding shelter available for corporation. Invest
$400,000 over next 5 years, write off over $2 million.

,400 percent Shcltcr.-August 1976 coal lease . .. For attorney or accountant
with large individual or corporate clients.

5:1 Tax hcltcr.-,,xcellent opinion letter in the agricultural area.
3 *1 Tax Shelter Available in Good Investment Opportunity in Missouri.
Stable Cash Flows--Low Risk.
This Cable Television System is immediately available to qualified buyer.
After Barbara Walters accepted her $1 million contract with ABC, it's re-

ported that the following conversation ensued when she consulted her lawyers
to find out what her tax liability would be on her new salary : "How much will
I owe," she asked. "How much do you want to pay?" replied the lawyers. "You
tell us, and we'll arrange it."

The existence of tax shelters is a scandal in the American tax system. Com-
bining Congressionally sanctioned tax preferences, innovative arrangements,
and aggressive assaults on the edges of legal behavior, these tax avoidance
schemes allow many high income persons to pay far less than their fair share
in tayes.

HOW SHELTERS WORK

The essence of a tax shelter is to generate artificial "losses," which high-
income taxpayers can use to shield their salaries and other earnings from in-
come taxes. For example, if a taxpayer invests In property for which he can take
accelerated deductions, he can use the excess deductions to offset other income
that would otherwise be taxed at high tax rates in the year earned. Using the
rapid write-offs postpones payment of the tax to a later year when the deduc-
tions are used up or the property is sold. Even just this postponement is of
great value to high-income taxpayers-it's the equivalent of the government mak-
ing a loan of the taxes owed, without requiring interest or collateral. The ad-
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vantages of this tax deferral can be substantially enhanced by making the
investment with borrowed money. By doing so, taxpayers can generate paper
losses far in excess of the amount they actually invest (such as the "5 to 1"
and "400 percent" shelter opportunists listed above). And when the day of
reckoning for paying the deferred taxes cones along, taxpayers often find that
their income has been converted into a capital gain (taxed at only half the
regular rates), or they invest in new shelters to offset their taxes again, or,
sometimes they simply cheat on reporting the later income-on the unfortunately
valid assumption that IRS wNill have trouble catching them. And for some shel-
ters, notably oil and gas, the day of reckoning never arrives. Excessive write-
offs for the artificial percentage depletion allowance are a permanent tax shelter.
A typical shelter deal works as follows:

A syndicate composed of high income lawyers and executives obtains
through a promoter the rights to a master recording of "A Treasury of
Great Disco Hits." The purchase price is artificially set at $1 million, but
he investors put up only $100,000, ostensibly "borrowing" the $900.000

balance from the record producer. Although the record (advertised on late
night TV) is predictably a flop, the investors take $1 million in tax deduc-
tians based on the inflated price--getting, at least in the short run. the
equivalent of a 40 percent tax-free return on their investment. As for the
$900,000 "loan"-as planned, they quietly never repay it.

WHY SHELTERS ARE BAD

The most obvious reason why tax shelters are bad is that they provide ways for
high-income people to avoid paying their fair share of taxes-and thereby make
the rest of us pay more. In addition, the very nature of tax shelter investments
is wasteful.

Many tax shelters-billions of dollars worth annually-are "packaged" by pro-
iinoters who get commissions for their services which sometimes approach 50%
of the investment. Even if the investments were economically sound, this means
that an extraordinary portion Is siphoned off by middlemen. But because of the
tax benefits of shelters, the investments don't have to be economically sound
to be profitable to high-bracket taxpayers. Because of tax deferral and capital
gains rates, among other things, an investment can lose money, while still pro-
siding significant economic benefits to wealth taxpayers.

1976 REFORMS INADEQUATE

The 1976 Tax Reform Ac t attempted to curtail the opportunities for tax shel-
ters by limiting write-offs to the amount an investor actually puis up or is per-
sonally liable for (except for real estate investments). Many optimists felt that
this so-called "at risk" rule, by eliminating deductions for inflated, "borrowed"
amounts, would clamp down on much of the tax shelter business. They failed to
anticipate, however, the ingenuity and aggressiveness of shelter promoters. 1977-
the year most of the new rules took effect-was a record year for she!:er offer-
ings. Promoters advertised shelters with increased zeal and high-bracket tax-
payers continue to invest in th(m, relying on real or imagined loopholes in the
'7; Act end on IRS' inability to police the activities. Descriptions of shelters
which continue to flourish appear In the attached appendix.

AdminiAtration proposal: Close some of the remaining loopholes and help IRS
enforce Ihe 1w

The Carter plan is primarily designed to reduce the opportunities for abuse of
Ihe '76 reforms. To deal with shelters in general, the following proposals are
made:

Simplify and generalize the "at risk" limitation to eliminate any "argu-
able" ways around it. The "at risk" requirement would be extended to cover
all activities (except real estate) and all individuals, partnerships, and
closely-held corporations (5 or fewer shareholders owning 54% or more of
the stock).

In an attempt to deal with syndicated shelters, "limited pa;'tnerships"-the
favored legal form for shelters because they combine Lack of personal liabil-
ity on debts for the investors with flow through of tax losses--would be
treated as corporations if they barve more than 15 members. (Those partner-
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ships investing In residential real estate would be excepted.) Treatment as
a corporation would deny to the investors the benefits of phony write-offs.

To crack down on sleazy promoters, IRS would be authorized to audit
partnerships and determine investors' tax liabilities at the partnership level.
Currently, some schemes prosper even though illegal because IRS has to deal
with each partner individually.

The deferredd annuity" loophole: Stop it "ow before it grows into the "ultimate
loophole"

The Carter proposal also deals with a budding tax avoidance scheme called
"deferred annuities." Utilizing these devices, some high bracket taxpayers are
able to avoid paying tax on their dividends, Interest, and capital gains almost
indefinitely, merely by styling their investment accounts as "annuities." Some of
the sales literature for these "tax shelter annuities" reveals how seriously they
could undermine the tax system:

How do you want your interest, with or without current taxes?
You no longer need to pay current taxes on interest and dividend income

when you utilize the benefits of a tax-deferred investment annuity.
Now you can defer income taxes on current interest and dividend income

on your savings accounts and other assets ($10,000 minimum). The annuity
policy permits the owner to direct the choice of permitted investments and
to change investments, both before and during retirement.

The Carter plan would allow individuals to set up one tax-deferred annuity for
retirement purposes and contribute up to $1,000 per year to it. The income from
any other "deferred annuities," however, would be taxed as earned.
Important reforms with one major weakness

The Carter tax shelter reforms are necessary and Important. As tax shelter
promoters become more and more desperate for new loopholes, and consequently
more and more unscrupulous, the new authority for IRS to police partnerships
will become increasingly fruitful. Perhaps the major weakness In the proposals is
the attempt to deal with tax shelter syndicates. The 15 member rule will be easily
avoided by most )romoters, but could actually Inhibit some legitimate businesses
with bona fide reasons for operating as limited partnerships. A far better method
would be to crack down on syndicated partnerships--those that must register
with the Securities and Exchange Commission or State agencies or those that
are sold by registered brokers. (In fact, Congress has already adopted such an
approach with regard to the required accounting methods for farm syndicates.)

Overall, the Carter plan for tax shelters is modest, but beneficial.

REAL ESTATE SHELTERS

The problem: The sacred tow of tax shelters
Along with oil and gas, real estate Investment is the main tax shelter which

Congress intentionally allowed to survive the 1976 Tax Reform Act. The basic
elements of this tax dodge involve construction of buildings, largely with bor-
rowed money, and writing off depreciation far in excess of the wear and tear
or loss in market value which actually occurs with the passage of time. These
phantom depreciation deductions are used by high bracket taxpayers to shelter
their salaries and other income from tax. For example:

A group of corporate executives puts up $300,000 to finance a $3 million
new luxury apartment building (the rest Is borrowed). Although the com-
pleted building generates only $10,000 in annual cash flow (a 8 percent re-
turn on the investment), the executives are happy. They are able to write
off $750,000 In the first five years of the project as "depreclation"-although
the building has actually increased in value over that period. They use these
phony deductions to shelter $750,000 of their salaries--wheh would other-
wise have been taxed at 60 percent. These tax shelter deductions are the
equivalent of a 25 percent per year tax-free return for the 50 percent bracket
businessmen--or the equivalent of a 50 percent taxable return!

The February 1978 issue-of Money Magazine reports: "Financial institutions
are Investing unprecedented amounts in real estate, as are foreign buyers. And
the Tax Reform Act of 1976 left real estate the pre-eminent tax shelter." Money
cites the following syndication example:

"One syndicate that's been outstandingly successful is SB Partners, managed
by the real estate affiliate of Smith Barney Harris Upham, a large brokerage
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house. SB Partners began operations in 1971. At the end of 1977, an investment
unit that originally cost $10,000 had an estimate vaue of $14,00--and a unit
holder had received capital gains totaling about $7,800 plus tax sheltered income
of $3,508. In addition, he had tax deductions aggregating $18,816."

Similarly, Business Week reported on August 1, 1977:
"Robert Robdie, who once ran the real estate department at Donaldson,

Lufkln & Jenrette and now has his own investment company says: 'There
has been a tremendous resurgence in the market. The individual who wants
tax advantages Is choosing real estate, and prices are going nuts.'

"In Houston, for example, Underwood Neuhaus & Co. has put together 10
syndicates in the past year and raised $50 million, mostly for apartment
construction. Says John R. Biggs Jr., manager of the syndicates: 'We're
seeing a great proliferation of mediocre product. Right now, if anything, it's
too easy to sell.'"

The favored status of real estate shelters has always been defended as Justified
because of the assistance the tax breaks allegedly provide to low and moderate
income housing. Time and time again, however, real estate shelters have been
shown to be ridiculously wasteful and inefficient in achieving their ostensible
goal.

A recent study by the Congressional Budget Office, for example, shows
that only about $80 million of the $1.5 billion annual cost to the Treasury of
real estate shelters results in actual assistance to low income housing con-
struction. The rest of the lost revenues--almost 95 percent of the total--ends
up in shopping centers, luxury high-rises, office buildings, windfalls to high-
bracket investors, and, of course, the pockets of shelter promoters. The
study also concludes that the limited amount of low-income housing which Is
assisted tends to be shoddily constructed and poorly maintained and man-
aged, because the investors are Interested only in tax write-offs rather than In
maintaining the buildings.

The elements of the shelter: Short write-off periods, with beefed-up deductions
at the beginning

There are two basic elements involved in generating accelerated write-off s for
buildings. One is to assign an artificially low "useful life" to the structure. For
example, a building which might reasonable be expected to last 60 years might be
said to have an expected life of only 20. The result is that Investors can take
60 years worth of deductions in only 20 years--thereby tripling their write-offs
over that period. The second method of beefing up deductions is to use one of
the methods of "accelerated depreciation" currently sanctioned by the tax laws.
These depreciation rules allow investors to concentrate their write-offs in the
early life of the building instead of spreading them out evenly.
The limited administration response: Only the worst will be hit

In spite of the overwhelming evidence about the lack of social utility of real
estate shelters and in spite of the fact that they are a major means of tax
avoidance for high income people, the Carter plan does not propose to wipe
out the shelter. In the 1976 Tax Reform Act, most shelters were hit by a rule
disallowing deductions for investments financed with loans unless the investor
was actually personally liable to pay the debt. This "at risk" rule, however, was
not applied to real estate, and the President does not suggest disturbing this
exception. In addition, under the Carter plan real estate would continue to be
written off much faster than it actually depreciates. What the President's pro-
gram does do is to curtail some of the worst abuses In the area, which have
given a special advantage to those willing to play fast and loose with the tax
laws.

Under the Carter plan, investors would no longer be able to make their own
subjective judgments about the useful life of a building-a system which en.
courages the aggressive to take advantage of IRS's inability to police them.
Instead, a table of useful lives for different types of structures would be estab-
lished, and all investors would be required to use it. The table lives which are
proposed are not particularly realistic-in fact, they are based on the average of
the artificially low lives claimed by taxpayers in the past, and are far below
what IRS has previously "suggested" was reasonable. Nevertheless, establish-
ment of fixed lives would curtail abuses by unscrupulous promoters and investors.

The most ironic summary of the Impact of requiring use of fixed lives recently
appeared in the Wall Street Journal, where a tax lawyer was quoted as com-
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planning that the Treasury's lives (the average of those currently claimed) are
"horrendous." "Where inflation raises property values," the lawyer moaned, "own-
ers must use the Treasury's lives to get depreciation."

The Carter plan would also cut back the use of accelerated methods of de-
preciation. Instead, investors would be limited to the "straight line" approach,
under which a building is written off in equal installments over its useful life.
For example, a $600,000 building with a useful life of 30 years would be written
off at $20,000 per year. (Under some of the current approaches, as much as
$40,000 per year could be taken in the early life of the building.) The Administra-
tion puts off the effects of this change for 3 years, however, for multi-family hous-
ing. And even after the 3-year "phase-in" is completed, low-income housing would
still be allowed 150 percent write-offs in the early years.
The shelter will remain-but there are improvements

The Carter plan will not eliminate real estate as an attractive tax shelter.
Even under the new useful lives table and straight-line depreciation, write-offs
will often more than double actual losses, and the continued exception from the
"at risk" rules will allow taxpayers to finance these deductions with borrowed
money. In fact, If the Administration's proposals to curtail other shelters are
successful, there could be a boom In the use of real estate shelters.

Nevertheless, the Carter program does offer substantial improvements over
current law, and it deserves to be enacted.

BANKS AND SAVINGS '& LOANS

The Problem: Banks and Savings & Loans Use Phoney "Bad Debt" Deductions
to Pay Less Than Their Fair Share of Taxes.

Current law allows commercial banks, savings and loans, mutual savings banks,
and other such institutions to shelter large portions of their income with artifi-
cially high deductions for "additions to bad debt reserves." The result of these
special tax preferences is higher taxes for average Americans.

The concept of "bad debt reserves"-generally the money a bank sets aside to
protect itself against the predictable percentage of loans that will go sour-is
a rather esoteric one. But the practical effects of overstating the reserves for
tax purposes can be readily understood. It means the financial Institutions pay
substantially less than they should in federal income taxes. Between 1955 and
1966, commercial banks took bad debt deductions totalling $5.7 billion. This
exceeded their actual losses by $3.6 billion-and cost the Treasury some $1.7
billion! The rules were tightened in 1969, but, even so, between 1969 and 1.975
excess deductions were over $400 million. The '69 reforms will finally phase out
the phony deductions for banks by about 1982, but If the loophole is not closed
tioc' the Treasury stands to lose over $300 million between 1979 and 1982. These
lost revenues will have to be made up by higher taxes on ordinary taxpayers.

Bank Aterica-the nation's largest bank-reported at the end of 1976
that its actual bad debt reserve was $278 million, but its cumulative federal
tax write-offs had totaled $503 million-for a tax saving of over $110 million
for this one institution.

The situation for savings and loans and other "thrift institutions" Is even
worse. Their "bad debt" deductions are typically three to six times their actual
losses! Unless changes are made, this tax break will cost the Treasury $4 billion
between 1977 and 1982.

FEDERAL TAX PROFILES OF RANDOMLY SELECTED SAVINGS & LOAN CORPORATIONS (1976)

ISource: SEC annual reports

Tai savings Cumulative
Net income Federal income from bad deb untaxed

before taxes taxes paid provisions earnings

Financial Federation ......................... $22,630,000 $5 431,000 $3, 847,000 $92,180,000
California Financial .......................... 11,491,000 2,747,000 '2, 8,000
First Charter Financial ...................... 113,358,000 24,365,000 21 5?8, 000
Imperial Corp. of America ................... 65, 824,000 4, 766.000 11:128,000 213,545,000
Financial Corp. of Santa Barbara .............. 12,302,000 3,124,000 12,337 000
Golden West Financial ....................... 30,916,000 3,249,000 14,636000

I Net of minimum tax.
s Not available.
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As the chart shows, for example, one savings and loan-First Charter Fi-

nancial Corporation of California-saved $21.5 million in 1976 alone, due to
artificial bad debt deductions over and above actual losses.

Administration Proposal: Eliminate the Artificial Deductions for Commercial
Banks and Lower the Exemption for Thrift Institutions.

Under the Administration proposal, cofinercial banks would no longer be al-
lowed to use phony bad debt deductions to shelter their income from taxes. In-
stead, they would have to base their deductions on their actual experience. Thrift
institutions-which now get a "bad debt" tax exemption of 50 percent of their
net income--would be limited to a 30 percent deduction.

The reasons for allowing phony bad debt deductions have never been clear, and
those which have been suggested have never made sense. For example, it has
been argued that allowing large allocations to bad debt reserves helps protect
banks and thrift institutions during hard times. But the tax savings from the
artificial deductions are not required to be set aside for rainy days in cash or
liquid assets-and, in fact, they aren't. It is also frequently said--at least for
savings and loans-that the role these institutions play in the home mortgage
market justifies the excess deductions. But the excessive bad debt write-offs have
virtually nothing to do with encouraging the supply of home mortgages. Other
faetors--such as interest rates and the level of deposits-are the real determin-
ing factors.

The Carter proposals will improve the fairness of the tax system and help re-
duce the tax burden on average taxpayers. They deserve support.

liGH-LivING EXECUTIVES WHOOPING IT UP ON LUXURY YACHTS ARE CHEATING
YOU OUT OF TAX MILLIONS

Hligh-living executives are enjoying luxury cruises and lavish parties abroad
huge, gleaming yachts-and cheating you, the taxpayer, out of millions by writ-
ing off their floating fun as "business expenses."
- And the Internal Revenue Service is openly abetting the swindle by allowing
the executives outrageous deductions, an Enquirer probe reveals.

"These tax write-offs for yachts are nothing more than downright fraud !"
thundered Congressman Fortney II. Stark (D.-Callf.), a member of the tax-writ-
ing House Ways and Means Committee.

('ongrcssmnan Philip Crane (R.-Ill.) agreed.
"\%e should never allow these outlandish 'business expense' deductions for

yachts.
"A yacht can be used for only one thing-pleasure !"
Added Donald Lubick, former tax legislative counsel with the Treasury Dept.:
"Deductions for this kind of thing should be disallowed. The yachts certainly

aren't essential to the executives' business.
"They ('an conduct their business in offices like the rest of us."
The deductions claimed for yachts are never peanuts.
The heads of one major industry recently bought a yacht for $400,000, used it

exclusively for pleasure-then tried to write off $273,000 of the yacht's operating
costs.

E ecutives give incredibly flimsy reasons for justifying such write-offs-and
even more incredible, the government accepts their reasons far too often. Ex-
amples of yacht deductions include:

A New Orleans corporation executive deducted the expense of taking clients on
fishing trips. His reason: on the way to the fishing grounds, he showed them one
of his products in use on an offshore drilling rig.

Executives of a California paint company wrote off 75 percent of the expenses
of a company-owned yacht by claiming they were testing marine paint on the
boat's hull.

A Miami race-track executive was able to deduct a third of his yacht expenses
by claiming he used the boat "to cultivate and retain the friendship of other
officials, truck owners and others."

It's common for entries to be made in ships' logs to help the owner justify
writing off on-board pleasure as a "business expense," revealed retired yacht
skipper Monte Gothberg of North Miami, Fla.

"Some yacht owners will go ashore and call on a business client for only 5
minute..
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"Then they put in the ship's log that they were using the boat for business !"
he said.

"I know of one outboard motor manufacturer who keeps four or five of his
motors on display on the bridge of his yacht.

"Whene.ver he docks, he phones his agent in that town and says: "How are
you? If you need any motors, I've got them.'

"Then he puts in the ship's log that he was on company business."
Gothberg said wealthy executives entertain as lavishly aboard the floating

palaces as they do at home. "One 240-foot yacht I served aboard had a private
bath with each stateroom, a galley and even a dining room."

Captain Irwin Jenkins of North Palm Beach, Fla.-who began skippering
yachts in 1936--agreed that life on the boats is incredibly plush.

"We'd stock the yacht with the best of everything." Jenkins told The Enquirer.
"We'd get whole cases of the best booze, the best cuts of beef.
"Nothing was too good for our guests."
Another yacht captain, who asked that he not he identified because he'd lose

his job, told The Enquirer he has even shipped $125-a-day call girls on board "to
amuse executive guests."

"I'd falsify the ship's log for tax purposes-I'd describe the girls as ship's
workmen," he admitted. The captain revealed some other tricks that-executives
use:

"They set up phony corporations to operate the yachts as charter boats. Then
If they want to take a cruise or throw a party, they 'lease' the yacht. The lease
fee then becomes a tax-deductible item.

"They make sure the yacht Isn't leased enough during the year for the
charter corporation to show a profit. This lets them write off operating costs on
their income tax returns.

"They get the captain to falsify the ship's log to make entertainment look
like business. For Instance, when a company boss is living it up on the yacht,
he has the skipper write in the names of many guests who weren't there.

"The 'guests' are always real people-they have to be, In case the IRS checks
up on them. But they're the bess's friends.

"He just rings them up and says: 'You were on the boat Tuesday to Thursday
this week, okay?'

"And of course, one company boss can always entertain another for a week or
so. They'll have a nice holiday with their wives-or girl friends-then say it was
a business trip that unfortunately didn't result in any business."

Rod Williams, of the yacht-managing firm of Whittemore and Williams In
Greenwich, Conn., said executives sidestep IRS audits of their yacht-chartering
firms by selling the yachts and dissolving the firms every three or four years.
"The IRS only audits these firms every 5 years," he explained.

IRS spokesman Hoby Euringer said the government is aware tax loopholes
are being used but doesn't keep close tabs.

He added: "I don't see anything illegal about It . . . but they are circum-
venting the intent of the law."

A full audit of this shocking situation has never been made. But in 1960, a
partial study by the Treasury Dept. showed 881 corporations claiming deduc-
tions for "business entertainment" on yachts.

Treasury agents discovered that a whopping 60 percent of the claims were
illegal.

In 1962. tax deductions for yachts were restricted by Congress. Yacht owners
must now use their boats for business purposes more than half the time.

But as Williams and others Involved In yachting pointed out to The Enquirer,
it's shockingly easy for business executives to disguise pleasure as legitimate
business-and thereby take you, the taxpayer, for a very expensive ride.
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SIMULATED EFFECT OF TAX PROPOSALS ON 18 REPRESENTATIVE MULTINATIONAL CORPORATIONS, 1974 LEVELS
OF INCOME

11n millions of dollars

Effect of proposed changes

Increased
Rate cut to 44 Termination Termination Investment Total

Company percent of DISC of deferral tax credit changes

A ................................... -35.2 14.5 4.4 -2.2 -18.5
S..............---------------------- -2.3 1.2 4.7 -. 8 2.8
C.....---................... -2.0 11.8 -13.7 -. 3 -4.4
0 ................................... -26.8 14.4 8.1 -2.8 -7.0
E ................................... -20.9 5.4 5.0 -2.0 -12.5
F .................................... -. 7 3.0 .............. -. 5 1.7
G ---------------------------------- -13.1 ............... 4 -. 2 -13.0
H ................................... -3.8 .............. 2.1 -. 5 -2.2
I ................................... -- 4.6 .5 -. 3 -1.2 -5.6
J .................................... -14.9 2.5 4.1 - -3.9 -12.1
K' ........................................................................................................
L .................................... -16.2 8.8 32.8 -4.7 20.6
M ................................... -5.4 .7 2.7 -1.3 -3.3
N .............................. 6.1............... 2.2 -. 6 -4.5
0 .................................. -11.3 8.7 ................ -. 1 -2.7
P .................................. -90.7 .............. 38.0 -1.9 -54.5

............. ............... -4.1 15.5 14.7 -7.1 -1.0
............ ........... ............ ........... ............ .......... ---.........

Source: Office of the Secretary of the Treasury, Office of Tax Analysis.
Note.--Oetail may not add to totals due to rounding.
lThse companies had sufficiently large losses in 1974 to offset all tax llablity under 1977 law or proposed law.

The figures in the table must be interpreted with care; they do not represent an
estimate of the actual impact of the tax proposals on these particular companies
in some future year. Rather, they are simulations of the impact of the tax pro-
posals on the 1974 tax liabilities of the companies, assuming that 1977 tax law
would otherwise prevail. In particular, this means that substantive changes in
the tax law between 1974 and 1977-the increase in the investment credit from
7 to 10 percent, and the denial of DISC benefits for base period exports (which
is estimated to have reduced original DISC benefits by 35 percent)-were taken
into account before estimating the effect of the administration's proposals.

33-050-78-----



PRIVATE ELECTRIC COMPANIES-TAXES AND EXCESS GENERATING CAPACITIES, 1976

ISource: Environmental Action Foundationi

Phantom taxes Generating capacity

S T U K L

Federal income
taxes charged Federal income Tax overcharge I Reserve margin Excess capacity I
to customers taxes paid

(dollars) (dollars) Dollars Rank Percent Megowatts Percent Rank

Alabama Power Co. (SC) --.---- .......................------------ 29,946,507 -9,578,579 49,525,086 11 33.8 1836 13.8 237
Appalachian Power Co. (AEP) ---------------------------------- 24, 516. 98 -533, 508 25,049, 706 24 42. 5 1575 22. 5 2 15
Arizona Public Service --------------- -201,238 -964, 767 763, 529 95 30. 5 645 10. 5 48
Arkansas Power & Light Co. (MSU) ----------------------------------- 1 8,156, 619 -9,625, 253 27, 781,872 20 31.8 1030 11.8 242
Atlantic City Electiic Co - . . . ..--------------------------------------- 11,495, 656 663, 505 10,832, 151 55 29.6 305 9.6 51
Baltimore Gas & Electric Co ------------------------------------------ 19,044,120 -1,469,257 20, 513, 377 27 31.5 1020 11.5 47
Boston Edison Co - . . ..------------------------------------------- 26, 155,005 0 26,155,005 21 47.4 934 27.4 10
Carolina Power & Light Co ------------------------------------ 79, 845,850 -435 79, 846, 285 7 29.3 1500 9.3 53
Central Hudson Gas & Electric Corp ------------- ------------------ 6,260, 700 3,326, 000 2, 934, 700 88 18.8 114 0 285
Central Illinois Light Co --------------------------------------------- 14,468,093 2,566,800 11,901,293 51 29.5 285 9.5 52
Central Illinois Public Service Co .. . . . . . . ..---------------------------- 18, 249, 666 4,045,400 14, 204, 266 41 23.2 383 3.2 72 '-1
Central Louisiana Electric Co ---..------------------------------------ 3, 255, 261 -958,865 4,214,126 83 52.2 470 32.2 7 00
Central Maine Power Co -----.------------------------------------- 8, 008, 757 2,063,751 5,945,006 79 16.4 179 0 285 0
Central Power & Light Co. (CSW) ..................................... 23,672, 297 6, 743, 000 16,929, 297 32 58.8 1150 38.8 5
Cincinnati Gas & Electric Co .. ----------- 1-------------------------- 10,422,415 7, 081, 074 3,341, 341 85 31.8 826 11.8 2 42
Cleveland Electric IlluminatinR Co .................................... 13, 363,986 5,735,145 7,628, 841 66 22.9 719 2.9 73
Columbus & Southern Ohio Electric Co ------------------------ 7,194,000 -937, 154 8,131,154 64 21.1 365 1.1 '28
Commonwealth Edison Co ------------------------------------------- 167, 125,831 11,291,661 156,435, 170 1 26.4 3413 6.4 264
Community Public Service Co - . .. . ..----------------------------------- 3,721,826 1, 939, 944 1,781,882 91 (1) (1) (3) (1)
Connecticut Light & Power Co. (NU) ---------------------------------- 6,298,041 185,911 6,112,130 76 65.2 1288 45.2 3
Consolidated Edison Co. of New York --------------------------------- 98, 479,897 15,299,976 83, 179,921 5 36.9 2799 10. P 28
Consumers Power Co ---------------------------------------- 54,545,087 40, 517,935 14, 027,152 42 26.7 1127 6.7 62
Dallas Power & Liltht Co. (TU) ------------------------------------- 16,362,770 5,016,391 1, 346,379 53 35.4 837 15.4 23
Dayton Power & Light Co -. . . . . ..------------------------------------- 14,554,100 7,927,800 6,626,300 73 39.8 700 19.8 225
Delmarva Power & Light Co ----------------------------------------- -87,193 -890,658 803,465 94 47.8 621 27.8 9
Detroit Edison Co ------------.---------------------------------- 42, 619, 561 3,121, 882 39, 497,676 16 29.8 1974 9.8 50
Duke Power Co ------------.-------------------------------------- 126,539,796 347,653 126,191, 143 2 45.4 3889 25.4 11
Duquesne Light Co ---------------------------------------------- 3, 589, 632 9,831,700 3,757,932 84 21.6 488 1.6 277
Florida Power & Light Co --------------- . . ..------------------------ 76, 589,129 -49,013,972 125,603,101 3 17. 5 1332 0 285
Florida Power Corp ------------------------------------------------- 43, 360, 527 -7, 513,087 50, 773, 614 10 10. 1 357 -4.9 95
Georpia Power Co. (SC) -------------.------------------------------- 80,586,404 505,000 80,081,404 6 33.8 2871 13.8 237
Gulf Power Co. (SC) ------------------------------------------------ 12.718, 737 4,185,205 8,533,532 62 33,8 360 13.8 237
Gulf States Utilities Co ---------------------------------------------- 29,503,383 13,412,952 16,090,431 35 36.0 1499 16.0 30
Harford Electric Light Co. (NU) --------------------------------------- 3,148,567 -63,926 3,212,493 87 69.4 725 49.4 1
Hawaiian Electric Co ------------------------------------------------ 11,050,367 4,674,463 6,375,904 75 36.6 324 16.6 29
Houston Lighting & Power Co ---------------------------------------- 88,578,300 39,007,881 49, 510,419 12 19.4 1591 0 2 85
Idaho Power Co ---------------------------------------------------- 17, 586,281 -934,700 18,570,981 29 12.2 228 -2.8 93
Illinois Power Co --------------------------------------------------- 30,237, 851 13,823,000 16,414,851 34 41.6 1070 21.6 22

4



Indiana & Michigan Electric Co. (AEP) -----------.------------------- -20, 808, 904 455 -20, 870, 359 100 42.5 1128 2 22.5 2 15

Indianapolis Power & Light Co --------------------------------------- 18,411,302 3,890,000 14, 521, 3C2 40 51.4 859 31.4 8

Jersey Central Power & Light Co. (GPU) ------------------------------- 28,448, 347 18, 430, 277 10,018,070 56 23. 4 547 3.4 2 69

Kansas City Power At Light Co --------------------------------------- 10, 03, 282 6,273,943 12, 758, 339 46 42.0 806 22.0 210

Kansas Gas & Electric Co -------------------------------------------- 11,919.200 6,00 11,913,200 50 21.9 306 1.9 275

Kansas Power & Light Co -------------------------------------- 9,678, 780 82,120 9,584,610 58 18.1 267 0 65
Kentucky Power Co. (AEP) ------------------------------------------- 6,711,529 2,141 6,709, 388 71 42.5 228 22.5 2 15

Kentucky Utilities Co---------------------------------------------- 10,989,908 8, 590, 834 8, 309, 074 63 26.6 437 6.0 63

Long Island LightingCo ------------------------------------------ 9,354,122 -1,654,584 11,008,700 54 42.0 1143 22.0 220

Louisiana Power Light Co. (MSU) ------.--------------------------- 18 617, 004 3, 232,163 15, 885, 441 37 31.8 1003 11.8 242
Louisville Gas & Electric Co ------------------------------------------ 21, 801,560 9,166, 259 12,635, 707 48 35.4 561 15.4 2 32
Massachusetts Electric Co. (NEES) ------------------------------------ 12,028,263 9 904,057 6, 064,200 77 41.4 873 21.4 23

Metropolitan Edison Co. (GPU) --------------------------------------- 19,198, 749 2, 157, 468 17,041,281 31 23.4 320 3.4 2 69

Minnesota Power &Light Co------------------------------------- 9, 457, 070 2, 459, 600 6,977,470 69 8.6 91 -6.4 97

Mississippi Power & Lig~ht Co. (MSU) -------------------------------- 16,183, 579 8, 621, 358 6, 505, 221 71 31.8 551 11.8 242

Mississippi Power CO. (SC) ------------------------------------------ 12,846,068 3,447,530 9,398,538 59 33.8 381 13.8 2 37
Monongahela Power Co. (APS)_._ ......... 23,638,747 14,264,022 9,372,725 60 23.8 307 3.8 67

Montana Power C- ------------------------------------------ 6,678,051 -6, 579,037 13, 555,688 44 68.5 637 48.5 2
Navada Power Co --------------------------------.----------------- 2,416,578 649,739 1,767,139 92 26.4 280 6.4 2 64

New Orleans Public Service Co. (MSU) -------------------------------- 9, 835, 332 5,516,200 4, 319,072 82 31.8 289 11.8 2 42

New York State Electric & Gas Corp ------------------------------- 6, 719,280 1, 613, 550 5,105,730 80 21.5 435 1.5 80
Niaga;a Mohawk Power Corp ----------------------------------- 13,824,000 0 13, 824,000 43 34.4 1812 14.4 36
Northern Indiana Public Service Corp ------- ----------------------- 9 819,612 3,096, 334 26,143,278 22 28.4 561 8.5 56

Northern States Power Co ------------------------------------------- 61,574,013 5, 536,758 56,037,255 9 17.0 701 0 2 85

Ohio Eoison,Co ----------------------------------------------------- 8, 834,920 -21,256, 161 29,491,081 19 26.9 1027 0.9 59

O-io Power Co. (ALP). --------------------------------------- 3 162, 724 316 119 -3,448,843 89 42.5 1740 22.5 15 -3
Oklahoma Gas & Electric Co ------------------...... ...----------. 14, 5, 658 -2, 838, 000 21, 889, 658 26 30.4 1014 10.4 49 O
Pacific GAs & Electric Co -------------------.---------------------- -9,024, 717 -23, 725, 233 14,700,516 39 15.9 1949 0 2 85
Pacifc Power & Light Co--------------------------------------- 1,868,176 -5,012,718 6,880,894 70 42.7 1221 22.7 14

Pennsylvania Electric Co. (GPU) -------------------------------------- 21,863,223 5,400, 864 16, 462, 359 38 23. 4 465 3.4 2 69

Pennsyl zii,;a Power & Light C -------------------------------------- 39,688,215 -11,203,249 46,891,464 13 43.5 1815 23.5 12
Philadelphia Elctric C --------------------------------------------- 69,031,637 -15,979, 809 85, 011, 446 4 35.5 1893 15. 5 31
Portland General electric Ca --------- --------------------------- 7,140, 508 -1,809,067 8,949,575 61 4.9 116 -10.1 99

Potomac Edison Co. (AM) -------------------- ----------------- -12,527,060 5,874,300 6,652,760 72 27.0 417 7.0 58

Potomac Electric Power () ------------------------------------------ 27, 708, 000 15, 522, 943 12,185,057 49 43. 1 1, 510 23.1 13
Public Service Co. of Colorado .. . . ..---------------------------------- 20,465,923 13,112,000 7,353,923 68 10.5 235 -4.5 94
Public Service Co. of Indiaca . . . . ..----------------------------------- 62,280,411 21,435,010 40,845,401 15 39.8 1,116 19.8 225

Public Service Co. of New Hampshire -----------.--------------------- 8, 526,947 5, 720, 056 2,006, 891 90 38. 6 430 18.6 27
Public Service Co. of Oklahoma (CSW)-----------------------------24, 322,573 11,667,000 12,655,573 47 22.4 492 2.4 74
Public Service Electric & Gas Co --------------------------------- 75, 915. 391 6,972, 556 69,942, 835 8 40.8 2,527 20.8 24
Puget Sound Power & Light Co ---------------------------------- 10,462,000 -1,214,556 11,676,556 52 28.9 716 8.9 54

Rochester Gas & Electric Corp -------------------------------- 3,102,325 -1,562,000 4, 664, 325 81 32.0 299 12.0 41

San Diego Gas & Electric Co ----------------------------------------- 7,012,503 1, 054,664 5, 957, 839 78 28. 7 492 8. 7 55
South Carolina Electric & Gas Co ------------------------------------- 21,881,017 -35,700 21,916, 717 25 42.2 841 32.2 19
Sothern California Edison Co ------------------------------- --------- 37, 973,600 25, 163, 514 12, 810,086 45 23.6 2, 625 3. 5 68
Southwestern Electric Power Co. (CSW) ------------------------ ------ 16, 859, 250 828, 200 16, 031, 050 36 20. 2 427 6.2 84
Southwestern Public Service Co ----.-------------------------------- 14, 630,542 -132,572 14, 763,114 38 21.6 417 1.6 2 77

Tampa Electric Co ----------.-------------------------------------- 23,298,233 -7,643, 009 30,941,242 17 24.6 417 4.6 66
Texas Electric Service Co. (TU) --------------------------------------- 35, 996,377 16, 279, 861 19,716,616 28 36.4 1, 196 16.4 232
Texas Power & Light Co. (TU) --------------------------------------- 43,285,979 12,486,569 30, 799, 410 18 35.4 1,595 16.4 232
Toledo Edison Co --------------------------------------------------- 12,484,653 4, 570, 841 7,913,812 65 9.3 125 -5.7 96

See footnotes at end of table.



PRIVATE ELECTRIC COMPANIES-TAXES AND EXCESS GENERATING CAPACITIES, 1976-Continued

ISource: Environmental Action Foundationi

Phantom taxes Generating capacity

S T U K L

Federal income
taxes charged Federal income Tax overcharge Reserve margin Excess capacity

1

to customers taxes paid
(dollars) (dollars) Dollars Rank Percent Megowatts Percent Rank

Tuscon Gas & Electric Co -------------------------------------------- 9,908,311 0 9,908,311 57 50.4 492 30.4 2

Union ElectricCo ----------------------------------------------- 42,902,04 18,554,000 25,318,064 21 21.6 1,036 1.0 177
-IlluminatngCo------------------------------------------ 180765 0 180,765 98 62.3 537 42.3 4

Utah Power&LightCo --------------------------------------- 18,284,581 700,000 17,584,581 30 5.0 91 -10 0 98

Virginia Electric & Power Co ----------------------------------------- 45,771,764 1,931, 723 43,840,041 14 10.5 1, 159 0 285

Washington Water Power Co ------------------------------------------ 6,418,664 5,753, 216 665,038 96 21.9 262 1.9 275

West Penn Power Co. (APS) ----------------------------------------- 24,811,271 17, 324,800 7,486,471 67 27.9 614 7.9 57

West Texas Utilities CO. (CSW) --------------------------------------- 11,171,200 7,906,000 3,203,000 86 21.2 164 1.2 81

WsconsinElectricPowerCo--------------------------------------181, 956 15, 883,800 2, 933,156 88 21.1 668 1.1 82

Wisconsin Power & Light Co ----------------------------------------- 18,767,817 18,305,236 482,581 97 26.5 295 6. 3 260

Wisconsin Public Servce Corp ----------------------- ---------------- 18,197,250 16,872,300 1,324,960 93 26.8 250 6.8 260

Totals ------------------------------------------------------- 2, 449, 445, 564 374,492,147 2,078,087,417 ------------- 30.5 (3) '10.5 -----------

I Negative number indicates insufficient generating.
2Tie.

a Not meaningful.

Noter-.-Meting company abbreviations:
APS-Allegheny Power System
AEP-American Electric Power Co.

CSW-Central and South West Corp.
GPU-Gefneral Public Utilities Corp.
MSU--Middle South Utilities
NEES- New England Electric System
NU- Northeast Utilities
SC-The Southern Co.
TU-Texas Utilities Co.
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AH, TAX SHELTERS-WHAT HORRORS ARE COMMITTED IN THY NAME

A GOOD RESOLUTION FOR THE NEW YEAR: DON'T LET YOUR URGE TO BEAT THE
TAX COLLECTOR GET THE BEST OF YOU-AS CAL-AM'S CUSTOMERS MAY HAVE

(By Paul Blustein with Ellen Melton and Sarah Hardesty)

In 1976 Congress tried to close a screaming loophole in the tax laws by limiting
the use of nonrecourse loans as a means of gaining big tax shelters with relatively
small investments. But it didn't close the loophole completely--much to the glee
of Los Angeles-based Cal-Am Qorp., which is run by a lawyer named Joseph R.
Laird. Boldly exploiting what seemed a small remaining hole in the law, Cal-Am
has resurrected nonrecourse-loan tax shelters Into big business. In 1976 alone it
reaped $39 million in cash, and its customers claimed several times that amount
in tax deductions. From where Joe Laird sits, things look very good. Except for
one thing, Complains a Cal-Am sales official: "We would have done a lot more
business this year If the Securities & Exchange Commission hadn't been on our
backs."

The SEC has characterized some of Cal-Am's shelters as a "massive, complex,
nationwide scheme t& defraud the public." The Internrl Revenue Service is not
very happy about the whole operation, either. Says Richard Fish, a West Coast
tax expert: "In my opinion these guys are selling cute schemes that will not be
sustained on audit by the IRS; the investor will lose his money and his deduc-
tions-and invite further IRS attention in the process."

What has Cal-Am been selling that is dangerous to investors and yet apparently
irresistible to them? Two things. One is master recordings for phonograph records
and tapes. The other is coal leases. When Congress cracked down on nonrecourse
loans it did not explicitly ban them for individual investors in these two areas,
plus a few others, like book manuscrips. Cal-Am's Laird is getting rich on this
tiny loophole.

A nonrecourse loan deal works like this: You buy a book manuscript for say,
$100,000, but you don't pay much of it in cash. You put down $10,000 in cash and
sign a nonrecourse note for $90,000. Using accelerated depreciation you might be
able to write off half the total investment in the first year. For a man in a 50
percent bracket, that tax writeoff would be worth $25,000. The following year he
can take another big writeoff. But he put up only $10,000. Isn't he still liable for
the $90,000 note? Not necessarily. If the book isn't panning out, he can walk
away from it. That's what nonrecouse loans are all about: The "lender" has no
recourse to the investor's other assets.

There's a little problem, to be sure. If you walk away after putting in only
$10,000 but taking $100,000 in depreciation, Internal Revenue will want to see
you. They will say that you owe them taxes on the difference between $10,000 and
$100,000. But as long as you've got the cash to pay the taxes, never mind. You've
at least had the use of the government's money for a couple of years.

And if you want to cut some corners, you can just "forget" about the loan and
hope IRS forgets, too.

A few years back, this nonrecourse loan gimmick was extremely popular in oil
and gas drilling programs, equipment leasing, movies and farming. Congress elim-
inated the gimmick by limiting the amount of the tax deduction to the amount
actually "at rlsk"-that is the amount actually paid in or covered by a normal re-
course loan.1

For some reason, Congress didn't include coal leases and master recordings in
the "at risk" limitations, but Internal Revenue is trying to close the coal and
master-recording loopholes, among others, by issuing new revenue rulings. If it
succeeds, Cal-Am investors may be badly hurt.

Who is Cal-Am? How did it get so bg with so questionable a product?
From relative obscurity in 1975, Cal-Am has become, in the words of one tax-

shelter specialist who takes no pleasure in saying so, "one of the biggest names
presently" in tax shelters nationwide. The company has perhaps the largest net-
work of independent sales contractors in the tax-shelter industry, they number
several hundred.

iExcept in real estate investments, where nonrecourse mortgage loans are accepted
practice.
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Legions of prospective salespeople have been flown into Los Angeles, met at
the airport by chauffeured limousines and treated to lavish banquets before un-
dergoing a short course in Cal-Am's shelter programs. Listen as William A. KIl-
patrick, who runs a Cal-Am-2fliliat:-d sales organization, addresses a group of
prospective salesmen. "It is not necessary to become a tax expert to sell; the
program was put together by experts. You only need know the results for'your
client. Your product is so good that a trained collie with a note in his mouth
should be able to bring back a contract if you don't confuse him.

BORN AGAIN: TAX StELTERS 1077

MOVIES, EQUIPMENT LEASING, CATTI,E. COAL AND ALL THE OTHER FAMILIAR TAX
SIIELTERS ARE STILL AROUND AND THRIVING, BUT THEY'VE CHANGED. INVESTORS
MUST NOW ASSUME NEW RISKS AND GET IN EARLY

When the Tax Reform Act of 1976 became law last October, Just about every-
one said that, except for real estate, the glory days of the tax shelters were over.
After all, shelters were one of the avowed targets of many legislators, who in-
veighed against the tax tactics of the monied class. But as the months passed
and investors got a better look at the situation, it has become clear that tax
shelters are alive and well and thriving in America. Just about all of last year's
pIpular shelter programs are being marketed again in 1977, and shelter sales
are expected to boom. Vice President Lawrence Winston of E. F. Hutton & Co.,
Wall Street's top tax-shelter marketers, predicts that sales will increase 25
percent over last year. At Bache Halsey Stuart, tax-shelter sales manager
Stelthen Blank says that sales of oil and gas programs so far this year are"unbelievable."

To be sure, the Tax Reform Act forced the people who package shelter pro-
grams and those who invest in them to modify their techniques, sometimes
sharply. In general, the legislation introduced a bigger element of risk into the
shelter business and cut the size of the first-year write-offs that investors may
claim. The Act hit hardest at the tax benefits investors once got by using non-
recourse loans-that is, mortgages backed only by property for collateral and for
which the borrwer assumed no other financial responsibility. By using a small
amount of cash and a large nonrecourse loan, an investor could buy a share in a
movie, farm, oil property or similar shelter and then claim a first-year tax
deduction many times his cash outlay. Now. nonrecourse loans are outlawed
for most taxshelter partnerships, although individuals still enjoy a few small
loopholes.

The tax reformers also chopped away at the deductions an investor may take
for the prepayment of certain expenses-for example, feed bills under cattle
shelter programs. royalties for coal mines and interest for real-estate construc-
tion. 'Moreover, it whittled write-offs for some items that were expensed by
requiring that they be capitalized--on movie production and organization costs,
for example. Intangible drilling costs on producing oil wells are now tax-
preference items unless they are capitalized. The Act also cut potential returns
from shelters. It did this by increasing the minimum tax to 15% and by labeling
as ordinary income, instead of capital gains, profits from the sale of oil or gas
properties or of other real estate that had enjoyed rapid depreciation.

NEW ECONOMICS

The developers of tax-shelter programs have adjusted to these new require-
inents, or are in the process of doing so, and thus investors still find them at-
tractive. Another big reason for their continued popularity is the improved eco-
nomic outlook in many of the traditional shelter areas, which increases the
chance that the investment will produce a sizable profit as well as protect income.
Oil and gas programs, in particular, are benefiting from high oil prices. Although
the odds against finding new oil or gas deposits are still twenty-to-one, petroleum
prices have risen much more than the cost of finding new reserves or developing
existing pools, thus increasing the profit potential; natural-gas shelter programs
are also enhanced by the prospect of some degree of deregulation.

New apartment house syndications are more promising because rental levels
are up and vacancy rates are down. Promoters of eqiuipment-leasing programs
also have impressive results to tout. IBM 370 computers, for example, have re-
tained a high resale value and have a longer rental life than industry experts
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had predicted. Owners of 727 and DC-9 jets have reaped huge returns, since
these planes have remained in airline fleets much longer than expected and still
enjoy impressive resale prices. A used 727 today goes for $4 million, more than
the original $3,4 million price when the craft were introduced ten years ago,
thus, all investor comes away with a nice capital gain as well as years of depre-
elation write-offs and rental Income. Similarly. railroad freight-car leasing pro-
grams have unbroken rental records.

Shelter sales are also being helped because investors are today more confident
of getting a fair deal-at least that's what shelter sellers claim. Many-sales-
men say most-of the crooks, crazies and incompetents have been driven out of
the shelter-packaging field by the recession and by the Securities and Exchange
Commission. Wall Street brokers are spending more time and innney investigat-
Ing the deals they sell. In addition, niany of the fat commissions, management
fees and other charges that skimmed off profits before investors could get them
have been eliminated by stricter rules mandated by the government and by self-
regulatory bodies.

Finally, notes Laventhol & llorwath, a large national accemnting firm, shel-
ter programs continue to thrive for the simple reason that individals who have
large incomes subject to high taxes contime to search for ways to protect that
money from the revenue agents.

EARLY BIRDS ONLY
Investors will have to put up their money early this year to get the biggest

write-offs. In real estate, for example, the law no longer allows an individual to
deduct a full year's costs and other expenses if he buys into a program late in
the year-which used to he a common practice. Instead, deductions for depreei-
ation and expenses must b* pro-rated over the year. An alpirtiment buildiii
partnership that closes out its sale of interest and starts operating on June 30
will get six months' deductions, if it closes on October :1, it gets two months.

As they tailor their offerings to the new law. real-estate shelters are closing
deals mozjrhly, assuming they've raised enough money. 4)ne syndication that
closed the first stage of its program Janunmry 31 projects that Investors will lie
able to take a deduction this year equal to 52 percent of their stake. The next
stage, which closed February 28, projects a N4) per-ent write-off. Sul)Se411nt
stages will yield steadily diminishing writeoffs. Another real-estate shelter. a
)artnership in a garden-apartinent complex, is structured s-omewhat differently.

It calls for investors to put up $70,(M) in three stanges-$11.4)0 on April 1.
another $40,000 on )ecember 1 and the remaining $20.0(Y) on June 30. 1978. The
packagers anticipate that an investor could write off $00,497 for the $50,000 lie
pmuts up this year.

Oil- and gas-drilling programs also have a smecinl Incentive to get drilling
early. The new law provides that tire intangible drilling costs for producing wells
and for wells that haven't been completed by April 15. 197,% mnmst lie treated dif-
ferently than write-offs for wells that are definitely non-producers. And the
law mandates 'that all wells are wet until proven dry." says vice president
Mary Jane Farmer of Resources Programs, Inc.. an oil-program analysis group.
The provision is critical. The cost of a dry hole can be expenses in one year.
There is an option with unproven wells. They may le capitalized. They may also
be expended, but then any deduction that exceeds what would have been allowed
if the well were capitalized becomes a tax-preference item subject to the 15 per-
cent minimum tax. Since write-offs for most oil and gas programs come from im-
tangible drilling costs, the new law means that drillers who are slow in getting
wells dug will have few deductionA to shelter the 1977 Income of their investors.

The change probably won't make much difference to the typical buyer of a
$10.000 unit in a public partnership: he'll probably lose only about $100 In
deductions. Hardest hit by the change will be the high-bracket Investor who
puts $100.000 or more into dievelopmental prograns-rlling for oil near estah-lished wells, a practice that's successful about 80 percent of the time. If he hasaverage luck, lie could see his deductions decline twenty percentage points.

NO It9K, NO SiIEI.TFR

In qMuipment-leaslng programs, the major change involves the assumption (,f
risk by the person who invests in a tax shelter. Untll now. most banks granted
nonrecourse loans to Investors to help pay for tire euiipment that was leased
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out, All the investor had at stake if his program collapsed was the cash he put
up; he simply walked away from the loan and allowed the bank ot repossess the
equipment. But the law now says that the investor cannot deduct depreciation
for the amount of the borrowed money unless he also assumes the riak of re-
payment. According to President Mark Hungerford of Professional Lease Man-
agement, a packager of railcar-equipment leasing programs, the change has not
slowed down business at all because railcar buyers willingly sign notes. San
Francisco-based PLM expects to double Its equipment purchases this year, to
more than $12 million, as a result of signing up a new program with a major
Wall Street investment banking house.

A number of Wall Street brokerage houses are planning to assemble leasing
partnerships in railcars. airplanes and computers. Some of these will provide
smaller write-offs than such programs used to offer simply because the packagers
will cut the risk by reducing the amount of money borrowed.

In cattle-feeding deals, the investor who wants a substantial write-off must
also personally sign for the amount of money he borrows to pay for the steers
and feed. Western Trio Cattle Co., the leading public partnership In cattle feed-
ing, offers a new program this year that will give investors a 130 percent write-
off. To get it, the investor must sign a note for an amount equal to 30 percent
of his own cash outlay, and he must buy into the program before August 1. (He
can get a 150 percent write-off by investing by June 1.) His risk of having to
come up with cash to pay off the note is minimal, since the bank has the first
call on revenues from the sale of the fattened steers.

An individual investor who goes into cattle feeding on a one-on-one basis
rather than a partnership has more flexibility. He can arrange with a feedlot
operator to manage his cattle for him for a fee. By doing so, he might be allowed
to deduct expenses for prepayment of feed costs, even though the law struck out
such a practice for investors. The potential loophole is that the individual might
be considered a farmer, with no control over the buying practices of the feedlot,
and not just an investor seeking a tax-avoidance device. For a fee, many tax
accountants, attorneys, banks and brokers will locate feedlots that will deal
with individual investors.

Tax-shelter advisers are also confident that coal deals will be packaged this
year, although they aren't sure exactly what form they will take. They're
optimistic because of the favorable economic outlook for the fuel. Aside from the
tax write-offs, the best thing about coal deals is the highly predictable cash
flow. In a typical arrangement under the old tax laws, an investor group con-
tracted with a small mine operator to bay his output at fixed price. They paid
the operator five years' royalties in advance, using a small amount of their
own cash and the proceeds of a loan backed by the coal reserves. The operator
not only managed the mine, but he also found customers and contracted to
supply them at a fixed price well above the cost to the investor group. During
the first year. the prepaid royalties allowed investors to deduct from income
two-and-a-half times their cash stake, and the arrangement typically provided
a reliable 15 percent return.

Now that the five-yer prepayment of royalties has been struck down, coal
shelter packages are likely to include some leasing of coal-mining equipment,
some exploration for new coal-reserves to produce write-offs and some mining
of existing coal on a royalty basis to produce cash flow, E. F. Hutton's Winston
believes. The first-year deduction will drop sharply and the probable annual re-
turn would be 10 percent or so.

The big risk in coal investment is that the engineering estimates of coal re-
serves may be overly optimistic. Shelter experts advise any coal investor to em-
ploy an independent geologist to check on the coal operators' estimate-and
even this independent estimate is no guarantee of Accuracy. Furthermore, coal
investments may be endangered by strikes, floods and mining accidents.

Movie tax shelters must also be dramatically restructured because of the new
rules on nonrecourse loans and the expending of production costs. A few large
Wall Street houses are now considering the sale of a new tax-deferral scheme
based on a movie distribution, not production. According to a prospectus filed
with the SEC by Integrated Resources, Inc., an Amex-listed marketer of real-
estate syndications, partners In the plan will joint venture with an established
distributor and share the films' revenues from movie theaters, television and
airlines. The Investors will pay for the manufacture of the movie prints and
for promotion and advertising. A moderately successful movie can use 300 prints
worldwide, with the average 35 mm print costing between $00 and $900.
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OULULOID SAVINGS

The syndication will probably require a minimum investment of $5,000 and
anticipates a first year write-off of roughly 85 percent of the investment. The
tax write-off comes from a number of sources: the investment tax credit for the
prints, depreciation and advertising expenses. The partnerships will produce
tax deferrals for three years or more by reinvesting the proceeds in the early
years.

Distributing movies is less risky than producing them, but there is still plenty
to worry about. Rental income depends on audience appeal, and prints and ad-
vertising expenses can multiply without any guarantee that the picture won't
bomb at the box office. An investor's profits depend on collecting his share of
rental revenues after expenses, and that is dc-cidedly chancy because distributors
and movie-house exhibitors often practice business with artistic license. For
one thing, every link in the theatrical distribution chain is slow-paying. Then,
too, a distributor may contract to handle a film and then lose interest In the-
project and neglect it, despite the contract. The partners have no practical re-
course. One advantage the distributor-investor generally has is first call on
rental revenues until the cost of prints and advertising are recovered.

Records are another tax shelter for investors who like movie deals. A number
of record partnerships were syndicated privately, last year, but partnerships
as shelter mechanisms are no longer stable. But the methods used are feasible
for individual investors, who would then satisfy the provisions of the new
tax law. In a record deal, the investor buys a master recording, with a 10
percent cash down payment and the balance in a nonrecourse note that allows
the record distributor or producer to repossess the master for nonpayment. Since
the investor is depreciating the full value of the master, including his huge
note, he could easily write off more than his first year's cash outlay. Further-
more, he also can deduct other expenses and take the investment tax credit.

Most record deals offered last year were for recordings of new pop artists
and not top names. And except for Warner Communications and Columbia
Records, practically every well-known record company making contemporary
music was involved in record shelters. For example, one Investor bought him-
self an interest in the yet-to-be-released record of a brand-new rock group, the
Brass Ball Band, whose output will be distributed under the Motown label,
one of the top-selling companies. The investor put up $40,000 and borrowed
$125,000 for three master album recordings. The investor who claims shares in
a number of oil and gas partnerships, an orange grove and a cable television
station, said he went into records because "I wanted to diversify."

He is venturing into a very dicey business. According to Billboard magazine,
the record industry trade journal, 3,500 records--singles and albums--were
released in 1976. Of these, 204 were gold reords--thatis, a single record selling
1 million copies or an album selling 500,000 copies. So the chance of making a
killing was roughly seventeen-to-one. According to Roger Smith of Warner
Communications, most records would have to sell 100,000 copies to break even.
He estimates that last year 600 records sold between 150,000 and 200,000 copies,
and probably were profitable. The Cambridge Research Institute studied record
industry profitability in 1972 and found that 77 percent of all popular records
and 95 percent of all classical releases that year failed to turn a profit.

Nor is this surprising considering the large number of people who share in
the revenues. The record company receives $3.50 for an album that lists for
$6.98 at retail. With its $3.50, it must pay 70 cents to the artist, 20 cents to the
songwriters (2 cents for each cut, and there are usually ten cuts to an album),
40 cents for production costs, 15 cents for the jacket, 50 cents for distribution
and promotion, 30 cents for advertising and a tour support of the artist and 10
cents for a contribution to the American Federation of Musicians fund. This
leaves a gross profit of $1.15.

Profitability may also be slashed by returns, which run about 20 percent of
shipments. These usually are sold at reduced prices over a period of years in
the so-called "schlock market," perhaps bringing the producer 60 cents a record._

Obviously, the unknown tax consequences and economic hazards of putting
money into any of the new or restructured tax deals are large. The proposed new
record deals, for example, are being carefully scrutinized by the Internal Reve-
nue Service. As tax-shelter adviser David Gracer said aboult movie deals years
ago: "Investors shotlud consider themselves pioneers--and, like all other pio-
neers, not be surprised if they are attacked by Indians." Still, new tax shelters
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will continue to take shape as long as taxpayers with large resources will buy
them. And it appears as if the tax shelter business is Imaginative enough to
survive.

GIMME SIIELTR

'IITE TAX I:EFORM ACWr KILLEFn THE TAX-SIHELTER GAME, RIGHT? WRONG . TIlE BUSINESS
IS YEASTIER THAN EVER, AND JUST ABOUT AS TRI(1,Y

(By Harold Seneker)

All uninformed visitor to John Loughlin's office might think lie had wandered
into the chairman's office by mistake. Ills space at Merrill Lynch, Pierce, Fenner
& Sinith is large. The view is panoramic. The carpet is thick. The freestanding
desk is dark, polished wood, elegantly paneled, its surface uncluttered by even
a single sheet of paper. Loughlin's manner is cultivated, smooth and relaxed,
and lie is very persuasive. "Merrill Lynch studied this business for years and
years before getting into It In 1972," he tells a visitor. "And now we proceed
very carefully, and cautiously."

Tax shelter is Loughlin's game, and the intimation of established wealth and
caution he and his office exude have a purpose: The unwary affluent have been
taken for many millions of dollars, often legally, in this business. Loughlin's de-
meanor says: There's none of that here.

Tax shelters are booming again. in good part because Inflation, prosperity and
cur progressive tax laws keep pushing more and more people Into brackets where
paying really hurts. Given Merrill Lynch's fine reputation, it tippealed to cus-
toiners wio wouldn't trust an ordinary tax-shelter deal. "In 1975 we attracted
$.53 million in (tax shelter) equity investments," Loughlin says. leaning back
in hIu-chatr. "Last year. $77 million; this year we expect to do over $100Inillion."

Merril Lynch is by no means alone. Today nearly every retail brokerage house
in the country has discovered the potential of tax shelters as a new source of
b us-iness.

Sales commissions run from 6 percent to 8.5 percent of the money invested, the
lvnd of return that energized all those mutual fund salesmen back in the sixties
vnd fifties.

Last year tax shelters attracted at least $2.4 billion. About $1.2 billion of
that wa, In public placeneuts registered with the Securities & Exchange Coin-
inission or with state agencies. The other half (or more) is in private place-
nlents, which are limited to 35 or fewer investors and which do not have to
register with the SEC. Private placements are the province of not only the
brokers. but a whole army of lawyers, accountants and promoters-some sharp,
some of them just sharks.

This year's take In tax shelters-public and private--could be higher still.
The industry's rule of thumb is that anyone who has part of his income in the
federal 50O percent bracket is a prospect. PublisP d Internal Revenue Service
data for 1973 (the latest figures) showed 568,849 taxpayers at. the 50 percent
level or higher that year. That's a lot of potential business. Since then, many
more thousands of rock singers. TV personalities, doctors, airline pilots, lawyers
And assorted executives have joined the top brackets.

Last year's reforms reduced hut by no means eliminated their opportunities
for shelter. Many of the more absurd deals (deduct three times your Investment
the first year. and the like) have been squelched, but worthwhile shelters remain
(and mniy new ftbsurdities are. naturally, being hatched). "Nearly all of our
ohume is in real estate tax shelters, and in oil-gas-drilling ventures," says

Loughlin.
Real es tate was relatively lightly touched by the Reform Act, and government-
lbsidized housing for the poor and elderly hardly at all. And the potential,

If always unpredictable, returns on drilling ventures are now such that allow-
nablp writeoffs makp them a cood businessman's risk.

low can you tell a fair drilling deal from a bad deal?
Victor Alhadeff. the 31-year-old founder and chairman of ENI Corp.. perhaps

the country's lending factor In financing Independent oil and gas drillers, has
-some rules of thumb. It is rational, he figures, for a conservative Investor (devel-
-o lpmental drilling, as opposed to wildcatting) to shoot for: cash flow beginning in
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12-plus n anths; his original investment back in four years or so (not counting
tax Iieefits) ; and a cash return of 2 to 1 on his investment over the normal
ten-year economic life of the producing wells. None of this Is guaranteed, mind
yoii-ea, h well is a gamnble--but It is a reasonable goal. (As for exploratory drill-
ing. Alhadeff makes it clear that's strictly a crap shoot.)

Then comes the tax benefit: deductions in the first year equal to 70 percent to
80 licruet of the cash Investment, with the rest of it written off In the second
(,ind perhaps third) year. There is also partial shelter for the income from the

we-l.ls, provided by the depletion allowance.
Switching to real estate deals, the brokers' offers generally fall into two cate-

* gores. me is pooled investments in existing commerical and apartment build-
iig,4. "l'hee are basically c(,nventional real estate investments, normally favored
untler tax law, cut up into conveniently sized units of a few thousand dollars
each. rhty shelter little o' none of the investor's other Income, but do provide
a tax-free cash flow and/or prospective capital gains.

The other is subsidized housing. "There's been a pickup In the last four or five
months," Loughlin says, and produces a sheet of paper outlining one such deal.
In it, a theoretical investor puts in $60,000 in five annual itistallments. In each
of those years, his tax deductions run from 1.5 to 1.9 times the year's installment.
)eductions continue, in amounts declining steadily toward zero, for a full 20

years. Total deductions over two decades: $178,900. "But there are risks," he
concedes. "You cannot sell for 15 to 20 years. If the buildings deteriorate and have
to be abandoned In that time, the tax law's recapture provisions kick in, and
30on get presented with a big tax bill for some or all of those early deductions.
Moreover. the cash return is limited by the government to 6 percent, but rarely,
if ever, gets that high ; we project 1.5 percent to 3 percent." In othex words, the
rea layoff is in the tax offsets, not in the deal itself.

Ali yes! There are plenty of drawbacks to tax shelters! Stephen Blank, 31, of
P.ache, Halsey Stuart has the same job as Loughlin's: running his firm's tax-
shelter operation. Where I.oughlin mostly sounds a "conservatism" theme, Blank
is more direct about discussing risk.

'Too many people see cnly the tax loss and not the dangers," lie say's between
phone calls. "Whon we first started, we found we had trouble reminding sales-
mel enough times that shelters pass the risks through to the investors along
wilh the benefits."

The brutal fact Is that people have been burned In the past in tax shelters-
and will be again. The very best ones are often kept by insiders and are rarely
available to the general public. On top of this, limited partnerships--the structure
given nearly all tax shelters-are wide open to potential abuse, and often rife
with build-in conflicts of interest. The limited partners-that is, the public--do
not run the business. The general partner. who has the unlimited liability and
presumably the expertise. does that his way. And he may well have little of
his own funds invested i, the venture.

Knowledgeable people, like ex-commissloner of the IRS Sheldon Cohen, have
come to develop very jaundiced views. "When you say 'tax shelter,' your average
doctor or lawyer doesn't really look at the deal," claims Cohen. "He just wants
to know what the tax saving Is. If It's big, he says, 'Where do I line up?' That's
why I expect an awful lot of crap to be offered again this year-just like every
year."

Tucked am.way In the relative fastness of Johnstown, Pa., William 0. Brennan,
" 34. studies the offerings with a hard eye. He publishes a wideranging, knowledge-

able newsletter devoted to analyzing tax law and tax shelters of every descrip-
tion. Inundated by prospectuses and offering memoranda, Brennan has some rules
for judging tax shelters.

The first (and sometimes the last) Is simply an X ray of the promoter's
reputation. If you have connections with a major accounting firm, it can often
provide references for you with a single telephone call to its local office.

"Also, see what company the promoter keeps," says Brennan. "Who does his
accounting? If reputable brokers offer the deal, that is a good sign because they
have todo some checking on their own.

"Then you look at the promoter's track record in other deals. He must disclose
it in public offerings; If he's making a private offering, find out anyway.

"You also want to know the general partner's net worth, so you can compare
Its financial strength with all the commitments and contingent liabilities it
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faces. If you discover a shell corporation A hen you look, or can't determine net
worth, watch out.

"Sales commissions shouldn't have to be much over 8 or 8.5 percent (very
rarely 10 percent). If they're hidden, or if someone tells yL, there is no com-
mission, run. There has to be a commission somewhere--you're almost never deal-
ing with the principal. If they're hiding that, they're hiding other things."

Then Brennan goes over a few of the legal ripoffs.
"Make sure you can't be hit for involuntary assessments-finding additional

funds at need should be the general partner's responsibility. And look at the
fees. Especially the fees and expenses he bills at the front end, before any fixed
investments are made. The front-end load shouldn't exceed 20 percent, including
sales commissions--or about 10 percent in equipment-leasing deals, which are very
cheap to set up.

THE ART WORLD TURNs TO ORIGINAL PRINTS AS TAX SHELTERS

(By Grace Glueck)

The flower etching by the well-known artist Lowell Nesbitt was beautiful, the
affluent investor thought. And the plate from which it had been made, plus the
rights to everything produced from the plate; was for sale for $234,000, with only
$44,000 cash on the line.

The investor was told he could profit from the sale of prints, posters and other
items made from the plate. But even more attractive was the income tax write-
off. Because the plate was a "depreciable property" with a "useful life" of
seven years or more, he'd get an investment tax credit for the first year of his
ownership, and could deduct for the plate's depreciation over a long period. The
write-off in the first two years alone would be $64,400. He plunked down the
initial payment and signed a 10-year note for the rest And so he was in the
business of producing artists' prints.

The transaction is typical of a trendy but controversial new development in
the art world-the use of original print editions as tax shelters. With changes
in the 1976 tax law discouraging shelters in such fields as motion pictures, agri-
culture, oil wells and equipment leasing, a number-200 to 800 as a "guessti-
mate"-have already turned to the lucrative field of art.

Another concern of those who d!slike the shelter plans is that the market may
be flooded-with prints. Sylvan Cole, Jr., a member of the dealers' association and
head of Associated American Artists, one of the country's largest print galleries,
says that the tax shelters will "create huge print editions, sold at inflated prices."
"They may glut the market and drive prices down drastically," he added.

Though some artist; spurn the shelter proposals that would involve them in the
market because of the plans' blatant commerciality, others have turned to a
different kind of shelter arrangement that will, they hope, end up plactig their
work in museums. As detailed by at least one entrepreneur, the plan involves the
commissioning of top drawer artists with established market prices to do print
editions.

The prints are sold, at "wholesale" prices, to taxpayers who hold them for
several years, then donate them to museums at an "appreciated" value.

Two TAX SHELTERS NEW FAVORITtE or EwTHusiASTS

JOHNSTOWN, PA., June 11 (UP)-Tax shelter enthusiasts have come up
with two new schemes-involving timber cultivation and horse breeding, accord-
ing to Williani G. Brennan, Inc., the Johnstown tax shelter expert.

Brennan said he had few details on the timber tax shelter schemes except
that they appeared to parallel the coal mining tax shelters punctured by the
Internal Revenue Service last year. He said none of the plans actually appeared
to have been brought to market as yet.

The coal mining tax shelters foundered when the Internal Revenue Service
outlawed non-recourse loan financing and allowed tax deductions only for sums
that were invested "at risk."
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Brennan said the horse breeding tax shelter plans involved investments in
breeding both race horses and show horses. He said some of the schemes were
proposing tax writeoffs of 248 percent of the investment in the first year, which
would provide a very substantial tax shelter for other income.

But Brennan said these claims should be viewed with great skepticism. Con-
sidering the way the plans are structured, he said, the investor is liable to find
himself still owing 95 percent of the debt at the end of five years. By that time,
he said, the chances of the horses still being worth the face amount of the invest-
ment are problematic.

Mr. BRANDON. Finally, let me just make a quick observation on tax
expenditures. There was a great deal of discussion earlier on tax ex-
penditures. While the talk here is that somehow the tax expenditure
approach begins with the assumption that the Government owns all
o your money, this is not the case. The term "tax expenditures" refers
to benefits granted to favored individuals and businesses in the form of
reductions in the taxes they would otherwise owe.

We would rather see-and we have supported-broad reductions
across-the-board.

Those who argue that tax expenditure analysis begins with the
premise that all income belongs to the Government must logically con-
clude that wages are somehow more the Government's money than in-
come from oi [or exporting or capital investment F.nd the like. I find
that inconsistent.

I think if you are talking about the Government taking too much
of people's money, taxes should be reduced, and we would recommend
that taxes be reduced. We think they should be reduced across-the-
board rather than trying to target specific interest areas for special-
ized treatment.

Senator BEwTSmN. Thank you very much.
Senator Packwood
Senator PACKWOOD. Mr. Brandon, your statement reiterates anti-

rich statements but they are made just on the bald basis, if the rich
get a break, it is bad. There is no trade-off. It is just that per se.

You do not have to comment on that. Every pagehas that.
Let's go to the Hansen-Steiger bill to begin with. If, for no other

reason-and there are many others-why not pass it simply because it
would result in an increase in revenue to the Treasury?

Mr. BPAm)o. I am not interested in simply increasing revenue to
the Treasury. I would like to see that the goods and services supported
by the Federal Government are paid for in a fair and equitable manner,
and I do not believe-

Senator PACKWOOD. Can we not pay for more of them if we pass a
bill?

Mr. BPRAinoN. Again regardless of what level of expenditures you
want to talk about, I think that they have to be borne fairly by all
American taxpayers. I think the Steiger-Hansen proposal strikes at
the very heart of that concept by taking very wealthy individuals en-
tirely off the tax rolls in some instances. I mentioned in my testimony

-that I do not see how Members of Congress could vote for giving 3,000
people whose annual incomes are over $1 million a year reductions of
$214,000 apiece.

Senator PACKWOOD. You think it is better that they remain on the
tax roll. I even quarrel with your conclusions on this.
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Do you think it is better that they be on the payroll and we have a
reduction in Government revenue, than to take then off of the tax
rolls andl have an increase in Government revenue?

Mr. BR.AO.N. At some point, we can reduce. everybody's taxes and,
I think, stimulate the economy in a much more efficient manner.

I see nothing in the Steiger-Ilansen l)roposal that goes to stimu-
lating the economy in a way that is better than five or six other kinds
of prol)osals-for'instance, cuts in the corporate rate, the investment
tax credit, general tax reductions for individuals, et cetera.

I think that repealing the minimum tax on capital gains is one of
the least efficient ways of stimulating the economy.

Senator PACKWOOD. I want to come back to myiv question. I am not
talking about stimulating the economy. It may or- may not; I think it
will.

But with the assumption of the Treasury. who admits that their
assumptions are static and assume no change in behavior, everybody,
including Professor Eisner, says yes, we will realize more money, at
least, if we pass the Ilansen-Steiger bill. lie says that, even though he
does not like the Hlansen-Steiger bill.

I sense, though, that what you are saying is you would rather not
have it. You would rather have us reduce Government revenue than to
have some of the rich escape taxation.

Mr. BRAND.ON. Again, I would rather have whatever level of revenue
there is to be borne fairly by all taxpayers. I think that is the basic
notion of our tax system.

Senator PACKWOOD. Let me ask you about Art Pine's story in the
Post-the rich in the United States are paying 94 percent of the in-
come taxes. Households earning over $10,00), 48 percent of the house-
holds, they receive 81 percent of the income and they pay 94 percent of
the taxes.

The Tax Foundation found that those in the 50-percent bracket paid
89 percent of the tax.

All of the tax reductions and tax reform hills since 1969 have re-
duced the rate on the lower half and increased it on the upper half so
the upper half is paying more taxes.

How far do we go ? How much should the upper half pay?
Mr. BRANDON. Let me say I do not think that is correct, that all of

the tax bills have reduced taxes on the lower half and raised them on
the upp,r half.

Let me also say that all that story really reflects is that we have a
progressive income tax system. It leaves oAf the 20 percentt of the fain-
ilies in the country who are below the poverty line from whom we do
do not expect to get income taxes, and as I say. it is simply a statement
that income taxes are borne in a progressive manned. Tle top half of
all taxpayers do pay 90-some percent of the income taxes, but they also
have over 85 percent of the income. Individuals in bottom 48 percent,
who pays 6 percent of the income taxes, have average incomes of less
than $4,500 apiece.

We would recommend, as we did in the House, larger tax reductions
for individuals making less than $50,000 per year. Those account for
98 percent of all taxpayers. I do not think that'is patting a greater and
greater burden on the upper 50 percent. ,

Senator PACKWOOD. I am looking again. Those who make under
$10,000., including people who make nothing, pay 6 percent of the in-
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come taxes in the country. It is obvious that at least, if these statistics
are right in the last 7 years., we have moved toward more progressivity
in the income tax in one form or another, either by eliminating people
at the bottom or increasing the rates at the top, because the top are now
paying more and more.

All I am saving is, how far do you want to go? Where is fair?
Mr. BRANDOx. I agree with you that the progressivity has increased

somewhat, particularly on the $2(0000 and over class, as a result of
the 1976 Tax Reform Act. When you look at the effective tax rates,
they paid about 341/2 percent before that act, 37 percent now. I do
not think that is grossly unfair, to ask those individuals to pay 37
percent.

Let. me focus particularly on the capital gains situation, which you
mentioned. We are not talking about tax rates of even 37 percent when
we talk about capital gains effective tax rates. For a $200,000 indi-
vidual with all his or her income in capital gains, we are talking about
a tax rate of about 19 percent.

And the proposal by Senator Hansen and Representative Steiger
would reduce the effective tax rate on this individual to about 12 per-
cent. I would ask, How far do we go in the other direction of reducing
the rates on the very high-income people?

Again, it is a matter of choice, obviously. We disagree, and I believe
the majority of the American people--certainly those 98 percent who
would get a reduction under what we are talking about-woud agree
with my position.

Senator PACKWOOD. Thank you, Mr. Chairman.
Senator BENTSEN. Thank you, Senator.
Senator Roth?
Senator ROTI. If I understand your testimony, you do favor some

sort of substatial individual tax cut. The President, in some state-
ments, said that we ought to reduce the personal income tax roughly to
50 percent on the high side, 10 on the low. The Roth-Kemp goes a
little further on the low side-we would go as low as 8 percent.

I would also point out, in the Roth-Kemp legislation, we actually in-
creased progressivity, as pointed out by the Library of Congress study
on the low end. It goes as high as 80 percent because of some of the
peculiarities of the tax laws. At the 15 percent tax bracket, the cut is
roughly 40 percent.

Would you support that kind of tax cut, the goal of reaching 50
percent oil the high side. 8 to 10 percent on the low side.

Mr. BANDO.N. I would. I would probably go further if we are talk-
ing about. actual tax rates, and not simply nominal tax rates. I think
there is the real problem.

You can have a tax schedule that goes up to 50 )ercent, but some of
those individuals in the 50 percent bracket would be paying nothing,
If we extended the base, we could reduce taxes across-the-board sub-
stantially, and I would support that wholeheartedly.

Senator R)OTlf.. One of my concerns on the low end of the economic
scale, because of the problems of inflation, which were pointed out in
your statement, we need to have a beneficial effect on the economy by
giving the more affluent some more incentive to work and save. That
is one of the reasons I think it should be a goal of our tax proposals
that we basically reduce the rates at the high end to roughly 50
percent .
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You can argue the point.
One question, you can have two goals, it seems to me, in your tax

approach. One is what is fair and what is equitable. In a sense, that is
pretty hard to evaluate. It sort of depends on the size of the chancel-
lor's foot.

But it does seem to me, in many ways, that our key goal, our key
objective now, should be to try to get some buoyancy in the economy.
One of my concerns is not really a question-we should not be so con-
cerned with income transfer, but with trying to get some spark into
the economy, to perhaps create a little larger pie that those on the lowei
economic scale can share.

Do you have any comments? What should be our principal goal?
We could go the route and say, there are loopholes. We are all

aware of that. One of my concerns, whatever you do, there are always
some smart tax lawyers and smart people around to find ways of using
it to their own advantage.

A few bad examples do not necessarily make good law.
But would you agree that our principal concern today ought to be

having the economy move upward, or should we be more concerned?
Mr. BRANDON. One principal concern has to be moving the economy

upward. I do not think the goals are inconsistent at all.
If we are really talking about shifting income to the private sector

away from the public sector, all I am saying is that that can be done
in a much fairer and more equitable manner.

The level, again, at which the tax burden is placed has not changed
significantly as a percentage of GNP. Investment has not changed sig-
nificantly as a percentage of GNP, and I think it is somewhat danger-
ous to compare our situation with those of the economies of particu-
larly West Germany and Japan.

Our productivity over the last three decades or so would be sub-
stantially greater, our investment as a percentage of GNP would be
substantially greater, if we had been bombed and destroyed substan-
tially during the Second World War. I think that is the important
part that people leave out when they make those comparisons.

I would also just mention, as an example of stimulating the economy
that the unfortunate slide in the value of the dollar that has occurri
recently has had a great deal more effect, I think, on the relative price
of exports and therefore has stimulated exports than anything that
DISC could ever do.

I think DISC is an example of one of those worthless subsidies. If
we would just reduce rates instead of having DISC, we would have
a much more rational investment policy, and a much more stimulated
economy.

Senator Rori. If I just may have 30 seconds, Mr. Chairman, I would
think that most people would agree that the state of our economic
health is bad today, that something has to be done to try to get it mov-
ing in the right direction, which I think we can do by properly tailored
tax cuts.
* While the slide of the dollar, in theory, is supposed to help with
sales abroad, the facts show it has not yet lhad the beneficial effect that
the economists or theorists would expect.

Mr. BIANDO-. I am not suggesting it is good.
Senator Rrrr. For example, in the case of Japan, who imports all of

her oil, she is also able to buy raw material at a cheaper price because
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of the yen's going up, so there are offsetting factors that make the
t heory not work too well in practice.

Thank you very much.
Senator BENTSEN. Mr. Brandon, your comment about comparing

Germany and Japan to this country and using the period of time
since World War II, I think that is tile salient point all right. But if
you take the last 5 years, the war has been over now for 30 years, and
in the last 5 years we have continued to decline in productivity, and
at some point, that just has to turn around.

And therefore, I believe that we do have to have the incentives for
investment capital in this country.

My concern, too, is for the entrepreneurial approach. One of the
reasons that I think we need something done on capital gains is be-
cause of that, and I recognize it all does not go on the stock market,
and in fact, not over a third of it. But I do not think you can equate
all sources of income. I think you have to give some recognition for
this.

This is an imperfect way to recognize it, I understand that, but these
people who have wealth do not have to go into risk situations and
unless they see a reasonable rate of return and new ventures, new
companies generally fail-the vast majority of them do-they are
just not going to do it. They are going to put those investments in
more stable, more certain returns.

So that is my concern. How do you respond to that?
Mr. BRAN-DON. I think there is something that can be done in the ven-

ture capital ara, and I think what you say is right that the capital
gains approach is an imperfect way of doing it. In fact, I would sug-,
gest that it is a terribly imperfect way of doing it.

There were proposals in the House to provide for special treatment
for venture capital types of situations. Again, I am not sure using the
tax system is the proper way to do that, because 1 think it is very diffi-
cult to target wbtat is an actual risk situation in that.

And I would be reluctant to encourage a great deal of investment
willy-nilly in one area that could be more productive in the area of
housing, or something like that that we know are needed.

There are other programs, obviously, that could support beginning
businesses. The Small Business Administration has a number of small
programs.

I do not know the precise answer to the problem. I know it is not
simply repealing the minimum tax on capital gains or increasing the
exclusion a',ross-the-board for all capital gains.

Senator BENTSEN. I have not found a tax system yet that is totally
fair. I doubt if we ever will.

Are there any further questions?
Thank you very much for your testimony.
Mr. BRAMNoN.. Thank you, Senator.
[The prepared statement of Mr. Brandon follows:]

STATEMENT o ROBERT M. BRANDON AND ROB T S. MoI-rqYl or PuSuo
CrrzEN'S TAx REFoRM URsrh H GROUP

SUMMARY OF PRINCIPAL POINTS

The House-passed tax bill is an affront to the tax system and to the vast ma-
jority of American taxpayers. President Carter presented Congress with a tax

33-050-78-----5
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reform and reduction bill that would have substantially improved the fairness
of the tax laws and at the same time have provided real tax cuts for almost
everyone. The House has responded with a bill which provides real reductions
for only a few, high income individuals and actually makes the tax system
substantially less fair.

We urge the Finance Committee to make the following changes in the House
passed bill:

1. The overall tax cuts should be restructured to give gretaer relief to tax-
payers making under $50,000, and especially to those in the under $15,000 Income
class, where Inflation has eaten away at the ability to purchase even necessities.

2. The capital gains tax reductions in the House bill should be scrapped. If
a lower maximum possible rate on capital gains is sought, the top rate can-
easily be reduced to 39 percent by eliminating the "poisoning" of the maximum
tax on earned income. Going to a lower top rate involves tampering with the
minimum tax or increasing the capital gains exclusion, both of which we strongly
oppose. However, if the Committee does accept the House proposal to repeal the
existing minimum tax on capital gains, it should adopt the Flsher-Corman alter-
native minimum tax as a substitute, rather than the House-passed "micro-mini"
tax.

3. The few reforms passed by the House should be preserved, and the Com-
mittee should also include measures to cut down on expense account living de-
ductions and deny tax breaks to discriminatory health and life Insurance plans.
The Committee should adopt provisions repealing the tux exemption for pollu-
tion control bonds and eliminating the five-year amortization allowance for anti-
pollution devices. The administration proposal to tie increasing the small issue
limit on industrial development bonds to restrictions on the use of such bonds
should be adopted. Also, the House-passed "chicken amendment" should be de-
leted, and the administration proposal in this area adopted instead.

4. The Committee should consider approving the taxable bond option and
withholding on interest and dividends.

DISTRIBUTION OF THE OVERALL TAX CUTS

Because of inflation and social security hikes, taxes as a percentage of In-
dividual incomes will rise substantially in 1979 in the absence of a tax cut. In.
flation alone (if the rate levels off to 1 percent will add 9/10ths of a percentage
point to the overall effective tax rate, and payroll tax Increases will mean an
additional 4/10ths of a point. We believe that the distribution of the tax cuts
should be designed to offset these increases as fairly as is possible within budge-
tary constraints. As the chart shows, the House-passed bill fails to achieve this
goal. In fact, the only income class whose members are fully protected against
inflation and payroll tax hikes is the over $50,000 category, and the only group
which gets an actual rate reduction is the over $100,000 income class:

1979 ch anfes
in effective

tax rates due
to inflation
and social

security hikes
(i.e., tax in-
creases as a H.R. 135l1's

percentage of reduction in Net change
real income) effective tax In tax rates

without a rates in 197T
f178 expanded income class tax cut (percent) (percent)

Less than $10,000 ................................................. 0.9 0.2 +0.7
$10,000 to $20,000 .................................................. 3 .5 +. 2
Mg ,O00to $30000 ................................................. 1.9 1.0 +:9

0,3"0 to $50,0 .......... ....................................... 1.8 1.2 +.6
$50,000 to $ ,10 000-.................................. -1.5 1.5 0
$100,000 to $20 . . . .. w ................................. 1.1 1.3 -. 2
$200,00 and over ................................................. . 4 1.9 -1.5

Total ...................................................... 1.3 .9 +.4

6
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Because of inflationary pressures, it is probably Impossible to institute a tax
cut large enough to protect all taxpayers from inflation and increased payroll
taxes. We believe, however, that a much fairer cut can be designed. For example,
the Fisher-Oorman substitute which the House rejected was a far more equitable
solution. It offered almost full protection to taxpayers earning under $20,000
(three-quarters of all returns), and gave substantially more relief to taxpayers
in the $20,000-50,000 range:

lIn percent

1979 tax rate Fisher-Corman Net change in
increases with- reduction in tax rates

out a tax effective tax In
1978 expanded income class cut rates 1979

Less than $10,W0 ................................................. 0.9 0.9 +0. 1
$10,000 to $20,000 .................................................. 8 .9 -. 1
$20,000 to $30,000 ................................................ 1.9 1.1 +.8

30,000 to $50,000 .............----- 1.8 1.4 +.4
50,OOO to $100. 0 ............. . . . . . . . . . 1.5 1. 1 +.4

$100,000 to $200,000 ............................................... 1.1 .8 +. 3
$200,000 and over .................................................. 4 1.0 -. 6

Total ...................................................... 1.3 1.0 +.3

It is especially important for the tax cuts to protect moderate and average
income taxpayers for whom inflation reduces the ability to purchase the basic
necessities of life. In addition, the tax cuts should also attempt to provide relief
to middle class taxpayers who will bear the brunt of last year's payroll tax hikes.
The base hikes enacted last year were designed to fulfill the increased needs of
the social security system in the fairest way possible, and that they do. But in
the short term, the hikes also create a "tax shock" in the middle and upper-
middle brackets, making some relief appropriate. As the chart shows, it is In
the $20,000-50,000 range where the payroll tax hikes are most severe:

EFFECTIVE PAYROLL TAX PATES, 1978 AND 1979, AS A PERCENTAGE OF TOTAL INCOME

Average 1978 Average 1979
1978 expanded income class rate rate Change in rate

Less than $10,000 ..................................... 6.05 6.13 +0.1
$50,000 to $20,000.. ................................... 6.05 6. 13 +. 1
$20000 to $30,000 ................................................. 4.41 5.40 +1.0
30,000 to $50,000 ................................................. 2.91 3.57 +.6
50,000 to $100,000 ................................... .62 1.98 +.4
100,000 to $20 , " .................... ............... .80 .98 +.2

$200,000 and over ................................................. .23 .28 +. 05
Total ...................................................... 4.45 4.87 +.4

Although h.R. 13511 has been styled in the media as a "middle class tax cut,"
it is most emphatically not that. Only taxpayers earning over $50,000 per year-
the top 2 percent of all taxpayers--do better under the House bill than under the
Fisher-Corman substitute which the House rejected. Even under the most ex-
pensive definition of "middle class," H.R. 13511-iybose tax cut distribution was
supported by virtually all the House Republicans but by only a third of the
Democrats--can unmistakably be classified as a bill for the very wealthy.

We believe that it is incumbent on the Finance Committee and the Senate to
amend the Ifouse-pas.ed tax cut to provide real relief to average and middle
class Americans. As it now stands, II.R. 13511 is nothing but a cruel hoax on
98 percent of the nation's taxpAyers.

CAPITAL GAINS

We strongly oppose the efforts to expand further the capital gains loophole.
The various tax preferences for income characterized as "capital gains" already
cost the Treasury over $17 billion annually--,lmost $200 for each and every
individual who files a tax return. In fact, the total taxes assessed on capital
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gains income are less than a third what would be collected If capital gains were
treated the same as other income. We believe that this tax expenditure should
be.reduced, not enlarged.
Equity problem#

The leading proposals to cut capital gains taxes even further are particularly
offensive because their centerpiece is real of the minimum tax on sheltered
gains. This means that the lion's share of the benefits will go to high-Income
Indivisluals otherwise paying little or no regular taxes. Under the Hansen-
Steiger bill, for example, three thousand people earning over $1 million a year
would get tax reductions averaging an incredible $214,000 apiece. In fact, this
small group of investors would share 40 percent of the total Hansen-Steiger
capital gains tax reductions.

EFFECTS Of THE STEIGER-HANSEN BILL ON INDIVIDUALS WITH NET CAPITAL GAINS

[1978 income levels]

Pe-centage
of returns

Percent of Number of with capitalNumber of total $45,- returns gains Average
returns with 400,000,00 Average Benefiting benefiting benefit per
capital gains in capital gains per from Stei ger from return withExpanded income (thousands) (thOusands) gains recipient (thousands) Steiger 1 gains

Less than $15 ----------------------- 1, 949 12.1 $2,8141 3 0.2 $3
$15 to $20 ------------------------- 752 6.1 3,673 11 1.4 4
$20 to $30 ------------------------ 1,124 10.1 4,078 30 2.6 12
$30 to $50 ---------------------- 957 14.4 6,812 99 10.3 69
$50 to $100 ------------------------ 468 17.0 16,054 131 27.9 483

IOO to $200 ----------------------- 136 11.1 37,110 75 56.0 1,752
$200 and over --------------------- 46 29.2 288,087 34 74.1 23,963

Total ----------------------- 5,540 100 8,325 383 7.0 303

I Col. 5 divided by col. 2.
Source: Data from the Joint Committee on Taxation rnd the U.S. Department of the Treasury. Arithmetic calculations by

Public Citizen's Tax Reform Research Grouo, July 16, 1978.

CAPITAL GAINS TAX CUTS UNDER H.R. 13511 (NOT INCLUDING RESIDENCES OR BASIS ADJUSTMENT)

11978 income levels

Number of
Number of returns bene- Percentage of Average nt

returns with fsting from returns with cut per P6rcentsp
Expanded income (thousands) capital gains H.R. 13511 capital gains return with distribution

(thousands) (thousands) with tax cuts capital gains of net cuts

Less than $30 ......................... 3,825 41 1.1 '$-6 '--2
$30 to $50 ............................ 957 99 10.3 59 6
$50 to $100 ........................... 468 124 26.5 412 20
$100 to $200 .......................... 136 43 31.6 1, 125 16
$M and over ........................ 46 22 47.8 12,418 60

Total .......................... 5,540 327 5.9 112 100

I Taxpayers In the under $30,000 income.class would pay $23,000,000 In additional taxes under H.R. 13511's basic
capital gains changes.

Source: Data from the Joint Committee on Taxation and the U.S. Department of the Treasury. Arithmetic calculatofns
by Public Citizen's Tax Reform Research Group, Aug. 15, 1978.

While the Hansen-Steiger proposal targets close to $60,000 apiece to some 15-
20,000 individuals earning over $200,000, It gives nothing at all to 99.6 percent
of all taxpayers. Over 80 percent of its benefits would go to Individuals earning
more than $100,000 per year, and most of the beneficiaries would be high income
people who have lots of other shelters In addition to lots of capital gains. For
example, a person with $100,000 In salary, $40,000 in capital gains, and no other
tax shelters currently pays no minimum tax-and would get nothing from
Hanseu-Stelger.
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The Hansen-Steiger bill would take 110 individuals with incomes exceeding
$200,000 each entirely off the tax rolls-giving each an average tax reduction of
$77,000. This would be more than triple the number of such high income people
who pay nothing.

On the corporate side, a few large timber corporations stand to gain the very
most from the Hansen-Steiger bill. They already garner the lion's share of a
$230 million tax subsidy which lets lumber corporations treat over half their ordi-
nary profits as capital gains-a giveaway in some cases surpassing even the now-
largely-repeated percentage depletion allowance for oil and gas. In fact, as noted
in a 1972 Joint Economic Committee paper, the very biggest timber companies
"are able to shift nearly all their inome into the lightly taxed capital gains
category." By lowering the corporate capital gains rate to only 25 percent, the
liansen-Stelger proposal would add some $04 million to this traditional tax
subsidy for timber. And close to 60 percent would go to just five giant corpora-
tions-an average of over $7 million each!

The minimum tax changes in the House-passe.l bill are better than Hansen-
Steiger only in that they scale back the reductions. I.R. 13511 still would give
76 percent of its basic capital gains benefits to the over $100.000 income class,
and tax cuts for 22,000 people with Incomes exceeding $200,000 would average
almost $27,000 each. Less than 6 percent of all capital gains receipts and only
0.4 percent of all taxpayers would get tax cuts, but almost half of those with
gains whose incomes exceed $200,000 would get large reductions. I.R. 13511 still
repeals the minimuln tax on sheltered gains, and its new "micro-mini" tax is a
pitiful substitute. (To illustrate, it would raise only one-eighth the revenue of
the exsting minimum tax.)

In addition, the House has added a provision for indexing the basis of capital
assets to allow inflation. Such a change might be beneficial in the context of real
tax reform (i.e., eliminating the 50 percent exclusion), but it makes no hense
so long as only half of capital gains are subject to tax. In fact, one of the cited
Justifications for the one half exclusion is that It allows for inflationary gains.
And that it surely does, it is estimated that in the long run the House's indexing
provision would reduce the revenues from taxing capital gains by 50 percent-
$3.3 billion in 1978 terms, while indexing coupled with repeal of the 50 percent
exclusion would actually double the capital gains tax revenues. It there are extra
billions available for tax cuts, they should be used to give relief from Inflation
and payroll tax increases to average taxpayers, who are far less able to set up
hedges against Inflation (their money is in savings accounts) than are typical
capital gains recipients.

Without concurrent elimination of the 50 percent exclusion for capital gains,
indexing represents nothing but an enormous income transfer in favor of wealthy
investors. In fact, 54 percent of the cuts would go to the 0.4 percent of taxpayers
earning over $100,000 per year. We strongly oppose this provision in the House

-bill.

Economio arguments
The proponents of repealing the minimum tax have attempted to divert atten-

tion from the incredible unfairness of their proposal and the violence it would
do to the tax system by spreading around a great deal of economic nonsense. We
would like to address some of their arguments:

Hansen-Steiger advocates imply that capital gains tax rates are very high and
that a significant number of investors are paying taxes of as much as 49.1 per-
cent on their capital gains. The facts do not bear out these allegations:

An analysis of 1976 tax returns has shown that nobody actually pays the no-
called minimum rate, and only 14 people--out of 5 million reporting capital
gains-pay over 45 percent. Fewer than 2500 individuals are assessed at more

-- t than 40 percent on their gains, involving less than 0.4 percent of all capital gains.
Although 80 percent of the benefits of the Hansen-Steiger bill would go to

' individuals earning over $100,000 a year, three-fifths of the capital gains are re-
ceived by taxpayers with Incomes under $100,000. The average tax cut fron,
Ilansen-Steiger for these less well off capital gains recipients Is only $60, and
most of them would get nothing at all.

The average effective rate on capital gains income is less than 16 percent, and
the Treasury collects only one-third the revenues that would be raised if capital
gains were treated as ordinary income. A person which $200,000 jn income--
all of it capital gains--and typical deductions currently pays an effective tax
rate of only 19 percent, including the minimum tax, even under the unlikely as-
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sumption that he or she has no other tax shelters. Hansen-Steiger would lower
this taxpayer's rate, not to 25 percent, but to only 12 percent.

One of the studies whose title the Hansen-Steiger lobby frequently cites-
called "Inflation and the Excess Taxation of Capital Gains on Corporate Stock,"
by Martin Feldstein and Joel Slemrod of Harvard-attempted to prove that capi-
tal gains in corporate stock are overtaxed because of Inflation. But the authors
were forced to admit that inflation losses are trivial compared to the existing
special tax breaks for capital gains. Their data show that If the 50 percent capital
gains exclusion were eliminated, in conjunction with full "indexing" for Infla-
tion, revenues from taxing stock market capital gains would double. Only for
taxpayers earning under $20,000 do inflation losses outweigh the capital gains
preferences, and this is exactly the group for which Hansen-Steiger would do
nothing.

Almost all of the "econometric studies" put forward by Hansen-Steiger pro-
ponents simply assume a substantial jump In the stock market in response to
enactment of the bill. The guesses range from 6 percent to 40 percent increases
in stock prices-in other words, up to a $300 billion surge In the market on ac-
count of $500 million in tax reductions relating to stock gains, a "multiplier" of
600 times the cut. At the same time, most of the studies also assume Increased
"realizations" of capital gains income. But Increased realizations means Increased
sales, and increased sales means lower stock prices. In fact, one of the papers se-
lectively cited by the Hansen-Steiger lobby-by Norman B. Ture, Inc.-admits
that there Is "no basis for reliable estimation" of the effects of the bill on stock
sales and prices, but "insofar as H.R. 12111 resulted in a significant increase
in realization, this would tend to curb the Increase In the market value of
assets."

The Hansen-Stelger apologists concentrate their arguments on the stock mar-
ket, but three-quarters of the benefits of the bill would not go to stock investors.
Instead, they are scattered over a wide range of assets, Including such socially
useful Investments as jewels, antiques, and rare cars. The big winners would be
real estate speculators, and the result could be a driving up of land prices and
a further diversion of scarce resources away from productive investments. And
the beneficiaries would not be homeowners. Because of the special rollover pro-
visions for personal residences and the partial exemption for retired people, very
few homeowners pay any capital gains taxes when they sell their houses, and
almost none of them pay the minimum tax. In fact, the President's tax program
would exempt home sales from the minimum tax, at a cost of $5-10 million, less
than one-half of one percent of the cost of Hansen-Steiger. And in any case there
is almost certainly going to be substantial separate relief for home sales in
whatever bill Is approved by Congress; the House bill would provide a one-time
total exemption from tax for up to $100,000 in Capital gains resulting from the
sale of a principal residence.

Apologists for the bill maintain that the maximum tax rate on capital gains is
the key to the behavior of the stock market-even if nobody pays It. For example,
they contend that the downturn in the market and In revenues from taxing capi-
tal gains occuring In 1969 was a direct result of the higher taxes of the '69 Tax
Act. The Dow Jones average did drop in 1969, before the 'e9 reforms became
effective, but it rose in 1970, 1971, and 1972, hWife the fighter masimtm rate o"
capital gains iras being phased in. In fact, by the end of 1972 the market was at
an all-time high. The sharp plunge in 1978 and 1974 (to below 600 at one point)
was unaccompanied by any change in capital gains rates, as was the recovery
in 1975 and 1976 (back to almost the 1972 level). The most commonly accepted
explanations for the stock market's ups and downs include the business cycle,
inflation, investor confidence, political changes, and, of course, corporate per-
formance. The drop in 1969 is usually tied primarily to the enormous stock over-
valuations in the mid-40s and the guns ahd butter inflationary policy pursued
by President Johnson. The '78-'74 slump is charged in large part to the energy
crisis and Watergate. The '77 downturn has been variously blamed on the health
of the dollar, dislike of President Carter, and inflation, among other factors. The
point Is not that any crystal clear explanation of the stock market is available,
hut that the maximum tax rate on capital gains has little to do with stock mar-
ket performance.

A favorite tactic of flansen-Steiger proponents is to compare our economic
performance to that of countries which allegedly, do not tax capital gains at all,
especially Japan and Germany. The implication i that these nations' economic
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successes are due to this feature of their tax systems. In fact, although both these
nations do exempt casual sales of securities by Individuals (after a 6 month hold-
ing period in Germany), virtually all other capital gains are taxed in each. Most
Important, both countries tax gains from the most basic form of "venture capi-
tal" similarly to the U.S., treating profits from selling shares of a business in
which a taxpayer has a substantial interest as taxable capital gains. In addi-
tion, in both countries, all capital gains received by corporations and other busi-
nesses are taxed In full as ordinary income. Germany, in fact, taxes such business
gains whether or not realized, under an annual increase in wealth measure of
taxable income. Italy is a good example of a country that actually has no capi-
tal gains tax, but it is doubtful we would want to emulate the Italian economic
record. (Incidentally, in terms of real growth and employment increases, in re-
cent years the U.S. has outperformed most other industrialized countries, ID-
cluding the three cited here.)
Alternative minimum tax proposals

If, in spite of the damage It would do to tax fairness, the House approach to
capital gains tax reductions Is adopted, the existing minimum tax will no longer
apply to the untaxed half of capital gains. In that case, there is general agree-
ment that some form of alternative minimum tax will have to be devised to main-
tain at least a modicum of tax equity. The "micro-mini" tax proposal adopted at
the last minute by the House Is clearly Inadequate, but we believe that the ad-
ministration suggestion embodied in the Fisher-Corman substitute has real merit.
This proposal focuses on Individuals who not only have large gains, but also
have large deductions and shelters that they now use to offset gains--two dollars
on the dollar. Under the Fisher-Corman approach, this 2 for 1 angle would be
eliminated. Instead, the 50 percent capital gains exclusion would be applied
after deductions. (An exception is made for charitable contributions, which
would retain their current status.) Such a change would not impact on taxpayers
already paying taxes on half their gains, and thus it would maintain the goal
of the House bill to lower the top possible rate on gains to 35 percent. But it
would result In a progressive alternative minimum tax whose rates could range
as high as 17 percent on some very high income tax avoiders.

For most of the 48,000 people with incomes over $50,000 who paid less than
10 percent of their incomes in taxes in 1976, the capital gains exclusion was a
key factor. For the over $200,000 income group who paid nothing at all, an
astonishing 98.6 percent of income was capital gains, and for those in this Income
class who sheltered more than 80 percent of their Incomes (but did pay a Uttle
in tax) capital gains comprised 61 percent of Income. The minimum tax obviously
did not affect the zero taxpayers in this group (who used other deductions and
credits extensively), but It did raise the highly sheltered individuals up to an
average rate of 7.1 percent (from only 1.5 percent). For the rest of the taxpayers
with incomes exceeding $200,000, the minimum tax was not nearly so significant,
adding only 2.4 percentage points to their otherwise 33.0 percent average effec-
tive rate.

The latest Treasury report on high income tax returns indicate that previous
reforms--especially the enactment and strengthening of the minimum tax-have
sharply reduced the number of individuals with incomes exceeding $200,000 a year
who are able to pay absolutely nothing in taxes. There are still a significant num-
ber of high earners, however, who pay very little in taxes--what Treasury calls"nearly non-taxables." If the existing minimum tax on capital gains Is to be re-
pealed, we believe that any alternative minimum tax which is substituted for
it should focus on this "nearly non-taxable" group.

The House "micro-mini" tax appears to be less effective on the nearly non-
taxables than even the existing minimum tax. While the current minimum tax on
sheltered gains adds close to 4 percentage points to this group's average ef-
fective rate, the House "micro-mini" could reduce this to only 1 -3 points. For
example, taking a "typical" high income nearly non-taxable individual based on
the Treasury high income report for 1976 (other than a person with large for-
eign tax credits), with total income of $615,000, including capital gains of $380,-
000, who has other preferences totalling $50,000 and'itemized deductions of $331,-
000 ($36,000 in charitable contributions), the total tax under current law Is about
7.1 percent of expanded income, 79 percent of which comes from the minimum
tax. Under the House-passed bill, the effective tax rate would drop to only 4.1
percent. Under the Fisher-Corman proposal, the effective rate would actually in-
crease to 7.9 percent (See appendix for computations.)
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The advantage of the Fisher-Corman proposal in sometimes raising rates on
high income nearly non-taxables is not obtained at the price of increasing capital
gains rates on other high income taxpayers. In fact, as already noted, the pro-
posal creates no burden at all on people who are already paying taxes on one-
half their gains. It should also be pointed out that, In spite of some inflammatory
rhetoric to the contrary, the Fisher-Corman approach is not particularly com-
plicated, either conceptually or practically. In concept, all the proposal says is
that deductions in excess of ordinary income must be deducted from capital gains
before applying the 50 percent exclusion. In practice, the computation can be
accomplished in a few simple lines on Schedule D (see appendix for example).
The Long and Nelson proposals

There are two proposals to liberalize the tax treatment of capital gains which
do not involve repeal of the existing minimum tax. Both would enlarge the cur-
rent 50 percent capital gains exclusion. Under Senator Long's proposal, the ex-
clusion would be increased to 70 percent; under Senator Nelson's plan, everyone
would be granted a flat $1,500 exclusion ($3,000 for joint returns) in addition to
the 50 percent exclusion.

Senator Long"s proposal represents a radical structural change in the treat-
ment of capital gains which moves in exactly the opposite direction from where
we believe tax refrom should be headed. In fact, we believe that adoption of this
approach would aet back reform even further than the House bill, bad as that
measure is.

Senator Nelson's bill clearly distributes its tax reductions more fairly than any
of the other- capital gains proposals. Although only 6 percent of all taxpayers-
those with capital gains-would ! e benefitted, at least within that favored group
the allocation of benefits is not as shocking as is the case under other measures.
The Nelson bill does represent a setback for the tax reform of treating all in-
come alike, but not nearly to the 'extent of the Long proposal. For these reasons,
we certainly prefer the Nelson approach to any of the other capital gains pro-
posals.
Carryover basis

There is some talk that this Committee will use the tax bill as a vehicle for
proposing repeal of the carryover basis provisions adopted in the Tax Refrom
Act of 1976. We strongly urge the Committee not to take this step. Carryover was
one of the most important reforms that has been adopted in a long time, and it
would be a tragic mistake to reverse that decision. We recognize that some serious
technical difficulties have arisen in the administration of the provision (mainly
due to the "fresh start" feature, which we recommended against in 1976). But
we believe that the amendments sponsored by Senator Hathaway can solve these
problems while retaining the most important elements of the reform. We urge the

-Committee to support the Hathaway bill as part of the Technical Amendments
Act still pending on the Senate floor.

REFORM PROPOSALS

The House severely disappointed tax reformers, and, according to the polls, the
American people, when it rejected most of the important tax reforms proposed
-by the President. Although it would be difficult for this Committee totally to
reverse the House decisions, we do believe that a number of reformers addition
to the few passed by the House are still possible this year. And some new tax
preferences contained in the House bill should be deleted. Any revenues raised
by closing loopholes will make available larger cuts for the majority of taxpayers
who now shoulder too large a share of the tax burden.
1. Ezpense account living

Most-of the discussion about expense account living has centered around the
fabled "three martini lunch," but a substantial amount of business entertain-
ment-and some of the worst abuses-involves non-libationary activities. Most
prominent are expenses which can be lumped together under the label "facilities."
including such things as yachts, hunting lodges, and swimming pools, and fees
paid to country clubs and other social, athletic, or sporting clubs. These "big
ticket_' items provide substantial tax-free benefits to the few who enjoy them, at
the expense of everyone else, and their tax deductibility seriously undermines
the fairness of the tax system. Public opinion-as evidenced by recent polls--is
strongly in favor of denying these items as tax deductions.
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In 1962, whef-President Kennedy proposed denying deductions for business
entertainment, this Committee agreed "that this abuse of the tax law should not
be condoned." Rather than disallowing the entertainment expenses entirely,
however, the Committee decided to try to fashion rules to prevent some of the
most flagrant abuses. After fifteen years of experience with these rules, there is
substantial agreement that they have not been successful in achieving their pur-
pose. If the Committee retains its view than abuses should not be condoned, we
believe that it is now time to amend the code to disallow entertainment deduc-
tions-at least for facilities and club dues.

The problem with a more limited approach, of course, is that restrictions are
ess&entIally unenforceable by the IRS. The sea-going surgeon who deducted $14,000
tor "consultations" with his friends aboard his yacht, the companies which lease
salmon streams in Iceland and villas in Spain. Playboy Enterprises which deducts
$2.8 million a year for its two "mansions," and all the rest will maintain as plausi.
bly as they can that bona fide business purposes are involved. Faced with their
assertions. all carefully-albeit meaninglessly--documented, the Service can do
nothing but allow the deductions.

Perhaps more than anything else, expense account living symbolizes the un-
fairness in our tax system. We strongly urge this Committee to include dis-
allowance of facility and club expenses in the tax bill it reports to the Senate.
2. Tax-free fringe benefits

Current law provides special tax treatment for certain employee fringe benefits
whose proliferation Congress wishes to encourage. In the pension area, Congress
has established elaborate safeguards designed to assure that plans do not dis-
criminate in favor of highly compensated employees. But with regard to health.
and life insurance plans there are few, if any rules to mandate that rank and file
workers be benefited.

The House bill does establish anti-discrimination rules for so-called "cafeteria
plans"-an area in which abuse has been most frequent. We support these pro-
visions, bul; we think they should be extended. Tax~exemptions for all health and
life insurance plans should be statutorily conditioned upon compliance with
anti-discrimination rules similar to those provided in the House bill for health
benefits under cafeteria plans. Such reforms would encourage employers to adopt
fair plans by denying tax breaks to the perpetrators of disciminatory
arrangements.
S. Investment-tax credit

In the House bill, three major changes are made In the Investment tax credit.
First of all, the level of the credit, scheduled to revert to 7 percent in 1980 (and to
4 percent for utilities) is made permanent at 10 percent. Second, the credit,
heretofore available only for equipment, is extended to rehabilitation of non-
residential commercial structures. Finally, the limit on how much of a taxpayer's
taxes can be offset by the credit is increased from the current 50 percent to 90
percent (phased In). All of these changes were proposed by the administration,
so we fear that our opposition to them will have little effect.

We would like to point out, however, that when the administration recom-
mended increasing the percentage limit on the credit to 90 percent of tax liability,
it would have applied this limit across the board, repealing a provision of current
law that lets the first $25,000 in taxes be. offset totally. It was this $25,000 rule
that allowed President Carter to owe nothing In Income taxes for 1976. We do not
think the investment credit should be allowed to reduce anyone's taxes to zero.
The House bill would allow this result, however, for families earning close to
$100.000, or even higher if they are Involved in tax shelters, and for corporations
with taxable incomes as high as $95,600. Although restricting the tax offset to 90
percent is not much of a limit, it is better than a 100 percent rule. We urge this
Committee to amend the House bill to eliminate the $25,000 exception.
.4. Tax breaks for pollution control equipment

Laws requiring companies to stop polluting our precious environment have
been one of the major achievements of Congress in the past decade. Besides en-
hancing and lengthening our lives, one of the desired effects of these laws was
to put the cost of preventing environmental damage on the producers of prod-
ucts and their customers. In this way, the prices of various goods would reflect
more accurately their social cost-a cost previously borne by the general public
In the form of a dirtier environment. If some products become too expensive
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when the full cost is factored in, consumers will switch to other products, or
methods will be devised to manufacture the product in a less environmentally
damaging way. In either case, strict enforcement of the anti-pollution laws should
lead to a much more efficient use of our resources.

There has been an unfortunate trend, however, toward undoing the economic
benefits produced by the environmental laws. Through the use of tat-exempt
pollution control bonds, companies are able to shift part of the cost of pollution
reduction back to the taxpayers generally. Congress also has provided a special
five-year writeoff for anti-pollution equipment-with similar effects. And under
H.R. 13511, companies would be allowed the full 10 percent Investment tax
credit for pollution control devices in addition to the fast amortization. (Cur-
rently, they lose half the credit if they elect the five-year writeoff.)

These changes not only lead to economic inefficiency In the marketplace;
they also discourage many of the best methods of controlling pollution. Because
tax-exempt financing and five-year amortization are allowed only for devices that
reduce otherwise existing pollution, they provide disincentives to moving to new
processes which are intrinsically sounder-both environmentally and economically.

We believe that In its zeal to safeguard the environment,'Congress has taken
steps which actually undercut its goals. We strongly urge this Committee to
reverse that process, first, by denying tax-exempt status to future pollution con-
trol bonds and, second, by repealing the five-year amortization provision. The
investment credit would then be allowed in full for pollution control investments,
which makes economic sense assuming the credit is contained for other capital
expenditures.

Companies affected by environmental regulation maintain that public assist-
ance to them is appropriate since they are performing a public service by reduc-
ing their pollution. Such claims are totally without merit. The cost of producing
products with potential environmental hazards should be borne by the manufac-
turers and their customers. For companies to allege that they are entitled to
relief because of their historical practice of despoiling the environment is absurd.
5. Increasing the small issue exemption for Industrial Development Bonds

H.R. 13511 would increase the special small issue exemption for Industrial
development bonds from $5 million to $10 million. We urge the Committee to
reject this change, and to adopt instead the administration proposals to termi-
nate the tax exemption for IDB's relating to pollution control, Industrial parks,
and private hospitals (absent a certificate of need) and to limit the small issue
exemption to economically distressed areas.

Claims for the effectiveness of IDB's in expanding industry and providing new
jobs uniformly assume that each IDB Issue results in the net addition of a new
factory to an area. This assumption runs counter to a substantial body of litera-
ture on industrial location decisions, and disregards some simple economic con-
siderations. Repeated surveys of companies receiving industrial development
bond financing show that over 90 percent of the firms would have located in the
same state even without the -fnancing subsidy. The IDB's simply are not the
crucial factor in plant location decisions in the overwhelming majority of cases.
Furthermore, studies show that whatever small effect these location incentives
may have, it Is primarily intraregional: Industrial incentles reallocate new
plants within a state or between states within -a region, but they do not improve
the economic outlook of an entire region. Industrial incentive programs primarily
work to divert new companies to one town and away from other towns in the
same state, and to one state and away from its close neighbors.

Industrial development bonds do not increase Investment in the country as a
whole because they do not increase the stock of capital available for Investment.
If there is to be a continued role for IDB's, we recommend that the Committee
restrict their use to economically depressed areas, as proposed by the Carter ad-

- ministration. This limitation will prevent the dilution of their effects, and will
maximize and concentrate whatever impact on unemployment these subsidies
may have where it Is needed most.

Since IDB's are virtually costless to the state or municipality issuing them
(at least directly), little restraint can be expected In their use. Some 47 states
and over 14,000 localities are authorized to issue thee bonds. From under $18
million in 1958, IDB issues soared to nearly $1.8 billion in 1968 before the Treas-
ury Department urged that the practice be curtailed. Even with these limits, the
total amount of IDB's has gone to over $3.5 billion.
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State competition to attract business has never been greater. Observers regu-
larly describe the recent escalation as "a second war between the states." Pro-
motional advertising in newspapers and magazines designed to attract industry
is up 40 percent this year alone. Increasing the IDB small issue limit to $10
million at this time would set off a costly round of escalation which would ulti-
mately leave no state in any stronger position. The only sure winners would be
businesses.

The self-defeating nature of these incentives has been widely recognized. For-
tune noted that "competition is so keen and the lures are so easy to copy that the
predictable has happened." Professors Bennett Harrison of MIT and Sandra Kan-
ter of the University of Massachusetts concluded that "since nearly all of the
states follow Qne another in legislating these incentives, the savings differentials
from one state to another are by and large meaningless." The danger is that
business will become addicted?.

The increase In the IDB ceiling to $10 million will drain an estimated $64
million from the federal coffers over the next five years. The subsidy is Inefficient
in that it costs the Treasury more than one dollar for every dollar of subsidy
provided to industry. Wealthy bond purchasers in high tax brackets receive more
in tax savings than Industry saves in lower interest costs.

The recent increases in interest rates have dramatically increased the cost of
borrowing by localities. The widespread availability of IDB's will Inevitably make
municipal bond funding for essential services costlier and less avallablo as IDB's
crowd a shrinking market.

For all these reasons, we recommend that the Committee adopt the administra-
tion proposals on limiting industrial development bonds.

6. Chicken amendment ("Chicken 1")
The House bill contains a special interest provision designed to benefit two poul-

try producers--Halifax Foods of Maine and Hudson Foods -)f Arkansas-by
exempting them from the 1976 reforms requiring large farm corporationg to use
the accrual method of accounting.

Last year, these same two companies were given a one year reprieve from the
'76 changes, based on their complaint that without relief they would be put at a
competitive disadvantage vis a vis several other large poultry processors which
qualified for a "family farm" exemption in the '76 Act. At the time, the sponsors
for the two companies' interests--Senator Bumpers and Senator Muskie-made
clear that equal treatment-was all they sought. At least three times during the
April 28, 1977 floor debate, Senator Muskie noted: "As far as this Maine company
is concerned, if the result is an accrual basis across the board, they will take
that . . . They are simply asking for equal treatment." Senator Bumpers was
equally emphatic: "All I want Is for everybody to be treated alike. Either put
them on the cash basis or the accrual basis. I do not care which. . . . We are ask-
ing in this amendment for minimal relief, minimal relief simply saying let us
postpone the effect of that provision . . . for 1 year, and let the President submit
his tax reform bill."

When the President did submit his tax reform package In January, it contained
the equal treatment provision which the companies had sought. Under the pro-
posal, the "family farm" exception would be abolished, so that all farm corpora-
tions (other than Subchapter S companies) with sales exceeding $1 million annu-
ally would be put on the accrual method of accounting. Instead of accepting this
change, however, the companies--or at least one of them-reneged. At the insist-
ence of Hudson Foods (the Arkansas producer), the Ways and Means Committee
adopted a provision permanently exempting these two corporations from the '76
reforms.

We urge this Committee to reject the "chicken amendment" and instead adopt
the proposal put forward by the President. It is universally agreed that the ac-
crual method is a fairer and more accurate means of measuring income. In addi-
tion, the "chicken amendment" does not achieve the goal of equal treatment. Of
the 36 largest poultry producer--of which Hudson Foods is number 24-seven
others have had to switch to the accrual method under the '76 Act. To exempt
Hudson Foods and Halifax Foods from this requirement Is not the "equal treat-
iment" the companies allegedly seek. Rather, it is preferential treatment.

The purposes behind letting farmers use the cash, rather than the accrual
method of accounting is the alleged lack of financial sophistication of small farm-
ers. Such a rationale hag no Appliation to Hudson Fonds or Halifax Foods or to
any other farm corporation whose sales exceed $1 million annually.
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"'Typicl" person rn the tcarly non-taxable group with over $200,000 in expanded
income. Family of four not uaing foreign tax credits. (Assuns minimum ta
on excess itemized deductions does not cplu.),

'Expanded income ......... $615,000
Capital gains exclusion --------------------------------------------- 190,000
Dividend exclusion 100
Other preferences -------------------------------------------- 50,000
Charitable contributions ------------------------------------ 36,000
Other itemized deductions ------------------------------------- 295, 000

Taxable income ---------------------------------------- 40,900
Current law:

Regular taxes ------------------------------------------------ 9,200
Minimum tax ----------------------------------------- 0

Total tax (7.1% of expanded income) ----------------------- 43,700
H.R. 13511 "micro-mini" tax:

Alternative tax ------------------------------------------------ 19, 000
Minimum tax -------------------------------------------- 6000

Total tax (4.1% of expanded incom) ----------------------- 25,000
Fisher-Corm an alternative minimum tax:

Addition to taxable income --------------------------------- 58, 050
Total taxable income ------------------------------------------- 98, 950
Regular tax --------------------------------------------- 42, 630
Minimum tax -------------------------------------------- 6, 0o

To-al tax (7.9% of expanded income) ----------------------- 48,630
1 Figures are chased on 1976 data in the August 1978 TreasurU Report on High Income

Tax Returns. Expanded income, long-term capital gains, other preferences, and regular
and mininum taxes due under current law are all about average for "nearly non-taxables"
with incomes exceeding $200,000.

Exanples of capital gains tax eomputationi mvnder current law, Fisher-Corman

proposal, and H.R. 13511

Take ia, person in the following situation:
Taxable Income other than capital gains ------------------- ($-150,000)
Charitable contributions -- 50,000
Short-term capital gain -------------------------------------- 30,000
Long-term capital gain ---------------------------------------- 3W, 000

Under current law, this person's taxes on his or her capital gains are com-
puted as follows (assuming no other items of tax preference):

1. Capital gains included in taxable inco-me

1. Add short-term and long-term gains ---------------------------- $330, 000
2. Enter lesser of 50 percent of line 1, or 50 percent of long term gain_. 150, 000
3. Subtract line 2 from line I -------------------------------------- 180, 000

Line 3 is added to taxable income.

I. Minimum tax

1. Enter preference Item s ------------------------------------------
2. Enter larger of 0 percent of regular taxes paid or $10,000 ------
3. Subtract line 2 from line-1 --------------------------------------
4. Multiply line 3 by .15

Line 4 Is added to taxes due.
Under the Fisher-Corman proposal, the computations are as follows:
Part I, capital gains computation, is exactly the same as above.

150,000
10, 000

140,000
21,000
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IldIuastment if taxable income other than net tong-term capital gain is is e
than zero

1. Enter taxable income other than capital gains --------------- ($-150, 000)
2. Enter short-term capital gain (if none, or if a loss, enter zero)-__ 30,000

4 3. Enter charitable contributions ----------------------------- 50. 000
4. Enter $5,000 ------------------ ----------- 5000
5. Add lines 1, 2, 3, and 4. If greater than zero stop; there is no

adjustment --------------------------------------------- . (-65,000)
6. Enter 50 percent of line 5 (as a positive number) -------------- 32, 500
7. Enter capital gains exclusion taken on line 2 of Part I ---------- 150, 000
8. Enter the smaller of line 6 or line 7 ------------------------ 32, 500

Line S is added to taxable income.
1he calculation under the House bill is as follows:

Part I, capital gains computation, is exactly the same as above.

II. Altcrnative tax

1. Enter capital gains exclusion from line 2, part I -------------- $150, 000
2. Enter exclusion attributable to personal residence (see instruc-

tions) ----------------------------------------------------- 0
3. Subtract line 2 from line 1 ------------------------------------- 150, 000
4. M\hltiply line 3 by .10 ----------------------------------------- 15,000
5. Enter regular income tax liability from line 47, form 1040 -------- 5, 400
6. Enter the larger of line 4 or line 5 ------------------------------ 15, 000

Line 6 Is the amount to be shown on the equivalent of line 47 on form 104

-Senator .3FTSEN. Our next witness is Virginia Martin, executivedirector, parents without partners.

Ms. GILBFRT. I am Jacqueline Gilbert, assistant to the executive
director. Ms. Martin was unable to appear.

Senator BF,'TSFENm. Everyone here wants to hear what you have to
say, so if you will really move up to that microphone, please proceed.

STATEMENT OF JACQUELINE GILBERT ON BEHALF OF VIRGINIA
MARTIN, EXECUTIVE DIRECTOR, PARENTS WITHOUT PARTNERS

Ms. GiLBuRT. We appreciate the opportunity to address this com-
mittee to lend our Su1)port to your efforts on behalf of the head of
household bill S. 1644.

Parents Without Partners is a nonprofit educational organization
of 170,000 members, all of whom are single parents.

During the existence of our organization, we have provided a sup-
port system to nearly I million single parents---divored, widowed,paratedl and, nevernmarried. Therefore, we have extensive firsthand
knowledge of the struggles, both financial and emotional, that more
than 14 million single parents currently face.

Two-thirds of our membership are women while one-third are men.
These heads of households experience the same basic expenses--rent,
food, medical care, utilities, education, et cetera-as do married heads
of households, but are penalized by a tax structure which favors the
two-parent or nuclear family. In female-headed households, one in
three families live at or below the poverty level.

While nearly one-half of married couples with at leasc, one child are
dual-income families, the single parent is the sole source of income in
nearly all instances. In 1975, the average family income for heads of
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households was $8295. The comparable figure for married persons
was $16,775. In just one year, 1976, a single mother's income fell 16.5
percent while the income for intact families rose 33% percent. When
the statistic is coupled with the ever-increasing gap between the earn-
ings of women and men and additionally compounded by a smaller
standard deduction, further strain is placed on already financially
overburdened single parents as well as their children.

There is a ripple effect. If a woman is suddenly faced with having to
find a job with inadequate training, she does not have the time or
the resource to look carefully, to go to school to improve her situation.
She is much more likely to take a low-paid, dead-end job and remain
there. Her children, at the same time, are much more likely to be en-
couraged to leave school as quickly as possible and begin earning
money, which keeps them at a lower income, and thus perpetuating
the cycle and decreasing your tax base.

The Carnegie report, "All Our Children, The American Family
Under Pressure," together with other research reports, clearly illus-
trate the major impact of inadequate finances on all family structures.
In f act, the children of families suddenly experiencing a single-parent-
famiily situation demonstrated problems in direct proportion to the
marked decrease in economic security rather than a reaction to their
nEw family statuS.

In Ohe 1950's and 1960's, a lot of sociological studies were done,
especially on delinquently boys, and the conclusions were-drawn that
there were an inordinate number of single families in the population.
The conclusion was there were more children from single-parent fami-
lies who get in trouble.

They took a new look at this research in the 1970's and the conclu-
sions were quite different, because the populations they had been studly-
ing were poor populations. There was a much greater number of single-
parent families in that population, therefore t1te conclusions were
erroneous.

If you take out the economic factor, problem children are no more
likely to be found ir single-parent households than in any other house-
holds. It is much more an economic situation. When a single parent,
whether woman or man. has to assume all the financial responsibilities
of caring for their children and also working, they are going to have
less time for supervision of the children, and with inadequate child
care available, this will result in children with problems who are
problems for all of us, and provide an increased need for social
services,

Historically, the nuclear family with the father as sole wage earner
has been considered the norm, and the basis for much of current legis-
lation. To ignore or penalize diverse family structures is to ignore or
penalize a significant segment of the population. The latest figures tell
us that 84 percent of Americans do not live in the model nuclear family.

The administration must recognize reality. Death, divorce, and sepa-
ration are realities to be dealt with in an equitable manner, recognizing
not only present conditions but that the number of single-parent fami-
lies is increasing.

Of the families with children, single-parent families have had the
greatest increase in the last 5 years. Today, single-parent families con-
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tain 18 percent of the children under the age of 18, or 13 million chil-
dren. Of all children now a part of the population, over 30 million will
grow up sending part of their lives in single-parent homes.

The alacy of using tax incentives to promote marriage or to reward
the traditional two-parent family continues to the detriment of all
single-parent families and their children.

single parents, we do not ask for preferential tax treatment, only
an equitable position in the taxing structure. When we are placed in a
position of paying higher taxes on the basis of marital status, the
inequities also affect our financial abilities to raise our children

Take into consideration that upon the termination of a marriage for
whatever reason, the custodial parent or head of household suddenly
experiences a marked decrease in income while at the same time facing
a marked increase in emotional and financial pressures. The combina-
tion of these factors has a direct effect on the children involved.

According to the Bureau of Census projections, 45 percent of chil-
dren born today will spend some time in single-parent families as they
grow up. We earnestly request your serious consideration of this bill to
restore tax equity to single parents and their families.

Senator BENTSEN. Senator Hansen?
Senator HANSEN. Let me compliment you on your very fine state-

ment. I think you call attention to some disturbing facts. I have no
questions.

Senator BEwrsEN. Mr. PackwoodI
Senator PACKWOOD. Mr. Chairman, I hope that we adopt this. The

Finance Committee has twice adopted this provision. Prior to 1975,
heads of household got the same standard deduction that Inarried cou-
ples did. We only started to change that in 1975. There is now $1,000
difference, and this issue should not be confused with the taxation of
single, married couples at the same rate, which is another argument.

These are people with dependents. Normally, a single wage earner as
compared to a married couple, gets less of a deduction than a married
family. It simply is not fair, considering the obligations.

Senator BENTSEN. Senator Packwood, I do not know anybody in the
Senate who has devoted more of his time and interest and concern to
trying to take care of that equity than you have.

Senator PACKWOOD. I hope we have another shot at it this time.
Thank you very much.
Senator BE-NTSEN. Thank you.
Our next witness is Professor Murray Weidenbaum, Washington

University. 
M

Professor, it is good to see you again.

STATEMENT OF MURRAY WEIDNBAUM, DIRECTOR, CENTER FOR
THE STUDY OF AMERICAN BUSINESS, WASHINGTON UNIVERSITY

Mr. WEIDENBAUM. Thank you, Mr. Chairman. It is a real pleasure
to be before this distinguished committee once again.

In its action on the current tax bill, the Congress has an important
opportunity to set* priorities in tax policy for many years to come.
I would like to focus on four alternatives to choose from in amending
the tax bill.
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One, enhancing the equity of the tax system by closing all those
"loopholes."

Two, easing the burden on the poor by reducing taxes in the low
brackets.

My statement will deal with a lot of the points raised by one of the
earlier witnesses in those two areas.

The third alternative is protecting the public from the effects of
inflation through so-called indexing.

The fourth is increasing the stimulus for capital formation.
I would like to quickly go through each of the four.
First, closing all those loopholes. Frankly, it is necessary to go

beyond the horror stories of the 50 or 30 or 15 millionaires who do not
pay any taxes and to focus on the total impact of the revenue system.
n passing we should note, however, that at every income level there

are people who do not pay any taxes and even larger numbers who do
not pay their fair share of taxes. But the overall facts of the matter
are very clear: the Federal individual income tax is progressive, in
both practice and theory.

To be sure, that statement runs counter to the popular myth that
"The poor pay more, so the rich pay less." That, very frankly, is the
big lie in tax reform discussion. As any big lie, no amount of repetition
can make it true. On the average, the higher your income, the more
Federal personal income tax you pay, both absolutely and as a proper.
tion of your income. That has been demonstrated in every compre-
hensive study of the tax system.

Those who focus on so-called tax expenditures are looking at the
hole instead of the donut.

I would like to submit for the record a recent study I have made on
so-called tax expenditures which deals with that question.1

Even after taking full account of tax expenditures, the Federal
personal tax system is progressive. The most recent corroboration of
this fact was provided by Secretary of the Treasury W. Michael
Blumenthal in testimony earlier this year and table 1 in my statement
is taken from his testimony.

It shows that the effective personal tax rate rises steadily with the
taxpayer's income and at a more rapid rate-this, of course, is the
essence of a progressive tax.

In the interest of time, I would like to skip over some of the state-
ment. My statement is not an attempt to defend every provision of the
Internal Revenue Code. but it does seem clear that tax reform, in the
sense of closing loopholes, is not and should not be at the top of the
agenda for tax policy action.

The second alternative is reducing the tax burden on the poor. Here
it is clear from the data in table 1 that the poor pay little, if any, Fed-
eral income tax. Moreover, the great bulk of the rapid expansion in
Federal spending over the past decade has been in the form of income-
maintenance transfer payments, heavily targeted to lower income
groups.

Poverty has not been eliminated, but what remains is not a result
of unfair tax policy towards the poor. Lack of jobs is a direct cause of
poverty, a point I will get to later.

ISep appendix, p. 1031.
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The third alternative is protecting the public against inflation. In-
flation surely is, and surely should be, a key concern. The point that we
need to note here is that the Government cannot protect. all of its citi-
zens from the effects of rising prices by merely changing the income
tax structure. Indexing has a role to play in reducing or eliminating
the added taxes we pay when inflation forces us into higher brackets.

It is most helpful in the capital gains area, but indexing itself does
not cure inflation. We only delude ourselves if we avoid adopting those
often painful but necessary measures of monetary and fiscal restraint.

To those of us who are concerned with the expanding scope of the
public sector, reductions in personal and corporate income taxes are an
important and constructive step in controlling the size of Government.
But so designing tax reduction that it primarily promotes increases in
current consunml)tion-that seems to be the main strategy in the House
bill-is not the central part of any anti-inflation effort.

Quite clearly, we are led to the fourth alternative shift in tax
policy-the encouragement of more capital formation. There is no
need to repeat the many studies which demonstrate the existing bias in
the United States tax system in favor of consumption and against sav-
ing and investment. But it is not surprising that we as a Nation. devote
a far smaller portion of our GNP to investment than the other indus-
trialized nations, who generally use a tax system which taxes saving
and investment far less heavily'than does our own.

This long term concern is reinforced by the current outlook for the
American economy. Virtually every forecaster'is projecting a slower
r ate of growth for the coming 12 months than was achieved during the.
past year. A rising minority is forecasting recession sometime in 1979.
When we examine the major sectors of the economy, it is clear that
capital spending has been lagging.

Tax changes to encourage investment are badly needed to provide
needed strength for the economy and the needed jobs that I mentioned
earlier. By increasing productive capacity-the ability to supply goods
and services-the long term impact of such tax changes would be
anti-inflationary.

Other benefits may be achieved. Reasonable people may differ over
the most desirable tax changes to encourage capital formation. Re-
ducing the high capital gains tax is one useful 'and very important
approach. In fact, it has been shown before this committee that during
periods of rapid inflation, these taxes can be confiscatory. In facir, a
substantial reduction in the capital gains tax rate would unlock a great
deal of the existing nominal gains and likely generate more than off-
setting revenues. Also exn)anding the investment tax credit and liber-
alizing the depreciation allowances are other attractive possibilities.

For many reasons, however, I want to focus this morning on a
straight, across-the-board reduction in corporate income tax rates.

Of transcending importance, a lower corporate tax rate would re-
duce, the pervasive role of Government in day-to-day business decision-
making. In this period of rising public cor.cern with overregulation
of business, we must realize the pervasive interference with business
management that occurs as the result of the tax system. A lower cor-
i)orate rate would promote more efficient use of resources because fewer
business expenses would be incurred merely because they are tax
deductible.
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A lower corpora-Ita -ate--w- o ld soften the double taxation of
dividends. It is important to keep in mind that the typical dividend
recipient is not the fat cat that dominates tax reform folklore. He or
she is a retired worker that ultimately receives corporate dividends
via a pension plan, an insurance policy, or a mutual fund.

Increased dividends would be only one result of reduced corporate
tax rates. To some extent, consumers also would benefit as a portion of
the lower taxes is shifted forward in the form of lower prices, or at
least prices rising less rapidly than otherwise. Also, some part of the
higher after-tax earnings would be shifted backwards to employees
in the form of higher wages and fringe benefits.

I would expect that a substantiAl portion of the higher net earnings
of business resulting from cutting the corporate tax rate would be
reinvested in the companies themselves. The resultant increases in new
plant and equipment would provide the basis for higher production,
more jobs, and rising incomes.

For all these reasons, I urge that spurs to saving and investment and
capital formation be placed at the top of the agenda for tax policy.
The sizable reductions in the personal and corporate income tax rate
should be phased in over 3 to 5 years. To get the maximum impact of
such long-term action, Congress should pass such action now. Such
action would signal clearly the specific tax cuts which individuals and
business can anticipate over the next several years and which they
could count on as thev make their long-term commitments.

The phased tax reduction would also change the environment in
which the budget is put together. Rather than merely considering tax
cuts as a residual action to be taken after the appropriations review,
the process would be reversed. The executive branch would be forced
to develop its spending programs in the light of lower flows of revenue.

Thus, substantial tax cuts, such as those to spur private capital for-
mation, would simultaneously encourage restraint in public outlays.

Thank you very much.
The CHAIRMAN. You have made a very interesting statement and I

really think, Professor, that everyone in America ought to read that
statement of yours, because it helps to overcome a popular mis-
understanding.

I would like to direct your attention to a book that I thought was
so good that I got copies for every member of this committee and pre-
sented it to them. The book is called "Welfare," by Morton Anderson,
and it has to do with a parallel misunderstanding. What this man
points out in his book on pages 22, 23, 24, and 25, in my judgment
proves beyond any shadow of a doubt that the studies that state that
12 percent of our people are in poverty are just as wrong as they can be.

They are overlooking all sorts of f~ators. They are overlooking un-
reported income; they are overlooking the noncash value of medicaid
and food stamps and things of that sort. They are overlooking
imputed income.

For example, if a couple formalizes their relationship by marriage,
then the wife is presumed to share a portion of the husband's income.
But if they do not formalize it by marriage, under the standard Census
Bureau techniques she is said to" have no visible source of income, even
though she is sharing the house and Pharing the income with the man
who is living with her, or vice versa, him sharing her income.
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If you take all thote things into account, you come out to 3 percent
inpoverty rather than 12 percent.

if we are trying to think of how much money we have to raise to
take care of poor people in poverty, that is entirely a different matter
than what it appears to be when you look at it at first b ush. And then,
if you zero in on who these 3 percent are and what the real problem
is, you get down to the point that a lot of people are addicts and things
of this sort.

The answer is not to give them more money to buy more dope. The
answer is to find some way the fellow can do something useful that
is not disastrous to his health. The problem becomes an entirely
different problem from what some people would like to picture it
as being.

What you are saying here in taxation is pretty much that way, too.
Mr. WrEaNBAum. I share your enthusiasm for Dr. Anderson's

brilliant analysis of the welfare program. I am pleased as punch that
you link my views on taxes with his on spending.

Thank you very much.
The CHAIRMAN. I am glad you read the book. If you can write one

as good on taxes, I assure you I will buy copies for all the committee
members also.

Senator HansenI
Senator HANSEN. I think you made an excellent contribution, Mr.

Weidenbaum, to a better understanding of the problems that face this
country and are of great concern to this committee. I was especially
interested in the observations you made on the last page.

You say that phased tax reduction would also alter the environ-
ment in which the annual Federal budget is prepared, and you point
out that if we reverse the process, instead of considering tax cuts as
a residual action to be taken after the appropriations review, that that,
too, would be helpful.

I would ask you, as I have other witnesses, that the preponderance,
the overwhelming preponderance of the testimony this committee
has had with respect to cutting capital gains taxes indicates that it
would not result in a Treasury loss, but rather Treasury revenue.

Do you share that view?
Mr. WEMENRAUM. Yes, I do. -
As the Senator may know, I received the committee's invitation

late last week, and therefore my formal statement is a bit shorter than
my oral presentation this morning. In my oral presentation, I pre-
cisely made the point that I thought that reductions in the capital
gains tax, very frankly as envisioned in your bill, sir, would, by un-
ocking capital gains, likely more than pay for themselves. That would

be a very effective way of not only promoting revenue but, far more
important, promoting economic growth.

Senator HANSEN. I appreciate those kind words. The Chairman
points out, and traces quite accurately, what happened in the early
1960's and the proposals that were made by President Kennedy. I
find great merit in going even further than mny proposal does to fol-
low along in making the cuts more significant, receiving the benefit
of an even greater feedback that I am certain will result.

I think there is overwhelming evidence to support the logic in a
greater tax cut on capital gains.
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I must say amen to your statement-which I think is just a jewel-
that lack of jobs is a direct cause of poverty.

Mr. WFID NBAUM. Thank you.
The CHAIRMAN. Senator Danforth?
Senator DANFORT11. Just a short review of where we are, Mr.

Weidenbaum. I think-there has been a lot of talk about capital forma-
tion and productivity. Every witness, virtually every witness that
we have had, ha talked about the linkage between corporate taxation
and capital formation and productivity. The President's tax cut pro-
)osal that lie iade last winter ieognizes it, because the President

proposed reducing the corporate rate phased down to 44 percent. Some-
how, though, our focus in Congress-, has been almost, entirely on capital
gains taxes, and its relationship to productivity and to capital forma-
tion, which is fine. But I think that we have lost sight of the fact that
the business tax picture is also very, very important, and the thing
that has held the witnesses together that have come before us-really
all of them: 'ou, Professor Feldstein, Secretary Blumenthal, even
Professor Eio1ner from Northwestern yesterday, who canie here yester-
day to testify against reducing capital gains taxes, said that he be-
lieved the corporate tax rate should be reduced to zero.

So there is, I think, this general consensus that something should be,
done about corporate taxation as a part of the total productivity
picture.

Mr. WEIEmNBAUX. Senator, I have titled my statement "Priorities
in Tax Policy" for a ve y deliberate reason. I think that this commit-
tee has a variety of attractive alternatives before it. Let me speak,
bluntly; as the chairman of this committee knows, that this is the way
I p reer talking.

There are several very attractive alternatives. The Roth-Kemp
hill-I only call it Kemp-Roth when I am in the other House-and
the Ilansen-Steiger bill. They are very attractive alternatives.

My proposal, and Igather in specifics you have introduced legisla-
t ion for that, for a very substantial reduction in the corporate tax
rate, is also a very attractive proposal. So it is not my task, certainly
not my inclination, to attack or criticize any of these worthy alter-
natives, but to indicate where 1 sit, which I think merits the highest
prority. Over many years as a student of the American economy, I
have in my writings on taxes have always urged that a large across-
the-board cut in the corporate tax rate be given first priority in tax
policy.

Very frankly, I reiterate that position this morning. I think that
very attuned to that position is the notion that Senator Hansen and
I were discussing, that a substantial reduction in the capital gains
rate would be consistent with that, because the revenues to the Treas-
ury, if anything, likely increase rather than decrease.

So we literally-we could have, I believe, a substantial reduction in
the capital gains rate, at the saame time that we have a substantial
reduction in the corporate rate. They are not mutually exclusive.

Senator DANFOrTIt. In addressing ourselves to capital formation,
there are a variety of different types of ways to cut business taxes
that could take the form of a rate reduction, it could take the form
of increasing the investment credit to over 10 percent. It, could take!



815

'the form of doing something in expanding the accelerated deprecia-
tion rate, or indexing depreciation so you can recover the replacement
-value of assets.

Do you have a view as to the best mix, or the best synthesis that
we could take if we took the position that capital formation is the
issue we wanted to address?

Mr. WEmENBAUM. As many of the members of this committee
'know, in the last few years, I have been making a detailed analysis
of the American business system. I am concerned that government
has increasingly called the shots, literally controlled so many of the
day-to-day operations of the business system.

Very frankly, every time the Congress pases another-albeit very
well-intentioned-specific piece of tax or expenditure legislation, ei-
couraging or directing business to perform a certain way, that reduces
still further business management prerogatives and flexibility and
.efficiency.

Therefore, it is with the greAest of enthusiasm that I urge an
across-the-board reduction in the corporate rate which would reduce
the role of the tax collector in business decisionmaking. I view that,
very frankly, as part of a regulatory reform approach broadly con-
ceived-part of a necessary reduction in the role of government in the
,operation of the private sector.

Senator DANFORTH. You do not see a corporate rate reduction as
an ineffective means of stimulating business invesment?

M r. WEMIENBAUM7. I think that it will have a-very positive effect on
businessinvestnient. However, quite clearly, it will have broader ef-
fects than a more targeted measure such as increasing the investment
credit or liberalizing depreciation allowances.

As I pointed out in my statement, it likely will have a beneficial
effect on individuals, on the consumer, because some major portion of
the lower corporate tax (business is the middleman or middlewoman)
will flow through to the consumer in the form of either lower prices or,
at least, less rapidly rising prices.

And some portion likely-I think this also has been our experience-
will shift back to labor in the form of more generous wages, salaries
and fringe benefits.

So the impact of a corporate rate reduction would be widely dif-
fused throughout the entire economy.

Senator DANFORTi. Thank you.
The CHAIRMAN. Senator Packwood?
Senator PACKWOOD. Professor, one of the witnesses the other day

suggested if we want to get the most bang for our buck we should
make the corporate tax rate effective in 1981, raise the investment
credit to 12 percent, and phase it out in 1981, so companies would
begin to invest immediately and take advantage of the investment tax
credit, knowing full well in 1980 or 1981 they may have a 40 or 50 per-
cent tax rate. Is that valid?

Mr. WEMENBAUM. Senator, that kind of fine-tuning really runs
counter to the points I have been making. If we really want to in-
crease private sector -decisionmaking, get the Government out of call-
ing the shots, we have to, rather than go the fine-tuning approach,
2-eally reduce the Federal presence in the business system. And you do
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not reduce that presence by juggling the investment tax credit, but by
having a long term reduction in business tax rates.

Senator PACWOOD. The witnesses were saying it does not make any
difference if you do it now or say it is going into effect in 1981. The
decisions business will make are the same.

Mr. WEIDENBAUM. My confidence in those econometric models that
underlie those conclusions is pretty modest. As a user of those models,
I have been burnt so frequently, particularly during my years in the
Treasury, that I am not quite back to using the back of the envelope,
but not only a pinch of salt, but a whole dose of salt, should be
sprinkled over computer runs.

Senator PACKWOOD. I have no further questions.
The CHAIRMAN. Senator BentsenI
Senator BzFrs.r .Thank you, Mr. Chairman.
Professor, you made a very fine statement. I am very pleased to have

you again before us.
The figures I have seen show in real dollars the amount of money

that is invested per new worker that is added to the work force in the
last 20 years has very materially been reduced. It might have been
in the area of $55,000 per worker. It is now in the area of the low 40's.
That cannot do anything but reduce productivity, can it?

We had a previous witness talking about the fact that Japan and
Germany, because of the devastations of the war, had to put in new
plants, and all that is true, but it has been over 30 years now, and we
cannot just keep living in the past and justifying our noncompetitive
position by that. It seems to me we have to have some very strong
incentives for investment in manufacturing and modernization in that
capacity.

In 1974, I recall we got up to about 98 percent in our productive
capacity, that general area-maybe 91-then we began to have short-
ages in some critical industries and that began to lpfrog across and
we ended up with some very substantial inflation. But with the deteri-
oration of our manufacturing capacity, it seems that that tolerance
keeps going down further all the time, and that you hd up with
inefficient productivity, and it has to bring us more inflation and a less
competitive position.

Mr. WEmDENBAum. You describe a very important concern to the fu-
ture of the American economy. Clearly, we are not investing enough in
the future of the American economy, and if we look at tax systems
here and abroad, it is very clear-maybe unintentionally-but we have
a tax system that is primitive towara saving, investment, and capital
formation, and I think the so-called tax reformers that focus on the
hole instead of the donut, as I described it in my statement, are doing
us a very great disservice.

I happen to be a believer in the progressive income tax system,
progressive tax system. Consistent with-that. I think that we can and
still-have a progressive overall tax system, have very substantial re-
ductions in taxes to stimulate the capital formation.

Moreover, I think with a larger economy, that would result every
segment of the population, including in fact, and especially, the low
income of part of the population that lacks jobs or lacks adequate
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full-time jobs would benefit. In fact, in a very dynamic sense, if you get
away from the static models, I think that a major tax stimulus to
capital formation would so expand the economy that it is precisely the
lower income part of the population that would benefit to the great-

O est degree, because that is where the unemployment is heavily
concentrated.

The fully-employed middle-income classes will not benefit as much
from the emonomic growth as the presently underemployed or unem-
ployed income classes

Senator BENTsEN. In watching the business pages, I note so many
of the takeovers have been by cash tenders rather than by stock ex-
changers. It seems to me that one of the reasons is that they can buy
undervalued assets with the cash purchase rather than going and in-
vesting that cash themselves in new equipment, that there has not been
incentive to do that. They have chosen the other route, and that does
not really add to productivity. That is just an amalgamation of forces.
That is just not investing in new equipment. Is that not correct f

So that the investment decision is guided by what the tax figures are?
Mr. WImDENBAUx. Senator, that is an unfortunate but logical type of

action, given the operation of the tax system in a period of inflation
which taxes nominal business income, nominal capital gains, which in
real terms are close to zero, and often negative.

The CHALEMAN. Senator Roth ?
Senator Rom. Thank you, Mr. Chairman.
First, I want to say to you that I plan to take your welfare book

down to Rehoboth next week during the Labor Day recess and read
it on the beaches. But I was pleased to hear the chairman talk about
your thoughtful statement.

I must say, Mr. Chairman, I also hope that this means that you
agree with the last paragraph that we ought to establish tax policy
;tow. not only for this year, but for the years down the road.

Mr. Weidenbaum, I feel in many ways that the most important thing
you say-and 1 agree with most of the things that you say-is that we
should not have tax policy determined after we decide the rest of what
we are going to do on the expenditure side of the government. And that
is the whole point of the Roth-Kemp tax-cut, to set a policy now, not
only for this year, but the several years down the road, both with re-
spect to business and personal.

And it does seem to me, if I understand what you are saying, that we
have a tail wagging the dog and it is about time that we leapfrogged
and made tax policy in the economy thte upfront thing that we work on.
- I have never seen it better said than you did in your statement, and

I just think that it is so important that tax policy be decided not year by
year, but we lay the groundwork now.

Let me ask you this question. Secretary Blumenthal, when he has
before us admitted, in answer to my question, that probably they would
be coming back next year or the following year for new tax cuts, and it
woiild be even further down the road.

Does it not make sense now to plan what we are going to do the next
, several ears? As Alan Greenspan says, we are probably going to have

tax cuts in the amounts proposed in the Roth-Kemp bill, but on a year-
by-year basis rather than by planning ahead.
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Mr. WEDENBAUM. In my opinion, Senator, your point is absolutely
right. Let me emphasize. One of the reasons that we get large budget
deficits year after year is precisely doing the expenditure and the ap-
propriation planning in the executive branch, and budget review in this
branch in the context of a larger flow of revenue than actually results.
Why?1 Because the expenditures are planned, say over a 5-year plan,
and the tax policy comes ir annual installments.

If we had any hope for reducing, slowing down the growth of Gov-
ernment in the United States, it is precisely via the action upon tax
policy and precisely, as you put it, that this committee has a unique
opportunity for leadership in enacting a long-term program of tax
reduction which sets the tone for budget planning in both the legislative
and executive branches on both revenues and the expenditures.

Senator ROT. In my judgnient. that. is the only way you are going
to meet the President's goal of reducing from 23 to 22 to 21 or 20, as
others have proposed, the percentage of GNP that is spent in the public
sector by the Federal Government.

I applaud what you are saying. I might say, for that reason, the
Roth-Kemp bill is the only anti-inflationary proposal before us, be-
cause we are making that commitment and there is no way, no way
you are going to hold down this growth of government unless you
hold down the revenue.

I could not agree more strongly with youi, and applaud you for
what you are saying, and hope you will get the message across. Be-
cause, frankly, those who want to keep government growing fast, in-
crease spending, are raising the bugaboo of inflation and other things.
They argue cut expenditures first because the big spenders know we
can never hold down the growth in government that way. Would
you agree?

Mr. WEI NBAUM. It is a question of horse and cart, and the horse
here has to be major tax cuts. And, very frankly, Senator, I feel that
those who overestimate the direct revenue effects of long-term tax cuts
do us a disservice. I was asked recently by Chairman Ullman to com-
ment on your bill, and I was, very frankly, I was surprised and dis-
appointed, and I so said. That despite my great admiration for the
work over the years of the Joint Committee on Internal Revenue Tax-
ation, the staff of that committee estimated the revenue effects assum-
ing no feedback on either the supply or the demand side, I thought
that was totally unsupportable.

Senator Rom. May I ask 6ne further question, Mr. Chairman?
Tle CHAIRMAN. Yes.
Senator RoTir. I think it is a matter of serious importance.
You make reference to the bad examples in your testimony. One of

the reasons I think we find ourselves where we are with a tax policy
that is negative in helping economic growth and job creating in the
private sector, is the fact that those who want income transfer use a
few bad examples to popularize their point of view.

The recent Roper poll shows that the majority of the American
people feel everybody ought to pay some taxes, including the very
rich, and one of the reforms that I think-and I am not an expert
on this, Mr. Chairman--one of the reforms that I think we need is a
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true minimum tax, not an add-on, but one which really gets to those
who are paying no taxes.

It is amazing to me to hear the President berate the people who are
paying no taxes when last year he admitted he paid no taxes. There'
is something contradictory about that.

But I think it is wrong that he, or anybody else, is in that position..
So I think that one of the things we need to do is have an effective

minimum tax that frankly applies to State and local bonds, as un-
popular as that is, so that everyone is being taxed, if somebody can
lay to rest these bad examples that are used as rationales and excuse
for income transfer.

Mr. WE IENBAUM. Senator, also, those bad examples remind us of
the underlying reason, and it is specifically the high personal and
corporate tax rate to begin with, that motivate investing all the time
and effort in the tax lawyers and tax accountants. rather than in pro-
ductive economic activity.

I think that the only industry that would suffer if there was a major
reduction in tax rates would be the tax accounting, tax lawyer indus.
try. Not being a part of the industry, of course, I am not concerned
about the maintenance of full employment in it.

But, very frankly, I am not surprised that when the Congress im-
poses burdens of up to 70 percent, in nominal terms, on taxpayers, you
motivate them to put an awful lot of resources, not in productive.
economic activity, but in tax avoidance.

The way out, I do not think, is to go after those who have taken
advant, ,'e of the tax incentives, but to reduce the incentive to go that
route by major reductions in Federal, corporate, and ultimately in-
dividual income ta.es.

Senator Rowri. May I ask, you would agree that it is desirable now
to pas legislation that will relieve much of the burden on business
together with a substantial across-the-board tax cut that would have
as a goal, I would say, reducing the tax range to 50 percent to perhaps
8 or 10 percent over the next Federal years?

Mr. WED.,nAuM. Senator, I may have a different view as to the
precise emphasis on corporate individual taxes. As I look at the tax
system in my preferred tax structure of the 1980's, I would like to
see tax reduction weighted more heavily to the corporate side than
is envisioned in most of the existing proposals.

But over the coming 5-year period, I think tlat the American peo-
ple would benefit from a phased reduction in income tax rates, cor-
porate and individual, but phased at one point in time for the reasons
we discussed.

Senator Roru. Thank you.
The CHAIRMAN. I think that your presentation would have an even,

better balance if you would undertake to provide us with a chart to
put a third column in your table that would show us on the taking
down end how much these various groups receive. For example, when
you take the group of less than $5,000, that is where most of the wel-
fare benefits and the other benefit expenditures occur.

If you would undertake to find the best information you can for
that purpose, then I think you could find some studies along that line.
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It would help to provide some balance and show not only where the
different groups stand on the putting up end, but where they stand on
the taking down end.

Mr. WEIDENBAUM. I do not have the data with re. I have done that
in the paSt, and I assure you that your instincts are absolutely correct,
that at the lower income classes, their share of Federal expenditures is
very high so that, on balance, they are very substantial recipients of
Federal money, and at the upper bracket, their share of expenditures
is very low so, on balance, they are net oontributors to Federal revenue.

I will be glad to prepare for the record.1
The CHAIRMAN. If you cannot find any later study on that subject,

a fellow named Herman Miller included in his book, "Rich Man, Poor
Man," a chart on this subject. I think it would help complete and
balance what you have to say here.

I would also appreciate it if you wouH provide us with'a bio-
graphical background of yourself for the record.'

Mr. WarIDNBAUM. Yes, Mr. Chairman.
[The prepared statement of Mr. Weidenbaum follows:]

PRioRnTExS Iv TAx PoLuc"

(By Murray L. Weidenbaum)'

In its action on the current tax bill, the Congress has an important opportunity
to set the priorities in tax policy for many years to come. There is no shortage of
alternatives to choose from: (1) enhancing the equity of the tax system by closing
all those "loopholes," (2) easing the burden on the poor by reducing taxes in the
low brackets, (3) protecting the public from the effects of inflation through
adjusting the personal income tax structure ("indexing"), and (4) increasing the
stimulus for capital formation.

Let us briefly evaluate each of these four alternatives to see which merits
greatest priority.

CLOSING ALL THOSE LOOPHOIU

Frankly, it is necessary to go beyond the "horror stories" of the 50 or 30 or 15
millionaires who don't pay any taxes and to focus on the total impact of the"
revenue system. In passing we should note, however, that at every income level
there are people who do not pay any taxes and even larger numbers who do not
pay their "fair" share of taxes. But the overall facts of the matter are very cleRr:
the federal individual income tax is progressive, in both practice and theory.

To be sure, that statement runs counter to the popular myth that "the poor
pay mbre, so the rich pay less." That, very frankly, is the big lie in tax reform
discussions. On the average, the higher your income, the more federal personal
income tax you pay, both absolutely and as a proportion of your income. That
has been demonstrated in every comprehensive study of the federal individual
income tax.

Those writers who focus on the distribution of "tax expenditures" (the reve-
nues lost from special provisions) are looking at the hole instead of the donut.
Even after taking full amount of tax expenditures, the federal personal. tax
system is progressive. The most recent corroboration of this fact was provided
by Secretary of the Treasury W. Michael Blumenthal in testimony earlier this
year. Table 1, taken from the Secretary's statement, shows that the effective
personal tax rate rises steadily with the taxpayer's income and at a more rapid
rate-this is the essence of a "Progressive" tax.

See appendix, p. 1031, for supplementary statement.
* See arvndix, p. 1031, for biographical background.Mr. Weidenbaum is Director of the Center for the Study of American Buielness at

WaRhington University In St. Louis and adjunct scholar at the American Enterprise
Institute.
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Table I-Federal personal income ta rates under present tax, lao

(Based on 1976 levels of income)
Expanded income clase Effective tax rate (perent)

Iesq than $5,000 ---------------------------------------------- 0.2
$5,000 to $10,000 ---------------------------------------------- 5.5
$10,000 to $15,000 ---------------------------------------------- 9.0
$15,000 to $20,000 ---------------------------------------------- 11.2
$20,000 to $30,000 --------------------------------------------- 13. 8
$30,000 to $50,000 --------------------------------------------- 17. 6
$50,000 to $100,000 ------------------------------------------ 24.4
$100,000 to $200,000 -------------------------------------------- 2. 5
$200,000 and over --------------------------------------------- 30.0

Average ------ ------------------------------------------ 12.4
There is no need to guess the average citizen's reaction to the equity of the

federal income tax. The Advisory Commission on Intergovernmental Relations
recently reported its survey of taxpayer attitudes. By a substantial plurality,
the American public believes that it gets the most for Its money from the federal
government. The local property tax receives the "honors" for being considered
the most unfair tax (see Table 2).

Table 2-Citzens reactions to government and faces

"From Which Level of Government Do you Feel You Get the Most for Your
Money ?"

Percent
Federal ------------------------------------------------------- 86
Local -------------------------------------------------------- 26
State -------------------------------------------------------- 20
Don't know --------------------------------------------------- 18

Total --------------------------------------------------- 100

"Which Do You Think is the Worst Tax-.That Is, the Least Fair?"
Percent

Local property tax ---------------------------------------------- 33
Federal income tax ---------------------------------------------- 28
State sales tax ------------------------------------------------- 17
State income tax ----------------------------- ------------------ 11
Don't know -------- ------------------------------------------- 11

Total -------------------------------------------------- 100
(Source: Advisory Commission on Intergovernmental Relations.)
Although the passage of Proposition 18 in California demonstrated ihe public's

general concern with high taxes and big government, it is interesting to note that
the proposition focused on the local property tax.

My statement is not an attempt to defend every provision of the Internal
Revenue Code. But It does seem clear that tax reform in the sense of closing
"loopholes" Is not-and should not be-at the top of the agenda for tax policy
action.

REDUCING THE TAX BURDEN ON THE POOR

It is clear from the data in Table 1 that the poor now pay little if any federal
income tax. That was not always the case, but it surely is true today. Moreover,
the great bulk of the rapid expansion in federal spending over the past decade
has been in the form of income-maintenance transfer payments. These federal
expenditures are heavily targeted to the lower income groups of the population..

Poverty surely has not been eliminated in the United States. Dut what remains
is not the result of unfair tax policy toward the poor. Lack of jobs is a direct
cause of poverty, a point we will take up a little later.



822

PROTECTING THE PUBLIC AGAINST INFLATION

Infition surely is a key concern of the American people. The point that we
need to note here is that the government cannot protect all of its citizens from
the effects of rising prices by merely changing the income tax structure. Surely,
"indexing" can reduce or eliminate the added taxes which we pay when inflation
forces us into higher tax brackets.

But indexing itself does not cure inflation. We only delude ourselves If we
avoid adopting those often painful but necessary measures of monetary and
fiscal restraint which can help subdue the Inflationary pressures. Reforming
needlessly costly government regulations is an Important part of any compre-
hensive anti-inflationary effort.

To those of us who are concerned with the expanding scope of the public-
sector at the expense of the private sector, reductions In taxes are an important
and constructive step in controlling the size of government. But so designing tax
reduction that it primarily promotes increases in current consumption-which
appears to be the main strategy of the current tax bill--surely is not a central part
of any anti-inflation effort.

So, c,ulte clearly, we are led to the fourth alternative shift in tax policy-the
encouragement of more capital formation. As we will see, there are many reasons
to believe that this is the most desirable of the proposals now under consideration.

ENCOURAOING CAPITAL FORMATION

There is no need to repeat the many studies which demonstrate the existing
bias in the U.S. tax system in favor of consumption and against saving and
investment. But it is not surprising that we as a nation devote a far smaller
portion of our GNP to investment than the other industrialized nations, who
generally use a tax system which taxes saving and investment far less heavily
than does our own.

This long-term concern is reinforced by the current outlook for the American
economy. Virtually every forecaster is projecting a slower rate of growth for the
coming 12 months than was achieved during the past year. A rising minority Is
forecasting recession sometime in 1979. When we examine the major sectors of
the economy, it is clear that capital spending has been laggIng far behind what
normally would be expected during this stage of the cycle.

Tax changes to encourage investment in economic growth are badly needed to,
provide needed strength for the economy. By increasing productive capacity-
the ability to supply goods and services-the long-term Impact of such tax changes
would be anti-inflationary. Depending on which specific changes are adopted,
variety of other benefits could be achieved.

Reasonable people may differ over the most desirable tax changes to encourage
capital formation. Reducing the high capital gains taxes is one useful approach.
In fact, it has been shown that during periods of rapid inflation these taxes can
be confiscatory in real terms. Also, expanding the Investment tax credit and
liberalizing depreciation allowances are other attractive powbiblitles. For a
variety of reasons, however, I support a straight across-the-board reduction in
corpoarte.income tax rates.

Of transcending importance, a lower corporate tax rate would reduce the-
pervasive role of government in day-to-day business decision making. In this
period of rising public concern with overregulation of business, we must realize-
the pervasive interference with business management that occurs as the result
of the tax structure. A lower corporate rate would promote more efficient use
of resources because fewer business expenses would be incurred merely because
they are tax deductible.

A lower corporate tax rate would soften the double taxation of dividends. It
is important in this connection to keep in mind that the typical dividend recipient
Is not the "fat cat" that dominates tax reform folklore. Rather, be or she Is a
retired worker that ultimately receives corporate dividends via a pension plan,.
an insurance policy, or a mutual fund.

Increased dividends would be only one result of reduced corporate tax rates.
To some extent, consumers also would benefit as a portion of the lower taxes Is-
shifted forward in the form of lower prices, or at least prices rising lea rapidly
than otherwise. Also. some part of the higher after-tax earnings would be shifted
backwards to employees In the form of higher wages and fringe benefits.
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I would expect that a substantial portion of the higher net earnings resulting
from cutting the corporate tax rate would be reinvested in the companies them.
selves. The resultant increases in new plant and equipment would provide the
basis for higher production, more jobs, and rising incomes. For all these reasons,
I urge that spurs to, capital formation be placed at the top of the agenda for tax
policy and that siz-able reductions in the corporate income tax rate be phased In
over a period of three to five years. To-get the maximum impact of such long-
term action, the Congress should pass the entire package now. Such action would
-signal clearly the specific tax cuts which business can anticipate over the next
-everal years and which it could count on as it makes Its long-term commitments.

The phased tax reduction would also alter the environment in which the annual
federal budget is prepared. Rather than considering tax cuts as a residual action
to be taken after the appropriations review, the process would be reversed. The
executive branch would be forced to develop its expenditure programs in the
light of a lower anticipated flow of revenues. Thus, substantial tax cuts, such
as those to spur private capital formation, would simultaneously encourage
restraint in public outlays.

The CHAIRMAN. Next, we will hear from Mr. Edward 1: O'Brien,
president, Securities Industry Association.

Mr. O'BRiEN. Good morning, Mr. Chairman and gentlemen.
Accompanying me today is George L. Ball. the president of the

Securities Industry Association's Tax Policy Committee, and presi-
dent of E. F. Hutton Co.
S STATEMENT OF EDWARD I. O'BRIEN, PRESIDENT, SECURITIES IN-

DUSTRY ASSOCIATION, ACCOMPANIED BY GEORGE L. BALL,
CHAIRMAN, TAX POLICY COMMITTEE, SIA, AND PRESIDENT, E.
F. HUTTON & CO., INC.

Mr. O'BRn. We very much appreciate this opportunity to testify
before this committee whose members recognize the need to improve
the tax bias against investment. With your permission, Mr. Chairman,
we would like our full statement included in the record, and would
like to summarize our full statement verbally.

Because of its essential role in the capital markets, the industry
daily observes the impact of tax policy on investment decisions by
-corporations and investors large and small. On several occasions, SIA
testified that higher capital gains taxes impede capital mobility and
the flow oi risk capital.

We have seen investors locked in to their existing investments or
seeking alternative investments with higher aftertax returns than
stock investments. In our professional judgment, capital gains tax
incentives are needed to attract individual investors, to simulate
investment in new venture enterprises and to lower dangerous high
debt-equity ratio of many corporations.

Studies have been undertaken by SIA and other organizations
indicating that lower capital gains taxes would increase rather than
decrease tax revenues, would stimulate investment and capital forma-
tion and reduce the imbalance of corporate balance sheets.

The securities industry is alarmed by the impact since 1969 of
increased taxes on returns from investment.

In 1969, capital gains marginal tax rates were increased from 25
percent to 45 percent.

Since then 6 million investors have loft the stock market.
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The portion of Americans' savings invested in stocks dropped from
40 percent to 25 percent.

Federal tax revenues from capital gains declined.
The number of small businesses issuing new stock offerings plunged

from 548 to.4, capital raised by those offerings dropped 99 percent.
Economic growth, capital formation, and productivity lagged.
The Nation experienced two recessions.
While there were several reasons for these trends, there is no question

that sharp increases in taxes on investment returns were a contributing
factor.

Last year, SIA contracted with Data Resources, Inc. to simulate
the impact on the economy of nine alternative tax proposals. The
results are included in the attached study, entitled, "Tax Policy,
Investment, and Economic Growth."

The stuay showed that lowering the tax burden on the returns from
investment will 'stimulate economic growth, increase employment,
encourage capital formation, and increase Federal tax revenues. This
study was not limited to static analysis, but reflected feedback effects
in the economy.

SIA has updated the original study by asking DRI and Dr. Norman
Ture to evaluate three additional proposals: One, the House bill; two,
Senator Hansen's bill; and three, President Kennedy's 1963 tax
proposals with respect to capital gains.

The econometric simulations of the House bill were completed prior
to final passage by the House and do not include amendments which
indexed capital assets and provided an exclusion for homeowners.

In an excellent statement Tuesday, Former Treasury Secretary
Fowler outlined President Kennedy's proposal to reduce the portion
of capital gains subject to tax from 50 percent to 30 percent and to
cut additional tax rates.

The simulations modify the Kennedy proposals in two respects:
(1) The individual tax rates proposed by President. Kennedy were
adjusted to provide reductions for all taxpayers; and (2) an alterna-
tive minimum tax of 15 percent was added.

Under present law, marginal capital gains tax rates can exceed
49 rreent. and sometimes higher. This marginal rate would be reduced
to 35 percent under the House bill, to 25 percent under the Hansen-
Steiger proposal and to 19.5 percent under the modified Kennedy.
proposal.

The data resources results are shown on page 7 of our statement. As
the table shows, the capital gains provisions of the House bill increase
rel 1 GNP bv $63 billion and capital formation by $29 billion. Over 1
million additional man-years of employment would be created from
197.-1983. Tax revenue would go up by $23 billion.

The DRI projections for the Hansen-Steiger bill show real GNP
increasing $98 billion over the time period analyzed. Capital forma-
tion jumps $46 billion, the number of man-years of employment.
increases over 1.6 million. Tax receipts rise by $33 billion.

President Kennedy's 1963 tax proposals had an even stronger im-
pact. Real GNP increases by $122 billion. Capital formation goes up
by $58 billion. Over 2 million additional -man-years of employment
are created. Tax revenues rise $42 billion from 1979 to 1983.
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The CITAMMLAN. What does DRI stand for?
Mr. O'BRIEN. Data Resources, Inc., Mr. Chairman.
The CHAIRMA. Go ahead.
Mr. O'BREN. I would like to present Dr. Ture's results which are

contained on page 9 of our statement.
According to Dr. Ture's analysis, the capital gains provisions of the

House bill would increase real GNP by $51 billion from 1979 to 1983,
and capital formation by $43 billion. The number of jobs would expand
by 70,000 in 1982 or 1983. There would be no decrease in tax receipts to
offset these beneficial results.

The projections for the Hansen-Steiger bill are even more promising.
Real GNP would rise by $76 billion; investment by $56 billion. The
peak impact on the number of jobs is 110,000 in 1981 or 1982. Tax
receipts increased by $6 billion.

Finally, the impact of the modified Kennedy proposal is by far the
strongest of the three. Real GNP jumps $211 billion over the period
1979 to 1983. Investment spurts. $158 billion. The number of jobs
increases by 300,000 in 1983. Federal tax receipts are up by $15 billion.

Data Resources' and Dr. Ture's projections differ in magnitude con-
cerning the impact of these three proposals on the economy. Each
organization uses its own econometric model and methodology, for that
matter. That is the very reason why wc want to confirm the directional
results of these proposals by consulting with two independent orga-
nizations.

As both of these studies clearly demonstrate and as I have noted
earlier, lower capital gains taxes will stimulate economic growth, in-
crease capital formation, create jobs and increase tax revenues.

In general, lower taxes increase GNP through stimulat ing con-
sumption and/or investment. However, reducing taxes on capital gins
has a particularly strong impact on stimulating investment relative to
consumption.

The advantages of stimulating investment relative to consumption
are really crucial. Stimulating investment increases the capital stock
and therefore the Nation's production and employment potential. This
allows the economy to meet future demand with less inflationary
pressure.

By tilting the ratio of GNP devoted to investment closer to the 12-
percent ratio considered necessary by the U.S. Bureau of Economic
Analysis, the economy's ability to meet stated national objectives will
be improved considerably.

Several bills, including some sponsored by members of this commit-
tee, move in that direction. Mr. Chairman, the House bill is an impor-
tant step toward reversing the present tax bias against investment. In
view of what our studies show, we urge this committee to consider
combining the House bill with the capital gains tax proposals first put
forth by President Kennedy.

Mr. Chairman, we would be happy to answer any questions the com-
mittee may have. I should also inform you that Dr. Joseph Kasputys
of Data Resources and Dr. Ture are here today to answer any questions
about their particular area that the members of the committee may
have.
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The CHAIRMAN. Let me make this suggestion to you, Mr. O'Brien.
I don't know mucif-about this computer business. All I know is that

if things are working right, you push 2 plus 2, and it comes out 4 on the
computer. But we need to take the components apart and see whether
you are right, because if what you say is right, then we would be doing
this Nation a horrible disservice to continue ridiculously high, coun-
terproductive tax rates to discourage people from doing things that
are socially advantageous and economically advantageous to this
Nation.

One, by reducing the rate, we would make money for the Govern-
ment, put r',3re people to work, help to provide a better life for every-
body. Now, if some idiot, by not knowing how to estimate the dynamics
in the economy, is responsible for a sluggish economy, we ought to
make him lay it out so that you can try to understand it. People have
difficulty understanding this issue now.

I have tried to compare the Treasury estimate up here to shooting
at a duck. If you are aiming right at the duck when you shoot, yu
have got to miss him. There is no way that you are going to hit that
duck, if you are aiming at him, and he is flying in front of the line.
You have to shoot in front of him. I am not saying that you will hit
him, but you have a chance to hit him, if you shoot in front of the duck.
Any duck hunter can tell you that if anybody tells you to aim at the
duck, he is wrong. He does not know anything about hunting ducks.

The same thing is true about making the economy move. If these peo-
ple down there at the Treasury-frankly, some of this mischief might
be coming from our own joint committee staff, or coming down from
the Federal Reserve, whoever these people are who can't see that this
economy is a moving thing. At least it ought to be a moving thing, just
like the Nation ought to be moving. If they can't see the effects of
motion, then we had better get those people out of there, because they
might get seasick under the kind of leadership that this Nation ought.
to be having.

.We have a chance, then, to get the thing right,. Can you give us any
suggestion as to how we might work on something like that?.

Mr. O'BRIEN. At the outset, Mr. Chairman, just as a personal note,
it warms me to hear that you, too, are not as efficient in the workings
of the computer. It has long been my problem, and I am glad to hear
that somebody as esteemed as the chairman of this committee is not up
on the computer.

Our professional judgment is that something needs to be done. It is
our judgment as investment bankers and securities people. Therefore,
we retained the services of DRI and Dr. Ture to see if we could
confirm it.

One suggestion that I might offer for your consideration and that of
the other members is that we could get together the people "we have
associated with ourselves, some of your staff, Dr. Ture, some of the
people from the Treasury. There must be an answer to this. We would
be very glad to try to offer assistance and help to bring about a better
understanding or perhaps a solution, if that is acceptable.

The CHAIrMAN. That is what I will try to put in motion. I will ask
our staff right now to make some plans to contact you, and to work with
you in this matter.
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There are so many bad decisions or instances of bad judgment inside
the Government., that it could destroy this Nation. Let me give you an
example. On the energy bill, those people at the Department of
Energy came up with an estimate that paying more than a certain price
for gas would not get you one more cubic foot of gas.

They testified for a year to that, and they even convinced Secretary
Schles4inger, and he sat down and explained it to me, and almost con-
vinced me, and I should have known better. Eventually, we found out
how thiy arrived at that. Do you know how they arrived at that con-
clusion? They arrived at that conclusion by vsaing that you only have
a certain number of rigs, and at that price "all (he rigs would be active.
What they overlooked was the fact that the Nation 1has the capacity to
put u) more rigs.

Mr. O'BRIEN. Then we should go after more rigs.
The C(IATRMAN. If you had followed that philosophy (hiring World

War 11. you would not have drafted any more so diers because you
only had so many tanks, or you only had so many airplanes-so why
train more soldiers? In other words, you would have overloaked th'e
f:ct, that the Nation had the capabilit. of building more weapons.

If that kind of thinking is in our tax structure, and in the people who
a re making what should be the responsible decisions, all I can say is-
God save this country. We have got to defeat those people.

I want them to work with you, and you to work with them. and then
you will take the leadership in this to see if you can break this down
so !),at somebody can undeistaiid what we are talking about. I)ecauis
it s:eems to me, "by their own admission, that they are proceeding to
sioxit at the duck and assuming thit-the duck is stauiding st ill in the air.

MrZO'BRIEN. Obviously, we think that they are wrong. Let's see
walv we can find out to bring some light to that subject. We will try.

'11 ChAIRMAN. Thank you.
,Scnmtor Hansen?
-wnator tIAxsFNx. Mr. O1)'rien. I am delighted every time hear vo

imke a presentation before this committee. It seems to mie that if p)eo-
l)le will take the, time to listen to you, and to hear what. you sv, and
ponder on it, they are, going to have to agree with the ines apahle logic
of your conclusions.

want to say this also, Mr. Chairman. They say that politics is the
art of the impossible. A couple of years ago I was seared that we were
nat going to be looking at the prospect of re(lucing taxes on capital
gains. But there were those who occupied some pretty prominent roles
in Government who thought that that whole concept ought to be abol-
ished completely as though there was no such thing as a capital gain,
and that we ignore inflation.

Then, when Bill Steiger introduced the proposal that he introduced
in the Hfouse. it encouraged me to think that there might be a little hope
at the end of tle tunnel. I got l)usv, and as the ehanman knows, I
rounded up some 63 of us in the Senate, and we will have some help
from others when it comes up for a vote. I would like to believe that my
effort gave some encouragement back to the House side.

Right now I go on record as being in favor of the proposal that the-
chairivin has come up with. This is not. jus a Rgood idea. it is a better
idea. If it makes sense to reduce, as I believe it does,-capital gain so

83-050-7R---T
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th- I v, 1iu th' Ill) 2--Ijerv(.1t 1:axilIIiIIII rate shall l'inpy. I hiul: hat
there is ev.I greater merit in the proposal that has been offered by
011!1 A-hru~n.woil I estoo'nii.

Ifaving slid t hat. I would hope that you might gi%'e Iis a little idea
t 1at will r'leet -In accurate profile of the investors. in America. I think
that it is iIuI)olialnt hat 11i pulhli, generally undel'standt v..'
i, in h I! i- 1,il! will !el ti 1'; *rJ-I)E,!- l 's talk aoiut, if %vf, mnay. oldlr
peoleQ. anI w iiu who are delw)il(hent Ilpo!) pension Iultefits and who
ii..,ltt ))(0-sildlV l-econie investors a'ain.

VW'e, hav lnd (; million ieople leave le stock market. What sort of
iwopde are t e? Wi lt allout yomig women, who have some income,

1!.! w h , i hl \\-:lil to ives(,.,t t hat.
s iinrl, I, ,upe. generallyy . offer great promise to put their money,

n':;i l;.,T thanl in r. -11iu p x, v-ent ,. into job-lrodll i '' ,. ' ""
(C'olil1 von take jilst a few uut iuuit.. to tell us whit Volt t1 i!k anii

a'cil'rate Irofile of tle leoleh' who li,,lht beo reached aid who light
ie ..... n,. i \,-: - in .ob ,ri'a i , ti 'itie,-in \1111ri4 , 1  lift?

NI r. ( )'BRIEN. lI MP start, an thle my colleague. Mr. all to give
I); i ()\ e- I ct .io .

Ii uu\- own case-it is always goo l to I)ersonalize thinrs-T lw allle
lilt rested in ine'--t1 mviet at home at the age of 14 or 15. Within a few
years, I began making a few modest in vestnments. So here is an (-x-
amlde of a Voting person.

N" wH mother who is 86 has invested. and not invested in
(1il0ilIIOIiS alimounlts, for many. many years. Between those two ends of
the -iwptrum. 15 or so and !,6. voi 'will find that Von will have an
at I rat ion for Il'ore ald lnore people to t lie securities industry.

l'l, ev will he attracted to different type, of investments. New types
of companies which are hWginnici. innovative companies. which we
know as a fact will )rIovide more jobs to more lWOlle. and in turn tax
revemes to tile coinitry'. Other,; will invest iii COmlianies where theyy
will use tihe incloie for liirposes of retirement, or as al slupplement. (I*
for )lrli)Oses, as a i examlle. of educating their children.

So what I :ll saying is. in a wor(1. it will flow across tile spectrum
of A i erica from different age groups innl income groups. all of whom
will be encouraged Ibv some sort of an action proposed by you or the
v.!::,*61-,1 . and! otlher-.. Mr. Ball 11a v want to amlllif\• t that.

Mr. I ,..Just briefly. Some 20 to 22) recent of all the couimlton
stock in America is owied by iniidiials who are over 65 years of
age. Ili uiuiV cases. that stock is no longer aplropriate for their
C'ii i1ilt cjir li i e Itau'.,-. "'i('re an. IIin 1', 11 lany cases, accorldi;nr to -iI'-

wevs that oulr firmi has lone. where t hey are reluctant to sell the stock
and pay tile capital gains tax. Yet it is tlie wrong form of owe.sVlil)
c.,. a--,,t all,' w t iou for tl i.

I1e average investor. I believe. is 53 years old. There is a great
chni.nge in the co1muiOn stock owning age group. One variation of your
bill would bring back many of the young people in their late 20's and
early 30's. who tend. on balance to make more adventurous invest-
ments. often in the smaller companies, the embryonic company that
does provide a great deal of job opportunity per dollar of capital
iinvested.
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I think that on those particular ends of the spectrum, you will find
:I great swial benefit to our nation.

Senator hTANSFN. I have not asked for this privilege often, but if
lthe chairnian would indulge mle for o1e more question.

Would you not agree with ine that we shall encourage active sup-
1)0er for til'e free enterprise system throughout America? I think that
d w rel' is IO ( 9tW1) t ! t i t ' we ,V I l 'at 'l ' l it,)l wi -'\ + 1 ()111* ,'1- :1(1111 :11"'d

ours is far and away the best.
Is there alIlV better IIVa )f gett ing people on board. actively involved

in kinerica. ili ito let them Ibe participants in a way that will offer
I IhtIit rv 'ar(l e

Mr. ()'BREN. I happent to believee tliat very firmly. As a matter of
:tc . i f', -l So) ! ! .4! iv :d)., I - ' - -l 1 ijcf,. !1at i' I ! ,. -,'-,'< I ' 77 , ;.
I bave-, ol ,lv -1ravll 411- to ,10.000 miles througloit this country
elphaIsizing tlie natitlre of the plroleni anl getting peoplee to tahnder-
stand it, so that perhaps something can be brought to bear, to correct it.

"l'lw fa 'ct 11* I e 1 1 :ti i -. i \ \'- , )l tli te clialice to ol andi to pI.-
tici1 )ate, they are going to take an interest, and they are going to be
V ,' Viligait ()t". \w at l1alPl)t't. in tie tax ill nit tre, n t|lie rI lining of
the company, or whatever it happens to be.

So the trick is to broaden, rather than to suffocate ownership of
equiities in this country. After all. that is what this country all about.

Senator HANSEN. Thank you very much.
The C(ITARnIAx. Senator Danforth ?Senator DAFORTr. NO questions.

The CHAIRMAN. Senator Packwood ?
Senator IPACKWCVOD. No questions.
The CHAIRMAN. Senator Byrd.
Senator hirn. No questions.
The ('IIAIMAN. Senator Bentsen ?
Senator BENThEN. No quest ions.
The ('HAm.AN. Senator Dole?
Senator DOLE. I think you suggest on page 11, that the greatest gain

in GNP is achieved if all taxes on cal)ital gain are eliminated. Do you
suggest the committee go beyond the Hansen proposal. and the chair-
man's proposal ?

Mr. O'Blm:-. At this stage of the game, Senator. while that might
be a very fine objective. realistically, it may l)e. perhaps. too mucl to
ho])pe fol:.

I am saying that at least we should go past the House version. and
I tlink we should embrace the proposal which Senator Hansen himself
has. in fact. endorsed this norning-the chairman's proposal.

Senator DoLE.. You mention in another part of your statement. that
tie stuylv was done before the adoption of the so-called Arclher amend-
nent. Have you had a chance to focus on indexing?

Mr. O'Bn'wx.s. I don't know what the answer on that is. Perhaps I
can cheek with one of my associates.

Mr. BALL. We have not, Senator, not yet.
Senator DOLE. Do you support that conceptI
Mr. O'BIIxIN. We do have some work which has been completed on

that by Dr. Tu re. 1 don't think that Data Resources has done anything
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on the subject. We will be very glad to share that with you, if you
would like to have it.

Senator I)oi. That gets. into tlp qustin of indexing, which many
of us have a rather broad interest in. It might be useful to have your
views on the limited application of the Archer amendment.

Mr. O'BRWN. We will be glad to furnish if to you, Senator.
[I'he following S :w .11se(Iently Supplied for the record:]

SECURITIES INDUSTRY AssocIATION,
11Im~tlingtoF0. ID.C.. .4fign-vt 31, 197R.

I 1Ton. RUssELL B. LoNo,
f'l~:,r~an .'+'tat,"€',t,,itt nti.'i% +.Dirksir.n ,Senate Off(c Building.

lWaxhinqton. 1)!'.

1 lis. MR. (C'IrRMAN.: During the colloquy following SIA President Edward
1. (0lrien's testimony before the Committee on August 24, 1978, Senator Dole
retlw)td the results of econometric simulations on the "Archer amendment",
%hiicli indexes capital assets for Inflation. Dr. Norman B. Ture has examined
the effects of this provision, and his results are enclosed.

D'ata Resources. Inc. has not specifically examined the Archer amendment.
Howe-ver. DRI did simulate the effects of an alternative mechanism to adjust
capital assets for inflation as a part of SIA's original study. The "sliding scale"
approach examined on pages 36 and 37 (excerpt enclosed) of SIA's paper entitled
7'1.r Po" 1 1. In4"CstmCnt and Economic 'Growth is similar to a proposal narrowly
de-feated (39 to 43) by the Senate in 1976.

D irect comparison of the two sets of results would not be valid because of
fundamental differences between the proposals and between the two econometric
models. Nonetheless. the economic and revenue projections are positive for each
proposal.

I hole the enclosed material will lm- resplonsive to Senator l)ole's inquiry and
useful to the Committee.

Sincerely,
STEPTIAN K. SMALL,

Director of Congressional Relations.
Enclosures.

ECONOMIC AND TAX REVENUE EFFECTS OF THE ARCHER AMENDMENT IN H.R. 13511 INDEX CAPITAL GAINS

IDollar amounts in bilhons of constant 1977 dollars!

1979 1981 1983 1988

Increase or decrease (-) in:
Employment (thousands of full-time equivalent em-

ployees). .. 310 350 400 560

Annual wage .ate ......... $270 $330 $390 $590
Gross national product:

Total , . . .43 5f 70 111
Business sector .. . 34 42 51 79

Gross V ivate domestic investment:
Total 24 45 69 59
Nonresidential...--------------------------- 21 42 63 50

Consumption ..... 19 11 2 52
Fede-al tax revenues: Net of feedback-....10 10 9 15

6

Note: The figures are the differences between the estimated a-ount of the respective economic magnitudes under the
tax change and under preent law in each year. Airrunts shown in parentheses are decreases from present law in'that
Se3r, not from the nieced'nR year undei the tax change. Estimates of employment effects are rounded to Pe nearest
0.000; etimatet of annual wage effects are wounded to te nearest $10; estin ates of effects on GNP, capital outlays.

consumption, and Federal revenues are rounded to the nearest $1.000,000,000.
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[ Excerpt ]

TAX POLICY INVESTMENT AND ECONOMIC GROWTH

A COMPARATIVE ANALYSIS OF THE E4X)NOMIC EFFECTS OF ALTERNATIVE TAX PROPOSALS
AFFECTING INVESTMENT INCOME

TAX PROPOSAL NO. 8-SLIDING SCALE ADJUSTMENT FOR INFLATION

Economic variable and change from baseline forecast
Gross National Product (1978-82) -Increased $87 billion (1978 dollars).
Capital Formation (1978-82) (fixed business investment) -Increased $38

billion (1978 dollars).
Man-Years of Employment (1978-82) -Increased 1,300,000.
Jobs (peak effect) -Increased 390,000 (1981).
Federal Tax Revenues (1978-82) -Increased $28 billion (current dollars).
Under this proposal, the portion of a capital gain subject to taxation declines

according to the length of time the asset has been held. For assets sold after being
held for one year, the proportion ,,f the gain subject to tax is 50 percent. This
proportion d,,creases by 2 percent per year. reaching a minimum of 10 percent for
assets held 21 years or more. This proposal would not alter existing law with
regard to tax rates, the minimum tax or the maximum tax.

Behavioral assumptions
This proposal assumes a decrease of 5 percent in the dividend payout ratio.

Furthermore, stock prices are assumed to rise by 10 percent. These assumptions
are the same as for proposal No. 7 but the tax reduction is less than in proposal 7.

Empirical results
Estimated effects of this prolrOsal are shown in detail in table 8 of appendix 'W

and in charts 8.1-8.4 (see the following page).
Gross natiotyl prodtw'.-4;ros. national product is higher by $2.X billion (1.2

percent) in 1982 with a total growth in output over the 5-year period of $87
billion.

Investment and fixed business asscts.-Business investment Increases by $13.5
billion in 1982 and almost $39 billion for the 5-year period as a result of the
stronger economy, greater cash flow and the lower cost of capital. The capital
stock and potential output rise by 1.7 percent and 0.3 percentage point, respectively
by 1982.

Employment and utnemployinent.--The unemployment rate is lowered by 0.3
percentage point in each year from 1980 to 1982. and over 1.200,000 additional
man-years of employment are created from 1978 to 1982.

Personal income and consumption.-Personal income expands by $12 billion
(0.7 percent) in 1982. and consumption is increased by almost $15 billion. Over
the 5-year period, consumption is higher by $45 billion.

Corporate balance shccts.-The increase in after-tax profits resulting from
the stronger economy and reduced dividend pay-ments (due to the greater attrac-
tion of capital gains), enhance corporate cash flow by a maximum of almost 5
percent in 1981. The maximum change in the debt-equity ratio is a decrease by
over ( percent relati'e to tho baeline in 1. 82.

Tax receipts and the defiit.-Tax receipts decrease by $0.7 billion in 1978. In
succeeding years. Federal tax receipts are increased by as much as $11 billion in
1982. The effect on the deficit is similar. Budget surpluses for 1981 and 1982 total
$16 billion.

Inflatioti.-The stronger economy causes the rate of inflation to rise relative to
the baseline by slightly more than 0.1 percentage point per year as explained
more fully on page 20.

33-050 0 - 78 - 8
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PROPOSAL -30

DIFFERENCE IN GNP PERCENT DIFFERENCE IN
(iliom of 78 Dollars) % CAPITAL STOCK

I I ... . I -i I I I I
78 79 *80 .1 12 "78 79 110 11 82

DIFFERENCE IN DIFFERENCE IN
NUMBER OF JOBS FEDERAL BUDGET POSITION

(Millions) (Billions of Current Dollars)
.50 $20

25 .. 10

78 79 "80 'l1 8 78 79 III

Senator DoLE. I share the view expressed by the chairman that peo-
ple take the same models and get different results. It is difficult for us
to make a judgment. We would like to believe that everything in your
statement would happen. If it were the case, we would be less than
responsible by not acting on everything that was said.

Mr. O'Bmi.x. One thing that we are fairly certain of, while they
argue over some of the dimensions of what would happen, the direc-
tions of the study are sustainable. Therefore, you should take reason-
able satisfaction and comfort from that fact.

Mr. BALL. I would like to point out that many of us run our busi-
nesses with uneven success, but on balance successfully, using the DRI
model as really one of the keys on which we make investment and asset
allocation decisions. It has proven to be very valid over the years.

Senator DoLE. Do you think the tax structure has been a direct cause
of the small investors abandoning the securities market?
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Mr. BALL, Most certainly, yes. I say that the hope or belief that there
will be lower capital gain taxes in the future is one of the major deter-
minants in the stock market's recent rise.

Senator DOLE. I think I heard a witness, yesterday suggest the stock
market is going to collapse.

Mr. O'BRIEN. I heard that the comment was made. I will give you
my reaction, and Mr. Ball will give you his.

The fact of the matter is, we are convinced that a certain measure of
increase in the stock market in the last several months is attributable
to the expectation and the aspiration, if you can put it that way, that
something will be done to bring some relief in this area. So the question
is, will the effective date be this time, or that time. Hopefully, it will be
done as soon as practicable, or promptly. But I do not accept the
premise at all that, it would cause a major reduction in the market, just
the opposite. The incentives are going to stimulate.

Mr. BALL. There are two things. very quickly. The flip of the argu-
ment, is th% lo, ical conclusion that raising the capital gain taxes to 100
percent will drive the market up to infinity. It is hard to accept.

More pragmatically, our firm does, on a constant basis, survey the
clients who bought stock: Why did you buy, and what are the most
important reasons. The belief that the capital gains taxes will be
decreased has l)een the second most often cited reason for people buy-
ing stock over the last. several months. It is a fairly narrow survey,
300 or 400 people a week, but it probably is indicative.

Senator DoLF,. I think that is a good response. We may have planted
a seed by mentioning the increase in the rate. However, I don't think
that will happen in this committee.

Thank you.
The ciAIRMAN. Senator Roth ?
Senator RoTii. Mr. O'Brien. I believe that you were here when Mr.

Wiedenbaum testified. One of the most important things that I think is
developing out of these hearings, and the discussions of tax reform
during, the last 2 years, is the importance of establishing a long-range
tax policy. I wonder if you would care to comment.

In other words, what I am talking about is that instead of this piece-
meal approach that we have adopted with respect to taxes in the past.
with a tax cut this year and maybe a tax cut 2 or 3 years down the
road-I am talking both about business and personal taxes-it is im-
portant, from several standpoints, that we adopt. now a long-term
program.

I think it is important that we signal we are moving in a new direc-
tion. that we intend to P, ive the private sector an opportunity to show
what. it can do, that what we are doing this year is not a temporary
aberration. Senator Hsinsen discussed it last year. and his concern that
we move in the other direction in the capital rains area.

I think that it, is important, that we establish now what the policy
is troing to be. and that it is going to be one that. will build confidence.

Second, I think that thi. iq the onlv wav that you are going to hold
down the rate of growth of Federal spending, by telling the budget
people, by telling the various committees that only so much revenue is
coming in. Then they can plan accordingly.

I wonder if you would care to comment; do you agree as to the
importance of this?
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Mr. O'BRiF,.. I have a couple of reactions to it. The first, I think
that certainty is terribly important in making investment decisions,
whether by an individual or by a corporation which is planning an
expenditure. of several millions of dollars. So certainty as to what the
future is going to bring is very important. and the best way to achieve
that is to have a measure of understanding of what is going to happen.

Second, I should tell you that there is a measure of skepticism
around the country with respect to tax reform. I think that people
are of the opinion, the feeling, if you will, that what is given to them
today. will be taken away tomorrow.

If they have the feeling that we have moved in a new direction and
we are not going to reverse that direction in an arbitrary fashion. or in
a premature fashion. I think you are going to get more confidence
which. in turn. will make for a much better result.

So, I agree with it. and I hope that it is not too long an answer.
Senator RorH. It is a very interesting observation at this point, and

a very sound one.
T Would like to make the observation that one of the reasons, I think,

we are not talking about higher capital gains taxes, one of the reasons
that we are not talking so much about income transfer. which has
been basically what has been behind the so-called tax reform move-
ment that is dressing up what I think was an effort to take tax money
away from middle America, where the revenue has to come from, the
reason that we have this new tax climate is because we are involved in
a tax revolt, and the American people are angry. They are angry about
Federal taxes as well as State and local taxes.

For that reason. T think it is very important, as we talk about what
can be done in the business or private side. that it also be recognized
that the American people. as individuals, have to share in these tax
cuts in a very substantial way. I think that it is a very serious mistake
to try to push business taxes and not provide a substantial across-the-
hoard tax cut for the American people.

I would think 4at this would be important to your indii'trv beause
if we are Loing to have greater participation on the part of individuals,
there will have to be great savings. For that reason. I would think
that it would be in your interest to see that kind of a tax cut brought
about as well.

Mr. O'BRiFT..-. I think that it would be a step in the right direction.
It would provide more funds for investment, and more discretionary
income. It has got to be a step in the right direction.

Senator RoTi. Thank you. Mr. Chairman.
Thank yu. r'. O'Brien.
Senator Bvn. Just one quick question. Refresh my memory. if you

will. how many less inve-stors do we have now as compared to the
pre-1969 Tax Reform Act which changed the capital gains rate?

Mr. BALL. Six million fewer. It is now 25 million, and it was 31
million.

Senator Bnr). While you mention the public being skeptical about
tax reform, every speech I make in Virginia, I urge the people of
Virzinia to view with great skepticism any legislation with the word
"reform." The so-called labor reform legislation means more power for
the national labor union leaders. Every tax reform act that we have
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had in recent years has meant higher taxes for the average citizen. The
so-called welfare reform, both the Nixon proposal and the Carter
proposal, would double the number of people on welfare and greatly
increase the cost of welfare.

So I hope that you are right, that people are taking a skeptical view
of tax reform. Insofar as I am concerned. I am encouraging them in my
State of Virginia to take a very hard, skeptical view of any legislation
with the word "reform."

Thank you, gentlemen, both of you.
Mr. O'BTI.x. Thank you, Senator.
I[The prepared statement and attachment of Mr. O'Brien follow :]

STATEMENT OF TIE SECURITIES INDUSTRY ASSOCIATION

Mr. Chairman and members of the committee, my name is ldward I. O'Brien,
and I am president of SIA. Accompanying me today is George L. Ball, chairman
of SIA's Tax Policy (oinmittee and president of E. F. Hutton & Company, Inc.
We appreciate this opportunity to testify before the committee today.SIA represents over 500 leading investment banking and brokerage firms head-

quartered throughout the United States which collectively account for approxi-
xiately 90 percent of the securities transactions conducted in this country. The
activities of SIA members include retail brokerage conducted on behalf of 25 mil-
lion individual shareholders, institutional brokerage. over-the-counter market-
making, various exchange floor functions and underwriting and other investment
banking activities conducted on behalf of corporations and governmental units at
all levels.

TAX POLICY. INVESTMENT AND ECONOMIC GROWTH

The securities industry is alarmed by the consequences of increased taxes on
returns from investment since 1969. )ue to its essential role In the capital mar-
kets, the industry daily observes the impact of tax policy on investment decisions
by oriporations and investors. On several oceeasions, SIA testified that higher
capital gains taxes imel de capital mobility and the flow of risk capital.

High income investors have been locked into their existing investments rather
than investing in new companies or sught alternative investments in real estate
or tax-exempt securities. Studies undertaken by SIA and other organizations
indicate that lower capital gains taxes would increase rather than decrease tax
revenues by unlocking substantial unrealized gains.

SIA contracted with )ata Rt-ources. Inc. (IRI), the economic consulting
organization. to simulate the impact on the economy of nine alternative tax pro-
Isi.als in June 1977. The nine tax propo.,aL, chosen for analysis were Felected last
summer from those either: (1) reportedly then under consideration by the Ad-
ministration; (2 previously considered by Congress: or (3) contained in the
April 1977 report. "Tax Policy and Capital Formation," prepared by the Joint
Committee on Taxation. The attached study, entitled Tax Policy. Investment and
Economic (;rowth, was completed and publishe(l in March 1978.

The SIA/I)RI study showed that lowering the tax burden on the returns from
investment will stimulate economic growth, increase employment, encourage
capital formation and increase federal tax receipts. The study was not limited to
static analysis. Rather, the metldology comlared the value of key economic
variables to tho.,w projected by I)RI under existing tax policy. The effects of the
alternative tax proposals were then expressed in terms of deviations from these
baseline proje( ions.

SIA has updated the original study by evaluating specific proposals which have
subsequently been introduced or discussed by members of the Senate Finance or
House Ways and Means Committees by simidating their impact on the economy.
The methodology used was identical to that employed in the original study. The
three propomls examined are: ( 1 the Revenue Act of 1978--H.R. 13511-without
the inflation adjustment; (2) Senator Hansen's bill; and (3) President Ken-
nedy's 1963 Tax Proposals with respect to capital gains modified to incorporate an
alternative minimum tax.
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DESCRIPTION OF PROPOSALS TO REDUCE CAPITAL GAINS

As passed by the House, the Revenue Act of 1978 would eliminate capital gains
from the list of preference items. This action eliminates the indirect tax on capital
gains which can result under current law from the effect of preference items on
the maximum tax. In addition, the minimum tax, which under present law is paid
in addition to other taxes, is replaced by an alternative minimum tax. The econo-
metric simulations of the House bill contained in this testimony were completed
prior to final passage by the House, and thus exclude the House amendments with
regard to indexing capital assets and the one-time $100,000 exclusion of capital
gains resulting from the sale of a taxpayer's primary residence.

Igislation sponsored by Senator Clifford Hansen and 62 of his colleagues in
the Senate would also exclude capital gains from preference items. But, the House
and Hansen bills move in opposite directions with regard to the alternative capital
gains tax. Under current law, the taxpayer may choose a 25 itercent tax rate on
the first $50,000 of gains annually. The House bill would repeal the alternative
tax while Senator Hansen's proposal would remove the $50,000 ceiling.

In 1963, President John Kennedy proposed fundamental changes in capital
gains taxation. The Kennedy proposal included a reduction from 50 percent to
30 percent in the percentage of capital gain subject to tax and reductions in indi-
vidual tax rates lowering the top rate to 65 percent. Kennedy also proposed, ex-
tending the holding period for long-term capital gains from six months to one
year, a step which Congress took in 1976. In addition, Kennedy proposed a modifi-
cation in the treatment of capital gains at death. Testifying before this Com-
mittee in 1963, then Secretary of the Treasury Douglas Dillon suggested that this
change would be accomplished by ". .. provision either for the carryover of basis
or for taxation at the time of transfer at death .... The Congres chose the
former option in the Tax Reform Act of 1976. Congress has this adopted the
conditions for President Kennedy's prolpsed reductions in capital gains without
providing the relief contained in those proposals.

The simulations contained in this testimony modify the Kennedy proposal in
two respects to conform with subsequent developments: (1) the individual tax
rates proposed by President Kennedy were adjusted to provide reductions for
all taxpayers; and (2) an alternative minimum tax of 15 percent was added.
Individual tax rates have been changed since President Kennedy's proposal;
some rates are now lower than those proposed in 1963 while others remain higher.
No minimum tax existed at the time of President Kennedy's proposals. The mini-
mum tax was created in 1969 at a rate of 10 percent and was increased to 15
percent in 1976. The House bill substitutes an alternative minimum tax at a
rate of 10 percent.

Under present law, marginal capita, -Ins tax rates can reach as high as 49
percent. This marginal rate would le reduced to 35 percent under the House
hill, to 25 percent under the Hansen-Steiger proposal and to 19.5 percent under
the modified Kennedy proposal.

RESULTS

Based on DRI's econometric model. Table I on the following page synthesizes
the impact of these three proposals using five indices. The first column shows
the estimated net change in gross national product at 1978 price levels for the
five-year period 1979-19P3. The second column shows the cumulative change in
non-residential fixed itivetment (fixed business a,,etsl in 1978 dollars. The
third column indicates the chance in the number of man-years of employment
created over the time period studied. The fourth column shows the largest single
year increase in the number of jobs as compared to DRI's baseline forecaqt. The
last column shows the five-year change in federal tax revenues in current dollars.

I'nder the capital gains provisions of the Revenue Act of 1978. without the
inflation adjustment for taxes on capital gains (Archer Amendment). real GNP
would increase $63 billion, capital formation by $29 billion, over 1.000.000 addi-
tional man-years of employment would be created from 1979-19A3 and .337.000
more jobs would exist in 1983. Furthermore, tax revenues are increased by $23
billion.

The projections for the Hansen-Steiger bill show real GNP increasing $98
billion over the time period analyzed. At the same time. capital formation Jumps
$46 billion, the number of man-years of employment increases over 1,600,000
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and the peak effect on the number of Jobs is 520,000 in 1982. At the same time,
tax receipts rise by $33 billion.

Of the three specific capital gains proposals STA and DRI analyzed recently,
President Kennedy's 1963 Tax Proposals (modified for tax rates contained In
the Revenue Act of 197h and to include an alternative minimum tax of 15 percent-
had the most beneficial impact on the economy. Real GNIP increases by a robust
$122 billion; capital formation rises by $58 billion: and over 2.000,000 additional
man-years of employment are created. The peak effect on the number of jobs
takes place in both 1992 and 19&3 with an additional 659.000 jobs created. Further-
more, tax revenues rise $42 billion from 1979-198.3.

TABLE I.-BASED ON ECONOMETRIC MODEL OF DRI

Change in
Change in capital
real gross formation- Change in

national fixed busi- Change in Federal tax
product ness assets- man-years of revenues,
197?-43 1979-43 employment, 1979-83

(biHions of (billions of 1979-43 Peak impact (billions of
Tax proposal 1978 dollars) 1978 dollars) (thousands) on jobs current dollars)

Revenue Act of 1978 (H.R. 13511) ------- +63 +29 +1,080 + +337 +23
Hanson-Steiger (S. 3065, H.R. 12111) -.. +98 +46 +1,640 +520 +33
President Kennedy's 1963 capital gains

proposals ------------------------ +122 +58 +2, 120 +649 +42

11982.
11982-43.

For purposes of comparison. SIA requested Dr. Norman Ture's analysis of
the capital gains provisions of the Revenuc Act of 1978 (excluding the Archer
Amendment) and the Ilansen-Steiger bill. SIA also asked Dr. Ture to simulate
the effects of President Kennedy's 1963 capital gains tax proposals.

According to Dr. Ture's analysis, the capital gains provisions of the Revenue
Act of 197r would increase real GNP by $51 billion from 1979-19&3; capital
formation by $43 billion : the number of jobs would expand by 70.000 in 1982 or
19&3 and there would be no dkerease in tax receipts to offset these beneficial
results.

The projections for the Ilansen-Steiger bill are even more promising, although
the time period is for 1.978-1f.W2 rather than 1979-19&3. Real GNP would rise by
$76 billion; investment by $56 billion, the peak impact on the number of jobs is
110.000 in 1991 or 192 and tax re-eipts increased by $6 billion.

The impact of the modified Kennedy proposal is by far the strongest of the
three. Real GNP jumps $211 billion over the period 1979-1993; investment spurts
$169 billion; the number of jobs increases by 300.000 in 198,; and federal tax
receipts are up $15 billion.

TABLE 2.-BASED ON ECONOMETRIC MODEL OF DR. TURE

Change in
Change in capital forma-
real gross tion-fixed hange in

national product, business as- Federal tax
1979 83 sets-1979-43 revenues, 197-43

(billions of (billions of Peak impact (billions of
Tax proposal 1978 dollars) 1978 dollars) on jobs current dollars

Revenue Act of 1978 (H.R. 13511) ------------- +51 +43 1 +70,000 ----------------
Hansen-Steiter I (S. 3065, H.R. 12111) - +76 +56 1 +110,000 +6
President Kennedy's 1963 capital gains pro-

posw $s -------------------------------- - +211 + 158 s+ 3001000 + 15

'1981-42.
'Covers 197542 rather tan 1979-43.
'193.
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DRI's and Dr. Ture's projections differ in magnitude concerning the impact
of these three proposals on the economy. The two models differ in several re-
spects. For one thing, Dr. Ture's model does tiot take into account the impact
of changes in stock prices or in the propensity to realize gains on tax revenues
and the economy. I)RI expresses GNP and fixed business investment in 1978
dollars. but measures revenue impact in current dollars. Dr. Ture utilizes 1977
dollars throughout.

Despite such differcices, the two models are remarkably similar in projecting
beneficial economic results for each of the three proposals and maintain a con-
sistency of ranking among the three proposals. Of the three tax proposals,
the DRI and True models estimate that President Kennedy's 1963 Proposals with
respect to capital gains, modified to include an alternative minimum tax, would
have the largest beneficial impact on the economy. Following next in relative
desirability are the Hlansen-Steiger bill and then the House provisions with
respect to the minimum tax and the alternative capital gains tax. Thus, two
independent models using different methodology concur that reduced taxes on
capital gains will produce economic benefits. The detailed findings of DRI and
l)r. Ture are included in Appendix A and B, respectively.

MARCH 1978 SIA/DRI STUDY

The findings of I)RI and )r. Ture support the results embodied in the SIA/
DRI study published in March 1978. As noted earlier, that study simulated the
effects of nine tax alternatives for the five-year period 197P-1982. and compared
the performance of the economy under each alternative proposal to DRI's base-
line projection. The results of the original nine simulations are discussed below
and are summarized in Table 3.

At the time the SIA/DRI study began, the Carter Administration was con-
sidering a proposal to tax capital gains as ordinary income and reduce the
highest marginal tax rates to 50 percent. Even with a full offset against ordi-
nary income for capital losses, such an approach (Proposal No. 1) is shown to
have a negative impact on the economy over the period 1978-1982. Real GNP
would be lowered by $48 billion, capital formation reduced by $43 billion, well
over 450.000 man-years of employment would be lost and the Federal govern-
nent would lose over $5 billion in revenues.

Without providing for a full offset of all capital losses against ordinary in-
come. the treatment of capital gains as ordinary income (Proposal No. 2) is
shown to be even more damaging. Real GNP would drop by &115 billion, capital
formation would fall by $73 billion, more than 1.5.000 rmin-years of employ-
ment would be lost and the Federal government would lose over $25 billion
in tax revenues.

TABLE 3.-ANALYSIS OF NINE ALTERNATIVE TAX POLICIES BASED ON ECONOMETRIC MODEL OF DRI

Change in capi-
Change in real tal formation-- Change in marv, Change in
gross national fixed business years of Federal tax

product. 1978- assets-1978-82 employment revenues. 1978-
82 (billions of (billions of 1978 1978-82 82 (billions ol

Tax proposal 1978 dollars) dollars) (thousands) current dollars)

1. Capital gains treated as ordinary income,
with the maximum marginal rate on
income, other than wages and salaries,
set at 50 percent. Capital losses fully off-
settable ------------------------------- -48 -43 -477 -7

2. Tax proposal number 1 with current loss
treatment retained ---------------------- -115 -73 -1.529 -25

3. No taxation of capital gains --------------- - 199 81 3,136 38
4. Dividend deductibility at corporate level .-. 171 49 2,969 -21
5. Partial integration via shareholder crediL - _ 144 26 2,656 18
6. Combination of tax proposals numbers 2

and 5 --------------------------- - 50 -32 1,414 -11
7. Deferral of taxation for investment rollover 103 42 1,629 19
8. Sliding scale adjustment 28----------------- 87 38 1,283 23
9. Corporate tax cut from 48 percent to 46

percent- ----------------------------- 37 12 597 -7
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Eliminating the distinction between capital gains and ordinary income consti-
tutes one extreme. For purposes of comparison, the effects of the other extreme--
eliminating all taxes on capital gains (Proposal #3)-was also tested. Of the
nine original siniulations. this produces the largest five-year gain in real GNP-
nearly $200 billion. It also has the greatest impact on capital formation, as fixed
business assets increase by $81 billion. In addition, this proposal creates over 3
million additional man-years of employment and increases tax revenues by $8
billion over the five-year period.

Dividend deductibility at the corporate level (Proposal #4) has a very positive
impact on the economy. Of the nine proposals analyzed in the original SIA/DRI
study. it has the set-ond most favorable imiwct on real ONI'. capital formation and
the number of additional man-years of employment. However, this )roposal has a
high cost-Federal tax revenues are reduced by $21 billion from 1978 through
1982.

Partial integration of individual and corporate taxes through a shareholder
credit (Proposal #51 also results in a more rolmst economy. It has the third
greatest positive impact on real GNP and the number of additional nian-years of
employment. This proposal has a smaller beneficial impact on capital formation
than does dividend dedhtibility. Ilowever. in contrast to the reduced tax revenues
resulting from dividend deductibility, partial integration would increase Federal
revenues by $19 billion.

A proposal to compensate for elimination of the current treatment of capital
gains by offering relief on the double taxation of dividends I Proposal #6) pro-
duces mixed results. The positive aspects of partial integration mitigate, but do
not offset, the negative effects of increased capital gains taxes. While this pro-
posal would increase real WNP. five of the other eight result in substantially
greater growth. Four other proposals create more man-years of employment.
Moreover. this proposal reduces capital formation by 132 billion and results it) a
loss of Federal tax revenues.

Deferring taxes on capital gains through an investment rollover (Proposal #7).
adiusting capital gains for inflation via a sliding scale (Proposal #k, and lower-
ing the corporate tax rate from 4."r. to 46: f Propssal #9 1 are all similar in their
impact. although the magnitude of their effects (liffer. All three lead to an increase
in real GNP. a rise in capital formation and additional employment. Of the three.
only the corporate tax cut reduces Federal revenues over the time period studied.
I)eferring the taxation of capital gains has the strongest positive impact on eco-
nomic activity of these three proposals.

CONCLUSION

The various studies produced hy.SIA show that reducing the tax burdens on
returns from investment will stimulate economic growth. increase employment.
encourage capital formation and increase federal tax receipts. In general, lower
taxes increase GNP through stimulating consumption and/or investment. How-
ever. reducing taxes on capital gains has a particularly strong impact on stimu-
lating investment relative to consumption. The advantage of stimulating invest-
ment relative to consumption are crucial. Stimulating investment increases the
capital stock and therefore the nation's pr(Aduetin and employment potential.
This allows the economy to meet future demand with less inflationary pressure.
In effect. Iy tilting the ratio of GNP devoted to investment closer to the 12%
ratio considered ilecessary by the V.S. Bureau oif Economie Analysis. the econ-
oiny's ability to meet stated national objectives will Ie improved considerably.

APPENDIX A

STATISTICAL TABIX8

This appendix contains 6 tables. showing detailed simulation results conducted
by DRI for (1 ) the Revenue Act of 1978--II-R. 13-5011 without the inflation adjust-
ment: (2)1 Senator Ilansen's bill: and (3) President Kennedy's 1963 Tax Pro-
posals with respect to capital gains. Tables A1-A3 show results under the assump-
tion that monetary policy is accommodating, while Tables A4-A6 contain results
assuming non-accommodating monetary policy.
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TABLE Al.-REVENUE ACT OF 1978 WITHOUT THE ARCHER AMENDMENT ACCOMMODATING MONETARY POLICY

1979 1980 191 1982 1983

Gross national product difference (billions of 1971
dollars) ..................

Nonresidential fixed investment difference (billions
of 1978 dollars) ..-.... - ---.........

Fixed nonresidential investment as a percent of GNP:
New ratio .........
Difference .... ..... .. . .... ........

Potential gross national product (percent differmnce)-
Personal consumption expenditures difference (bal.

lions of 1978 dollars) ... . ........ . .
Personal disposable income difference (billions of

1978 dollars)...................
Unemploiimcnt rate (percent of labor force).

Base rate . . .......
New rate .................
Difference ........ . . .......

Jobs difference (thousands) ..................
Rate of change in rtal GNP (percent).

Base rate ........ ... ...... .........
New rate .......... .....................

Rate of change in implicit price deflator (percent):
Base rate ............. .........
N ew rate ...... .. ......... .. ....

Nonfinrncial corporate gross internal funds (percent
difference) ........... ..... .. . ......

Federal Government budIgt position (billions of dol-
lars. NIA basis):

Base level.........................
New level.. . .............. . . ..
Difference .............

1.6

.3

9.8
0
0

1.3

1.1

6.3
6.3
0

21.0

3.9
4.0

5.6
5.6

8.1

2.6

10.2.1
0

5.3

3.2

5.9
5.8

-. 1
126.0

4.6
4.9

5.7
5.8

15.1

6.5

.10.5
.2
.1

8.5

6. 1

18.8

9.5

10.6
.3
.1

10.3

8.4

5.5 5.4
5.3 5.2

-. 2 -. 2
268.0 337.0

3.9
4.2

6.0
6.2

3.5
3.6

5.6
5.9

19.3

10.6

10.8
.3
.2

8.9

4.9
4.7
-. 2

324.0

4.5
4.5

5.6
5.8

.4 1.4 2.3 2.7 2.8

-50.1 -29.4 -20.2 -19.5
-50.5 -27.5 -15.0 -11.8

-. 4 1.9 5.3 7.6

-10.5-2.1
8.3

TABLE A2.--HANSEN.STEIGER BILL ACCOMMODATING MONETARY POLICY

Gross national product difference (billions of 1978
dollars) .. ..................

Nonresidential fixed investment difference (billions
of 1978 dollars) .......

Fixed nonresidential investment as a percent of GNIP:
New ratio ...........................

Difference ....... ..... ... ... . ..
Potential gross national produc. (percent difference).
Personal consumption expenditures difference (bil-

lions of 1978 dollars)..
Personal disposable income difference (billions of

1978 dollars). .....................
Unemployment rate (percent of labor force):

Base rate ..........................
New rate........Difference.........................

Jobs difference (thousands)....
Rate of change in real GNP (percent):

Base rate ..........................
New rite_ .......

Rate of change in implcit price deflator (percent):
Base rate .........................
New rate-..... ...................... ..

Nonfinancial corporate gross internal funds (per-
cent difference)..

Federal Government budget position (billions of
dollars. NIA Basis):

Base level ....... ..........
New level .......................
Difference ................................

1979 1980 1981 1982 1983

1.9 12.0 23.3 29.7 30.9

.4 3.9 10.2 15.0 16.9

9.8
0
0

10.2
.1

0

10.6
.3
.1

10.8
.5
.2

11.0
.5
.4

1.5 7.8 13.1 16.2 17.7

.8 3.8 9.0 13.1 14.1

6.3
6.3
0

22.0

5.9
5.7

-. 2
180.0

5.5
5.2
-. 3

408.0

5.4
5.0

-. 4
524.0

4.9
4.6
-. 4

5O. 0

3.9 4.6 3.9 3.5 4.5
4.0 5.1 4.4 3.7 4.5

5.6 5.7 6.0 5.6 5.6
5.6 5.8 6.3 6.0 5.9

.6 2.3 3.7 4.5 4.5

-50.1 -29.4 -20.2 -19.5 -10.5
-50.9 -26.2 -12.9 -8.6 1.9

-. 8 3.2 7.3 10.9 12.3 4

Source: Data Resources. Inc.

4



841
TABLE A3.-MODIFIED KENNEDY PROPOSALS ON CAPITAL GAINS ACCOMMODATING MONETARY POLICY

19791 180 131 3982 13

Gross national product difference billions of 1978dollars) . . . . . . . . . . . . . . . .Nolarsdental fixed investmtet difference (billions

of 1978 dollars) ..
Fixed nonresidential investment as a percent of GNP.

Now ratio .....
Diflerence.....

Potential gross national product (percent difference .
Personal consumption expenditures difference (bil-

lions of 1971 dollars)..
Personal disposable comee dilerence (billions of

1978 dollars) .........
Unemployment rate (percent of labor force)

Base rate....
New rate ..

Jobs difference (thosads)....
Rate of change in real GNP (percent)

Bas :ate .......
Now rate .... ........

Rate of change in implicit price defator (percent).
Beraste.
New rat. .

Nonfinancial corporate gross Internal funds (percent
difference)..

Federal Government budget position (billions of
dollars, NIA basis):Base level ....... .. .. .

New lev .....................
Difference ..------------

3.3
.7

9.8
0
0

2. 7

2.5

6.3
63
0

44.0

3.9
4.0

5.6
5.6

.9

15.8 36.S

5.1 1Z.6 18.4

10.2
.00

10.7
.4
.I

10.9
.6
.3

37.5

.6.3

10.3 16.3 20.1 21.5

6.3 11.7 16.3 17.1

5.9
5.7

-. 2
245.0

5.5
5.$1-. 4

533.0

5.4
4.0

- .O

4.9
4.5-. 5

659.0

4.6 3.9 3.5 4.5
5.2 4.5 3.3 4.5

5.7 6.0 5.6 5.6
5.8 6.4 6.1 6.0

2.9 4.6 5.4 5.5

-50.1 -29.4 -20.2 -19.5
-51.3 -26.0 -10.5 -5.0

-1.2 3.4 9.1 14.4

-10.5
5.8

16.3

Source: Data Resources, Inc.

TABLE A4.-REVENUE ACT OF 1978 WITHOUT THE ARCHER AMENDMENT NONACCOMMOOATING MONETARY
POLICY

1979 190 1961 192 193

Gross national product difference (billions of 1978dollars).. . . . . . . . . . . . . . . .
Nonresidential fixed investment difference (billionsof 1978 dollars)....................
Fixed nonresidential investment as a percent of

GNP:
New ratio .........................
Difference.

Potential gross national product (percent difference).
Person.l consumption expenditures difference

(billions of 1978 dollars) .......-------
Personal disposable income difference billss of

1978 dollars) ------------------------........
Unemployment rate (percent of labor force):

Base rat .----- _ -------_------. ......
New rate .........................Differ en.e.......................

Jobs difference (thousands).
Rate of change in real GNP (percent):

Base ra ..................
Now rate_.

Rate of change in implicit price deflator (percent):
Base rate .................................New rate. . . . . . .. . . . . . . . .

Nonfinancial corporate gross internal funds (percent
difference).

Federal Government budget position billionso
of dollars, NIA basis):

Base level ...........................
N ew level ................................
Diffence .................................

1.7 7.8 11.4 9.7 7.6

.3 2.6 5.9 7.4 6.9

9.8
0
0

10.2
.00

10.5
.2
.1

10.6
.3. I

10.7
.2
.2

1.3 5.1 6.9 6.3 6.0

1.1 3.0 4.6 4.6 3.7

6.3 5.9 5.5
6.3 5.8 5.4
0 -. 1 -. 2

22.0 122.0 215.0

+5.4
5.3
--.1

179.0

4.9
4.9
- 1
97.0

3.9 4.6 3.9 3.5 4.5
4.0 4.9 4.1 3.4 4.4

5.6 5.6 6.0 5.6 5.6
5.6 5.8 6.2 5.8 5.6

.4 1.4 1.9 1.8 1.6

-50.1 -29.4 -20.2 -19.5 -10.5
-50.5 -27.7 -16.9 -16.9 -9.5

-. 4 1.7 3.4 2.6 .9
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TABLE AS.-HANSEN-STEIGER BILL NONACCOMMODATING MONETARY POLICY

1979 1980 1981 1982 1983

6ross-national product difference (billions of 1978
dollars) .............................

Nonresidential fixed investment difference (bilions
of 1978 dollars) ................ ..

Fixed nonresidential investment as a percent of
GNP:

New ratio ..................................
Difference .................................

Potential gross national product (percent difference).
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ..........................
Personal disposable income difference (billions of

1978 dollars) ................................
Unemployment rate (percent of labor force):

Base rate ..................................
New rate ...................................
Difference ................................

Jobs difference (thousands)-..................
Rate of change in real GNP (percent):

Base rate ..................................
New rate ...................................

Rate of change in implicit price deflator (percent):
Base rate ...................................
New rate ...................................

Nonfinancial corporate gross internal funds (percent
difference) ...................................

Federal Government budget position (billions of
dollars, NIA basis):

Base level ..................................
New level ................................
Difference ................................

2.0 11.7 18.0 15.8 11.8

.4 3.9 9.4 12.0 11.2

9.8
0
0

10.2
.10

10.6
.3
.1

10.8.4
.2

10.8
.4
.4

1.6 7.7 10.8 10.1 9.3

.9 3.7 6.9 7.3 5.8

6.3
6.3
0

24.0

3.9
4.0

5.9
5.7

-. 2
180.0

4.6
5.1

5.5
5.3
-. 3

335.0

3.9
4.2

5.4
5.2

-. 2
279.0

3.5
3.4

4.9
4.9
--.1

117.0

4.5
4.3

5.6 5.7 6.0 5.6 5.6
5.6 5.8 6.2 5.8 5.7

.7 2.2 3.2 3.1 2.6

-50.1 -29.4 -20.2 -19.5 -10.5
-50.8 -26.4 -15.6 -16.3 -10.2

-. 7 3.1 4.6 3.2 .3

Source: Data Resources, Inc.

TABLE A6.-MODIFIED KENNEDY PROPOSALS ON CAPITAL GAINS NONACCOMMODATING MONETARY POLICY

1979 1980 1981 . 1982 1983

Gross national product difference (billions of 1978
dollars) ..................................... 3.4 - 15.1 21.9 19.2 14.2

Nonresidential fixed investment difference (billions
of 1978 dollars) .............................. 0.7 5.0 11.6 14.6 13.8

Fixed nonresidentail investment as a percent of
G14P:

New ratio ................................. 9.8 10.2 10.7 10.8 10.9
Difference ................................. 0.0 0.1 0.4 0.5 0.5

Potential gross national product (percent diffenerce). 0.0 0.0 0.1 0.3 0.3
Personal consumption exptnditur.s difference

(billions of 1978 dollars) ---------------------- 2.7 10.0 13.2 12.5 11.3
Personal disposable income difference (billions of

1978 dollars) -------------------------------- 2.5 6.0 9.0 9.1 7.0
Unemployment rate (percent of labor force):

Base rate ................................. 6.3 5.9 5.5 5.4 4.9
New rate .................................. 6.3 5.7 5.2 5.2 4.8
Difference --------------------------------- 0.0 -0.2 -0.3 -0.2 -0.1

Jobs difference (thousands) ---------------------- 44 239 413 352 180
Rate of change in real GNP (percent):

Base rate --------------------------------- 3.9 4.6 3.9 3.5 4.5
New rate ---------------------------------- 4.0 5.2 4.2 3.3 4.2

Rate of change in implicit price deflator (percent):
Base rate --------------------------------- 5.6 5.7 6.0 5.6 5.6
New rate .................................... 5.6 5.8 5.3 5.9 5.7

Nonfinancial corporate gross internal funds (per-
cent difference) ..... .................... 0.9 2.8 3.9 3.7 3.1

Federal Government budget position (billions of
dollars, NIA basis):

Base level .................................. -50.1 -29.4 -20.2 -19.5 -10.5
New level ................................. -51.1 -26.3 -14.1 -14.8 -9.1
Difference .................................. -1.1 3.1 6.2 4.7 1.4

Source: Data Resources, Inc.
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APPF.NDIX B

STATISTICAL TABILF8

This appendix contains 3 tables showing detailed simulation results
indicatedby Dr. Ture for: (1) the Revenue Act of 1978-H.R. 13511
without the inflation adjustment; (2) Senator Hansen's bill; and (3)
President Kennedy's 1963 Tax Proposal with respect, to capital gains.

TABLE B.- REVENUE ACT OF 1978 WITHOUT THE INFLATION ADJUSTMENT
IDollar amounts in constant 1977 dollars

Total
Increase or decrease (-) in 1979 1980 1981 1982 1983 1979-83 1988

Employment (thousands of full-time
equivalent employees)-.-

Annual wage rate ---------------------
Gros., national product (billions):

T otal -- --------------------------
Business sector -------------------

Gross private domestic investment (bil-
lions):

Total..
Nonresidential --------------------

Consumption (billions)-................
Federal tax revenues: Net of feedback(billions) . . . . . . . . . . . . .

60
$50

8
6

5
4
3

06 60 70 70 ----------
$60 $60 $60 $70 ..........

9 11 11 12 $51
7 7 8 9 37

6
6
2

9
7
2

12
12
(3)

15
14
(3)

0 0 0 0 0 0 1

Note.-The figures are the differences between the estimated amount of the respective economic magnitudes under
the tax change and under present law in each year. Amounts shown in parentheses are decreases from present law in that
year, not from the preceding year under the tax change. Estimates of employment effects are rounded to the neares,
10,000; estimates of annual wage effects are rounded to the nearest $10; estimates of effects on GNP, capital outlays
consumption, and Federal revenues are rounded to the nearest $1,000,000.

TABLE 82.--HANSEN-STEIGER BILL

iDollar amounts in constant 1977 dollars

Total
Increase or decrease (-) in 1978 1979 1980 1981 1982 1971-2 1987

Employment (thousands of full-time
equivalent employees)--------------- 90 100 100 110 110.......... -150

Annual wage rate. . ..------------------ $80 $90 $90 $100 $110-----------$150
Gross national product (billions):

Total. . . ..------------------------ 12 14 15 17 18 $76 27
Business sector--------------_---.10 11 12 13 14 60 21

Gross private domestic investment (bil-
lions):

Total. . ..------------------------- 5 9 12 16 21 63 14
Nonresidential.------------------- 6 8 11 14 17 56 11

Consumption (billions)----------------- 7 5 3 1 (3) 13 14
Federal tax revenues: Net of feedback
(billions) 3 1 1 1 0 6 1

Notes.-The figures are the differences between the estimated amount of the respective economic magnitudes under
the tax change ani unler present law in each year. Amounts shown in parentheses are derfeasea from present law in
that year, not from the preceding year under the tax change. Estimates of employment effects are, rounded to the nearest
10.003; estimates of annual wage effects are rounded to the nearest $10; estimates of effects on GNP, capital outlays,
consumption, and Federal revenues are rounded to the nearest $1,000,000,000.

100
$100

19
13

47
43
1

118
8
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TABLE B3.-MODIFIED KENNEDY PROPOSALS ON CAPITAL GAINS
IDollar amounts in constant 1977 dollars

Total
Increase or decrease (-) in 1979 1960 1961 1962 1983 197943 198

Employment (thousands of full-time
equivalent employees) --------------- 240 250 270 280 300 ---------- 400

Annual wage -ate.. . ... $210 $230 $250 $270 $280 ---------- $420
Gross national product (billions):

Total----------------------.. 33 37 42 47 52 $211 81
Business sector ------------------- 26 29 32 35 38 160 58

Gross private domestic investment
(billions):

Total -------------------------- 19 26 34 41 49 169 41
Nonresidential -------------------- 17 25 32 40 46 158 36

Consumption (billions) _............... 15 12 8 6 3 44 40
Federal tax revenues: Net of feedback

(billions) ------------------------- 4 3 3 3 2 15 4

Notes.-The figures are the differences between the estimated amount of the respective economic magnitudes under
the tax change and under present law in each year. Amounts shown in parentheses are decreases from present law in
that year. not from the preceding year under the tax change. Estimates of employment effects are rounded to the nearest
10,000; estimates of annual wage effects are rounded to the nearest $10; estimates of effects on GNP, capital outlays,
consumption, and Federal revenues are rounded to the nearest $1,000,000,000.

1 The proposal consists of (a) increasing the proportion of net long-term capital gains excluded from income from the
present to 70 pd, (b) reducing the top individual marginal rate from the present 70 pct to65 pct, with the marginal
rate brackets specified in HR. 13511, and (c) imposing an alternative minimum tax, such as that specified in H.. 13511,
at a rate of 15 pct. This table shows the effects of increasing the percent of not long-term capital gains excluded from
income from the present 50 pct to 70 pct and the imposition of a 15 pct alternative minimum tax, assuming the H.R. 13511
Kennedy individual rate schedules were already in effect.

TAX POLICY, INVESTMENT AND ECONOMIC GROWTH

A COMPARATIVE ANALYSIS OF THE ECONOMIC DEFECTS OF ALT-RNATIVE TAX PROPOSALS
AFFECTING INVESTMENT INCOME

Prepared by Securities Industry Association based on Econometric Studies
by Data Resources, Inc.

Preface.
Summary.

I. Economic Growth-The Role of Capital Formation.
IT. Tax Policy and Capital Formation.

III. Role of the Individual Investor in Capital Formation.
IV. The Macroeconomic Effects of Alternative Tax Proposals.
Appendix A: Statistical Tables.
Appendix B: History of Taxation of Investment Income.
Appendix C: Glossary.

PM5ACE

Federal tax policy has a direct effect on the nation's economic growth. Tax
reform proposals could have a significant impact on savings and investments,
which are essential factors in determining the rate of that growth. Relying on the
econometric model of the U.S. eponom" developed by Data Resanroes. Inc. (DRI),
the Securities Industry Association (SIA) has conducted a detailed study of the
impact of alternative tax proposals. The results of that study are contained in
this report.

SIA represents over 500 leading investment banking and brokerage firms head-
quartered throughout the United States which collectively account for approxi-
mately 90 percent of the securities transactions conducted in this country. The
acivities of SIA members include retail brokerage conducted on behalf of 25 mil-
lion individual shareholders, institutional brokerage, over-the-counter market
making, various exchange floor functions -and underwriting and other invest-
ment banking activities conducted on behalf of corporations and governmental
units at all levels. Due to their role in the capital markets, SIA members are in
a position to recognize the impact of tax policy on investment decisions by cor-
porations and investors.

DRI was founded in 1968 by Dr. Otto Eckstein with the objective of building
an economic capability to assist clients, including governmental organizations
as well as privately owned companies, in obtaining a sharper picture of the
economic environment in which they operate. DRI economists have constructed
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one of the most comprehensive models of United States and international eco-
nomic activity now available and the company manages the largest on-line data
bank of economic information in the world.

This paper examines the relationship between economic growth and federal
tax policy, discusses problems resulting from the lag in both physical and finan-
cial capital formation and, most Importantly, analyzes the impact of nine selected
tax proposals on the economy.

In reviewing tax proposals, the Administration and Congress have an oppor-
tunity to adopt positive tax policies which will promote investment, economic
growth and employment. We hope that the analysis in the following pages will
serve to illuminate the public debate on tax legislation.

SUMMARY

This paper is divided into four chapters, followed by statistical tables and other
appendant materials. Chapter I outlines the importance of capital formation
to economic growth and examines the nation's capital needs and the prospects
for filling those needs. The chapter concludes that increased investment is essen-
tial to sustain eocnomic growth, create jobs and achieve national policy ob-
jectives concerning the environment, energy, housing and urban renewal.

Chapter II explores the relationship between tax policy and investment. Cur-
rent tax policy discourages savings and investment through the imposition of
multiple taxes on investment income at several levels. The result is a lower
level of investment which is detrimental not only to investors, but to consumers,
employees and corporations.

The level of investment undertaken by business is determined by the cost of
capital as well as the expected return on investment. With the cost of equity
capital rising steeply in recent years, corporations have had to rely inceras-
ingly on debt instruments. Corporate balance sheets deteriorated, with debt-
equity ratios doubling and a shortening of the average life of corporate debt.
Furthermore, small, young companies which, in the past, have been responsible
for major gains in employemnt are virtually unable to attract capital today.

While corporations' needs for capital have been increasing, an important source
of capital has been shrinking. Chapter III traces the decline of direct indi-
vidual equity ownership. Individual investors have faced not only the inflation
and bear markets of recent years, but also a doubling of taxes on their gains
from investment. For these and other reasons, the number of direct individual
shareholders has dropped 18 percent since 1970, as five and one-half million in.
dividuals have left the stock market.

The analysis and accompanying charts in Chapter IV present considerable
information concerning the estimated macroeconomic effects of nine different tax
proposals compared to DRI's baseline forecast. These figures are estimates de-
rived from the model, and indicate the direction and relative strength of the
macroeconomic effects produced by each proposal. The summary table on the
following page synthesizes the impact for each proposal using four indices. The
first column shows the estimated net change in gross national product at 1978
price levels for the five-year period 1978-82. The second column shows the cumu-
lative change in non-residential fixed investment (fixed business assets) in 1978
dollars. The third column indicates the change in the number of man-years of
employment created or lost over the time period studied. The last column shows
the five-year change in federal tax revenues In current dollars.

The summary table contains some striking information. The proposals studied
reducing individual taxes have a stimulative effect on aggregate demand leading
to a more robust economy and additional tax revenues. Conversely, those pro-
posals which increase individual taxes slow down the economy, causing a reduc-
tion in tax revenues. In other words. restraint in government taxation and spend-
ing can lead to a larger economic pie for all including the government if an out-
look of more than one or two years is taken.

Of the nine tax proposals analyzed in this study, the elimination of all taxes
on capital gains (Proposal #4) produces particularly beneficial effects. This
proposal shows the largest five-year gain in real GNP-nearly $200 billion. It
also has the greatest impact on capital formation as fixed business assets increase
by $81 billion. In addition, this proposal creates over 3 million additional man-
years of employment from 1978 through 1982. At the same time, tax revenues
increase $38 billion over the five-year period.

In contrast, the treatment of capital gains as ordiinary income even when com-
bined with a reduction of the highest marginal tax rates to 50% and no limit on

I
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offsets against ordinary income for capital losses (Proposal #5), has a negative
impact on the economy over the period 1978-82. Real GNP would be lowered by
$48 billion, capital formation reduced by $43 billion, well over 450,000 man-years
of employment would be lost and the federal government would lose over $5 bil-
lion in revenues.

Without providing for a full offset of all capital losses against ordinary income,
the treatment of capitalgains as ordinary income (Proposal #1) would be even
more damaging to the economy. Real GNP would drop by $116 billion, capital
formation would fall by $73 billion, more than 1.500,000 man-years of employment
would be lost and the federal government would lose over $25 billion in tax rev-
enues. Clearly, such a proposal would be harmful to the economy.

Dividend deductibility at the corporate level (Proposal #6) has a very posi-
tive impact on the economy. Of the nine proposals analyzed in- Chapter IV, it has
the second most favorable impact on real GNP, capital formation and the num.
ber of additional man-years of employment. However, this proposal has a high
cost-federal tax rei~nues are reduced by $21 billion from 1978 through 1982.

The partial integration approach via the shareholder credit (Proposal #2)
also results in a more robust economy. It has the third greatest positive Impact
on real GNP and the number of additional man-years of employment. This pro.
posal has a smaller beneficial impact on capital formation than does dividend
deductibility. However, partial integration would increase federal revenues by
$18 billion from 1978 to 1982, while dividend deductability reduces tax revenues.

The so-called trade-off between eliminating the current treatment of capital
gains and offering relief on the double taxation of dividends (Proposal #3) pro.
duces mixed results. The positive aspects of partial integration mitigate, but do
iot offset, the negative economic effects of increased capital gains taxes. While
this proposal would increase real GNP, five of the other eight result in substan-
tially greater growth. Four other proposals create more man-years of employ-
nient. Moreover, this proposal reduces capital formation by $32 billion and resultsin a loss of federal tax revenues of nearly $11 billion. In fact. three proposals out-
perform this one by all four standards-they produce more growth, more man-
years of employment, more capital formation and incerase tax revenues instead of
costing the government money.

Deferring taxes on capital gains through an investment rollover (Proposal
#7), adjusting capitalgains for inflation via a sliding scale (Proposal #8), andlowering the corporate tax rate from 48% to 46% (Proposal #9) are all similar
in their impact on the economy, although the magnitude of their effects differ.
All three lead to an increase in real GNP, a rise in capital formation and iLddi-
tional employment. Of the three, only the corporate tax cut reduces Federal rev-enues over the time period studied. Deferring the taxation of capital gains has
the strongest positive impact on economic activity of these three proposals.

The basic conclusion drawn from al the simulations is that economic growth,
employmentt and tax revenues will be increased by tax policies which promote
capital mobility and encourage savings and investment.

SUMMARY TABLE

Change in
Change in capital forma-
real gross tion--ixed Change in Chan e innational product, business as- man-years of FederaUTax197 8-2 soft-I978-82 employment Revenues. 1978-

(billions of (billions of 1978-82 82 (billions ofTax proposal 1978 dollars) 1978 dollars) (thousands) current dollars)

I. Capital gains treated as ordinary income,
with the maximum marginal rate on in.
come, other than wages and salaries, set
at 50 percent current loss treatment re-
tained ............................. -115 -73 -1,529 -252. Partial integration via shareholder credit 1 26 2,656 133. Combination of tax proposals No. I and No. 2- 50 -32 1,414 -114. No taxation of capital pins ................ 199 81 3.136 385. Tax proposal No. 1 with capital los fullyoffsetable ........................ .. 48 -43 -477 -76. Dividend deductibility at corporate lve - 171 49 2,969 -217. Deferral of taxation for investment rollover.- 103 42 1,629 198. Sliding scale adjusment .......... ........ 81 38 1,283 21

9. Corporate tax cut from 48 percent to 46 per.
cent .................................. 37 12 597 -7
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CHAPrm ONE

ECONOMIC GROWTH -THE ROLE OF CAPITAL FORMATION

The April 1977 study paper Tax Policy and Capital Formation, prepared by
the staff of the Joint Committee on Taxation, makes a most compelling case for
increased capital formation:

"There are several reasons to be concerned about whether the United States
will have an adequate amount of capital accumulation. First, there are several
national goals whose fulfillment would require high levels of investment. These
goals include the housing goals of the 1968 Housing Act, the environmental
standards established in the ('lean Water and Clean Air Acts, the goal of energy
independence, the occupational health and safety standards for business, and the
rebuilding of many parts of our large cities.

"Second. in the past decade there Ihs been a significant increase In the rate of
growth of the labor force-the people who either have Jobs or are looking for
them. Between 1906 and 1976, the labor force grew by 19 million workers, com-
pared to an increase of 9 million between 1950 and 196. This growth in the labor
force has not been matched by a corresponding increase in the rate of growth of
the amount of plant and equipment: therefore, the growth rate of the amount of
plant and equipment available for each employee. has declined significantly. This
has reduced the growth of labor productivity--the amount produced per hour
worked-and the decline in the growth rate of productivity has reduced the
growth rate of real wages.

"A recent study by the Congressional Budget Office measures these disturbing
trends in investment and productivity. It notes that the growth rate in the amount
of private plant and equipment (excluding pollution control investments) de-
clined from 4.3 percent per year in the period 1965-70 to 3.3 percent per year in
1970-75 and can be expected to decline further to 2.5 percent per year In the period
1975-77. The growth rate in the amount of such plant and equipment per worker
fell from 2.6 percent in 1965-70 to 1.6 percent in 1970-75 and is expected to
decline further to only 1.0 percent in 1975-77.

"According to the CBO study, the growth rate in worker productivity fell from
2.4 percent in 1965-70 to 1.0 percent in 1970-75. To some extent this resulted
from unusually low productivity in the recession year of 1975, but inadequate
investment in plart and equipment was also a major factor. The estimated
contribution of increased plant and equipment to the increase in labor produc-
tivity fell from 0.9 percent per year in 1965-70 to 0.4 percent per year in 1970-75
and is estimated to be only 0.2 percent per year In 1975-77.

"Without major structural changes in the economy. the growth rate of real
wages over the long run is determined primarily by the growth rate of produc-
tivity. The recent slowdown in the growth rate of the amount of plant and equip-
ment per worker and the resultant slowdown in the growth rate of labor produc-
tivity, therefore, have contributed to the extremely sluggish growth In real wages
in recent years. (Since 1960. realy hourly wages in private nonfarm employment
have grown by only 5.2 percent. less than 1 percent per year.) TO the extent that
workers have responded to what they perceive to be an inadequate growth in
real wages by demanding higher money wage rates, the rate of inflation has in-
creased. More capital accumulation would raise real wage rates and could also
reduce the rate of inflation.

"A third reason why it is desirable to increase investment is to forestall a
repetition of the shortages which incurred in certain capital-intensity industries
in 1973 and 1974 and which contributed to the high rate of inflation in those years.
The affected industries included chemicals, steel and paper. along with other
industries producing materials used as inputs by other industries. A high rate of
investment in the next few years will help prevent the recurrence of this
problem.

"Fourth. one dollar of additional Investment in plant and equipment will in-
crease gross national product by about 10 cents per year over and above what in
needed to replace the assets as they wear out. To most Americans, this oppor-
tunity to increase future consumption by foregoing current consumption is
attractive, which Implies that more investment Is desirable."
Adequacy of investment

The 1970's have been characterized by shortacees of productive capacity in
many basic industries and inflationary pressures. The nation has recently expert-
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enced the most rapid and sustained downturn in output and investment since
the 1930s. Given this economic legacy, what is the outlook for the future?

A study prepared by the Bureau of Economic Analysis I (BEA) concluded that
business fixed investment would have to average 12 percent of gross national
product from 1975 to 1980 in order to ensure "a 1980 capital stock sufficient to
meet the needs of a full employment economy and the requirements for pollution
abatement and for decreasing dependence on foreign sources of petroleum." 1

The share of GNP estimated by the BEA study needed for investment purposes
considerably exceeds the percentage reached in any year since 1929. According to
DRI's projections, that ratio is unlikely to be achieved in the foreseeable future.

It should not be impossible to achieve the share required by the BEA study.
Consider, for example, the ratio of investment to GNP reached in other industrial-
ized countries. During the period 1960-73. that ratio In the United States was less
than one-half of that in Japan. and %vas below the corresponding percentages for
West Germany, France, the U.K. and Italy. Moreover, U.S. productivity growth
in manufacturing was less than one-third that of Japan. and well below that of
the other nations mentioned above. By increasing the share of GNP devoted to
investment, the differences in productivity growth between the 1U.S. and other
industrialized nations should narrow.
inmpact of additional investment

A higher level of investment would have the following desirable effects:
(I) Inflationary pressures will ease as the tradeoff between inflation and un-

employment improves. Investment will tend to add to short-run inflationary pres-
sures as its impact on aggregate demand outweighs its short-run impact on supply.
After a few years, however, the supply effect will become paramount, leading to a
relatively greater increase in supply than in demand. The essential advantage of
tax policies which promote aggregate demand by stimulating investment rather
than consumption is their impact on aggregate supply through increasing the
capital stock and potential output.

(ii) The productive capacity of the economy will increase, permitting the pri-
vate sector of the economy to consume more in the years ahead and allowing the
public sector to pursue desirable social programs without putting undue strainon the capacity of the economy to pay for those programs.

(iti) More jobs will become available as a result of stimulating aggregate
demand and increasing the capital stock, thereby raising the productivity of labor
and the real incomes of those employed.

Given the economy's present and future large requirements for investment and
the fact that projected levels of investment will apparently not reach the neces-
sary amounts, government policies should encourage greater business investment
and individual savings. The factors influencing the level of investment, including
the crucial role of tax policy, are discussed in the following chapter.

CHAPTRr Two

TAX POLICY AND CAPITAL FORMATION

The promotion of capital formation Is not an end in itself, but a means to an end.
High levels of savings and investment are important for the benefits they generate
to society and the economy. Private capital formation Is crucial in determining
changes in labor productivity, wage rates and employment opportunities; Addi-
tional capital formation is also needed to fulfill a growing population's demand
for Products, to meet the competitive pressures of world markets and to pay for
additional and improved social services desired by society. To a substantial extent,
postwar annual increases in measures of living standards have depended upon
changes in the capital/labor ratio. Put another way, the labor force and economy
suffer from a slowdown in capital formation and benefit from an increase in capi-
tal formation.

One recent article noted that although recent productivity rains have resembled
the pattern of previous recoveries, they have not grown sufficiently to return to
the postwar trend. This shortfall in productivity may be partly explained by
inadequate capital formation.2b The same author wrote that the lagging recovery

I t.S. Buresu of Economic Analysis. A Study of Fixed Capital Requirements of the
I7.8. Business Economy 1971-1980. Washington. 1975.

I 'bid: nare 7.
2' Zlekler. Joyee K.. "Rcent Labor Market Trends," Federal Reserve Bulletin, July. 1977.
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in expenditures on plant and equipment dampened the recovery of employment in
industries connected with the manufacture of capital goods, their suppliers as well
as companies involved in nonresidential construction.

Factors affecting capital formation
The level of investment undertaken by business depends on the expected return

as well as the cost of the necessary funds. In recent years, the following factors,
in addition to tax changes, have lowered investment by either reducing profit-
ability or by increasing the cost of capital:

(I) Most observers agree that the financial position of business has deteriorated
steadily over the last ten years. At best, even if the economic recovery continues,
the financial condition of companies may improve over the near term, but remain
fragile well into the future.

In the past, corporations relied on retained earnings and capital consumption
allowances for about two-thirds of their financial requirements for investment.
However. as inflationary forces took hold, the ratio of external to internal funds
used for investment jumped to 55 percent by 1974. Over four-fifths of the Increase
in corporate long-term funds over the past decade stemmed from debt offering,
with the result being a doubling of corporate debt/equity ratios.

Accompanying the rise in the debt/equity ratio has been a reduction in the
average maturity of corporate debt. The deterioration in corporate balance
sheets forces financial managers to refinance more frequently and increases the
potential exposure to tight credit conditions and possible financial failure. This,
in turn, increases risk and the required expected return on capital before an
investment will be undertaken.

(ii) New environmental and safety regulations have also served to lower
the level of investment In two ways. First, such regulations require substantial
additional outlays by business, thereby adding to production costs without any
offsetting expectation of an increase in revenues. Second, changing regulations
and differing interpretations of existing regulations increase uncertainty and
risk. Therefore, the pre-tax rate of return must rise before new investments will
be made.

(iii) Some of the decrease in the after-tax return on investment is attributed
to an increase in taxes on "real" corporate profits. A period of high inflation
lasting several years produces a distorted measure of taxable profits because
revenues in current dollars, which now contain reduced real value, are com-
pared with historical costs measured in nudepreciated dollars. The liberaliza-
tion in depreciation allowances and investment tax credits in recent years has
not been sufficient to offset higher taxes relative to real corporate profits. Again,
the result is a lower level of investment by business.
Tax burden on savings and investment and other factors

Although there are many economic and other factors influencing the levels
of savings and investment, government tax policies are certainly among the
most important variables affecting such decisions. Basically, any tax imposed
upon the returns from savings and investment restrains such activities by
driving a wedge between before and after-tax returns. Business firms are mo-
tivated to invest only in anticipation of increased revenues, reduced costs, and
tax advantages whose net value exceeds the cost of the funds required for in-
vestment. More favorable tax treatment of the income from capital raises ex-
peeted after-tax returns, and without any change in the cost of funds, would
lead to additional investment.

A major obstacle faced by any tax proposal offering relief to savers and
investors is the argument advanced by some people that government fiscal
policies should redistribute income and wealth. Their view is often accompanied
by assertions that the existing tax structure is riddled with provisions of special
benefit to the more affluent individuals and companies. To compensate for these
"loopholes," advocates of "tax reform" argue for heavier tax burdens on the
returns from savings and investment. Unfortunately, such proposals often
overlook the economic and social opportunities lost by increasing tax burdens
on savings and investment.

Returns on investment cannot be decreased without considering the negative
impact on consumers, employees and stockholders. Corporate taxes are reflected

& Ibid.. p. 618.
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in part by higher prices, lower wages and employment, and reduced returns
on investment. Capital formation is Inhibited; employment and productivity
are reduced.

Everyone is affected by business taxes as a consumer. The majority of jobs
in this country are provided by the private sector. Moreover, a large segment
of the population has a vital stake In the economic performance of corporations
through either direct share ownership or benefits provided by life insurance
companies and pension funds with investments in common stock.

In the past, one serious impediment to tax legislation aimed at stimulating
savings and investment has been a tendency to look only at the initial impact.
Government revenue estimates of proposed tax changes have concentrated
on initial impact rather than carefully evaluating how taxpayers will respond
to changes and what the ultimate effects will be.

Reduced tax burdens on savings and investment should Increase capital forma-
tion, employment and total income, thereby expanding the tax base. Actual
tax revenues will be quite different from estimates calculated on the unrealistic
assumption that taxpayers are unresponsive to change. Indeed, many proposals
which initially lose tax revenues for the government are likely to produce
revenue gains when investor behavior changes.

The present tax system is biased against savings because with few exceptions,
taxes are imposed on income and again on income generated by savings from
that original income. In contrast, the income tax falls only once on an In-
dividul's income used for consumption. The current structure of the U.S. income
tax is not neutral as it increases the tax cost of savings relative to consumption.4
One of the surest ways to promote increased capital formation is to shift the
present tax structure away from favoring consumption towards a more neutral
treatment of savings and investment.

For an income tax to be neutral with respect to savings and investment, it must
either permit a deduction for the amount saved while assessing the yield on
saving, or it must exempt the yield while including the amount saved in the
taxable base. Even if the tax were imposed at a lower rate on either the amount
saved or the yield, taxing both increases the cost of savings relative to consump-
tion. The present bias favors consumption over savings and discriminates against
capital formation.

As shown in Chapter IV, improving capital mobility through the tax system
and encouraging savings and investment can improve economic growth to such
an extent that both more investment and more consumption are achieved. Tax
policies can be designed not merely to be neutral between consumption and
investment, but to transfer Idle resources to productive uses.
Impact on small business

Of the many factors influencing economic growth, none is more important than
the level of capital investment. Economic vitality in this nation has paralleled
the rise of dynamic new companies which were initially financed by individual
investors. The present tax structure adversely affects small businesses in three
ways.

First, a recent government study has noted the detrimental impact of higher
capital gains taxes on new enterprises. Recent tax developments at all levels of
government have sharply narrowed the gap between ordinary income and capital
gains tax rates, reducing financial incentives for entrepreneurs." The result is
that the potential after-tax gain from a new venture may not be worth the risk
and a relatively secure position with a large company may appear more attractive.
The demand for venture capital is reduced.

6 A numerical example will illustrate this point. Assume that the cost of a certain basket
of' goods and services Is $100. and that the same amount of money would irchase a bond
paying 5 percent or $5 per year for ten years, with repayment of the $100 In principal at
the end of the tenth year. Thus. the cost of $100 of current cOnsumption is $5 a year for
ten years. or $50. If an Income tax is Imposed at a fiat rate of 50 percent, $200 of pre-tax
Income Is needed to purchase the same basket of goods and services. The cost of consump-
tion has doubled. However. $10 of pre-tax Income Is now needed to receive $5 of after-tax
income. With yields unchanged, the bond holder now requires a $200 bond. But, to obtain
a $200 bond now requires $400 of pre-tax Income. Put simply, the 50 percent Income tax
quadrupled the cost of savings. *and doubled the cost of savings relative to consumption.

5 "The Role of New Teclnical Enterprises In the U.S. Economy". A Report of the Com-
merce Technical Advisory Board to the Secretary of Commerce. January, 1976, p. &
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Second, like all enterprises, small businesses must compete in the capital market
for funds. To the extent that the tax burden on savings leads to a contraction in
the supply of capital, the result will be upward pressure on Interest rates and
possible rationing of capital funds. Small and new businesses, local governments
and individuals may find themselves elbowed out of the capital markets. Funds
for mortgages may also be curtailed.

Third, recent tax changes, by Increasing the tax burden on those individuals
who have traditionally provided sed money for new yentures, have made It
extremely difficult for small companies to raise funds. Thus, both the supply of
and demand for venture capital have fallen, leading to a decline in the number
and value of public offerings by small business in recent years.4 (See the following
table.)

CAPITAL RAISED BY COMPANIES HAVING A NET WORTH OF UNDER $5,000,000

Number of Funds raised
Year offerings (millions)

1969 --------------------------------------------------------------------------- 548 $1,457.7
1970 --------------------------------------------------------------------------- - 209 383.7
1971 --------------------------------------------------------------------------- 224 551.5
1972 --------------------------------------------------------------------------- 418 91.
1973 ---------------------- ------------------------------------------------ 69 137.5
1974 --------------------------------------------------------------------------- 8 13.1
1975 --------------------------------------------------------------------------- 4 16.2

Source: "Report of the SBA Task Force on Venture and Equity for Small Business," U.S. Small Business Administra-
tion, January 1977, p. 13.

The same Advisory Board study mentioned earlier concluded that the young,
innovative companies are responsible for larger percentage gains in employment
than larger, more mature companies. The following figures were cited by the
Commerce department's Advisory Committee:

AVERAGE ANNUAL PERCENTAGE CHANGES FROM 1969-74

Percentage change

Type of company Sales Employment

Mature ........................................................................ +11.4 +0.6
Innovative ..................................................................... + 13.2 +4.3
Young high technology ---------------------------------------------------------- +42.5 +40.7

Source: "The Role of New Technical Enterprises in the U.S. Economy." a report of the Commerce Technical Advisory
Board to the Secretary of Commerce, January 1976, p. 3.

The Advisory Board's report suggested that in large companies, innovation is
viewed in terms of cost reduction. In small technically based enterprises, innova-
tion is a way of life and leads to new products, processes, and employment
opportunities.

Some observers have asserted that tax changes in areas such as investment
credits and depreciation allowances have offset the negative tax factors affecting
small business. Investment tax credits and liberalized depreciation allowances,
while beneficial to some large corporations, are of little relative advantage to
small business. The largest amounts and proportion of equipment in the produc-
tive process are used by large companies which tend to be more capital intensive.
Furthermore, -tax credits essentially benefit companies already earning profits.
Small and new companies, which earn little or no taxable profits, receive mini-
mum benefit from provisions lessening the tax liability on profits.

* It Is recognized that Inflation over this time period may have reduced the number of
successful firms with a net worth of under 45 million measured In current dollars. How-
ever. inflation was also Increasing the net worth In current dollars of companies at the
very lowest range In the under $5 million category, possibly allowing them to reach a size
where outside capital infusions became feasible. In any event, the plunge In both the num-
her and value of funds raised for companies with a net worth of under $5 million is too
dramatic to be explained merely by the Impact of inflation on net worth measured in cut.
rent dollars.
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Recent tax changes, which have adversely affected the small company, have
been equally harmful to the small or individual investor. The declining role of
individual shareholders has important national implications which are spelled
out4n the following chapter.

CHAPTER THREE

ROLE OF THE INDIVIDUAL IN STORE IN CAPITAL FORMATION

Studies of capital formation usually concentrate on the importance of physical
capital. However, just a few years ago, concern was raised over whether there
would be ample financial capital available to support future requirements for
additional housing, a cleaner environment, greater energy independence, a sum-
cent number of Jobs and the prevention of capacity shortages in major basic
industries. These goals have now been accepted as national objectives, and in-
crease our capital requirements. Therefore, it is important to focus on people
who, as investors, must provide the funds for capital investment. Unfortunately,
the ranks of the individual suppliers of equity capital are shrinking. What has
happened to the individual stockholder?

Financial assets of individuals have grown steadily over the thirty years since
World War II, but individual stockholding, which increased even faster than the
growth in individual financial assets from 1946 to 1970, has decreased since
1970. In 1946, individuals held $378 billion in financial assets, of which $103 billion
or 27 percent was corporate stock. By 1970, individual financial assets grew to
$1.9 trillion and stock ownership expanded to $737 billion or Just under 40 percent
of the total. However, although individual financial assets increased to $2.8 tril-
lion by 1976, direct Individual equity ownership fell slightly to $733 billion, or
about 25 percent of total assets.

Moreover, the New York Stock Exchange reported in 1975 that, according to its
census of shareholders, the number of individual stockholders fell for the first
time since these surveys were started, dropping 5.6 million or 18.3 percent
from 1970 to 1975. Today, there are only 25 million shareholders compared to 31
million in 1970.

Several factors contributed to the reduction in individual shareholders. Eco-
nomic policies heightened uncertainty by shifting from stimulus to contraction
and back again. Investors shifted away from equities towards safer, more liquid
assets. Soaring inflation rates were a severe blow to all investments, including
equities. The concern about recurring double-digit inflation rates continues, and
individuals are reluctant to commit funds to the equity markets when yields on
less risky investments are relatively attractive. Finally, the exodus of individual
investors was accelerated by major changes in tax policy which increased capital
gains taxes.

The SIA believes that after-tax yields affect the level of savings because the
trade-off between consumption and savings is affected by expected after-tax
yields. Certain studies argue that the level of savings is not affected by after-tax
returns. However, even such studies stress the importance of net yield in deter-
mining the individual's selection among competing savings choices. For example,
the study paper, Tax Policy and Capital Formation, cites studies showing that
"tan individual's choice between various itssets is quite sensitive to the aftertax
yields he expects to receive on the assets" and that "tax incentives for personal
.savings do not significantly affect the amount of such saving, but do affect its
composition." The recent recovery in the level of personal savings has not
prompted individuals to return to the stock market.

The U.S. tax system disourages direct Individual investment in the equity
markets in three principal ways:

(I) The tax system imposes levies on nominal, not real, gains on investment.
For example, when assets appreciate in price over a period of years, the increase
may simply reflect inflation. However, the proceeds from the sale of such assets
are subject to capital gains taxation, even though the purchasing power of
those proceeds may be no higher than that of the original investment. The
investor faces a real increase in tax liability without any real improvement in
the value of his investment. In other words. taxing nominal gains accruing over
several years as ordinary income is inequitable.

(1i) The tax system does not adequately reflect the risks involved in capital
investment. Increased taxation of esPital gains since 1969 has reduced the return
for individualR from investing directly in equities. Under the Tax Reform Act
of 1909, the alternative tax of 25 percent on capital gains was limited to the
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first $50,000 of capital gains compared to no limitation prior to 1909; net long-
term capital losses were allowed to offset ordinary income only to the extent
of 50 percent of such losses with a $1,000 maximum; and capital gains were made
a "tax preference item" subject to an additional 10 percent minimum tax. In
1970, the -holding period for long-term capital gains was extended, the minimum
tax was increased to 15 percent and provisions of the maximum tax were
limited. All of these changes, together with the impact of inflation on capital
gains, have increased the effective tax on capital gains and discouraged equity
investment by individuals.

(iii) Double taxation of corporate dividends-taxation of corporate income
at its source and then 'when distributed as dividends-decreases the after-4ax
return on equity investment, and serves as a further disincentive to individual
stock investment.!
Proposals for reform

Recent discussions of tax reform have considered changes in capital gains for
taxation. Some proposals would adjust capital gains for inflation. One mechanism
to achieve this end-a sliding scale which reduced the portion of the gain subject
to tax the longer an asset had been held-was narrowly defeated in the Senate
during consideration of the Tax Reform Act of 1976. Another proposal would
defer taxation if the gains were reinvested. Still other proposals would eliminate
the distinction between capital gains and ordinary income and tax capital gains
identicall.* at ordinary rates. The current tax code provides deferral of capital
gains taxation in certain instances when a taxpayer sells his home and buys a
new residence.

Proposals addressing the double taxation of dividends would either allow
corporations to deduct dividends, pass through a credit to shareholders for the
corporate tax paid or eliminate corporate taxes.

While "full" integration would effectively eliminate the corporate income tax,
the corporate tax might be used as a withholding mechanism for shareholders.
Shareholders would incur a tax liability for a portion of the corporation's edrn-
ings equal to their proportion of ownership. Under such a proposal, the individual
would incur a tax liability for income (corporate retained earnings) he has not
received.

A more practical approach to eliminating double dividend taxation, in part,
is "partial" integration or Integration for dividends alone. Partial integration
would result in a tax liability for the individual for the "grossed up" (pre-tax)
corporate income attributable to dividends. Under this approach, the share-
holder's income is increased by applying the ratio of dividends to after-tax
income to the corporation's tax payment. At the same time, the shareholder
receives a. pro rata credit for the corporate tax attributable to the dividends'

CHAPTER FoUR

THE MACROECONOMIC EFFECTS OF ALTERNATIVE TAX PROPOSALS

In this chapter, he effects of various tax proposals on the economy as a whole
are analyzed. The 1977 version of DRI's quarterly econometric model' of the
U.S. economy was used to simulate the effects of the following tax proposals:

1. Capital gains received are treated as ordinary income and the top marginal
tax rate on income other than wages and salaries is reduced from 70 percent to
50 percent. Current treatment of capital losses is maintained.

2. Partial integration of the personal and corporate tax systems via the share-
holder credit method, in which the individual taxpayer receives a credit for the
corporate tax attributed to his dividend.

3. A combination of No. 1 and No. 2.
4. No taxation of capital gains received by individuals.
5. Policy No. 1, with capital losses allowed to be fully offset against ordinary

income.
6. Partial integration of the corporate and personal income taxes by means of

dividend deductibility at the corporate level. That is, corporations are permitted

? A detailed history of taxation of investment income appears in Appendix 'B'.

The following chapter examines the effects of these and other tax proposals
on the ecoronany

For a full description of thin approach. see Tax Policy and capital formation, prepared
by the staff of tl'e Joint Committpe on Taxation (Anil 4. 1977). p. 15.

' The term econometric model ii explained in the Glossary.
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to deduct dividends paid to individuals as a business expense in determining
taxable income.

7. Deferal of taxation on capital gains when the funds are re-invested (de-
ferral for investment rollovcr).

8. A sliding scale taxation formula for capital gains, with the proportion of
the capital gain subject to tax declining from 50 percent if the assist were held
for one year, to 10 percent if the asset were held for 21 or more years.

9. Reduction of the statutory corporate income tax rate from 48 percent to 46
percent.

Although some of the proposals set forth ahove are not under active considera-
tion, they are incorporated into this report for the sake of completeness and com-
parison. This is particularly true for proposal No. 4.

METHODOLOGY

The effect on the economy of each of the tax proposals discussed is estimated
for the period 197-82. using l)RI's quarterly econometric model. This model
generates projections of some 800 variables, the more important of which include
gross national product, investment in producers' durable equipment and non-
residential construction (fixed business assets), potential output. personal dis-
posable income and consumption. unemployment and the rate of inflation. Results
for all of these important variables are presented for each of the nine proposals
studied.

In order to analyze the impact of the nine alternative tax proposals, it. was
necessary to impose two additional assumptions on the model. These assumptions
relate to the dividend payout ratio-the fraction of after-tax profits paid out
in dividends-and to the movement of stock market prices. Behavioral equations
exist in the DRI model. ),oth for dividends and the Standard and Poor index of
common stock prices. Although these equations were constricted on the basis of
data accumulated over a period of time. most of the tax proposals considered in
this study were not in effect during that time span.

Tiarefore. specific assumptions regarding dividend payout ratios and stock
market prices were developed for each tax proposal by the SIA In consultation
with DRT." The sensitivity of the results to changes in these assumptions Is
analyzed on page 40.

THE BASELINE FORECAST

DRI regularly generates forecasts of the economy through 1980. Details of
these forecasts are published monthly by Data Resources. In addition to a
control forecast, several alternatives are generated, including a markedly more
pessimistic alternative (involving less real growth and more Inflation), and a
more optimistic alternative. For-this paper, the August, 1977 control forecast
has been extended through 1992 and envisions continued economic recovery, with
growth in real gross national product averaging 4.2 percent annually over the
period 1978-82. Unemployment falls to 5.1 percent of the labor force by the end
of the period. while the rate of inflation (as measured by the implicit deflator
for gross national product) averages 5.7 percent. Some "mid-course correction,"
associated primarily with movements in inventories, is foreseen for 1979.

In the analysis which follows, this forecast serves as the baseline, and the
effects of the tax proposals are generally expressed in terms of deviations from
these projections.

ANALYSIS OF THE PROPOSALS

The succeeding sections analyze each of the nine tax proposals. In each case,
five effects are summarized: the total change in gross national product and capi-
tal formation (fixed business assets) over the five year period 1978-82 expressed
in constant (1978) dollars; the change in employment expressed as the number
of man-years created or lost over the time period studied; the largest single year
increase or reduction in jobs as compared to the baseline forecast; and the
cumulative change in federal tax revenues expressed in current dollars. Next. the
assumptions about dividend payout ratios and the Standard and Poor's stock

18 Bsides assumptions about dividend payout ratios and stock market prices. It was
also necessary to impose assumptions about Investors' willingness to realize capital gns.
However, whereas changes in dividend payout ratios and stock market prices Influence
aggregate demand directly, the Impact of changes In the willingness to realize gains is
less direct in the DRI model. For this reason, we do not discuss the assumptions about the
willingness to realize gains for each tax proposal and refer the reader instead to page 40
where the Importance of the willingness to realize gains Is referred to.
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price index imposed on the model are discussed. Finally, the effects of the tax
proposal on the economy, as simulated by the I)RI econometric model, are dis-
cussed in more detail under a series of headings relating to real gross national
product, investment in producers' durable equipment and nonresidential con-
struction (fixed business as.zets), consumption and personal income, employment,
the Federal budget and inflation. Charts are included showing the effect of the
proposal. year by year. on gross national product, fixed business assets, eraploy-
ment and the Federal budget.

The economy tends to respond in a cyclical fashion to any policy change. We
have assumed that monetary policy will be accommodating, with the Federal
Reserve adjusting the money supply sufficiently to ensure that interest rates
remain close to the levels projected in the DRI baseline forecast. The cyclical
pattern of economic adjustments to tax changes would be considerably accentu-
ated if it were assumed that monetary policy would be nonaccommodating and
interest rates allowed to vary from those projected in the baseline forecast.
Some discussion of the effects of assuming nonaccommodating monetary policy
appears below on pages 40-41. Regardless of the assumption with respect to
monetary policy, the effect of any tax proposal on gross national product will
have slackened considerably by 1982 because of cyclical factors. Statistical de-
tails on the simulations are provided in Tables 1-9 of Appendix 'A'; Tables 10-18
provide results for the same tax proposals assuming monetary policy does not
keep interest rates at levels projected in the baseline forecast.

Many of the short-run effects of the alternative tax proposals analyzed herein
are due to their impact on aggregate demand. That is, policies which involve
tax cuts increase GNP through stimulating consumption and/or investment.

The advantages of stimulating aggregate demand through tax reforms aimed
at making investment more attractive are basically longer term. In particular,
there is an increase in the capital stock and therefore the nation's production
and employment potentials, as compared to scenarios in which aggregate de-
mand is stimulated by increased private or government consumption.

In the short-run, the fiscal stimulus provided by any tax reduction would be
accompanied by increased inflationary pressures. Again, the advantages of pro-
posals aimed at stimulating investment in lieu of consumption are long-term.
Through their impact on aggregate supply, proposals leading to increased invest-
ment allow the economy to provide for future demands with little or no inflation.

Most of those long-term effects become important after 1982. Unfortunately, the
DRI baseline forecast in this study does not extend beyond 1982. The beneficial
impact on aggregate supply however, can be inferred from the discussion of
"Investment and Fixed Business Assets," and "Employment and Unemploy-
ment" included below for each alternative tax proposal.

TAX PROPOSAL NUMBER 1

CAPITAL GAINS TREATED AS ORDINARY INCOME, WITH THE MAXIMUM MARGINAL RATE
ON INCOME, OTHER THAN WAGES AND SALARIES, SET AT 50 PERCENT (COMPARED
WITH THE PRESENT 70 PERCENT). CURRENT TREATMENT OF CAPITAL LOSSES I
MAINTAINED

Economic Variable: Change from baseli e foreoast
Gross national product (1978-82) ------- reduced $115 billion (1978 dollars)
Capital formation (1978-82) (fixed business investment)

reduced $78 billion (1978 dollars)
Man-years of employment (1978-82) ------------------- reduced 1,500,000
Jobs (peak effect) ------------------------------- reduced 480,000 (1981)
Federal tax revenues (1978-82) ------ reduced $25 billion (current dollars)

Behavioral Assumptions '
This proposal can be expected to affect the dividend payout ratio substantially.

For dividend recipients with a marginal tax rate over 50 percent, the value of
after-tax dividends would Increase, in some cases by as much as 66% percent. On
the other hand. the attractiveness of capital gains (and hence retained earnings)
Is substantially reduced. Thus, it was assumed that this tax proposal-would raise
the dividend payout ratio by 20 percent, with this rise taking place smoothly over

11 The importance of the behavioral assumptions-is discussed on pages 40-41.
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the first three years of the change. However, taxing capital gains as ordinary In-
come, primarily because of the decrease in the value of unrealized appreciation,
would reduce stock prices despite a higher payout ratio. A 10 percent drop In the
8 & P index was assumed with this change taking place smoothly over the first
five quarters after the tax proposal is implemented."
Empirical results

These assumptions, when run through the I)RI model, produce the macro-
economic results shown in Table 1 of Appendix 'A' and in Charts 1.1-1.4 (see the
following page). Effects on key variables are as follows:

PROPOSAL- I
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Gross National Prod uct.-Economic activity is reduced below the baseline by
$3.3 million "' in 1978, and by as much as $39 billion in 1982 or 1.6 percent of out-
put in that year. The cumulative loss over the five-year period 1978-1982 is almost
$115 billion.

Invcstment and Fired Business Assets.-The necessity to pay out increased
dividends has a sharp downward impact on funds retained by corporations. In

12 For each of the nine tax proposals, any assumptions concerning a change in the divi-
dend payout ratio and 8 & P index were introduced over the same tie periods as in Pro-
poIal *i1.

" All magnitudes presented in dollars. with the exception of tax receipts and Federal
budget estimates, are discussed in real terms-that is, corrected for price changes. Except
where otherwise stated. these values are expressed at expected 1978 prices. Federal tax
revenues and budget estimates are expressed in current dollars.
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addition, as a result of the weaker economy, expected returns on Investment de-
cline. Finally, the decrease In stock prices reflects an increase In the cost of
capital to corporations. All of these factors reduce investment. Each year, the
value of investment is below the baseline by ever increasing amounts, and the
reduction in 1982 is over 10 percent below the baseline projection of $269.6 billion
for that year.

The effect of this slump in investment is to reduce the economy's fixed busi-
ness assets by over 3 percent relative to the baseline in 1982. Moreover, potential
output is lower in 1982 by almost 0.6 percent or $15 billion.

Employment and Uncmploymcnt.-The. reduction in economic activity causes
the unemployment rate to rise above the baseline forecast by four-tenths of a
percentage point in 1981. However, the unemployment rate tells less than the full
story. Whenever the rate of growth of the economy slackens, the labor force In-
creases less than it otherwise would. Thus, the unemployment rate does not fully
measure the decline in employment. The model results project the loss of over
1,500,000 man-years of employment from 1978-1982.

Personal Income and Constimption.-The increased payout of dividends serves
to cushion somewhat the effects of the increase in capital gains taxes and the
lower level of employment. The peak effect on real personal income occurs In 1982
when it is $9.3 billion below the baseline. Consumption is reduced by a somewhat
greater amount due to the impact of the lower stock market on the value of equity
holdings. In 1982, consumption is $12 billion below the baseline with the cumula-
tive loss over the five years being $37 billion.

Corporate Balance Sheets.-As mentioned earlier when discussiong the impact
on investment, the cash flow 14 of corporations is severely impacted because
dividend payments are considerably higher. In addition, the weaker economy
lowers after-tax profits. As a result, the cash flow of non-financial corporations is
reduced by over 10 percent by 1982, and the debt-equity ratio ' rises dramatically
to the point where it has jumped over 20 percent in 1982 as compared to the
baseline forecast.

Tax Receipts and the Deflcit.'-Tax receipts are increased in 1978 by $2.4
billion. After 1978, the feedback from the weakened economy is such that tax
receipts are actually below the baseline and by ever increasing amounts. The net
loss of revenue to the Federal government over five years, measured in current
dollars (as distinct from constant 1978 dollars), amounts to $25 billion. The effect
on the deficit is very similar. In the baseline forecast, the budget is almost bal-
anced by 1982. The model predicts that the budget will still be in deficit by $12
billion in 1982. if Proposal No. I is enacted.

Inflation.-The weaker economy reduces the average annual rate of inflation
over the five year period by 0.2 percentage point. As discussed on page 20, because
the projections do not extend beyond 1982, the long-run impact of different meas-
ures on aggregate supply cannot be analyzed thoroughly. Thus, the impact of a
policy on aggregate demand is more immediate and will actually determine
whether the projected inflation rates are above or below those contained in the
baseline forecast. Tax proposals weakening the economy lower the inflation rate;
proposals strengthening the economy project higher rates of inflation. This
phenomenon occurs in all nine simulations discussed in our study and should be
considered in assessing the impact of a specific proposal on inflation.

TAX PROPOSAL No. 2

PARTIAL INTEGRATION VIA THE SHAREHOLDER-CREDIT METHOD

Economic variable: Change from baseline forecast
Gross national product (1978-82)_____.increased $145 billion (1978 dollars)
Capital formation (197--82) (fixed

business investment --------------- increased $26 billion (1978 dollars)
Man-years of employment (1978-82) --------------- increased 2,700,000
Jobs (peak effect) ------------ increased 760,000 (1981)
Federal tax revenues (1978-82)_____.increased $18 billion (current dollars)

34 This concept is defined in the Glossary.
1 This concept ix defined in the Glossary.
14 Tax receipts are measured on an accrual basis. The deficit is measured on a National

Income and Product Accounts basis.
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Under this proposal. the individual taxpayer receives a tax credit for the cor-
porate taxes attributed to his dividend receipts. An effective corporate tax rate of
29 percent was used in computing the credit and tax-exempt shareholders were
assumed ineligible for the credit.

Bcharioral assumptions
Implementation of this proposal can be expected to increase the dividend pay.

out ratio. Kince the value of after-tax dividends has increased, investors will
place additional emphasis on dividend receipts. In this regard, we have assumed
an increase in the dividend myout ratio of 10 percent. The stock market Is as-
sune(! to rise 10 percent also reflecting the increased after-tax value of dividends
received.

Empirical results
The effects of this tax cut are contained in

('harts 2.1-2.4 (see the following page).
Table 2 of Appendix 'A' and in
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Gross National Product.-Over the first three years. the annual rate of growth
in GNP is increased by about 0.5 percent. After 1980, there is some flattening
out in the growth rate, for reasons discussed on page 20. The peak effect occurs
in 1981 when real GNP is $39 billion (1.6 percent) above the baseline. Over the
five-year period, the net gain in output is over $140 billion.

I

V

A
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Inrestnicnt and flred bitsines assets.-Despite the increase in the dividend
payout ratio, higher stock market prices and the robust economy predominate.
indicating higher expected returns from and lower capital costs of investmeut.
The simulation shows a substantial increase in corporate investment by 3
percent above the baseline ($7.7 billion in 1978 dollars) in 1981. The increased
investment raises fixed business assets by a little over 1 percent by the end of
19R2. along with an increase in potential output of about 0.3 percent or about
$7 billion.

Einployment and tincmploymen t.-The stronger economy drives the unemploy-
ment rate down by 0.6 percentage point in 1981. This reduction will lower the
projected unemp!oynient rate for that year below 5 percent, and the number of
additional man-years of employment created approaches 2,700.000 over the five
year period.

Personal Inome and Consumptio.-Personal Income increases because, of the
tax credit, the increased payout of dividends, and the stronger economy. The
rate of growth of personal disposable income is higher by 0.4 percentage point in
each of the first three years; by 1982, disposable income is $32 billion greater than
the baseline. The impact on consumption is slightly more because of the wealth
effa -rn bi, her Qtock market prices. (Increases in wealth resulting from
price changes in existing assets are not included in personal income as defined
income as defined in the natilonal income and product accounts.) By 1982,
consumption is $33 billion above the baseline: over the five-year period, the
cumulative increase comes to $116 billion.

Corporate balance shects.-By 1982, the cash flow of corporations is improved
marginally, as is the debt-equity ratio. The improvement in corporate cash flow
would be more pronounced if not for the higher dividend payout ratio.

Tax receipts and the deficit.-Federal government tax receipts are lower by
$4.8 billion in 1978. Tax receipts are only marginally below the baseline in 1979.
and are sharply above it in 1980-82. As a result, the Federal budget shows a
surplus for 1.981 and 1982.

Inflation.-The stronger economy increases the annual rate of inflation by
about 0.3 percentage point over the period studied for the reasons explained on
page 20.

TAX PROPOSAL NUMBER 3

A COMBINATION OF TAX PROPOSAL NUMBER I AND TAX PROPOSAL NUMBER 2. THAT IS.
CAPITAL GAINS ARE TREATED AS ORDINARY INCOME, TIE TOP MARGINAL TAX RATE ON
INCOME OTHER THAN WAGES AND SALARIES IS CUT TO 50 PERCENT, AND TAXPAYERS
RECEIVE A CREDIT FOR TilE SHARE OF TAX PAID BY CORPORATIONS ATTRIBUTABLE TO
DIVIDENDS. CURRENT TREATMENT OF CAPITAL LOSSES IS RETAINED.

Economic variable: Change from baseline forecast

Gross National Product (1978-82) --- increased $50 billion (1978 dollars)
Capital Formation 1978-S2) (fixed business

investment) ----------------------- reduced $32 billion (1978 dollars)
Mamn-Years of Employment (1978-82) ---------------- increased 1,400,000
Jobs (peak effect) --------------------------- increased 400,000 (1982)
Federal Tax Revenues (1978-82)--- reduced $11 billion (current dollars)

Bha r-ioral assumptions

Iml)lementation of this propsal is assumed to lead to an increase in the divi-
dend payout ratio of 25 percent by 1980. This chalige is less than the combined
increases assumed for Proposals Number 1 and Number 2 because of the belief
that. beyond a certain point, corporations will increase their resistance to paying
out additional dividends. The interaction of Proposals Number 1 and Number 2
will have conflicting effects on stock prices. For this reason, it is difficult to pro-
ject whether overall stock prices will rise or fall. Thus, no additional change ill
the S & P index is assumed beyond that contained in the baseline forecast.

The effect of combining the shareholder credit for dividends with the taxation
of capital gains as ordinary income is to increase the attractiveness of dividends
relative to capital gains. Consumption rather than investment is stimulated by
this proposal as compared to other proposals stimulating aggregate demand
(Proposals Number 2, 4, 6, 7, 8, and 9). Proposal Number 3 is a clear example of

I" This term Is explained In the Glossary.
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the differential impact on capital formation of applying fiscal stimulus via
consumption rather than investment.

Empirical results
The effects of this proposal are

3.1-3.4.
shown in Table 3 of Appendix "A" and Charts
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Gross national product.-The annual rate of growth of real GNP increases
by an average of 0.2 percentage point the first three years. In 1980. output Is $14
billion (0.6 percent) above the baseline. The cumulative gain over the five-year
Ixriod is almost $50 billion.

Inrestmcnt and fixed business assets.-The effects of this proposal differ from
the others studied in that, in this case, gross national product and fixed non-
residential investment move in opposite directions. These conflicting trends
occur primarily because the pressure to pay more dividends leaves companies
wvith less funds to invest and this fact outweighs the higher expected return
on investment resulting from the stronger economy. Moreover, the cost of capital
is up sharpl?. In 1982, nonresidential fixed investment is $14 billion (5.1 percent)
below the baseline. As a result, total fixed business assets are. lower by 1.4 per-
cent by the end of 1982, and potential output is reduced 0.3 percent, or about
$7.5 billion.

Employment and unemploymet.-The unemployment rate is reduced by 0.3
percentage point from 1980 through 1982. Over 1,400,000 man-years of employ-
ment are created through 1982.

Persoal Income and consumption.-Individuals benefit directly from the tax
cut. tbe Increased payout of dividends and the stronger economy. The peak
effect on disposable income is in 1981, when it is higher by $25 billion (1.5
percent). By 1982, consumption is $24 billion above the baseline, with the
cumulative effect over the five-year period being $83 billion.

Corporate balance sheets.-The cash flow of corporations is reduced by over
7 percent and the debt-equity ratio is over 20 percent higher by 1982. Only Pro-
posal Number 1 is more damaging to the financial structure of corporations.

Tax reecipts and the deflcit.-Federal government tax receipts are below the
baseline by $2.8 billion in 1978. In sub."equent years, tax receipts are, on average,
lowered by $2 billion per year. The net reduction in tax revenues over the five-
year period is nearly $11 billion. The cumulative effect on the budget is to in-
crease the deficit by nearly $9 billion.

Inflation.-The stronger economy causes the annual rate of inflation to be
higher by an average of 0.1 percentage point as explained fully on page 20.

TAX PROPOSAL No. 4

NO TAXATION OF CAPITAL GAINS

Economic variable: Change from baseline forecast
Gross national product (1978-82) .... Increased $199 billion - (1978

dollars)
Capital formation (1978-82) (fixed

business investment) ------- Increased $81 billion (1978 dollars)
Man-years of employment (1978-82) Increased 3,100,000
Jobs (peak effect) ------------------ Increased 910,000 (1981)
Federal tax revenues (1978-82)_____-Increased $38 billion (current

dollars)
Behavioral assumptions

This proposal, included for purposes of comparison, differs sharply 'from the
first three studied in that it increases the relative attractiveness of capital gains
(and hence of retained earnings). For this reason, it Is assumed that enactment
of this proposal decreases the dividend payout ratio by 10 percent by the year
1980. The stock market would be expected to react very positively to this meas-
ure; a rise of 20 percent in the S & P index is asumed.

Empirical results
Full details of the estimated effects of this proposal are shown in Table 4 of

Appendix "A" and In the accompanying Charts 4.1-4.4 (see the following page).
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Gross national 1 rodct.-'lrhe elimination of taxes on capital gains has tile
largest impact on gro,, national product of all the proposals studied. In 1981,
output is $56 billion (2.4 percent ) above the baseline. In 1982. the Impact on
output is even larger ($57.4 billion), though in percentage terns, it is slightly
smaller (2.3 lermt ). Over the five year period, the total gain in economic activity
is no les than $200 billion.

Investment and fixed businc~s a.tsc.-The elimination of taxation on capital
gains encourages the realization of gains and stimulates tile flow of savings into
new investment opportunities. An assumed sharl) rise in stock market prices
lowers the cost of obtaining funds via external financing. These factors, together
with the feedback effects of the overall stronger economy, raise investment In
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fixed business assets by as much as $28 billion in 1982 (10.5 percent above the
baseline). For the period 1978-82, cumulative investment is $81 billion higher.
The result is a rise of 3.5 percent in fixed business assets by 1982, accompanied
by an increase in potential output of 0.7 percent or $17 billion.

Employment and uncmployment.-The unemployment rate is reduced by 0.7
percentage point in both 1960 and 1981. The effect is somewhat less In 1982
because the impact on demand under this tax proposal has leveled off, while the
economy's capacity to supply goods and services is still increasing. Thus, there
is a slight fall in capacity utilization in 1982, causing the unemployment rate to
stabilize at about 4.5 percent . Through 1982, more than 3,000,000 man-years of
employment are created relative to the baseline under this proposal.

Personal ineonme and consumption.-By 1982, personal incomes are higher than
the baseline by $30 billion and consumption is Increased by a slightly greater
amount. Over the five-year period, consumption is $116 billion higher as a result
of this proposal.

Corporate balance shccts.-The peak effect is in 1981, when the cash flow of
nonfinancial corporations is raised by about 10 percent, while the debt-equity
ratio falls by a similar percentage.

Federal tax receipts and the deftit.-Tax receipts are lower by $5.1 billion in
1978. In sulseqnent years, receipts are higher than In the baseline. The net gain
in revenues for the five-year period is about $38 billion. The effect on the deficit
is similar-there is an annual surplus of between $10 and $15 billion for 1981-82.

Inflation.-The stronger economy causes the rate of inflation to be higher by
an average of 0.4 percentage point per year.

TAX PROPOSAL No. 5

CAPITAL GAINS TAXED AS ORDINARY INCOME, WITH CAPITAL LOSSES FULLY OFFSET
AGAINST OTHER INCOME. TIlE TOP MARGINAL TAX RATE I8 REDUCED FROM 70 PER-
CENT TO 50 PERCENT ON ALL INCOME 8OURCE8

Economic Variable: Change from baseline forecast
Gross national product (197-82) .. Reduced $48 billion (1978 dollars)
Capital formation (1979-82) (fixed

business investment) -------------- Reduced $43 billion (1978 dollars)
Man-years of employment (1978-2)- Reduced 480,000
Jobs (peak effect) ------------------ Reduced 150,000 (1980)
Federal tax revenues (1978-82)_____-Reduced $7 billion (current

dollars)

Behavioral assumptions
The provision for capital losses mitigates, to some extent, the effects on both

the dividend payout ratio and the stock market of taxing capital gains as ordinary
income. The dividend payout ratio is assuned to rise by 15 percent relative to
the Imseline (compared wtih the figure of 20 percent for Tax Proposal No. 1).
The S & P index is assumed to fall by 5 percent.

Empirical results
Full details of the estimated effects of this measure are shown In Table 5 of

Appendix "A" and in the accomlmnying Charts 5.1-5.4 (see the following page).
The negative effects on the economy are considerably less than if current restric-
tions on capital los.s offsets were in effect, as was the case in Proposal No. 1.

33-050 0-78-10
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Gross National Prodtict.-By 1982, gross national product is about $16 billion
(0.6 percent) below the baseline. The cumulative loss in economic activity over
the five-year period is almost $48 billion.

IAvc8ttllcnt and fixcd businc8s asscst.-Investment is reduced by increased
dividend payments, lower after-tax profits, and the higher caltal costs due to
a fall in stock prices. Business investment is down boy $16 billion in 1982, and
is responsible for the decline in GNP that year. For the five-year period, invest-
ment is down $42 billion. The stock ,of fixed business assets is lower than in the
baseline by about 2 percent at the efid of 1982. and potential output Is reduced
by 0.4 percent or $10 billion.

0
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Em ploymnent and inemployment.-The unemployment rate is higher throughout
the five-year period by an average of 0.1 percentage point. Through 1982, the
number of man-years of employment is reduced by almost 500,000 under this
tax proposal.

Personal income and consumption.-The impact on personal income and con-
sumption is relatively small because increased dividend receipts cushion the
effects of the weaker economy. Nevertheless. any increase in consumption result-
ing from this proposal Is at the expense (if investment.

Corporate balance shcet&-.The cash flowv of corporations is reduced by 7 per-
cent while the debt-equity ratio increases over 14 percent by 1982.

Tax rccipts and the defcit.-Federal tax receipts are above the baseline by
$1.3 billion in 1978, and remain marginally higher in 1979. In succeeding years,
the weaker economy reduces tax receipts by progressively greater amounts rela-
tive to the baseline. By 1982. receipts are $4 billion below the baseline, and the
deficit is $3 billion greater. Over the five-year period, the federal government will
lose nearly $7 billion in tax revenues.

Inflation.--The weaker economy reduces the rate of inflation an average of
0.1 percentage point per year as explained more fully on page 20.

TAX PROPOSAL NO. 6

DIVIDEND DEDUCTIBILITY AT THE CORPORATE LEVEL

Economic variable: Chnnge from baseline forecast
Gross national product (1978-82)- increased $171 billion (1978 dollars)
Capital formation ,1978-82) (fixed

business investment) ----------- increased $49 billion (1978 dollars)
Man-years of employment (1978-

2) -------------------------- increased 3,000,000
Jobs (peak effect) -------------- inreased 920,000 (1982)
Federal tax revenues (1979-82)-- reduced $21 billion (current dollars)

Behavioral asRumption
The deductibility of dividends at the corporate level should increase dividend

payments. It is assumed that dividends to tax-exempt institutions would not be
deductible from corporate income. An increase of 10 percent is assumed for both
the dividend payout ratio and stock prices.

Although the assumption made concerning the dividend payout ratio, stock
market prices and the realization of capital gains Is the same for the share-
holder credit approach and dividend deductibility, these alternatives differ
sharply in their impact on the economy. The major reason for this difference is
that the former represents a smaller tax reduction than the latter.30 As used in
this study, if the shareholder credit approach were implemented, $100 in divi-
dend payments cost the government $24.50. In contrast, if dividend deductibility
were enacted, $100 of dividend payments cost the government $45 in tax revenues.
Since more dollars remain in the private sector, dividend deductibility has a
larger stimulatory impact on the economy. Another distinction between the two is
that with the shareholder credit, individuals are the initial beneficiaries of the
tax relief. Under dividend deductibility, corporations receive the initial tax
benefit.
Empirical rcmilts

The effects of this proposal are shown in Table 6 of Appendix "A" and in the
accommnying ('harts 6.1-6.4 (see the following page).

11 The hasic reason for this is that the shareholder credit Is applied at the average cor-
porate tax rate of 29 percent. which is further reduced to 24.5 percent as a result of the
grossing up feature. In comparison, dividend deductibility Is applied at a marginal cor-
porate rate of 45 percent.
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Gross national product.-Dividend deductibility at the corporate level has a
smaller first-year effect on gross national product than other tax cut proposals.
In 1982, GNP under this proposal soars by over $53 billion. The total gain in
economic activity over the five-year period is $171 billion.

Invcstmewt and fixed business assets.-This proposal has a potent effect on
business investment. In 1982 alone, investment increases by $16 billion (5.9 per-
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cent), reflecting increased corporate cash flow and the lower after-tax cost of
capital. The total increase in investment over the five-year period, over $48
billion, is sufficient to raise the economy's aggregate supply of fixed business
assets by a little over 2 percent. and potential output by 0.4 percent or $10 billion.

Employment and vinemployment.-The unemployment rate is reduced by 0.7
percentage point in both 1981 and 1982. Through 1982, the number of man-years
of employment increases by almost 3,000.000.

Personal income and consumption.-Personal income increases by $37 billion
in 1982, due to higher dividend payments and the stronger economy. Consumption
is $39 billion above the baseline in that year. The effect on consumption is greater
than on income because of the wealth effect resulting from higher stock market
prices. The total gain in consumption over the period 1978-82 is $116 billion.

Corporate balance sheets.-The cash flow position of corporations is improved
considerably by this proposal. The maximum change in corporate cash flow is
an increase of 12.5 percent in 1981. while the debt-equity ratio is lowered by
almost 15 percent in 1980. This ratio is still lower than the baseline by almost
12 percent in 1982.

Tax receipts and the deflcit.-YFederal tax revenues are reduced $12.7 billion in
197S. Significant tax decreases totalling $10.7 billion also occur in the next two
years. As a result, the Federal deficit is increased in each year of the period 1978
to 19.8. The total increase in the deficit over the five-year period is $29 billion.

Inflation.-The strengthened economy raises the rate of inflation by an average
of 0.3 percentage point per year as explained more fully on page 20.

TAX PROPOSAL NUMBER 7

DEFfRAL OF TAXATION ON CAPITAL GAINS FOR INEVSTMENT "ROLLOVER"

Economic variable: Change from baseline forecast
Grass national product (1987-82) -- Increased $103 billion (1978 dollars)
Capital formation (1978-82) (fixed

business investment) ---------- Increased $42 billion (1978 dollars)
Man-years of employment (1978-

82) ------------------------- Increased 1.600.000
Jobs (peak effect) ------------- Increased 470.000 (1981)
Federal tax revenues (1978-82) __Increased $19 billion (current dollars)

lnder this proposal, taxes on gains realized from the sale of stock could be
deferred if the gains were reinvested. The proposal loosely parallels deferral
of capital gains when a homeowner sells his home and purchases a replacement
home under specified conditions. No specific assumptions were made regarding
definitions or the time period within which reinvestment would have to occur.

Behavioral assumptions
The impact on both the dividend payout ratio and stock market prices is

assumed to be half that of Proposal No. 4. The dividend payout ratio is five
percent below the baseline projection, while stock market prices rise by 10
percent.

Em piriea lr ults
The effects of this measure are shown in detail in Table 7 of Appendix "A"

and in Charts 7.1-7.4 (see the following page).



868

PROPOSAL -7

DIFFERENCE IN GNP
(WIons" of 73 0o01tI

Ift ?-il

DIFFERENCE IN
NUMBER OF JON

(Millions)

"571 E *11-16F~. -M-wII

PERCENT DIFFERENCE IN
CAPITAL STOCK

0

-1

A

76 -19 5v 1 UR
IF* 7-11

a

DIFFERENCE IN
FEDERAL BUDGET Fi4ITION

(B5I1ion of Currant Dollm)
$

71 73 V0 l1 82
Ifft741

Gros# national prod act.-Gross national product is raised by over $31 billion
11.3 per('ent) in 1982. with the .umulative gain in economic activity for the
five-year period being slightly over $103 billion.

lnrestmneet and fix.cd btiuiness assct&.-lBusiness investment is increased $14.5
billion or 5.4 percent aimve the baseline in 1982 lweause of a more robust economy,
high retainel earnings and the lower cost of capital. The cumulative increase
in investment from 197S to 1 82 is over $41 billion-suflicient to raise the
econ(iny's fixed business assets 1.8 l-rcemnt and potential output 0.4 percent,
or $10 billion.

0
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Employment and unemployiment.-The unemployment rate Is reduced by 0.3
percentage point in the period 190-11) 2 andi tile number of man-years of em-
ployment is higher by over 1,500.000 for the five-year period.

Personal income and cmsttption.--lPersonal income _s raised by almost $17
billion in 1982. Consumption is up by $18 billion in 19W2 and by $60 billion over
the five-year period. Il other words, there is a substantial increase in capital
formation-$42 I)illion-rellltive to) the Increase in consumption. This is also true
for Proposals No. 8 and No. 9.

Corporate Balanc ,'hects.-The cash flow of corporations undor this tax pro-
posal is improved 5 percent in each year of the period 1980 to 198'2. The debt-
equity.ratio is lowered by about 6 percent over tie saine period.

- Tax receipts arid tht dflcit.-Tax receipts are $2.6 billion below the baseline
in 1978, and above the baseline by ever-increasing aniounts for the rest of the
period. By 19S2, tax receipts have increased $9 billion. The deficit will tem-
porarily increase in 197S, but will be reduced in 1979 and 1980. Indeed, under
this proposal, the budget is int surplus in 19SI1 and 1982.

Inflation.-The rate of inflation is im-re:istd by all average of 0.2 percentage
point per year as a consequence of the stronger economy as explained inore
fully on page 20.

TAX PROPOSAL. No. 8

SLIDING SCALE ADJUSTMENT FOR INFLATION

Economic variable: Change from baseline forecast
Gross national vrodtit 197R-N2 I Increased $87 billion (1978 dollars)
Capital formation (1978-82) (fixed

business investment) ----------- Increased $8 billion (1978 dollars)
Man-years of employment (1978-

82) -------------------------- Increased 1,300,000
Jobs (peak effect) ------------- Increased 390,000 (1981)
Federal tax revenues (1978-2)_-_ Increased $28 billion (current dollars)

I under this proposal. tihe port ion of a capital gain subject to taxation de('lines
according to tie length of tine the asset has been held. For assets sold after
Ieing held for one year. the prop m~rtion of the gain subjtet to tax is 50 percent.
This proportion decreases by 2 Ipetccit per year. reaching a inininmin of 10
percent for assets held 21 years or more. This prolusal would not alter existing
law with regard to tax rates, the minimuni tax or the maxintum tax.
Itcha rioral a8*unptions

This proposal assumes a decrease of five percent in the dividend payout ratio.
Furthermore. stock prices are assuied to rise by 10 lwrcent. These assumnptiots
are the same as for Proposal No. 7 but tlhe tax reduction is less than in Proposal
No. 7.

Empirical rcmil!s
Estimated effects of this pr qwp,al are shown lit detail in Table S of Appendix

"A" and in Charts 8.1-8.4 (see the following page).
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Gross national produte.-Gross national product is higher by $28 billion (1.2
percent) in 1982 with a total growth in output over the five-year period of
$87 billion.

Investment and fircd business assets.-Business investment increases by $18.5
billion in 1982 and almost $38 billion for the five-year period as a result of the
stronger economy, greater cash flow and the lower cost of capital. The capital
stock and potential output rise by 1.7 percent and 0.3 percentage point, respec-
tively, by 1982.

Emiploymnent and uinnmploynnt.-The unemployment rate is lowered by 0.3
percentage point in each year from 1980 to 1982, and over 1,200,000 additional
man-years of employment are created from 1978 to 1982.

Personal income and consuvtptioti.-Personal income expands by $12 billion
(0.7 percent) in 19S2. and consumption is Increased by almost $15 billion. Over
the five-year period, consumption is higher by $45 billion.

Corporate balance sheets.-The increase in after-tax profits resulting from the
stronger economy and reduced dividend payments (due to the greater attraction
of capital gains), enhance corporate cash flow by a maximum of almost 5 percent
in 1981. The maximum change in the debt-equity ratio is a decrease by over 6
percent relative to the baseline in 1982.

Tax receipts and the deflcit.-Tax receipts decrease by $0.7 billion in 1978. In
succeeding years, federal tax receipts are increased by as much as $11 billion in
19,82. The effect on the deficit is similar. Budget surpluses for 1981 and 1982 total
$16 million.

Inflation.-The stronger economy causes the rate of inflation to rise relative
to the baseline by slightly more than 0.1 percentage point per year as explained
more fully on page 20.

TAX PROPOSAL 'NUMBER 9

STATUTORY CORPORATE TAX RATE CUT 48 PERCENT TO 46 PERCENT

Economic variable Change from biseli¢ forecast
Gross national product (1978-82)-__ Increased $87 billion (1978 dollars)
Capital formation (1978-82) (fixed

business investment) ----------- Increased $12 billion (1978 dollars)
Man-years of employment (1978-

82) -------------------------- Increased 600,000
Jobs (peak effect) -------------- Increased 190,000 (1982)
Federal tax revenues (1978-82) --- Decreased $7 billion (current dollars)

llrTa rioral assiinptions

A change in corporate tax rates should not affect dividend payout ratios,' so
no (-honge is assumed. However, a cut in corporate tax rates should lead to higher
sto,-k prices. It was assumed that under this proposal, stock prices would increase
2.3 percent. This percentage is consistent with the 10 percent increase in stock
prices assumed in Proposal #6 (dividends deductible at the corporate level).

Empricial results
Estimated effects of lowering the statutory corporate income tax rate to 46

percent are shown in Table 9 of Appendix "A" and in Charts 9.1-9.4 (see the
following page).

" See. e.g.. John A. Brittain. "Corporate Dividend Policy" (The Brookings Institution,
Washington. D.C.. 1966), particularly pp. 111-114.
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Gross national product.-The peak effect on gross national product occurs in
19W2, when output is over $12 billion higher. The total gain over the five-year
Periol is $37 billion.

JIistitcnt and fLrcd business assets.-Business investment Is higher by about
$3.5 billion in 19O2. and by $11.5 billion for the five-year period as the after-tax
return on investment increases. As a result, the capital stock and potential output
are higher by 0.5 percent and 0.1 percent, respectively.

Employnment and unenploymnt.-From 1979 to 1982, the unemployment rate
is lower by 0.1 percentage point each year. The number of man years of employ-
ment increases by almost 600,000 through 1982.

Perxonoal income and consumption.-Personal income Is higher by over $7
billion in 1982. Almost all of the increase in income stems fromt the stronger
economy. Consumption is higher by over $7 billion in 1962, and almost $22 billion
over the five-year period.

Corporate balance shets.-A corporate tax cut will have an immediate Impact
on corporate cash flow. The peak effect is In 1980, when corporate cash flow Is
increased by almost 3 percent, while the debt-equity ratio is reduced by almost
4.5 percent.

Ta.x receipts and the deflcit.-IPax receipts are down for each year of the period.
In 1978, the revenue loss is $3.4 billion. The total loss of tax revenue from 1978-
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1982 is just over $7 billion, and the cumulative effect on the deficit is almost $9
billion.

Inflation.-There is no noticeable change in the rate of inflation from that in
the baseline.

BASES FOR THE ASSUMPTIONS

This section discusses the likelihood that substantive tax changes will have
significant effects on the dividend payout ratio and on stock market prices. The
assumption of accommodating monetary policy is also discussed.

Support for the assumption that the dividend payout ratio could change
markedly under alternate tax policies is drawn from:

(i) The U.S. experience in the period 1936-38, when an additional graduated
tax was Imposed on retained earnings. (during the two years in which this surtax
on undistributed profits was applicable, dividend distributions were estimated
to be one-third greater than they would have been).

(ii) Quantitative studies using United Kingdom data, most particularly by
Feldstein and by King.$

(iII) Brittain's analysis of corporate dividend policy where he demonstrates
that payout ratios are sensitive to changes in tax parameters.

Based on these factors, the assumed changes in dividend payout ratios appear
to be reasonable. Indeed, they may be conservative.

A change in the dividend payout ratio makes little difference on the impact of
a specific tax proposal on gross national product. A rise in the ratio, other things
remaining constant, tends initially to have a small stimulative effect as consump-
tion rises by more than corporate investment falls. After two years, the stimulus
has nearly disappeared.

The assumption concerning stock market prices is critical from the point of
view of the macroeconomic effects of any policy change. While there is little-
empirical work concerning the impact of tax changes on equity prices, the
assumptions used in this study are conservative. Substantial movements in stock
market prices can be expected to influence consumption materially. In addition,
the impact of equity prices on the cost of capital implies that fluctuations in stock
market prices will affect investment decisions to a substantial degree. Thus, both
investment and consumption may be expected to move in the same direction as
equity prices.

Some economists argue that correlations between stock market prices and
other economic variables are not evidence of causality but rather reflect the
independent but contemporaneous influence of such factors as monetary policy.
In other words, correlation is not evidence of casuality. But, recent empirical
work has suggested that the decline in the stock market from 1973-75 was a
major cause of the severity of the recession experienced in those years." In the
DRI model, the economy is quite sensitive to movements in stock market prices.
A 10 percent rise in the market index, other things constant, leads eventually to
a 0.6 percent rise in gross national product, a 2.8 percent increase in investment
In fixed business assets and a 0.7 percent Jump in consumption.

The willingness to realize capital gains will change under alternative tax
proposals. For example, higher taxes on capital gains should lead to a lower
realization of such gains and less tax revenue than If the propensity to realize
gains were to remain constant. Changes in tax payments as reflected in the
DRI model lead to fluctuations In income, consumption, Investment and other
important economic variables. Thus, the inclination to realize capital gains also
determines in part the projections for each of the tax proposals.

The assumptions made concerning the dividend payout ratio, the reaction to
stock market prices and the change in the willingness to realize capital gains.
are repeated on the following page for ease of reference.

Another assumption made in this paper, as reflected in Tables 1-9 of Appendix
".", is that monetary policy will aecommodate changes in tax policy. The DRI
model allows interest rates to rise to some extent in the case of a growing

'0 Ree particularly M. .g.Plehlstein. "Corporate Taxation and Dividend Behavior." Review
of Economic Sttdies. 37 (1970). p1). 57-62 and M. S. King. "Corporate Taxation and
)*,'ldend Behavior-A Comment." Review of Economic Studies, 38 (1971). pp. 377-380.

n' John A. Brittain. on. cit.. particularly im. 77-R7.
"See Frederic R..Mis kin. "What Depressed the Consumer? The Household Balance

Sheet and the 1973-75 Recesion." Brookinex Papers on Economic Activity. 1977 1. pp.
123-174. See also. Barry Bosworth. "The Stock Market and the Economy." Brookings
Papers on Economic Activity. 19Th: 2. pp. 257-290. Both of these works contain refer-
encems to other important material in this area.
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economy and fall in a contracting economy. In the case of a proposal which has
an expansionary impact on the economy. It Is assumed that the Federal Reserve
will increase the money supply to keep Interest rates consistent with the baseline
forecast. In all of the )roposals analyzed, Interest rates were kept consistent with
the baseline forecast.

The estimated effects of each proposal. assuming nonaccommodating monetary
policy. are shown in Tables O-1. The change In gross national product and
other variables following any non-corporate tax reduction is both smaller and
more cyclical under an assumption of nonaccommodating policy because higher
Interest rates reduce several categories of demand, particularly residential
construction and, to a lesser extent, other Investment."

KEY ASSUMPTIONS MADE

Percent change from baseline In

Divident pay- Stock market Realization of
Policy out ratio index capital pins

I. Capital gains as ordinary income ................................. +20 -10 -10
2. Partial integration via shareholder credit .......................... +10 +10 0
3. Tax policy No. I and No. 2 ....................................... +25 0 -10
4. No taxation capital gains ......................................... -10 +20 +20
5. Tax policy No. I plus full writeoff of losses ........................ +Is -5 ' -10

+20
6. Deductibility of dividends at corporate level ........................ +10 +10 0
7. Deferral of taxation for rollover .................. ............. -5 +10 +10
8. Sliding-scale adjustment ......................................... -5 +10 +10
9. Corporate tax cut ........................................ 0 +2.5 0

t Gains.
1 Losses.

Both accommodating and nonaccommodating monetary policy, as here defined,
can be viewed as polar extremes. In fact, if the stimulative tax policy were en-
acted, the Federal Reserve would probably adopt an accommodating policy, but
would allow a slight rise In interest rates above the baseline forecast if inflation
accelerated.

The overall effects of most expansionary policies are dampened considerably in
the case of nonaccommodating monetary policy. For example, the total Increase
in gross national product for 1978-82, assuming no taxation of capital gains, is
reduced from $200 billion to $130 billion. However, the relative impact of the pro-
posals is not significantly altered (see the Table on the following page). The con-
clusion that tax policies increasing the mobility of capital and incentives to save
and invest (reducing capital gains taxes, for example) can be more effective than
the traditional policies used In expanding consumption and the economy (reducing
the corporate tax rate, for example) is not dependent on the assumptions made
about monetary policy.

SUMMARY TABLE

Chanp in real Change in capital
gross national formation-fixed Change in man- Changein Federal

product, 1978-82 business assets- years of emplov- tax revenues.
(billions of 1978 1978-82 (billions month, 197842 1978-82 (billions

dollars) of 1978 dollars) (thousands) of current dollars)
Tax proposal A NA A NA A NA A NA

I. Capital pins treated as ordinary income,
with the maximum marginal rate on in-
come, other than wages and salaries, set at
50 percenL Current loss treatment retained- -115 -74 -73 -64 -1,529 -849 -25 -7

2. Partial integration via shareholder credit. --. 144 94 26 32 2,656 1,690 is -7
3. Combination of tax proposals No. 1 and 2.... 50 36 -32 -37 1,414 1, 146 -11 -4
4. No taxation of capital gins .------- ....... 199 128 81 65 3,136 1,910 38 4
5. Tax proposal No. I wit capital loss" fully

offsettable --------------------------- -48 -34 -43 -40 -477 -267 -7 -1
6. Dividend deductibility at corporate level -.... 171 168 49 51 2,969 2,981 -21 -22
7. Deferral of taxation for investment rollover. 103 68 42 33 1, 629 1,032 19 3
8. Sliding scale adjustment-.... .. - 87 52 38 30 1,283 668 28 12
9. Corporate tax cut from 48 to 46 pcnt 37 40 12 13 597 411 -7 -6

A -Accommodating. NA-Nonaccommodating.

ft The worsenlne of the deficit late in the period In the case of a tax cut (see. for exam-
ple. Table 11) Is due primarily to the Federal Government paying out more in Interest as
a result of the higher rates.

9
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APp:N*DLx A-STATISTICAL TABLE

This appendix contains 18 tables, showing detailed simulation results for the
titme tax proposals studied. Tables 1-9 show results under the atssutmption that
monetary policy is aecommnodating, while Tables 10-18 contain results assuming
nonaeeommodating monetary policy. Table 19 is DRI's baseline forecast as of
August. 1977.

TABLE I.-CAPITAL GAINS TAXED AS ORDINARY INCOME-TOP TAX RATE CUT
MONETARY POLICY

1978 1979

TO 50 PERCENT-ACCOMMODATING

1980 1981 1982

Gross national product difference (billions of 1978
dollars) ....................

Nonresidential fixed investment difference (billions
of 1978 dollars) ...............................

Fixed nonresidential investment as a percentage of
GNP:

New ratio ..................................
Difference ..................................

Potential gross national product (percent difference).
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ..........................
Personal disposable income difference (billions of

1978 dollars) .................................
Unemployment rate (percent of labor force):

Base rate ..................................
New rate ...................................
Difference ..................................

Man-years of employment difference (thousands)...
Rate of changein real GNP (percent):

Base rate ..................................
New rate ...................................

Rate of change in implicit price deflator (percent):
Base rate ..................................
New rate ...................................

Nonfinancial corporate gross internal funds (percent
difference) ...................................

Federal government budget position (billions of dol-
lars, NIA basis):

Base level.................................
New level ...........................
Difference .................................

-3.3 -12.7 -25.1 -34.8 -39.0

-. 8 -6.0 -15.0 -23.2 -27.9

9.7
0
0

-2.3

-2.1

6.4
6.4
0

-46.0

4.9
4.7

5.9
5.9

-2.1

9.8
-. 2
-. 1

-6.0

-2.0

6.46.6
.2

-197.0

3.0
2.5

5.5
5.5

-5.5

9.7
-. 5
-. 2

-7.6

-2.6

5.9
6.3

.3
-387.0

5.1
4.6

5.5
5.3

-8.8

9.7
-. 8
-. 4

-9.5

-6.3

5.4
5.8
.4

-481.0

4.3
3.9

6.0
5.6

-10.2

9.7
5.2
-.6

-11.8

-9.3

5.2
5.5
.3

-418.0
3.8
3.7

5.6
5. 2

-10.8

-46.0 -44.3 -19.9 -3.9 -. 6
-43.6 -44.7 -25.2 -13.9 -12.3

2.5 -. 4 -5.3 -10.0 -11.7

Source: Data Resources, Inc.

TABLE 2.-PARTIAL INTEGRATION BY THE SHAREHOLDER CREDIT METHOD-ACCOMMODATING MONETARY
POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions o 1978
dollars) . . . ..------------------------------- 9.2 22.6 35.1 39.3 38.3

Nonresidential fixed investment difference (billions
of 1978 dollars) ............................... .9 3.3 6.2 7.7 7.6

Fixed nonresidential investment as a percent of
GNP:

New ratio .................................. 9.7 10.0 10. 3 10.6 10.8
Difference .................................. 0 0 .1 .1 .1

Potential gross national product (percent difference) 0 0 .1 .2 .3
Personal consumption expenditures difference

(billions of 1978 dollars) ...................... 7.8 17.7 26.6 31.5 32.9
Personal disposable income difference (billions of

1978 dollars) ................................. 10.9 18.4 25.4 30.0 32.0
Unemployment rate (percent of labor force):

Base rate .................................. 6.4 6.4 5.9 5.4 5.2
New rate ................................... 6.3 6.1 5.4 4.9 4.7
Difference -....... ....... .1 -. 4 -. 5 -. 6 -. 5

Man-years of employment difference (thousands)... 134.0 410.0 667.0 755.0 690.0
Rate of change in real GNP (percent):

Base rato ................................. 4.9 3.0 5.1 4.3 3.8
New rate ................................... 5.3 3.6 5.6 4.4 3.7

Rates of change in implicit price deflator (percent):3 5 4.4
Base rate -......................... 5.9 5.5 5.5 6.0 5.6
New rate ................................... 5.9 5.7 5.8 6.4 5.9

Nonfinancial corporate gross internal funds (percent .9
difference) 6.................................. . 8 1.4 1.8 1.6

Federal Government budget position (billions of
dollars, NIA basis):

Base level ................................. -46.0 -44.3 -19.9 -3.9 -. 6
New level .................................. -50.8 -44.2 -14.0 5.2 8.3
Difference .................................. -4.7 0 6.0 9.1 8.9

Source: Data Resourcesinc.
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TABLE 3.-CAPITAL GAINS TAXED AS ORDINARY INCOME WITH THE TOP TAX RATE CUT TO 50 PERCENT AND
PARTIAL INTEGRATION BY THE SHAREHOLDER CREDIT METHOD-ACCOMMODATING MONETARY POLICY

1978 1979 190 1981 1962

Gross national product difference (billions of 1978
dollars) .... ........ ... .. .. . .. .. .. .

Nonresidential fixed investment difference (billions
of 1978 dollars) ......................

Fixed nonresidential investment as a percent of GNP:
New ratio ............ ..................
Difference ................................

Potential gross national product (percent difference).
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ..................
Personal disposable income difference (billions of

1978 dollars) ................................
Unemployment rate (percent of labor force):

Base rate ..............................
New rate .. ........ .......................
Difference.................................

Man-years of employment difference (thousands)...
Rate of change in real GNP (percent):

Base rate ..................................
New rate . .................................

Rate of change in implicit price deflator (percent):
Base rate ........... .............
New rate .....................

Nonfinancial corporate gross internal funds (percent
difference)................................

Federal Government budget position (billions of
dollars, NIA basis):

Base level ..................................
- New level ..................................

Difference ..................................

6.1 10.9 13.7 11.4 8.2

.2 -1.6 -5.9 -10.7 -13.7

9.7
0
0

5.4

8.7

9.9
--.I
0

11.7

16.8

6.4 6.4
6.3 6.2
-. 1 -. 2
92.0 224.0

4.9 3.0
5.2 3.2

5.9 5.5
5.9 5.6

-. 8 -3.1

9.9
-. 3
-j.

19. 3

24.2

10.0-. 5
-.1

23.1

25.7

10.1-. 6
-. 3

23.9

25.5

5.9 5.4 5.2
5.7 5.1 4.9

-. 3 -. 3 -. 3
325.0 371.0 402.0

5.1 4.3 3.8
5.2 4.2 3.6
5.5 6.0 5.6
5.6 6.1 5.7

-5.2 -6.4 -7.3

-46.0 -44.3 -19.9 -3.9
-48.6 -45.9 -7 -21.1 -5.4
-2.6 -1.6 -1.1 -1.5

-0.6
-2.9
-2.3

Source: Data Resources, Inc.

TABLE 4.-NO TAX ON CAPITAL GAINS-ACCOMMODATING MONETARY POLICY

1978 1979 1980 19811 19112

Gross national product difference (billions of 1978
dollars) ......................................

Nonresidential fixed investment difference (billions
of 1978 dollars) .........................

Fixed nonresidential investment as a percent of GNP:
New ratio ..................................
Difference ..................................

Potential gross i-tonal product (percent difference).
Personal consumption expenditures difference (bil-

lions of 1978 dollars) .......................
Personal disposable income difference (billions of

1978 dollars) .................................
Unemployment rate (percent of labor force).

Base rate .................................
New rate ............................
Difference ................................

Man-years of employment difference (thousands) ....
Rate of change in real GNP (percent):

Base rate ................................
N ew rate . . .. ..............................

Rate of change in implicit price deflator (percent):
Base rate ..................................
New rate .................. . _. .........

Non-financial corporate gross internal funds (percent
difference) ..................................

Federal Government budget position (billions of dol-
lars, NIA basis):

Base level ...........................
New level ..................................
Difference .................................

9.4 28.9 47.7

1.4 8.0 17.9

9.8
0
0

10.2
.2
.1

7.6 19.0

10.7
.5
.3

55.8

25.4

11.3.8
.5

26.1 30.2

9.3 14.8 20.4

6.4 6.4
6.3 6.0
--.1 -. 4

132.0 485.0

5.9
5.3
--. 7

829.0

26.9

5.4
4.8

-. 7
906.0

57.4

28.3

11.5
.8
.7

32.9

30.3

5.2
4.6

-. 5
784

4.9 3.0 5.1 4.3 3.8
5.4 3.9 5.9 4.6 3.8

5.9 5.5 5.5 6.0 5.6
5.9 5.7 5.9 6.6 6.0

2.4 6.2 9.3 10.2 9.4

-46.0 -44.3 -19.9
-51.2 -42.6 -9.6
-5.1 1.7 10.3

-3.9
11.4
15.2

-0.6
14.8
15.4

Source: Data Resources, Inc.
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TABLE S.--CAPITAL GAINS AS ORDINARY INCOME AND FULL WRITEOFF OF CAPITAL LOSSES-ACCOMMODATING

MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) .................. ........ . 1.3 -5.7 -10.8 -14.1 -15.7

Nonresidential fixed investment difference (billions -
of 1978 dollars) .............................. . .5 -3.5 -8.8 -13.5 -16.3

Fixed nonresidential investment as a percent o( GN-P:
New ratio .................................. 9.7 9.9 9.9 10.0 10.1
Difference ................................ 0 -. 1 -. 3 -. 5 -. 6

Potential gross national product (percent difference).. 0 0 -. 1 -. 3 -. 4
Personal consumption expenditures difference (bil-

lions of 1978 dollars) .......................... . .8 - 1.1 -. 5
Personal disposable income difference (billions of

1978 dollars) _.............................. . -. 5 .6 1.5 .8 .2
Unemployment (ate (percent of labor force):

New rate .................................. 6.4 6.4 5.9 5.4 5.2
New rate .................................. 6.4 6.5 6.1 5.5 5.2
Difference ................................ 0 .1 .I .1 0

Man-years of employment difference (thousands) ... 19 -87.0 -153.0 -147.0 -71.0
Rate of change in real GNP (percent):

Base rate .................................. 4.9 3.0 5.1 4.3 3.8
New rate .................................. 4.8 2.8 4.9 4.2 3.7

Rate of change in implicit price deflator (percent):
Base rate .................................. 5.9 5.5 5.5 6 5.6
New rate .................................. 5.9 5.5 5.4 5.8 5.4

Nonfinancial corporate gross internal funds (percent
difference) ................................... -1.3 -3.6 -5.6 -6.6 -7. 1

Federal Government budget position (billions of dol-
jars, NIA basis):

Base level ................................ -46 -44.3 -19.9 -3.9 -0.6
New leve ........................... -44.7 -44.0 -21.4 -6.6 -3.6
Difference ................................. 1.4 .2 -1.4 -2.7 -3.0

Source: Data Resources, Inc.

TABLE 6.-IVIDEND DEDUCTIBILITY AT THE CORPORATE LEVEL-ACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) ......................................

Nonresidential fixed investment difference (billions
of 1978 dollars) ...........................

Fixed nonresidential investment as a percent of
GNP:

New ratio .................................
Difference .................................

Potential gross national product (percent difference).
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ........................
Personal disposable income difference (billions of

1978 dollars) ................................
Unemployment rate (percent of labor force):

Base rate .................................
New rate ..................................
Difference .................................

Man-year of employment difference (thousands) ....
Rate of change in real GNP (percent):

Base rate .................................
New rate ..................................

Rate of change in implicit price deflator (percent):
Base rate ................................
New rate ..................................

Nonfinancial corporate gross internal funds (percent
difference) ..................................

Federal Government budget position (billions of
dollars, NIA basis):

Base level ...............................
New level .................................
Difference .................................

5.5 22.8 39.5 50.1 53.5

1.7 6.4 10.7 13.9 15.9

9.8.1
0

3.2

3.5

6.4
6.3
--.1

66.0

10.2
.2
.1

14.5

12.7

10.5
.3
.1

25.5

22.7

10.9
.3
.2

34.2

31.1

6.4 5.9 5.4
6.1 5.4 4.7

-. 3 -. 6 -. 7
371.0 699.0 911.0

11.0
.4
.4

38.8

37. 3

5.2
4.5
-. 7

922.0

4.9 3.0 5.1 4.3 3.8
5.2 3.8 5.8 4.7 3.8

5.95.9

8.9

5.5
5.7

9.9

5.5
5.8

11.7

6.0
6.4

12.5

-46.0 -44.3 -19.9 -3.9
-59.3 -52.6 -23.4 -5.5
-13.3 -8.3 -3.4 -1.6

5.6
6.1

11.7

-0.6
-3. 2
-2.6

Source: Data Resources, Inc.
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TABLE 7.--OEFERRAL OF TAXATION FOR INVESTMENT ROLLOVER-ACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) ................. ........... 4.7 14.4 23.7 28.9 31.5

Nonresidential fixed investment difference (billions14
of 1978 dollars) ................. .... . 7 4.0 9.2 13.1 14.5

Fixed nonresidential investment as a percent of GNP:
New ratio -------------------------------- 9.8 _.10.1 10.5 10.9 11.1
Difference --------------------------------- 0 .1 .3 .4 .4

Potential gross national product (percent difference).. 0 . 1 .1 .2 .3
Personal consumption expenditures difference

(billions of 1978 dollars) ----------------------- 3.8 9.5 13.1 15.6 18.0
Personal disposable income difference (billions of

1978 dollars) -----------------------------.... 4.6 7.4 10.0 13.8 16.8
Unemployment rate (percent of labor force):

Base rate ----------------------------- - 6.4 6.4 5.9 5.4 5.2
New rate.... . ..----------------------------- 6.3 6.2 5.6 5.1 4.9
Difference --------------------------------- -. 1 -. 2 -. 3 -. 3 -. 3

Man-years of employment difference (thousands)... 66.0 241.0 414.0 468.0 440.0
Rate of change in real GNP (percent):

Base rate --------------------------------- 4.9 3.0 5.1 4.3 3.8
New rate ................................... 5.1 3.4 5.5 4.5 3.8

Rate of change in implicit price deflator (percent):
Base rate --------------------------------- 5.9 5.5 5.5 6.0 5.6
New rate -------------------------- 5.9 5.5 5.7 6.3 5.8

Nonfinancial corporate gross internal funds (percent
difference) ---------------------------------- 1.2 3.1 4.6 5.2 4.7

Federal Government budget position (billions of
dollars, NIA basis):

Base level --------------------------------- -46.0 -44.3 -19.9 -3.9 -0.6
New level --------------------------------- -48.6 -43.5 -14.9 4.0 7.7
Difference --------------------------------- -2.6 .8 5.0 7.9 8.3

Source: Data Resources, Inc.

TABLE 8.-SLIDING SCALE ADJUSTMENT FOR CAPITAL GAINS-ACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) -------------------------------------- 2.2 10.8 19.6 26.0 28.3

Nonresidential fixed investment difference (billions
of 1978 dollars) ------------------------------ .4 3.4 8.3 12.1 13.6

Fixed nonresidential investment as a percent of GNP:
New ratio --------------------------------- 9.8 10.1 10.5 10.9 11.1
Difference --------------------------------- 0 .1 -. 3 .4 .4

Potential gross national product (percent difference). 0 .1 .1 .2 .3
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ------------------------- 1.8 6.7 9.7 12.3 14.6
Personal disposable income difference (billions of

1978 dollars) -----------.------------------- 1.5 3.3 5.7 9.4 12.3
Unemployment rate (percent of labor force):

Base rate --------------------------------- 6.4 6.4 5.9 5.4 5.2
New rate ---------------------------------- 6.4 6.3 5.7 5.1 4.9
Difference ---------------------------- 0 -. 1 -. 3 -. 3 -. 3

Man-years of employment difference (thousands)... 29.0 165.0 321.0 394.0 374.0
Rate of change in real GNP (percent):

Base rate --------------------------------- 4.9 3.0 5.1 4.3 3.8
New rate ---------------------------------- 5.0 3.4 5.5 4.5 3.8

Rate of change in implicit price deflator (percent):
Base rate --------------------------------- 5.9 5.5 5.5 6.0 5.6
New rate .............................. 5.9 5.5 5.6 6.3 5.7

Nonfinancial corporate gross internal funds (per-
cent difference) ------------------------------ .8 2.6 4.0 4.9 4.4

Federal Government budget position (billions of
dollars, NIA basis):

Base level --------------------------------- -46.0 -44.3 -19.9 -3.9 -. 6
New level --------------------------------- -46.8 -42.0 -13.5 6.1 9.9
Difference --------------------------------- 0.8 2.3 6.4 10.0 10.4

Source: Data Resources, Inc.
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TABLE 9.--CORPORATE TAX CUT TO 46 PERCENT ACCOMMODATING MONETARY POLICY

1978 1979 1980 1961 1982

Gross national product difference (billions of 1978
dollars) .................... .............. 1.2 4.9 8.1 10.5 12.2

Nonresidential fixed investment difference (billions
of 1978 dollars) ................................ 4 1.6 2.6 3.4 3.6

Fixed nonresidential investment as a percent of
GNP:

New ratio .................................. 9.8 10. 1 10. 3 10.6 10. 7
Difference .................................. 0 0 .1 . I .1

Potential gross national product percent difference. - 0 0 .1 .1 .1
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ........................... 6 2.8 4. 5 6.0 7.5
Personal disposable income difference millionss of

1978 dollars) .................................. 6 2.2 3.8 5.7 7.4
Unemployment rate (percent of labor force):

Base rate .................................. 6.4 6.4 5.9 5.4 5.2
New rate ................................... 6.4 6.4 5.8 5.3 5.0
Difference ................................. 0 -. 1 -. 1 -. I -. 1

Man-years of employment difference (thousands)... 14.0 79.0 141.0 171.0 192.0
Rates of change in real GNP (percent):

Base rate .................................. 4.9 3.0 5.1 4.3 3.8
New rate ................................... 4.9 3.1 5.2 4.4 3.8

Rate of change in implicit price deflator (percent):
Baserate .................................. 5.9 5.5 5.5 6.0 5.6
N ew rate ....----............................. 5.9 5.6 5.5 6.0 5.6

Nonfinancial corporate gross internal funds percent
difference .................................... 2.3 2.4 2.8 2.7 2.3

Federal Government budget position (billions of
dollars, N IA basis):

Base level .................................. -46.0 -44.3 -19.9 -3.9 -. 6
New level ................................. -49.6 -46.4 -21.3 -4.7 -1.5
Difference .................................. -3.5 -2.2 -1.4 -. 8 -. 9

Source: Data Resources, Inc.

TABLE 10.-CAPITAL GAINS TAXED AS ORDINARY INCOME-TOP TAX RATE CUT TO 50 PERCENT
NONACCOMMODATING MONETARY POLICY -

1978 1979 1980 1981 1962

Gross national product difference (billions of 1978
dollars) ..................................... -3.4 -13.8 -22.2 -20.1 -14.4

Nonresidential fixed investment difference (billions
of 1978 dollars) ............................... -. 8 -6.2 -14.8 -20.5 -21.4

Fixed nonresidential investment as a percent of GNP:
New ratio .................................. 9.7 9.8 9.7 9.8 9.9
Difference ................................. 0 -0.2 -. 5 -. 8 -. 8

Potential gross national product percent difference.- 0 -. 1 -. 2 -. 4 -. 5
Personal consumption expenditures difference (bil-

lions of 1978 dollars) .......................... -2.3 -6.4 -7.2 -5.6 -4.3
Personal disposable income difference (billions of

1978 dollars) ................................ -2.1 -2.4 -3. 5 -4.5 -3.5
Unemployment rate (percent of labor force):

Base rate ................................. 6.4 6.4 5.9 5.4 5.2
New rate .................................. 6.4 6.6 6.2 5.6 5.1
Difference ................... ......... 0 .2 .3 .2 0.

Man-years of employment difference (thousands)- -48.0 -217.0 -364.0 -245.0 25.0
Rates of change in real GNP (percent):

Base rate .. .......................... 4.9 3.0 5.1 4.3 3.8
New rate .................................. 4.7 2.5 4.7 4.4 4.1

Rate of change in implicit price deflator (percent):
Base rate ................................. 5.9 5.5 5.5 6.0 5.6
New rate .................................. 5.9 5.5 5.3 5.8 5.4

Nonfinancial corporate gross internal funds percent
difference ................................... -2. 1 -5.7 -8.3 -8.0 -7.5

Federal Government budget position (billions of
dollars, NIA basis):

Base level ........................ -46.0 -44.3 -19.9 -3.9 -
New level ......................... :::::: :- -43.7 -45.0 -22.2 -3.2 5.
Difference ................................. 2.3 -. 7 -2.3 .6 5.2

Source: Data Resources, Inc.
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TABLE It.-PARTIAL INTEGRATION BY THE SHAREHOLDER CREDIT METHOD NONACCOMMODATING
MONETARY POLICY

1978 1979 1980 1961 1982

Gross national product difference (billions of 1978
dollars) .....................

Nonresidential fixed investment difference (bil-
lions of 1978 dollars) ..........................

Fixed nonresidential investment as a percent of GNP:
New ratio ........................ .........
Difference .................................

Potential gross national product percent difference..
Personal consumption expenditures difference

(billions of 1978 dollars) ..................
Personal disposable income difference (billions of

1978 dollars) .................................
Unemployment rate (percent of labor force):

Base rate ..................................
New rate ...................................
Difference ..................................

Man-years of employment difference (thousands)...
Rate of change in real GNP (percent):

Base rate ..................................
New rate ...................................

Rate of change in implicit price deflator (percent):
Base rate ...................................
New rate ...................................

Nonfinancial corporate gross internal funds percent
difference ....................................

Federal Government budget position (billions of,
dollars, NIA basis):

Base level ..................................
New level ..................................
Difference ..................................

9.0

1.0

9.7
0
0

7.7

11.0

6.4
6.3
-. 1

132.0

4.9
5.3

5.9
5.9

.8

20.0

3.8

10. 1.t
0

16. 3

18.2

6.4
6.1

-0. 3
374.0

3.0
3.5

5.5
5.7

1.0

25.4

6.7

10.4
.2
.1

22. 1

24. 1

5.9
5.5
-. 4

504.0

5.1
5.3

5.5
5.7

.3

21.8

8.1

10.7
.2.1

24.5

26.6

5.4
5.1
-. 3

416.0

4.3
4.1

6.0
6.2

-.9

-46.0 -44.3 -19.9 -3.9
-50.9 -46.2 -20.8 -7.5
-4.9 -1.9 -. 9 -3.6

17.7

3.1

10. 7
0
.2

25.5

26.7

5.2
5.0
.2

264.0

3.8
3.6

5.6
5.7

-2.0

-. 6
-7. 7
-7. 1

Source: Date Resources, Inc.

TABLE 12.--CAPITAL GAINS TAXED AS ORDINARY INCOME WITH THE TOP TAX RATE CUT TO 50 PERCENT AND
PARTIAL INTEGRATION BY THE SHAREHOLDER CREDIT METHOD NONACCOMMODATING MONETARY POLICY

1918 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) -------------------------------------- 5.6 7.7 7.8 6.9 & 2

Nonresidential fixed investment difference (billions
of 1978 dollars) ------------------------------ .2 -2.1 -7.3 -12.6 -14.8

Fixed nonresidential investment as a percent of
GNP:

New ratio --------------------------------- 9.7 9.9 9.9 10.0 10.0
Difference --------------------------------- 0 -. 1 -. 3 -. 5 -. 6

Potential gross naticnal product percent difference.. 0 0 -. 1 -. 2 -. 3
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ------------------------- 5.4 10.8 17.4 21.2 23.4
Personal disposable income difference (billions of

1978 dollars) -------------------------------- 8.8 16.4 22.5 23.5 24.4
Unemployment rate (percent of labor force):

Base rate-----------------------------6.4 6.4 5.9 5.4 5.2
New rate ---------------------------------- 6 .3 6.3 5.8 5.2 4.9
Difference_----------------------------. 1 -. 1 -. 2 -. 2 -. 3

Man-years of employment difference (thousands)._ 87.0 173.0 215.0 272.0 399. 0
Rate of change in real GNP (percent):

Base rate --------------------------------- 4.9 3.0 5.1 4.3 3.8
New rate ---------------------------------- 5.2 3.1 5.1 4.2 3.8

Rate of change in implicit price deflator (percent):
Base rate --------------------------------- 5.9 5.5 5.5 6.0 5.6
New rate --------------------------- 5.9 5.6 5.5 6.1 6.7

Nonfinancial corporate gross internal funds percent
difference ----------------------------------- -. 9 -3.7 -6. 1 -7.0 -7.1

Federal Government budget position (billions of dol-
lars. NIA basis):

Base level --------------------------------- -46.0 -4.3 -19.9 -3.9 -. 6
New level --------------------------------- -49.1 -47.9 -24.3 -7.8 -2.7
Difference --------------------------------- -3.0 -3.7 -4.4 -3.9 -2.1

Source: Data Resources, Inc.
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TABLE 13.--NO TAX ON CAPITAL GAINS-NONACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) --------------------------------------

Nonresidential fixed investment difference (billions
of 1978 dollars) -------------------------------

Fixed nonresidential investment as a percent of
GNP:

N ew Ratio ----------------------------------
Difference..

Potential gross national product percent difference..
Personal consumption expenditures difference

(billions of 1978 dollars) ....................
Personal disposable income difference (billions of

1978 dollars).._
Unemployment rate (percent of labor force):

Base rate ..................................
New rate ..................................
Difference .............................

Man-years of employment difference (thousands)....
Rate of change in real GNP (percent):

Base rate ----------------------------------
Now rate..... ...................

Rate of change in implicit price deflator (percent):
Base rate ----------------------------
New rate ...................................

Nonfinancial corporate gross internal funds (percent
difference) ............................

Federal Government budget position (billions of
dollars, NIA basis):

Base level .......................
Now level ......- --.................
Difference .................................

9.5

1.4

9.8
0
0

7.7

9.3

6.4
6.3

_.1
133.0

4.9
5.4
5.9
5.9

2.4

27.6

7.9

10.2
.2
.1

18.9

15.0

6.4
6.0

-. 4
473.0

3.0
3.8

5.5
5.7

5.9

36.7

16.3

10.7
.5
.2

23.5

19.9

5.95.4
-. 5

669.0

5.1
5.5
5.5
5.8

7.3

30.6

20.1

11.2
.7
.4

22.8

22.3

5.4
5.1
-. 3

473.0

4.3
4.0

6.0
6.3

6.1

23.1

18.8

11.3.6
.5

22.5

Z2.3

5.2
5.1
_.1

162.0

3.8
3.4
5.6
5.6

4.5

-46.0 -44.3 -19.9 -3.9 -. 6
-51.1 -43.9 -18.0 -7.0 -12.2
-5.1 .4 2.0 -3.1 -11.7

Source: Data Resources, Inc.

TABLE 14.--CAPITAL GAINS AS ORDINARY INCOME AND FULL WRITE-OFF OF CAPITAL LOSSES--NON-
ACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) -------------------------------------- - 1.5 -6.6 - 10.8 -9.4 - 6.0

Nonresidential fixed investment difference (billions
of 1978 dollars) ------------------------------ -. 5 -3.6 -8.9 -12.7 -13.8

Fixed nonresidential investment as a percent of
GNP:

New ratio --------------------------------- 9.7 9.9 9.9 10.0 10.1
Difference --------------------------------- 0 -. 1 -0.3 -. 5 -. 5

Potential gross national product percent difference.. 0 0 -. 1 -. 3 -. 3
Personal consumption expenditures difference

(billions of 1978 dollars) ----------------------- -. 8 -2.1 -1.4 .4 1.8
Personal disposable income difference (billions of - -

1978 dollars) -------------------------------- -. 5 .3 .6 .7 1.7
Unemployment rate (percent of Labor force):

Base rate --------------------------------. 6.4 6.4 5.9 5.4 5.2
Now rate --------------------------------- 6.4 6.5 6.1 5.5 5.1
Difference-----------------------------0 .1 .1 0 -. 1

Man-years of employment difference (thousands)... -20.0 -102.0 -165.0 -80.0 100.0
Rate od change in real GNP (percent):

Base rate --------------------------------- 4.9 3.0 5.1 4.3 3.8
New rate -----------.------------------- 4.8 2.7 4.9 4.4 3.9

Rate of change in implicit price deflator (percent):
Base rate----------------------------5.9 5.5 5.5 6.0 5.6
Now rate ---------------------------------- 5.9 5.5 5.4 5.9 5.5

Nonfinancial corporate gross internal funds percent
difference ----------. .------------..-......... - 1.4 - 3.8 - 5.5 - 5.7 - 5.7

Federal Government budget position (billions of
dollars, NIA basis):

Base level ---------.------------------- -46.0 -44.3 -19.9 -3.9 -. 6
New level_ . . . . ..------------------ -44.8 -44.4 -20.5 -2.5 4.0
Difference ---------.-------------------- 1.3 -. 1 -. 6 1.3 4.6

Source: Data Resources, Inc.
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TABLE I5.-DIVIDEND DEDUCTIBILITY AT THE CORPORATE LEVEL--NONACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars) ......................................

Nonresidential fixed investment difference (billions
of 1978 dollars) ...............................

Fixed nonresidential investment as a percent of
GNP:

New ratio ..................................
Difference ..................................

Potential gross national product percent difference.
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ..........................
Personal disposable income difference (billions of

1978 dollars) .................................
Unemployment rate (percent of labor force):

Base rate ..................................
New rate ...................................
Difference ..................................

Man-years of employment difference (thousands)...
Rate of chanp in real GNP (percent):

Base rate ..................................
New rate ...................................

Rate of change in implicit price deflator (percent):
Base rate ..................................
New rate ...................................

Nonfinancial corporate gross internal funds percent
difference ....................................

Federal Government budget position (billions of
dollars, NIA basis):

Base level ..................................
New level ..................................
Difference ..................................

7.1

1.9

9.8.1
0

3.5

3.2

6.4
6.3
-. 1I
85.0

4.9
5.2

5.9
6.0

9.3

30.0

7.7

10.2
.2
.1

16.7

14.1

6.4
6.0

-. 4
495.0

3.0
4.0

5.5
5.8

11.3

46.4

12.9

10.5
.3
.1

28.2

26. 1

5.9
5.3
-. 7

857.0

5.1
5.8
5.5
5.8

12.8

47.5

15.1

10.9
.4
.3

34.3

33. 1

5.4
4.8
-. 7

906.0

4.3
4.3

6.0
6.4

11.5

36.9

13.6

11.0
.4
.4

34.4

35. 5

5.2
4.7
-. 4

638.0

3.8
3.3

5.6
5.9

8.4

-46.0 -44.3 -19.9 -3.9 -. 6
-58.0 -48.9 -20.7 -7.8 -14.6
-11.9 -4.6 -. 7 -4.0 -14.0

Source: Data Resources, Inc.

TABLE 16.-DEFERRAL OF TAXATION FOR INVESTMENT ROLLOVER--4ONACCOMMODATING MONETARY
POLICY

1978 1979 1981 1981 1982

Gross national product difference (billions of 1978
dollars) .................................. 4.7 14.0 19.1 16.7 13.8

Nonresidential hxed investment difference (billions
of 1978 dollars) ............................ . 7 4.0 8.5 10.5 9.6

Fixed nonresidential investment as a percent of GNP:
New ratio ................................. 9.8 10. 1 10.5 10.9 11.0
Difference ................................. 0 .1 .3 .4 .3

Potential gross national product percent difference... 0 . ! .1 .2 .3
Personal consumption expenditures difference (bil-

lions of 1978 dollars) ...................... 3.8 9.5 12.1 12.2 12.7
Personal disposable income difference (billions of

1978 dollars) ................................ 4.6 7.6 10.2 11.9 12.5
Unemploym "nt rate (percent of labor force): 5.2

Base rate ................................. 6.4 6.4 5.9 5.4 5.1
New rate ................................. 6.3 6.2 5.7 5.2
Difference ................................. -. 1 -. 2 -. 3 --. 2 -. 1

Man-years of employment difference (thousands) .... 67.0 239.0 348.0 260.0 118.0
Rate of change in real GNP (percent):

Base rate ................................. 4.9 3.0 5.1 4.3 3.8
New rate ................................. 5.1 3.4 5.3 4.2 3.6

Rate of change in implicit price deflator (percent):
Base rate .................................. 5.9 5.5 5.5 6.0 5.6
New rate ................................... 5.9 5.6 5.6 6.2 5.6

Nonfinancial corporate gross internal funds percent
difference .................................... 1.2 3.0 3.7 3.2 2.3

FederalI Gover nment budget position (billins of dollars,
NIA basis):

Base level ................................ --46.0 -44.3 -19.9 -3.9 -. 6
New level ................................. -41. 6 -44.0 -18.7 -4.9 -5.6
Difference .................................. -2.5 .3 1.2 -1. 1 -5. 1

Source: Data Resources, Inc.



TABLE 17.-SLIDING SCALE ADJUSTMENT FOR CAPITAL GAINS-NONACCOMMODATING MONETARY POLICY

1976 1979 1980 191 192

Gross national product difference (billions of 1978
dollars) .....................................

Nonresidential fixed investment difference (billions
of 1978 dollars) ...............................

Fixed nonresidential invustmentas a percent of GNP:
New ratio ............................
Difference ................................

Potential gross national product percent difference...
Personal consumption expenditures difference

(billions of 1978 dollars) ........................
Personal disposable income difference (billions of

1978 dollars) .................................
Unemployment rats (percent of labor force):

Base rate ..................................
New rate ...................................
Difference ..................................

Man-years of employment difference (thousands) ...
Rate of change in real GNP (percent):

Base rate ............................ .....
New rate ...................................

Rate of change in implicit price deflator (percent):
Base rate ..................................
New rate ...................................

Nonfinancial corporate gross internal funds percent
difference ....................................

Federal Government budget psoition (billions of
dollars, NIA basis):

Base level ..................................
New level ..................................
Difference .................................

2.4

.5

9.8
0
0

1.8

1.4

6.4
6.4
0

30.0

4.9
5.0

5.9
5.9

.8

10.7 15.2 12.9 10.4

3.5 7.7 9.6 8.8

10. 1.1
.1

10.5
.3
.I

10.8
.3
.2

11.0
.3
.3

6.8 8.7 8.6 9.0

3.5 5.6 7.1 7.6

6.4
6.3

-. 1
168.0

3.0
3.4

5.5
5.6

2.5

5.9
5.7

-. 2
261.0

5.1
5.3

5.5
5.6

3.2

5.4
5.3

-. 1
172.0

4.3
4.2

6.0
6.1

2.8

5.2
5.2
0

37.0

3.8
3.7

5.6
5-$

2.0

-. 6
-3.3
-2.7

-46.0 -44.3 -19.9 -3.9
-46.7 -42.2 -17.0 -2.9

-. 6 2.0 2.9 .9

Source: Data Resources, Inc.

TABLE I8.--CORPORATE TAX CUT TO 46 PERCENT--NONACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1962

Gross national product difference (billions of 1978
dollars) ......................................

Nonresidential fixed investment difference (billions
of 1978 dollars) ...............................

Fixed nonresidential investment as a percent of GNP:
New ratio ..................................
Difference ..................................

Potential gross national product percent difference..
Personal consumption expenditures difference (bil-

lions of 1978 dollars) .........................
Personal disposable income difference (billions of

1978 dollars) .................................
Unemployment rate (percent of labor force):

Base rate ..................................
New rate ..................................
Difference ..................................

Man-years of employment difference (thousands)...
Rate of change in real GNP (percent):

Base rate ..................................
New rate ..................................

Rate of change in implicit price deflator (percent):
Base rate .................................
New rate ..................................

Nonfinancial corporate gross internal funds percent
difference ....................................

Federal Government budget position (billions of dol-
lars, NIA basis):

Base level .................................
New level .................................
Difference ..................................

Souice: Data Resources, Inc.

1.7 7.3 10.4 10.6 9.6

.5 2.1 3.3 3.9 3.3

9.8
0
0

10. 1.1
.1

10. 3.1
.1

10.6
.1
.2

10.7
.1
.3

.7 3.6 5.5 6.5 7.2

.6 2.9 5.3 7.1 8.2

6.4
6.4
0

21.0

4.9
5.0

6.4
6.3

-. ,1
112.0

3.0
3.7

5.95.8
-. 1

150.0

5.1
5.2

5.4
5.3
--.1

102.0

4.3
4.3

5.2
5.2
0

26.0

3.8
3.7

5.9 5.5 5.5 6.0 5.6
5.9 5.6 5.5 6.1 5.5

2.4 2.8 2.9 2.5 1.7

-46.0 -44.3 -19.9 -3.9
-49.1 -45.2 -20.4 -5.1

-3.1 -. 9 -. 4 -1.2

-. 6
-3.9
-3.3
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TABLE 19.--DATA RESOURCES, INCORPORATED BASELINE FORECAST (AUGUST 1977)

1978 1979 1980 1981 1982

Gross national products (billions of 1978 dollars)-... 2,100. 1 2, 162.2 2,272. 7 2, 340.4 2, 460. 1
Nonresidential fixed investment (billions of 1978

dollars) ...................................... 210.6 222.5 238. 5 256.3 269.6
Fixed nonresidential investment as a percent of GNP. 10.0 10.3 10.5 10.8 11.0
Potential gross national products (billions of 1978

dollars) ............................. 2,181.5 2,254.6 2,330.2 2,406.0 2,481.5
Personal consumptionn expenditures (b iIons of 1978

dollars) ..................................... 1,333.2 1,375.3 1,434.8 1, 492.4 1.547.9
Personal disposable income (bilons of 1978 dollars) 1,452.0 1,489.0 1,549. 7 1, 606.9 1,666. 1
Unemployment rate (percent of labor force) ........ 6. 4 6.4 5.9 5.4 5.2
Man.years of employment (millions) ............... 93.0 94.9 97.2 99. 4 101.2
Rate of change in rel GNP (percent) .............. 4.9 3.0 5. 1 4.3 3.8
Rate of change in impiit pfice deflator (percent) .... 5.9 5.5 5. 5 6.0 5.6
Nonfinancial corporate gross internal funds (billions

of 1978 dollars) ............................... 145.6 151.4 157.2 166.6 180.0
Federal Government budget position (billions of

dollars, NIA basis) ............................. -46.0 -44.3 -19.9 -3.9 -6.6
Debt-equity ratio ................................ 1.346 1.375 1.403 1.439 1.455
Nonresidential fixed capital stock kollions of 1978

dollars) ...................................... 1,647.3 1,706.4 1,774.3 1,851.6 1,932.9

Source: Data Resources, Inc.

APPENDIX B.-IsToRY OF TAXATION OF INVESTMENT INcOME

TAXATION OF CAPITAL GAINS
1913-1921

From the beginning of the income tax in 1913 through 1921, there was no stat-
utory provislon for taxing capital gains. Gains realized by both Individuals and
corporations were taxed as ordinary income. Capital losses were not deductible
through 1915. Losses could be deducted to offset gains in 1916 and 1917; and they
were fully deductible against both gains and ordinary income from 1918 to 1921.

1922-1933
The Revenue Act of 1921 defined capital assets, and provided special treatment

for gains realized by individuals. The taxation of capital gains received by cor-
porations remained the same. The '21 Act defined capital assets as properly held
for more than two years, but excluded stock in trade or property included in in-
ventory. From 192'2 through 1933. individuals realizing capital gains could elect
to use an alternative rate of 12.5 percent. The top marginal bracket on ordinary
income fluctuated from 25 percent to 63 percent during this period. Long-term
capital losses were deductible, but the offset against ordinary income was limited
to 12.5 percent of long-term losses from 19Y24 through 1933. Short-term capital
losses were fully deductible against ordinary income.

1934-1941
Thlie Revenue Act of 1934 redefined capital assets to cover assets regardless of

the length of time held, except property held primarily for sale to customers. The
12.5 percent alternative rate for individuals was repealed, and a five-step sliding
scale vas substituted. The percentage of gains and losses included in the tax
base depended on the time the assets had been held. Gains or losses on assets
held less than one year were fully included in the tax base. ]or assets held over
ten years, only 30 percent of gains and losses were included in the tax base. Reg-
ular income tax rates were applied to that portion of gains included in the tax
base, with up to $2.04) of net capital losses deductible from ordinary income.

The Revenue Act of 1938 substituted a three-step scale for including percent-
ages of gains and losses in the tax base. Gains or losses from assets held less
thai eighteen months were designated shrrt-term gains, and those held longer
were considered long-term gains. All short-term gains and losses were included in
the tax base. One third of long-term gains was excluded frtm the base if the
assets were held less than two years. Half of the gain was excluded if the asset
were held more than two years. A ceiling rate of 34) percent was applied against
gains included in the tax base. Thus, the effective rate was '2) percent on assets
held 18-24 months. and 15 percent on assets held more than two years.

The allowance for capital losses against ordinary income for individuals corre-
sionded to the sliding scale for inclusion of gains in the tax base. Thirty percent
of losses could be taken as a credit against tax on other income.
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In 1940 and 1941, corporations could deduct long-term losses against ordinary
income, but neither individuals nor corporations could offset short-term losses
against ordinary income. Such losses could be carried forward to the following
year to offset short-term gains.

1942-1950
The present tax treatment of capital gains and losses dates largely from the

Revenue Act of 1M42. Instead of the sliding scales, capitalassets were reduced to
two classes-short terni and long term---distinguished by an asset holding period
of six months. Half of the long-term gains of individuals was included in the tax
base. All long-term gains of corporations, as well as all short-terin gains of both
individuals anl corporations, were included in the tax base. An alternative rate
of 25 percent was applied to total long-term gains for individuals and for cor-
lswra t ions.

The treatment of capital losses was also changed. Individuals were allowed a
$1.000 offset of net capital losses against ordinary income, and a five-year carry
forward of losses to be applied against gains and $1,000 of ordinary income.

1951-1968
The temporary income tax increase enacted in the Revenue Act of 1951 In-

cluded an increase to 26 percent in the alternative rate on capital gains for both
individuals'and corporations. The full offset of short-term losses against long-
term gains enacted in 1942 was repealed.

When the temporary tax increase for individuals enacted in 1951 expired at
the end of 19.-3, the alternative tax rate on capital gains reverted to 25 percent
for corporations as well as individuals.

The Revenue Act of 1964 allowed Individuals full carry-over of losses until ex-
hausted, but continued the annual limit of $1,000 applied against ordinary income.

1969-1975
The Tax Reform Act of 1969 restr!cted the use of the alternative rate to

$50,000( of capital gains, with gains exceeding $0,000 subject to regular rates.
Since one-half of the gain is deducted and the maximum regular marginal rate
is seventy percent, the effective maximum capital gains rate was increased to 3.5
percent. The "69 Act also imposed a minimum tax on items designated "tax pref-
erences" and Congress declared that the "untaxed" half of net gains was a tax
preference item. Exemption from the minimum tax was provided for the first

30.000 of reference items. In addition, total preference Items could be reduced
by deducting an amount equal to ordinary taxes paid. Following these calcula-
tions, a 10 percent minimum tax was imposed on tax preference items in addition
to other taxes.

The effect of this provision was to increase the maximum tax on capital gains
5 percent (10 percent rate al)l)lied to one-half of the gain produces an effective
rate of 5 percent on the gain). When the minimum tax is added to the increases
in capital gains taxes, the combined effect was to increase the maximum capital
gains tax rate from 25) percent to 40 percent. In short, the '69 Act increased capital
gains taxes 60 percent.

For corporations. the '69 Act provided that three-eighths of capital gains was
a tax preference item, compared to one-half of the gain for individual taxpayers.

With respect to capital loss restrictons, the '69 Act provided that only one-
half of long-term capital losses could be used to offset ordinary income. Under
this provision, $2.00() in losses were required to offset $1,000 of ordinary income.
The '69 Act thus cut the capital loss offset in half.

Prior to 1969. capital gains could not be included with averaging income. In
fact, averageable income was reduced by the amount of gains. The '69 Act pro-
vided for inclusion of gains in averageable income and liberalized averaging
rules. However, taxpayers who chose to income average were precluded from
using the alternative tax calculation.

The '69 Act provided a three-year loss carryback for corporations. However,
the carryback could not be used to create or increase a net operating loss. Prior
to 1969, carryback for capital losses to previous years was not allowed.

1976-Present
The Tax Reform Act of 1976 extended the holding period for capital gains

to one year, effective in 1978. The change was phased-in by setting the holding
period for 1977 at nine months.
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The '76 Act also increased the minimum tax rate to 15 percent for individuals
and corporations. In addition, the exclusion of the amount of preference income
subject to the minimum tax was reduced for individuals to the greater of $10,000
or one-half of regular taxes. For corporations, the exemption was reduced to
the greater of $10,000 or the company's regular taxes. The Act also repealed a
provision which has allowed corporations to carry forward regular taxes not used
to offset preference income in the current year.

The Tax Reform Act of 1960 had established a maximum tax of 50 percent
on "earned" income (i.e. salaries and wages, rents and royalties). However, for
each dollar of preference income above the $30,000 exemption, a dollar of earned
i come would be subject to regular rates (up to 70 percent) instead of the
maximum tax. The '76 Act eliminated the $30,000 exemption. Thus, for each
two dollars of capital gains, one dollar of earned income Is subject to ordinary
tax rates, since one-half of capital gains are considered to be "preference"
income.

Finally. the offset of ordinary income by capital losses had been limited to
$1,000 since 1942. The '76 Act increased the offset to $2,000 in 1977 and $3,000
in 1978 and subsequent years. The '76 Act did not alter provisions of the code
which require $2 of long-term losses to offset $1 of income. Thus, as of 1978,
up to $6.000 of capital losses can be used to offset up to $3,000 of ordinary
income.

In 1977, the highest taxes on capital gains reached 49.125 percent,-due to the
combined effect of capital gains taxes. the minimum tax and the maximum tax.
For corporations, capital gains could be subject to taxes of up to 37.5 percent.
At the same time, the period an investment must remain at risk was doubled
when the holding period was extended from six months to one year.

DOUBLE TAXATION OF DMDE(DO
1!)1.-1935

Corporate income distributed as dividends has been subject to taxation at
both the corporate and shareholder levels since the inception of the individual
income tax in 1913. Although dividends received by individuals were not subject
to "normal" or regular tax during this period, they were subject to a surtax.
The corporate income tax rate, initially one percent in 1909. climbed to 12
percent in 1918. The corporate rate was reduced to 10 percent in the following
year and fluctuated between 10 and 13.75 percent through 1935. An additional
excess profits tax was imposed on corporations during World War 1.
1936-1937

In 1963, dividends were subject to "normal" individual income tax for the
first time. The corporate income tax was graduated with rates ranging from 8
to 15 percent. In an attempt to encourage dividend payouts in the midst of a
depression, the Congress also adopted a corporate surtax on undistributed earn-
ings. This additional tax on corporate retained earnings ranged from 7 to 27
percent. The surtax produced a marked increase In dividend payouts at the
expense of retained earnings.
1938-1953

Dividends remained subject to full taxation for individuals. The surtax for
undistributed corporate profits was abolished. A graduated corporate tax rate
was maintained. The rate on the first $25,000 of earnings was maintained. The
rate on the first $25.000 of earnings fluctuated during the Period from 12.5 to
30 percent: the maximum corporate tax rate varied from 19 to 53 percent. Ad-
ditional excess profits taxes were again imposed on corporations during World
War II and the Korean conflict.

In 1944-45, the impact of double dividend taxation was the most pronounced.
In these years. the maximum corporate tax rate reached 53 percent, and the
maximum individual rate was 94 percent. At these rates, one dollar of corporate
income distributed as dividends could be reduced to less than three cents in
after-tax income to the shareholder.

1954-1964
In 1954, Congress enacted two measures to mitigate the effect of double divi-

dend taxation-a $50 per person dividend exclusion and a dividend tax credit.
The tax credit was established at 4 percent of dividend income after the original
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proposal of a 10 percent credit was reduced In conference. Corporate tax rates
during the period were 30 percent on the first $25,000 of income and 52 percent
over $25,000.
1964 to Present

The dividend tax credit was reduced to 2 percent in 1964 and eliminated the
following year. At the same time, the dividend exclusion was Increased from
$50 to $100. Corporate tax rates generally declined during the period, except
for the surcharge imposed during 1968-1969. Current corporate tax rates are
20 percent on the first $25,000 of earnings, 22 percent between $25,000 and $50,000,
and 48 percent over $50,000.

The maximum impact of double dividend taxation under current law is to
reduce one dollar of distributed corporate income to 151A cents in after-tax
earnings to the shareholder. This results from imposition of the maximum cor-
porate rate (48 percent) and the maximum individual rate (70 percent).

APPENDIX C.-GLOSSARY

This glossary contains explanations of terms used in Chapter IV, with which
the average reader may not be completely familiar.

Cash flowc.-The sum of undistributed profits, foreign branch profits and capi-
tal consumption allowances, net of Inventory valuation adjustment.

Debt-equity ratio.-The ratio between debt and equity, where debt equals the
sum of bank loans, mortgages, bonds, open market paper, finance company loans,
and mi. uellaneous liabilities. Equity equals total assets less total liabilities.

Econonictric model.-An econometric model (in this case, of the entire U.S.
economy) is a collection of relationships between economic variables, with param-
eters based upon statistical analysis of existing data. Thus. for example, economic
theory may predict that consumption is related to income and other variables
such as consumer confidence and wealth. When the most important economic
relationships are specified and aggregated, the model can be used to analyze
the likely effects on the economy of poUcy changes and to project future
developments.

Wealth effect.-The impact on consumer spending resulting from a change in
the value of individual asset holdings. For example, an increase In stock prices
should lead to additional consumer spending as individuals become wealthier
and feel able to spend more and save less at a given level of Income.

Senator Bvi,. The next witnesses will be a panel consisting of
Richar, i M. Sienisen. corporate tax director, Emerson Electric Co.;
Paul II. Ozan. A'nerican Greetings Co.; James Stone, manager, plan-
hing and venture analysis, Southwire Co.; and Thomas E. Bundy,
treasurer. American In(dust trial Development Council.

I think that we have more people than that involved. I think
that you had better proceed to identify yourselves, before you begin.

STATEMENT OF RICHARD H. SIEMSEN, CORPORATE TAX DIRECTOR,
EMERSON ELECTRIC CO.; ACCOMPANIED BY RAMSAY D. POTTS,
COUNSEL; PAUL H. OZAN, ASSISTANT GENERAL COUNSEL, AMERI-
CAN GREETINGS CO.; JAMES STONE, MANAGER, PLANNING AND
VENTURE ANALYSIS, SOUTHWIRE CO.; THOMAS E. BUNDY,
TREASURER, AMERICAN INDUSTRIAL DEVELOPMENT COUNCIL;
AND HERSCHEL H. FRIDAY, THE MARMON GROUP INC.

Mr. SiMsE,'. Mr. Chairman, there are several supporting personnel
to the witnesses.

Senator Byn). Fine.
I might explain to the panel that we have a series of votes so we

will be coming and going. but it will probably not make any great dif-
ference. The chairman will be coining back after the vote.
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I might say that this is a very difficult way to legislate. I have just
left the Armed Services Committee, where there is a vitally impor-
tant matter, because the Finance Committee was meeting simultane-
ously. Now there is a vote on a piece of legislation which will authorize
appropriation for elementary and secondary education twice as much
inoney as was appropriated for the current. fiscal year.

You ifentlenen may proceed.
Mr. Si1FfS.N. Thank you, Mr. Chairman, and members of the com-

mnittee. My name is Richard Siemusen. I am corporate tax director of
Emerson Electric Co. With me this morning is our outside counsel,
Mr. Ramsay 1). Potts of Shaw, Pittman, Potts & Trowbridge, here
in Washington.

We will limit our testimony so that Mr. Herschel Friday, represent-
inthe Marmon Group Inc., may make a brief statement.'merson is a publicly held company, principally engaged in the
manufacture and sale of a broad range of electrical and electronic
products and systems for commercial, industrial, military, and con-
sumer use.

I am appearing here today to urge this committee to increase the
tax exempt limits on sziiail ilsue industrial development bonds, which
1 will refer to hereafter as small issue IDB's. Emerson seelks an increase
of the present $1 mnillioii exempt limit, which is not subject to the so-
called capital expenditures limitation to $3 million; and an increase
from $5 million to $15 million of the exemption subject to the capital
Uxpnditures limitation.

During the past 30 years, Emerson Electric hs been using small
IDB's to construct new plants, expand existing facilities and

purchase new equipment. Since 1948, we have financed 24 new plants,and 11 plant expansions in 18 States across the count.ry.
The availability of small issue IDB financing has led Emerson to

undertake more substantial investment than the average dollar amount
of the small issue IDB would indicate. Although the average dollar
value of each of the small issue IDB's used by Emerson over the years
has been $'2.4 million, today Emerson's average total investment in each
of these IDB-financed facilities approximates $6.2 million. In short, in
Emerson's experience the tax exemption for small issue IDB interest
has provided an effective incentive for industrial and economic ex-
pansion by reducing the interest cost of borrowed "seed money."

The tax exemption for small issue IDB's has also benefited the mu-
nicipalities which issue such bonds. The construction and expansion
of IDB financed industrial facilities-provide new jobs, thus stimu-
lating local economies. For example, Emerson's IDB-financed facili-
ties when first built or expanded employed 6,200 workers. Those fa-
cilities now employ 14,500 individuals. These positions are actual net
additions to the labor force. Emerson's IDB-financed facilities have
been located in both large and small communities, ranging in size from
approximately 2,500 to almost 200.000.

In many of these communities. Emerson has found that due to the
consistent decline in agricultural labor force over the last 70 years,
that, many workers are available;- In my role as corporate tax director,
I have spoken to many Industrial Development Commission members
who have stated unequivocally that, due to the steady decline in the
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agricultural employment, industrial expansion in their respective com-
munities is essCentialI to the commliuniities' ecoiomc survival.

In addition to the direct benefits afforded by small issue IDB's, the
use of IDB's has collaterally benefited their municipal issuers by in-
volving them in the process of industrial development in their respec-
tive communities. In this way IDB financing has resulted in a more
effective and environmentally compatible development of industrial
areas in the issuing municipalities.

Unfortunately, Emerson and other IDB users have encountered
difficulties in using small issue IDB's due to the combined impact of
inflation and the overly restrictive capital expenditures limitation.
Since Congress established the limit in 1968, the costs of commercial
and industrial facilities have more than doubled. Machinery and equip-
ment costs have kept pace. and continue to rise at an alarming rate.
Therefore, enacting our proposed increases in the tax exemptions
would merely reinstate the incentive value of the bonds to the level
contemplated by Congress in 1968 and maintain that level against the
effects of inflation for at least the next few years.

Our proposal will benefit the national economy by restoring an ef-
fective incentive for investment and capital formation to meet the
Nation's immediate need for increased production capacity.

Senator BYRD. I am sorry. We will have to take a brief recess. I must
leave now, or I will miss the vote. Before I leave, I want to say a special
word of welcome to my friend, Ramsay Potts.

Mr. Porrs. Thank you, Senator.
Senator Bnim. If you will standby, Senator Long will be here in

just a moment.
[Brief pause.]
The CHAwMAN. Gentlemen, we will be very happy to hear your

statements.
You have 1 minute remaining, Mr. Siemsen.
Mr. SEMsEt.Nx. Thank you. Mr. Chairman.
As I stated earlier, the increase in the tax exempt limitations for

small issue IDB's which we propose, will benefit the national economy
by restoring an effective incentive for investment and by providing a
method of capital formation sufficient to meet the increasing need to
expand productive capacity.

According to a study prepared by the Congressional Budget Office
in August 1976 the growth rate in the amount of private plant and
equipment in the United States has declined from 4.3 percent per year
in the period from 1965 to 1970. to 3.3 percent per year for the period
1970 to 1975. The rate was expected to decline to 2.5 percent per year
in the period 1975 to 1977.

I)uring a recent, hearing before the House Ways and Means Com-
mittee. held on the administration's tax proposals, well-documented
testimony was presented to the effect that small issue IDB's can ef-
fectively stimulate investment and job creation. Congress should seize
this opportunity to restore this proven method of providing such cri-
tical investment stimulus.

It. is important to note that our proposal is compatible with the
administration's efforts to reduce unemployment in the urban areas.
The decline in the agricultural labor force from 4.9 million in 1967
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to 4.1 million in 1977 has resulted in a migration of agricultural
workers to our urban areas. This migration has contributed to the
problems in our large cities in several ways. For example, if the
migrating worker finds permanent employment in a city, that worker

fhas reduced the availability of employment for a city resident. If the
city resident is consequently unable to find work in the urban area,
that resident, will likely join the swelling number of individuals on
the. city's unemployment and welfare rolls. Conversely, if the migrat-
ing worker cannot find permanent employment in the city, that worker
will likely file for unemployment compensation and welfare benefits
in the urban area.

Our proposal would reduce the migration of the former agricultural
worker by providing employment opportunity for that worker in the
local communities. The creation of such new jobs will benefit. not only
the local communities but also our major metropolitan areas by acting
to alleviate the alarming trend in urban unemployment levels.

Finally. we would comment that. the additional Federal and State
revenues in the form of income and FICA taxes on wages of workers
employed at the II)B-financed facilities would serve to offset the
amount of foregone Federal income tax on the IDB interest and in
many cases could yield a net tax benefit to the Treasury.

Thank you for your time and attention.
The CHAIRMAN. Next we will hear from Mr. Paul Ozan, American

Greetings.

STATEMENT OF PAUL OZAN, ASSISTANT GENERAL COUNSEL,
AMERICAN GREETINGS CORP.

Mr. OZAN,. My name is Paul Ozan, assistant general counsel and
assistant secretary of American Greetings Corp.

American Greetings Corp. is a publicly heldcorporation principal-
ly engaged in the manufacture and sale of greeting cards, gift wrap-
ping, and display fixtures. I am appearing today for American Greet-
ings to urge this committee to increase the tax-exempt limits on the
issue amounts of small-issue industrial development bonds from $5
million to $15 million, subject to the so-called capital expenditures
limitation.

American Greetings also seeks an increase of the present $1 million
exempt limit, which is not subject to the capital expenditures limita-
tion. to $ million.

During the past 17 years, Americn Greetings has used the pro-
ceeds of numerous issues of tax-exenpt smail-issue industrial develop-
ment bonds to build new l)laits. expand existing )lants. and to acquire
additional machinterv and equipment. American Greetim.s first used
the proceeds of an IDB issue to finance a new plant in Osceola, Ark.,
in 1960. Since that time. American Greetings has financed 11 more--
new plants with small-issue IDB proceeds.

In all instances, the planitsite location selected was determined by a
-very careful analysis of the labor supply available. These were areas
wherein the basic employment opportunities were agriculture or
agriculturally oriented. The locations had seen a steady exodus of
their young )eople to the larger cities due to the lack of job opportun-
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ities. In all instances, this trend was reversed with the introduction of
a new industrial facility.

The U.S. Department of Commerce has estimated that the creation
of 100 industrial jobs creates 65 additional service jobs. Thus, the im-
pact of an industrial facility employment of 300 to 400 people can be
quite dramatic to a small community and the labor force area sur-
rounding it.

The availability of industrial development bonds is of prime im-
portance to companies in the creation of new jobs. A publication en-
titled "Statistical Abstract of Iong-Term Municipal Bond Dollar
Volume-January 1970 to September 1976," prepared for the Amer-
ican Industrial I)evelopment Council by James G. Belch, indicates
that the net. public indirect cost of each job created by an industrial
development, bond in 1975 was only $3,727.

In the case of American Greetings, total domestic employment in
1960 was 2,622. At the end of 1977, domestic employment was 12,780,
or an increase of 10,158 jobs. All space expansion was financed through
.$41.800,000 of industrial development bonds.

If we assume that the average taxable interest that would have
been paid was 7.5 percent and the bonds were issued in an even pro-
gression so as to have an average amount outstanding of $20,900,000
for the 17 years and with a tax rate of 50 percent, the net public in-
direct cost, of each of the 10.158 jobs created was $1,311.65. Compare
this with the previously proposed direct federally subsidized job pro-
grams costing $5 billion to create 130,000 jobs, or $38,461.54 per job.

In recent years, American Greetings has noted a marked decline in
the usefulne. of small-irssue IDB's due to the combined effects of in-
flat ion and the capital expenditures limitation. We have also noted the
development of a groundswell of support in the corporate community
in favor of legislative action to increase the exempt IDB limits to a
usal)le level; American Greetings wholeheartedly concurs in this view.

American Greetings therefore urges the Congress to increase the
clean $1 million limit to $.3 million, and to increase the $5 million limit
subject to the capital expenditures rule to $15 million.

Any lesser increase, such as the increase from $5 million to $10 mil-
lion that would be provided by section 321 of H.R. 13511, of course,
would improve matters. but it could not adjust for the post-1968 in-
flation and keep pace with rising costs of commercial and industrial
construction in the immediate future.

Thank you. Mr. Chairman.
The Cu1 ,lRu.NAN,. Next, we will hear from Mr. James Stone, manager

of planning and venture analysis of Southwire.

STATEMENT OF JAMES STONE, MANAGER OF PLANNING AND
VENTURE ANALYSIS, SOUTHWRE CO.

M.Nfr. STONE. M name is James Stone. I am the manager of planning
and venture analysis of Southwire Co., which is headquartered in
Carrollton. Ga.

I wi.h to discuss briefly Southwire's experience with small-is.sue, in-
(lustrial develonment bonds. which are governed under section 103(b)
of the Internal Revenue Code.
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Southwire was organized in 1950, and had sales of $500,000. This,
today, has grown to $500 million in annual sales. We believe that this
record of growth is attributable to hard work, ingenuity, advanced
technology, and superior service to our customers.

One of the most valuable financial tools Southwire has been able to
use in our expansion program is the industrial development bond.
Establishment or expansion of our facilities in Georgia, Illinois,
Arkansas, Kentucky, and Connecticut would have been impossible
without industrial development bond financing.

That is a point that I want to emphasize. During recent years, there
have been many times when money for investment and capital expan-
sion was unavailable to Southwire, and other companies similarly
situated. Consequently, on many occasions, Southwire has been forced
to forgo opportunities for expansion, expansion that would have cre-
ated new jobs.

The primary reason we have had to pass up those opportunities
is that the "small issue" industrial development bond is no longer
helpful to us because of the impact of certain restrictions placed on
its use in 1968. The effect of those restrictions has been magnified by
the high rate of inflation experienced in this country recently.

The $5 million limit on the size of small issue industrial develop-
ment bonds in conjunction with the capital expenditure limitation set
forth in section 103 (b) of the code has been very harmful to us in our
efforts to expand. We have a number of new projects on which we
cannot begin work until adequate industrial development bond financ-
ing is available. None of those projects can fit within the existing
limitations.

Of course, there is also a provision in 103(b) of the code that pro-
vides for up to $1 million in small-issue IDB's that are not subject to
the capital expenditures limitation. This amount is so small that it
provides no effective incentive to capital formation and economic
expansion.

It is widely recognized that during the recent past, capital invest-
ment in this country has not been increasing at the necessary rate in
order to keep our labor force employed and to alleviate our balanc-
of-payments problems. To increase productivity, we must have capital
formation. To have capital formation, we must have the financing
which is made possible through industrial development bonds.

Therefore, Southwire believes it necessary and beneficial to the coun-
try to restore the incentive value of small issue IDB. Inflation since
1968 and projections for continued inflation dictate that the limits on
the size of the small issue TDB's subject to the'capital expenditure
restriction and those not subject to the restriction must be raised by
well over 100 percent to restore and preserve, for at least a few years,
the incentive to expansion of productive capacity and increased capital
formation provided by small issue TDB's at the level intended by Con-
gress when the limitations were imposed in 1968.

In conclusion, it is Southwire's recommendation that the limit on
the small issue TDB's subject to the capital expenditures limitations be
increased from ,5 million to $1 .5 million, and that the maximum limit
on those bonds that are not subject to the capital expenditures limita-
tion be increased from $1 million to $3 million.
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I hope in considering the various tax reform proposals before you,
you will keep in mind that an increase in the $1 million and $5 mil-
lion industrial development bond limits can assist in reducing the
balance-of-payments deficit, create jobs. and help slow inflation.

The CHAIRMAN. Now we will hear from Thomas E. Bundy, trea-
surer, American Industrial Development Council.

STATEMENT OF THOMAS E. BUNDY, TREASURER, AMERICAN
INDUSTRIAL DEVELOPMENT COUNCIL

Mr. BuNDY. I am Thomas E. Bundy, and I am re resenting the
American Industrial Development Council and its affiliated regional
councils, which represent close to 5,000 area industrial, economic de-
velopers, or whatever you might want to call us. These are people who
work at the community, regional, and State levels to create jobs for
their given areas.

One of their most successfil tools, which they have used over the
past 30 years, has been the so-called industrial development bond.
This program is now being used successfully both in the cities and in
the rural areas. It helps expand industry, and preserve industry where
it exists.

In my own area, which is northwestern Pennsylvania, 95 percent of
the projects are not new industry coming in, but the expansion and
preservation of the industry already there.

Now, as the corporate witnesses have testified, because of inflation-
we are here to talk only about inflation this morning. Inflation is
actually stifling the program, because what was a reasonable limit
back in 1968. today is a total unrealistic limit. This program is slowly
coming to a halt, unless we get relief from the effect of inflation.

This is why we endorse what has been suggested to you this morn-
ing, that the House bill be changed, where it says $10 million, to raise
that to $15 million, and to raise the $1 million to $3 million, which
would not be subject to the capital expenditures rule.

I was impressed, Mr. Chairman, with your comment on the trouble
you are having between what you hear on what costs and does not cost
the Treasury. Our association has produced a publication which once
and for all proves conclusively that this program actually created,
in the long run. new revenues for Treasury.

We are not talking about what some computer said would happen
in the year 1990. We are talking about what has actually happened
by a study of seven States. With your permission, I will send you a
copy, and I will write to your joint committee and send them a copy,
because I am sure that it will help you.

I can see that you are torn between all these claims, and you will be
interested in this publication.

In conclusion, I would like to say: You give us this relief from the
effect of inflation, and we will go back home to our own areas and
produce the jobs for you.

Thank you.
* The CHArMAN. We ought to be able to find some way to take credit

for the money that the Government spends on this funding, as well as
what the Government picks up in taxes when you reduce unemploy-
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ment, when you preserve or increase property value in the commu-
nity, and reduce welfare, and food stamps, and things like that, by
putting the people to work.

If you take those things into account, as we definitely should, and
create these new jobs, it will have a big feedback that some of the
people over the Department of the Treasury do not want to admit.
We ought to take all of these things into consideration.

Senator Danforth!
Senator DANFORTIT. I have no questions, Mr. Chairman.
Mr. SE.%isEN. We limited our testimony so that Mr. Herschel Fri-

day could make a brief statement, on behalf of the Marmon Group.
Tile CHAIRMAN. You have 21/2 minutes.

STATEMENT OF HFRSCHEL FRIDAY, ON BEHALF OF THE
MARMON GROUP

Mr. FRIDAY. I do have a prepared statement that has been filed on
behalf of the Marmon Group, Inc. In addition to that statement, I
would like to emphasize a couple of things. I have had a background of
about 18 years working with small issue IDB's and I have worked with
some 100 of them around the country. Let me emphasize this: It is a
working program that is getting the job done. Small issue IDB's are
being utilized by companies throughout the country. You have heard
the testimony this morning that the market has adjusted to it, the
regional investment houses have acclimated and small issue IDB's are
accomplishing their intended purpose by stimulating economic de-
velopment and creating new jobs.

Further, it has been my observation that the use of small issue
IDB's spur local participation which is so important in developing
that atmosphere that you ought to have for proper industrial devel-
opment, for the relationship between the company and the local offi-
cials. You really cannot get this any other way, because you can get
rather intimately acquainted with what a company is going to do and
who the people are who are coming down, if you sit down and negoti-
ate some agreements with them.

Finally. I would like to comment upon an example of the effects
which the usage of small issue IDB's has upon the used companies. The
Marmon Group, Inc., for example, has used IDB's some 32 times, in
doing so that corporation has created 2,800 jobs and generated a $126
million annual payroll. Marmon was not dealing in theory, the loca-
tion of its plants are in large part determined by the availability of
small issue IDB financing.

OMf other point, the President or the administration, at least in his
tax reform proposal, has recognized small issue IDB's as a useful ve-
hicle to stimulate industrial development. However, the administration
would limit their usage to "economically distressed areas." This has
not been commented on today, at least in the oral testimony here, and
it is so important. If you do adopt the administration's proposal, I
think that it will affect and maybe kill the small issue IDB program.

Thank you very much.
The CHARMAN. Mr. Danforth.



895

Senator DANFoRTi. Thank you, Mr. Chairman. I have just one ques-
tion.

The limit that was set in 1968, Do you know what the general infla-
tion increase has been since 1968?

Mr. OZAX. It has been 220 percent.
Senator DANFORTH. In general, what is it, 1.5 times the general rev-

enue budgets in construction?
Mr. Porrs. Our calculations Senator, have been that inflation now

has made it necessary to spend 21/ as much on plants and equipment
to achieve the same results that were achieved in 1968. This is accord-
ing to last year's figures. It is stated in the prepared testimony of
Emerson Electric.

Senator DAYroRrt. Thank you.
The CHARMfAN.. Thank you very much, gentlemen.
[The preparel statements of the preceding panel follow:]

STATEMENT ov RiCHARD H. SEmusEN, CORPORATE TAx DaxTroi, IBMEasox
ELECTRIC CO.

Mr. Chairman and members of the Committee, my name is Richard H. Siemsen
and I am Corporate Tax Director of Emerson Electric Co. With me this morning
is our outside counsel, Ramsay D. Potts, of Shaw, Pittman, Potts & Trowbridge
here in Washington. Emerson is a publicly held company principally engaged in
the manufacture and sale of a broad range of electrical and electronic products
and systems for commercial, industrial, military and consumer use. I am appear-
ing today for Emerson to urge this Committee to increase the tax exempt Hmits
on small issue industrial development bonds. Emerson seeks an increase of the
present $1,000.000 exempt limit, which is not subject to the capital expenditures
limitation, to $3,000,000, and an increase from $5,000,000 to $15,000,000 of the ex-
emption subject to the so-called capital expenditures limitation. The $1,000,000
limit is often referred to as the "clean" limit, and I will use that shorthand term
here.

Small issue industrial development Imnds, or "small issue IDBs" are bonds
issued by states or municipalities for the purpose of acquiring or building in-
dustrial or commercial facilities. The bond issuers lease or sell these facilities to
private companies at a price sufficient to amortize and pay debt service on the
bonds. Under present section 103(b) (6 .f the Internal Revenue Code, interest
on these bonds is exempt from federal inome tax If the face amount of the total
bond issue, of which a particular IDB torms a part, does not exceed $5,000,000,
including certain "capital expenditures" made during a six-year period. That is.
the $5,000,000 exempt amount includes not only the face amount of the bond
issue, but also the amount of any capital expenditures the user of the IDB-
financed facility may make with respect to that facility or other facilities in the
same vicinity during a six-year period beginning three years before the bond
issue date and ending three years thereafter. As a result of the so-called "capital
expenditures limitation," IDBs cannot, as a practical matter, be issued in the
full amount of the $5,000,000 exempt limit. IDBs issued as part of a bond issue
having an aggregate face amount not in excess of the "clean" $1,000,000 limit,
qualify for a tax exemption without regard to the capital expenditures limitation.

During the past thirty years, Emerson Electric has used the proceeds of numer-
ous issues of tax-exempt small issue industrial development bonds to build new
plants, expand existing plants and to acquire additional machines and equipment.
Emerson Electric first used the proceeds of an IDB issue to finance a new plant
in Tupelo, Mississippi in 1948. Since that time, Emerson has financed 23 more
new plants with small issue IDB proceeds, and has used 11 other issues of small
issue IDBs to finance plant expansion and new machinery. These financings have
taken place in 18 different states.

The availability of IDB proceeds to finance capital investment has led Emer-
son to undertake more substantial expansions of productive capacity than the
dollar amount of Emerson's IDB financing would indicate. The average amount
of each of the IDB issues used by Emerson over the years has been $2,381,212,

33-050 O-78----12
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whereas by September 30, 1977, Emerson's average total investment in each fa-
cility to which the IDB proceeds were applied, equalled $6,207,789. In shOrt in
Emerson's experience the tax exemption for small issue IDB interest has pro-
vided an effective incentive for industrial and economic expansion by reducing
the interest cost of borrowed "seed money."

The tax exemption for IDB interest has also benefited the municipal issuers
of IDBs inasmuch as IDB financing has encouraged the creation of new jobs
and thereby stimulated the local economies. The facilities that Emerson has
financed with small issue IDBs employed approximately 6,300 workers when
first built or expanded. Those facilities now employ more than 14,500 workers.

The IDB issues that Emerson utilized to finance these facilities were issued
by municipalities ranging in population from 2,500 to almost 200,000 located, as
we stated previously, in 18 different states. The majority of the issuers had
populations of 11,000 or fewer at the time of the 1970 census. In many communi-
ties of this size, Emerson has found that a significant number of workers are
available, who in the past would have found employment in agriculture. In fact,
leaders of many of these communities have informed us on a number of occa-
sions that without industrial development, their communities will continue to
experience an economically on of their young people to the
big cities due to a lack of jobs at home. In my role as Corporate Tax Director
of Emerson, I have talked with members of many local industrial development
commissions who have stated unequivocally, that because of the steady and
continuing decrease in agricultural employment, industrial expansion in their
respective communities is essential to the communities' economic survival.

In addition to these direct benefits afforded by small issue IDBs, the bonds
have incidentally benefited their municipal issuers by involving them in the
process of industrial development in their respective communities. The avail-
ability of IDB financing has served to focus the attention of community leaders
on the factors to be considered in planning the industrial development of the
communities, and has provided a vehicle for community participation in and con.
trol of the industrial development process. Many communities have been encour-
aged by the prospect of issuing IDBs to set up local industrial development com-
missions that not only plan and carry out the issuance of IDBs, but also
generally direct the industrial development of the communities. In this way,
IDB financing has resulted in a more effective and environmentally compatible
development of industrial areas in the issuing municipalities.

In recent years, Emerson has encountered increasing difficulties in effectively
utilizing small issue IDDs due to the combined effects of inflation and the capital
expenditures limitation. We have also noted the development of a groundswell of
support in the corporate community in favor of legislative action to increase
the exempt IDB limits to a usable level. In light of the critical need to expand
productive capacity and modernize facilities, Emerson wholeheartedly concurs
in this view.

Congress established the present small issue IDB limits of $1,000,000 and
$5,000,000 in 1968. According to every available construction cost index, costs
of commercial and industrial facilities have more than doubled since that time.
The Engineering News-Record index lists costs of building construction and
general construction in 1977 as 228.6% and 239%. respectively, of comparable
costs in 1967. Moreover, the Wholesale Price Index lists a more than 200%
increase In the costs of machine tools since 1967. Copies of our statistical sources
are attached hereto as Appendix A. Using a rough average of these figures, it
is obvious that the present exempt limits on small Issue IDBs should be at least
trebled, to restore the incentive value of the bonds to the level contemplated
by Congress in 1968 and to maintain that level against the effects of inflation
for at least the next few years. Emerson, therefore, urges the Congress to in-
crease the $1,000,000 "clean limit" to $3,000,000 and to increase the $5,000,000
limit subject to the capital expenditures rule to $15,000,000. Any lesser increase,
such as the increase from $5,000,000 to $10,000,000 that would be provided by
section 321 of HR. 13511, of course would improve matters, but it would not
adjust for the post-1968 inflation and keep pace with rising costs of commercial
and industrial construction in the immediate future.

The limit lncrea'es that we propose will benefit the nation as they benefit
industry by facilitating capital formation and stimulating capital investment.
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Students and critics of this nation's economy agree that a nationwide expansion
of productive capacity is sorely needed. According to a study prepared by the
Congressional Budget Office in August 1976 entitled, Sustaining a Balanced
Expansion, the growth rate in the amount of private plant and equipment (ex-
cluding pollution control investments) in the United States declined from 4.3
percent per year in the period 1965-70 to 8.8 percent per year in 1970-75. The
rate was expected to decline further to 2.5 percent per year in the period 1975-77.
During the recent hearings that the Ways and Means Committee held on the
Administration's tax reform proposals, representatives of private industry and
IDB issuers presented abundant and well-documented testimony to the effect
that small issue IDBs can effectively stimulate investment and job creation.
Congress should seize this opportunity to restore this historically proven method
of providing an. effective incentive for capital formation and job creation.

It should be recognized, that our prol)osals are in fact, compatible with the
Administration's objectives of reducing unemployment in "economically dis-
tressed areas." Department of Agriculture statistics demonstrate a consistent
decline in the agricultural labor force over the last ten years. Such employment
has declined from 4.903,000 workers in 1967 to 4,152.000 in 1977. As noted above,
this decline in the agricultural labor force has certainly resulted In the migra-
tion of many rural residents to our large metropolitan areas. This flow of rural
residents into the cities has contributed to urban problems in several ways For
example, if the migrating worker finds permanent employment in a city, that
worker has reduced the availability of employment for a city resident. If the
city resident is consequently, unable to find work in the urban area, that resi-
dent will likely join the swelling number of individuals on the city's unemploy-
ment and welfare rolls. Conversely, if the migrating worker cannot find permanent
employment in the city, that worker will likely file for unemployment compensa-
tion and welfare payments in the urban area.

As we have shown above, our proposal would result in the reduction of the
migration of former agricultural workers to our large metropolitan areas by
providing job opportunities in industry in their local communities. The creation
of such new jobs will benefit not only the local communities, but also our major
metropolitan arests, by acting to alleviate the alarming trend in urban unemploy-
ment levels.

Finally, Emerson wishes to remind the Committee, as It considers the revenue
impact of our proposal, that IDB-financed facilities generate Federal revenues in
the form of income and FICA taxes on the wages of workers employed in the
IDB-financed facilities and, to the extent that a corporation incurs a lower
interest expense on borrowed capital as a result of the exempt status of IDB
interest, additional amounts of federal income tax will be paid by the corporation
itself. A recent statistical study bv Drs. John A. Andrews ond Dennis R. Murnhy
of Emory University, entitled, The Interest Tax-Exemption on Industrial De-
velopment Bonds: The Cost to the United States Treasury, illustrates this point.
In that study, published by the American Industrial Development Council, the
authors demonstrate that these IDB-generated taxes serve to offset the amount
of foregone Federal income tax on the 1DB interest, and will. in mnny cases.
yield a net tax benefit to the Federal Treasury. The Committee should also
note, that the IDB-financed projects generate additional state tax revenues as
well.

For all the reasons stated Emerson respectfuliv requests this Committee to
increase the clean limit on exempt small issue Industrial development bonds to
$3,000,000, and to increase the limit subject to the capital expenditures rule
to $15.000.000. Enactment of this propomnl will stim-late the economy by en-
couraging investment and creating new jobs, and will generate increased tax
revenues for the federal and state governments.
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APPENDIX A-STATISTICAL ABSTRACT OF TIE UNITED WSTATES: 1977

NO. 1824.-PRICE AND COST INDEXES FOR CONSTRUCTION AND
SELECTED COMPONENTS OF CONSTRUCTION: 1980 TO 1976

1967 - 100. Excludes Alaska and Hawaii, except as noted. Indexes of certain of these firms arepublished on bases different
from those shown here. See Historical Statistics, Colonial Times to 1970, series N 118-137,for construction cost indexes
on a 1947-49 base.j

Item 1960 1965 1970 1971 1972 1973 1974 1975 1976

Price index for new one-family houses
sold'1................. - .......... (NA) 93.2 117.4 123.2 131.0 144.8 158.1 174.3 191.4

Dept. of Agriculture, Economic Re-
search Service:

Farm construction, exc. housing... 91 93 118 126 136 154 (NA) (NA) (NA)
Indexes of building materials prices

and union wage scales:
Wholesale rices of construction

mateials.................... 95.5 95.8 112.5 119.5 126.6 138.5 160.9 174.0 187.7
Union hourly waie 9 9 1 1 28 in the

buildingtrades ............... 75.4 90.9 128.8 144.0 153.2 160.8 173.4 188.3 200.5
Construction cost indexes:

Dept. of Commerce compite'.... 83 93 122 131 139 152 173 189 198
Federal Highway Administration:

Highways'6.................... 80.0 90.3 125.6 131.7 138.2 152.4 201.8 203.8 199.3
Environmental Protection Agency:

Sewers .................... 85.4 93.7 120.4 134.3 149.1 160.4 183.5 208.0 221.0
Sewage treatment plant ...... 87.9 93.8 120.3 133.8 144.0 152.9 180.6 209.4 219.7

Interstate Commerce Commis-
sion: Pipline ................. 101 97 109 117 122 130 154 190 200

American Appraisal Company: Build-
ing construction................ 80 91 124 138 151 167 177 189 206

E. H. Boeckh, building cost index:'
Small residential structures ...... 81.8 90.4 122.4 132.8 145.8 159.2 172.0 183.5 198.6
Apartments, hotels, and office

building ..................... 80.3 90.7 124.4 135.0 145.4 154.5 168.4 185.0 199.6
Commercial and factory buildings- 80.4 90.0 123. 1 133.9 144.8 154.4 172.0 188.8 294.9

Engineeing News-Record:'I
Building construction............83.3 93.3 124.4 140.5 155.2 168.4 178.3 193.3 210.9
General construction ............. 76.9 90.8 128.9 146.8 163.0 176. 5 188.2 205.7 223.4

-Turner Construction Company: Build-
ing construction' .................. 85 94 129 143 15 162 111 198 202

Handy-Whitman public utility:81 8
Building ....................... 87 93 121 133 144 158 190 213 217Gas plant ...................... 85 94 117 125 134 140 160 (NA) (NA)
Electric light and power"1......... 89 94 119 128 135 144 171 201 214

NA-Not available. I Includes value of site.
2Covers materials incorporated as integral part of a building or normally installed during construction and not readily

removable. Excludes consumer durable., such as kitchen ranges, refrigerators, etc. For 1960, excludes Alaska and Hawaii.
Source: U.S. Bureau of Labor Statistics, "Wholesale Prices and Price Indexes," annual.

3 Based on minimum wage rate agreed upon through colleotive bargaining; excludes overtime. As of July 1. Source:
U.S. Bureau of Labor Statistics, "Union Wages and Hours: Building Trades,"annual.

4 Covers both building and nonbuilding construction, excluding maintenance and repair. Represents a weighted average
of various indexes used for different types of construction.

1 Based on average contract unit bid prices for composition mile (involving specific average amounts of excavation
)avinL reinforcing steel, structural steel, and structural concrete).

Average for 30cities of 4 types of building: Wood-frame, brick-wood frame, brick-steel frame, and reinforced concrete.
Covers materials and labor costs in structural portion of buildings but excludes those for plumbing, heating, lighting,
sprinklers, and elevators. Reflects employee-bneflt costs, and allows for contractors' overhead and proM.

I Average of 20 cities for types shown. Weights based on surveys of building costs. Wage rates used for both common
and skiled labor. Reflects payment of sales taxes and social security payroll taxes.

$ Building construction index computed on basis of hypothetical unit of construction requiring 6 bbl. of portland cement,
1,088 M bm of 2" x 4" lumber, 2,500 lb. of structural steel, and 68.38 hr of skilled labor. General construction index
based on same materials components combined with 200 hr of common labor.

' Eastern cities. Based on firm's cost experience with respect to labor rates, materials prices, competitive conditions,
efficiency of plant and ,anagement, and productivity. Reflects payment of sales taxes and employee-benefit costs.

" Based on data covering public utility construction costs for 95 items in 6 geographic regions. Covers skilled and com-
mon labor; does not reflect tax payments nor employee-benefit costs.

" As derived by U.S. Bureau of the Census. Covers steam production plants only; excludes hydraulic plants.
Source: Except as noted, U.S. Bureau of the Census. In U.S. Bureau of Domestic Commerce, "Construction Review."
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TABLE E-1.-CONSTRUCTION COST INDEXES
11972 - 1001

"Boeckh Indexes," Environmel Protection
The American Appraisal Co., Inc. Engineering News-Record Agency

Department
of Commerce American Aparents Commercial

composite Aopraisal nouns,&a and factory
Period cost index' Company Residences office buildings buildings Building Construction Sewers Plant

Annual averages

1972 ..................................... 100.0 100 100.0 100.0 100.0 100.0 100.0 100.0 100.0
1973 ....................................- 10. 4 111 109.2 105.9 106.6 108.5 108.3 107.5 106.2
1974 ..................................... 126.1 117 118.0 115.8 118.1 114.9 115.5 124.2 126.3
1975 ..................................... 138.2 125 125.9 127.2 130.4 124.5 126.2 139.5 145.3
1976 ..................................... 143.5 137 136.2 137.3 141.5 135.9 137.1 148.2 152.5

Monthly indexes Bimonthly indexes Monthly indexes Quartetly indexes

1976:
January............................. 140.4 132 130.5 131.8 135.4 129.9 131.4143.9
February.............................. 140.3 132 130.7 132.0 149.2
March................................-140.6 133 131.6 1337135 131.4 1323j
April-................................. 141.7' 134 13132.5 132.9
May................................. 142.7 135 135.9 137.4 1418 133.2 134.6k 147.3 150.9
June-................................. 143.6 137 135.0 137.6
July-.................................. 143.9 139 137.7 13.5 1427 136.0 137.9
August...............................144.4 139 3 1 138.8 139.6 149.2 152.6
September ........................ .144.5 1403.7 139.9 140.8
October ........................ 145.3 140 140.8 141.5
November-........................... 146.1 140 142.9 1426 147.0 141.0 142.0i 152.5 157.2
December-........................... 146.9 1401 1 141.6 142.2

1977:
January............................... 149.0 141 143.3 143.6 147.84.0 145. 157.5
February......................... ... 150.5 141 1 143.0 143
March...............................150.9 142 143.4 1
April............................... .152.7 143147.03147.8315.1 143.6 143.6
May.---------------------------------- 154.4 144 143.7 143.6 155.2 159.2June ................................. 15. 2 145 ' 4. 4.81 145.1 145.11

July.................................2155.2 147 146.8 147.3k
August................... ........... '"157.1 149 149.9 14.9 154.2 148.2 149.1 159.5 163.4
September-............................ 158.4 150 2151.5155.151.4 151.0
October.............................. 157.9 150 154.4 152.8
November .......................... .159.7 151 153.2 152.5 157.5 153.0 151.9
December ............................ 513.3 152.5



Bureau of theCensus now Ioody-Whitmu 04 system telephone l&
Fadwf Highway t-family publi utility "A"e004e and tleraph Ida
Administration houses ex- Com

r cluding cn- Bureau of Turner Con- Electric light Outside Commission
Period Structures Composite sus lot value Reclamation struction Co. Buildings and power Buildings plant pipeline

Annual averages

1972 ..................................... 100.0 100.0 100.0 100 100 100 100 100.0 100.0 100
1973 ................................97 3 -- 111.3 110.3 109.5 106 107 109 107 107.4 104.6 106
1974 ..................................... 152.6 146.0 120.8 119 124 132 127 123.0 120.5 126
1975 ..................................... 149.7 147.5 131.6 139 129 147 149 129.9 155
1976 ..................................... 140.5 144.2 141.1 149 132 150 15 147 141.1 163

Quarterly indexes Semiannual indet s Annual indexes

1976:
1st quarter ........................... 141.7 144. 9 136.2 146 1301 145 1531
2d quarter ............................ 144.5 145.0 140.0 147 131 147.7 141.1 163
3d quarter ............................ 134.9 144.0 142.6 150 133 ISO 159
4th quarter ........................... 142.5 145.0 146.8 152 133

1977:
1st quarter ........................... 147.7 146. 3 151.5 154 134 153 163
2d quarter ............................ 148 2 155.9 157.3 156 135
3d quarter ............................ 140.0 156.2 159.6 159 137
4th quarter ..................................................................... 161 139

' An implicit price deflator, computed by t Bureau of the Census, which is the ratio of the estimate
of total new construction put in pice in current dollars (seasonally adjusted) to the corresponding
estimate in 1967 dollars. In form, the index is a weighted harmonic mean of the deflators und for
various cateories of construction (and, hence. of th basic cost indexes which make up the
delo), which weights proportioate to the value-put-in-place estimates (seasonally adjusted) for

these cateories. Since this "implicit price defator" is in the form of a chang1ng Weight index, it
measure the combined result cf cost chan as well as monthly chain in tMe weights of diferet
types of construction in the current-dollar construction activity agM Lt Somrcm as stated.I Revised.
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TABLE E-I. SUPP. 1-DEPARTMENT OF COMMERCE COMPOSITE COST INDEXES: 1964-76

Annual Month
composite

Year index January February March April May June July August September October Novmber Decmbor

1964 ..................... 65.9 65.6 65.3 65.3 65.4 65.7 65.8 65.8 65.9 66.0 66.2 66.4 665
1965 ..................... 67.2 66.7 66.7 66.6 66.6 66.8 66.9 67.1 67.4 67.6 67.8 67.9 68.1
1966 ..................... 69.8 68.3 68.3 68.5 69.6 70.2 70.4 70.3 70.2 70.1 70.3 70.3 70.5
1967 ..................... 72.4 71.0 71.5 71.7 71.8 71.9 72.4 72.5 72-7 73.0 73.0 73.3 73.5
1968 .................... . 76.1 74.6 75.2 75.7 75.6 75.6 76.1 75.8 76.1 78.6 78.5 77.1 77.9
1969 -------------------- 82.7 79.4 80.7 81.7 81.8 82.2 82.2 83.2 83.5 84.2 84.2 84.3 84.2
1970 ..................... 88.3 85.4 8660 86.8 87.6 88.3 89.6 89.1 88.9 89.1 88.9 88.9 89.4
1971 ..................... 94.5 90.5 92.3 93.5 93.5 93.9 W.S 94.7 95.9 958 95.4 95.4 16.4
1972 ..................... 100.0 97.9 98. 4 98.8 98. 7 9& 9 99.1 9. 7 100.7 101.5 101.7 12. I 1. 5
1973 .................... 108. 4 102.9 104.2 104.9 106.7 107.3 107.7 108.8 110.4 Ill 3 111.4 111.5 111.6
1974 .................... 26.1 115. 2 !18.0 121.1 122.1 124.1 12.4 18. 9 130.5 132.1 131.3 130. 6 130. 5
1975 -------------------- 138 2 135.1 137.1 138.1 137.4 137.8 138. 0 138 2 138 2 139.7 139.0 139.1 139.8
1976 ..................... 143.5 140.4 140.3 140.6 141.7 142.7 143.6 143.9 144.4 144.5 145.3 146.1 146. 9



WAGE PRICE INDEXES FOR INDUSTRIAL MACHINERY

[OBTAINED FROM BUREAU OF LABOR STATISTICS

Annual

Year average January Feburary March April May June July August September October November December

Metal-forming machine tools

1967 ..................... 100.0 NA NA NA NA NA NA NA NA NA NA NA NA
1968 ..................... 104.1 NA NA NA NA NA NA MA NA NA NA NA NA
1969 ..................... 107.4 NA NA NA NA NA NA NA NA NA NA NA NA
1970 ..................... 115.6 113.6 113.6 113.6 112.7 116.3 116.3 11C.6 116.6 116.6 116.9 116.9 117.21971 .................... 123.1 117.2 120.6 120.6 120.6 124.1 124.8 124.8 124.8 124.8 124.9 126.9 125.5
1972 ..................... 125.3 123.6 124.0 124.9 124.9 124.8 124.9 125.0 125. 2 125. & 126.6 126.7 126.7
1973 .................... 133.0 126.7 127.5 130.0 131.8 132.7 133.3 133.3 133.3 135.3 136.8 137.1 138.1
1974 ..................... 161.7 142.4 143.1 147.6 151.4 155.6 156. 9 164.4 167.1 175.1 177.9 179.1 180.3
1975 ..................... 192.2 181.7 184.2 185.2 186. 2 187.5 192.7 193.6 193.6 194.4 201.8 202.3 202. 81976 .................... 212.9 206.2 206.6 207.4 208. 7 212.7 214.6 214.9 215.5 216 5 216.9 217.4 217.6
1977 ..................... 232.9 220.2 221.7 223.0 223.7 226.2 235.1 236.3 238.1 240.2 NA NA NA

Metal-cutting machine tools

1967 .................... 100.0 NA NA NA NA NA NA NA NA NA NA NA NA
1968 ..................... 103.0 NA NA NA NA NA NA NA NA NA NA NA NA
1969 ..................... 106.9 NA NA NA NA NA NA NA NA NA NA NA NA1970 ..................... 113.5 110.7 111.1 111.7 111.8 112.4 113.5 114.3 114.3 115.4 115.4 115.7 116.1
1971..................... 117.2 116.7 116.9 117.1 117.0 116.6 116.8 117.3 1180 117.6 117.6 117.6 117.7
1972 ..................... 120.2 117.9 118.5 118.8 119.4 120.1 120.3 120.6 121.0 121.4 121.4 121.4 121.51973 .................... 12& 2 123.1 124.1 125.0 126.6 127.7 128.1 128. 6 128.6 129.7 131.0 132.0 133.9
1974 ................... 152.0 136.3 137.9 140.5 143.4 148. 8 151.1 153.4 156.7 159.9 163.5 165.5 167.2
1975 ..................... 177.1 168.9 170.1 172.2 174.3 176.0 176.7 17&1 179.2 180.6 181.5 183.6 184.41976 ..................... lit. 185.6 186.0 187.2 189.1 190.0 190.7 191.3 192.0 192.7 193.9 195.6 197.6
1977 ..................... 206.2 19. 4 199.1 200.2 201.9 202.7 205.5 206.0 207.8 210.0 NA NA NA

a

NA-Not available.
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STATMUMT or AMMnAXz, G&wrIxos ( z .
Mr. Chairman and members of the Oommittee, my name Is Paul H. Own

and I am Assistant General Counsel and Assistant Secretary of American Greet-
ings Corporation. American Greetings Corporation is a publicly-held corporation
principally engaged In the manufacture and sale of greeting cards, gift wrap-
pings and display fixtures. I am appearing today for American Greetings to urge
this Committee to increase the tax exempt limits on the issue amounts of small
issue industrial development bonds from $5,000,000 to $15,000,000, subject to the
so-called capital expenditures limitation. American Greetings also seeks an In-
crease of the present $1,000,000 exempt limit, which Is not subject to the cap-
ital expenditures limitation, to $3,000,000. The $1,000,000 limit is often referred
to as the "clean" limit, and I will use that shorthand term here.

Small issue industrial development bonds, or "small issue IDB's," are bonds
issued by states or municipalities for the purpose of acquiring or building in-
dustrial or commercial facilities The bond Issuers lease or sell these facilities
to private companies at a price sufficient to amortize and pay debt service on
the bonds. Under present section 103(b) (6) of the Internal Revenue Code, in-
terest on these bonds is exempt from federal income tax if the face amount of
the total bond issue of which a particular IDB forms a part does not exceed
$5 million, Including certain "capital expenditures" made during a six-year
period. That is, the $5,000,000 exempt amount includes not only the face amount
of the bond issue, but also the amount of any capital expenditures the user of
the IDB-financed facility may make with respect to that facility or other facili-
ties in the same vicinity during a six-year period beginning three years before
the bond issue date and ending three-years thereafter. As a result of this so-
called "capital expenditures limitation," IDB's cannot, as a practical matter,
be issued in the full amount of the $5,000,000 exempt limit. IDB's issued as a
part of a bond issue having an aggregate face amount not in excess of the
"clean" $1,000,000 limit qualify for tax exemption without regard to the capital
expenditures limitation.

During the past-17 years, American Greetings has used the proceeds of
numerous issues of tax-exempt small issue industrial development bonds to build
new plants, expand existing plants and to acquire addit!onal machinery and
equipment. American Greetings first used the proceeds of an IDB issue to fi-
nance a new plant in Osceola, Arkansas, in 1960. Since that time, American
Greetings has financed 11 more new plants with small issue IDB proceeds. In
all instances, the plant site location selected was determined by a very careful
analysis of the labor supply available. These were areas wherein the basic em-
ployment opportunities were agriculture or agriculturally oriented. The locations
had seen a steady exodus of their young people to the larger cities due to the
lack of job opportunities. In all instances, th!s trend was reversed with the
introduction of a new Industrial facility. The U.S. Department of Commerce
has estimated that the creation of 100 industrial jobs creates 65 additional serv-
ice jobs. Thus, the impact of an industrial facility employing three to four
hundred people can be quite dramatic to a small community and the labor force
area surrounding It.

The availability of industrial development bonds is of prime importance to
companies in the creation of new jobs. A publication entitled "Statistical Ab-
stract of Long-Term Municipal Bond Dollar Volume-Jan. 1970-Sept. 1976" pre-
pared for the American Industrial Development Council, Inc., by James-G. Belch
indicates that the net public indirect cost of each job created by an industrial
development bond in 1975 was only $3,727. In the case of American Greetings,
total domestic employment in 1960 was 2.622. At the end of 1977, domestic em-
ployment was 12.780-an increase of 10,158 Jobs. All space expansion was financed
through $4l,9W0,000 of industrial development bonds. If we assume that the aver-
age taxable interest that would have been paid was 7.5 percent and the bonds
were lsued in an even progression so as to have an average amount outstanding
of $20,900,000 for the 17 years and with a tax rate of 50 percent (20,900,000xlTx
.075x.5) the net public indirect cost of each of the 10,158 jobs created was $1,-
311.65. Compare th!s to previously proposed direct federally subsidized job pro-
grams coating 5-billion dollars to create 130,000 Jobs, or $38,461.54 per job.

In addition to these direct benefits afforded by small issue IDB's, the bonds
have incidentally benefited their municipal issuers by involving them in the proc-
ess of industrial development In their respective communities. The availability of
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IDB financing has served to focus the attention of community leaders on the
factors to be considered in planning the industrial development of the communi-
ties, and has provided a vehicle for community participation in and control of
the industrial development process. Many communities have been encouraged by
the prospect of issuing IDB's to set up local industrial development commissions
that not only plan and carry out the issuance of IDB's but also generally direct
the industrial development of the communities. In this way. IDB financing has
resulted in a more effective and environmentally compatible development of in-
dustrial areas in the ishutng municipalities.

In recent years American Greetings has noted a marked decline in the useful-
ness of small issue IDB's due to the combined effects of inflation and the capital
expenditures limitation. We have also noted the development of a groundswell
of support in the corporate community in favor of legislative action to increase
the exempt 1DB limits to a useable level. American Greetings wholeheartedly
concurs in this view.

Congress established the present $5,000,000 and $1.000,000 limits in 1968. Ac-
cording to every available construction cost Index, costs of commercial and fif-
dustrial construction have more than doubled s!nce that time. The Engineering
News-Record index lists costs of building construction and general construction
in 1977 as 228.6 percent and 239.9 percent, respectively, of comparable costs in
1967. Moreover, the Wholesale Price Index lists a more than 200 percent increase
in the costs of machine tools since 1967. Using a rough average of these figures,
it is obvious that the present exempt limits on small issue IDB's should be at
least trebled to restore the incentive value of the bonds to the level contemplated
by Congress in 1968 and to maintain that level against the effects of inflation
for at least the next few years. American Greetings therefore urges the Congress
to increase the clean $1,000,000 limit to $3,000,000 and to increase the $5,000,000
limit subject to the capital expenditures rule to $15,000,000. Any lesser increase,
such as the increase from $5,000,000 to $10,000,000 that would be provided by
section 321 of H.R. 13511. of course would improve matters, but it could not ad-
Just for the post-1968 inflation and keep pace with rising costs of commercial
and industrial construction in the immediate future.

The limit increase that we propose will benefit the nation as it benefits indus-
try by facilitating capital formation and stimulating capital investment. Students
and critics of this nation's economy agree that a nationwide expansion of pro-
ductive capacity is sorely needed. According to a study prepared by the Con-
gress!onal Budget Office in August, 1976, entitled Sustaining a Balanced Expan-
sion, the growth rate in the amount of private plant and equipment (excluding
pollution control investments) in the United States declined from 4.3 percent per
year in the period 196,5-70 to 3.3 per cent per year in 1970-75. The rate was ex-
pected to decline further to 2.5 per cent per year in the period 1975-77. During
the recent hearings that the Ways and Means Committee held on the Admlnistra-
tion's tax reform proposals, representatives of private industry and IDB issuers
presented abundant and well-documented testimony to the effect that small issue
IDB's can effectively stimulate investment and jot creation. Congress should
seize this opportunity to restore this investment incentive to its original strength.

Finally, American Greetings wishes to remind the Committee, as it considers
the revenue impact of our proposal, that IDB-financed facilities generate Federal
revenues in the form of income and FICA taxes on the wages of workers em-
ployed in the IDB-financed facilities and, to the extent that a corporation Incurs
a lower interest expense on borrowed capital as a result of the exempt status
of IDB interest, additional amounts of federal income tax will be paid by the
corporation itself. A recent statistical study by Drs. John A. Andrews and Dennis
R. Murphy of Emory University. entitled "The Interest Tax-Exemption on In-
dustrial Development Bonds: The Cost to the United States Treasury," illus-
trates this point. In that study, which was published by the American Indus-
trial Development Council. the authors demonstrate that these IDB-generated
taxes serve to offset the aniount of foregone Federal income tax on the IDB
interest and will, in many cases, yield a net tax benefit to the Federal Treasury.
The Committee should also note that the IDB-financed projects generate addi-
tional state tax revenues as well.

For all the reasons stated, American Greetings respectfully requests this
Committee to increase the clean limit on exempt small issue industrial develop-
ment bonds to $3,000,000 and to increase the limit subject to the capital expendi-
tures rule to $15.000.000. Enactment of this pronosal will stimulate the economy
by encouraging investment and creating new jobs, and will generate increased
tax revenues for the federal and state governments.
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STATEMENT OF SOUTHWIRE CO., CARROLLTON, GA.

Mr. Chairman and honorable members of he Senate Finance Committee, I
wish to thank you for the opportunity to submit this statement to the Committee
concerning "small issue" Industrial Development Bonds ("IDBs") as governed
by 1 103(b) of the Internal Revenue Code and the vital role they can play In
our Nation's economy. We believe this is a matter that deserves your careful
consideration in connection with your deliberations concerning new tax legisla-
tion.

My name is James Stone, and I am the Manager, Planning and Venture
Analysis of Southwire Company. By way of introduction, I would like to give
you some background information concerning Southwire. Southwlre is head-
quartered in Carrollton, Georgia, about 50 miles west of Atlanta. We organized
Southwire in 1950 with $80,000 of capital investment and it has grown over the
years, through the application of hard work, ingenuity, advanced technology
and superior service to its customers, to an operating sales level in excess of
$515 million in 1977.

We have'built and acquired manufacturing facilities in Kentucky, Arkansas,
Connecticut, New Jersey and Illinois as well as in Georgia. We have traditionally
placed our plants in areas lacking industrial capacity. As a result, our presence
has always contributed to greater economic well-being and the development
of new jobs. In the past, IDB financing contributed greatly to this successful
growth program.

We have had to curtail our growth in recent years, however, as well as many,
if not all, of our plans for further expansion in the United States due to
the scarcity of capital funds. This scarcity has resulted in part from the In-
adequacy of the Industrial Development Bond program, and that inadequacy
has come about due to the restrictions that were placed on Industrial Develop-
ment Bond financing in 1968 which I will discuss in greater detail below. I
might insert parenthetically here that although our company has a good earnings
record, we have yet to pay the first dividend to our common shareholders. All
of our profits for 27 years have been plowed back into further growth.

We have always experienced great difficulty In finding adequate capital to
finance the expansion of our operations. While our growth over the past 27
years, as outlined above, is a dramatic example of what the American dream
can be, we are relatively small in our industry. Our major competitors are
industrial giants such as Alcoa, Kaiser, Reynolds Aluminum and Anaconda. We
are In a constant battle for survival with those companies. It Is my belief that
competition is the lifeblood of our Nation's development as the leading civiliza-
tion in the world, and the ability of small companies such as ours to compete
must not be smothered. That ability to compete is diminishing every day
though-as is the likelihood of new entrants into all industrial- markets-be-
cause smaller companies have such great difficulty in obtaining capital. South-
wire, and all companies similarly situated or smaller, are at a tremendous com-
petitive disadvantage in obtaining money for capital expansion. The industrial
giants have ready access to, and great influence in, Wall Street and the other
major money markets of the world. Consequently, they can obtain money at sub-
stantially lower interest rates than those available to smaller companies when,
or if. money is available to the small companies and businesses at all.

That is a point I wish to emphasize. Over recent years, there have been many
times when money for investment in capital expansion was unavailable to us, and
other companies such as ours, at any interest rate, despite our excellent record.
Consequently, we have been forced many times to pass up attractive opportunities
for expansion--expansion that would have meant more jobs for American citi-
zens. and a strengthening of a vigorous. imsmgnntive small comnptltar. This trend
cannot be allowed to continue if this Country is to retain its position of leader-
ship in the world.

The financial tool we used most successfully in finding funds for capital ex-
pansion at Southwire until recently was the Industrial Development Bond. It
enabled us, first to gain access to a broader money market that otherwise would
have been unavailable to us and second, to obtain money at an Interest rate
more nearly equivalent to that available to the much larger companies with
which we compete. Many of our facilities In Georgia and all of our facilities in
Illinois, Arkansas and Kentucky would not have been possible without Indus-
trial Development Bond financing. The Industrial Development Bond Is no longer
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helpful to us in acquiring and building new productive facilities, through, be-
cause of the high rate of inflation we have experienced in this Country and
because of the impact of certain restrictions on the use of "small issue" IDBs
that were imposed in 1968.
Present law governing the nse of "smal isue" industrial development bonds

Under 1 108 of the Internal Revenue Code of 1954, as amended (the "Code"),
interest on state and local government obligations is generally excluded from
gross Income for tax purposes. Obligations enjoying this tax exemption can be
sold for relatively lower interest rates than can obligations the interest on which
is taxable. For a number of years, states and municipalities, where permitted
by local laws, could issue tax-exempt bonds to acquire or build industrial facili-
ties which they in turn leased or sold to private enterprise at a price sufficient to
amortize and pay debt service on the bonds. Effectively, these private enterprises
were thereby able to finance expansion at the lower interest cost of the states
and municipalities. This form of financing also gave many businesses access to
money markets that otherwise would have been unavailable to them. In those
instances where states and municipalities found it appropriate to provide finan-
cial assistance to businesses in this manner, that assistance proved to be an
effective incentive to industrial and economic expansion. Congress, however, Im-
posed severe restrictions on this type of municipal financial assistance in 1968
with the adoption of what is now 1 108(b) of the Code.

Under I 108(b), these municipal obligations issued to assist industry are
called "industrial development bonds" (sometimes referred to as IDBs), and
the exemption from taxation for interest on IDBs is now prohibited, with certain
exceptions. One of those exceptions is the "small issue" IDB. Congress provided
that the interest on IDBs would eontlnue to enjoy the tax-exemption if the size
of -the bond issue were limited to $1,000,000 (hence the name "small issue" IDB).

This limitation was l'assed after the promulgation of proposed Treasury De-
partment Regulations in March 1968 which would have eliminated the tax-
exempt status for interest on all IDBs. The Treasury's proposed regulations were
intended to correct what Treasury officials deemed to be abuses in the use of
IDBs. Congress recognized, however, that, while some abuses may have existed,
IDB financing served a valuable purpose by providing communities an oppor-
tunity to improve their economic base through industrial development. Accord-
ingly, Congress adopted I 108(b) (6) to preserve the tax-exempt status of "small
issue" IDBs.

Upon further study during 1968, Congress determined that. the $1,000,000
limitation would not enable communities to use this method of financing as
effectively as had been intended. Consequently, in October 1968. Congress
amended 1 108(b) (6) to provide an alternative $5,000,000 limitation. If the
alternative limitation is chosen, though, the size of the bond issue plus certain
"capital expenditures" cannot exceed $5,000,000.
The permtted size of tao-evempt malll issue" industrial development bonds

must be isre oed
The $1,000,000 and $5,000,000 limitations imposed in 1968, in view of the value

of a 1968 dollar, were not at that time so restrictive as to destroy the incentive
that IDB's provided to industry for productive expansion. However, inflation
since 1968 has almost completely eroded the value and effectiveness of "small
issue" IDB's. According to every available construction cost index, costs of
commercial and Industrial construction have more than doubled since 1967.
The Engineering News-Record index lists costs of building construction and
general construction In 1977 as 228,6 percent and 239.9 percent, respectively,
of comparable costs In 1967. Additionally, the Wholesale Price Index lists a
more than 200 percent increase in the costs of machine tools since 1967.

At Southwire we have found that we can no longer construct or acquire a
worthwhile modern facility for $5,000,000 and we know that many other In-
dustrial concerns find themselves in the same situation Southwire has projects
planned currently which cannot proceed because we have been unsuccessful In
obtaining affordable financing. We could utilize IDB financing for some of those
projects under the existing limitations were it not for the erosion In the dollar
that has occurred due to inflation since the limitations were imposed. Therefore
It is essential that limits be Increased if for no reason other than the effect
of Inflation since 1968.
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However, there is another very good reason why the limits need to be In-
creased. Under I 103(b) (6) of the Code, "capital expenditures" made by or on
behalf of the primary user of the facilities being financed by IDB's, if such
expenditures are for plants located in the same municipality or county as the
bond-financed facility (even if they are not made in conjunction with that fa-
cility) are credited against the alternative $5,000,000 ceiling on the size of
"small issue" IDB's and thereby correspondingly reduce the amount of tax-
exempt bonds that may be issued. These expenditures include any expenditures
made during the six-year period beginning three years immediately preceding
the date of the bond issue.

For purposes of J 103(b) (6) of the Code, the term "capital expenditures"
includes any expend!tures properly chargeable to. the capital account of the
business on whose behalf the bonds were issued, even if such expenditures other-
wise could be expended. This would include such Items as research and develop-
ment, the purchase of equipment and machinery, the addition of new facilities
and other expenditures necessary for the growth of a business.

The most significant effect of the "capital expenditure" limitation is that,
as a practical matter, the limit on tax-exempt IDB financing has been closer
to $4,000,000 than $5,000,000. This is due in large part to the considerations
of marketing the bonds. Investors In tax-exempt bonds are not willing to take
the risk of buying a bond that Is part of an issue, the dollar amount of which is
too close to the upper limits of the exemption because the violation of the
$5,000,000 ceiling renders interest on the bonds taxable.

For example, if a facility costing $3,900,000 were financed through the use
of II)B's, and immediately thereafter the company that was the principal user
of the facility engaged in research costing $500,000 and purchased trucks, ma-
chinery and other equipment costing $600,000, no further "capital expenditures"
could be made by the enterprise during the three years Immediately following
the date of the bond issue even if sound business practice impelled such expendi-
tures.

Accordingly, we recommend that the limits be increased sufficiently to provide
for a cushion for the minimal "capital expenditures'" which will necessarily have
to be incurred within the three-year "capital expenditure" period that remains
after the bonds are issued. This would minimize investor fears that the "capital
expenditure" limit might be exceeded during the three years following the bonds'
issuance, thus, by law, triggering taxability of the interest paid on the IDB's
previously issued. Such taxability, in turn, usually requires the redemption of
the bonds at a substantial premium pursuant to the leases or loan agreements
and trust indentures we enter into with the purchasers of the bonds.

It is important to note that prohibited "capital expenditures" are not limited
to additional tax-exempt bond issues, but also include expenditures of money
which we might be able to borrow ourselves or which we might have available
in our own cash reserves. Businesses that find themselves suddenly in a fast
growth situation are prevented from spending their own money to grow and
further stimulate the public benefits which the IDB financing is supposed to
bring about in the first place.

CONCLUSION

The expanded use of industrial development bond financing will increase
rather than reduce, the money coming into the Federal coffers through an in-
crease in individual income taxes. The industrial plant expansions redound to
the benefit of the States as well as the Federal government, resulting in better
schools, better roads, and generally improved municipal services which in turn
create more job-producing businesses. As an example, I would like to cite briefly
some, statistics relating to Hancock County, Kentucky, where Harvey Aluminum
(now Martin-Marietta), National-Southwire Aluminum and Southwire Com-
pany were able to use industrial development bonds in the aggregate amount of
approximately $190,000,000 to build industrial facilities before the 1968 limita-
tions were placed on industrial development bonds. While County population was
increasing 33 percent from 1960 to 1970, manufacturing employment increased 875
percent, the annual industrial payroll In terms of dollars increased 794 percent
from 1967 to 1974, property tax assessment increased 110 percent from 1967 to
1974, and total tax collections increased 391 percent from 1967 to 1974.

Every 100 new industrial jobs create at least 65 additional service jobs, accord-
ing to U.S. Chamber of Commerce statistics. Consequently, it would be pure folly
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to consider only the fact that industrial development bonds do not directly pro-
duce taxable income. They produce significantly expanded Federal tax receipts
through the additional jobs that result from industrial development bond-financed
facilities. Additionally, we must consider all the other benefits that our Country
will enjoy as a result of increased production and employment which cannot be
measured in mere dollars.

Therefore, Southwire believes it necessary and beneficial to the country to re-
store the incentive value of "small issue" Industrial Development Bonds. The
House Ways and Means Committee considered this matter and agreed that some
change was needed. It proposed to increase from $5,000,000 to $10,000,000 the
limit on the size of "small issue" IDB's which are subject to the capital expendi-
ture limitation. The full House recently considered the tax bill of which this
provision was a part, and approved it.

We and many others testified before the Ways and Means Committee in favor
of raising the limit on the size of "small issue" IDB's to $10,000,000 and remov-
ing the restrictive capital expenditure limitation. Many people apparently be-
lieve that the capital expenditure limitation serves a beneficial purpose in re-
stricting the use of IDB financing to projects having the greatest economic jus-
tification. Accordingly, the Ways and Means Committee and the House did notremove that restriction. So long as that restriction remains in place, however,
inflation since 1968 and projections for continued inflation dictate that the
limits on the size of "small issue IDB's subject to the capital expenditures restric-
tion and those not subject to the restriction must be raised by well over 100 per-
cent to restore and preserve, for at least a few years, the incentive to expansion
of productive capacity and increased capital formation provided by "small issue"
IDB's at the level intended by Congress when the limitations were imposed in
1968.

RECOMMENDATIONS
Southwire believes it Is essential that the limit on the "small issue" IDB's

subject to the capital expenditure limitation be increased from $5,000,000 to $15,-
000,000 and that the maximum limit on those bonds that are not subject to the
capital expenditure limitation be increased from $1,000,000 to $3,000,000. Only
through such increases can the "small issue" Industrial Development Bond re-
gain its value as an important capital formation tool to the small to medium
size, growth oriented firm.

STATEMENT OF THOMAS E. BUNDY oN BEHALF OF THE AMmuscAN INDUSTurAL
DEVEwPM ENT COUNCIL

My name is Thomas E. Bundy. This statement Is made on behalf of the Amer-
ican Industrial Development Counril. an association of professional industrial
developers from all states in the U.S. The daily work of these people is to create
new employment in their various cities, counties, regions and states through
industrial and economic expansion.

A tool that these developers have been using with growing succeqa is the
industrial development revenue bond. or IDRB, as it is commonly called. This
form of industrial facility financing has produced over 40,000 new jobs annually
over the past several years. We invite the members of this Committee to check
with the industrial development agency in their own states as to the use of
IDRB's. You will be pleased at the report given to you.

It has been charged that this program produces revenue loss to the Federal
Treasury. When one thinks about the new taxes generated from 40,000 new
Jobs and from the corporate return of $500.000,000 of new investment each
year, this argument proves to be not valid. The American Industrial Develop-
ment Council has published a recent study provln, conclusively that the Treas-
ury does not lose tax revenue from this program, but actually gains. We
would be glad to provide copies to all interested parties.

Users of IDRB's !.now that the resulting new jobs, new investment and new
tax revenues would be even greater if the program was not suffering under
severe limitations. Areas and states using this program need legislative relief
immediately in order to permit IDRB's to reach their full potential in the crea-
tion of new jobs and new capital formation. The program works, but is being
stifled by outdated dollar limits and the pressures of growing inflation.

Since the IRS Code is rather broad in its definition of IDRB's In various cate-
gories, it is well to identify exactly the category under which development
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agencies are having the most difficulty. Under Section 108(b) (6) of the Code,
tax exemption of interest is provided to "Certain Small Issues". This provision
accounts for only 1% of all municipal bonds issued, so it is no threat to other
necessary forms of municipal financing. This is the section we work with to
provide new Jobs in our communities. A "Small Issue" t defined as one under
$1,000,000. You will recognize that $1,000,000 does not go very far in building and
equipping a manufacturing plant these days.

However, this Section permits a community to elect use of a provision allowing
an issue to rise to $5,000,000. But, this issue would then be subject to a very
restrictive capital expenditures rule. This is a very complex restriction, but Its
effect is to prevent a company from even spending its own funds for additional
capital expansion, if the five million ceiling is used. This rule can bring about
a virtual "freeze" on expansion in a given municipality.

Developers have been against this rule from Its inception. It is self-defeating
and without justification whatsoever. It does not control the program, it crip-
ples it. We would like to see it removed from the Code completely.

But, we realize the Senate has many issues to examine in designing a tax
bill this year. There is insufficient time now to consider thoroughly this very
technical and complex rule.

The main thrust of our appeal today is to seek relief from the drastic effects
of inflation on the IDRB program. This legislative relief will keep our Job-
producing programs going until the proper time for a complete review of the
subject in the future.

The one million and five million ceilings were put into the Code by Congress
in 1968 In response to well recognized abuses. Responsible economic developers
across the country have always accepted the principle that realistic ceilings
are necessary to prevent abuses in programs to build new plants with IDRB's.
The "one" and the "five" seemed reasonable at the time.

However, the past ten years have seen construction and equipment costs
rise nearly 250 percent. An examination of all the accepted construction cost
indices verifies this increase. All indications point towards continuation of this
trend with plant costs tripling over 1968 figures in the very near future.

A simple and logical action would be to triple the present ceilings in the Code
because of past and expected cost increases. This is what we advocate as an
immediate solution to the problem. We are convinced this action would mean
revitalization of a proven program that now faces possible extinction.

Section 321 of the recently passed House tax bill, H.R. 18511, goes a long way
towards solving the situation. It raises the existing five million limit to ten
million. We consider this an absolute minimum to keep the IDRB program alive

But Section 321 does not meet the expected cost increases in the next few
years, nor does it address at all, the problem of only a $1,000,000 ceiling free
from the capital expenditures rule. The infiationqry formula should be applied to
this ceiling also.

Therefore, we urge this Committee to increase the $10,000,000 limit In Section
321 to $15,000.000 and to add a provision that will increase the $1,000,000 limit
on certain small issues to $3,000,000.

Then, the nearly 5.000 Industrial development agencies across the-country will
do their part by creating more new jobs under this provision.

STATEMENT OF HERSCHEL H. FRIDAY ON BEHALF OF THE MARMON GIOUP OF
CHICAOo, ILL

I am Herschel H. Friday, partner in the law firm of Friday, Eldredge and
Clark, Uittle Rock, Arkansas. I would like to give the following presentation
on behalf of The Marmon Group of Chicago, Illinois.

The_ Marmon Group comprises autonomously operated units that make and
market consumer, automotive, industrial and building products; manufacture
mining, transportation, institutional and agricultural equipment; refine, process
and market metals; fabricate metal components for consumer and industrial
products; mine. prepare. transport and sell coal : and perform related services.
We have relied to a great extent upon industrial development revenue bond
financing for our expansion needs. Since 1957 when our first expansion occurred
in Jonesboro, Arkansas, the several companies within the Group have utilized
this medium of financing a total of thirty-two times. Of those companies which
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are now in full production, a total of 2.800 Jobs have been provided, present
annual payroll exceeds $126;500,000, with gross annual sales of $187,000,000,
all being directly attributable to industrial development revenue bond financing.
In addition, the Group has had approved another $16 million in-industrial de-
velopment revenue bond monies for nine others.

As you may know, small issue IDBs are bonds issued by state and munici-
palities for the purpose of acquiring or building industrial or commercial facili-
ties for subsequent lease or sale to private companies at a price sufficient to
amortize and pay debt service on bonds. The tax exemption afforded these bonds
has provided an effective incentive in the past for industrial and commercial
expansion by reducing the interest cost of borrowed "seed money" and, conse-
quently, has encouraged the creation of new jobs.

Limitations were set In 1968 of $1 million for IDBs not subject to the capital
expenditure limitations and $5 million maximum capital expenditures limitation.
For a number of years, we were able to build new facilities, acquire machinery
and equipment and expand existing factories within these limitations. Construc-
tion and capital equipment expenditures have increased substantially, however
since 1968, and we have either chosen not to expand or have delayed expansion
or capitalization of facilities because capital costs have Increased substantially
since 1968 and it is difficult for us to utilize IDB financing because of the $5
million capital expenditure limitation.

Although we would undoubtedly have expanded our operations and increased
sales over earlier years without IDB financing such expansions and increases
certainly would not have been as extensive. Many of our expansions have re-
suited from being landlocked in a location or being an out-dated facility. With
the relatively attractive financing available from IDBs we have built new fac-
tories or modernized existing ones. The alternative without such financing would
have been to allow these facilities to atrophy. We have found also that once
available employment has peaked in an area, we have chosen to expand by
building a facility elsewhere where unemployment is high and communities are
looking for industry.

It has been our experience that industrial development revenue bond financing
in its present form is a proven method and permits expedient expansion. The
results are consistent, financing is readily available, and with company guar-
antees, the risk to governmental authorities is slight.

As one example of the results of such financing, for one of our recent bond
issues, a site was located, an inducement resolution was obtained from an
Authority formed for that purpose, and funds were received a total of twenty-
six days after the date of the inducement resolution. The new facility was con-
structed during the winter months in the Midwest, and went into production
within four months of the resolution. That facility within three years is employ-
ing 200 people In a community which was actively seeking employment for its
citizens.

We urge that interest on Industrial development revenue bonds issued for
pollution control and industrial parks keep their tax-exempt status. We strongly
oppose the proposed limitation on use of "small issue" bonds, to "economically
distressed areas". We have seen no definition of such terms and a narrow defini-
tion of "economically distressed areas" will be of little benefit regardless of the
proposed increase in the ceiling on small issue bonds. Such a definition would
limit -their use to large urban areas only and we believe that, with our own
experience in small towns and rural areas being highly successful ond mutually
beneficial, limitations like the ones originally proposed under the Tax Program
would severly hinder companies like ourselves which rely heavily on industrial
development revenue bonds.

Next let me call Mr. Jack Allen, president, Independent Petroleum
Association of America.

STATEMENT OF JACK ALLEN, PRESIDENT, INDEPENDENT
PETROLEUM ASSOCIATION OF AMERICA

Mr. ALLEX. Thank you very much Mr. Chairman.
We have filed our statement, and I will summarize it, if I may.



911

I am appearing today on behalf of the Independent Petroleum Asso-
ciation of America, and also on behalf of 19 unaffiliated State and
regional associations which join us in the comments.

In order to place in proper perspective our comments, it is necessary
to establish a few basic facts which are too frequently overlooked.

In the mid-1950's there were about 20,000 independent explorer-
producers active in the United States. By 1971, 10,000 of these small
businesses had merged out, sold out, or otherwise got out of business.
Som-' of them have gone broke. The competitive viability of inde-
pemo(,nt producers has suffered primarily as a result of-

k1) energy prices held artificially low by the Federal Govern-
ment; and

(2) counterproductive tax policies of the Federal Government.
The. CIKAMMA.,. I have read your statement. Could I just take your

statement, and interrogate you on it, because I want to ask you ques-
tions on some points that cause specific problems.

If we do what you are asking here with regard to the intangible drill-
ing expenses. and with regard to the 65 percent tax income limitation
on percentage depletion. I can se the possibility that this will be
flagged by Treasury next year. in the report. on income tax returns.
and instead of 22 people paying no income tax, there would be 200
people who pay no income tax and quite a few members of your asso-
ciation would be in that group.

Do you really think that. we ought to pass something that is going
to cause the demagogues in this country to zero-in on your industry,
and on everybody in the oil and gas industry, as a bunch of millionaires
who pay no taxes; or do you have an alternative proposal to make.
that guarantees that they do pay some reasonable amount?

Mr. ALLEN. We are not trying to get out of paying taxes. We are
trying to attract capital that will keel) us froin losing our investors.
Senator. I think the proposals we have made here will keep and en-
able us to attract investment capital which we sorely need. We need far
more than we have been spending for the past 6 years. We need about
three times as much.

The CA,1RMrAN. I appreciate that, sir. But I think that those people
ought to pay at least 10 percent of what they are making.

If you speak in terms of how a banker would analyze a profit and
loss statement. he would look at the percentage depletion. and the in-
tangible drilling expenses, and lie would say: "After all, that money
has not been wasted. It has gone into this business. I know that for
the purpose of his shareholders. he is making money." He would do
the same thing, and if we capitalized that, here is what the profit
would be.

In other words, he would not report to his shareholders that there
are no profits. therefore, they would be paying no taxes, in the same
way that we would report to the Treasury. What I am saying is, do you
think that we ought to fix this thing up so your members, instead of
paying nothing or having the Government owing them money, they
will be paying something.

I think" that they ought to pay 10 or 15 percent of what their eco-
nomic income is in taxes.

33-00 0 - 78 - 13
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Mr. ALLEx. I think they would. I don't think that you can get out
of taxation altogether. We are not suggesting that, or seeking that. We
are trying to get it where we can attract capital that we are going to
need.

The CHAIRMAN. I have never seen an oil man who would not go after
oil or gas just because he had to pay a 10 or 15 percent effective tax
rate.

While I have been regarded as a spokesman for your industry, from
time to time, especially by those that do not like you, I would be the
first to say, and I was once in the business myself-that is where most
of my income comes from, oil and gas. It seems to me that we ought to
-see to it that everylody who is making substantial income in that busi-
ness is paying out at least some reasonable amount of taxes, to protect
the image of the industry itself, otherwise you will be in for some bad
time.

Mr. ALLE-N. We don't quarrel with that, Senator. That is not the
thrust of what we are trying to get over today. We are really trying
to say that we have to have some encouragement in the form of capital
necessary to conduct the increased drilling over the next 10 years that
is going to be necessary for us to make a (lent in the domestic supply
problem.

The CHAIRMAN. I want to help you, but I want you to make it easy
for me. Let me make this suggestion. Have your people get a copy of
this "High Income Tax Returns--1975 and 1976," and study this chart
where it shows what percentage of the people pay less than 5 percent of
their income in taxes, and what percentage paid less than 10 percent,
and so on.

Get your people to study that, to help us put together a program
that will help meet your problem. and also will insure that the dema-
gogues. who would say: "You made a lot of money, and you paid no
taxes." cannot defeat those, amendments.

Mr. ALx-.s. We will be glad to study it. and make all the comments
we can. It is not limited to people in the oil industry, and I think that
there are very few people. very few.

The CHAIRMAN. We had 2Q'nontaxpayers. and I don't think that any
Gf them were in the oil and gas business as far as I know, but they
may be.

Mr. Reginald Jones. who testified for the Business Roundtable talked
to me -ersonally before he took the wxitness 9tand up here, th.t while
testifying for what he thought was the right tax reduction as far as
the big bitsinevs is concerned, he would be the first to insist that we
ought to hive a minimum tax to assure that no wealthy person got by
without paying a reasonable amount of taxes. There is a man who
knows all about the tax laws, and he paid a substantial income tax. He
likes to josh me. and points out that he paid more than I did. But I am
not embarrassed to .y that from my own point of -iew, I am paying a
lot of taxes.

I think that we ought to try to see to it that while we provide all of
these incent.ives, we are not going to be looked upon by some people,
who have given the public a bad time about it, as getting by without
paying a fair share. I would hope that you would help me bring that
about.
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Mr. ALLEN'. We will. It is not our position, nor that of any of the as-
sociations with which I am familiar, to escape taxation. We are looking
at what we can (to to provide some capital to help solve this problem.
That is the thrust of our recommendations today.

Particularlly, I would like to call your attention to the need to change
the intangible drilling expense-for this year on a current basis. We
need that very badly, the independent producers, because we are losing
investors every day, and we are having to cancel projects this year, and
there is uncertainty next year. We need to solve that situation, and it
looks like the energy bill has us hostage, and we neeA to got it in the
tax reform bill in 1978.

The CIAIRMAN. It looks like the picture for the industry is improv-
ing. One of these days, I might, go back in the business. At one time,
I was in it, and then the situation got so bad that my family thought
thet it, was best. to get out of it..

It looks like with the price being what it is, and if you can find some
new oil. maybe one of these days, we will be able to make a decent
profit.' For the independent producers in Shreveport, La., things
are looking up a little bit, The price of new oil, if they can find it,
seems to be enough to justify taking a chance. Is that the impression
that you have gained around other areas?

Mr. ALLEN .. The price Ia) w encouraged people to buy back into it. The
taxation on IDC has discouraged people from making the investment.
That is what we are trying to address ourselves to. Today, it is the
independent producers who are hurt by this policy. We would hope,
if we could, to get some relief on the tax we pay on the intangible.

The CHAIRMAN. This has been worked out between the House and
Senate already. I think that this is going to happen. To coin a phrase,
I think you can depend on that. As for the rest of it, we will see what
we can do. We will try to help you, and we would like to.

Let me apologize at this point for the absence of my colleagues
They are out vot ing. I am missing a vote to be with you.

[The prepared statement of Mr. Allen follows:]

STATEMENT OF JACK M. ALLEN, PRESIDENT FOR INDEPENDENT PERrOLEUM
ASSOCIATION OF AMERICA

And on behalf of-
California Independent Producers Association.
Kansas Independent Oil and Gas Association.
Kentucky Oil and Gas Association.
Iiason Committee of Cooperating Oil and Gas Associations.
Louisiana Association of Independent Producers and Royalty Owners.
Michigan Oil and Gas Association.
North Texas Oil and Gas Association.
Oklahoma Independent Petroleum Association.
Pennsyllvania Oil, Gas and Minerals Association.
Permian Basin Petroleum Association.
National Stripper Well Association.
Illinois Oil and Gts Association.
Texas Independent Producers and Royalty Owners Association.
West Central Texas Oil and Gas Association.
Ohio Oil and Gas Association.
Independent Petroleum Association of Mountain States.
Panhandle Producers and Royalty Owners Association.
The Land and Royalty Owners of Louisiana.
Pennsylvania Grade Crude Oi Association.
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I am -lack M. Allen of Perryton, Texas, an independent oil and gas operator
currently serving as President of the Independent Petroleum Association of Amer-
ica (1IAA). The IPAA is a national organization of some 5.100 members whose
basic interest is in the exploration, development and production of crude oil and
natural gas in all producing areas of the United States. Most of our members are
independent operators who own their )usinesses personally. Some are publicly-
owned independents.

We are joined in these comments by the nineteen unaffiliated state and regional
oil and gas associations listed In the cover page. The combined membership of
these associations include's virtually all of the 10.000 to 12,000 independent oil
and gas producers in the United States.

In order to place in proper perspective our comments about the pending tax
prolxsals, it is necessary to establish a few basic facts which are all too fre-
quently overlooked.

In the mid-1950's there were about 20.000 Independent explorer-producers active
in the United States. By 1971 at least half of these-10,000 independent small
businessmen-had merged out, sold out or gone broke. The competitive viability
of independent producers has suffered primarily as a result of :

(1) Energy prices held artificially low by the federal government; and
(2) Counterproductive tax policies of the federal government.
While our domestic petroleum resources are enormous, the capital needed by the

industry to exploit these resources is equally large. All recent studies agree on
that point. A study by the Bankers Trust Company indicates that the entire
energy industry now accounts for about one-fifth of the capital market. In the
fifteen years between 1975 and 1900, Bankers Trust estimates that under a busi-
nes-as-usual scenario the pertoleum industry alone will need $300 billion in new
capital. These findings are similar to those of the Chase Manhattan Bank. They
have estimated that the petroleum industry will have to spend about $265 billion
in the decade from 1976 through 1985. (See attached chart titled "Expenditures
vs. Exploration and Development").

All authoritative studies, although they vary In magnitude, point in one direc-
tion. All indicate that we must immediately take those tax and pricing actions
necessary to generate the needed capital. OtherwiLe, this nation will continue to
grow increasingly dependent on insecure and high-cost supplies of foreign energy.
Unfortunately, the provisions of the Revenue Act of 1978 surely would not help;
they would not provide the needed exploration and development incentives, nor
would they help the industry generate the substantial sums of necessary capital.

It is clear that in order to reduce or eliminate our unhealthy dependence on for-
eign energy supplies, a favorable economic environment for investment In the
domestic petroleum industry must be provided.

The purpose of our presentation is to suggest changes to the Revenue Act of
1978 which are essential if domestic independent producers are to have an
opportunity to help meet the future needs of consumers for petroleum fuels. The
failure of this legislation to include the incentives needed to generate the neces-
sary investment capital for domestic petroleum exploration and development ac-
tivities will, in our view, limit the activities of independent producer-i and assure
declining domestic production and chronic shortages in the nearfuture.

Let's look for a moment at where we stand. During the first six months of 1978,
the United States consumed about three and one-half billion barrels of petroleum
products, of which about 42 percent came from high-cost, insecure foreign sources.
Just thirteen years ago the United States had the ability to produce more oil and
gas than we consumed. The United States produces less petroleum now than we
did before the Arab petroleum embargo; and we are now more dependent on the
embargo participants for our petroleum imports than we were before the embargo.

Domestic oil and natural gas constitute the cheapest energy source for United
States consumers. The composite price of domestic oil and natural gas (converted
to barrels of crude equivalent) is less than $6.50 per barrel. We now pay about
$15 per barrel for imported oil. Synthetic gas is currently available at some $18
or more per equivalent barrel Imported LNG from unreliable foreign sources is
available at prices in the order of magnitude" of $25 per equivalent barrel.

Why not unleash this potential of less costly domestic energy to the maximum
extent possible by:

(1) Providing tax incentives that will encourage capital formation; and
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(2) Removing the burdensome price controls on natural gas and oil so that
producers may devote their energies to exploration and development rather than
in regulatory red tape.

There appears to be no disagreement about the need for incentives to develop
alternatives to conventional oil and natural gas supplies. What does seem to be
overlooked is that at least for the next several decades oil and gas will continue
to be our primary energy sources.

Crude oil and natural gas presently supply some 75 percent of our energy.
For the next several years, we will become increasingly more dependent on in-
secure foreign oil unless we have a vigorous, healthy and expanding domestic
petroleum industry. Instead of being encouraged by sound, consistent federal tax
and pricing policies, oil and gas producers have been confronted with the
following:

(1) 1914 to the present--continued price controls on natural gas keeping prices
artificially low;

(2) October 9, 1969-percentage depletion cut from 271/1 percent to 22 percent;
(3) April 30. 1974-General price controls terminated, but continued on crude

oil and natural gas;
(4) Mar-rh 29, 1975--enactment by Congress of Tax Reduction Act of 1975, sub-

stantially repealing percentage depletion for about 85 percent of domestic oil
and gas. This longstanding tax policy has been left intact for some 100 other
extractive industries;

(5) February 1, 1976-rollback of approximately $1.50 per barrel for new
crude oil;

(6) September 16, 1976--enactment by Congress of Tax Reform Act of 1976,
retroactively imposing punitive tax on cash expenditures (IDC)-not on income
of independent oil and gas producers;

(7) July 1, 1976--imposition of a price freeze on all domestic crude oil;-
(8) December 31, 1976--a rollback of 20 cents per barrel for new domestic

crude oil and continuation of existing price freeze on crude oil;
(9) February 1, 1977-a retroactive doubling of rental fees on most oil and gas

leases on federal onshore lands;
(10) March 1, 1977-a rollback in United States crude oil prices of 45 cents

per barrel on new oil;
(11) April 27, 1977-I.suance of Revenue Ruling 77--176, reversing policy

followed by producers and the IRS for over 30 years concerning treatment of
"farmout well" transaction;

(12) August 1, 1977--Continuation of freeze on crude oil prices;
(13) September 1, 1977-Resumption of crude oil price increases but at levels

less than permitted by law and less than previously promised by government
spokesmen;

(14) Through June 1978 producers have been denied about $2.3 billion in
revenues that they ought to receive under existing crude oil price control
statutes.

The combined impact of these actions on domestic oil and gas producers is to
remove many billions of dollars which otherwise would be available for addi-
tional exploration and drilling. This abbreviated listing should dispel amy doubt
as to why our domestic oil and gas production is declining and why we grow ever
more dependent on insecure foreign oil. The 10,000 independent producers and
explorers who drill most of the wells should be making a maximum effort In de-
veloping new supplies. But they cannot because of the counterproductive effect
of adverse government tax and pricing policies.

l'rofessional geologists nationwide agree that vast (ijuntities of natural gas and
crude oil remain to be produced in this country. In 1967, the National Petroleum
Council, at the request of the Department of Interior, began a study of future
petroleum provinces of the United States. The results of the coordinated study,
in which dozens of the nation's most prominent geologists participated, was pub-
lished in two volumes in 1971. Over 3,000,000 square miles of basinal area in the
United States were identified as having sediments prospective for oil and gas.
This compares with only 50,000 square miles of which oil and gas production
exists, or has existed to date-less than 2 percent of the prospective area, and
most of that is relatively shallow. With the nation being called on to attack our
energy shortages with the "moral equivalent of war," it seems highly inconsistent
that we should also be told to turn our backs on 98 percent of the prospective oil
and gas sediments.
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The 1975 United States Geological Survey study is consistent with the majority
of other resource base studies and is considered realistic by many. The U.S.G.S.
estimate of potential conventional natural gas and oil resources are shown in the
attached chart "U.S. Petroleum Resource Base." The proved and potential gas
supplies in this evaluation amount to a 55-year supply at the 1976 production rate.
Another ten years' potential exists in "currently sub-economic" resources that
U.S.G.S. believes will become available with improved technology and/or
economics.

These estimates do not include potential natural gas volumes from tight shales
and sands in both the Western and Eastern United States, geopressurized res-
ervoirs on the Texas-Louisiana Gulf Coast, or in seiments below water depths
of 600 feet. Obviously, development of techniques which would bring these
tremendous potentials into production would extend our access to natural gas
not by Just decades, but by more than a century.

TPAA firmly believes that the solution to our dependence on foreign crude oil
is to unleash private enterprise. The United States has the potential petroleum
resources; and with the proper economic environment, the petroleum industry
can produce the needed petroleum supplies.

While alternative sources of energy will be able to assume a greater share of
our energy burden in the years to come, crude oil and natural gas will continue
to provide the bulk of our energy requirement. The only real question remaining
is whether crude oil and natural gas will b developed from-our domestic
resource base or whether we will allow ourselves to become increasingly depend-
ent on foreign nations for our energy lifeblood. The attendant balance of pay-
ment problems and the precarious national security situation make It clear that
U.S. consumers should rely on U.S. producers, not foreign countries, for their
energy supplies.

Recognizing that the alternative to domestically produced energy is imported
energy, it becomes evident that it Is economically efficient and prudent to
encourage the full development of our oil and gas resources. IPAA believes that
the Congress must provide a sound and reliable oil and gas taxation policy which
encourages capital formation-and spending l'y the domestic petroleum industry.
The Congress must correct past taxation policies which are now inhibiting
expenditures. Specifically Congress should:

(1) Eliminate for independent producers intangible drilling expenses as a tax
preference item subject to the minimum ta:. Such a tax is not a tax on Income,
but instead is a tax on expenditures.

(2) Repeal the 65 percent of taxable income limitations on percentage deple-
tion for Independent producers of crude oil and naturr.1 gas. This provision
discourages independent producers from maximizing their drilling expenditures.

(3) Halt the previously enacted phase-lown in the percentage depletion rate
and allowable volume. This would materially assist independent producers to
retain investment capital.

(4) Provide for expensing of geological and geophysical expenses rather than
requiring their capitalization.

(5) Enact an Energy Development Investment Tax Credit which would allow
a direct credit against federal income tax for expenditures which result in greater
domestic energy supplies.

In conclusion I would like to empltsize the urgent need to include in the
Revenue Act of 1978 a provision to eliminate IDC (intangible drilling expenses)
as a tax preference item.

We are now in the eighth month of the year, but, independent producers and
their investors do not yet know whether or not intangible drilling expenses will
be subject to the minimum tax. This is creating great uncertainty. It is delaying
and frustrating exploratory and devf lopment activity.

Since this corrective action has already been passed by both the House and
the Senate as a part of the Energy Program, it is urged that it be incorporated
in the pending bill.

We have the natural resources. knowledge and capacity to solve our energy
problem. What we lack are adequate incentives which the market place will
provide if unreasonable government interference Is removed. We therefore
restretfully request that positive incentives such as suggested herein be included
in this legislation.

Thank you Mr. Chairman.
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Tie ('nHIR,.X. We will have a recess at this point, and we will come
back at 1 o'clock.

[Whereupon, a short recess was taken.]
The CHA1RMA-N,. The committee will come to order.
Next we will hear from Mr. Jerry C. Connors, director, legislative

affairs, American Automobile Association.
Mr. ARcHER. Mr. Chairman, I am John Archer, the assistant di-

rector of legislative affairs. Unfortunately, Jerry Connors could not
make it today.

The CIIAIRMAN'. Very well.
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STATEMENT OF JOHN ARCHER, ASSISTANT DIRECTOR OF LEGIS-
LATIVE AFFAIRS, AMERICAN AUTOMOBILE ASSOCIATION

Mr. ARCIhE. AAA is pleased to have the opportunity to testify to-
day on H.R. 13511, and thereby represent almost 20 million members,
as well as motorists generally. Specifically, we are dismayed by sec-
tion 111 of H.R. 13511, which would repeal the Federal income tax
deduction for State and local taxes imposed on gasoline, diesel and
other motor fuels not used in business or investment activities.

As you are aware, the full House of Representatives never had the
opportunity to vote on the merits of the repeal of the gas tax deduction
since the rule granted the tax bill did not permit an amendment to
strike section 111. The same procedure was used when the House
passed its version of the Carter Energy package. A provision repeal-
ing the gas tax deduction was included by the Ways and Means Com-
mittee, but the full House was not permitted to vote on the issue be-
cause of a restrictive rule.

AAA does not imply any criticism of the House leadership by men-
tioning the lack of floor votes on the gas tax deduction. The size of
the House membership and the complexities of tax and energy legis-
lation probably precluded open rules on those two pieces of legisla-
tion. Rather, we mention the point solely to emphasize that passage
of those two bills does not imply full House endorsement of repeal
of the gas tax deduction.

Fortunately, the full Senate did consider the issue last year. After
your committee resisted attempts to include a provision repealing the
gas tax deduction in the Senate version of the energy bill, the Senate
voted overwhelmingly, 65 to 12, to retain the deduction when the issue
arose on the Senate floor. AAA strongly urges committee members
to continue to reflect the full Senate's sprt for the gas tax deduction.

As the Ways and Means Committee port on H.R. 13511 acknowl-
edges, practically everyone who itemizes utilizes the gas tax deduction.
It is one of the few deductions in the tax code that is designed for and
easily understood by the common man. If he uses the tax table, and
practically everyone does, he needs only his mileage figures for the
year to determine the amount of his deduction.

So it is not one of those deductions which if eliminated would
simplify our excessively complex tax code. But if it is eliminated, the
average American will not have any trouble understanding the im-
pact on him. He will just do a slow, quiet burn if he reads that Con-
gress has eliminated one of the few tax deductions designed for him.

Much has been said about the fact that this year's tax bill benefits
the middle- and upper-income taxpayer. To some extent that is true.
But we would like to stress that even with this year's tax cut, most
middle income people who do not benefit from reduced capital gains
taxation will still be worse off next year because of inflation and
much higher social security taxes.

They are the people who need the deduction. Their numbers are
not small. Anyone financing the purchase of a home will generally
continue to itemize deductions and, therefore, will benefit from gaso-
line tax deduction. For 1976, the last year for which accurate figures
are available, almost 26 million people itemized, approximately 30
percent of all taxpayers.
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The increase in taxation that these taxpayers would experience if
the deduction is eliminated is greater than is initially apparent. Be-
sides the estimated increase in Federal revenues, State and local tax-
ation would also increase in most States because of a ripple effect built
into the tax system.

Thirty-three States and the District of Columbia pattern their in-
come tax return after the Federal return so as to permit the Fed-
eral gas tax deduction to be counted as a State deduction as well.
Many county and municipal governments do likewise. If the Federal
tax deduction is eliminated, those State -nd local deductions will also
be eliminated.

The burden created by the deduction's elimination would be borne
most by those who must use their automobiles for transportation to
and from work, particularly rural residents who must drive long dis-
tances for all necessities of life, since they have no alternate means of
transportation.

We also strongly believe that there is no connection between the tax
deduction and our energy problem. A virtual doubling of the cost of
gasoline over the past years caused by skyrocketing oil prices has
not noticeably altered U.S. gasoline consumption because the demand
for gasoline is inelastic.
. Most Americans work for a living, with the vast majority not hav-
ing access to alternate means of transportation. If enormous increases
in the price of gasoline will not deter driving, elimination of a mere
tax deduction will have no impact at all.

We are also concerned by suggestions that the gas tax deduction
should be eliminated because it permits tax cheating. We believe this is
a false issue. All tax deductions are subject to some abuse, and the
gas tax is no different. But this is certainly not a good reason to
eliminate a valid deduction.

Penalizing tens of millions of honest, over-taxed motorists in order
to curb possible abuse by a few is simply unfair.

This concludes my remarks, and I will be happy to answer any
questions.

The CHAIRMAN. Thank you very much. I think that you have made a
very good statement. We appreciate it.

[The attachment to Mr. Archer's statement follows:]

ATTACHMENT

STATEs AFFEcTED BY THE "RIPPLE" ErFr

States patterning their income tax returns on the Federal form in such a man-
ner as to permit the Federal gas tax deduction to be counted as a State deduction
a% well: (Source-National Association of Tax Administrators.)
Alabama Kansas North Dakota
Alaska Kentucky Oklahoma
Arizona Louisiana Oregon
Arkansas Maine Rhode Island
California Maryland South Carolina
Colorado Minnesota Utah
Delaware Missouri Vermont
District of Columbia Montana Virginia
Georgia Nebraska West Virginia
Hawaii New Jersey Wisconsin
Idaho New Mexico
Iowa New York
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The CIAIRMAN. Next we will call on Mr. Kent M. Klineman, Kline-
man Associates, accompanied by Mr. Edward Merrigun.

STATEMENT OF KENT M. KLINEMAN, KLIIEMAN ASSOCIATES,
ACCOMPANIED BY EDWARD MERRIGAN

Mr. KmN,E MAN. Thank you, Mr. Chairman, for the opportunity
to appear before you today. My name is Kent M. Klineman. My firm,
Klineman Associates, is located at 1345 Avenue of the Americas in
New York City. We are a small business concern, like hundreds of
others located throughout the United States. We are engaged in the
leasing of equipment to business and professional firms.

I am accompanied by my counsel, Edward L. Merrigan of Wash-
ington, D.C.

The purpose of our appearance, Mr. Chairman, is to urge your com-
mittee to correct an extremely serious tax inequity which was orig-
inally created, unintentionally, we believe, for small business equip-
ment leasing firms throughout the United States, by the so-called
"at risk" provision of the Tax Reform Act of 1976, an inequity that
will be unnecessarily magnified if Congress enacts title II of H.R.
13511 in the form pased by the House of Representatives.

In my opinion, unless the Senate acts now to eliminate this glar-
ing tax inequity, it will soon destroy small equipment leasing firms
throughout the country which simply cannot continue to finance all
their lease transactions on a total "at risk" basis in order to meet
the requirements of the Tax Reform Act of 1976 and title II of H.R.
13511, as passed by the House.

The ChAIRMAN. Mr. Klineman, if I may, let me ask that your state-
ment be entered in the record, and I want to talk to you about your
problem.

Mr. KLINEMAN. Yes.
The CHAIRMAN. If Mr. Merrigan is able to spend as much time ex-

plaining this problem to other Senators as he has with me, I have no
doubt that you will win, because he has explained to me, not one time,
but about six times, to the extent that I am not 100 percent sure you
are right about this matter, I am 1,000 percent sure that you are right
about this matter.

What you people are going to-have to do is to somehow get the at-
tent ion of at least 50 other Senators long enough to be sure that they
understand your problem. There are other business people who have
a parallel problem, don't they?

Mr. KL EMAV.. A large number of them.
The CRAIRMAN. I will ask every Senator that you want to talk to,

to talk to you. If you cannot stay here in town, I will ask them to talk
to Mr. Merrigan. You also ought to get your people out and hustling.
Get the fellow from Nebraska to call Mr. Curtis, and talk to him per-
sonally; and I will ask Mr. Curtis to talk to Mr. Merrigan.

Then you can have the fellow from Texas talk to Mr. Bentsen. If he
can't talk to Mr. Bentsen, then I will ask Mr. Bentsen to talk to Mr.
Merrigan. So it goes. Don't make the mistake of thinking that you have
prevailed because you have a committed chairman and a ranking
member on your side. We each have only one vote.
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You have to get to the troops. You have to talk to these people. You
may have to talk to 100 of them. It will just require a little bit of work.
As soon as you can get. on the telephone and talk to these fellows, get
them to grab their Senator. They don't have to come to Washington
to go and explain this to them, because the Senators are going to be
home during the recess. They can sit down with them and be sure that
theyunderstand it.

I have no doubt that you will win on this matter, because you have a
good case.

Mr. 'MERRIGAN. Thank you very much. The reason that we came to
testify about it again is that, you know, in H.R. 13511, the at-risk posi-
tion is to be increased again. There is a provision in there that would
extend it to all small business operations. So while you are attempting
to correct the mistake of 1976, the Treasury Department is trying to
broaden it to all small businesses, while exempting the big corpora-
tions. So we felt compelled to be here again.

Mr. KLUNMAN.,. In 1976, your committee in its report specified that
you did not want to include corporate lessors. It was only supposed to
apply to individual lessors and tax shelters. But now the House version
of the. bill extends to closely held corporations for reasons that we can-
not imagine.

The CHAIRMAN. Senator Haskell, who was the leader in doing some-
thing about the at-risk issue is not here todav, but he is a candidate for
office. I know that he has done a lot for small business, and he wants to
do more for small business. You will haveto get your small business-
man from Colorado to talk to Senator Haskell, and see what he can do.

Then, I will ask Senator Haskell to talk to Mr. Merrigan, or to both
of you, and if you people can explain it to him so that. he understands,
I am sure that' he will help you with it. He will not just be tolerant of
your situation, but, he will be on your side.

Let me urge you not to ignore the grassroots effects, because Senator
Hansen used to say to me, when I came up here: "Young man-he is
about a year older than I am-what you have, to keep in mind is that
what a Senator is interested in. He is interested in two things. First,
his election; second, his reelection."

If these people can see that somebody back home is concerned about
this matter, that is very impressive to them. In all fairness and justice,
you cannot persuade the guy, if he is not here. I will ask them to read
this record, but you are going to have to talk to Senator Haskell.

Mr. KLITNE.A,%. The unfortunate thing, Senator Long, is that some-
times these provisions creep into these bills, and the small guy is not
aware of it. He. becomes aware of it when his accountant tells him
how much he owes in taxes and how much of an effect on his balance
sheet this provision is going to have. They will wake up to it after the
fact, then the screaming and yelling starts, and you have to go ahead
and start considering what it is that you did.

I am not saving that. we disagree about contacting the Senators. We
are going to do it, and we have been doing it. Unfortunately, I think
that the small businessmen, who are trying to survive, do not realize
the burden that is going to be placed on them by this piece of legisla-
tion, I think, unfairly.
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The CHAIRMAN. Are you represented? Do you have an association
now?

Mr. KIXEMAN. I am here to represent myself. There is an associa-
tion, and we have contacted them. They are slow moving. Some people
seem to be faster than others.

Mr. 'MERRIOAN. Mr. Chairman, I think that you are perfectly right,
and we need to enlist the help of other Senators. We believe that an
amendment will be offered during the proceedings, on markup, by at
least two other Senators. We intend to talk to the whole committee,
and ultimately we hope to talk to all 100 Members of the Senate. If
our case is just, we will win. If it is not just, then we will lose.

The CHAIRMAN. You can be assured that you have one vote. You have
my vote. If Mr. Merrigan had spent one-sixth of the time explaining
your problem to me, which would have been adequate to persuade me,
if he had taken the other five-sixths of the time and talked to other
Senators, you would have six votes right now, because, you have a good
case, but you have to talk to the troops. The chairman of the committee
cannot do it for you, not without the troops.

Thank you very much, Mr. Klineman and Mr. Merrigan.
[The prepared statement of Mr. Klineman follows:]

STATEMENT OF KENT M. KLzNEMAN

SUMMARY

1. Purpose of Appearanoe.-To urge the Committee, without further devastating
delay, to correct an extremely serious tax inequity created for small business
equipment leasing firms throughout the United States (that must compete daily
with some of the largest corporations in the United States) by the "At Risk" pro-
visions of the Tax Reform Act of 1976--a crushing inequity which will be magni-
fied beyond belief if the Senate enacts Title II of H.R. 13511 without modification
insofar as operations in the national equipment leasing industry are concerned.

2. Competitive Conditions in the Equipment Leasing Industry Prior to the 1976
Aet.-Before enactment of the new "At Risk" provisions of the 1976 Act, big
business office equipment lessors (such as IBM. Xerox, maiAr U.S. banks and in-
surance companies) and local small business office equipment lessors competed on
an equal footing, at least Insofar as the Internal Revenue Code was concerned.
Both were entitled to claim the same business tax deductions in their equipment
leasing operations irrespective of how the leased equipment was purchased or
financed-and usually, neither the big corporations nor the competing small busi-
ness lessors had to be "at risk" on loans iniade to finance purchases of leased
equipment since normally the equipment itself or the lease, or both, constituted
sufficient security for loans.

3. How the 1976 Act Destroyed Competitive Tax Equality in the Industry, and
How Title II of H.R. 13511 Will Complete the Destructive Process.&-The Tax
Reform Act of 1976 changed the tax rules for unincorporated small business
equipment lessors only (firms operated by individuals, partnerships or Subchapter
S corporations), while it exempted the incorporated giants of the industry from
the new "at risk" requirements.

Since 1976, therefore, those small business lessors have had to be "at risk" on
their regular everyday equipment leasing transactions in order to continue to
claim normal equipment leasing business expenses and losses as tax deductions.

This has unfairly required small business lessors throughout the country to
incur high credit risks and obligations solely for tax purposes which were other-
wise completely unnecessary, and over a period of time, it will leverage these
small business concerns with so much credit risk they will be unable to obtain
working capital loans and other normal extensions of credit vital to their ability
to continue to operate. And, as stated above, they have been forced into this "at
risk" position while the 1976 Act completely exempts their big business corporate
competitors.
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Now, Title II of H.R. 13511 threatens to complete the destructive process by
proposing inexplicably-

(I) to extend "at risk" to all other small business corporations (closely-held
corporations), and

(it) to recapture small business losses for tax purposes when the small business
taxpayer's "at risk amount" is "less than zero."

4. Violence to Antitrust Laws and Small Business Statutes.-This entire, one-
sided "at risk" concept, insofar as it applies to the equipment leasing industry,
does violence to the basic objectives of the Antitrust laws and the body of Small
Business legislation enacted over the years to protect small business concerns.
Why should Congress continue to pass tax laws that impair the ability of small 1
business concerns engaged in perfectly normal, lawful operations to compete with
huge corporations and banks engaged in precisely the same business operations
for the same business purposes?

5. From the Very Outset, Congress Intended to Apply "At Risk" to Tax Shelter
Operations Only-Not to Regular Small Business Leasing Operations.-In 1976,
Congress exempted "corporations" from "at risk" because it wanted to exempt
all regular everyday equipment leasing operations from that tax concept Intended
for unusual extraordinary "tax shelter" operations only. But. by exempting big
corporations only, Congress has greviously erred. The exemption plainly must be
extended also to all competing small business entities which regularly compete
with the big corporations for a fair share of the equipment leasing market.

6. The Available Legislative Solutions.-
(A) The expanded "at risk" provisions of Title II of H.R. 13511 must be re-

jected entirely insofar as the equipment leasing industry is concerned, and this
Committee must adopt an amendment to Title II, such as the Johnston amend-
ment, which will exempt small business concerns regularly engaged in equipment
leasing from "at risk," on the same basis as big corporations are presently exempt.

(B) In the alternative, the Committee should consider adoption of a Limitation
On Artificial Loss (LAL) approach to equipment leasing transactions in lieu of
"at risk"-an approach which would (1) tax artificial equipment leasing shelters
while (2) it allows the regular equipment leasing industry to operate fairly,
equitably and competitively insofar as the Internal Revenue Code is concerned.

STATEMENT

Mr. Chairman, my name is Kent M. Klineman. My firm, Klineman Associates,
located at 1345 Avenue of the Americas in New York City, is a small business
concern, and like hundreds of others located throughout the United States, it
engages in the leasing of office furnishings, machines and equipment to business
and professional firms which prefer to lease rather than buy their office require-
ments. I am accompanied by counsel, Mr. Edward L. Merrigan of Washington, D.C.

The purpose of our appearance, Mr. Chairman, is to urge the Committee to
correct, without further devastating delay. an extremely serious tax ineouity
originally created, unintentionally we believe, for small business equipment
leasing firms throughout the United States (that must compete day in and day
out with some of the largest corporations in the nation) by the so-called "At
Risk" provisions of the Tax Reform Act of 1976--a crushing inequity which
will be unfairly and unnecessarily magnified beyond belief if Congress enacts
Title II of H.R. 13511 in the form it was passed by the House of Renresentatives.

In my opinion, unless the Senate acts now to eliminate this glaring tax equity,
it will soon destroy small equipment leasing firms throuEhout the country which
simply cannot continue to finance all their lease transactions on a total "at risk"
basis in order to meet the requirements of the Tax Reform Act of 1976 and
Title II of H.R. 13511, as passed by the House.

Prior to enactment of the new "at risk" provisions of the 1976 Act, big busi-
ness office equipment lessors (such as IBM, Xerox, major U.S. banks and insur-
ance companies) and local small business office equipment lessors competed on
an equal footing, at least insofar as the Internal Revenue Code was concerned.
Both were entitled to claim, on the same basis, expenses, depreciation and losses
on office equipment they owned and leased to their customers, irrespective of how
the equipment was purchased or financed-and usually, neither the big cor-
poration nor the competing small business lessors had to be "at risk" on loans
made to finance purchases of leased equipment since normally the equipment
itself or the lease, or both, constituted sufficient security for loans.



925

The 1976 Act, however, unintentionally and unfairly changed the tax rules
for unincorporated small business equipment lessors only, while it left the
incorporated giants of the equipment leasing industry free to continue to op-
erate precisely as they did in the past. It did this by inadvertently subjecting
small equipment leasing concerns (individuals, partnerships and Subchapter 8
corporations) to the oppressive new "at risk" tax rules of Section 465, while
it expressly exempted th-ef'large Incorporated ompetitors from those "at risk"
requirements.

As a consequence, since 1976, many small business concerns have had to be
"at risk" on their regular everyda) equipment leasing transactions solely In
order to be able to continue to claim normal business deductions for tax pur-
poses, while competing large corporate lessors have been entirely exempt. This
has unfairly required small business lessors throughout the country to incur
credit risks in connection with equipment leasing transactions solely for tax
purposes which were otherwise completely unnecessary, and over a period of
time, it will leverage these small business--concerns with so much credit risk
that they will be unable to obtain working capital loans and other extensions
of credit vital to their ability to continue to operate. And, as stated above, they
have been forced into this position solely by new "at risk" tax rules from which
their big business competitors are totally exempt.

Now, Title II of H.R. 13511 proposes to extend "at risk" even further to small
business equipment leasing while the big corporations will continue to be wholly
exempt. In this rgeard, Title II, as passed by the House, seeks vaguely and
inexplicably-

(i) to extend "at risk" to all activities other than real estate;
(Ii) to extend "at risk" to all closely-held corporations (5 or less stock-

holders) ; and
(ill) to recapture small business "losses" for tax purposes when the

amount "at risk" becomes "less than zero."
Plainly, there can be no justification whatsoever, under the tax laws or

otherwise, for the imposition of oppressive "at risk" requirements on small
business equipment lessors, while their big corporate competitors are exempt.
And'even worse, there can be no justification for H.R. 13511's proposed extension
of "at risk" to "closely-held corporations" when all other larger corporations are
exempt. This entire concept is diametrically opposed to the objectives of the
Antitrust Laws of the United States, and to all the small business legislation
Congress has adopted over the years to preserve and protect small businesses.
Why should Congress now knowingly wish to impair the ability of small business
concerns engaged in perfectly normal, lawful business operations to compete
with huge corporations, banks and insurance companies engaged in precisely the
same business operations and for precisely the same business purposes?

Congress' sole goal from the very outset has been to impose "at risk" on tax
shelters only-and from the very beginning. Congress made it clear that regular
everyday equipment leasing operations should be exempt from "at risk." That
explains why Congress exempted "corporations" from "at risk" in the first place.
It wanted to exempt everyday equipment leasing operations such as those of
Hertz, Avis, National Car Rental and their small business competitors in the
automobile leasing industry: and those of Xerox, IBM. the major banks and,
their small business competitors in the office equipment leasing industry from
these oppressive new tax rules intended for artificially-created "tax shelters"
only.

In this regard, both the Senate and House reports in support of the 1976 Act
went to great lengths to explain that the new "at risk" rules are aimed strictly
at tax shelters which allow taxpayers to offset "artificial losses" from outside
investment activities such as those involving farming, motion picture production
and very large, unusual equipment leasing transactions against income received
from unrelated businesses or professions-and that under no circmustances were
the "at risk" rules meant to apply to regular equipment leasing activities such
as those conducted by large and small companies in the automobile and office
equipment leasing industries (see Ho'nse Report 94-658, p. 25; Senate Report
94-938, p. 39).

Indeed, the Senate Report emphasized that application of "at risk" to normal
everyday business operations in these particular industries would be counter-
productive and would eliminate many such operations-a serious mistake In
time of high unemployment (Senate Report 94-938, p. 89).

I
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But, by exempting corporations only in the 1976 Act. ('ongres.s patently erred.
It apparently assumed all regular, normal equipment leasing concerns are In-
corlprated. The big companies and the banks are incorporated. but many of
their local small business competitors are not. Now. Title It of II.R. 13511 seeks
to compound the error of the 1976 Act by restricting the exemption exclusively
to "big corporations," while specifically making all "small corporations" (Sub-
chapter S and closely-held corporations) subject to "at risk."

Further evidence that Congress never intended any such ridiculous result
is also found in the reports in support of the Tax Reform Act of 1976. In the
Senate Report, for example, the Finance Committee specifically described the
type of tax shelter equipment leasing activities to which the new "at risk" rules
were intended to apply. The activities listed are extraordinary, multimillion-
dollar artificial leasing operations involving the leasing of aircraft, ships. rail-
road rolling stock, oil drilling rigs. and nuclear fuel assemblies. No indication
(if any kind is given that this 'ommittee or the Senate intended to apply "at
risk" to the normal leasing activities of small business concerns regularly
engaged in busines-4 in the equipment leasing industry.

CONCLUSION

1. The expanded "at risk" provisions of Title II of H.R. 13511 should be
rejected entirely insofar as equipment leasing is concerned. If big corporations
in the equipment leasing industry are to remain exempt. clearly small business
concerns which regularly compete with the big corporations should also be
exempt from the "at risk" tax rules intended for shelter operations only.

Recently, when other tax legislation was Wefore the Senate for consideration,
Senator Johnston of Louisiana prepared, in consultation with the staff of the
Joint Committee on Taxation, an amendment which would have returned com-
petitive tax equity and equality to the industry. A copy of that amendment is
killed herewith for this committee's s consideration at this time. It is my under-
standing that Senator Johnston withheld his amendment at that time because
he was advised by the Chairman that this was the type of tax inequity which
could be promptly resolved by the Finance Committee when appropriate omnibus
tax legislation was before it for consideration.

Certainly, H.R. 13511 is that type of tax legislation-and Committee action now
is patently imperative since Title II of H.R. 13511 actually proposes blindly to
expand "at risk" coverage to a broader spectrum of small business operations
without making any attempt to cure the basic fallacy of the 1976 Act.

2. At the very minimum, those portions of the "at risk" provisions of Title II
which (a) extend "at risk" to all small closely-held corporations (while their big
business competitors remain exempt) and (b) require "recapture" of small busi-
ness equipment leasing losses--must be rejected insofar as the equipment leasing
industry Is concerned.

3. As a final alternative, I understand the staff of the Joint Committee on Taxa-
tion, which is certainly aware of the many shortcomings and inequities of the new
"at risk" concept as it applies to equipment leasing, has had under consideration
for some time a Limitation On Artificial Ioss (LAL) proposal for application to
equipment leasing only which might serve concomitantly (a) to remove the gross
inequities "at risk" imposes on small business concerns in the industry and still
(b) accomplish the desired taxation of clear-cut equipment leasing shelters.
If substitution of LAL for "at risk" in equipment leasing offers the only totally
fair, viable solution for all competing interests, then certainly Congress must
follow that course this year, without further delay. Any continuation of the tax
status quo in the equipment leasing Industry--or worse yet, the adoption of Title
II of HR. 13511 without effective modification-will surely destroy the small
business segment of our industry.

4. It should he understood, of course, that correction of this major problem for
the industry will not result in any substantial loss of revenues for the Treasury.
Congress did not Intend to apply "at risk" to -egular office equipment leasing
operations from the very outset, and thus, when the 1976 Act was passed, no
revenue intake from these normal business operations was contemplated. In any
event, the total taxes collected from these regular small business leasing opera-
tions each year is relatively negligible insofar as the Treasury is concerned, espe-
cially since the House and Senate Reports issued In support of the Tax Reform
Act of 1976 estimated that only $14 million in new revenues would be generated
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by fiscal year 1981 if all equipment leasing tax shelters become fully subject to the
new "at risk" provisions of Section 465 of the Code.

The CxIPuPAN. Next we will hear from Mr. Robert 0. M1uller, execu-
tive director, Council of Vietnam Veterans.

STATEMENT OF ROBERT 0. MULLER, EXECUTIVE DIRECTOR,
COUNCIL OF VIETNAM VETERANS, INC.

Mr. Mu'um. I have two associates that I would like to join me, if
that is possible.

The CHAIRMAN. Certainly.
Mr. MuLLER. With me are Stuart Felman, who is our counsel, and

Mr. Steve Champlin who is our staff person, and wno did much of the
work on this provision.

We have prepared a somewhat lengthy statement that we would like
to submit for the record, and if I may I would like to give a narrow
summary.

I appreciate the chairman's indulgence, since we are not addressing
the major considerations in this bill. We are focusing on what might be
considered as one tree out of a rather large forest, specifically, the pro-
vision which will create a targeted job credit for hiring certain Viet-
nam veterans.

I think perhaps at the beginning it is fair to say that it is a sad com-
ment that in 198, fully 10 years after the TET offensive, we are still
here trying to get some employment relief for the Vietnam veteran,
who is now an average of 33 years of age. But such is the case.

The employment initiatives to date have been a dismal failure in
providing employment relief to the Vietnam veterans. This is not our
conclusion alone. In a survey conducted of Congress earlier this year
by Joe Nepolitan for the council. Members of the House and Senate
were asked what was their assessment of the employment initiatives
which have been afforded to the Vietnam veterans. Only 13 percent felt
that the employment programs had be .n successful, andover 50 percent
of the meml)ers said that they had been a dismal failure.

The reasons for this are very lengthy and involved. Let me simply
say that the Veterans Affairs Comnittee has repeatedly, over the
vears, held hearings that have identified the failures ot programs,
chastized the I)epartment of Labor, as well as others, repeatedly, only
to have the same problem recur the next year, when they come before
the House again.

This is one of the reasons that the tax credit is particularly attrac-
tive to us, because it can circumvent those particular Government
mechanisms and systems which do not work, which cannot do the
job, which are perhaps even more harmful than nothing, because they
provide the illusion that something is being done, for the Vietnam
veteran.

This tax credit provision essentially puts the veteran in a bargain-
ing position, where he can go directly one on one to the employer, and
it can be IBM, or the gas station around the corner, anti say: "Look,

_my friend, there is an affirmative action program, you know about
that. and I am covered by it. But I am here to tell you that if you em-
ploy me, there is something else in it for you as well. There is a $3,000

33 050-78-----14
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tax credit the first year, and a $1,000 tax credit the second year." That
should be a sufficient incentive for the employer to give some serious
consideration, finally, to the Vietnam veteran.

I think that this is a program which will work. The Vietnam veteran
who is targeted to be assisted by this program is the one who is still
in receipt of food stamps. To think that in 1978, the guys who fought
10 years ago are still on food stamps, this is sort of a sad comment
on where we stand in this country.

Additionally, I think you should understand that the read)ustment
programs that have been afforded to the Vietnam veterans have not
been equal to the programs afforded veterans of other wars. Even now.
Administrator Mlax Cleland was candid enough to admit in a recent
"Issues and Answers Program" on NBC, that until 1974, the amount of
tissistance afforded to Vietnam veterans under the GI bill was not
adequate, and denied effective utilization of the benefits.

That is partly, in toto, why the studies which have been coming
out over the past year have indicated that among Vietnam veterans,
you have significant readjustment problems effecting as high as 40
percent. To have 40 percent of the guys who fought in 1968 still hav-
ing readjustment difficulties is unconscionable.

That is the reason that we are coming before you today, and strongly
encouraging your support in this much needec. provision.

The CHAIRMSAN. Let me say just one thing, which to me is important.
I have no problem whatever in supporting a targeted tax credit to

anybody who suffered a disability that is ratable by the VA. For that
matter, I could actually go along with something for the man who has
actually spent a year in Vietnam. But if a man has no disability, and
simply went to a military base for a few months, and really never had
a shot fired at him in anger, never even went overseas, do you really
think that we ,ught to target something on him, compared to some
other people who have done some useful national service, such as the
fellow who won a gold medal at the Olympics, and gave us some nice
national recognition during this period, and since that time?

Mr. 'MULLER. Mr. Chairman, for fear of turning the scope of the
discussion into an area I do not want to get into, let me give you a
simple, honest reply.

The CHAIRMAN. Frankly, I helped to write the veterans law for the
State of Louisiana before I came up here. For someone who died in
action, the State paid $1,000. If a fellow actually went overseas, or
spent a year in uniform, he got $250. If lie just went to a base, and
(lid a little marching around for less than 90 days, and then was dis-
charged, we did not feel that we owed him more than $25. We thought
that we were being very generous to give him that.

Why shouldn't we use the same philosophy on this?
Mr. MNULLER.P I have to share a very quick experience with you.
First of all, I was shot in Vietnam, and I am 100-percent service-

connected disabled. When I came back, I was in a military hospital.
I had a representative from the Veterans' Administration come up to
mie one day and advised me that I was going to get a lot of money. You
can believe me, I am telling the truth. I asked him why. 11 said:
"Becau.se you were wounded."

I, and a lot of other guys, did not go into the military with the idea
in mind that it was a quid pro quo type of an arrangement. It was an
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obligation that we had to our country that we did. We did not come
back expecting a whole bunch of gratuities and lifelong benefits.

This question was called for me personally again, when I went to
the veterans hospital where I spent a year, and I found out that the
guy next to me had been in prison, and that is where he got messed up.
Ph0 guy next to him had jumped off of the third floor of a mental

institution because lie was a lunatic. The one next to him was an
alcoholic.

So that brought me to ask, "What, do they have in this veterans
hospital?" 1 later found out that only 13 percent of the cases serviced
at the veterans hospital had service-connecte(l disabilities.

This year alone, where you have a program on the I louse side of at
least $900 million to reform the pension program for non-service-re-
lated needs, we cannot create the programs needed to address the
service connected needs of the Vietnam veterans or those who are in
need of readjustment.So I think that the question you asked is, fair one. I feel personally
about it, All I can say in response to it is that what this country does
or does not do in response to its veterans programs is basically a sub-
jective value judgment, which is reached on the basis of a consensus
of those, Members in Congress who generate the laws. That is the real
policy parameter.

But, in addition, I have equally compelling experiences that su gest
the tax program should include all veterans. I can just tell you that I
was a marine infantry officer, and I had roughly a 200-marine infantry
company that were not rear-echelon guys. These gAys fought. the war.
One day my commanders came down to ine and they said: "We need
five members of your company with high school degree, high school
diplomas." We went through the entire company records, and out of
200 marine infantry guys that were fighting tlat war, we did not
have 5 with. a high school diploma.

That is why, when you are talking about the Vietnam. veteran, you
are talking about what I consider to be, in my experience over the
years, a bunch of guys who had an extraordinarily raw deal, that
have been called upon in very trying and difficult circumstances. To-
day, we are talking about veterans who, 10 years after Tet, are still
on food stamps. They certainly deserve a nes-ure of support and rec-
ognit.ion from this country. '1'at is why I would include all Vietnam
veterans. I hol that is responsive.

The Ci.1,,nc-AN. You have made a very fine statement.
[The prepared statement of Mr. Muller follows:]

STATEMENT OF ROBERT 0. MULLER, EXECUTIVE DIRECTOR, COUNCIL OF VIETNAM
VETERANS, INC.

SUMMARY

The Council supports a targeted approach, or a targeted approach combined
with a lower "general" credit similar to existing law. These alternatives coni-
bine a particular structure of the jobs tax credit that Is advantageous to em-
plovers, with an ineentive-based employment program that should allow veterans
to discover jobs without using the existing and inadequate employment servlce-.
Under a targeted approach. veterans secure jobs on a face-to-face, employer-to-
employer liasiz. Without targeting, these advantages disappear.

Vietnam-era veterans need a private sector employment program with serious
employer incentives. Their present real unemployment rate is approximately 6.7
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percent. Minority Vietnam-era veteran unemployment is significantly higher, and
historically has been more severe than minority male unemployment generally.
Public sector work programs are not responsive to their need for reliable and on
going employment.

Vietnam-era veteran,, served in an unpopular war, and returned to an inade-
quate (I Bill. Despite frequent and repeated promises, and their persistent un-
vnmployment l)roldem, they have yet to receive a ,-erious jobs program. 1IR11E
failed publicly and miserably. The President's promise of 35 percentt of the nes
CETA positions resulted in their getting only 14 percent of the Jobs.

Mr. Chairman, members of the Committee, the Council of Vietnam Veterans
appreciates this opportunity to appear before you and to discuss the targeted
jobs tax credit, Sec. 315 of II.R. 13511, amending Sec. 51 of the Internal Revenue
Code.

Mr. Chairman, tfhe Council strongly supports a targeted approach to the Jobs
credit and the inclusion of Vietnam-era veterans as one of the target classes.

Vietnam veterans se-ved during a difficult period, in a war that was subject
to constant reevaluation and no constant sense of purpose. Many, uncertain of
the war's meaning, were certain only that the country through its proper
processes had placed upon them a duty. They responded to that duty, but their
lives bore the moral and emotional tumult of the times. Returning home, they
became the visible symbols of the nation's unrest.

That war has been over for some time now. Recognizing this passage of time
is crucial to any discussion of Vietnam-era problems. For while the war is gone,
the veteran remains and grows older. IHe is now average age 33. lie is married.
Accordingly, when we are talking about the employment problems of Vietnam-era
veterans, we are talking about a group that is entering into middle age, but has
yet to break into career oriented employment, whether white collar or blue. We
are talking, in many cases, about lives that have been shaped by a pattern of
unemployment and underemployment. That is the first and central setting of
any proper policy.

Vietnam-era veterans returned to an economy that historically, year after
year. treated them poorly. The Vietnam-era veteran's average ange was 23 at
the time of separation and had at least two years of employment history in the
service, Yet upon their return, they faced consistently disproportionate unem-
ployment rates. From 1900, the earliest period for which we have statistics.
until today's statistics for July 1978, unemployment for the recently separated
veteran, age 20-24, has been higher than uneml)loyment for their nonveteran
peer.

Similarly, the unemployment rate for veterans aged 20-34 from 1969 to 1977
averaged an unacceptable seven percent. That figure is not a statistical con-
struction of artificial averaging. Throughout that eight-year period, the unem-
ployment rate for veterans aged 20-34 fell below 6.6 percent on a yearly basis
only twice. The veteran unemployment rate was higher than the rate for male
nonveterans their same age year in and year out from 1969 until 1974. From
1975 through the first half of 1977 the best that can be said is that it was hard
on 'every one and the Vietnama-era veteran suffered with his peers through a
recession that produced unemployment rates for veterans aged 20-34 of 9.3 per-
cent in 1975 and 7.9 percent in 1976.

Those years of bleak employment prospects have also been marked by the
broken promises of inadequately designed and delivered veteran employment
programs. Again and again the national government has acknowledged its obli-
gations and with great fanfare promised responses. Most recently, in the begin-
ning of 1977, President Carter promised veterans $1.3 billion in public sector
jobs (35 percent of new openings) under CETA, and .50,0f to 60,000 private
sector employment places under ITRE. Most Americans probably assume a com-
mitment of that size meant the problem had been solved. But, in reality, HIRE
failed so completely and so quickly that its obituary has been consigned to the
archives and veterans, far from getting an increased number of CETA positions,
were worse off at the end of 1977 than they were in 1975: 6.5 percent of Title
VT. compared to 12.5 percent in 1975: 7.4 percent of Title IT, compared to 11.3
percent In 1975. (for "special" veterans-those who served in Southeast Asia).

Today. as we discuss a $30 to $50 million tax-credit proposal, we sit on the
bones of billions of dollars worth of dead promle. v

This history of employment problems provides the second central setting for
Vietnam-era veteran employment policy. We are not addressing a problem
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defined Just by some needs of this year, next year or last year. We are turning
to address a problem that has existed for some time and that requires from us
that special deference which persistence deserves.

It is within this setting of both a historically recurring problem, and the
lives of older veterans that have had to deal with that problem;,, that I turn to
tht, issues; of tie present moment and to discuss :

1. The Need for an employment program addressing Vietnami-era veterans;
11. The Inadequacies of Existing Programs and the Advatiagea of a Tax

Credit approach toward meeting those needs;
Il. The Advantages of a Targeted Use of a Jobs Credit; and finally
IV. An Evaluation of the Alternative Jobs Credit Approaches.

THE NED

The history of Vietnam-era veteran unemployment has left a major residue.
That residue forms a pressing contemporary problem.

A. Undercmplomnvt.-lIuring 1976, according to tile most recent VA census
figures. 1.8 million veterans aged 20-34 earned less than $7,000. That is 26 per-
cent of the 6.9 million veterans that age. Eight hundred and fifty-five thousand
of these veterans earn loss than $4,(X) a year.

This underemployment problem also appeals if we look at length of employ-
mnent instead of income. Of the 6.1 million veterans aged 20-34 who secured
full-time work during 1976. the latest available figures, one million worked 39
wtveks or less with nearly 700,000 working a half year or less.

11. Minority Un'mploymznct.-According to the Bureau of Labor Statistics,
the unemployment rate among black veterans aged 20-34 during the last quarter
of 1977 was 16.2 percent, higher than the 12.6 percent unewnployment rate for
black nonveterans. During the first quarter of 197S unemployment among black
Vietnam-era veterans improved slightly, but reached only 14.1 percent. Again,
the unemployment rate for black veterans aged 20-24, 25-29 and 30-34 remained
higher than the rate for their black nonveteran peers. Similarly, while unem-
l)loyment among black nonveterans had gone down for every age group, unem-
ploymient among black veterans 30-34, as well as black veterans aged 20-24, had
gone up over the previous year.

C. The Real Unemployment Ratc.-Accordingly, while the unemployment rate
for Vietnam-era veterans has (in BLS statistics) gone down significantly over
the last series of quarters, there are still real problems.

These problems-become more apparent when we recognize some significant
problems that compromise the BLS figures on "Vietnam-era" veteran unemploy-
ment. First, their figures for "Vietnam-era" veterans actually only measure vet-
erans by age and cut off at age 34. However, Vietnam-era veterans are now
average age 33. According to the Department of Labor itself, in order to obtain
an accurate picture, it is necessary to add 100,000 veterans from the Vietnam-era
over age 34 and unemployed. That brings the July numbers up to 414,000. But
in addition, DOL claims 160,000 veterans in "temporary public service employ-
ment" who will, as the DOL puts it. he "requiring assistance in transitioning to
unsubsidized employment." That brings the effective numbers needing help up
to 574,000. With 8.5 million Vietnam-era veterans, around half of whom are
over .33, that gives us a real unemployment rate of 6.7 percent with the unemploy-
went rate for men generally, 20 and over being 4.1 percent and for male non-
veterans aged 20-34 being 5.9 percent.

D. Cyclieal Uncmployment.-Once before, in an inflationary full employment
economy, veterans' unemployment went down. But as the economy changed, some
200.000 veterans who had been the last hired became the first fired, and the im-
proved statistics changed back into disaster for them.

The marginal occupations of some 25 percent of the veterans aged 20-34, as
well as the continued, disproportionately severe unemployment among black
veterans, have suggested that the recent upsurge in unemployment may have
the same cyclically sensitive character.

Regrettably, that suggestion seems now on the way to confirmation. Unemploy-
went went up (luring July. Veteran unemployment, however, showed a dispro-
lportionale increase. This increase is particularly important when It is recognized
that. according to the Bureau of Labor Statistics, "Teen~agers accounted for half
(if the 440,00 Increase in unemployment in July, as their rate rose from 14.2
percent to 16.3 percent. Most of the remaining increase occurred among adult
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-women, whoqe rate advanced from 6.1 to 6.5 percent." ("Tie Employment Situa-
lion: July 1978," p. 1). Women and youth are positioned in the market in ways
that make them disproportionately sensitive to summer seasonal pressures. Vet-
erans, accordingly, stand out as a major male adult group to be severely hit.

This sensitivity can be spelled out in detail by compassing veteran unemploy-
ment rates to that of their male peers.

Unemployment among veterans aged 20-34 went up .8 percent to 5.1 percent,
as dis;tinct from unemployment for male nonveterans aged 20-34, which only went
up .4 percent. Unemployment among veterans aged 20-24 went up to full 2 per-
cent. to 11.4 percent, again significantly more than male nonveteran unemploy-
ment, which only went up .5 percent. Similarly, unemployment among veterans
aged 25-29 went up a full 1.1 percent. while for nonveterans it only went up .0
percent; and for veterans aged 30-34 it went up .3 percent while for nonveterans
it went down .4 percent.

Amount of Percentage
June July increase increase

Veteran:
20 to 34 --------.------------------------------ 4.3 5.1 0.8 18

20to24 ---------------- -------------- - 9.4 11.4 2.0 21
25 to - - -.......................-----. 5.3 6.4 1.1 20
30 to 34 .---------------------------------- 2.6 2.9 .3 11

Male nonveteran:
20 to 34 --------------------------------------- 5.5 5.9 .4 7

20to24 -------------.. . .----------------- - 7.9 8.4 .5 6
25 to 29 --------------------------------- 3.8 4.4 .6 15
301o 34 ----------------------------------- 3.7 3.3 -. 4 -10

The statistical cautions that must aotpl.v to the ue of anv BLS monthly trend
are appropriate, but equally appropriate is the sense that history may be repeat-
ing itself.

This concern is made particularly acute 1)y two present policies. First, the Ad-
ministration appears to be focusing its concern on inflation, The result should
be at least slower growth, if not a small or "growth recession." Stcond, there is an
incrna sing tendency to declare the veteran unemployment problem over and target
enilloysnent programs away from them.

The continued conjunction of these two policies will force veterans to pay a
hoiflile price for overall economic planning. On the one hand, due to increasing
at leuipts to ent rol inflation they would be thrown out into unemployment. But on
the o1her hand, once unemployed, they will find that they have been written out
of employment programs because of the alleged end of their employment
problems.

INADEQUACIES OF EXISTING PROGRAMS: ADVANTAGES OF A TAX CREDIT

With Vietnam-era veteran underemployment and unemployment remaining a
serious national problem, the question becomes whether the existing programs are
adequately addres.sdng the need. The answer unfortunately is no. But in addi-
tion. the failures barring existing programs from successfully fulfilling their
functions have teen structural, and not merely inadequate implementation. The
lax-credit approach offers an unusual opportunity because it corrects these struc-
tural problems.

A. Structural Advantages of the Taz-Credit Approach Over CETA.-The
largest single employment program reaching veterans is CETA. But CETA places
veterans primarily In public sector employment through what is presently Title II
and Title VI jobs. Vietnam-era veterans, however, who are older need private
sector employment, or they need career oriented public sector employment which
CETA was not designed to provide. As distinct from CETA. the tax credit pro-
vides private sector employment and should help to return veterans to the career
tracks they so desperately need.

But. in addition, public sector work project employment is short term. It ends
and confronts veterans with the need to bridge over into private sector employ- V
ment. This is particularly the case under Title VI of CETA, which is purposefully
short term, limited from 12 to 18 months. Transfer from a Title VI job to the
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private sector is difficult. The result is that Title VI employment tends to become
a mere employment break in a career of chronic employment problems. The tax-
credit approach again eliminates this problem at the threshold by bringing the
veteran directly into the private sector. Under the House Bill, In addition, em-
ployers are provided a two-year incentive that should help veterans establish a
serious and continuous employment history.

B. ,tructural Advantages of the Tax Credit Orer the VA On-the-Job Training
Program.-Title 3S of the United States Code establishes In Sec. 1787 an ap-
prenticeship and other on-the-job training programs. The program pays veterans
a supplemental income when they take part in a certified apprenticeship or on-
the job training program in a firm or other organization. As distinct from CETA,
the program is private sector oriented. However, it is marred by basic and
crippling problems.
The Tax Credit Minimizes Governmental Supcrvigion

The on-the-job training program entails significant employer disincentives due
to governmental supervision. Qualification under the program Is dependent on
th, employer meeting one of two tests: either an apprenticeship program that
clears the infamous l)OL standards or an on-the-job training program that clears
a set of special VA standards. Those VA standards, mandated in See. 1777 take up
one full page of very small print in the statute alone.

In contrast, the tax-credit program is being designed to minimize govern-
mental supIervision. Most importantly, it simply side steps entirely the "training"
1 ooik(loggle.

The Tax- rcoit Inrca.se. Moietar, Eniploycr Iirr,,fircs
The Veterans Administration has itself acknowledged that its on-the-job train-

ing program is held back by a lack of any serious eml)loyer incentives. Under the
VA's on-the-jolh training program, funds are not-paid to the employer, but are
rather paid as a supplement to the employee. The result is that the only incentive
to the employer is the increased likelihood that the employee will remain on the
job due to the increased income the employee is receiving from the VA.

While the VA progr-ani was once attractive, it lim, now been outstripped by
the last generation of government programs which provide significantly larger
employer incentives. It is no longer competitive. The result has been a quickly
plunmmeting usage rate. Enrollment under the program has declined 50 percent
over the three years between 1974 and 1977.

C. Flexibility of the Tax Credit as a Response to Cyclical Unemployment.-
The tax credit offers an unusually flexible response to any increased unemploy-
nient that might result from a contraction in the labor market due to govern-
mental efforts to control inflation. .Slould unemployment increase and the econ-
omy slow down slightly. the tax credit underwrites employment begun In 1979 and
assists employers in maintaining present employment toy replacing any turnovers.
And it does that at an incredibly low expense compared to CETA. On the other
hand, -hould the economy not contract the tax credit does not entail the extensive
allocation of funds that would then be spent providing increased stimulus or the
placing in position of a massive job program that might not have a real function.

ADVANTAGES OF A TARGETED APPROACH

A. The Targetcd Approach Both Increases the Certainty With Which a Credit.
Can Be Claimed and ControlA the Employer's Paperwork.- -The targeted tax
credit does not create new regulations where none existed before. Under present
law. employers can only claim a credit for an employee if the slot filled by that
employee is part of an increase in total employment of at least 2 percent over the
previous year. The employer must certify that such an increase has occurred in
order to sure the credit

The targeted approach substitutes a concern with the employee for the present
concern with an increase in total employment. The result Is that an employee
must be from one of the specified classes. Given that, however, an employer need
not certify that the employee filled a new slot.

Any increase in paperwork that flows from the bill stems from the new direc-
tion of regulatory concern. The paperwork, however, is carefully controlled.
Employers have no responsibility for determining that an employee Is from the
target clas.s. The bill specifically places that burden upon the government (See.
61(c), Report p. 92). The employee receives from the government certification
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that eon hie relied upon by an employer without risk. An employee, for example
can simply present to an employer the certification as part of the negotiation for
the jol. The employer's total respolnsibilities would consist of filing the certifica-
tion (Report p. 93).

What this limitation on the pperwork eninot minimize Is tie shock of the new.
While new palprwork is controlled, employers are nevertheless required to retool
their thinking. Having mastered an old law, they must now master a new one.

But in return for flie nw law. employer.s are given a much more certain tax
credit. Under existing law. the employer must account for the Increase through
calculations of past and present wages. The Internal Revenue Service informs Is
that the calculations and limitations on allowable wage.} have created significant
diffiulties. While sonie of these difficulties are perhaps due to unnecessary coin-
plexitles in the forms, the problem is inherent to any credit that is uncertain until
tests are met that are subject to audit and require calculations. The deduction is
necessarily uncertain until it i- allowed by the Internal Revenue Service.

Il contrast, the targeted approach move- all accreditation to the front end.
Under the llouse 1M11 potential employees are required to themselves secure a
certificate of eligibility. Wut an employer upon receipt of the certificate can rely
upon it without risk. The credit can lie claimed with certainty and without poten-
tial for audit. There are no calculations, no other tests.

litt the certainty of the credit is also Increased by the independence of the
targeted credit from any dependence on other variables. Under the existing law
an employer may foresee growth, hire an individual expecting to underwrite the
salary in part and then h-e hurt by an unusually weak season and lie forced to
contract. Unfortunately. when the employer .ontracts the credit is lost. The re-
suilt is that a credit desired to underwrite growth is inhibited In doing that
because an employer's ability to count on the credit is dependent on all the file.
tors that make up his market conditions.

Under the targeted approach, however, a credit once exercised Iq certain. No
matter what happens to the employer through the rest of the fiscal year. the
credit remains.

For employers that means flexibility. If an employee does not work. or if the
market changes, an employer can still count on the credit. That also means that
an employer can run immediate cost-return calculations on the basis of fixed and
certain revenue gains from the credit.

B. The Targcfcd Approach ProvideR Orrater and More Equitable Opportunity
for Emplyers to Claim a Credit.-The existing law, which provides a credit for
any increased employment only, is In effect targeted to areas and Industries that
are growing. Inner city business, or business in areas of rural poverty, as well
as industries that are not characterized by growth or are presently not under-
going growth periods, are In effect excluded from claiming the credit. But in
many cases these are precisely the areas that should be helped.

An explicitly targeted credit is In reality not much more targeted. Properly
drawn, It merely allows all areas to take advantage of the credit, without creat-
Ing disproportionate budget Impact, by targeting in on needy employees and not
types of employers.

But not only is the targeted approach more equitable, but It also creates in-
creased opportunities to claim the credit. Under tile targeted approach, the em-
ployer need not show growth and, accordingly, normal turnovers can result In a
credit.

This increased opportunity may become Increasingly important in the coming
months. Last month's unemployment rate went up. The number of employed in-
dividuals declined by 400,000. The Administration's increasing concern to control
Inflation may result in further decreases in employment.

But the existing law is only truly available during a period of economic growth,
as measured in terms of employment. During a period of slower economic growth,
fewer employers may be able to meet the threshold test of Increase in total em-
ldoyment and may not be able to claim the credit, minus a change In law.

The targeting approach, accordingly, has an independent economic justifica-
tion. The approach serves as a vehicle for adjusting the tax credit mechanism
to periods of slower economic growth. Nor Is this economic advantage won at
ihe expense of abandoning the growth incentives under existing law. Employers
can claim the credit while expanding merely by hiring new employees from among
the target classes.

C. The Targeted Approach Eliminates the Need for Employment Serviees and
Other Outreach Vehicles, Placing the Veteran in Direct Contact With the Em-
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ployer.-Under existing law, a veteran can secure a Job developed by the tax
credit only if the veteran happens to be there around the time the Job opens.
There is no incentive for the employer to seek out the veteran. But the only way
the veteran call be knowledgeable about the job Is through the existing employ-
ment services or outreach vehicles.

Veterans, unfortunately, do not fare well in those vehicles. For example, one
of the largest employers, and one we have statistics for, Is CETA. CETA listings
are theoretically made available to veterans through the general employment
service network. In early 1977, shortly after his inauguration, President Carter
announced a program to target 35 percent of the new CETA jobs to Vietnam-era
veterans. President Carter's efforts followed on efforts of Congress to develop
special eligibility standards and otherwise encourage the participation of Viet-
nain-era veterans. But yet fiscal year 1977 and first quarter 1978 rates were the
same or lower than fiscal year 1975 rates, and now it appears that these rates
may significantly overstate participation, according to a recent draft GAO
stu(ly. The kind of problems that have continued to plague the system are simply
horrendous.

A targeted approach is significant because It allows veterans to simply sidestep
this whole delivery service. On the one hand, employers have an incentive to
spend a few moments and search their files to find veteran applications or to
j'ay particular importance to a veteran who applies for a job. On the other hand,
the veteran has something of value that he brings with him. He has a bargaining
edge.

When three years of Congressional mandate, and one year of focused Presi-
dential concern produces nothing, then it is time to reconsider the vehicle. Vet-
erans have done that. The tax credit is attractive because it results not in "special
consideration" or mandated "listings" or "file searches," but in simple, face-to-
face encounters, employer to employee.

AN EVALUATION OF THE ALTERNATE DESIGNS OF TUE TARGETED APPROACH

Three designs of a targeted jobs tax credit lhve established currency:
Entirely Targeted Approach.-Something like the House Bill which will limit

the credit entirely to hires of employees from specified groups;
Either-Or Approach.-The targeted credit forms a first tier which is then

matched with a second tier, allowing a credit similar to the existing law for any
increased employment. There is a differential, providing a larger credit and a
se( nd year credit for hiring from the target groups;

Piggy-back .ipproach.-Empiloyers can receive a credit as under existing law
far any increase in total employment. In addition, however, they can receive an
extra credit for any of the increased employment which is hired from one or
another of the target groups.

These differences in design raise important considerations that strike at the
ability to retain the basic advantages of a targeted approach.

The piggy-back design eliminates the advantages of the targeting approach.
By limiting the incentive to only hires of targeted employees to fill increased
iositions, it eliminates the basic structural advantages of the targeting ap-

jroach. Employers face the same uncertainties and accounting problems and
the opportunities to claim the credit are confined within the existing limitations
and ineqnlties.

But in addition, by requiring that the increased employment test be met at the
threshold before any credit can be claimed for the target populations, the piggy-
hack design limits the possible openings available for target hires. The ability to
meet the needs of the target population is significantly decreased.

A purely targeted design raises, however, serious drafting questions. The equity
of a purely targeted design is dependent on the geographical dispersion of the
target populations. Without adequate dispersion, some employers from areas
where members of the target classes are unavailable may, in effect, be written
out of the program. Questions have been raised about the dispersion of the classes
as defined in the House Bill, and it has been suggested that may be unacceptably
concentrated in urban areas. This question must be carefully explored.

The either-or design avoids both of these difficulties, but only if an adequate
differential is built in between the "general" or existing credit and the targeted
credit. Without the differential, the advantage to the target population is severely
Jeopardized. Those with particular employment needs who are included within
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the targeted classes will be hired only where there Is no growth or where an
employer opts for the certainty and paperwork advantages that stem from the
targeted approach. There will be an increasing need for employment services to
convince employers of the need to hire from target groups and to serve as a vehicle
for ensuring that members of the target groups know about potential openings.
The incentive framework must be retained and carefully slanted toward the target
groups.

The alternatives, then, seem clear. On the one hand, an either-or approach with
a carefully drawn differential. On the other hand, a purely targeted approach that
carefully addresses the need for geographical dispersion.

ONCLUSION

The sense of a nation's felt obligation can often be best gauged by the dimen-
sions of its promises. If so, then the government's sense of obligation to the vet-
erans of the Vietnam-era is probably best communicated by the $1.3 billion the
President promised in early 1977. That promise remains unmet, but we hope that
In the next few weeks the Senate will act to fulfill it in part.

[From The Washington Post, Jan. 28, 1977]

LABOR DEPAaTMENT Asxs JoBs YoB 200,000 Vrzr VETERANS

(By Austin Scott)

Just hours after he was sworn in, Labor Secretary F. Ray Marshall announced
a $1.3 billion, three-point program yesterday to find both private and public service
jobs for more than 200,000 of the nation's 558,000 unemployed Vietnam-era
veterans.

Marshall called the 8.6 per cent unemployment rate for male Vietnam-era vet-
erans aged 20 to 34 a "blight on the nation's conscience," and said President Carter
will "approach the chief executive officers of most of the major American corpora-
tions to request their support..."

He said he didn't know whether the program would blunt sharp criticism of
Carter's pardon for draft evaders voiced by some veterans' groups. But he said he
had worked extensively with veterans' groups to draft the job program, and he
thinks they will support It.

Carter ordered him to give top priority to the problem during his first meeting
with his Cabinet appointees on St. Simons Island, Ga., the week after Christmas,
Marshall said.

He Is most concerned about the disabled and black unemployed veterans, the
"hardest hit of all," Marshall said.

The most recent data show an unemployment rate among younger black vet-
erans of more than 20 per cent, Marshall said, compared with 18 per cent for all
Vietnam-era veterans aged 20 to 24, 12.5 per cent for nonveterans of the same age,
and 7.9 per cent for the nation as a whole.

The three major components of Marshall's program are:
A $100 million effort called HIRE] that will try to persuade private business to

create 50,000 to 60,000 new jobs and training slots for veterans. It will focus on the
disabled first, then on all Vietnam-era veterans, and finally, if there aren't enough
veterans In a given community, on "disadvantaged young jobseekers and the long-
term unemployed."

Attempts to put veterans In at least 145,000 of the 1,035.000 public service jobs
the Carter administration wants to create to ease unemployment. Those 145,000
jobs will cost about $1.2 billion, Marshall said.

A $20 million "outreach" effort that will place disabled Vietnam-era veterans
In employment service offices in the 100 largest cities, with at least one such unit
in each state. Those disabled workers will "co-centrate on identifying disabled
veterans in need of services and bringing them into the mainstream of the labor
market.. ," as well as "developing private-sector jobs for disabled veterans..."

Asked how he would ensure that private companies would create new jobs,
and not just "push unemployment around" by putting veterans in old Jobs,
Marshall said he intended to both tighten up administrative loopholes, and
compensate employers only for the extra expenses they Incur.

He said he hoped elimination of some red tape would keep private Industry
from opposing this program as It did the Nixon administration's JOBS program,
which paid Incentives to private businesses to create jobs.
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Carter wants 35 per cent of all new public service Jobs to be filled by Vietnam-
era veterans, Marshall said, and will ask Congress to amend the Comprehensive
Employment and Training Act (CETA) to allow "preference for Vietnam-era
veterans aged 20-24 . . "

That group bears the heaviest unemployment burden, he said, and more than
20 percent of the unemployed in that group are nonwhite.

Asked why he did not mention female veterans in his half-hour presentation,
Marshall said "We don't collect, unfortunately, statistics on females. That's a
thing we need to look at."

Marshall's announcement came four years to the day after the signing of the
Jan. 27, 1973 Paris cease-fire on Vietnam, and almost exactly four years after
the Nixon administration said unemployment among Vietnam veterans "in effect
no longer constitutes a national problem."

President Nixon ordered a "Jobs for veterans" program "of the highest priority"
in 1971, to reduce what was then an 11 per cent overall jobless rate among
Vietnam veterans.

By January of 1973, propelled by a still booming economy, the overall jobless
rate among Vietnam veterans had fallen to 5.5 per cent, just slightly higher than
th'e 5.2 per cent unemployment rate for the entire civilian work force.

Marshall said he wasn't sure why veteran unemployment is so high now, but
the recession played a role.

The Vietnam Veterans Center in Washington complained that the 20-to-24-
year-olds that Marshall focused on are too young to have served in Vietnam. They
are mostly those forced into the all-volunteer Army by the recession, a center
spokesman said.

[From te Washington Post, Apr. 28, 1977J

PROMISES OF JOBs UNFILLED, VIETNAM VETERANS AsaERT

[By William Greider]

Back in January, the Catrer administration got a lot of big headlines for
proclaiming new job programs for unemployed Vietnam veterans, but those early
promises have already soured for many veterans' organizations.

Meanwhile, unemployment among Vietnam veterans is rl.ng.
"They've been dragging their feet for three months," said Austin E. Korb'y of

the American Legion, complaining that the Labor Department has not yet even
filled the new position created for the program, deputy assistant secretary for
veterans emplyoment.

"Our high hopes," said Lawrence W. Roffee Jr. of Paralyzed Veterans of
America, "have now turned to frustration and cynicism. In our opinion, the way
the programs have been developed there is little chance of making any significant
reduction In the unemployment rate."

"We are now into the fourth month of the new administration," said Ronald
W. Drach of the Disabled American Veterans, "and we have seen the immediate
Implementation of several programs to assist those who evaded the draft and
those who failed to serve honorably during the Vietnam-era. However, we fall to
see any concerted effort to assist all disabled veterans who served their country
honorably . . ."

"What I hear," said Thomas 3. Wincek, veterans coordinator at the University
of Minnesota, "is that the veteran is No. 1. But what I see is that veterans really
aren't that important and programs to help them can be dropped or neglected."

At the same time, unemplyoment among veterans jumped a point in March to
17.1 percent-nearly 7 percentage points higher than non-veterans of the same
age.

The growing frustration of veterans with the Carter administration-In partic-
ular with the Labor Department's job agencies--has been gathering momentum
for weeks and was expres.d yesterday by seven widely varying veterans organi-
zattions at a hearing of the Hous Veterans Committee.

On the whole, they se the Carter administration, promises notwithstanding,
repeating the bureaucratic stall and dribble which frustrated them under Republi-
can Presidents-and left veterans with a disappointing share of the federal job-
and-training benefits handed out under labor Department programs.

Labor Secretary Ray Marshall on the day he was sworn in announced three new
programs, totaling $1.3 billion. Labor is still waiting for Congress to appropriate
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most of the money under the $4 billion economic stimulus legislation, but the vet-
erans groups are already deeply skeptical about how much will actually get to
veterans.

For instance:
The Carter administration promised 145,000 slots for veterans under Labor's

public-service Jobs prograin and a veterans preference up to 35 percent on all
new job slots for young Vietnam veterans.

After the guidelines were published, the Veterans of Foreign Wars fired off
a telegram to the White Rouse, complaining that these goals were evaporating
into vague instructions which merely encouraged local city halls and other pro-
grain sponsors to sign up vets. In the past, Vietnam veterans have fared poorly
when these jobs were handed out and their organizations want strong guarantees
of veteran priority.

"Could it be possible," the VFW asked, "that an underling in the Labor Depart-
ment solicitor's office can change the President's announced program or did Sec-
retary Marshall mislead the American public and those who served honorably?"

Labor's prolosed legislation-which the veterans complain was poorly drawn
and offered to Congress without much push-was rejected by the House when it
renewed the jobs program. The House would prefer to keep the jobs money free of
categorical guarantees for any specific groups.

Another component called HIRE, a $100 million subsidy program for private
busines.,es that hire veterans, is also awaiting funds through Marshall's remarks
in January left veterans groups, as well as some senators, with the impression
that 11IRE would proceed immediately. At the moment, Labor Is planning a pub-
licity ceremony at the White House sometime soon when the President appoints
a IIIRE advisory committee of business leaders.

The third program called Outreach envisions $20 million for hiring 2,000 dis-
aided veterans to help other disabled vets in the job market. As of yesterday,
according to a department spokesman, about 500 of these have been recruited.

A major thrust of the veterans complaints is aimed at the U.S. Employment
Service and other Labor bureaucrats who are accused of slighting veterans In the
pa.st. The same people, according to the veterans, are running the programs under
the Carter administration. A Veterans Employment Service created to eliminate
these problems has been ineffective because it reports to the same people, the
vet.s complain.

"An anti-veteran attitude," Kerby of the American Legion charged.

[From the Washington Post, Nov. 18, 1977]

FRANK GREvtE-A LEGACY OF 'LoST' VE'TEEANS

In )upont Circle, a dozen ragged men sit nodding In the sun.
They are Vietnam veterans who have found their niche in vagrancy.
On'e of them flips an empty bottle that once held cheap wine over his shoulder,

and it smashes to the sidewalk. Another passes around a shoplifted can of Vienna
sausage for lunch.

Mostly, as one of them says, they "play mnsic, smoke reefers, drink wine, talk.
Hate one another. Cart about one another," Mostly, that Is they do nothing.

There are an estimated 40,000 to 50,000 veterans just like them across the
country. They are turning up in parks and flophouses, and according to surveys
by the Bureau of Labor Statistics, they have no desire to work or they have given
up looking.

And this is just one of the disturbing trends appearing among the 6.7 million
veterans who served between August 1904 and May 1975.

Some of the others:
An estimated 500,000 are in criminal-justice custodv-125.000 in jails and

prisons and the remainder on parole, probation or some form of pre-trial release.
Another 511,000 are looking for work and can't find it, as unemployment among

Vietnam veterans once again exceeds the rate for nonveterans. This phenomenon,
unique to the Vietnam era, seemed to disappear in 1974, but has reappeared in the
wake of recesMion, Industry cutbacks and reluctance of companies to expand.

Currently. 7.7 percent of the veterans are unemployed, compared with 7 per-
cent for those aged 20 to 34 without military service.

Among loth the Jailed and the unemployed, minorities are markedly overrepre-
sented. "Black veterans have an incarceration rate almost double that of nonvet
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blacks the same age," says Neal Miller of the American Bar Association (ABA),
studying the problem for the Department of Labor. He has also found that "black
veterans are incarcerated at seven times the rate of white vets." But white vet-
erans are only Ilf as likely to wind up In jail as white nonvets, lie has found.

In the job market, black veterans appear to suffer both an antiveteran bias and
the traditional minority problem: an unemployment rate twice as high as that for
whites. Hardest hit of all are young black veterans, aged 20 to 24, whose Septem-
ber unemployment rate was 30.5 per cent, a peak for the postwar era.

New job programs for veterans undertaken by the Carter administration have
not done much to offset those numbers. A year ago, 529,000 Vietnam veterans were
unemployed. The current 511,000 figure represents a drop of only 18,000 during
what was hailed as a recovery period.

The Vietnam veterans are rapidly becoming a lost generation, says Roland
Mora, Deputy Assistant Secretary of Labor for veterans' employment. "It's sim-
pie: The Vietnam vet got shafted when lie went and shafted when he come
home."

Mora, a former Marine captain who was disabled in Vietnam, was an advance
man In Jimmy Carter's campaign. His post is new, created by Carter to show
concern for young veterans.

"My feeling is that we're in a new era of Reconstruction," Mora says. "The
hostility and bitterness that's still alive between North and South came from that
period, and I'm afraid the post-Vietnam era could have the same long-term resid-
ual effects. I see it happxening particularly with minorities, where the unemploy-
ment is so much worse."

Mora and most other analysts suspect that government figures, as bleak as
they are, understate the problem.

"It's just a guess," Mora says, "but I think I know some places where, for
ever) vet they count, there are two they miss who've just chucked the system.
In every big city, which is where the problem is biggest because that's where the
minorities are, you'll find whole networks, whole ndergrounds, of vets who've
just dropped out."

lie blames discrimination by employers against minorities, compounded by
discrimination specifically against veterans. "They see 'era as drug addicts," Mnra
says, "which is one of the worst raps Vietnam vets got. They [the employers]
want to forget the war, so they forget the vet."

Arguing that "the Vietnam vet absorbed the guilt of this country," Morn pre-
dicts that "as time goes on, we'll see more and more psychological warfare be-
tween the vets and the civilians they fought for."

Miller of the ABA, from his data on prisoners, concludes only that "something
is going on out there that we don't understand." Ills study is "picking up two
kind-, of people: people on drugs and people starting to explode." About a third
of the incarcerations Involve offenses linked to drugs, lie says, followed In order
of frequency by armed robberies, burglaries, murders, manslaughter and aggra-
vated assault.

In addition to general discrimination again blacks, lie adds, another explana-
tion for the extraordinary unemployment among minority veterans is that "they
were only about 10 per cent of the forces, but they had 50 percent of the combat
roles. These, traditionally, are the worst preparation for civilian jobs."

"I was a paratrooper," says a black man, 30, in Dupont Circle, who anwers
"Naah" and shakes his head when asked his name. "I went down the employment
.,rvice with a guy had been a truck driver. They told him: *Try the bus station.'
They told me: 'We ain't got no Jobs jinpin' outa planes.'"

Occasionally, the argument is made, as by Veterans Administration spokes-
man Julian Morrison, that "these guys are no different from other groups of vets
at the same stage of time after World War II." Morrison claims that "figures"
back him, but VA statistician William Malloy disagrees.

"Nobody has ever compiled that data," Malloy says, "but the World War II
veteran certainly didn't have a recession problem when he came back. And em-
ployment of vets always ran ahead of nonvets after World War IT."

Meanwhile, in Dupont Circle, the vets talk about their fear of a rival park
group: "The cons," says a man named Sam. "They'll kill you faster, stick you
faster. Try to make a faggot outa you. Tell you you ain't nothln' but a hired
killer Torn."
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And they talk about their fear of the cold, when they must find and defend "a
huddle": a warm sleeping spot in a laundromat, a basement or an apartment
hall. "Generally, you drink more in winter," says Sam, "Wild Irish Rose, which
is 20 per cent, or Gllbey's vodka. You drink as much as you need to go tj sleep."

[From the Washington Post, May 29, 19781

COLEMAN MCCARTIYS-1VrFTNAM ViErs: DoEs CoNonR.ss FINALLY UNDEUSTAND?

This Memorial Day it is worth nothing, and perhaps celebrating, that Vietnam
veterans are less alone in being dissatisfied with their current mistreatment.
Veterans whose needs for schooling, jobs, health care and readjustment aid have
been ignored or met grudgingly have been joined by some members of Congress
who share the despair.

A survey released today by Rep. David Bonior, a first-term Michigan Democrat
who has come forward as a forceful ally of Vietnam-era veterans (he has orga-
nized a bloc of 13 of them in Congress), reveals a sentiment that uutil now has
not been known in detail. The survey is based on a questionnaire return by 109
S enate and House members. Although that number is not large enough to be
representative of the whole Congress, it does offer an accurate glimpse of what
a significant percentage thinks. The findings include:

Only 14 percent think President Carter's $1.3-billion jobs program is a suc-
cess, while 54 percent say it is not.

Fifty-five percent say the country js not doing enough for disabled veterans.
Only 23 percent said it is.

The Veterans Administration earned a favorable rating of 73 percent for its
care of all veterans but only 45 percent for Vietnam veterans. Fewer than 2
percent say the VA Is doing poorly for all veterans, but 17 percent believe it
does poorly for Vietnam veterans.

Seventy-six percent think the Vietnam veterans are dissatisfied by the gov-
ernment's treatment of them, with only 13 percent feeling that the dissatisfac-
tion is not justified.

These revelations, among others, of congressional attitudes suggest that the
plight of Vietnam-era veterans is finally beginning to be understood. That it has
taken this long may be due to the deference Congress has given to Reps. Olin
Teague (D-Tex.) and Ray Roberts (D-Tex.). As enlightened as they may have
been in aiding veterans from World War II and Korea, they have had blocks
alout Vietnam and its aftershock. Two findings in the survey counter the views
of Teague and Hoberts: First, fewer than half of these polled say that Vietnam
veterans command as much respect as veterans of World War II or Korea and,
second, 86 percent said that lack of respect came from the "unpopularity of the
war."

Outside of Congress, the findings of the survey may embolden Max Cleland,
head of the VA, to be a stronger advocate than he has been for Vietnam vet-
erans in certain Issues In last year's debate on the GI Bill amendments, for
example, Cleland backed off from an earlier position of taking into account the
higher tuition costs in some areas of the country. Instead, he backed a more
limited plan that had the blessing of Teague and Roberts. In the survey, 64 per-
cent of the lawmakers who responded favored legislation that would take tui-
tion differences into account while only 28 percent opposed it.

Meanwhile, Oleland and Stuart Elzenstat, the president's domestic affairs ad-
viser, Fave submitted to President Carter a presidential review memorandum
on the government's programs for Vietnam veterans. The report was seven weeks
overdue. In addition to being handed in late-which says something about the
administration's interest in the issue-the report may also be weak. Initial drafts
reportedly minimize the ordeals suffered by many veterans.

If that's the case, then the survey may prove to be even more crucial to estab-
li1ing a creative and comprehensive policy for Vietnam veterans. With a sig-
nificant number of those in Congress now among the dissatisfied, it is less and
less possible to say that all is well on the Vietnam front.

last week, Cleland was asked in an interview in U.S. News and World Report
if Vietnam veterans "have had a raw deal in comparison with veterans of other
wars." He said. "There's a grain of truth to it." The congressional survey indi-
cates that enough grains are on hand to fill a bin.
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The CHAIRMAN. Senator Bentsen will be conducting a hearing at 2
o'clock. We will resume on schedule at 2 o'clock, when Senator Bent-
sen will be here.

[Whereupon, at 1:45 p.m., the committee adjourned, to -reconvene
at 2 p.m., the same day.]



REVENUE ACT OF 1978

[To Consider S. 3370]

THURSDAY, AUGUST 24, 1978

U.S. SENATE,
Com~miTTzri ON FiNANCE,

Washington, D.C.
The committee met, pursuant to recess, at 2:02 o'clock, p.m., in Room

2221, Dirksen Senate Office Building, the Honorable Lloyd Bentsen
presiding.

Present: Senators Bentsen, Haskell, and Curtis.
[The bill S. 3370 follows:]

(943)

33-050--78----15
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9Wt CONGRESS
2DSaixS. 3370

IN THE SENATE OF THE UNITED STATES

Auovsr 2 (legislative day, MAY 17), 1978
Mr. BzNTSEN inttduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL
To suspend certain Treasury Department and Internal Revenue

Service action dealing with State and local financing.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress asembled,

3 SECTION 1. ARBITRAGE AND REFUNDING OF INDUSTRIAL

4 DEVELOPMENT BONDs REGULATIONS.

5 (a) IN GENERAL.-NO arbitrage regulation or indus-

6 trial development bond regulation shall hereafter be issued-

7 (1) in final form on or after August 1, 1978, and

8 on or before December 31, 1979, or

9 (2) in proposed or final form on or after August 1,

10 1978, if such regulation has an effective date on or before

11 December 31, 1979.

II

W
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2

1 (b) DEFINITION OF ARBITRAGE REGULATIO.-For

2 purposes of subdivision (a) and section 2, the term "arbi-

3 trage regulation" means a regulation issued purporting to

4 carry ott or relating to the purposes of section 103 (c) of

5 the Intenial Revenue Code of 1954, as amended.

6 (c) DEFINITIOX OV~INDUSThIAIL DEVELOPMENT Bomn

7 RHOULATION.--For purposes of subdivision (a) and section

8 3, the term "industrial development bond regulation" means

9 a regulation purporting to carry out or relating to the pur-

,10 poses of section 103 (b) of the Internal Revenue Code of

11 1954.

12 SEC. 2. ABOLITION OF CERTAIN ARBITRAGE REGULA.

13 TIONS.

14 The proposed amendments to the income tax regula-

15 tions (26 CFR part 1) under section 103 (c) of the Internal

16 Revenue Code of 1954, published in the Federal Register

17 MIty 8, 1978, and Revenue Ruling 78-302 and the accom-

18 panying Department of the Treasury, Internal Revenue Serv-

19 ice, Information Release 2018 of July 20, 1978, shall have

20 no force or effect and are declared invalid.
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3

.t SEC. 3. ABOLITION OF CERTAIN INDUSTRIAL DEVELOP.

2 MENT BOND REGULATIONS (EXEMPT ACTIVE.

3 'T SS ONLY).

4 The proposed Amendments to tile income tax regulations

5 (26 CFR part 1) under section 103 (b) of the Internal

6 Rlevcnue Code of 1954, amiiending section 1.103-7 of said

7 regulations published in the Federal Register December 6,

8 1977, as such proposed amendments relate to obligations

9 issued after May 1, 1968, or January 1, 1969, if the transi-

10 tional rules of section 1.103-12 of the income tax regulations

11 are applicable, to provide "certain exempt activities" as de-

12 fined in section 103 (b) (4) of the Internal Revenue Code

13 of 1954, as amended, shall have no force or effect and are

14 declared invalid.

4
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Senator BENTS',N" : The hearing will come to order.
Mr. Secretary, would you take the witness chair, please.
On August 2, I introduced S. 3,370, which would suspend until the

end of 1979 certain Treasury Department and IRS actions relating to
municipal bonds, which could have a serious impact on important gov-
ernmental functions in States.

Officials of the State of Texas have informed me that recent ad-
ministrative interpretations of section 103 of the Tax Law would frus-
trate efforts of State and local governments to carry out normal pub-
lic financing functions.

Unreasonable Federal regulations that drive up State and local
costs at no benefit to local citizens cannot be.

The purpose of this hearing this afternoon, which was organized
at my request, is to enable the1 finance Committee to carefully review
this entire issues and make appropriate policy decisions to insure that
excessive Federal intervention into legitimate State and local finan-
cing technique is prevented.

Municipalities throughout the country have expressed concern that
the new proposed regulations on arbitrage bonds published on May 8
may disrupt municipal financing and could even result in increased
local-taxes and lower quality of municipal services.

Municipalities expressed these concerns at IRS hearings on July 25.
The Finance Committee will look at several aspects of what is, ad-

mittedly, an extremely complex issue.
First, we want to determine whether there is a need for investment

limitations on genuine invested sinking funds that are used to repay
so-called term bonsls. Is there any evidence that a proliferation of in-
vested sinking funds, either for new money issues or for refunding,
might actually dry up interest rates to the detriment of all State and
local entities? What are the precise differences between invested sink-
ing funds in contrast to debt reserve funds or opeirting funds?

Second, with respect to advance refundings, th e, Treasury Depart-
inent believes that certain legal or underwriting fees should be dis-
regarded for the purpose of computing yield for the arbitrage cal-
cul actions.

We want to determine whether there have been real abuses which
necessitate this change of policy. If there have been abuses, we want
to determine whether this is the most appropriate means to remedy
the problem.

Third, the Treasury Department has suggested changing the cer-
tification procedure which relates to whether there is a reasonable
expectation that the bond proceeds will not be invested to such a man-
ner as to result in an arbitrage profit. We want to determine what
the rationale for this change is.

Fourth, we will look at the question of advance refundings. Should
advance refundings be permitted for normal governmental activities,
such as airports? Does sound tax policy dictate different rules for
advance refundings of industrial development bonds for nongovern-
mental activities?

These are some of the most complex issues that have ever faced the
Finance Committee.

We are fortunate to have as our first witness this afternoon the As-
sistant Secretary of the Treasury, Mr. Don Lubick. Mr. Lubick has
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the respect of all the members of this committee and we look forward
to his guidance in developing some reasonable rules and to clear up any
misunderstandings as to what the regulations are meant to do, and to
prvide such rules that will provide such maximum flexibility for
State and local financing officials, but at the same time prevent some
of the real abuses that Treasury is aware of.

Mr. Secretary we are very pleased to have you.
Please proceed.

STATEMENT OF HON. DONALD C. LUBICK, ASSISTANT SECRETARY
FOR TAX POLICY, ACCOMPANIED BY JOHN M. SAMUELS, DEPUTY
TO THE LEGISLATIVE COUNSEL, AND BENJAMIN 7. COHEN, AT-
TORNEY, ALL OF DEPARTMENT OF THE TREASURY

Mr. LUBicK. Thank you, Mr. Chairman. Thank you for your invi-
tation to be here. We are very pleased to discuss this matter of recent
Treasury regulations in the industrial development bond and arbitrage
bond financing areas.

With your permission I would request that my prepared statement
be inserted into the record, and I would like to summarize the gist
of it.

Senator BENTSEN. That will be done.
Mr. LUBICK. I think I should also state that we share the objectives

to which you referred in your opening statement. We indeed are in-
terested in protecing the ability of State ane local governments to
finance their activities through sound issues of indebtedness. Basically,
we are interested in confining our regulatory activity in this area to
dealing with the inhibitions which Congress enacted in 1969 with
respect to arbitrage activity.

We believe that our recent proposed regulations are legally proper
interpretations of section 103, and, moreover, that they ,e-iect sound
policy decisions in this area.

We have consulted extensively in the last couple of months with
representatives of State and local governments, representatives of
their organizations, with experienced bond counsel, who are experts
in the field, and we have been working on preparation of revisions and
clarifications of the regulations to tae into account items which they
have raised. We think that in almost all cases much of the distress and
much of the confusion with respect to the regulations has been attrib-
utable to misreading of the language, at least with respect to our in-
tent. We are hopeful that we will be able to make public very shortly
a revised proposed regulation which will allay most of the fears which
have been expressed in this area. We believe that, following that notice
of proposed rulemaking, we will again be able to receive comments of
a technical nature on that, and that within a relatively short time we
will be able finally to issue regulations in permanent form in this area
and regulations which we hope will be clearly written and understand-
able by those persons who have to labor in this area.

We do believe that a rollback of the regulations in these areas would
be disastrous for State and local governments, and it would be harm-
ful to their ability to finance needed governmental projects.

Senator HtASKEILL. Excuse me, Mr. Chairman.
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I would like to ask the witness what he means by rollbacks.
ir. LUBICK. The legislation, as I understand it, would serve to-

Senator BENTSEN. He is speaking of this piece of legislation that I
have introduced. He is somewhat opposed to my piece of legislation.

Senator HAsxELL. Oh I I can't understand why. [General laughter.]
ir. LuBicx. We have mild opposition, Senator Bentsen.

Senator BENTSEN. It defers the implementation of those regulations
until the end of 1979.

Mr. LuBICK. We have been rolling and rolling recently in a number
of areas, and we think it is sort of time to flatten out the ground a
little. [General laughter.]

We are concerned, with you, that the increased financing costs which
would result to State and local governments from vast amounts of
indebtedness which might be added to the market and which we might
add, would not finance any new governmental ventures and would re-
quire higher property taxes. We have received a message that that
seems to run counter to popular demands these days.

I would like to start out by giving a brief definition of what we are
talking about as arbitrage bonds.

Basically, what we are talking about are municipal bonds which are
used to make an investment profit. They are issued to provide a yield
which is lower than the return to the State and local government from
its investment, which can be attributed to their financial issues and
replacements which they make in that area.

Arbitrage profit has two drawbacks. The first is one about which we
are naturally concerned, and that is that the cost to the Treasury, the
cost to the Federal fist, is considerably more than the arbitrage profit
earned by the local government. The tax exemption, the forgone reve-
nues to the United States, are invariably greater than the saving in
arbitrage profit to the State and local government. That means that
the net loss is shifted to the taxpayers of the country as a whole.

But, more importantly, we are concerned with the financial well-
being and the ability of State and local governments to remain viable
and independent. I think that we have seen evidence that arbitrage
bonds crowd out normal project bonds and normal financing of State
and local governments and thereby drive up the cost of municipal
borrowing.

It is for these reasons that in 1969 Congress, with the support of the
State and local governments, denied tax exemption to arbitrage bonds.

Congress did permit unrestricted investment for temporary periods
pending the expenditure of the bond proceeds on the project, and,
moreover, it did allow a reasonably required reserve fund, up to 15
percent, and, even higher than the 15 percent, if the issuer established
a reasonable requirement for a larger one.

The 15 percent, I should note here, is 15 percent of the original pro-
ceeds of the issue of the bond and not 15 percent of the balance of the
bonds that are unredeemed and outstanding at any time.

Again, our experience has indicated that 15 percent, in most situa-
tions, is a fairly high amount where the reserve fund is required to
protect the security of the indebtedness.

Senator BENrsiN. Let me interrupt there.
If they exceed the 15 percent, are they automatically in violation,

or do you then go into a judgment area and an area of negotiation?
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Mr. LuInic, . The statute says that the issuer must establish that a
higher amount is reasonably required.

Senator BENT5EN. The burden is on the issuer.
Mr. LnBICK. So, you are, in a judgment area.
Senator BFN'rSE-.. I see.
Mr. Lt'icK. Incidentally, we have been working with the Internal

Revenue Service in this area to try to establish procedures for ex-
pedited review and handling of rulings in this area. So, we are very
hopeful that this will not be an undue burden on State and local
governments.

Senator IIASKELL. Let me interrupt you there, please.
There is something that bothers me.
I understood that the Service had refused to rule on the question

of arbitrage. Of course, it is necessary to have rulings on the tax-
exempt status of bonds, as a whole, before you can really sell them.

Now, is my understanding correct or incorrect?
Mr. LuamCi. I don't believe that is correct.. Senator Haskell.
I am informed by John Samuels, our tax legislative counsel, that

the Service has and will rule in this area.
Senator HASKELL. Well, I was informed differently by a very com-

petent municipal bond lawyer in Denver, but he. could be wrong-or,
Mr. Samuels could be wrong. But I hope be is really sure.

Mr. LuBncK. Senator Haskell, I believe I can assure you in speaking
of the future that Mr. Samuels is correct, and we will be glad to dis-
cuss i ith you who is correct as to the past. [General laughter.] Per-
haps we are dealing with different areas.

The computer programed invested sinking fund is a relatively new
device. We had sinking funds around for a long time. But by and
large, the computer rogramed investment fund that we are talking
about these days is about a year or two old and is an ingenious way of
circumventing the arbitrage rules which were enacted by the Congress
in 1969.

Typically, municipal bonds were issued with a serial maturity. Af-
ter a certain period, bonds of a given issue would mature and be
retired: or, thev may have a single tenninal date, but a certain portion
of them would be'called each year after being outstanding for a
period of time.

Now, the invested sinking fund changes that practice by leaving
the entire amount of an issue outstanding until the ultimate maturity
date, and, instead of calling bonds or having a portion of the bonds
mature prior to that date, t.he revenues from the project are put into
a sinking fund and invested, usually secured by U.S. bonds, and held
until the ultimate maturity date, in which case bonds are then paid off.

The result is that during this extended period, during which the
sinking fund is built up and invested, you ha.ve an arbitrage profit
earned by the State and local government. Its bonds are outstanding,
for example, at 6) or 5.5 percent and the sinking fund is building up
and earning interest at, 7.5 or 8 percent.

It is to the advantage of the State and local government to keep the
bonds outstanding-as long as possible, until the ultimate maturity,
because it. can make this arbitrage profit. -

Now, in addition to extending the maturity of bonds which would
normally be retired serially, the invested sinking fund encourages ad-
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vance refundings with a sinking fund device. I would like to turn to
thatin a minute.

Our estimates indicate that, if unchecked. use of the investment
sinking fund would produce over the course of time a nearly 50-per-
cent increase in the volume of municipal indebtedness outstanding,
without regard to advance refunding, just by virtue of the extension
of maturities of bonds which would have been called or would have
serial redemption dates.

The result would be an increase in volume of close to 50 percent.
Now, the regulations which we proposed made clear that arbitrage

by this device is bad.
I might simply refer to a few quotations from the Daily Bond

Buyer of May 4 of the reaction of the financial community to the
proposed regulation.

Thomas S. Ambrosio, senior vice president of American Securities
Corp., termed the invested sinker technique "working in gimmickry,"
and said, "I almost welcomed the IRS decision at that point"-and I
regard that as a finn embrace, when someone says he almost welcomes
US.

We should be marketing bonds as opposed to giving them away. The Impact on
the market of the ruling will be helpful for the overall market because of supply
and demand.

Mr. Noonan. vice president of Kidder Peabody, said:
There are a lot of deals which are marginally feasible because of the invested

sinker technique. The regulations won't affect Kidder Peabody because all of
our issues In progress now qualify.

David R. Rochet, senior vice president of Donaldson, Lufkin. and
Gennerette Securities Corp.:

I am in favor of eliminating those things. It Just put a lot of bonds in the mar-
ket that were not in the public interest, bonds that just to6k advantage of arbi-
trage. The invested sinking fund technique disrupted the market and made it
more costly for legitimate borrowers to botrow.

Now, I mentioned briefly that arbitrage has become very popular in
combination with advance refunding techniques. 'he advance ref und-
ing technique is one where bonds are issued currently for the purpose
of establishing proceeds which will be used ultimately--not immedi-
ately, but 5, 10, or 15 years down the road-to pay oft the first issue.
Again, here we have a doubling of the amount, the dollar amount, of
bonds that is outstanding, and the potential arbitrage profit through
the. use of the invested sinking fund has made it very attractive to en-
gage in this advance refunding technique so that, we And, again, a great
increase, a great proliferation in the amount of indebtedness with no
additional revenues going to fund State and local projects.

Moreover, in the advance refunding case, we have bonds which are
not only tax exempt, but because of the fact that they are secured by
investments in U.S. Government securities, they are guaranteed by the
United States. A relatively short time ago you decided it was not ap-
propriate, in the case of New York City, to have Federal guarantee of
municipal debt. But that, in effect, is a situation that is encouraged by
the combination of arbitrage and advance refunding.

We have tried to be very careful to avoid interference with conven-
tional financing practices.
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For example, many municipalities have operating funds. There was
some misunderstanding that these operating funds might be affected
by the arbitrage regulations. We have issued, yesterday, a revenue rul-
ing which wilfelarify the doubts in this area. This revenue ruling was
produced by us after extensive consultation with State and local gov-
ernments, after having been reviewed with a fine-tooth comb by coun-
sel selected by the organizations of State and local governments, and
by other experts in the field with whom we have consulted.

I would like to point out again that if an issue is affected by the
arbitrage regulations, that does not mean that the issue cannot pro-
ceed. It simply means that there is a limitation on the amount of arbi-
trage profit that can be made from reinvesting in U.S. Government
securities.

Senator BENTSEN. What happens to the excess?
Mr. LUBICK. The U.S. Treasury has a special series of bonds which

will be issued at a rate to eliminate the arbitrage profit.
Senator BENTSEN. They have to use the excess and invest in those

specific bonds, is that what you are saying q
They have to use the excess that would - termed arbitrage to invest

in those specific securities.
Mr. LUBICK. Well, the amount that would produce that excess-that

is right, and we avoid the excess that way. That is correct.
Now, I may say with respect to these conventional financing tech-

niques that we stand ready to meet with any and all municipal gov-
ernments and their counsel who believe they still have problems. If
they are legitimate problems that we have not foreseen, we stand ready
to meet with them. There is considerable flexibility that is granted by
Congress to effectuate the purpose of the arbitrage statute, and we have
been working very closely and will continue to work closely with rep-
resentatives of the State and local governments.

We had an extensive meeting this morning with Mayor Vann of
Birmingham, who is here. We are investigating his situation. We think
there is a possibility that, when we see all the facts, he will not be af-
fected in the city of Birmingham by the regulations, or at Least not as

he thought he would. There are escape valves, if he is affected, that
can be handled. We are looking forward to cooperating with State and
local governments which have legitimate concerns and historic prac-
tices that do not involve the device with which we are concerned.

I would like to turn very briefly, if I may, to the question of advance
refundings of industrial development bonds because your legislation,
Senator Bentsen, also dealt with our November regulations.

Senator BENTsEx. I think there is going to be a vote on the floor,
probably in about 30 minutes, on that issue.

Mr. Lu-BiCK. I hope you will vote the right way, Senator Bentsen.
[General laughter.]

I think that you will find, generally speaking, that the State and lo-
cal governments find the proliferation of industrial development
bonds, which, essentially, are the issuance of private indebtedness un-
der the cloak of the municipal tax exemption, to be an undesirable
thing from their point of view. Again, the proliferation of industrial
development bonds has an adverse effect on municipal financing.

I recall very interesting evidence of the significance of this. When
our regulations were issued last November, they were issued at a time
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when interest rates were climbing. General market interest rates were
on the rise.

The day our regulations came out, the rate of interest on municipal
bonds declined, contrary to the general trend of the market, indicat-
ing the beneficial effect on the cost of borrowing for State and local
governments by preventing a huge volume, close to $1 billion, of indus-
trial development bonds coming on to the market. These were advance
refundings of bonds which were issued before 1968, which the persons
involved were trying to refund, and thereby, it seems to us fairly clear,
avoid the prohibition which Congress had enacted in 1968.

In 1968, Congress said no new industrial development bond financ-
ing and the refunding technique, by posing as an amendment to an ex-
isting issue, was extending the time for which these grandfathered -

bonds could remain outstanding.
You mentioned one other item, Mr. Chairman, in your introduction

and that dealt with the distinction between governmental activities and
nongovernmental activities. That is related to the industrial develop-
inent bond classification.

Unfortunately, the statute defining industrial development bonds
lumps together a lot of activities-airports, stadia, as well as pollution
bonds, which are generally issued for the benefit of private corpora-tions.

W were unable to make a distinction under the statute between these
various functions because they were all put together. So, we have been
working ourselves and closely with representatives of various State
and local governments to come up with a legislative proposal to rede-
fine in this area what are industrial development bonds. Those that

-epre-sunt the performance by the State and local government of gen-
uine governmental functions we would think should not be subject to
the same rules.

We are going to release our draft fairly soon. We suggest that a
sound principle would be that in a situation where the State and local
government is genuinely the owner of the item which is being financed
by the issue, the industrial bond rules ought not to apply. In those
situations where the rules are simply b, cloak for private industry being
the owner, then we think that it is inappropriate. to have private indu--
try, selected private industry, have the benefit of tax exemption, which
should be reserved for municipalities and State governments.

In closing, I would simply like to say that our regulations, both in
November and in May, were in response to pre-sures that we received
from state and local governments and from responsible un(lerwriters
who were in fear of a collapse of the municipal market. If we had
not acted, I think the result might have been an enormous volume
of sinking fund bonds The total amount of municipal bonds today is
$250 billion. From a short run perspective, it would be highly al-
vantageous, it least initially, to refund the great majority of these
bonds. If only 20 Per-cent, are refunded, this would amount to a volume
of $50 billion. Fifty billion dollars is more than the total volume for
the entire year of 1977. If anything approaching that $50 billion of
sinking fund bonds were sold, the effect on the market could be cata-
strophic. Borrowing costs, local taxes would go up. Communities that
have financial problems and need access to the market the most would
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be unable to sell their bonds. Thousands of innocent people who have
put their savings into tax exempt municipal bonds would suffer sub-
stantial losses because as interest rates rise, the principal values of
those bonds that were issued earlier is going to decline.

The regulations whieh we have. proposed are not aimed at customary
financial practices. As I indicated, we are willing to work to solve any
problems that arise.

On the other hand. Mr. Chairman, with all due respect, we think
that S. 3370 is one of the worst. possible ways of attacking these
problem.

Senator BEX..'TSErN.-. Mr. Secretary, it got your attention and now we
are trying to work out some solutiions to it. That's one of the major
rvasons for it..

Let me ask you about the ruling in refunding situations, which
indicates that. You do not think certain underwriting costs and legal
costs should be used as a part of the computation in determining
yield for arbitrage purposes. Now surely there are certain under-
writing costs and legal costs that are legitimate and proper and
affect true yield, or so it seems to me.

Would you elalxwate on that?
Mr. LTBICK. Yes.
I would agree that. underwriting and legal costs are legitimate.
Senator B:,TsEN. To determine yield, in effect.
Mr. LUBICK. They do affect the interest cost to the municipality, to

the issuer. It is a cost of putting out the issue and therefore it is paa't of
their cost., and under any method of financing, whether corporate or
governmental, it. is a cost of the issue.

That is a different question, Senator Bentsen, from the yield to the
holder of the bond, the yield to the investor.

Senator BENTSFN. Ohi, yes;
Mr. LUBiCK. The statite, in measuring arbitrage, is talking in tel-ins

of yield which we think is quite different.
What I would like to say is that basically the cost of putting out

an issue, the legal costs and the underwriting costs, in the case of new
issues have to be absorbed by the issuer. There is no way around that.
That is the situation.

The financing of these legal costs and the underwriting costs out of
arbitrage profits or arbitrage differentials is ,omething that has been
limited only to advance refundings. That opportunity is not available
to new issues. Therefore, we have seen a number of cases where the
costs exceed the saving to the municipality.

If you have a situation where an issue is put out at 6 percent and the
next day the interest cost goes down to 5.998 percent, it will pay the
municipality to refund the issue on an advance funding basis at 5.998
percent as long as it can finance the legal and underwriting costs out of
the arbitrage differentiall. e

The result is that. the new issue situation, the municipality has sme
constraints on it. It has to take into account as part of the cost of
borrowing the legitimate expenses of legal and underwriting fees.

You do not. have any such restraint in the ca.e of advance refund-
ings if you permit all of those expenses to be charged to the United
States because. they become a wash as far as the municipality is con-
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cerned. There is evidence that this has increased the propensity of State
and local governments to put out these issues. It has increased tie pro-
pensity of some counsel and some underwriters to charge fees higher
than what might. niormally be regarded as reasonable. I have a very
high threshold as to what is reasonable in this area, but sometimes
even that has been exceeded.

I think that basically what you are doing to the extent that you are is
you are cutting los.se s, reducing interest expense of municipalities
through periniting an arbitrage pifit to pay for that,. It is the same as
the sit nation where you are putting the profit in the hands of the issuer.
This is because whether you have a reduction in liabilities or an increase
in assets, you have a profit either way. I think basically the advance re-
fundings ought not to be on a better basis than the new issues.

Senator BENTSEN. Thank you.
Your answer obviously used up my 5 minutes.
So, Senator Haskell, would you like to question the witness?
Senator HASKELL. Thank you. I will ask one question.
One of the things that concerned me, Mr. Secretary, is the fact that

this statute was enacted in 1969, and it is my understanding that the
regulations are still in proposed form.

Is that understanding correct?
Mr. LumcK. Yes.
That. concerns us, too, Senator Haskell. As I indicated, we are work-

ing very hard to see if we can have final permanent regulations in this
area. We are working on revisions and clarifications. You are perfectly
right. We should do something about that.

Senator HASKELL. One of the reasons this concerns me is I don't
see how anybody can test the validity of a proposed regulae.on. And
yet the industry has been operating for basically almost a decade,
under a proposed regulation.

I don't see how a private party or a municipality could test the
validity of a proposed regulation. It puts the industry-in this case
we are talking about municipalities and related persons--in a terrible
position.

Would you concur with that?
Mr. LJBICK. No, Senator Haskell. I don't think tlt's quite right.
We have indicated that persons may rely upon the proposed regula-

tions for their financing purposes.
Senator HASKELL. Supposed they think you are legislating by regu-

lations. How are they going to test that?
Mr. LBICK. The same way they would test it if we had a final regula-

lation. Exactly the same way.
Senator HASKELL. Well, I would like to hear whether or not others

agree with you on this particular subject.
Mr. LUBICK. I might point out that if we have final regulations,

I think it will require a hardy soul to put out an issue-
Senator HASKELL. I agree.
Mr. LTBICK. [continuing]. Because a lot of people aren't going to

want to buy an issue..
Senator HASKELL. I agree with that, and this is one of the reasons

why I have asked you about ruling policy.
There. is jut one other point, and then I will turn the questioning

back to thle chairman.
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I understand that the statute says that reinvestment of the proceeds
cannot be in a yield which is "materially higher" than the bond issue
refunded.

It is also my understanding that the Treasury essentially prohibits
reinvestment if the interest is any higher. Am I correct in that?

Mr. LtiiicK. Senator Haskell, your statement of the soon-to-be-old
rule is correct.. However, the revised regulation which is to be proposed
is changing that, except with respect to advanced-well, let me ask
Mr. Samuels to answer that.

Senator HASKEILL. Well, don't bother, if it is going to be changed,
that is sufficient.

I think that Senator Bentsen was quite right when he said he got the
Treasury De partb1mnt's attention on this matter.

For myself, this is a very tecliical subject., and I don't want to go
into it in this hearing. I am not sure that I fully understand all of
its ramifications.

But I think it is vital that you do sit down with the affected parties
and come to some final regulations, meeting their legitimate problems.
I am sure that some of the points the- raise may not be fully legitimate.
But I am sure that some of their pomits are fully legitimate.

I would like to congratulate my colleague. I don't know whether I
will vote for his bill or not; I have not decided. But I would like to
congratulate him for bringing this to a head, because I think it is a
very unfortunate situation.

Mr. LtTBICK. I would like to assure the chairman that he can have
our attention at any time., without the necessity of recourse to such a
drastic remedy.

[General laughter.]
Senator BENTSEN. Let me say to my colleague-and I thank him

very much-that whether or not I will vote for my bill will depend on
what Treasury does in the meantime.

Senator IIAsKr.L. That is the situation I am in.
-- Senator BENTSEN. Mr. Secretary, it is my understanding that Treas-
ury also is talking about changing the means of certification with the
idea of getting to the point, of is there reasonable expectation that. the
bond proceeds will not be invested in a manner in which arbitrage
profits will be incurred.

If that is so, why, and what do you have in mindI
Mr. LurmcK. Up until now, Mr. Chairman, if the issuer certified

that the bond was not an arbitrage bond, that was final and conclusive,
and no one could go behind it.

What we are suggesting is that the issuer's representation with re-
spect to the facts, what its intention has to do with the proceeds of the
bond and the like, is stillgoing to he conclusive. But, as to the legal
issue, as to legal conclusions from the application of the law to the
facts, the normal rules which apply with respect to other types of miu-
nicipal financing will be applicable. They will have to rely upon coun-
sel or go throuarh the ruling process to determine tle interpretation of
the law. That is a procedure that seems to have worked very
sat;sfaetorily.

Aq a Present member of the le',al profession, that is what we, are
paid to do-to ascertain the law. We hope that our regulations will be
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sufficiently precise to enable that. But we will put some responsibility
on someone with respect to the question as to whether we have an ar-
bitrage bond or not-on the legal question, not with respect to factual
questions.

Senator Bm-rsEN. Does this mean that all of this could be consum-
mated prior to issuance so that you do not have a purchaser out there
in jeopardy as to the classification?

Mr. LuBicK. Basically, if there is a legal opinion and the legal opin-
ion is erroneous, the issue would not be tax exempt, and that would
mean that there would be--

Senator BENTSEN. What I am asking is, is there some hazard to a
purchaser under this approach? Isn't there? Does he take more of a
risk?

Mr. LUBICK. I would say that essentially there is not, Senator Bent-
sen. There is more hazard to the counsel. I think he is going to have to
not go quite up to the cliff.

Senator BF.NTEN. W:ell, if there is not more hazard to the pur-
chaser, then there would have to be an awfully solvent counsel,
wouldn't them?

Mr. LUBicK. Or solvent insurance carriers.
[General laughter.]
Mr. SAMUMS. Mr. Chairman, I would like to make one point.
Municipal bonds are sold regularly on the basis of unqualified opin-

ions of counsel. They face many vexing questions that have nothing to
do with arbitrage. There is no certification procedure which essentially
lets them issue themselves a ruling.

Senator BE-rsr. Well, I am not that familiar with the procedures
on this, but now, on the certification, aren't there certain criteria or
guidelines which they have to follow, and if they have followed all of
those they are in reasonably good shape insofar as it qualifying?

Mr. SAWTJELS. That is correct. Indeed, we think they are in too good
shape. That is what we are saying. At least some counsel take the posi-
tion that if they follow those guidelines, that certificate is conclusively
binding upon the Internal Revenue Service, and if, in fact, that bond
was an arbitrage bond, nonetheless that certificate, notwithstanding
subsequent events, is controlling and the interest on that bond will re-
main tax exempt.

That is not the statutory scheme. It is not the sanction Congress pro-
vided for an arbitrage bond. We think it is only appropriate for there
to be certification as to future factual events.

The issuer says, "I intend to build a school with this money," so we
will take his word for that. Thut is a reasonable statement and if the
facts change, the Service is bound by that and the bondholder is
protected.

But. alternatively, if there is a scheme laid out in this certificate and
then the certificate'also says that these are not arbitrage bonds-and
that, is a legal conclusion-we don't want the Internal Revenue Serv-
ice to be bound by the legal characterization of facts. We don't think
that is appropriate.

We think this certificate procedure :s one of the reasons we have had
this series of regulations that both State and local governments and
the Treasury Department would like to see come to an end.
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Senator IASKEL. Mr. Chairman, may I interrupt at. this point?
Senator ]ENTSEN. Please do.
Senator IIASKELL. Are you saying, sir, that assuming that in the ap-

plication for the ruling the facts are accurately stated, then the Treas-
ury is or is not bound?

Mr. SA.UEURLS. Indeed, Senator, the issuer does not even have to get a
ruling. We are bound by the statement of facts in the certificate. It does
not have to come to Washington at all. If the issuer states the facts as
to how it. expects to use the bond proceeds, then the Internal Revenue
Service accepts those facts.

Senator HASKELL. IWhat is this certificate I Is it an application for a
ruling?

Mr. SAMUELS. No; it is not. It is something that was dreamed up by
the original draftsmen of the regulations.

Whether or not a bond is an arbitrage bond depends upon the issuer's
reasonable expectations into the future as to what he is going to do
with the bond 1roceeds. The bond counsel, the issuer, and the market
essentially said, "How do we know what this issuer is going to do in the
future. We have to buy the bonds now. We want some assurance now
that these bond proceeds won't be used in a manner to make them
arbitrage bonds."

So, the draftsmen of the regulations said, "Well, we will let the
issuer tell us how he is going to use the money and we will accept the
factual statements as to how that money is going to be spent."

But we believe that the draftsmen of the original regulations went
too far, or at least bond counsel have interpreted the regulations to per-
mit the issuer to certify not only facts, but to certify that this bond is
not an arbitrage bond.

In our new regulations, we are going to exempt certain small issues
from this requirement and allow them to continue to certify legal con-
clusions, if you will. So, they won't have to go to the trouble of having
their counsel search every nook and cranny of the tax law and incur
that expense.

But, with respect to most issues, we think bond counsel are the ones
who should be responsible for making sure that these bonds are not
arbitrage bonds.

Now, I don't think the innocent bondholder will be the one who is
hurt. He will be the one you hear about. But the securities laws of
this country are such that if that bond counsel's opinion is unreason-
able and he gives it an unqualified opinion that these bonds are tax
free, and they are not., the bondholder will not have any trouble col-
lecting his money, with interest.

I think that the concern is that the risk has shifted. This is a risk
that exists in municipal finance on questions that are equally vexing,
equally complicated, not just arbitrage.

Senator HASKELL. All I want to be sure is that the Internal Revenue
Service does not change its mind at some future time as to whether the
stated facts do or do not qualify the bond as arbitrage.

I don't want the Internal Revenue Service to be able to change its
legal conclusion.

Mr. LFITCK. That is a determination which is made as of the issuance
date. The fact that the issues goes on and does something different, f rom
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what it, prop)osd originally does not change the status of tile bond.
'I'b is determinat ion is iade ab init io.

Senator Il[ASKELL. Thank yoti.
Thank you, Mr. chairman .
Senator HE-NTSEN-. I have no further questions.
Thank you, gentlemen, for your testimony. We are very pleased to

have had you.
[The prepared statement of Mr. Lubick follows :]

STATEMENT OF IONAID C. LUBICK, ASSISTANT SECRETARY OF TIl TREASURY (TAX
POLIcY)

Mr. chairman n and members of the committee, we welcome the opportunity to
present the Treasury Department's views on S. 3370. In broad terms, this bill
would roll back the Treasury's recent regulations concerning arbitrage, sinking
funlds, and advance refundings. It would also put a freeze on further regulations
for approximately a year and a half.

We are strongly opl)l.sed to S. 3370. The bill would result in substantial federal
revenue losses and would seriously and adversely affect the market for tax-
exempt secruit les.

ARBITRAGE

Generally, an "arbitrage bond" is a municipal bond that is used to make all in-
vestment profit. The yield on a tax-exempt municipal bond is ordinarily lower
than the yield on Treasury notes, certificates of deposit, and other high-grade
taxable investments. Thus, for example, a substantial profit can be made by sell-
ing municipal bonds at six percent and investing the proceeds in Treasury notes
at 81/ percent. Bonds use to secure this profit are called "arbitrage bonds."

A State or local government can earn a substantial profit from arbitrage. How-
ever, arbitrage has two drawbacks that more than offset this profit. First, the
cost to the Treasury Is considerably more than the prolit earned b5 the State or
local government. Thus, arbitrage results in a net loss to the taxpayers of the
country as a whole. Second, arbitrage damages the market for municipal bonds.
Arbitrage bonds tend to crowd out bonds that are sold to finance roads, schools,
and other traditional projects. Thus, in the long run, arbitrage tends to drive up
the cost of municipal borrowing, and therefore is self-defeating and contrary to
the interests of State and local governments. For these reasons, In 1969, Congress
delegated broad authority to the Treasury to keel) arbitrage bonds off the market.
To that end, the Treasury has written extensive regul' ions. However, these
regulations have not been completely successful. A series of devices has been in-
vented to circumvent the arbitrage regulations, the most recent being the invested
sinking fund (sometimes called the'Bullet" or tle "Nashville Goose").

INVESTFD SINKING FUNDS

Typically, municipal bonds have serial maturities. For example, if a city sells
$10 million of 20-year school bonds, the city may use property taxes to pay a por-
tion of the princilml off each year. Thus, feor the protection of the bondholders, the
bonds will be paid off gradually over 20 years. and the $10 million principal
amount will not come due all at once. However. if the city employs an invested
sinking fund, it will not pay any principal off until the bonds come due in 20 years.
Instead. the city will periodically pay property taxes into a sinking fund. Amounts
held in the sinking fund will be invested in Treasury notes or high-grade taxable
investments. enabling the city to make a substantial investment profit.

Tile invested sinking fund was devised as a way around Treasury's arbitrage
regulations. In the short run, certain State and local governments were able to
gain a financial advantage from invested sinking funds. However, In the long run,
invested sinking funds (like other forms of arbitrage) are a burden on taxpayers
and a threat to the market for municilml bInds. In particular, Invested sinking
funds damaged the tax-exempt market in two ways. First, bonds that used this de-
vice were left outstanding longer because they were not retired serially. Second,
many refunding issues were motivated chiefly by the profit that could be earned
from an invested sinking fund: these Issues would not have been sold if that
profit had not been available. The invested sinking fund-if tuncheked--(could
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have resulted in nearly a -54-percent increase in the amount of tax-exempt bonds
outstanding without taking account of advance refunding. The estimated annual
loss in Federal revenue could ultimately have reached $3 to 3.5 billion at 1979
levels.

It is also important to note that the elimination of the invested sinking fund
was regarded favorably by a substantial segment of the coinerned tinancial
community.

ADVANCE REFUNDINOS

The remainder of the regulations apply primnarily to advance refunding. An ad-
vance refunding is an unusual type of financial transaction. almost unique to a
inuitctlpal finance. It is also a highly sophisticated type of transaction, and gen-
erally cannot be done without the aid of cQmputers.

An ordinarily refunding is a relatively simple transaction. It enables an issuer
to substitute new bond. for outstanding bonds. (Generally, the subttutlon Is made
because the outstanding bonds were sold on unfavorable terms. For example, the
interest rate on the old bonds may Ie too high, or the indenture for the old bonds
may contain unduly restricted covenants. In an ordinary refunding, a state or
local government simply sells new bonds, and uses the proceeds to call in its out-
standing bonds.

By contrast, in an advance refunding, both sets of bonds remain outstanding.
For example, assume that a sanitation district has $10 million of bonds out-
standing. In an advance refunding, the district will typically sell an additional
$11 or $12 million of refunding bonds. However, It will not call its outstanding
bonds immediately. These bonds will remain outstanding for perhaps 5, 10, or
even 20 years. Until the sanitation district calls in its old bonds, the proceeds of
time new bonds will be kept in an escrow fund. The escrow fund will be invested in
United States Treasury obligations. These obligations will le selected with the
aid of computer so that the cash flow earned by the escrow fund is just suficient
to pay debt service on the old bonds.

The serious questions of tax policy raised by arbitrage bonds are compounded
In the context of advance refundings. First, they double the amount of tax exempt
bonds outstanding for any project. As a result, they tend to increase borrowing
costs and impair the ability of hard-pressed state and local governments to pro-
vide essential services.

Second, the holders of the old honds get a double benefit. In addition to being
tax-exempt, these bonds are effectively guaranteed by the United States. Thus,
time old bonds are superior both to obligations of the United States Treasury and
to conventional municipal obligations. Recently, the Congress rejected this
double benefit-both a tax exemption and a federal guarantee-In the case of
the New York City Financial Assistance Act. The Congress determined that it was
inappropriate to provide New York City with this double benefit, even in connec-
tion with a program necessary to assure the City's financial survival. In the case
of a typical advance refuning, where much less than financial survival is at stake,
this double benefit Is still less appropriate.

And third, advance refundings have been the principal cau.e of the difficulties
that we have had with the arbitrage regulations. As stated earlier, a continuing
series of devices has been invented to circumvent the arbitrage regulations. For a
variety of reasons, these devices have been used alnos exclusively in connection
with advance ref undings. Thus, advance refundings have been the principal cause
of frequent changes in the arbitrage regulations. These frequent changes have
tended to disrupt the tax exempt market. They have been bad for the Treasury,
bad for state and local governments, and generally bad for all concerned.

IDB'8

Advance. refunding of industrial development lbonds (or IDB's) are particu-
larly questionable. Generally. IDB's are governmental in form. but are issued to
raise (-apital for private business enterprise. Most frequently, the proceeds of an
Issue of IDB's are used to build a facility which is "leased" for its useful life to
an industrial user at a rental exactly sufficient to pay debt service on the bonds;
generally the government unit is not liable on the bonds and the holders must look
solely to the credit of the industrial user. The use of the tax-exempt market for A.
such essentially private purposes places a burden on that market and drives up
the cost of municipal borrowings for conventional governmental purposes. There-
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fore, on November 4, 1977, the Treasury announced regulations tlat generally
prevent advance refundings of industrial development bonds.

However, the Treasury recognized that these regulations might, in certain
cases, cause hardship to state and local governments. As a result, the Treasury
announced that it would support legislation to alleviate these hardships. In the
past nine months, the Treasury has worked closely with affected governmental
officials to develop appropriate legislation. Our work on this legislation is now
substantially complete, and we expect that it will be made public shortly.

ADMINISTRATIVE COSTS

In the case of any advance refunding, the existing regulations permit an issuer
to earn enough arbitrage to cover most or all of the administrative costs. We be-
lieve that this is bad policy. While some advance refunding may have a legiti-
mate financial purpose, we believe that they should pay their own way.

The ability to earn back administrative costs has led many issuers to pay in-
flated and excessive fees to lawyers, accountants, underwriters, and others. How-
ever, this abuse is not the only reason for requiring Issuers to pay the adminis-
trative costs of advance refundilgs. The ability of issuers to recover administra-
tive costs has led to many refundings that are economically unsound. For example,
assume that the administrative costs of an advance refunding are $3 million, and
the gross debt service savings are $2 million. Economically, the transaction does
not make sense. There is no good reason to spend $3 million in order to save $2
million. However, under the existing regulations, this transaction would probably
he dnoe. The issuer would save nearly $2 million, and underwriters, lawyers, and
financial advisors would earn $3 million at the expense of the Federal Treasury.
The public cannot benefit from a transaction in which $3 million is spent to save
$2 million. Only the recipients of the $3 million-the underwriters, the lawyers,
and the financial advisors--can benefit.

Further, the treatment of expenses In the case of advance refunding discrimi-
nates against new money issues in two ways. First, issuers generally cannot
recover their administrative costs in the case of new money issues. Recovery of
such costs is generally possible only in connection with advance refuudings. And
second , advance refundings occupy a considerable share of the market, cr-"vd-
ing out new money issues needed for schools, roads, water systems, and other
essential projects.

CERTIFICATION

The last aspect of the new regulations we would like to address is certification.
Under existing regulations, issues are able to "certify" their bonds conclusively.
As a result, they are able to act as the sole judge of whether their bonds comply
with, Internal Revenue laws. This ability has been a major cause of the con-
tihming series of devices that have been invented to circumvent the arbitrage
regulations. It permits bond lawyers to interpret the regulations in a highly
aggres.,sive manner and has severely handicapped the IRS in its efforts to protect
the tax-exempt market.

Therefore, the certification is revised under the new regulations. The.e revi-
sions are designed to make bond lawyers stand behind the opinions they give.
After September 1, bond lawyers will no longer be able to give irresponsible
opinions and hide behind a conclusive certification. The revised certification will
enable the IRS to enforce the regulations effectively, and at the same time
protect issuers acting in good faith.

CUSTOMARY FINANCIAL PRACTICES

We wish to emphasize particularly that the new amendments are not In-
tended to interfere with customary financial practices. They are aimed only at
sophisticated devices to circumvent the arbitrage regulations. Some state and
local governments have expressed the concern that the regulations will disrupt
customary financial practices. These concerns are absolutely sincere. To a large
extent, however, they are unjustified. They reflect advice given by certain bond
counsel who insist-for reasons of their own-on reading the regulations is a
way that was never intended. In order to allay these concerns, the Treasury
issued a press release yesterday that contained two revenue rulings to clarify
the regulations.

There may be ambiqnities and technical defects in the proposed regulations.
Municipal finance Is a complicated area, and our regulations are not always per-
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fect. However, we believe that any problems can be solved by appropriate
aniendtnents to the regulations. Further, we believe that S. 3370 is a drastic
,over-react ion to these prol)lens.

In May of this year, before tihe sinking fund rules became effective, the volume
of sinking fund bonds was large and growing rapidly. If the sinking fund rules
are repealed, we would anticipate an enormous volume of sinking fund bonds.
The total amount of municipal bonds now outstanding is approximately $250
billion. From a short-rn perspective, It would be highly advantageous, at least
initially, to refund the great majority of these bonds. If only 20 percent are
refundedi, this would amount to a volume of $50 billion. Fifty billion dollars Is
more than the total volume for the entire year of 1977. If anything approaching
$50 billion of sinking fund bonds were sold, the effect on the market could be
catastrophic. Borrowing costs, and hence local taxes, would go up. Communities
that have financial problems-and these are the communities that need access
to the market most-might be unable to sell their bonds. Thousands of innocent
people who have put their savings into tax exempt municipal bonds could suffer
substantial losses. The strain on the market would be very considerable indeed.

In conclusion, the new regulations are aimed at sophisticated arbitrage devices
put together by resourceful and ingenious financial advisors and computer ex-
perts. They are not aimed at customary financial practices. To the extent that
they are problems with the regulations, we are absolutely willing to work out
whatever changes are necessary. In this connection, we have been consulting fie-
quently with representatives of state and local governments, and will continue,
to do so.

On the other hand, S. ,3370 would be the worst possible way to attack these
problems. It would turn the municipal market into a playground for bond law-
yers and computer experts, to the vast detriment of state and local governments,
thousands of innocent bondholders, and taxpayers throughout our country.

Senator BENTSF-N. Oir next witness will be Mr. Carl L. White,
finance director, city of San Antonio, Tex. He will be appearing on
behalf of the Municipal Finance Officers Association.

Mr. White, welcome.
For the record, would you please introduce your associate.

STATEMENT OF CARL L. WHITE, FINANCE DIRECTOR OF SAN AN-
TONIO, TEX., ON BEHALF OF THE MUNICIPAL FINANCE OFFI-
CERS ASSOCIATION, ACCOMPANIED BY ROBERT W. DOTY, GEN-
ERAL COUNSEL, MUNICIPAL FINANCE OFFICERS ASSOCIATION

MAr. WHItITE. Thank you, Mr. Chairman.
My name is Carl L.'White. I am finance director of the city of San

Antonio, Tex.
I am here today representing the Municipal Finance Officers A.,sso-

ciation, a professional association of ov-er 8,000 State and local govern-
mental finance officials.

This statement also is given on behalf of the National Association
of Counties.

I am accompanied by Mr. Robert 11'. Doty, MFOA's general
COunse4'l.

'We appreciate the opportunity to appear before you and give our
views on S. 3370 and related matters concerning regulation of State b

and local government finance transactions by the 11.S. Treasury
Department.

I request that my written comments be inse rted in the record.
Senator BFNTS1. Without objection, it is so ordered.
Mr. WrTE. Thank you, sir.
The issue which you are reviewing is one which has generated

unprecedented'controversy within the municipal bond market during
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the past 2 years. Too often, tile Treasury l)epartument. has sought to
regulate valid matters. but has overstel)eled its authority and Ias far
surpassed the degree of regulation which is necessary in order for it
to remedy the problems which it seeks to solve.

The reactions of our members finally gave rise to a series of reso-
lutions and a policy statement which were adopted at the MFOA
Annual Conference'in Houston this past May. Copies of these. reso-
lutions and the policy statement are attached to my written comments.

Following our conference, the MIOA General Counsel prepared a
memorandum concerning consultation with i the U.S. Treasury Depart-
ment. The whole issue of the inadequacy of consultation -which had
occurred prior to that time was summarized in that memorandum.

Funther, the meimoranduin lists those problem areas where the
Treasury's regulations and related regulatory actions have been
viewed by State and local government officials as excessive.

A copy of the relevant portions of this memorandum is attached to
my written statement.

Following the completion of our General Counsel's memorandum,
the representatives of MFOA and the other public interest groups
representing State and local governments opened a dialog with the
Treasury Iepartment concerning the constiltative problems. The De-
partment has been receptive to that initiative and has held a large
number of meetings with MFOA's Washington staff since that time.

This series of meetings has been arduous and, at many times, frus-
trating both for State and local representatives and Treasury Depart-
ment officials.

But slowly a number of matters have been worked out. I must add
that the active interest of Senator Bentsen, Semator Hlaskell, und other
distinguished members of this committee has been most helpful, par-
ticularly within the last few weeks. At the time that S. 3370 was
introduced, the regulations of the Treasury were most, unsatisfactory
to us, although we were hopeful of obtaining eventual remedial action.

Some remedial action now has been obtained. It consists of the
following.

First., Reveque Ruling 78-302, issued in July 1978, wiffle causing
some difficulties, seeks to clarify that investment funds, unrelated to
bond issues, maintained by State and local governments are not
"invested sinking funds" within the Department's May 3, 1978, in-
vested sinking fund regulations.

Second, a new revenue ruling issued this week to clarify that funds
maintained by State. and local governments for the purpose of secur-
ing bond issues or otherwise to improve their credit likewise are not
invested sinking funds. This clarifies questions which were posel by
a portion of the earlier revenue ruling.

Third, establishment of an arrangement by the Treasury Depart-
ment whereby State. and local governments will receive 'expedited
treatment on revenue ruling requests tlnder the arbitrage regulations.

Fourth, public expression of full Treasuy l)epaitnient and admin-
istration support for specific statutory language to corrvct the over-
reaching of the December 1, 1977, regulations, prohibiting advanced
refundings of various public purpose issues, among other types of
offerings.
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Fifth, continuing consultation regarding problems raised by the
May 3 invested sinking fund regulations. These problems include the
treatment of taxes and revenues as bond proceeds, very costly restric-
tions on the arbitrage certification process, the exclusion of'adminis-
trative costs from yield calculations, thus increasing the effective cost
of issuing of bonds of States and their political subdivisions and the
unreas6nably short temporary period allowed for the investment of
funds-uccumulated in a debt service fund.

If you will permit me to digress just a moment here, the city of
San Antonio would lose approximately $2 million-that is what the
cost to the city of San Antonio would be if this temporary short
period of time'is not extended beyond the 13-month period of time.

Sixth is continuing consultation on other matters.
It is unfortunate that matters had to reach their present stage.

MFOA believes that adequate Treasury consultation in the beginning
would have, avoided nost of the prolenis. We trust that future con-
sultation will be directed to this end, and based upon our most recent
experience ,. are hopeful that this will be the case.

With the actions now under consideration, it is evident that sec-
tion 103, and particularly the regulations under it, are developing
into a Federal law of mun icipal corporations. State and local govern-
ments are being told how to conduct their financial affairs. There is
an erosion of the abitity to issue debt in a flexible -way, which has
been an essential factor in State and local independence under our
constitutional system.

The structure of governmental entities is to be regulated under
"on half of" regulations reported in the press to be under con-
sideration.

Regardless of how "workable" any of these regulations may be, in
the past. most, of such matters were thought to be matters for State
and local, not, Federal, regulation.

It. further must be considered that few. if any, l)e-ons with State
and local government experience are. on the staffs of the Treasury or
the Internal Revenue Service, working on these matters or working
on other questions of importance to State and local governments, such
as attempts to regulate our pension plans.

And Treasury has a direct conflict of interest in issuing its arbitrage
regulations. By limiting yields, the Department forces States and
localities to purchase U.S. Goverement securities at rates significantly
below market rates. Several billions of dollars of Federal securities
have been sold in this manner.

Considering all these factors, it, is thus a matter of increasing im-
portance that there be rmich more sensitivity at the Treasury to the
consequences of its actions than there has been in the past.. The De-
palrtment, now has expressed a willingness to listen, and we look
forward to the continuation of increased cooperation.

As a result of thei DepartmeAt's recent, actions and the continuing
consultation, it appears at this time that the Treasury's regulations
likely are to be soon in a structure within which State'and local gov-
ernments may function, although we do not intend to imply that
this means that. the regulations will not impose significant undue
cost s or restrictions upon State or local governments in the perform.
ance of their normal operations.
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The Department agrees with us that it has made mistakes in the
phrasing and promulgation of its regulations, and has shown some
willingness to correct those situations which have been brought to its
attention to date.

We must see future actions to amend the invested sinking fund
regulations before we will be completely satisfied. Treasury has told
us that it will make some of these amendments.

This leads me to a second consideration of our members. Once it
is established that the, Treasury's regulations provide a framework
within which State and locAl governments can function-and, to a
certain extent, this depends upon future action-we must then, lest
we be misunderstood, express our concern about the abuse of arbitrage
in the municipal securities market.

Arbitrage is a technique whereby issuers of tax exempt obligations
may invest at taxable rates the funds which they receive in connec-
tion with those transactions. If a sufficient unber" of arbitrage tans-
actions occur, tax exempt rates would approach taxable rates. This
would mean extremely excessive costs for the financing of public
projects and the carrying out of other governmental responsibilities.
It would pose one of the most significant threats to the tax exemption
which we have vet encountered.

Sen ator BE.NTSEN. Mr. White, w- will take your entire statement
in the record. Because of the other witnesses we have to limit the
presentations.

Mr. WirT. Thank you, Mr. Chairman.
Senator BENTSEN. Senator Haskell.
Senator HAsKLL. I have no questions, thank you.
I am very pleased to hear Mr. White say that he has been having

discussions with the Treasury Department.
Mr. WhIrr. MFOA has had a number of meetings with the Treas-

ury Department in the last few months. Yes, sir.
Senator BENTSEN. Mr. WNhite, yesterday the IRS issued two new

rulings-78-348 and 78-349. After you have had an opportunity to
examine those rulings, I would appreciate your writing us your com-
ments on them so that we can include them in the record.,

Mr. WmrrF. I certainly shall do that.
Senator BENTSFN. Senator Curtis.
Senator CURTS. No questions, Mr. Chairman, thank you. I was not

able to be present in time to hear the testimony.
Senator BENTSEN,. Well, your testimony is helpful. I have been scan-

nine ahead on some of it as you spoke. I,'too, share with Senator Has-
kell his pleasure in hearing that we are beginning to make some head-
way in working out some of these problems with Treasury. We will
continue to work with you in trying to reach that Ikind of accommoda-
tion where we can try to rule oit the true abuses and yet not impinge
on the ppper workings of local government in doing their financing.

Mr. WjirrE. That is our objective, Mr. Chairman.
Senator BE,-TSF.,. Thank you.
Mr. DoTy. On behalf of KIFOA, Mr. Chairman, I should like to ex-

press our appreciation for what you have done and our desire to re-

I See part 6 of thia hearing.
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main in a close working relationship with you and your staffs on this
matter.

We thank you.
Senator BENTSEN. Thanik you very much.
[The pr pared statement of Mr. White follows :]

STATEMENT OF ('ARL L. MVII1T. FINANCE DIRECTOR OF SAN ANTONIO, TEx., ON
BEHALF OF THEF 'MUNICIPAL FINANCE OFFICERS ASSOCIATION

Mr. Chairman. my name is Carl I. White. I am Finance Director of San A
Antonio, Texas. I am here today representing tlhe Municipal Finance Officers As-
sociation, a professional association of over 8,000 state and local governmental
finance officials. I am accompanied by Robert W. Doty. MFOA's General Counsel.
We appreciate the opportunity to appear before you and to give our views oi1 S.
3370 and related matters concerning regulation of state and local government
financeptransactions by the U.S. Treasury Department.

The issue which you are reviewing is one which has generated unprecedented
controversy within the municipal bond market during the past two years. Too
often, the Treasury Department has sought to regulate valid matters, but has
overstepped its authority and has far surpassed the degree of regulation which 1s
necessary in order for it to remedy the problems which It seeks to solve.

The reactions of our members finally gave rise to a series of resolutions and a
policy statement which were adopted at the MFOA Annual Conference in Hous-
ton this past May. Copies of tfiese resolutions and the policy statement are at-
tached to my written statement.

Following our Conference. the MFOA General Counsel prepared a mernoran-
dum concerning consultation with the U.S. Treasury I)epartment. The whole
issue of that inadequacy of consultation which had occurred prior to that time
was sumarized in that memorandum. Further, the memorandum lists those prob-
lem areas where the Treasury's regulations and related regulatory actions have
been viewed by state and local government officials as excessive. A copy of the
relevant portions of this memorandum is attached to my written statement.

Following the completion of our General Counsel's memorandum, the repre-
sentatives of MFOA and the other public interest groups representing state and
local governments opened a dialogue with the Treasury Department concerning
the consultative problems. The Department has been receptive to that initiative
and has held a large number of meetings with MFOA's Washington staff since
that time.

This series of meetings has been arduous and, at many time. frustrating-both
for state and local representatives and Treasury Department officials. But slowly
a number of matters have been worked out. I must add that the active interest of
Senator Bentsen. Senator Haskell and other members of this Committee has been
most helpful, particularly within the last few weeks. At the time that S. 3370 was
introduced, the regulations of the Treasury were most unsatisfactory to us, al-
though we were hopeful of obtaining eventual remedial action.

Much of the remedial action now has been obtained. It consists of the following:
1. Revenue Ruling 78-302, issued in July 1978 to clarify that Investment funds

(unrelated to bond issues) maintained by state and local governments are not
"invested sinking funds" within the Department's May 3, 1978. invested sinking,
fund regulations.

2. A new Revenue Ruling issued this week to clarify that funds maintained by
state and local governments for the purpose of securing bond issues or otherwise
to improve their credit likewise are not invested sinking funds. This clarifies
questions which were posed by a portion of the earlier Revenue Ruling.

3. Establishment of an arrangement. by the Treasury whereby state and local
governments will recei-e expedited treatment on revenue ruling requests under
the arbitrage regulations.

4. Public expre.sion of full Treasury Department and Administration support
for specific statutory language to correct the overreaching of the December 1,
1077, regulations prohibiting advanced refundings of various public purpose
Issues, among other types of offering,. 4

5. Continuing consultation regarding problems raised by the 'May 3 invested
sinking fund regulations. These problems include undue restriction% on the arbi-
trage certification process and the exclusion of administrative costs from yield
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calculations, thus increasing the monetary profits which Treasury gains from the
issuance of its regulations, as explained below.

6. Continuing consultation on other matters.
It is unfortunate that matters had to reach their present stage. MFOA believes

that adequate Treasury consultation in the beginning would have avoided most
of the problems. We trust that future consultation will be directed to this end,
and based upon our most recent experiences, are hopeful that this will be the case.

With the actions now under consideration, It Is evident that Se.ction 103 and
the regulations under it are developing into a federal law of municipal corpora-
tions. State and local governments are being told how to conduct their financial
affairs. There is an erosion of the ability to issue debt in a flexible way. which has
been an essential factor In state and local independence under our constitutional
system. The structure of governmental entities is to be regulated under "on be-
half of" regulations reported in the press to ))e under consideration. Regardless
of how "workable" any of these regulations may be, in the past, most of such mat-
ters were thought to be matters for state and local, not federal, regulation.

It further must ibe considered that few. If any, persons with state and
local government experience are on the staffs of the Treasury or the Internal
Revenue Service working on these matters or working (o other questions of fin-
portance to state and local governments, such as attempts to regulate our pension
plans.

And Treasury has a direct conflict of interest in issuing its arbitrage regula-
tions. By limiting yields. tie l)epartment forces states and localities to purchast
U.S. government securities at rates significantly below market rates. Several toil-
lions of dollars of federal securities have been sold in this manner.

considering g all these factors, it is thus a matter of increasing importance that
there be much more sensitivity at Treasury to the (onsequences of its actions
than there has been in the past. The departmentt now lirs expressed a willing-
ness to listen, and we look forward to tie continuation of increased cooperation.

As a result of the )epartment's recent actions and the continuing consultation.
it appears at this time that the Treasury's regulations likely are to loe soon in a
structure within which state and local governments may function. The l)elmrt-
ment agrees with us that it has made mistakes in the phrasing and promulga-
tion of its regulations. and has shown some wiilingnes.s to correct those situations
which have been brought to its attention to (late. To a certain extent, we must see
future actions to amend the Invested sinking fund regulations before we will be
satisfied completely. Treasury has told us that it will make a number of these
amendments.

This leads me toa second consideration of our memiters. Once it is esfadlshed
that the Treasury's regulations provide a framework within which ste anmul local
governments can function-and to a certain extent this depends upon future ac-
tion--e must then express our concern about the abuse of arbitrage in the mu-
nicil)al securities market. Arbitrage is a technique whereby issuers of tax-exempt
obligations may invest at taxable rates the funds vhich they receive in connec-
tion with those transactions. If a sufficient nunnher of arbitrage transactions
occur, tax-exempt rates would approach taxable rates. This would mean ex-
trenely excessive costs for the financing of public projects and the carrying out
of other governmental responsibilities. It would pos e one of the most significant
threats to the tax exemnption which we yet have encountered.

MFOA believes that S. 3370, as It now is framel. (ould lirinit unrestricted in-
vested sinking fund and other arbitrage transaction, for a lieriod of up to a year-
ant(-a-half, even in refunding transactions where the real ,hues lie. We d(o not
believe that this I.. the best alternative. Rather. we re-pectfully snuggest that yoi
consider modifying S. 3370 so that it provides a mnort: finely-tuned alpproach.
The modifications would :

(a) Inclide tle language which is wholly suplrted .y the Treasury I -lIart-
nient and the Administ ration to correct the overreaching (of their )eeemhier 1
regulations.

(h) Intlude languvage defining ilvecsted sinkin g finds narrowly and granting
the Department appropriate, though restricted, authority to regulate them ili re-
fundlngs or elsewhereit clear abuses can le established. At pres.ent. the statittory
language i- not at all clear, and we have serious questions as to whether the
Department has authority to regulate invested sinking funds.

Adopt-ton of such a modified bill would insure that arbitrage would not find
a homni in the municipal securities market, thus protecting the tax exemption,
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It also would insure that the Treasury Department would find a need to come
to Congress to regulate such significant new matters as the invested sinking
funds rather striking out on its own through tortuous statutory interpretation
to find the authority to regulate a problem which needs regulating. MFOA urges
the adoption of S. 3370 in this modified form, but MFOA further reserves the
right to change its position to full support of S. 3370 if Treasury's failure ade-
(luately to modify the invested sinking fund regulations or to support the statu-
tory language to override the December 1 regulations should lead us to the con-
clusion that we would be better off under S. 3370.

Mr. Chairman, I appreciate the opportunity to present the views of the Mu-
nicipal Finance Officers Association. I shall be pleased to answer any questions
whiCh you may have.

Whereas, in May 1978, the Treasury Department issued proposed regulations
with respect to the investment of -taxes and re'-enues and other financial prac-
tices of state and local governments; and

Whereas, these proposed regulations exceed statutory authorizations; and
Whereas, these proposed regulations further fail to take into account tradt-

tional and state-mandated practices and state and local practices of sound fiscal
ma nagement;

Therefore, be it rcsol-ed, That the Municipal Finance Officers Association
opposes these ill-advised regulations and calls upon the Treasury Department
to rescind such regulations and to conault with representatives of the Municipal
Finance Officers Association regarding the subject matter of these regulations.

Whereas, in December 177, the Treasury Department issued proposed regu-
lations with respect to refundings of bonds issued for public purpose facilities of
stare and local governments, as well as bonds isued fundamentally on the sole
credit of individual industrial users; and

Whereas, these proposed regulations exceed statutory authorizations; and
Whereas, these proposed regulations further fail to take into account tradi-

tional and state-mandated practices and state and local practices of sound fiscal
management;

Therefore, be it rc.olved, That the Municipal Finance Officers Association op-
poses these Ill-advised regulations and calls upon the Treasury Department to
rescind such regulations to the extent that they affect public purpose facilities
of state and local governments.

Whereas, the degree of intrusion by the U.S. Treasury Department into state
and local government affairs in recent months has increased at an unprecedented
rate; and

Whereas. this development is proving to be extremely burdenson and costly to
state and local governments and interferes significantly with day-to-day gov-
ernmental operations; and

Whereas. in a large number of cases, most recently particularly evidenced by
Treasury Department regulations regarding refunding of state and lodal govern-
mant obligations, investment of taxes and other revenues, and deferred com-
pensation programs, there has been wholly inadequate consultation with state
and local governments and their representatives; and

Whereas, the outcome of such consultation as took place furthermore has
been wholly unsatisfactory and compels the pursuit of legislative, executive
and. if necessary. Judicial remedies to redress these ill-conceived incursions of
misdirected federal staff activities ;

Therefore, be it resolved, That the Municipal Finance Officers Association calls
for a comprehensive review of this increasingly serious problem and urges the
President and the Treasury Department to respect the governmental status of
state and local governments and to adopt a renewed approach of cooperation and
nmtnal determination of common governmental concerns.

From December 1977 through May 1978, the U.S. Treasury Department issued
(I) proposed regulations with respect to refundings of bonds issued for public
purpose facilities of state and local governments, as well as honds issued funda-
mentally on the sole credit of individual industrial users. (ii) proposed regula-
tions with respect to the investment of taxes and revenues and other financial
practices of state and local governments, (iii) proposed regulations with respect
to deferred compensation programs, and (iv) proposed regulations regarding
reporting by state anl local pension plans. These proposed regulations exceed
statutory authorizations and fall to take into account traditional and state-
mandated practicps and state and local practices of sound fiscal management.
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These proposals are part of a larger problem. The degree of intrusion by the
Treasury Department into state and local government affairs in recent months
has increased at an unprecedented rate. This development is proving to be ex-
tremely burdensome and costly to state and local governments and interferes
significantly with day-to-day governmental operations. In a large number of cases,
most recently particularly evidenced by the proposed regulations, there has been
wholly inadequate consultation with state and local governments and their rep-
resentatives regarding such consequences.

The outcome of such consultation as took place furthermore has been wholly
unsatisfactory and compels the pursuit of legislative, executive and, if necessary,
judicial remedies to redress these ill-conceived incursions of misdirected federal
staff activities. The Municipal Finance Officers Association must pursue what-
ever action is necessary to re-emphasize the governmental status of state and
local governments, to renew cooperation within the Treasury Department with
state and local governments, and to foster an attitude of mutual determination
of common governmental concerns.

JUNE 8, 1978.

From: Robert W. Doty, general counsel, Municipal Finance Officers Association.
To: Representatives of MFOA and of the other public interest groups for State

and local governments.
Subject: Consuitative problems with the Office of Tax Policy at the Department

of the Treasury.
SUMMARY

Recent events have led to a storm of criticism among state and local govern-
ment officials directed at the U.S. Treasury Department. The immediate stimulus
for the criticism is a series of proposed Treasury regulations affecting the state
and local securities markets and state and local employment arrangements.

In some cases, the Treasury's goals are understandable, but the particular
regulations are overbroad and provide an ill-designed fit for state and local
government operations. In other cases the regulations at best would not have
been proposed at all.

But in all cases, improved consultation would have eased the adverse con-
sequences for states and localities flowing from the regulations. Treasury would
have gained from the more constructive atmosphere as well through greater
regulatory Pffectiveness and increased political acceptance of its actions.

The Department simply has not engaged in adequate consultation. In par-
ticular, Treasury has failed to comply with the mandate of Office of Manage-
ment and Budget Circular No. A-85, which requires consultation with state and
local governments upon the initiation of a regulatory project.

The seeds have been planted, however, for improvement. State and local gov-
ernments have resolved to communicate the Problem. And the Treasury Depart-
ment, acting pursuant to a Presidential memorandum and an executive order,
is attempting to revise its regulatory process, including its consultative pro-
cedures.

State and local governments should do everything within their power to assist
the Treasury in Its efforts. The focus should be upon the new procedures, and
state and local officials and their representatives accordingly are urged to make
their views known.

I. INTRODUCTION

Within recent months, and in particular during the past few weeks, the level
of complaints from state and local government officials regarding actions of
the U.S. Treasury Department have increased materially. The complaints center
upon a series of tax policy actions by the Treasury Department affecting state
and local governments in a variety ow ways. There is now a focus upon the
issue of the adeq'iacy of consultation by the Treasury Department with state
and local government representatives. An example of the degree of feeling In
this area is evidenced by actions taken at the Annual Conference of the Municipal
Finance Officers Association in Houston in mid-May.

The actions of these state and local officials is grounded upon the special status
of state and local governments as partners in a federal system. Where regula-
tion by the national government is to impact other sovereign entities, close con-
sultative procedures are essential. The Treasury regulations of most concern
only highlight the necessity for establishment of active discussions during the
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initial stages of regulatory action, for these regulations affect the ability of
states and localities to finance their operations and to structure wage arrange-
ments with their employees. These areas lie at the heart of governmental opera-
tions, and inappropriate federal government attempts at regulation can have
serious .adverse consequences upon the effectiveness and Independence of other
American governments.

In expressing their views, the members of MFOA adopted three resolutions
directed to the Treasury Department regarding a series of tax regulations pro-
posed during the past 12 to 18 months, and the members further adopted a re-
lated policy statement for MFOA action. Copies of these resolutions and of the
policy statement are attached as Appendix A.

This memorandum is a direct consequence of those documents. The memo-
randum seeks to define the consultation issue more clearly through a description
of past, present and proposed consultative procedures between the Treasury De-
partment and state and local government representatives. Finally, it makes rec-
ommnendations for the establishment of satisfactory consultative procedures.

I. CIRCULAR A-85 OF TIE OFFICE OF MANAGEMENT AND BUDGET AND ITS RELATIONSHIP

TO PAST TAX POLICY PROCEDURES

In 1971, the Office of Management and Budget issued revised Circular No. A-85
to govern consultation with state and local governments in the development of
federal regulations. A copy of this Circular is attached as Appendix B.

The Circular emphasizes the'importance of affording an opportunity for com-
ment by state and local government officials prior to the issuance of regulations
and indeed "well in advance of the formal development" of regulatory material.
Specifically, Circular A-95 states that consultation generally should occur "in
advance of publication of proposed regulations in the Federal RegiMer" [em-
phasis added]. The Circular adds that: "Federal regulations should not hamper
the heads of State and local governments in providing effective organizational
and administrative arrangments and in developing planning, budgetary, and
fiscal procedures responsive to needs."

All of the Treasury tax regulations a. issue are squartly within the scope of
Circular A-85.

Although other federal departments and agencies follow Circular A-85, and
although various offices within Treasury do so, the Office of Tax Policy has
declined to comply. My own experience extends only to the past year-and-a-half.
but to my knowledge, the Circular never has been followed during that period
with regard to any regulations prepared-within the Office. Further, I am informed
by several knowledgeable people that Circular A-85 has not been followed for
some time.

Instead. a process was developed whereby a group of attorneys experienced in
working with state and local governments would be called to Washington to
consult with those persons drafting most tax regulations. There are cases in
which not even this substitute process was followed.

" The substitute consultative process was not wholly satisfactory since the at-
torneys would not see drafts of the complicated regulations upon which they
were to comment until late afternoon of the day of their arrival in Wahlngton.
In a given situation, they would review the draft that night, and then would meet
with Treasury officials to make their comments on the next day. At that point,
they were required to relinquish possession of their copies of the draft.

Of course many useful comments were made through this process, and both
Treasury and state and local governments benefitted materially from it. Never-
theless. the process contained serious limitations: The attorneys were not able
to consider their remarks over time or to consult, in advance of their meeting at
Treasury. on policy matters with the state and local officials they were represent-
ing, although later reflection and consultation were possible in most cases. Due
to complaints. Treasury was attempting to address some of these problems.

However unsatisfactory the procedures substituted by the Treasury Depart-
ment for Circular A-85, even those procedures evidently have broken down in a
number of respects. The attorneys were not permitted to review some portions
of the recent controversial blay 3 Treasury regulations regarding yield restric-
tions on the Investment of taxes and revenues by state and local governments and
regarding other fiscal practices. And the attorneys were not able to consult-with
their principals at all even on those portions which they reviewed.
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Thus, it is evident that there is a need for the revision of the consultative
arrangement. State ahd local officials have expressed a strong desire in this
regard, and Treasury officials likewise have indicated an interest in engaging in
closer consultation. The opportunity for mutually satisfactory constructive action
thereby is presented.

lIT. PROBLEMS RESULTING FROM PAST PROCEDURES

In addition to the other difficulties experienced with respect to the May 3 pro-
posed regulations, those regulations disrupt state-manadated and traditional
state and local practices of sound fiscal management. Specific comments upon
those regulations will be prepared at a later time. But their unnecessary breadth
must be viewed as a direct consequence of inadequate consultation.

Tie consultative process with respect to other proposed regulations likewise
has entailed difficulties. As a preliminary matter to the discussion of these other
proposals, it is Important to articulate the peculiar impact of proposed Treasury
regulations affecting the question of the tax exemption for the interest paid on
state and local securities. Unlike other proposed regulations of federal depart-
ments and agencies, which normally do not affect the regulated areas formally
because the regulations are not "final", these particular proposed Treasury regu-
lations do serve as final regulations in terms of their actual impact.

The reason for this result centers around the reliance of the municipal se-
curities market upon tax opinions of bond counsel. Investors demand an unqua-
lifted opinion of reputable bond counsel to the effect that interest on the obliga-
tions will be tax exempt. If an opinion is qualified, investors simply will invest
in other municipal securities which are accompanied by an unqualified opinion.

Where proposed regulations would, when thfir' become "final", impact the tax
exempt character of the interest on an issue of municipal securities, the bond
counsel opinion must be qualified to that effect. Were the Treasury regulations
to apply only to offerings occurring after the regulations are final, the problem
would not he present. But the bond market regulations usually have a retoractive
application. 'lhis is because propoie.l regulations in this area often refer to a
date on or prior to the issuance of the proposal, or not long thereafter, as of
which the regulations will govern securities offered. Consequently, these pro-
posed regulations, while subject to revision, operate as final regulations.

The degree to which this regulatory approach is relied upon is evidenced best
by Treasury arbitrage regulations under Section 103(c) of the Internal Revenue
Code of 1.954. These regulations still are in proposed form even though the statute
was enacted in 1969. It should be added that the present proposed arbitrage regu-
lations are so complicated as to be unreadable by most professionals, lek alone
state and local officials who are inexperienced in law. Indeed, computer firms
have been organized solely or primarily to assist attorneys in interpreting
these regulations.

With a praiseworthy realization of what it has wrought Treasury has indicated
that it has an overall goal of simplification of these regulations. Still, the point
is that the regulations will remain in proposed form for some time to come, and
that they will regulate the municipal securities market during the interim even
though they are not final.

In the case of such complicated regulations, the consultative process probably
would Jot function well without the direct involvement of legal professionals.
But state and local officials have not been involved at all in the development of
most of these regulations, and those officials have been consulted inadequately
on other proposed regulations. Unnecessary disputes have resulted.

One such set of proposed regulations was issued on December 1, 1977. These
proposed regulations prohibit refundings of tate and local government bonds
issued for public purpose facilities, such as, for example, airport, convention,
mass commuting, sports, trade show, sewage, solid waste and water facilities.
The proposal is overbroad, and again, unnecessarily so, for the regulations were
issued for the purpose of limiting refundings of bonds issued fundamentally on
the sole credit of Individual Industrial users. There was in fact some consulta-
tion on these regulations, but the process required by Circular A-85 was not
followed.

At the time the proposed regulations were issued, the Treasury Department
expressed a realization that they impacted public purpose issues. Treasury then
indicated a desire to resolve the difficulties through statutory amendment. Yet
despite this solemn promise, no such statutory amendment ever has been proposed,
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and there is no reason to believe that one will be proposed in the immediate
future.

As another example, in February, the Department issued regulations seri-
ously adversely affecting deferred compensation arrangements of state and
local governments. There was no advance consultation whatsoever with respect
to these proposed regulations.

And In March, proposed regulations were issued to require repe-ting by state
and local government pension plans. While-the individuals working on this
latter project did talk on several occasions with state and local government
officials, there was no consultation regarding the regulation itself prior to its
Issuance. The consultation which did occur was a direct result of vociferous state
and local complaints after Treasury purported to require the filing of reports
by state and local pension officials by means of an "information release" which
was not sent to those officials and as to which there was no prior consultation
at all.

In a similar vein, Treasury now claims that its regulations governing "quali-
fication" Qf pension plans apply to state and local governments, although there
was no consultation at all on those regulations. Treasury did not even assert the
applicability of those regulations to states and localities until years after its
regulations were published.

Finally, a series of revenue rulings issued during 1977 raise serious questions
as to the degree of understanding within the Treasury Department of the nature
and operations of state and local governments. Regardless of the formal proce-
dures for the issuance of revenue rulings, which possibly may exclude consulta-
tion, more frequent contact between Treasury and state and local officials may
have avoided some of the problems.

For instance, Revenue Ruling 77-261 requires a pooled investment fund of a
state and its political subdivisions to file Income tax returns because the fund
is "classified as a corporation subject to taxation" under the Internal Revenue
Code. The ruling acknowledged that the fund was exempt from the payment
of income taxes, but required the filing of returns nevertheless.

Taken literally, the ruling would require that thousands of state and local
governments, which frequently are "corporations" under state law, must file
tax returns, even though they do not pay taxes. General statements have been
made in defense of the ruling to the effect that it does not specifically apply to
municipalities. Yet the ruling itself fails to articulate any such distinction.

The ruling further places a narrow reading upon the exemption of state and
local governments from the payment of Income taxes. According to the ruling, the
income of the investment fund was exempt because the fund's operations were
essential to governmental operations. Thus, by an unfortunate negative implica-
tion, the issue is posed of whether state and local governments will be subject
to taxation ton revenues from services not deemed by unnamed individual IRS
officials to be "essential".

Additional problems are entailed in Revenue Ruling 77-164 and -165, which
announced that a state university and a community development authority
were not "political subdivisions" entitled to issue tax exempt securities under
Internal Revenue Code Section 103(a). Only after state and local governments
strongly communicated the marketing problems which resulted from these rev-
enue rulings, was a clarification issued to provide that the rulings did not go
to the question of whether the particular entities could Issue securities "on be-
half of" other state or local governments.

Consultation could have avoided all these problems. General and constant
contacts over time between Treasury and state and local officials could result in
a higher awareness on the part 9f Treasury officials regarding state and local
governments. It also could promote understanding among state and local officials
of the problems faced by the Department.

There are benefits to be obtained as well from specific consultation beyond gen-
eral discussions. When regulations are in process. consultation should be ex-
tended to policy decisions and to the particular language under consideration.
Such an approach would magnify the consultative benefits.

IV. PRESIDENTIAL MEMORANDUM AND EXECUTIVE ORDER AND RESPONSE Or THE
TREASURY DEPARTMENT

On March 23, the President issued an executive order for the improvement of
government regulations and a separate memorandum to the heads of the execu-



973

tive departments and agencies "to assure full State and local participation in
the development and promulgation of Federal regulations with significant inter-
governmental impact". Copies of the executive order and memorandum are at-
tached as Appendix C.

The memorandum outlines a procedure for consultation with state and local
governments, which is to commence prior to the publication of proposed regula-
tions. While OMB Circular A--85 is to be rescinded (the memorandum inaccu-
rately refers to the rescission as already having, occurred), the memorandum
adds in the context of discussing the rescission that: "Nothing in this memo-
randum shall be construed as in any way diminishing the affirmative obligation
of the executive departments and agencies to actively seek out, encourage, and
facilitate submission of State and local comments In the development of Federal
regulations in any other ways appropriate to the agency and the proposed
regulation."

The i'arious departments and agencies now are In the process of developing
their proposals for implementing the executive order. On May 24, the Treasury
)epartment published a draft of its implementation report. The report contains

a description of the cumcrent process for the development of Trtasury regulations
and a draft of the proposed process to be followed. A copy of the draft report is
attached as Appendix D.

In Treasury's description of its current consultative procedures, a reference
is made to steps taken under Circular A-85 as a part of that process. With
respect to the Office of Tax Policy of Treasury, this description simply is not ac-
curate. Nevertheless, the description constitutes a recognition by the Department
of the applicability of the Circular to the regulatory process. This concept of early
consultation is carried forward into the draft of the proposed process.

A summary of the proposed process emphasizes a "work plan" as the "key
element". The work plan must inform the Secretary of a variety of matters,
inchiding, among other subjects, a justification of the regulatory project, a dis-
cussion of alternatives, the plan for obtaining public comments, and target
dates for completing various steps. The work plan-may be abbreviated for
regulations which are "not significant".

The notion of whether a regulation is "significant" focuses upon publication
of regulations in the Federal Register and their codification in the Code of Federal
Regulations. Determinations may be made, with Secretarial approval, that
regulations, even if so published and codified, are not significant, subject to
express justification. Any regulation not so published or codified is deemed not to
be significant.

The work plan is only one technique to be employed under the new procedures.
Treasury bureaus or offices also will be required to publish In the Federal
Register semi-annual agendas, which may be amended from time to time, of
significant regulations under development.

The semi-annual agendas will constitute public notification to interested
parties, including state and local governments, of pending Treasury regulatory
projects. Participation may then take place. According to the President's mem-
orandum of March 23, after state and local represenatives notify Treasury of
their interest in a matter covered in a semi-annual agenda, "the [Treasury]
shall develop a specific plan for consultation with State and local governments
in the development of that regulation." Treasury's draft echoes this mandate,
for it adds that in the development of regulations, each bureau and office is to
give the public, including particularly, state and local governments or their rep-
resentatives, "an early and meaningful opportunity to participate in the regu-
latory process." Examples are given of methods of achieving this laudable goal.

The semi-annual agendas are not to be limited to new regulations to be de-
veloped, for they are to include, as well, existing regulations selected for review.
Constructive criteria are stated for selecting regulations for the review process.
Representatives of state and local governments should utilize the review tech-
nique fully to obtain the amendment of inappropriate regulations and the elimi-
nation of unnecessary ones.

As yet another step, in the case of significant new regulations which may have
certain "major economic consequences", a regulatory analysis must be prepared.
The analysis "shall be a careful examination of alternative approaches" and is to
be undertaken early in the regulatory process to aid reviewers and the Secretary.
A procedure is to be established for a draft and for a final regulatory analysis.
Copies of the draft and final analysis are to be available publicly.



974

In short the new process emphasizes consultation and openness. The Treasury
Department is making a genuine effort to implement the letter and spirit of the
executive order, and its achievements should be recognized. The proper focus
now should be upon assisting the Department in reaching the high standards
which it is setting for itself.

V. CURRENT STATUS OF CONSULTATION WITH THE TREASURY DEPARTMENT

Based upon discussions with OMB officials, Circular A-&5 will remain effective
until this Fall when the Treasury and other federal departments and agencies
have their final consultative procedures in place. Therefore. the Circular still
governs existing l)ropoSed regulations and those regulations which will be pro-
posed in the interim.

Treasury's draft implementation report also will be effectvie in certain re-
spects during this period. The report states that: "All Treasury buredus and
offices will be expected to comply with [the draft report] effective May 22, 1978,
even though it is subject to change as a result of public comment on this report
as a whole. * * *'

So in the interim, both the draft report and Circular A-85 govern the regu-
latory process. An exception is stated in the report for: "Any regulation in the
process of preparation on [May 22] which, on or prior to September 1, 1978,
either is published in the Federal Register in proposed form, or has been, or
was scheduled to be, the subject of a public hearing. * * *"

For excepted regulations, no work plan or regulatory analysis is required un-
less directed "by higher authority".

This exception confronts the Department and state and local governments
with the s.sue of what action to take as a cow-equence of the failure of the
Treasury Office of Tax Policy to follow Circular A-85 with respect to existing
proposed regulations. Unless close consultation can occur on the several sets of
prolsed regulations affecting state and local governments, little direct input
will have occurred on those regulations either under existing procedures or the
new process. The Secretary should consider what is to be done about violations of
the regulatory process.

And state and local governments likewise should consider their own course
of action. There is reason to-believe that state and local governments and the
state and local associations have standing to enforce Circular A-85 through
Judicial action. An investigation of these issues is to be. conducted. It may well
he that Treasury can be compelled to comply with Circular A-85.

VT. ESTABLISHING SATISFACTORY CONSULTATIVE ARRANGEMENTS FOR THE FUTURE

The consultative process is a vital part of regulatory action. State and local
governments benefit substantially from that process through insuring that reg-
ulations are not overbroad, do not impose unnecessary expenses or red tape, and
do not limit valid state and local government flexibility. Consultation is valu-
able also to the Treasury Department, for it provides a continuous flow of In-
formation to form a basis for effective regulatory action. It is essential to the
Department to maintain a good working relationship with state and local gov-
ernments so that the Department's effectiveness is increased through the politi-
cal process.

Since OMB Circular A-K5 will operate only for a few more months, and since
it will be replaced by the new procedures, it Is vital to ensure that the new
proc(lures are adequate to tihe task. Written comments must be submitted regard-
lng the draft on or before July 24 to the Assistant Secretary (Administration),
Room 3442 .Main Treasury. departmentt of the Treasury, Washington, D.C.
'20?20. Attention : 1lIP. Further information may be obtane(l from Anthony V.
D)ISilvestre, Regulatory Improvement Implementation Project (RIIP) Coordina-
tor. at 202-5(W1-2966. State and local officials are encouraged to submit their
(.omm),Qts in a timely fashion.

V11. CONCLUSIONS

While the issue of consultation between the Treasury Department and state
and local governments is quite controversial at present, the solution also con.
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veniently is present as well. By directing attention to the rIreasury's draft
implementation report prepared under the March 23 executive order of the
President, Treasury and state and local governments can agree upon a mutually
satisfactory arrangement which will benefit all concerned.

It is essential for the Treasury Department-to appreciate the degree to which
its tax policy actions have prove(I detrimental to state and local governments and
the degree to which state and lxai officials are offended thereby. Without a full
recognition of the special status of states and localities in our federal system,
the present series of running battles will continue and perhaps will break out
into even more explicit hostility.

This should not be the case. Neither the Department nor state and local gov-
ernments would benefit from it. One Indisposable element of a preventative is the
improvement of the consultative process. It is time to restructure that process.

Senator BEXNTSFN. We art pleased to have with us the mayor of Bir-
iningham, Ala.. Mayor David Vann, who is appearing on behalf of the
National League of Cities and the U.S. Conference of Mayors.

Mr. Mayor, please come to the witness table and introduce your as-
sociate to us.

STATEMENT OF MAYOR DAVID VANN OF BIRIMINGHAM, ALA., ON
BEHALF OF THE NATIONAL LEAGUE OF CITIES AND THE U.S.
CONFERENCE OF MAYORS, ACCOMPANIED BY JIM WHITE, FISCAL
ADVISER TO THE CITY OF BIRMINGHAM

Mayor V.X'. Thank you, Mr. Chairman.
Mr. Chairman and Senator Ilaskell, this is Mr. John White, who is

a fiscal adviser to the city of Birmingham. Although I started my
practice of law with a bondt firm, this is a highly technical field, and I
might need his help in answering some of your more technical ques-
tions.

I want to thank the comniitttee and its members for giving us an op-
portunity to come here today to speak on behalf of the U.S. Con-
ference of Mayors and the National 1*ag e of Cities.

As you know, we represent some 15,000 municipal governments.
I might say that that means 15,00) different formulas of local munci-
pal financing because that is a very important part of the va.-iety in
life that occurs in this country. It is very hard to speak on behalf
of all. I am sure that I will digress to some degree on the experience
that I have as mayor of a particular city. 0

I want, to assure you that the matters here have been placed force-
fully into our consciousness by the. Treasury's propose (l action. We
feel that the proposed regulations do invade a territory over which the
Treasury reaIly has no authority. It really is a very serious problem
of the intervention of local governmental powers'by the Treasuy,.

As you know. arbitrage matter. are of concern to cities. The exemp-
tion of taxation should be available for legitimate public purposes and
not merely for the purpose of producing an arbitrage profit. We cer-
tainly recognize that and we think the T reasury has a legitimate con-
cern in that area. If there are too many bonas left oustanding for
too long, they will drive interest rates up and in the long run eliminate
the interest rate advantage that is available to State and local govern-
ments and which is vitally important to us.

So. we come here speaking from a point on which, on the core issue,
we don't think there is basic disagreement. In fact, the policy of the

33-050-78----17
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National League of Cities, a copy of which is attached to my state-
ment, specifically provides that: "Issuing new municipal obligations
or refunding prior issues of municipal obligations purposely for the
purpose of gaining arbitrage profit by investing in Federal Govern-
ment bonds is an abuse of the purpose for which municipal bonds are
normally used. Such arbitrage bonds should not compete for scarce ,
capital needed for development and other lawful refunding purposes.
We, therefore, are opposed to the issuance of such bonds.'

We conclude that, "We also oppose the Federal taxation as 'arbi-
trage bonds' of those municipal obligations not is-ued for the primary
purpose of such profit."

In this case, we have regulations issued under the Congress arbi-
trage statute which do not reach, in our judgment. the area that the
Congress had in mind. If the Congress had in mind that you should
not issue bonds for the purpose of arbitrage, then they were talking
about the proceeds of the bonds. This regulation seeks to regulate all
local funds, whether they are from bonds, or from taxes, or from li-
censes, or from ol)erational charges of airports, or from garbage col-
lection, and so on. We think that it is much too broad and that it
take a leap beyond the point that is necessary to cover the field.

Senator HASKETI,. Excuse me. Let me interrupt at this point, please.
Are you speaking of the regulations as they existed prior to the

revenue rulings mentioned by the chairman, or are you speaking of
the regulat ions as amended by the revenue rulings?

Mayor VA ,NN. Let me say this. I understand that there were rulings
issued. I have not had a* chance to study those rulings. But, as I
understand the regulations-although as you point out, they are still
"proposed" regulations; but as far as we can tell, there has never
been anything other than a proposed regulation-thr, regulations are
still outstanding.

Let me apprise.you of part. of my problem as a mayor.
In 1895, we had an election in our town, and people voted a tax on

themselves on the condition that that tax be used solely for the pay-
nient of principal and interest on bonds.

Since 1908, as near as I can determine, for the last 70 years, the cily
has maintained a sinking fund. That sinking fund has been used in
the prospectus for the sale of every bond issue that has been sold by
the city of Birmingham as a fund to back up the credit and to assure
the bond holders they would be repaid.

We have about $6 million in taxes that now go into that a year. We
have about $1.2 million or $1.3 million in transfers of charges made
at airports and other things that have been built with bonds. As a
matter of policy, we put the revenue back into the bond issue. We also
have interest income from the investment of those proceeds.

Frankly, I believe, as the mayor of the city, that it is my duty and
responsibility to invest those funds year after year at the best interest
rate that I can invest them at. I think to have a regulation that regu-
lates the interest rate, potentially, at which those funds could be in-
vested, is beyond the point at which Congress intended the Treasury
to act.. To be'honest with you, in talking with members.of the Treasury
staff-and we have been'in consultation with them-I am convinced
that it is beyond the intent of what they were trying to do. I think



977

they were primarily trying to reach practices in advance funding, in
computer refunding and other things that the Asistant Secretary
spoke about here this morning.

However, the fact is that the regulations are of such broad language
that they reach all funds frona which it is intended for bond interest
and principal to be paid. I certainly believe our sinking find is one
of those.

Now our recourse is to get a letter or ruling saying that we are some-
how outside the rules. But I will say to you that we will seek such a
ruling and we hope that we will get such a ruling to protect our inter-
est. But to me it is still undesirable for a city to have a Federal regula-
tion outstanding which, if anybody reads it, casts grave doubt on a
practice of some 70 years basis. I think it is frankly a conservative
practice, a sound practice, a good fiscal management practice to have
a way of giving an assurance.' When we ask the voters to approve a
bond issue, we tell them that we have a sinking fund, that their taxes
are already going into that sinking fund, and that it is not going to
raise their taxes if they approve this bond issue.

For instance, last year we passed a $62 million bond issue by our
citizens. Wepassed it with as much as 70 percent approval. Without
the sinking fund we would probably have been in the same position
as most cities in this country of having their bond issues rejected by
the voters.

So, it is a sturdy, stable type of provision that we are really con-
cerned about. -

Let me say that ours is just one example. Many cities in Alabama
copy the technique of the largest city. Many cities in other States do,
too: If you take the 15,000 cities, you will find many kinds of sinking
funds that are far removed from the intentions or the desirps or the
worries of the bond market or anyone else that gave rise to the issu-
ance of these very broad regulations.

Now city officials are confused. Mayor Lou Murphy of Tucson, Ariz.,
for instance, has a 5-year capital plan. Because he cannot use a sinking
fund, it is going to cost $22 million more for that program. I suspect
that he will probably come here apd ask you all to make some Federal
grants to him to help cover the $22 million that he could cover himself
with his own means, except for these regulations.

I think that that is a serious problem. If the Treasury can, by fiat,
declare tax receipts are the equivalent of bond proceeds, where is the
limit on the right of the Treasury to intervene in local financing?

There is no clear answer to that question and that is the reason the
U.S. Conference of Mayors this summer, in Atlanta-and I will say
that I made the motion-approved a resolution asking the Treasury
to rescind the May 8 regulation.

Our concern was shown to be warranted by the July 7 ruling, which
declared revenues that. were not even used to repay principal and inter-
est on bonds could be treated as bond proceeds.

The 1969 arbitrage law did not contemplate such broad action, and
the l)roposed regulation went well beyond the one proposed and with-
drawn in 1972. Combined with the December advanced refunding reg-
ulation, a situation had been created which is both unsettling to the
market and threatening to the future of local financing practices. In



978

the. latter case, we think the Treasury failed to distinguish between
refunding bonds issued to finance public facilities and bonds that ivere
issued basically for private purposes.

Since the issuance of the May 8 regulation, we have had representa-
tives of States and local governments confer with Treasury officials. We
are satisfied that the Treasury's objective, the prevention of gross acts
of arbitrage, is reasonable. Bit we are convinced that Treasury did not
intend to eliminate traditional local practices, local practices tat grew
out of conservative fiscal policies such as those I described-the tra-
ditional use of sinking funds that were derived from )ledged taxes
and other revenues and in no way came from bond proceeds.

While we think we have made substantial progress, we think the reg-
uilations that have, been issued and the statements that have been is-
sued are important; but that we do still feel that the rulings go far
beyond the point which they should go and they set a precedent that we
think is dangerous.

We think we are breaking the logjam and maybe, as the MFOA
witness said, we will find a world in which we perhaps can live to-
gether. I think you have to face the fact. that the Treasury under thisadministration, and under the Eisenhower, NXixon Ford, and Frank-
lin Roosevelt administrations, has grave doubts and objections to the
use of municipal bonds witl-tax-exempt interest. So there is a general
clash of policy between Treasury and the local governments.

But., I also feel that in this'day and time, when we are trying to
insure sound fiscal policies and cities, we should not take action that
threatens to disrupt sound fiscal policies.

Senator BENT5EN. Mr. Mayor, I think you will find us in full accord
with that point of view. Rol)efully, that will be the ultimate outcome
of it.

But I would say to you, as I said to the previous witness, that we
would hope that you keep us apprised of the position of the League of
Cities and the U.. Conference of Mayors.

If we do not have a satisfactory resolution of this, we will then look
ultimately to a legislative resolution.

Mayor VANN. We would hope that, you would let us file comments on
the rulings that have been issued.,

Senator BENTSEN. We would be Very pleased to have them.
Senator Iaskell.
Senator ttASKML. Thank you, Mr. Chairman, but I have no ques-

tions.
I appreciate the mayor coming, and I also think that your comments

on yesterday's rulings would be most. helpful and interesting.
Senator BENTSEN. Mayor Vann, thank you very much for coming.

We were very pleased to have you.
[The prepared statement of Mayor Vann follows:]

STATEMENT OF ltoN. DAVID VANN, MAYOR, BIRMINGHAM, ALA., ON BEHALF OF THE
NATIONAL LEAGUE OF CITIES AND THE U.S. CONFERENCE OF MAYORS

Mr. Chairman, I am Mayor David Vann of Birmingham, Ala. I am here today
to testify on behalf of the National League of Cities and the U.S. Conference of
Mayors concerning the proposal to void regulations proposed by the Treasury

I Supplementary statement by Mayor Vann appears In pt. 6.
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Department on arbitrage and Industrial development bonds. As you know, the
two city organizations for which I speak today represent over 15,000 of the
country's municipal governments.

The Issues involved in the proposal before you may seem overly technical for a
Mayor, and I cannot claim the competence of a bond counsel or a finance officer
concerning such things as computing bond yields. However, I assure you that
these matters have been placed forcefully into our consciousness by the Treasury's
proposed action. While in hot pursuit of arbitrage, Treasury has clearly invaded
territory over which, we believe, it has no authority. The regulation should be
substantially rewvritten.

It is important, I think, to recognize the complexity of the arbitrage issue and
to appreciate the ligitimacy of Treasury's concern. Few would argue that public
entities should be allowed to use their right of tax-exemption without restrictions
to produce profit. That exemption is available only for legitimate public purposes
and, if deflected from those purposes Into the production of revenue all issuers
and their citizens will eventually suffer. Too many bonds left outstanding for too
long wilt drive interest rates up and in the long- run reduce or eliminate the
interest rate advantage to State and local governments. Furthermore, the argu-
ments of those who see tax-exempt municipal bonds as a questionable federal
subsidy in any event would be strengthened If a larger and larger portion of the
issues appeared to be unconnected with any legitimate public purpose.

There is, therefore, no basic disagreement over the core issue. NLC policy
states:

"Issuing new municipal obligations or refunding prior issues of municipal obli-
gations purely for the purpose of gaining arbitrage profit by Investing in Federal
Government bonds is an abuse of the purposes for which municipal bonds are
normally used. Such arbitrage bonds should not compete for scarce capital needed
for development and other lawful refunding purp~ses. We, therefore, are opposed
to the issuance of such bonds."

The disagreement arises in the attempt to identify those bonds.
The NLC policy concludes:
"However, we also oppose the federal taxation as "arbitrage bonds" of those

municipal obligations not issued for the primary purpose of such profit."
Both of the regulations which are the subjects of this legislation fail to identify.

properly the proscribed practice. This is most obvious in the case of the sinking
fund regulation.

To get at a novel refunding technique involving a sinking fund that has the
apIxarance of an abuse and which may well be prohibited under existing regula-
tions, Treasury cast a net titat we believe Is much too broad. It required a leap
of imagination that concluded that locally collected taxes and other revenues
could be treated as though they were proceeds of a bond issue. It covered not
only the targeted practice, but other such traditional practices as the 75-year-old
sinking fund in Birmingham. Many other cities have traditionally employed debt
retirement funds as a prudent fiscal management too. City officials are concerned
and confused. My good friend Mayor Lou Murphy of Tucson, Arizona, tells me
that the increased costs for financing the 5-year capital improvements plan for
his city which will be caused by this regulation will total over $22 million. If the
Treasury Department can by flat declare tax receipts to be the equivalent of
bond proceeds, where is the limit on the right of Treasury to intervene in local
financing? There is no clear answer to that question and for that reason the U.S.
Conference of Mayors, at its recent Annual Meeting, approved a resolution asking
Treasury to rescind the May 8 regulation. Our concern was shown to be war-
ranted by the July 7 IRS ruling which declared that revenues that were not
(-ei used to repay principal and interest on bonds could be treated as bond
proceeds.

The 199 arbitrage law did not contemplate such broad action; and the pro-
posed regulation went well beyond the one proposed and withdrawn in 1972.
Combined with the I)ecember advanced refunding regulation, a situation had
IsK4i created which is both unsettling to time current market and threatening to
the future of local financing practices. In the latter case, the Treasury failed to
distinguish between refundings of bonds issued to finance public facilities and
bonds Issued for basically private purposes. When the regulation was issued, the
Treasury committed itself to proposing legislation to remedy the problem. That
legislation has not been produced.

The proposal before you would freeze the situation at the point prior to the
Issuance of the two regulations. Without further Treasury action that would be



980

a reasonable and necessary action. Such a moratorium should not be instituted
lightly, the market impact could be great and damaging. If there has been ade-
quate consultation prior to the issuance of the regulation, the situation might
be quite different. Treasury might well have had a better understanding of the
likely impact on local financing practices; and city officials might have had a
better understanding of Treasury's Intent. However, that did not occur.

Since the Issuance of the May 8 regulation, representatives of state and local
governments have conferred with Treasury officials on several occasions. We are
satisfied that Treasury's objective-the prevention of gross acts of arbitrage-
is reasonable. We are convinced that Treasury does not intend to eliminate tradi-
tional local practices involving, through conservative fiscal policies, the use of
sinking funds derived from pledged taxes, other revenues, and other truly non-
bond income. The consultation has been useful and progress has been made with
respect to general operating funds, but major problems continue to be raised by
the regulations.

Until yesterday, Treasury had not yet produced alternatives. I have been told,
however, that three important steps have been taken. First, advanced refunding
legislation will be forwarded shortly. Second, a revenue ruling was issued yester-
day that Treasury says protects most traditional debt service-funds from the
arbitrage regulation. And third, a commitment to speedy rulings has been made
but will require case by case determination with respect to long established and
accepted financing methods. These are promising developments. Treasury is also
reworking the May 8 regulation' with the likelihood that it will be greatly im-
proved. The log jam seems to be breaking and I think Congressional pressure
has been helpful, especially Senator Bentsen, with the introduction of S. 3370.

We cannot be completely confident, however, that these issues can be resolved
satisfactorily without legislation. If the market can be protected from severe
dislocations that could result from a moratorium, this would be desirable. If
Treasury's decisions do not adequately distinguish abuses from legitimate financ-
ing practices, then the moratorium should be declared. Given the developing
situation, Mr. Chairman, we would like to reserve the right to suggest amend-
ments to the legislation, if Treasury's decisions faJl short.

In closing, Mr. Chairman, one of the obstacles to resolving these matters ade-
quately is the impossibility of getting judicial review of the Treasury rulings
and regulations. After a Treasury regulation Is issued, bond counsels will not
give a clear opinion on a covered issue and there is, therefore, no way to obtain
judicial review of the validity of Treasury's action. To deal with this problem,
the League of Cities and the Conference of Mayors suggest that Congress enact
legislation to permit judicial review of Treasury rulings or regulations, whether
Issued in temporary, proposed or final form.

UNITED STATES CONFERENCE OF MAYORS

Fcdcral Tax Policy Impact on Local Financial Managcment and Local Economies

Whereas, federal tax policy and regulations administered by the Treasury
Department and the Internal Revenue Service have significant impacts on local
government budgets and economies as well as cities' financial management; and

Whereas, the tilaig, amount, and purpose of tax exempt bonds Issued by local
government are a key element of local financial management; and

Whereas, local prerogrative to issue and control tax exempt bonds is a critically
important feature of the nation's intergovernmental system; and

Whereas, in May, 1978 the Treasury Department issued proposed regulations
with respect to the investment of taxes and revenues which fall to take Into
account traditional and state-mandated practices and state and local practices of
sound fiscal management; and

Whereas, federal tax policy decisions significantly determine the future direc-
tion of urban investment, Now, therefore, be It

Resolt'ed, That the U.S. Conference of Mayors calls upon the Treasury Depart-
ment to fulfill its responsibilities to the nation's cities by recognizing the impact
its tax and regulatory decisions have on cities; and be it further

Resolved, That the U.S. Conference of Mayors calls on the Treasury Depart-
ment to insure that adequate consultation with local government occurs prior to
issuance of regulations or submission of legislative proposals to Congress which
affect tax exempt bonds or the markets in which they are traded as well as indus-
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trial development bonds, tax credits, and other similar tax policy proposals; and
be it further

Resolved, That the U.S. Conference of Mayors calls upon the Treasury Depart-
ment to rescind the May 3, 1978 proposed regulations on the investment of taxes
and revenues and to consult ilth local government regardifig the subject matter
of these regulations; and be it further

Resolved, That the U.S. Conference of Mayors opposes federal regulation of
municipal issues, but does support cooperative efforts among 'various levels of
government to Improve the operation of the tax exempt bond market by establish-
ing more uniform and rational disclosure requirements and by supporting
voluntary efforts to standardize local government budgetary and accounting
information.

(Adopted by U.S. Conference of Mayors membership during 46th annual meet-
ing, Atlanta, Ga., June, 1978.)

RESOLUTION No. 14

In Opposition to Disallowal of Tax-exenpt Status for Bonds Sold to Refund
Existing Tax-exempt Industrial Development Bonds

Whereas, in 1968 the Congress enacted provisions to tax "Industrial develop-
ment bonds" of the states and their political subdivisions; and

Whereas, the Congress employed for this purpose an over-broad definition
which encompasses not only bonds issued to finance Industrial improvements, In-
cluding pollution control facilities, for private Industry, but also bonds Issued to
provide many public facilities, but the Congress nevertheless continued the tax
exemption of bonds issued for most facilities by including a special exception for
certain listed exempt activities, including public housing, airports, convention
halls, piers, and mass communting, water and power supply facilities, among
others; and

Whereas, on December 1, 1977, the Treasury filed proposed revisions of its
regulations under the 1968 statute so as to tax, for the first time, bonds issued
to refund bonds originally issued for the listed exempt activities, and made the
revisions effective as of November 4, 1977 ; and

Whereas, such revisions, although in proposed form, have the immediate prac-
tical effect of making it impossible to issue any more tax exempt refunding bonds
for the listed exempt activities; Now, therefore, be it

Resolved, That the National League of Cities urges the Treasury Department
to make immediate modification of said revisions of its Regulations so as to re-
affirm the tax exemption of state and political subdivision bonds Issued to refund
bonds originally issued to finance public facilities; and be it further

Resolved, That the Congress is urged to clarify the language of the industrial
development bond tax statute so as to deny the ability of the Treasury Depart-
ment, by changes in its regulations or by rulings, to tax any state or political
subsivision bonds Issued to finance or refinance public facilities.

(Approved by the Membership of the National League of Cities, December 7,
1977.)

RESOLUTION NO. 15

Judicial Review of Treasury Denials of Tax Exemption of Municipal Bonds

Whereas, the Treasury is exempt from generally applicable procedures for
judicial review of federal administrative action; and

Whereas, in the case (of Treasury action denying the exemption of proposed
municipal bond issues, the practical effect is that it is impossible to bring out
tile issue on a tax-exempt basis; and therefore there Is no way to have any
judicial review of the validity of the Treasury action; Now, therefore, be it

- resolved,
Thas the National YVague of Cities urges Congress to enact legislation to

permit the Issues of proposed Glbllgntions to procure judicial review of Treas-
ury rulings or regulations, whether Issued In temporary, proposed or final forms,
denying their exemption as obligations of a state or poflilca! subdivision.

(Approved by the Membership of the National League of Cities, December 7,
1977.)
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Senator BENTSEX. Our next witness will be Mr. C. Willis Ritter,
Esq.

Mr. Ritter, welcome to the committee. Would you please introduce
your associates to us for the record, please.

STATEMENT OF C. WILLIS RITTER, ESQ., HAYNES & MILLER,
WASHINGTON, D.C., ACCOMPANIED BY BRUCE COLEMAN, ASSO-
CIATE, HAYNES & MILLER, AND KAREN ELLIS, LAW CLERK,
HAYNES & MILLER

Ahr. Rrrmn. Thank you, Mr. Chairman. I am Willis Ritter of the
law firn of Ilavnes & Miller in Washington, appearing on my own
behalf. With me are my colleagues Mr. Bruce Coleman, to llmy right,
111)( Ms. Kareln Ellis to my left.

I have submitted-a statement of my written views, expressing my
views with respect to S. 3370, the proposed regulations of December
1977, and May 1978. I have accompanied that with a biography and
a legislative history with respect to the arbitrage provisions of
set ion 103(c). 

I

Senator BEXTSXEN. Your entire statement will be, placed into the
l'COixd.

Please proceed.
Mr. RrrER. Thank you, Mr. Chairman.
Late. yesteMay afternoon we received copies of Revenue Ruling

7 318 aIlnd 78.-349 and a press release accompanying those two reve-
ime. rulings indicating certain anticipated further amendments to the
pirol)osed regulations related to the pledge of gifts and bequests as
c(Mlateral for certain bond issues on the part of charities.

1 would like to address my comments, rather than to the specific
provisions of S. 3370, to what I perceive as the causes for S. 3370,
t rends which we have noted in our law practice and our observations
ovtr the years.

Fir.t, we. believe there is a wide perception on the part not only of
State and local governments, but also on the part of practicing bond
attonicys. and tax attorneys and students of this area that in a num-
ber of respects certain provisions of the proposed IDB regulations
-mid the so-called invested sinking fund regulations simply go beyond
the statutory limits that were authorized by Congress in 1968 and
196(19.

We recognize. Mr. Chairman. from our perspective, and have
written and lectured to this point, that there. are legitimate policy
consilerations in these. areas. There are real policy questions with re-
spect to the advance refunding of certain types of industrial revenue
,bondls. There are real policy questions with respect to the use of in-
vested sinking funds in the context of advanced refundings, perhaps in
other contexts, perhaps with or without. the use of so-called guaranteed
forward supply contracts.

Our con.ern is that these policy decisions have, particularly in the
last 2 vears. been made largely iii a vacuum. They have been made in
the Treasury Department aid in the Tnternal Revenue Service. They
have been made without an opportunity for representatives of State
and local goVsernments to express their views before action is taken.
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They have been made without consultation with the Congress. They
have been made in a manner which, while labeled as proposed regula-
tions, is widely recognized as being final upon the date of publication.

For example, on November 4, 1977, Treasury put out a press re-
lea.se announcing that at some future time proposed regulations would
be issued which would limit. the advance refunding industrial reve-
nue, bonds. Ahnost a month later, on December 1, 1977. those proposed
regulations were issued, stating that they would be effective with re-
spect to any issues which had not been closed 4 weeks earlier.

It is very difficult, I submit, Mr. Chairman, for affected States and
local governments and their representatives to have any input into the
process when the rules are made effective 4 weeks before one even
knows what. the rules will be.

As a practical matter-and I think this has been brought out in
the earlier testimony-today's hearing and the introduction of bills,
such as S. 3370, really present the only effective forum for State and
local governments to secure any kind of review of the policy decisions
and the statutory interpretations embodied in the proposed reg.ulations
adopted by the Treasury Department.

As Secretary Lubick acknowledged in his testimony earlier this
afternoon, it is yery, very difficult, as a practical matter, to secure any
form of judicial review'of adverse determinations under section 103.

One of our recommendations--it is in our written statement-sug-
gests that some plrocedure must be established by which judicial re-
view of decisions made by the Treasury Department. and time IRS with
respect to tax exempt bonds could be implemented by law. other than
the very cnmibersome and largely unworkable audit )rocedures which
are available now.

There are in the American Bar Asssociation Section of Taxation
proposals being developed for submission to the Congress which pro-
vide for judicial review. I would hope that in connection with your
study of these matters, you could participate with representatives of
the ABA in that process.

I think the second cause for concerns that have come up-and this
has been expresse(ld-is a perception that in many respects these regl-
lations simply go beyond what is dictated as sound weighing of the
mutual interest of the Federal Government and State and local gov-
ernment.

I believe that the Treasury has a tendency, upon the identification
of a particular problem. to promote a very broad solution to it, if the
Treasury perceives a problem with advance refundings of-

Senator BENTSEN. You know, that isn't unique to Treasury in the
executive branch.

Mr. RIrrEm. So I am told by my partners who specialize in dealing
with other agencies, Mr. Chairman.

In an effort to deal with perceived abuses in the advance refund-
ing of l)re-1968 industrial revenue bonds, the Treasury simply elected
to effectively eliminate all advance refundings of all types of indus-
trial revenue bonds. whether it be a pre-1968 IDB, an interest-cost
saving situation, or an airport, or virtually any other thing. I was
delighted to hear Secretary Lubick, this afternoon, as quoted in "The
Bond Buyer," this morning, indicate that after a considerable period
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of time, tl Treasury is now prepared to propose legislation to correct
t he imbalance in this respect.

There has definitely been a growing perception over the-years that
Treasury operates in a vacuum, that Treasury is not willing or does
not care to consult with people who could be adversely affected by the
proposed regulations. Part, of this stems from a concern on the part
of the Treasury I)epartment that once the industry-State and local
governments-begins to hear that-the Treasury may be considering
imposing regulations to limit or restrict some particular financial prac-
tice, that will immediately stimulate a rush to the market. There was
some of that in the fall of 1977, as people began to hear rumors about
the industrial bond regulations. There was certainly a good deal -of
that in March and April of this past year, as people'became aware of
the fact that Treasury might act with respect to invested sinking funds.

But it seems to me that once the Treasury begins to consider acting
in these areas, it is, as a practical matter, impossible to keel) that secret,
as history has indicated, and that the Treasury could possibly have
eliminated agood deal of the difficulties which it faced in the Jast 4
months by encouraging a more open participation by various elements
of the industry before taking action.

I would also like to comment briefly, if I may, on the specific areas
under consideration, particularly wiih respect to the invested sink-
ing funds.

Revenue Ruling 78-302, which was coincidentally published just
4 days before last month's hearing by the Treasury Department,
which sought to clarify some of the provisions of the regulations, fol-
lowed by yesterday's revenue ruling, also published just before today's
hearings, are helpful, I think, in clarifying the kind of situations to
which the Treasury is directing itself in the invested sinking fund
regulations.

My fundamental problem, however, is that those revenue rulings,
as with the invested sinking-fund regulations, assume that the Treas-
ury has the statutory authority to impose yield restrictions with re-
spect to revenues.

A review of the legislative history continues to convince me, and
frankly I believe a number of my colleagues, that no matter how many
times the Treasury Department and its representatives say that they
have the authority under the statute, they simply do not.

In 1969, Congress imposed limitations on the investment of pro-
ceeds. Revenues to be received by a municipality 10 years from now,
I submit, are not proceeds of today's bond issues. f further submit
that proceeds of today's bond issues cannot, in any realistic sense, be
treated as replacing moneys which will be received 10, 15, even 20
years from now.

The Treasury may be correct as a policy matter, Mr. Chairman. It
may well be that limitations should be placed on some form or an-
other on invested sinking funds. But, it seems to me that if that de-
cision is to be made, it should be made by the Congress. It should not
be made by the Treasury, concluding on its own that there is a problem
and then moving to deal with it, without regard to whether or not
it has the statutory authority to do so.

Senator BENTSE'N. Mr. Ritter, we are going to have to ask you to
conclude your -testimony because of limitation of time. You have
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dealt with some very substantive points in a very obviously carefully
prepared piece of testimony and one that is going to cause some more
probing on our part as to the original intent in the previous legislation.

We would be pleased to have your entire testimony in the record.
Mr. Rin-ER. Thank you very much, Mr, Chairman.
Senator BENTSEN. We thank you, sir.
[The prepared statement of Mr. Ritter follows:]

STATEMENT OF C. WILLIS RITTER, ESQ., OF HAYNES & MILLER, WASHINOTON, D.C.

Mr. Chairman: 1 appreciate this opportunity to appear before this Committee
to discuss the impact of recent proposed regulations issued by the Treasury
Department and the Internal Revenue Service with respect to the sale of tax-
exempt municipal bonds by state and local governments.

SUM MARY DISCUSSION AND RECOMMENDATIONS

S. 3370, Introduced by Senator Benson, would, if enacted, have the following
direct impacts:

(1) The proposed regulations of December 1, 1977, relating to. advance
refunding of industrial revenue bonds, would be suspended. In effect, .this
would retroactively authorize advance refundings of industrtal revenue
bonds until such time as Congress acted, or reinstated the Treasury's regu-
latory authority.

(2) The proposed regulations of May 8, 1978, together with Rev. Rul. 78-
302, would be suspended until such time as Congress specifically acted or
reinstated the Treasury's regulatory authority in these areas' This would
have the effect of retroactively authorizing a substantial number of invested
sinking fund deals; would counteract the statement in the Press Release
accompanying Rev. Rul. 78-302 with respect to bad faith opinions of coun-
sel; and would restore discount and administrative costs to the computa-
tions of yield.

(3) The Treasury Department would be forbidden to issue any further
interpretations of Section 103(c), either through regulations or through
rulings, until the end of 1979.

The immediate cause of 8. X-70 is the pereeption-wide'y held among rep-
resentatives of state and local governments--that the Treasury's exercise of its
regulatory authority has gone beyond what Congress really intended, in at least
three ways:

(1) A number of provisions in these proposed regulations arguably go
beyond the statutory limits embodied in Sections 103(b) and 103(c) : such
as the proposed treatment of taxes and other revenues as bond "proceeds"
for purposes of arbitrage yield restrictions; the proposed elimination of
bond discount in the computation of yield for Federal arbitrage purposes;
and the virtual denial of the right of many municipalities to advance refund
quasi-Industrial revenue bond issues.

Since, as a practical matter, it is extraordinarily difficult to mount a
judicial challenge to proposed regulations, Congressional review of the sort
envisioned in 8. 3370 is the only effective remedy for the State and local
governments adversely affected by the Treasury's actions.

(2) As a policy matter, these proposed regulations go substantially farther
than would be dictated by a sound weighing of the mutual Interests of the
Federal Government and State and local governments which they purport
to regulate. For example:

(a) The December, 1977, proposed regulations relating to advance
_ refundings of industrial revenue bonds appear to have been inspired

the average life
by advance refundings of pollution control bonds for purposes of extend-
Ing the average life of tax-exempt debt However, rather than dealing
with the particular transactions which it perceived as abuses, it took
the opportunity to impose a sweeping prohibition against advance re-

_ funding of all types of industrial revenue bonds for whatever purpose.
The Treasury Department, itself, acknowledged that these proposals

I This suspension would also apply, presumably, to Rev. Rule. 78-348 and 78-349, pub-
lished on Aug. 23, 1978.
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went father than necessary and Indicated that It would propose correc-
tive legislation to tife Congress. To date, no action has been taken resolve
the problem.

(b) The fay 8, 1978, proposed regulations related to "invested sinking
funds" appear to have been inspired by a large number of advance re-
funding issues using invested sinking funds coupled with so-called "for-
ward supply contracts" guaranteeing the rate of return to be realized
from the investment of taxes and other revenues deposited in a sinking
fund. However, rather than limiting it9 proposals to the particular trans-
actions which the Treasury had perceived as abuses, it subjected virtually
all types of funds established in conjunction with municipal bond issues
to potential review pursuant to the Federal arbitrage restrictions. Once
again, the procrustean solution is far more serious than the "problem"
the Treasury intended to resolve.

(c) The proposed revisions to the regulations scheduled to become
effective September 1, 1978, would completely eliminate uuderwriting
discount and issuance costs from the computations of yield on both
governmental obligations end securities acquired with the proceeds of
governmental obligations. In addition to the interpretative and adminis-
trative difficulties which such a prohibition will inevitably generate, this
provision which purports to be directed to the elimination of abuses, once
again goes far beyond what would be required to solve the "problem"
perceived by the Treasury Department.

13) In addition to the foregoing, there is a deep-rooted concern on the part
of many persons that the various actions taken by the Treasury Department,
and the decisions underlying these actions, have been made in a vacuum.
The Treasury )epartment and the Internal Revenue Service have, over the
years, become increasingly reluctant to discuss the proposed regulations
with State or local governments or their representatives prior to promulga-
tion. This has fostered the impression on the part of many-if not most-
representatives of State or local government that the Treasury Department
and the Internal Revenue Service either do not care about, or do not care to
understand, the viewpoint of State or local governments. S. 3370 represents,
in part. a reaction to this perception, since it would have the effect of afford-
ing State and local government representatives an opportunity to make their
views known before the Congress-a part of the Federal Government which
is willing to listen and understand the problems.

Given the foregoing, does it necessarily follow that S. 3370 should be enacted?
Tie Treasury Department's representatives will argue that enactment of S. 3370

would not only unduly tie the Treasury's hands with respect to the Inteirpretation
and administration of Section 103(b) and (c), but would also lead to an im-
mediate flood of invested sinking fund issues. Proponents of S. 3370 would reply
that-bhad it not been for these proposed regulations--the bond issues which the
Treasury is concerned about would have already been issued in the normal
course of business: thus, any "flood" of municipal bond issues resultant upon
S. 3370 is no more than a reaction to the Treasury's own activities to date.

It Is my view that the answer to the question lies somewhere between these
two extremes. For example, I could accept a decision that, a policy matter,
certain types of advance refundings of pollution control issues are probably
undesirable, and may fall within areas which, as a policy natter, the Treasury
)epartment should be granted authority to restrict or elihninate under Section

103(b) of the Code. On the other hand, I feel strongly that other types of indus-
trial advance refunding bond issues-such as those primarily for the purpose
of realizing savings through lower interest costs; or for the lmrpose of debt re-
structuring or revision of bond convenants, ought to be free from Treasury
Department restrictions. I would include in that category at a ininimum the more
mblicity oriented industrial revenue bond issues such as airlmrts. Whichever

view one takes, however, the dectision ought to be made only after a full expos.-
tion of views on all sides-not merely by administrative fiat, albeit only proposed
but nevertheless final in practice despite pro forma hearings after the fact.

Similarly. while the Treasury believes that it has policy Justification, for re-
stricting the use of invested sinking funds in certain types of advance refunding
transactions, I feel equally strongly that the Treasury currently lacks statutory
authority to impose limitations in the case of municipal bond issues sold for
purpmsols other than advance refundings. Unfortunately. the proposed regula-
tions of May 8, 1978, fall to make a distinction between these two situations.
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Finally, It is my personal belief that the Treasury already possesses sufficient
authority under the pre-May 8 1978. regulations to) deal with the problem which
the Treasury purports to perceive in the pri)r rules defining inflated or uijrea-
sonable costs associated with advance refunding transactions. 'T the extent-
that there is such a lr-oblem, it can 1e dealt with without the draconian meas-
ures slated to go into effect on September 1, 1978.

In conclusion, I would support a modified version of H. 3370.
The Treasury has perceive( areas which it believed required regulation. State

and local governments, with justification, perceive the Treasury's regulatory
solutions as dracouiau and as upsetting the constitutional balance between Fed-
eral and state authority. Therefore. I would suggest the following:

(1) The proposed regulations of December 6, 1977, and May 8, 1978, be
permitted to remain in effect until December 31, 1978. and that they would
cease to be effective at that date unless Congress had specifically authorized
the Imposition of arbitrage yield restrictions in such cases-a sunset provi-
slonx which would discipline the rulemaking process.

(2) The proposed regulations with respect to the treatment of adminis-
trative costs and bond discount associated with the computation of yield on
the sale of municipal bonds would be suspended Immediately.

(3) Any regulation (final or proposed) interpreting Section 103 (b) or
(c) could under no circumstance be effective with respect to issues sold
within 120 days following initial publication of the proposed regulation.
This provision is essential if the public is to have an adequate opportunity
to content upon any proposed changes in the structure of the law and/or
the regulations.

(4) State and local governments would be afforded the opportunity to
secure judicial review of any adverse administrative determination with
respect to the application of federal arbitrage law.

DETAILED DISCUSSION

S. 3370 is directed to both the proposed regulations of December 1, 1977,
relating to advance refundings of industrial revenue bonds and of May 8, 1978,
relating to "invested sinking funds", "administrative costs", and "certification
procedures".

The proposed regulations of December 1, 1977, were promulgated by the
Treasury Department- in response to what was perceived by the Treasury to be
an abuse of the authority granted by the Congress to utilize tax-exempt indus-
trial bonds for certain specified private purposes which have public purpose.
Thus, in restricting the use of tax-exempt industrial revenue bonds In 1968,
Congress specifically authorized this type of financing for a variety of public-
related activities carried out by private enterprise. For example, a tax-exempt
financing was-and still is-authorized for the construction of residential hous-
ing, sports facilities, airports, docks and wharves, water and sewerage systems,
solid waste disposal facilities, and facilities designed for the control and elimi-
nation of pollution.

In early 1977, a number of issuers of pollution control industrial revenue bond
Issues began to sell tax-exempt advance refunding bond Issues for the purpose
of either reducing the interest cost associated with the original sale of bonds;
or for the purpose of extending the period of time over which the indebtedness
with respect to the facility would be repaid. As the number of these issues began
to increase through the summer and fall of 1977, the Treasury announced (on
November 4, 1977) that it would soon issue regulations restricting the extent
to which any previous issue of tax-exempt industrial revenue bonds could be
refunded in advance of maturity. Subsequently, on December 1, 1977, these
proposed regulations were published in the Federal Register. Not only did these
proposed regulations Impose restrictions on the advance refunding of pollution
control facilities, but went on to limit the advance refunding of public facilities,
technically characterized as industrial revenue bonds.

Following the publication of these proposed regulations, Treasury Department
representatives acknowledged, both publicly and privately, that as a policy
matter the restrictions imposed on advance refundings of such publicly-related
facilities as airports, sports facilities, etc., was unjustified; and promised to
cooperate with interested parties in securing appropriate remedial legislation
from the Congress. As of today, neither corrective regulations, nor remedial
legislation has been suggested by the Treasury Department, despite repeated
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requests from various affected issuers and representatives. Rather, it appears
that the Treasury Department has made a conscious decision to avoid-as long
as possible-any remedial action to permit any advance refunding of even the
-nost publicly-related issues technically characterized as industrial revenue
bonds.

S. 3370 is also directed to the more serious problems created by the Treasury
Department in its proposed regulations of 'May 8, 1977, dealing with "invested
sinking funds", and the treatment of discount and administrative costs for
purposes of computing yield.

Since enactment of Section 601(a) of the Tax Reform ,ket of 1909, the arbi-
trage provisions of Section 103(c) have imposed limitations on the yield which
can be earned from the investment of the "proceeds" from the issuance of tax-
exempt municipal bonds. Simply put, Section 103(c) provides that if a munici-
Iality issues obligations whose yield is 6 percent l1:r year, then the proceeds
from the sale of those obligations may generally not be invested at a yield in
excess of 0 percent (or, 6% percent in certain circumstances). The specific
statutory language imposing these restrictions is as follows:

"(A) . . . The term 'arbitrage bonds' means any obligation which is issued
as part of an issue, all or a major portion of the proceeds of which, are
reasonably . . . expected to be used directly or indirectly . . . to acquire
.. . obligations (which will) produce a yield over the term of the issue
which is materially higher (taking into account any discount or premium)
than the yield on obligations of such issue, or

(B) to replace funds which were used directly or indirectly to acquire
obligations (bearing a materially higher yield)".

Throughout the series of temporary and proposed regulations published almost
annually since 196M. it has been understood by virtually all students of the
statute and its legislative history, that the phrase "proceeds" of municipal obli-
gations meant exactly that, and no more. Thus, prior to the proposed regulations
of May 8, 1978, the "proceeds" of an issue were defined to include the original
proceeds from the sale of the bonds, together with any interest or dividends
realized from the investment of those proceeds.

Since the federal arbitrage yield restrictions applied only to investments of
proceeds of tax-exempt borrowing, they equally clearly did not apply to the
investment of monies other than bonds proceeds, such as ad valorem taxes, gen-
eral income tax collections, and general revenues from the operation of various
types of municipal systems. Consequently, these monies could, under both the
statute and the interpretation of the statute adopted by the Treasury Depart-
nient since 1969, be invested in whatever securities were deemed advisable by
the state or local government.

Since the investment of taxes and other operating revenues were not subject
to federal arbitrage restrictions, a number of issuers began to structure their
borrowings as long-term bond issues, accompanied by the required deposit into,
and accumulation of, a sinking fund which would ultimately le applied to the
repayment of the principal amount of the borrowing. Pending application to this
purpose, the taxes and other revenues built up in the sinking fund could be
invested by the municipality at whatever rate could be secured in the
marketplace.

In its proposed regulations of May 8, 1978, the Treasury Department has
attempted to limit the use of "invested sinking funds" by taking the extraordi-
nary position that amounts accumulated in sinking funds to be applied toward
the payment of debt service on a municipal bond will be "treated as proceeds."
Thus. without further explanation, and without any attempt to justify the treat-
ment of taxes and operating revenues as "proceeds" of a borrowing, the Treasury
has simply proposed to do so.

Taxes and other revenues were clearly not "proceeds"' when the statute was
enacted in 1969; when the first temporary regulations were issued in 1970;
when proposed regulations were issued and reissued in 1971, 1972. 1973, 1975,
1976 and 1977. It is only now. in 1978, that the Treasury Departnmnt has
belatedly determined that it will attempt to subject taxes and other revenues
to yield restrictions by "treating" them as proceeds.

It is difficult to discern the source of the Treasury's authority nine years after
the enactment of Section 103(c), to reverse the long-standing interpretation and
application of the concept of bond "proceeds".

One extraordinary result Df this bureaucratic legerdemain is that the Treasury
Department has now managed to double the total amount of dollars which may
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be subject to federal arhitrage yield restrictions for one bond Issue. For example,
if a city issues one million dollars of refunding revenue bonds, and accumulates
one million dollars of tax collections toward the eventual retirement of that debt,
the total dollars subject to federal arbitrage yield restrictions are suddenly
increased to two million dollars:

-The one million dollars of proceeds generated from the sale of the munici-
pal bonds, plus an additional one million dollars-representing the tax
collections accumulated in a sinking fund.

Thus, a one million dollar bond issue can-under the Treasury Department's
reasoning-result in two million dollars of either "proceeds" or "treated as pro-
ceeds", all of -which are subject to investment restrictions.

The Treasury department argues that the regulations of May 8, 1977, were
necessitated by what they describe as a rash of tax-exempt advance of reftulding
bonds designed to utilize invested sinking fund financing. In order to cure this
"abuse" the Treasury felt justified in defining taxes and other revenues as "pro-
ceeds" of a bond issue.

At the outset, of course, it Is clear that not all parties would agree with the
Treasury that the issuance of municipal Londs with invested sinking funds con-
stitutes an "abuse". Certainly, for those states and local governments who real-
ized substantial savings in long-term borrowing costs as a result of invested
sinking fund financings, the technique can hardly be characterized as an "abuse".
Similarly, those states and local governments who have been effectively prohib.
ited from utilizing invested sinking funds since the publication of the May 8 pro-
posed regulations, would rather characterize ,e Treasury's proposals them-
selves as the "abuse".

Presumably, the "abuse" to which the Treasury's proposals address themselves
is the creation of tax-exempt advance 'refunding bonds in the marketplace, thus
arguably increasing the amount of'tax-exempt interest, and reducing federal reve-
nues. One fallacy in this reasoning, of course, is the fact that under Iong-standing
practices, all the proceeds of advance refunding bonds must be invested in direct
obligations of the United States, bearing a yield no greater than the municipality's
borrowing cost. In other words, if a municipality issues advance refunding bonds
at 61/ percent, it must'loan the proceeds of that borrowing to the federal govern-
ment at 61/2 percent. So, while the Treasury may arguably lose some tax revenue
as a result of the duplicate issuance of tax-exempt bonds, that loss of revenue is
largely-if not in some cases totally-offset by the reduction in the costs of the
Treasury's own borrowings.

Furthermore, the Treasury's proposed regulations of May 8, 1978, are not
limited to advance refunding bonds: they apply across-the-board to all types of
municipal bond igsues. Thus, in any case in which a state or local government
plans to accumulate taxes or other revenues in a fund for the repayment of debt
service, the Treasury Department has attempted to decree that the investment of
monies In that fund be limited by reference to the yield on the bonds themselves.
There Is no question, in these cases, of a double series of bonds being outstanding.
What Is at Issue in these cases is a bald attempt by the Treasury Department to
further restrict the flexibility of state and local governments in structuring their
own long-term financings.

Finally, because of the broad sweep of the proposed regulations of May 8, 1978,
the Treasury Department has succeeded In extending the scope of the federal ar-
bitrage regulations to virtually every Issuer-and virtually every issue-of tax-
exempt bonds in the United States.

Given the extensive impact and implications of these proposed regulations on
state and local government, did the Congress consider the problem of invested
sinking funds? No.

Did the Treasury hold public hearings on the general subject and Invite views
from affected parties before attempting to act? No.

Did the Treasury afford state and local governments and their representatives
an opportunity to comment upon the proposed regulations before they were made
effective? No.'

2 In a press release issued on May 3, 1978, the Treasury Department proclaimed that it
would publish proposed regulations dealing with invested sinking funds in the Federal

0 Register on May 8, 1978. When those proposed regulations were published, they provided
that they would be effective with respect to any, bond Issues sold after May 15, 1978,
provided that the issuance of the bonds had been authorized or otherwise undertaken priorto May 3, 1978. In other words, at the time that the Treasury Department first publicly
expressed any views with respect to invested sinking funds, they bad already effectively
eliminated that format of financing.
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The proposed regulations of May 8, 1978, have another extraordinary provision
related to the method of computing yield on tax-exempt bonds. As noted above,
section 103(c) (2) describes an arbitrage bond in. terms of the relationship be-
tween the yield on the obligations issued by the state or local government, and
the yield realized with respect to obligations acquired with the proceeds of those
bonds, in each case "... taking into account any discount or premium . . ."

At the time the statute was drafted, and through each successive set of pro-
posed regulations, It has been clearly understood that the statute means exactly
what it says, and that the computation of yield would take into account any dis-
count or premium with respect to the sale of municipal bonds or the acqluisition
of acquired obligations from the proceeds of those bonds. Thus, if a state offers to
sell ten million dollars worth of its bonds to the person presenting the best bid.
that bond issue will be sold to the bidder who offers coupons, and a purchase
price, which produces the lowest net interest cost to the issuer, over the life of
the issue. If the isuer of those bonds receives $9,&50,000 as the purchase price
for $10,000,000 principal amount of bonds, the discount of $150,000 represents a
cost for the use of money which must be repaid over time. Characterization of
that discount as part of the borrowing cost, and as part of the yield on bonds, is
so well-settled, both as matter of state law and federal Income tax law, that it
need not be elaborated on further.

Nevertheless, the Treasury I)epartment once again decided to ignore the Ape-
cific language of the statute, and provided in its proposed regulations of May 8,
1977, that with respect to any issue, delivered after September 1, 1978, the dis-
count or )remium with respect to bonds sold by a municipality shall be disre-
garded to the extent that is realized by an underwriter, broker, or "other inter-
inediary".

This is just plain wrong. It is wrbng as'a matter of law. It Is wrong as a matter
of economics. It is wrong as a matter of common sense.

The Treasury seems to argue that since the initial purchaser of most municipal
bonds will resell them to other investors, that that initial purchaser is somehow
not relevant to the transaction. Nothing, of course, could be further from the truth.
An underwriter who purchases an issue of municipal bonds does so pursuant to a
fixed contract, which establishes the fixed amount of the bonds, the fixed maturi-
ties for the bonds, and the purchase price which will be paid for the bonds, to-
gether with a "good faith" deposit typically paid to the issuer substantially in
advance of the settlement of the transaction. Thus, at the time the purchase con-
tract is signed, the underwriter is specifically committed to purchase, as a prin-
cipal, the amount of bonds represented in the purchase contract. tie may resell
those bonds. Ile may not. He may sell them for a profit; or he may sell them at a
loss. All of that. of course, is totally irrelevant to the issuer of the bonds. The
terms for th., sale of the bonds are established by the contract between the issuer
of the bonds and the initial purchaser of the bonds, and that---and that alone-
should be determinative of the yield or cost of money.

The Treasury Department attempts to Justify the broad sweep of its proposd
regulations by reference to Section 103(c) (6), pursuant to which Congress-in
1969--provided that:

The secretary or his delegate shall prescribe such regulations as may he
necessary to carry out the purposes of this Subsection.

The Treasury Department argues that this delegation of rulemaking power is
broad enough to pernt the Treasury to limit, prohibit, outlaw, or otherwise regu-
late, any financial practice on the part of state or local governments which the
Treausry Department-alone, in its own isolated wisdom--determines to be Incon-
Nistent with "the purposes" of Section 103(c). 1 submit that such a sweeping
interpretation of the rulemaking authority delegated to the Treasury Depart-
ment in S.ction 103(c) (6) makes the balance of the statute absolutely meaning-
less. In fact, a lorlew review of the legislative history connected with Section
103(c) shows the utter poverty of the Treasury's position on this point.

Section 601 (h) of the House-passed version of the Tax Reform Act of 196) pro-
vided, simply, that "under regulations prescribed by the Secretary of the Treasury
or his delegate", an arbitrage obligation would not be tax-exempt. In response
to this broad proposal, the Treasury Department itself requested the Senate
Finance Committee to provide a standard 1y which the proscriptions against ar-



991

bitrage bonds could be measured. In the statement of the Treasury's position on
the Tax Reform Act, the following appears:

"Treasury supports the objective of the bill to deny tax-exempt status
to state and local bonds issued in a true arbitrage transaction. However,

* Treasury recommends that the bill be amended to provide a rule which may
be amended to provide a rule which may be easily understood and applied
and which furnishes a clearer standard to be followed in the regulations.
Treasury proposes that an obligation be considered an "arbitrage obligation"
if, under regulations prescribed by the Secretary or his delegate, the circum-
stances (including but not limited to the terms of the obligation, the specified
purpose of the issue, the nature of the security provided for the obligation,
and all other relevant facts) demonstrate that the result of the issuance is
the realization of an arbitrage profit from reinvestment of the proceeds In
higher yield securities ... ".

Thus, the Treasury Department, which had initiated the legislation in 1969,
itself had requested a statutory standard to be interpreted by the Secretary of the
Treasury; and also clearly contemplated arbitrage restrictions only with respect
to the proceeds of bonds themselves.

The Senate Finance Committee went even further than the Treasury's request
In this regard. The Senate Finance Committee's version of the arbitrage statute,
as essentially endorsed by the Conference Committee and enacted into law, pro-
vided a quite specific definition of an arbitrage bond, modeled closely upon the
definition proposed in earlier legislation introduced by Senator Ribicoff and
Representative Burns in 1967.

A complete legislative history of the arbitrage provisions of Section 103 (c) is
attached to this Statement.

Thus, it is quite clear that in carrying out its responsibilities to prescribe regu-
lations under Section 103(c) the Treasury Department is at the same time con.
strained by the provisions of Section 103(c). In other words, "the purposes of
this Subsection" must be those which are set forth in the Subsection; and cannot
be those which the Treasury Department-nine years later--decides to attribute
to the authors of the Statute.

Given the structure of the statute, and given its legislative history, does the
Treasury have the authority under the law to prescribe regulations whose effect
is to impose investment restrictions upon taxes and other revenues of state and
local governments? Clearly not. Both the legislative history of Section 103(c),
and consistent interpretations of that statute over the past nine years, make
it clear that Congress was dealing with what it perceived to be a specific abuse
'of tax-exempt bond financing. That abuse, carefully set forth in the legislative his-
tory, related to the investment of the direct proceeds of bond issues at investment
yields materially higher than the yield on the bonds themselves. Congress did not
anticipate that Section 103(c) could be utilized as a means to subject normal
operating taxes and other revenues to yield restrictions based upon the borrow-
ing costs of state and local governments.

EXHIBIT A

C. Willis Ritter, born Baltimore, Maryland, February 18, 1940; admitted
to bar, 1965, Maryland; 1966, U.S. Court of Appeals, Fourth and Fifth Circuits
and U.S. Tax Court; 1968, U.S. Court of Claims; 1969, U.S. Supreme Court;
1972, District of Columbia. Preparatory education, Cornell University (A.B.,
1962) ; legal education, University of Virginia (J.D., 1965). Member, Editorial
Board, University of Virginia Law Review, 1963-1965. Law Clerk to Judge
Simon E. Sobeloff, U.S. Court of Appeals, Fourth Circuit, 1965-1966. Attorney
Advisor, Office of Tax Legislative Counsel, U.S. Treasury Department, 1909-1972.
Co-Author "Gifts in Contemplation of Death," 18'2 Tax Management, 1968, with
Jacques T. Schlentger; "Real Estate and Tax Reform," Univeruity of Maryland
Law Review, Winter, 1971, with Emil Sunley, Author: "Arbitrage Bonds,"
271 Tax Management, 1972; "Advance Refunding of Municipal Indebtedness,"
The Urban Lawyer, Vol. 9. No. 2 (Spring 1977) ; Co-Author: "Federal Arbitrage
Law and Advance Refunding of Municipal Indebtedness," - Ta: Management
(1978), with David L Miller, Member: The District of Columbia Bar; Bar As-
sociation of the District of Columbia; American Bar Association (Member: Sec-
tion on Taxation; Committee on Tax-Exempt Financing, 1977 -; Chairman,
Subcommittee on Arbitrage. 1978; National Bond Attorneys' Workshop (Mem-
ber: Steering Committee, 1975--; Chairman, 1978-1979).

88-050--78 ---- 18
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EXHIBIT B

LEGISLATIVE HISTORY

TIR-840

(August 11, 1966)

The U.S. Internal Revenue Service today announced details of its policy of
declining to issue rulings that the interest on certain obligations is exempt
from Federal income taxation under Section 103 of the Internal Revenue Code
of 1954.

The policy will continue in effect, ending the conclusion of a study to determine
whether such obligations should be considered obligations of States, Territories,
possessions, their political subdivisions or the District of Columbia. The study
will be directed at obligations Issued by these governmental units where a
principal purpose Is to invest the proceeds of the tax-exempt obligations In taxable
obligations, generally United States Government securities, bearing a higher
interest yield. The profit received by the governmental units on the differences
between the interest paid on the exempt obligations and the interest earned on
the taxable obligations is in the nature of arbitrage. The study will not affect
obligations issued prior to the date of this release.

More specifically, this ruling policy will apply to obligations falling within
either of the following two categories:

1. Where all or a substantial part of the proceeds of the issue (other than
normal contingency reserves such as debt service reserves) are only to be invested
in taxable obligations which are, in turn, to be held as security for the retirement
of the obligations of the governmental unit.

2. Where the proceeds of the issue are to- be used to refund outstanding obliga-
tions which are first callable more than five years in the future, and in the interim,
are to be invested in taxable obligations held as security for the satisfaction of
either the current issue or the issue to be refunded.

The following are examples of transactions with respect to which no ruling will
issued:

First, a State may issue obligations and invest the entire proceeds in United
States bonds with similar maturities bearing a higher Interest yield. The United
States bonds are then placed in escrow to secure payments of Interest and prin-
cipal on the State6i obligations. The profit on the interest spread accrues to the
State over the period of time that these obligations are outstanding.

Second, a municipality may immediately realize the present value of the ar-
bitrage profits to be derived over the future by casting the transaction in the
following form: It may issue obligations in the amount of $100 million, use $20
million to build schools or for some other governmental purpose, and invest the
balance, $80 million, in United States bonds which bear a higher Interest yield.
The United States bonds are escrowed to secure payment of interest and princi-
pal on the municipal obligations. The interest differential is sufficiently large so
that the interest and principal received from the United States bonds are
sufficient to pay the interest on the municipal obligations as well as to retire
them at maturity.

Third, a municipality may issue obligations for the stated purpose of refund-
ing outstanding obligations first callable more than five years in the future.
During the interim before the outstanding obligations are redeemed the proceeds
of the advance refunding issue are invested in United States bonds bearing a
higher yield, and such bonds are escrowed as security for the payment of either
of the issues of municipal obligations. During the interim period, arbitrage profits
based on the interest spread inure to the municipality.

The Service made clear that this announcement covers only obligations falling
within the two categories described above. Thus, for example, it does not cover an
issue of obligations where the proceeds are intended to be used to construct a
facility even though the proceeds are initially placed in a trust for the security
of the bond holders, and invested in taxable obligations, pending their use to meet
the construction costs as they occur. Nor does it cover an issue of obligations
merely because a portion of the proceeds is Invested-.i taxable obligations and
held solely to meet interest payments on the obligations pending, the availability
of other revenues.
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STATEMENT AND PROPOSAL OF REP. JOHN BYRNES RELATING TO AwnrAo Boms
JuLY 25, 1967)

AND

STATEMENT AND PROPOSAL OF SENAiOR ABRAHAM RiBIOOFF RELATING To AuriorA
BONDS (NovmBiE 8, 1967)

REPRESENTATIVE JOHN BYRNES

LEGISLATION TO TAX INTEREST FROM ARBITRAGE BONDS

Mr. WYATT. Mr. Speaker, I ask unanimous consent that the gentleman from
Oregon [Mr. BYRNES] may extend his remarks at this point in the Record and
include extraneous matter.

The SPP KER. Is there objection to the request of the gentleman from Oregon?
There was no objection. ,

Mr. BYsNEs of Wisconsin. Mr. Speaker, I have already introduced a bill to
amend section 103 of the Internal Reienue Code in order to take away the tax
exemption presently enjoyed by the so-called industrial development bonds. I have
today introduced another bill dealing with the arbitrage bond. The problem is
similar to that presentedby the industrial development bond.

My bill would amend section 103 of the Internal Revenue Code in order to ex-
clude from the exemption granted to State and municipal obligations, those bonds
which are issued for the purpose of investing the proeds in U.S. Treasury obli-
gations bearing a higher rate of interest. This is known in the trade as "ar-
bitrage."

The mechanics of an arbitrage band are simple. A State or local government
issues bonds and agrees to invest the proceeds in Federal bonds which are then
placed in escrow for the payment of interest and principal on the State or local
bonds. The investor in these bonds has a certificate which represents neither more
or less than interest in Federal bonds, but because the interest payments made by
the Federal Government pass through the hands of the State or local government
it is argued that the interest is exempt. The local government thus makes a profit
from the interest differential that exists between the taxable Federal securities
and the nontaxable" securities which it purports to issue.

Last year the Treasury Department announced that the Internal Revenue an-
nounced that the Internal Revenue Service would not rule on extending the inter-
est exemption to arbitrage transactions under existing law. I am convinced that
this action Is correct. Arbitrage bonds really represent an agreement by the issuer
to act as a conduit or trustee for passing interest on Federal bonds to private per-
sons and they are not "obligations" of a State or local government within the
meaning of existing law. While the Treasury Department is considering further
guidelines to implement the arbitrage ruling, to avoid any misunderstanding In
this area, I have introduced a bill to make it doubly clear that the interest In ar-
bitrage bonds is not entitled to exemption from Federal income tax.

I am inserting a copy of my bill together with a technical explanation at this
point in the Record:

_ _ HR. 1175?

A bill to amend the Internal Revenue Code of 1954 to provide that arbitrage bonds
are not to be considered obligations of States and local governments the interest
on which is exempt from Federal Income tax

Be it enacted by the Senate and House ol Representatives of the United States
of Amcrica in Congress assembled, That (a) section 103 of the Internal Revenue
Code of 1954 (relating to interest on certain governmental obligations) is
amended by relettering subsection, (c) as subsection (d) and by inserting after
subsection (b) the following new subsection:

"(c) ARBITRAGE BONDS.-
"(1) Subsection (a) (1) not to apply.-Any arbitrage bond (as defined in

paragraph (2)) shall not be considered an obligation described in subsection (a)
(1)

"(2) 'ARBITRAGE BOND' DINED.-
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"(A) IN GENERAL.-For purposes of this subsection, the term 'arbitrage bond'

means any obligation if, under the terms of the obligation or any underlying
agreement, any portion of the proceeds of the issue of which the obligation is a
part may be invested, directly or indirectly, in any securities (other than obliga-
tions the interest on which is excluded from gross income under subsection (a)
after the application of this subsection) which yield a higher return (taking into
account any discount or any premium) than the obligation being issued, and such
securities are required to be held as security for any obligations the interest on
which is excluded from gross income under subsection (a) before the application
of this subsection.

"(B) ExcEPTioNs.-Subparagraph (A) shall not apply to an obligation-
"(i) if under the terms of the obligation or underlying agreement all of such

securities (other than those described in (ii) and (iii) below) in which the pro-
ceeds may be invested may not be held longer than two years from the date of the
issuance of the obligations;

"(ii) if the obligation or an underlying agreement limits the amount of the
proceeds which may be invested in such securities as of the beginning-of any
annual accounting period provided for in the obligation or underlying agreement
to not more than the amount of Interest and principal payments required to be
made with respect to such obligation within such annual accounting period and
the accounting period following such annual accounting period;

"(iii) to the extent that the proceeds of such obligation are to be used to con-
struct a facility the actual construction of which--(other than acquisition of land)
must commence within two years from the date of such issuance if under the terms
of the obligation or underlying agreement the portion of the proceeds to be used
in connection with such construction may not be invested in such securities for a
peirod in excess of five years from the issuance of such obligation.

"(3) SPECAL SERIES OF OBLIOATION.-At the request of an organization de-
scribed in subsection (a) (1), the Secretary is authorized under the Second
Liberty Bond Act, as amended (31 U.S.C., see. 752 and following) to provide for
the issuance of a special series of obligations of the United States the yields on
which shall not exceed the yields on obligations described in paragraph (2).

"(b) The amendment made by subsection (a) shall apply only with respect to
interest on bonds issued after the date of the enactment of this Act."

TECHNICAL EXPLANATION OF PROPOSED AMENDMENT TO SECTION 103"OF THE INTER-
NAL REVENUE CODE OF 1954 RELATION TO ARBITRAGE BONDS

The proposed bill amends section 103 of the Internal Revenue Code by adding
new subsection (c), Paragraph (1) of subsection (c) provides that an arbitrage
bond shall not be considered an obligation of a State or local government the in-
terist on which is exempt from tax.

Paragraph (1) of new subsection (c) defines the term "arbitrage bonds." Sub-
paragraph (A) provides that a bond will only be considered an arbitrage bond (1)
if under the terms of the issue, the State or local government may invest the pro-
ceeds of the issue in taxable obligations yielding a higher rate of interest than
the issue in question, and (2) if the portion of the proceeds so invested is required
to be held as security for the payment of the issue in question or any other bond
issue the interest payments on which are exempt from Federal income tax.

This definition and the several exceptions discussed below have been drafted
in a manner that will permit a prospective purchaser to determine from the terms
of the obligation and underlying agreement that a given obligation is not an ar-
bitrage bond. By the same token an issuing governmental unit, by carefully draft-
ing the bond agreement, can insure that a bond will not come within the definition
of an arbitrage bond. This aspect of the bill as well as the exceptions contained
in Subparagraph (B) will allow State and loca, governments unfettered freedom
to engage in any financing arrangement necessary !o achieve the basic purpose of
a particular bond issue. Subparagraph (B) excludes from the definition of an
arbitrage bond certain common situations which may require a limited investment
of the proceeds in taxable securities and it is anticipated that these exceptions
will render the bill inapplicable to the vast majority of governmental bond issues.
It is also recognized, however, that certain abnormal situations may prompt the
issuance of bonds which require an investment exceeding the specified limitations.
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A municipality, confronted with such an abnormal situation. may avoid the pro-
visions of the bill if it confines any investment exceeding the specified limits to
securities which do not yield a higher rate of interest than the bonds being issued.
Paragraph (3) of the new subsection (c) authorizes the Secretary of the Treasury
to provide for the issuance of special federal obligations which will meet this re-
quirement for municipalities which are unable to purchase bonds yielding the
same or a lower interest rate as the issue in question on the open market.

For example, municipalities often find it desirable to engage in advance refund-
ing transactions in order to insure an orderly transition between an outstanding
issue approaching maturity and a new Issue which is to replace the maturing
bonds. The municipality will invest the proceeds of the new issue in securities to
be held in escrow for the benefit of the outstanding bonds. Subparagraph (B) (I)
of the new subsection (c) (3) provides a general two year exception which would
exclude advance refunding issues from the definition of an arbitrage bond if the
proceeds could not be invested in higher yield taxable securities for longer than
two years. The two year limitation contains the investment profit within tolerable
limits and insures that any profit that results is primarily a by-product of the
transaction rather than its essential purpose.

On the other hand, in certain unusual cases it may be desirable to invest the
proceeds of an advance refunding issue for a period exceeding two years. An oft
cited example involves revenue bonds which were issued to build a bridge and
which contain a restrictive covenant prohibiting the erection of a second bridge
in the same area. A municipality may engage in an advance refunding transaction
in order to secure a release from, the restrictive covenant and simultaneously raise
revenues to build a second bridge. If the portion of the proceeds which are to be
held in escrow for the outstanding bonds are to be held for a period in excess of
two years (because the outstandfug, bonds are not callable) the newly issued bonds
will constitute arbitrage bonds midee the bill unless the municipality also agrees
that the proceeds will not be itn -r f. in bonds yielding a higher rate of interest
than the advance refunding bondt; once tihe two year period is past. If it is
necessary, to comply with such an agreement, the municipality may request the
Secretary of the Treasury to issue a special series of federal bonds whose yields
will not exceed the interest on the advance refunding issue. In this way the bill
provides maximum flexibility for all state and local government financing needs
while limiting the amount of unjustified profit that may be realized through ar-
bitrage trading on the interest differential between taxable and nontaxable obli-
gations.

In addition to a general two year exception, subparagraph (B) (1i) permits a
State or local government to set aside out of the proceeds of a new issue and In-
iest an amount equal to that needed to pay the interest and principal (if any)
during a two year period after the date of issue of the obligation. The fun'. so
set aside and invested as a debt service reserve must be reduced in future years as
bonds are paid off and the interest and principal requirements needed-to-meet
payments during successive two year periods becomes smaller. Part (III) of sub-
paragraph (B) provides an additional exception for bonds issued to construct new
facilities. Under that provision, if construction is to commence within one year
of the bond issue, the proceeds borrowed to permit construction may be invested
In taxable obligations yielding a higher return for up to five years from the date
of the bond Issue.

As in the case of the advance refunding bonds, if a municipality finds it neces-
sary to have a larger debt service reserve or to have a longer construction reserve,
the bonds will not constitute arbitrage bonds if the municipality confines the In-
vestment which exceeds the specified amount or period to securities which do not
yield a higher rate of interest than the interest called for by the bonds in question.

SENATOR ABRAHAM RIBIcOFF

6 PROPOSED LEGISLATION RELATING TO AMENDMENT OF INTERNAL REVENUE CODE

Mr. RIBICOFF. Mr. President, I introduce for appropriate reference, a bill to
amend the Internal Revenue Code of 19N to provide that industrial development
bonds are not to be considered obligations of States and local governments, the

I interest on which is exempt from Federal income tax, and a bill to amend the
Internal Revenue Code to provide that arbitrage bonds are not to be considered
obligations of States and local governments, the interest on which is exempt from
Federal income tax.
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Mr. President, for over 50 years our State and local governments have benefited
in financing their governmental functions from the Federal income tax exemption
of the interest on their bonds. Because of this exemption investors have been will-
ing to accept a lower rate of interest on school bonds, water and sewer bonds, and
other similar State and local obligations, than they would demand if, like the
bonds of the Federal Government, our State and local bonds were fully subject to
Federal income tax.

However, recent abuses of the tax-exempt borrowing privilege are undermin-
ing the usefulness of this method of helping our State and local governments
finance their legitimate functions at the lowest possible cost. These abuses, which
are becoming more prevalent every day, represent an intolerable waste of oui
Federal tax dollars and a real and immediate threat to the ability of our State
exlnding obligations.

The most widespread and well-known abuse of the tax-exempt borrowing privi-
lege is the practice of issuing so-clled industrial development bonds. These bonds
have permitted some of our largest corporations to issue tax-exempt bonds to the
detriment of the best interest of both the Federal Government and the State and
local governments.

A typical case might involve a municipality which agrees to issue bonds to
finance the building of a factory for a private corporation. The corporation in
turn agrees to "rent" the factory for the exact amount needed to pay the Interest
and amortize the principal of the bonds. The bonds are generally revenue bonds
payable only out of the rent and the municipality assumes no obligation, direct
or indirect, for repayment of either principal or interest on the bonds. Thus, we
are really confronted with bonds of &private corporation. But, because the munic-
ipality allows its name to appear 6n the bonds, it claims and passes on to the
private corporation the full benefit of the lower interest rate. This rate stems
from the Federal tax exemption of interest on legitimate State and local bonds.

These are truly corporate bonds and the local government's involvement is
often little more than a sham. This was graphically demonstrated last year. The
&5 eligible voters of one small town were asked to approve a bond issue of $20
million in order to finance a plant for a prominent textile company. Indeed, the
largest Industrial bond issue ever announced, $140 million for a Japanese alu-
minum company, is to be Issued by Port of Astoria, Oreg.-a town of less than
30,000 people.

The Federal Government's concern is obvious. The benefits received by the pri-
'vate corporation in the form of lower rental payments represent nothing more
than an unauthorized Federal subsidy to private industry. The total cost of this
subsidy-which is exclusively attributable to the interest exemption intended to
help our State and local governments--is borne by other Federal taxpayers. How-

- ever. viewed as a subsidy, industrial development bonds are totally unjustified.
T he benefit of such financing frequently goes to private corporations who do
nothing different than they would have done without the use of industrial develop-
ment bonds and in all cases the cost of the Federal Government in lost tax reve-
nues considerably exceeds the financial benefits to the private corporations In-
v c! v,.

Unlike most Federal programs, the Federal expenditure is not a part of the
Federal budget, was never passed on by Congress, and Is not even subject to re-
view by a Federal agency. The sole decision as to whether a private corporation
shall receive the benefits of tax-exempt finance depends upon whether a local
government will permit the use of its name on what are In reality corporate bonds.
Morpover. because an agreement to permit the use of its name costs a govern-
mental unit nothing, there is no apparent rejon why any governmental unit
would withhold its approval of any particulaiwbond Issue and of any subsidy.

However, the problem presented by Industrial development bonds today Is
far more than just a problem of wasted Federal revenues. It has become a very
serious problem for our-State and local governments themselves. 'the benefit our
State and local governments receive by the exemption of the interest on their *
bonds is dependent on the fact that tax exempt bonds are a unique exception and
that most bonds--both corporate and Federal---are fully subject to Federal In-
come tax. As more and more tax-exempt bonds are issued the interest rate on
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all tax-exempt bonds, including school bonds, water and sewer bonds, will increase
in order to make the total supply of exempt bonds attractive to lower bracket
taxpayers. Thus, the cost of locel government goes up.

Moreover, in recent years some of the largest Industrial corporations in the
Nation have used industrial development bonds and many of our smaller State
and local governments increasingly find themselves handicapped when they are
forced to compete for funds in the same limited market against these corporate
giants.

For example, in recent years bonds have been issued or announced on behalf
of Armco Steel Corp., Firestone Tire & Rubber Co., Litton Industries, Sinclair
Oil, and United Fruit Co. The entry of many of our most prominent corporations
into the tax-exempt bond market is also reflected by the dramatic increase in the
average size of new public issues in recent years as well ras in the geometric
growth rate of the total of neW issues.

In view of this situation one might well ask why our State and local govern-
ments continue to tolerate this abuse of a provision which was desigend to help
them meet their legitimate needs. The answer is that historically these bonds
developed in such a manner that today, even though they pose a serious threat
to the borrowing ability of our State and local governments, those same State
and local governments are virtually powerless to stop them.

This type of financing was originally developed in 1936 in order to attract
relatively small industrial concerns to rural areas. Even as late as 1980 only 13
States authorized industrial development bonds and the data available with re-
spect to public issues in that year indicates that only $70 million in such bonds
were issued. However, as interest rates rose States that did not authorize this
form of financing found themselves at a handicap in retaining or attracting in-
dustry and were forced to authorize industrial development bonds as a com-
petitive measure.

Today over 40 States sanction some form of this abuse and new public issues
this year are expected to involve over $1 billion. In addition to private place-
ment of such bonds, as to which no reliable date is available, may involve more
than twice the amount of publicly sold issues this year.

Connecticut does not authorize industrial development bonds. As a consequence
we have seen corporations which by all logic should have built new plants or
expanded existing facilities in Connecticut lured to other areas.

The officials in my State recognize that industrial development bonds are a
costly abuse of the tax exemption. It is an abuse that runs directly counter to the
best interests of all the States in this country. Yet unless some meaningful
action is taken soon, Connecticut will probably be forced, as a matter of self
defense, to join the other States in authorizing and perpetuating this waste of
Federal and local resources.

These facts explain the dilemma confronting all our State and local govern-
nents today. On one hand, since a corporation seeking tax-exempt financing has
over 40 State to choose from, it is clear that industrial development bonds no
longer serve as a method of of attracting industry tc suy particular State. On
the other hand, since an agreement by a State or local government to allow a
private corporation to use its tax-exempt borrowing privilege costs the State or
local government nothing, no governmental unit can afford by Itself to end this
abuse in its area for fear of losing industry to another locality.

This means that the use of industrial development bonds will continue to
grow even though they have lost their advantage to the issuing State and local
governments and have in fact become a detriment by driving up the Interest
costs for providing legitimate State and local services.

Thus we are confronted with the type of ludicrous situation which recently led
one State to enact a law authorizing industrial development bonds throughout
the State and simultaneously pass a resolution calling upon the Federal Govern.
ment to deny the tax-exempt status of interest on industrial development bonds.

The rapid increase in industrial development bonds is today reaching crisis
proportions. Occurring as it does at a time when our State and local govern-
ments are confronted with larger and larger demands to provide services and
facilities for their citizens and when our Federal Government is confronted
with an ever-increasing need for revenue, the use of Industrial development
bonds has presented us with a situation that can no longer be tolerated.

The Federal Government and the States must join together in eliminating
this situation which threatens to undermine their own best interest. And be-
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cause no State can be expected to end industrial development financing on its
own while other States continue to permit such financing, the responsibility for

-- action lies with Congress as the only body with power to enact legislation that
can be uniform and simultaneous throughout the 50 States.

In addition to industrial development bonds, another abuse of the tax exemp-
tion afforded State and local bonds has gained prominence within the last few
years. I am referring to the so-called arbitrage bonds where a local govern-

--- mejtiiwests the proceeds of its tax exempt issue in U.S. bonds which in turn
secure the bonds issued. In effect the investor has a certificate evidencing an
Interest in Federal bonds, but the suggesdon is made that the Interest received
is exempt because the funds pass through the hands of a local government unit.

The local government seeks to make a profit from the difference in interest
rates that would arise, sine3 interest on Federal bonds is taxable and the interest
paid by the local government is claimed to be exempL And this profit is claimed
on the sole ground that the local government lends Its name to a security-with-
out assuming any risk, or responsibility, or work, or anything else.

It takes but little imagination to see that the unchecked spread of arbitrage
bonds would pose as great a threat to the Federal revenues and the financing
costs of State and local governments as industrial development bonds. From the
Investors standpoint arbitrage bonds are as secure as Federal bonds and any
municipality in the country, no matter how small, could Issue unlimited amounts
of arbitrage bonds.

In theory the only limit on the amount of arbitrage bonds that could be added
to the normal volume of tax-exempt bonds is determined by the amount of
Federalobligations that are outstanding. However, the existence ,pf arbitrage
bonds on any sizable scale would drastically increase the cost of State and local
government borrowings to finance legitimate governmental functions.

Last year the Internal Revenue Service announced that it would not rule
on extending the interest exempt to arbitrage transactions under existing law. I
am convinced that this action was correct In essence, the issuing government
which engages in an arbitrage transaction is nothing more than a trustee for
the bondbuyers who are purchasing-not the obligations of a State or local
government-but the obligation of the Federal Government.

I fail to see how an agreement by a locality to act as a conduit for passing
Interest on Federal bonds to private individuals can be considered the type of
"obligation" of a State arising from the exercise of its borrowing power that is
encompassed by existing law. To extend the interest exemption to these bonds
seems to be outside-both the purpose and the literal language of the law which
tcmpts Interests on obligations of a State or local government from tax but

does not exempt interest on Federal bonds from tax.
A pertinent point here is that this same rationale also casts doubt on the

validity of exempting the interest on industrial development bonds.
An examination of most industrial development issues makes it clear that the

only real obligor is the private company for whose benefit the bonds are Issued.
However, the Internal Revenue Service has, for many years, been issuing rulings
holding interest on these bonds tax exempt. That position was adopted when the

--- magnitude of these offerings was small and the problems which now loom so
clearly were difficult to perceive. I am sure that If the clock were set back the
Service would, knowing what it now knows, rule differently.

On the other hand, facing the industrial development situation as It now exists,
I feel a legislative solution to this facet of the problem Is preferable to admini-
strative action.

To this end, I am introducing a bill which will put a stop to the costly and self-
defeating situation which the proliferation of industrial development bonds has
brought about. In addition, even though I believe the Treasury Department's
position on arbitrage bonds is correct under existing law, to avoid any misunder-
standings I am also introducing a separate bill on this subject.

Mr. President, I ask unanimous consent that there be printed In the Record
at this point a memorandum on trends in industrial bond financing prepared by
the Treasury Department, followed by a letter and material from the Investment
Bankers Association of America, a statement by the AFL-CIO executive council,
and the text of the bills with a technical explanation of each.

The Acting President pro tempore.-The bills will be received and appropriately
referred; and, without objection, the memorandum, letter, material, statement,
bills, and technical explanations will be printed in the Record.
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The items presented by Mr. Ribicoff are as foll6ws:

TRENDS IN INDUSTRIAL DEVELOPMENT BOND FINANCINo

Generally, each industrial development bond issued by a governmental unit
serves to finance a single project for a specific corporation. It is therefore possible
to discern a trend in the size of firms acquiring facilities financed by these tax-
exempt bonds by examining the changes in the average value of industrial devel-
opment bond issues.

Prior to 1960, the estimated total value of industrial development bond debt out-
standing was just about $100 million. In the seven years 1960-NG, the dollar value
of new industrial development bonds increased by an estimated $L2 billion., This
absolute growth in the volume of industrial development bonds issued sinco 1960
is partly explained by the increase in the number of states permitting local units
to borrow for this purpose. However, the increase in the number of states au-
thorizing industrial development bonds has coincided with a marked rise in-tM
size of projects financed.

Table I shows the estimated value of publicly issued industrial development
bonds for the years 1956-6, the number of issues and the average amounts bor-
rowed to finance projects in each year. The regular of projects in each year is
approximately equivalent to the number of issues shown in Column 2. Between
1956-60, 217 projects were financed and the average issue size ranged between
$267,541-$742,797. Since 1961, the average amounts borrowed to finance industrial
projects has ranged between $1.043.0 million.

The growth in average value of projects financed since 1961, is due to the sharp
increase in the number of large-scale projects financed, that is, projects in excess
of $1 million. In Table 2, the number of issues exceeding $1 million since 1956 is
shown. Prior to 1961, the largest industrial development bond issue was $9.5 mil-
ion; however, between 1961-46, 19 single issues in excess of $20.0 million were
floated. In 1956 alone the 8 largest issue accounted for $334 million,' more than
60 percent of the estimated $0 million in new public issues for that year.
Finally, the preliminary 1967 data involving large issues set forth in Table III
reveals that new public issues this year can be expected to substantially exceed
$1 billion.

TABLE I.-ESTIMATED VALUE OF PUBLICLY ISSUED INDUSTRIAL DEVELOPMENT BONDS' BY LOCAL UNITS, NUMBER
OF ISSUES REPORTED, AND AVERAGE ISSUE SIZE, 1956-66

Total amount of
bonds isued Number of Averse size

Year (thousnds) Issues oX

1956 ......................................................... ,421 24 267,541
1957 ....................................................... 72822 346,000
1958 ........................ . ...... 12,746 47 271,000
1959 ......................................................... 58, 7920
1960 ......................................................... 56,33 74 742 970
1961--------------------------------------------........ 57,201 42 1, 361,900
1962 ........................................................ 77,877 64 1 216, 8O
1963 ......................................................... 135 225 67 2,018 300
1964 ......................................................... 201,571 82 2,418, 200
1965 ......................................................... 191,717 78 2,457, 900
1968 ................................................. 504,460 133 3,792,932

IS", e4., Fides, "State and Local Inducements for Indvstry," I8 National Tax Journal, 7.8(1965).

The material discussed in this memorandum Is drawn primarily from data involving
publicly offered industrial development bonds. In addition, there is a large volume of
privately placed Industrial development bonds which are not reflected in the above esti.
mates. Commentators have estimated that the actual amount of Industrial development
bonds outstanding may be two to three times larger than estimates based on public offerings
would indicate. See, e.V., Bridges, Stote & Local Induoamente for Induatry, IS National Tak
Journal 7.8 (1965).

' The eight issues were: $60 million Issued for Skelly Oil and American Can Co., $70
million for United Fruit Co., $35 million for Phoenix Steel Corp., $34.4 million for Armco
Steel Corp., $46 million for Nookosa-Edwards Corp., $24 million for Air Reduction Co., and
$27 million for Hercules Corp.
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TAULz II.-Number of industrial development bonds issued in excess of U1 million,
1956-66

.Year: Number
1950 1
1957 1
1998 2
1959 - 1
1960 9
1961 5
1962 14
196S 16
1964 25

- 1965 - 23
1966 46

TABLE 111.-4NDUSTRIAL DEVELOPMENT BOND TRANSACTIONS EITHER PENDING OR COMPLETED IN 1957 (LARGE
ISSUES ONLY)

Amount
Corporation Municipality (millions)

Armco Steel ............................................ Middlkw#. Ohio ........................ $82.5
Sinclair Petro-chemicals (subsidiary of Sinclair Oil) ......... Fort Madison, Iowa ...... 0.0
Firestone Tire .............................................. . 30.0
West Virginia Pulp and Paper ............................. Wickliffe Ky ............. ........ 80.0
Allied Supermarkets ..................................... Livonia, h....................... 33.0
Georia- Pacifc ............................ Crossett, Ark ........................... 75.0
Wco- .................... .................. Cheyen ne Wyo ......................... 20.0
Minnesota Minin- - - .. . . ..------------------ Nevada, Mo-----------------------25.0
Southwire Co ........................................... Hancock City, Ky................ 90.0
Northwest Aluminum (subsidiary of Bell Intercontinental. Warrenton, Oreg ........................ 140.0

Leases granted by Bl Intercontintal and Yawata Iron &
Steel Co. of Japan) ....... ...................

Union Indactirwn(Shipbuildeing ........... ...... Paacag a, Miss...................... 130.0
Hytran - , Inc. (partially owned by Hercules, Inc. and Spartanburg City, S.C .................... 75.0

Earthenworks Hoochl A.G. of Frankfort, West Germany).
General Dynamics Shipyards ................... Quincy, Mass ........................... 100.0
U.S. Plywocd-Champion ...................... Copeand, Ala ........................... 100.0
Boise-Cascade .......................................... De Ritter, La ............................ 110.0
Swiss Aluminum Ld .................................... Calcasieu Parish, La ..................... 75.0
Hercules .................................................... do ................................. 1 30.0

Do .............................................. Iberville Parish, La ...................... 130.0
Co r- -.......................-- --------------- - West Baton Rouge Parish, La ............. 0.0

Meade Cr....... Michigan ............................... 60.0
Minnesota Mining-------................. Weatherford, Okla ....................... 10.0
Ibsals Shipyard (Litton Industries) ................. . ...... Lorain. Ohio ............................ 30.0
Frontier Refining ........................................ Cheyenne, Wyo .......................... 25.0
Allied Chemical ......................................... Gran River, yo ------... .. ....... 20.0
Carrier Corp ............................................ Warren City, Tenn .........-. 12.5
Olin Mathieson ......................................... Bradley City, Tenn ...................... 12.0

Total .................................................................................... l, 475 O

1 $5,000,000 authorized.

INVESTMENT BANKERS
ASSOCIATION OF AMFcA,

Washington, D.C., October 6, 1967.
Hon. ABRAHAM Rxnzcorr,
Senate Oflce Building,
Wqshington, D.C.

DEAR SENATOR Itxncorr: The Investment Bankers Association of America
appreciates your continued interest and concern with the increased use of
municipal tax exempt credit by corporations for their own private use, a practice
referred to as municipal industrial financing. This practice is increasing at an
extremely fast rate with prospects of over a billion dollars of new securities for
this year. There is no question in the minds of many market experts that this
Increased volume is costing municipalities throughout the country higher interest
rates. For example, it has been estimated by some investment bankers that the
recent $55 million Fairfax County Water Authority Bonds were forced to carry
A to %% higher interest rate because they sold during the same week that the

Georgia Pacific Corporation sold $75 million tax-exempt securities under the name
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of Crossett, Arkansas at 5%%. Over the life of a bond Issue of this size, It would
cost the residents of Fairfax County approximately $4 million In excess interest
charges.

The enclosed material shows the list of some of the issues coming to sale and
one of which would be of particular interest to you is that of Hegeman Electric
Co. of Hartford, Connecticut for expansion in Florence, Kentucky.

The members of our Association hope that you will continue to press for a
solution to this problem.

Sincerely,
ALviN V. SHOERMAKR.

[From the Daily Bond Buyer, Oct. 6, 19671

APPRoxiMATELY $12.3 MILLION-BONDS To BENyrr INDUSTRY FOR FLONCE, KY.

The City of Florence, Ky., is preparing for the sale of approximately $12,300,000
industrial revenue bonds to finance plant facilities for four industries to be
located within the city.

Scheduled for sale on Oct. 24 is a $2,100,000 issue of Regeman Electric Co., of
Hartford, Conn., manufacturer of electrical control apparatus, wiring devices,
and other electrical components.

THREE OTHER ISSUES

Three other issues, anticipated for sale in November, are:
Approximately $5,500,000 for the Hewitt-Robins Co., a division of Litton In-

dustries, manufacturer of conveyor systems.
Approximately $2,500,000 for the American Book Co., manufacturer of text

books, and a subsidiary of Litton.
$2,200,000 for Globe-Union Inc., of Milwaukee, Wis., manufacturer of elec-

tronic devices.
Hayden, Stone, Inc., Is financial consultant to the city for these four iNsues.

Grafton, Ferguson, Fleischer & Harper are bond counsel.

BOND BUYER INDEX AT 33-YEAR HIGH

The Bond Buyer's 20 bond, 20-year Index touched a 33-year high yesterday
when it registered a 4.25 percent. This represented the tax-exempt market's
lowest point since May 1, 1934, when the Index stood at 4.27 percent, and places
the market six basis points below last week's figure of 4.19 percent.

In confirmation of the market's lower trend, the higher-grade 11-bond average
hit a new recent high of 4.15 percent, up from last week's 4.08 percent, and the
highest since Jan. 1, 1934, when it stood at 4.50 percent.

(From the New York Times, Oct. 6, 1967]

BoND RATES SET 33-YEAR RECORD--LEVEL FOR MUNICIPAL ISSUES IS HIGHEST
SINCE 1934-SOME SALES DELAYED-INDEx CLIMBS TO 4.25 PERCENT-BIO IN-
DUSTRIAL Am OFFERINGS ARE Crn BY DEALERS AS A REASON FOR SPuRT

(By John H1. Allan)

Interest rates on tax-exempt municipal bonds have reached their highest level
In 33 years, inching above the peak set In late summer last year.

The Bond Buyer's index of municipal bond yields, a widely followed weekly
compilation, stood at 4.25 per cent yesterday, up from 4.19 a week ago.

Not since May 1, 1934, has the index been higher. Then, when tax-exemption was
not quite the advantage to investors it Is today, the index was 4.27.

At the peak of the sequeeze in the credit markets In late August and early
September, 1906, the index rose to 4.24 and stayed there, for two weeks.

SOME SALES DELAYED

Since mid-April, municipal bond prices have been falling, and Interest rates
rising along with other sectors of the money and capital markets.
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Recently, the trend has been accentuated In the municipal bond market by the
prospect of a large volume of sales of tax-exempt industrial development bonds.
One compilation shows an estimated $825-million of these bonds scheduled for
sale throughout the rest of 1967 and early in 1968.

Several cities recently have postponed bond sales because of high interest rates.
A Houston sale of $39.8-million of bonds and a $3-million Daytona Beach, Fla.,
issue were delayed this week, for example.

Investment bankers offering bond issues auctioned in recent weeks have, in
several cases permitted the securities to trade in the open market and prices
have dropped sharply.

BALANCE OF FAIRFAX ISSUE IS TRADED IN FREE MARKET

The $7.3-million unsold balance of the $5-million Fairfax County, Vs., Water
Authority was allowed to trade in the free market. Prices dropped enough to
raise yields on the bonds 30 basis points or more. When the bonds were originally
offered on Sept. 26, they were priced to yield from 4 percent in 1970 to 5 percent
in 2007.

The unsold balance of the $35.85-million of Washington bonds offered originally
Sept. 13 was freed on Wednesday. Yields also rose about 30 basis points.

As a result, tax-exempted bond dealers seem a it groggy, but not overwhelmed.
Is the municipal bond market veering toward chaos? Several dealers who were

asked agreed conditions were confused, but not chaotic. "I find a lot of weakness
but that's a lot different from panic," one Investment banker said in a comment
that seemed typical.

Another remarked that "things have become pretty bloody." A third com-
mented, "This industrial revenue stuff is killing us."

This was a reference to the buildup in prospective sales of tax-exempt bonds to
finance facilities to be leased to private industry. One Wall Street source listed
the following 18 Issues as likely to come to market over the next six months or so.

Beauregard, Miss., $100-million for the Boise Cascade Corporation; Cheyenne,
Wyo., $15-million for Frontier Refining Company (in addition to the $20-million
for Wycon Chemical Company) and Corbin, Ky., $7-million.

Also, Copeland, Ala., $100-million; Calcasieu, La., $62.7-million; Florence, Ky.,
$7-million; Hampden Township, Pa., 7-million to $10-million; Hartwell, Ga., $35-
million and Iberville Parish, La., $25-million.

CLINTON, IOWA MAPS NEW BOND OFFERINGS

Also. Lafayette County, Miss., $9.5-million; Mentor, Ohio, $9.8-million: State
of Mississippi, $100-million : Astoria, Ore., $142-miltion; Spartansburg, S.C., $75-
million; Warren County, Tenn., $12.5-million; Weatherford, Okla., $8.5-million;
Baton Rouge, La., $20-million; and Tama, Iowa, $7.5-million.

In addition, Clinton,. Iowa, which negotiated a $60-million Industrial aid bond
issue last year, is now working to sell $30-million to $60-million more if bond-
holders approve.

The one bright spot in th tax-exempt bond market recently has been sales of
small, highly rated issues. Erie County, N.Y. and Minneapolis, Minn., sold such
issues yesterday.

A syndicate managed by the First Boston Corporation won Erie County's
$5.25-million. It offered them publicly at yields from 3 percent in 1968 up to
3.80 in 1980--yields little changed from representative triple-A bonds sold a week
ago. The bonds were about half sold by late afternoon.

GOVERNMENT AND CORPORATE BONDS REOISTEI FEW CHANGES

A Harris Trust and Savings Bank syndicate bought the Minneapolis bonds,
sealed them to yield from 3.15 in 1968 to 3.90 in 1987 and have sold all but
$615,000.

Prices of Government and corporate bonds showed few changes and traders
reported activity as light.

In the new-issue market for corporate securities, Columbia Gas System, Inc.,
sold $25-million of debentures to a syndicate managed by Merrill Lynch, Pierce, f,
Fenner & Smith, Inc.. and White, Weld & Co. The wrouit bid $9.409, specifying a
6% percent rate. It reduced them at 100.304 to yield 8.60 percent to maturity in
1992. The securities are rated single-A and carry no special call protection. The
underwriters estimated the issue about 45 percent sold late in the day.



SATURN IfDUSTkBS OFFERING IS MADE

The 6.60 percent compares with a return of 6.25 percent on the Wisconsin Na-
tural Gas Company issue marketed Sept. 12 in the preceding sale of single-A
gas company securities. The "Whisky Nats," however, were a smaller issue, are
a rarer name in the bond market and carry a call price of 113.

A $10-million offering of Saturn Industries, Inc., 5% percent 20-year convertible
debentures priced at 100 was made through Hornblower & Weeks-HemphIll,
Noyes and Butcher & Sherrerd and their associates. The group also sold 174,000
common shares at $18.25 a share.

In the Eurobond market, the Kredietbank S. A. Luxembourgeoise reported that
loans raised in this market in the first nine months of 1967 totaled $1,241,000,000,
a 48 percent rise from the 1966 period. The total for 1967 could approach $2-billion,
it prelcted, according to Reuters.

In New York, it was reported Kredietbank is readying a unit-of-account loan
for Companhia Uniau Fabril, a diversified Portuguese chemical concern. The loan
is expected to equal $5-million and be priced at 6% at 98. It would mature In
10 years.

STATEMENT BY THE AFL-CIO EXECUTIVE COUNCIL ON THE GROWING MENACE OF
INDUSTRIAL BOND FINANCING, FEBRUARY 23, 1967

Across the country a scheme to saddle the public with the cost of building
plants for private use through the misuse of tax-free state and local government
bonds has been rapidly gaining momentum. First conceived in Mississippi in the
1930's and confined until recently to the south, this device has been so successful
in luring industry to the communities that resort to it, it now has been sanctioned
by over 30 states and the list grows year by year. Yet this misuse of public bonds
for private-profit purposes threatens the job security of workers everywhere and
the welfare of almost everyone.

This plant-enticing scheme is possible through a deliberate perversion of the
privilege enjoyed by states and localities to issue bonds on which interest pay-
ments are free of all federal tax. These tax-exempt bonds were intended to pro-
vide a federal subsidy to help states and localities finance expanded public serv-
ices. They were not intended, however, to finance the building nf plants for private
employers-often specifically to lure them from other communities.

The private-profit advantages that result from this abuse of the public bonding
privilege are substantial:

Because local government agencies can sell tax-free bonds at a low interest
rate, factory-financing costs are considerably lower than when an employer has
to raise the money himself.

Moreover, often the employer buys such bonds himself and then pockets the
tax-free interest.

What is more. when the employer moves into the plant--often built to his own
specifications-he pays only a minimal rental which also is deductible as a busi-
ness cost, tax-free.

Finally, because the plant is "publicly" owned, even payment of a local property
tax generally is evaded.

Each year, .this scandalous misuse of tax-free bonds for private profit spreads,
and even some of our corporate giants are now getting into the act. And as a
consequence, scores of thousands of American workers already have lost their
Jobs because of the loophole in the federal tax law that encourages plants piracy
via industrial bond financing. Ironically, it is the federal taxes paid by all Amer-
cans-even those levied on workers who are the victims of this loophole-that
subsidize this misuse of public bonds.

What is more, these industrial-bond-financing schemes also cause a mounting
federal revenue loss, they undermine business competitors who financed their
own plant construction and they saddle local communities with unwholesome
burdens of debt. Finally, this perversion of the state and local tax-free bonding
privilege undermines the effort of the federal government itself to aid genuinely
distressed areas by legitimate means, and to prevent the creation of new ones.

'iiecause of all of these evils, the AFL-CIO has long urged the Congress to end
the malpractice of industrial bond financing. And because of the rapid spread
of this menace. important allies recently have emerged. Enlightened business
groups, the Advisory Commission on Intergovernmental Relations, the Secretary
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of the Treasury and many Democrats and Republicans in the Congress have
expressed deep concern over the dangers inherent in industrial bond financing.

Only a month ago the President's Council of Eeonomic Advisers warned-that
"the use of the federal tax code in this fashion is inefficient and inappropriate."

While more states are resorting to this undesirable practice, ther.s.a growing
desire among the states for the federal government to eliminate it. ,

The AFL-CIO Executive Council believes the" federal government has an
obligation to call a halt to this type of industrial piracy because it not only means
a loss of needed revenue to the U.S. Treasury and other levels of government but
also means an addition to the already unfair tax burden borne by middle and low-
income families. The federal tax statutes are already shot full of special privilege
and loopholes for industry and the more affluent. To preserve the progressive
features of the federal tax laws that remain, and to prevent state and local tax
laws from becoming more regressive, the use of tax-exempt bonds for plant
piracy must be prohibited.

Once again, the AFL-CIO calls upon the Administration to close the federal tax
loophole that has far too long abetted the menace-of industrial'bond financing.
The time for action to end this evil is now.

The bill (S. 2635) to amend the Internal Revenue Code of 1954 to provide that
industrial development bonds are not to be considered obligations of States and
local governments, the interest on which is exempt from Federal income tax, in.
troduced by Mr. Riblcoff, was received, read twice by its title, referred to the
Committee on Finance, and .ordered to be printed in the Record, as follows:

S. 2635

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That (a) section 103 of the Internal !*e~enue
Code of 1954 (relating to interest on certain governmental obligations) Is
amended by relettering subsection (c) as subsection (a) and by inserting after
subsection (b) the following new subsection:

"(c) INDUSTRIAL DEVELOPMENT BONDS.-
"(1) SUBSECTION (a) (1) not to apply. Any industrial development bond (as

defined in paragraph (2)) issued after December 31, 1967, shall not be considered
an obligation described in subsection (a) (1).

"(2) INDUSTRML DEVELOPMENT BOND D'NE.-
"(A) In general.-For the purposes of this subsection, the term 'industrial

development bond' means an obligation the payment of the principal or interest
on which is-

"() secured in whole or in part by a lien, mortgage, pledge, or other security,
interest in property of a character subject to the allowance for depreciation, or

"(ii) secured in whole or in part by an interest in (or to be derived primarily
from) payments to be made in respect of money or property of a character
subject to the allowance for depreciation, which is or will be used, under a
lease, sale or loan arrangement, for industrial or commercial purposes.

"(B) Exceptions.-For purposes of subparagraph (A), property-shall not be
treated as used for industrial or commercial purposes if it is used-

"(I) to provide entertainment (including sporting events) or recreational fa-
cilities for the general public;

"(ii) to provide facilities for the holding of a convention, trade show, or similar
event ;

"(11) as an airport, dock, wharf, or similar transportation facility;
"(lv) In the furnishing or sale of electric energy, gas, water, or sewage disposal

services; or
"(v) in an active trade or business owned and operated by any organization

described in subsection (a) (1).
,1(3) -ExcEP-rlos.-Paragraph (1) shall not apply to any obligation issued

before January 1, 1969, for a project assisted by the United States under title I of
the Houseing Act of 1949 (42 U.S.C., sec. 1450 and following, relating to slum
clearance and urban renewal) or under title I or title II of the Public Works and
Economic Development Act of 1965 (42 U.S.C., sec. 3131 and following)."

(b) Section 102(g) of the Housing Act of 1949, as amended (42 U.S.C., sec.
1452 (g) ) ,Is amended to read as follows:

"(g) Obligations, including interest thereon, other than industrial development
bonds (within the meaning of section 103(c) of the Internal Revenue Code of
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1954), issued by local public agencies for projects assisted pursuant to this title,
and income derived by such agencies from such projects, shall be exempt from
all taxation now or hereafter Imposed by the United States."

(c)'Ie amendment made by subsection (a) shall apply with respect to taxable
years ending after December 31, 1967.

The technical explanation of Senate bill 2635, presented by Mr. Ribicoff, is
as follows:

TECHNIoAL EXPLANATION OF PRoPosED AMENDMENT TO SECTION 103 OF THE JNTEI-
NAL REVENUE CODE OF 1954 RELATING TO INDUSTRIAL DEVELOPMENT BONDS

The proposed bill amends section 103 of the Internal Revenue Code by adding
new subsection (c). Paragraph (1) of subsection (c) provides simply that an
Industrial development bond issued after December 81, 1967, shall not be con-
sidered an obligation of a State or local government the interest on which is
exempt from tax. The definitional aspects of the proposed bill contains the major
substantive provisions.

Paragraph (2) of new subsection (c) defines the term "industrial develop-
ment bond" as any obligation the payment of principal and interest on which
is either-(1) secured by an interest in property of a character subject to the
allowance for depreciation or (2) secured (or to be derived primarily from)
payments to be made with respect to money or property of a character subject
to the allowance for depreciation-which is or will be used, under a lease, sale
or loan arrangement for industrial or commercial purposes. In the case of the
typical industrial development bond the issuing governmental unit uses the pro-
ceeds to construct a facility for lease to a private corporation and an interest in the
property is pledged as security for the rental payments. In other cases a deferred
payment sale contract may be used instead of a lease but the substance of the
transaction is not otherwise altered. In still other cases the bond proceeds may
be loaned directly to the private corporation as a working capital loan, to pur-
chase equipment, or for similar purposes. However, irrespective of whether the
transaction takes the form of a loan, sale, or lease, it is normal to secure pay-
ment of the bonds by pledging either the specific property involved or the pay.
inents to be made under the loan, lease or sale contract. Therefore, subparagraph
(A) (i) and (ii) includes within the definition of industrial development bond
all obligations the payment of principal or interest on which is secured by either
(1) the specific property or (ii) an interest in the payments to be made with
respect to money loaned or non-depreciable property leased or sold for industrial
or commercial purposes.

The essence of an industrial development bond is thit It is a device for pass-
ing on the benefits of the interest exemption to a private industrial or com-
mercial enterprise. By limiting the definition to cases in which such an enter
prise uses the property under a lease, sale or loan arrangement and by also
requiring that the property or payment with respect to such property be
pledged as security for the obligation, the bill carefully delineates these finan-
cial transactions which involve bonds issued for the purpose of financial in-
dustrial or commercial enterprises. Further, by limiting the property involved
to cash loans and depreciable property the bill excepts transactions, such as
many industrial parks which involve unimproved land exclusively. The bill
thus recognizes that tiiere may be situations where, if land is to be used,
a governmental unit must make initial preparations (such as filling a swamp
or installing sewage facilities) that no private entrepreneur would be will-
tlg or capable of undertaking. However, if in addition to land depreciable
property, such as a factory or department store is involved, and the issue Is
secured in part by such depreciable property the bonds will constitute industrial
development bonds.

In addition, if a local government creates a separate governmental authority
to issue Industrial development bonds, or if a nonprofit corporation is used with
authority to Issue bonds on behalf of a local government, it is possible to
achieve the effect of a security Interest in property without a direct pledge of
the property involved. This would be true, for example, where an industrial f1-
nancing authority was created and its powers limited so that its Income was
primarily derived from the lease or sale of industrial facilities and its ex-
penditures limited in such a way that most of its income could only be expended
on priietpal and interest payment for issued bonds. Since this situation would
be tantamount to a security arrangement, the parenthetical clause of part (ili)
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of subparapaph (A) includes bonds issued in clrcumsances which demonstrate
t.at repaymnot i primary to be derived from payments on a lease, sale, Or loan
to a private corporation. The provision does not, of course, extend to obligations
of a local government merely because, In addition to performance of its normal
governmental functions, the government-also owns property which it happens
to lease for industrial or commercial purposes.

The phrase "industrial or commercial purposes" Is intended to have its cus-
tomary meaning and is not specifically defined by the bill. Thus, for example,
bonds Issued-to construct a facility for an exempt organization, such as a college
dormitory, would not be an industrial development bond. In addition, subpara-
graph (B) of paragraph (2) provides that leases for certain specified purposes
shall not be considered leases for industrial or commercial purposes within the
purview of the bill. Specifically enumerated are bonds issued to finance facilities
which are leased for the purposes of providing entertainment or recreation; for
holding of a convention, trade show or similar event; as an airport, dock, wharf
or similar transportation terminal; or in the furnishing or sale of electric energy,
gas, water, or sewage disposal services. Thus, for example, bonds issued to fi-
nance a stadium run by the municipality and leased to various profit-making
enterprises for baseball, football and other similar events, would not be
industrial development bonds.

Subparagraph (B) (v) adds a more general exception to make it cleat that
bonds issued with respect to property used in active trade or business owned and
operated by a governmental unit will not be Industrial development bonds. Thus,
for example, if a municipality were to issue bonds to finance a large apartment
building which was to be leased to a substantial number of different tenants
with the length of the leases unrelated to the life of the bonds, the municipality
would be engaged In the active conduct of a real estate rental business and the
bonds in question would not be industrial development bonds within the meaning
of this provision. The present bill is confined to cases where the arrangement
involves an attempt by a State or local government to pass on to private com-
mercial enterprises the lower interest rates which result from the exemption of
interest on State and local bonds.

In accordance with paragraph (1) or new subsection (c) the bill as applicable
to bonds issued after December 31, 1967, and applies with respect to taxable
years ending after that date. However, since certain Federally assisted projects
may involve the issuance of industrial development bonds, paragraph (3) of
new subsection (c) provides as a limited transition rule for such cases that-only
bonds issued after January 1, 1969, will be considered industrial development
bonds. Section (g) of the draft bill makes a conforming change in the .Housing
Act of 1949.

The bill (S. 2636) to amend the Internal Revenue Code of 1954 to provide that
arbitrage bonds are not to be considered obligations of States and local govern-
ments the interest on which is exempt from Federal income tax, Introduced by
Mr. Ribicoff, was received, read twice by its title, referred to the Committee
on Ftnance,-and ordered to be printed in the Record; as follows:

S. 2636

Be it enacted by the Senate and House of Representatives of the United States
of Awrica in Congress anmbled, That (a) section 103 of the Internal Revenue
Code of 1954 (relating to interest on certain governmental obligations) Is
amended by relettering subsection (c) as subsection (d) and by inserting after
subsection (b) the following new subsection:

"(c) ARBITRAGE BONDS.-
"(1) SuBSrarION (a) (1) NOT TO APPLY.-Any arbitrage bond (as defined in

paragraph (2)) shall not be considered an obligation described in subsection
(a) (1).

"(2) ARBIRAGE BONDS DEinNE.-
"(A) In general.-For purposes of this subsection, the term 'arbitrage bond'

means any obligation if, under the terms of -the obligation or any underlying
agreement, any portion of the proceeds of the issue of which the obligation is a
part may be invested, directly or indirectly. in any securities (other than obli-
gations the interest on which is excluded from gross income under subsection
(a) after the application of this subsection) which yield a higher return (taking
into account any discount or any premium) that the obligation being issued, and
such securities are required to be held as security for any obligation the interest
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on- which is excluded from gross income under subsection (a) before the applica-
tion of this subsection.

"(B) Exceptions.-Subparagraph (A) shall not apply to an obligation-
"(11 if under the terms of the obligation or underlying agreement all of such

securities (other than those described in (it) and (lit) below) in which the pro-
ceeds may be invested may not be held longer than two years from the date of
the issuance of the obligation;

"(i) if under the terms of the obligation or underlying-agreement all, of such
"(ii) if the obligation or any underlying agreement limits the amount of the

proceeds which may be invested in such securities as of the beginning of any
annual accounting period provided for in the obligation or underlying agreement
to not more than the amount of interest and principal payments required to be
made with respect to such obligation within such annual accounting period and
the accounting period-following such annual accounting period.

"(iiW) to the extent that the proceeds of such obligation are to be used to con-
struct a facility the actual construction of which (other than acquisition of land)
must commence within two years from the date of such issuance if under the
terms of the obligation or underlying agreement the portion of the proceeds to
be used in connection with such construction may not be invested in such securi-
ties for a period in excess of five years from the issuance of such obligation.

"(3) SPECIAL SERIES OF OBLIGOATION.-At the request of an organization de-
scribed in subsection (a) (1), the Secretary is authorized under the Second Lib-
erty Bond Act, as amended (31 U.S.C., sec. 752 and following), to provide for the
issuance of a special series of obligations of the United States the yields on which
shall not exceed the yields on obligations described in paragraph (2).

(b) The amendment made by subsection (a) shall apply only with respect to
Interest on bonds issued after the date of the enactment of this Act. -

The technical explanation of Senate bill 2636, presented by Mr. RIBICOFF, is
as follows:

TECHNICAL EXPLANATION OF PROPOSED AMENDMENT TO SECTION 103 OF THE IN-
TERNAL REVENUE CODE OF 1954 RELATING TO ARBITRAGE BONDS

The proposed bill amends section 103 of the Internal Revenue Code by adding
new subsection (c). Paragraph (1) of Subsection (c) provides that an arbitrage
bond shall not be considered an obligation of a State or local government the
interest on which is exempt from tax.

Paragraph (1) of new subsection (c) defines the term "arbitrage bond." Sub-
paragraph (A) provides that a bond will only be considered an arbitrage bond
(1) of under the terms of the issue, the State or local government nmay invest the
proceeds of the issue in taxable obligations yielding a higher rate of interest than
the issue in question, and (2) if the portion of the proceeds so invested is re-
quired to be held as security for the payment of the Issue in question or any other
bond issue the interest payments on which are exempt from Federal income tax.

This definition and the several exceptions discussed below have been drafted
in a manner that will permit a prospective purchaser to determine from the
terms of the obligation and underlying agreement that a given obligation is not
an arbitrage bond. By the same token an issuing governmental unit, by carefully
drafting the bond agreement, can insure that a bond will not come within the
definition of an arbitrage bond. This aspect of the bill as *ell as the exceptions
contained in subparagraph (B) will allow State and local governments unfet-
tered freedom to engage in any financing arrangement necessary to achieve the
basic purpose of a particular bond issue. Subparagraph (B) excludes from the
definition of an arbitrage bond certain common situations which may require
a limited investment of the proceeds in taxable securities and it is anticipated
that these exceptions will render the bill inapplicable to the vast majority of
governmental bond issues. It is also recognized however, that certain abnormal
situations may prompt the issuance of bonds which require an investment ex-
ceeding the specified limitations. A municipality, confronted with such an ab-
normal situation, may avoid the provisions of the bill Lf it confines any invest-
ment exceeding the specified limits to securities which do not yield a higher rate
of interest than the bonds being issued. Paragraph (3) of the new subsection
(c) authorizes the Secretary of the Treasury to provide for the issuance of spe-
cial federal obligations which will meet this requirement for municipalities which
are unable to purchase bonds yielding the same or a lower interest rate as the
issue in question on the open market.

33-050-T78---19
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Fo," example, municipalities often find it desirable to engage in advance re------
funding transactions in order to insure an orderly transition between an out-
standing issue approaching maturity and a new issue which is to replace the
maturing bi tids. '1Ifh blunictijlity will invest the proceeds of the newf ibuiIn'
securities to be held in escrow for the benefit of the outstanding bonds. Subpara-
graph (B) (1) of the new subsection (c) (3) provides a general two year excep-
tt-n which would exclude advance refunding issues from the definition of an
arbitrage bond if the proceeds could not be invested in higher yield taxable se-
curities for longer than two years. The two year limitation contains the invest-
ment profit within tolerable limits and insures that any profit that result is pri-
marily a by-product of the transaction rather than its essential purpose.

On the other hand, in certain unusual cases it may be desirable to invest the
proceeds of an advance refunding issue for a period exceeding two years. An oft
cited example Involves revenue bonds which were issued to build a bridge and
which contain a restrictive covenant prohibiting the erection of a second bridge
in the same area. A municipality may engage in an advance refunding transac-
tion in order to secure a release from the restrictive covenant and simultaneously
raise revenues to build a second bridge. If the portion of the proceeds which are
to be held in escrow for the outstanding bonds are to be held for a period in
excess of two years (because the outstanding bonds are not callable) the newly
issued bonds will constitute arbitrage bonds under the bill unless the municipal-
ity also agrees that the proceeds will not be invested in bonds yielding a higher
rate of Interest than the advance refunding bonds once the two year period l past.
If, it is 1edesa.ry, to comply with such an agreement, the municipality nay re-
quest the Secretary of the Treasury to issue a special series of federal bonds
whose yields will not exceed the interest on the advance refunding issue. In this
way the bill provides maximum flexibility for all state and local government
financing needs while limiting the amount of unjustified profit that may be real-
ized through arbitrage trading on the interest differential between taxable and
nontaxable obligations.

In addition to a general two year exception, subparagraph (B) (ii) permits
a State or local government to set aside out of the proceeds of a new issue and
invest an amount equal to that needed to pay the interest arid principal (it Any)
during a two Fear period after the date of issue of the obligation. The fund so
set aside and invested as a debt service reserve must be reduced in future years
as bonds are paid off and the interest and principal requirements needed to meet
payments during successive two year periods becomes smaller. Part (i11) of sub-
paragraph (1) provides an additional exception for bonds issued to construct
new facilities. Under that provision, if construction Is to commence within one
year of the bond issue, the proceeds borrowed to permit construction may be in-
vested in taxable obligations yielding a higher return for up to five years from
the date of the bond issue.

As in the case of the advance refunding bonds, if a municipality finds it neces-
sary to have a larger debt service reserve or to have a longer construction re-
serve, the bonds will not constitute arbitrage bonds if the municipality confines
the investment which exceeds the specified amount or period to securities which
do not yield a higher rate of interest than the interest called for by the bonds in
question.
HousE, SENATE, AND CONFERENCE REPORTS ow 1 601 (a) or H.R. 13270, THE TAx Rz-

roRm AcT or 1969, RmATNo To Arm.&z BO NDS

H. Rept. 91-413 (Part 1) pp. 172-174

Y. TAX TREATMENT Or STATE AND MUNIOIVAL BONDS

(Secs. 601 and 602 of the bill and sec. 108 of the code)

Preset law.-Present law provides that interest on obligations of State and V
local governments generoajly-is exempt from Federal income tax, an exemption
that has been provided ever since the Fedral income tax was adopted in 1913.

Interest payments on obligations issued by the United States after September
1, 1917, are subject to Federal tax, In contrast with interest on State and local
government obligations.

State and local governments generally do not directly tax interest on Federal
bonds, but they tax the interest income on bonds issued by other States. Some
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States impose their income tax as a percentage of the Federal income tax liabil-
ity, and in these cases the States, in effect, are taxing income on Federal bonds.The Revenue and Expenditure Control Act of 1968 withdrew tax-exempt statusfrom industrial revenue btqds yvhich States and loeal governments were usingto financee ahd attract pri ate industrial'deVelopment within their jurisdictions.This legislation applies geqeralry to Industrial levelopment bonds issued afterApril 30, 1968, and was intended to prevent States and local' governments fromabusing the tax-exempt status of their obligations by using it as a basis for in-
terstate competition to attract industry. The legislation, however, was not in-tended as an attack or limitation on the general principle of tax exemption for
State and local government obligatione.

There are presently no other specific restrictions in the code upon these tax-
exempt obligations, nor upon~tbe use of the proceeds from their issue.Although the present legal L~sis for the exemption of interest on State andlocal obligations from the Federal income tax is found only in section 103(a)
of the code, there Is a body of opinion to the effect that It uvould be unconstitu-tional for the Federal Government to tax interest from State and local obliga-tions without the consent of the issuing govenr=-nts. It also is maintained thatthe exemption is part of a federal system -of government under which the Fed-eral Government does not infringe on the powers of the State and local govern-ments. This position has been disputed, and many authorities have indicatedthat the Federal Government does have a constitutional right to tax the lJter-
est on State and local securities.

General reasons for change.-Capital outlays of State and local governmentsfor such projects as schools and other public buildings, highways, water and
sewage systems, and antipollution facilities have doubled during the past decade..In order to market an increasing volume of securities to finance these publicprojects in competition with a growing volume of private borrowings, State andlocal governments have been offering higher yields, and the differential between
tax-exempt and taxable securities of comparable quality has been narrowing.Historically, the ratio of yields on tax-exempt issues to taxable issues has been
as low as 60 percent, but in recent years it has been close to 76 percent.The ratio of yields has varied in response to the general availability of credit,the demand for credit and the proportionate demand by State and local govern-
m nts to the total market demand for credit. As a result, high income individualsand institutions otherwise subject to high tax rates who constitute a majorportion of the market for tax-exempt State and local securities have been receiv-
ing significantly larger tax benefits than needed to bring them Into the market.
Recent estimates place the annual saving in interest charges to State and localgovernments at $1.3 billion, but the annual revenue loss to the Federal Govern-
ment has been estimated at $1.8 billion.

Several procedures have been recommended in the Past several years whichwould make taxable the debt instruments that finance State and local govern-
ment capital outlays, but which also would maintain the reduced Interest cost tothese governments through some form of subsidy. Generally, recommendations
have been unattractive to State and local governments because some authority
would review the need for the project that gives rise to the debt issue and theability of the issuer to meet the obligation, and because the proposals providedfor annual appropriations from Congress to make up the difference between
taxable and nontaxable yields.

Some liate and local governments have misused their tax exemption privilege
by engaging in arbitrage transactions in which the funds from tax-exempt issuesare employed to purchase higher yielding Federal obligations whose interest isnot taxed In their hands. The tax-exempt issue in these cases generally spwetifiesthat the interest on the Federal bonds will be used to service the State and localsecurities. An individual who purchases a State or local security under such an
arbitrage arrangement has the advantage of a tax-exempt security with the safetyof a Federal security. The Federal Government then finds itself in the position ofbecoming an unintended source of revenue for Statp and local governments whilelosing the opportunity to tax the interest income from its own taxable bond issues.The Internal Revenue Service has announced that it will not rule on the questionwhether such arbitrage obligations are entitled to tax exemption under existing
law.
Ezplonation of prowsion

1. Election to issue taxable bonds and interest subsidy.-In order to encourageStates and their political subdivisions voluntarily to relinquish t.'e privilege of
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tax exemption for their debt securities, your comtnittee's bill provides that the
Secretary of the Treasury is to pay a fixed percentage of the interest yield on each.
issue of obligations for which the issuer elects taxable status. Before the first
day of each calendar quarter, the Secretary or his delegate, is to determine and
publish in the Federal Register the fixed percentage of Interest yield which he
determines is necessary for this purpose. The fixed percentage is to apply to all
issues of taxable obligations made during such calendar quarter.

These provisions of the bill are entirely elective; if the issuer elects that the
issue shall not be tax exempt, the fixed percentage subsidy follows automatically.
There is no review of the advisability of the local project or of the Issuer's ability
to repay.

Under the bill, the fixed percentage to be paid by the United States may vary
within a range that is not less than 25 percent and not more than 40 percent of
the interest yield for calendar quarters beginning after December 31, .1974. Be-
tween the date of enactment and January 1, 1975, the fixed percentage may not go
below 30 percent of the interest yield. The use of a range, instead of a constant
fixed percentage, will permit the Secretary to take into account fluctuations in the
ratio of taxbxempt yields to taxable yields that reflect the general supply of
credit in the money market and the demand for credit. Determination of the
interest yield on any issue of obligations is to be made immediately after they
have been issued.

A State or local government issuing a debt obligation subject to the provisions
provided by the bill may choose to have the fixed percentage the United States
is to pay represented by a separate set of coupons attached to the bond which
shall be obligations of the United States to the holder. It is thought that the use
of such dual coupon obligations might be necessary to avoid violation of the maxi-
mum interest limitations imposed on some States and localities by local law.

Payment of the interest subsidy by the United States will be made to the issuer,
even in the case of dual coupon obligations, unless the issuer requests that pay-
ment be made to a specified paying agent. In no case will the United States be
required to assume the administrative burden of making payment directly to the
ho'ders of the obligations.

The United States is required to pay its portion of the Interest on taxable obli-
gations not later than the time the issuer is required to pay interest on the obliga-
tions. Where it is the most practicable method of effecting the Intent of the bill,
adjustment for any premium or any discount at which the obligations are issued
may be made between the Issuer and the United States at the time of issuance or
suph later time or tlmeaas may be appropriate.

t. Arbitrage obligatns.-For the reasons discussed above, your committee's
bill repeals the privilege of exemption from Federal Income taxation with respect
to arbitrage obligations. It is contemplated that the regulations to be issued by
the ,Secretary of the Treasury concerning this section of the bill will provide rules
for the temporary investment of proceeds from a State or local government obligf-
tion pending their expenditure for the governmental purpose which gave rise to
the Issue.

Effective date.-Thls provision, as it related to the election to issue taxable
securities and the Interest subsidy, Is to apply to obligations Issued in calendar
quarters beginning after the date of enactment of the bill. As it relates to the
repeal of the tax exemption on arbitrage bonds, this provision Is to apply to
obligations Issued after July 11, 1969.

Rcvene effect.-It is estimated that there will be no revenue loss with respect
to governments which elect to Issue taxable bonds and receive the interest sub-
sldy, as the revenue gained by taxation of the interest on such obligations will
more than offset the cost of the subsidy.

(Senate Rept. 91--52, pp. 219-220)

SECTIoN 001. INrI2 ON CERTAIN GOVERNMENTAL OBLIGATIONS

(a) In gexeral.--Subsection (a) of section 601 of thebill amends section 103
of the code (relating to interest on certain governmental obligations) by rede-
signatinx subsections (b) and (d) as subsections (e) and (f), respectively, and
by inserting a new subsection (bb
Electinn to isuc ta able bond s

Paragraph (1) of new section 103(b). provides-that the issuer of obligations
described in section 103(a)(1) may elect to issue obligations to which such
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section 108(a) (1) will not apply. Thus, if an issuer of such obligations so elects
with respect to an issue of obligations, the interest on such obligations will not

be excluded from gross income under section 103(a). New subsection (b) of sec-
tion 103 applies only to obligations described In existing section 108(a) (1)-
(obligations of a State, a Territory, or a possession of the United States, or any

political subdivision of any of the foregoing, or of the District of Columbia).
Thus it does not apply to (1) any industrial development bond which under ex-
isting section 103(a) Is treated as an obligation not described in section 108(a)
(1), and (2) any arbitrage obligation which under new subsection (d) of section
103 (discussed below) is treated as an obligation not described In section 108
(a) (1).

Election
Paragraph (2) of new section 103(b) provides that an election to issue obliga-

tions to which section 10(a) (1) will not apply is to be made at such time, in
such manner, and subject to such conditions as may be provided by regulations
prescribed by the Secretary of the Treasury or his delegate. A separate election
Is to be made for each issue of obligations to which section 103(a) (1) is not to
apply. An election with-respect to any issue once made is irrevocable.

(b) Arbitrnge obligations.-Subsection (b) of section 001 of the bill amends
section 103 of the code by inserting a new subsection '(d).

New subsection (d) of section 103 provides that, under regulations prescribed
by the Secretary of the Treasur4 or his delegate, an arbitrage obligation is to be
treated as an obligation which is not described in section 108(a) (1). In the case
of any arbitrage obligation which, pursuant to regulations, is treated as an
obligation not described in section 103(a) (1), the interest on such obligation will
not be excluded from gross income under section 103 and the election provided
In new subsection (b) of section 109 (discussed above) will be available for such
obligation.

(e) Clerical amendment.-Subsection (c) of section 001 of the bill revises
the heading of subsection (e) of section 103, as redesignated by subsection (a) of
such section 601.

(d) Effective dates.-Subsection (d) of section 601 of the bill provides that
the amendments made by subsection (a) of section 001 of the bill are to apply
to obligations issued in calendar quarters beginning after the date of the enact-
ment of section 001. and that the amendment made by subsection (b) Is to apply
to obligations issued after July 11, 190.

Statox 602. UNITED STATES To PAY FIXED PERCENTAGE or INTEREST Yxw19 ON
TAxABEx IssuEs

Section 002 of the bill provides for the payment by the Secretary of the Treasury
or his delegate of a portion of the interest yield on each Issue of obligations de-
scribed in section 103(a) (1) of the Internal Revenue Code of 1954 to which an
election under section 10(b) of such code( added by section 601(a) of the bill)
applies.
Permanent approprttion

Subsection (a) of section 602 of the bill appropriates, out of any moneys In the
Treasury not otherwise appropriated, such sums as may be necessary to carry out
the provisions of section 002, and provides that such appropriations are to be
deemed permanent annual appropriations.

Payment of fired percentage of interest yield
Subsection (b) of section 602 relates to the computation and payment by the

Secretary of the Treasury or his delegate of a fixed percentage of the interest
yield on obligations to which an election under section 103(b) applies.

Paragraph (1) of section 602(b) directs the Secretary of the Treasury or his'
delegate to pay a fixed percentage of the interest yield on each Issue of obligations
to which an election under section 103(b) applies. Such paragraph (1) provides
that the Secretary or his delegate shall, before the first day of each calendar
quarter , determine, and publish in the Federal Register, the fixed percentage of
i10erest yield which he determines it Is necessary for the United States to pay Ini
order to encourage the governmental units referred to in section 103(a) (1) '(a
State, a Territory, or a possession of the United States. or any political sub-
division of any of the foregoing, or of the District of Columbia) to make elec-
tions under section 10(b). The fixed percentage so determined is to be-
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(1) not less than 80 percent and not more than 40 percent for calendar
quarters beginning before January 1 1975, and

(2) not less than 25 percent and not more than 40 percent for calendar
quarters beginning after December 31, 1974.

The fixed percentage determined, and published in the Federal Register, in a
calendar quarter, is to apply with respect to each issue of obligations to which -an
election under section 103(b) applies, made during the immediately succeeding
calendar quarter.

Paragraph (2) of section 002(b) provides that the interest yield on any issue
of obligations (to which an election under section 103 (b) applies) is to be deter-
mined immediately after the issuance of such obligations.

2. ABBITRAGE BONDS

Present law.-Arbitrage bonds generally are obligations issued to acquire other
securities where the rate of return of the other securities produces a higher yield
than the interest cost on the initial bond Issue. Present law does not specifically
preclude the issuance of bonds for such purposes by State or local, governments.
However, questions have-been raised in such cases as to whether such bonds in
reality are obligations of a State or local government where the proceeds from
the securities acquired secure the payments under the initial bonds. As a result,
in recent years the Internal Revenue Service has refused to rule as to whether
or iot bonds issued in such circumstances constitute tax-exempt State or local
government bonds.

General reasons fot change.-Some State and local governments have misused
their tax exemption privilege by engaging in arbitrage transactions in which the
funds from the tax-exempt issues are employed to purchase higher yielding
Federal or other obligations the interest on which is not taxed in their hands. The
tax-exempt issue In these cases generally specifies that the interest on the Federal
bonds or other obligations will be used to service the State and local securities.
An individual who purchases a State or local security under such an arbitrage
arrangement has the advantage of a tax-exempt security with the safety of a
Federal security. The Federal Government then finds itself in the position of be-
coming an unintended source of revenue for State and local governments while
losing the opportunity to tax the interet income from its own taxable bond Issues.
The Internal Revenue Service has announced that it will not rule on the ques-
tion whether such arbitrage obligations are entitled to tax exemption under exist-
ing law.

EBplanation of provlion.-Both the House bill and the committee amend-
ments make provision for the taxation of arbitrage bonds issued by State or local
governments. The House bill provided that, under regulations prescribed by the
Secretary of the Treasury or his delegate, any arbitrage obligation was not to
be treated as a tax-exempt State or local government bond. It was contemplated
that the regulations issued by the Secretary of the Treasury would provide rules
for the temporary investment of proceeds from the State or local government
obUgation pending their expenditure for the governmental purpose which gave
rise to the issue.

The committee amendments also provide that arbitrage bonds are not to be
treated as tax-exempt State or local government issues. However, under the coin-
mittee amendments, arbitrage bonds are defined. They are in general defined as
obligations issued where all or a major part of the proceds can be reasonably
expected to be used (directly or indirectly) to acquire securities or obligations
which may be reasonably expected, at the time of the issuance of the State or
local obligation, to produce a yield which is materially higher than the yield on
the State or local governmental bond issue. Arbitrage bonds are also defined as'
including obligations issued to replace funds which were used to acquire (directly
or indirectly) the type of securities or obligations referred to above.

The definition of arbitrage bonds for purposes of this provision is not to include
where substantially all of the proceeds of the issue are reasonably expected to
be used to provide permanent financing for real property used, or to be used, for
residential purposes (or to replace funds so used) where the yield on the State
or local government obligations at the time of issue is not expected to be substan.
tially lower than the yield on the permanent financing. (This exception does not
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apply to State or local government obligations held by a person who is a substan-
tial user of property financed by the proceeds of the issue or by a member of his
family.)

In addition, an obligation is not to be treated as an arbitrage bond solely be-
cause the proceeds of the issue may be invested In securities or other obligations
for a temporary period until the proceeds are needed for the purpose for which
the State or local government bonds were issued. Nor are obligations to be classi-
fled as arbitrage bonds where the proceeds of the State or local government issue
may be invested in securities or other obligations which are part of a reasonably
required reserve or replacement fund. The amount of the proceeds Invested in
securities or obligations which are part of a required reserve or replacement fund
may not exceed 15 percent of the total proceeds of the issue unless the issuer
establishes that a higher amount is necessary.

Effective date.-The committee amendments are effective with respect to obliga-
tions issued after October 9, 1969. The House provision would have applied to
obligations Issued after July 11, 1969.

Revenue effect.-The revenue effect from taxation of the interest income from
arbitrage bonds is expected to be negligible, since the provision probably will
eliminate such issues in the future.

(Conference Report 91-782, pp. 323-324)

TITLE VI--STATE AND LOCAL OBLIGATIONS

1. Alrbtrage bonds (se. 103(d) of the code)
The House bill provides for the taxation of arbitrage bonds issued by State or

local governments. The bill provides that, under regulations issued by the Secre-
tary or his delegate, any arbitrage obligation is not to be treated as a tax-exempt
State or local government bond.

The Senate amendment makes four modifications in the House bill:
(1) The amendment defines arbitrage bonds as obligations issued where

all or a major part of the proceeds can be reasonably expected to be used
(directly or indirectly) to acquire securities or obligations which may be
reasonably expected, at the time of the issuance of the State and local obliga-
tion, to produce a yield which is materially higher than the yield on the State
or local governmental bond issue.

(2) Arbitrage bonds are defined as not including issues where a major part
of all of the proceeds of the issue are reasonably expected to be used to pro-
vide permanent financing for real property used, or to be used, for residen-
tial purposes where the yield on the Government obligation at the time of
issue is not expected to be substantially lower than the yield on the permanent
financing.

(3) An obligation is. not treated as an arbitrage bond solely because the
proceeds of the issue may for a temporary period be invested in higher yield
securities or other obligations until the proceeds are used for the purpose for
which the Stfite or local government bonds were issued. Nor are obligations
to be classified as arbitrage bonds where the proceeds of the Government
Issue may be invested in higher yield securities which are part of a reason-
able reserve or replacement fund so long as this fund does not exceed 15 per-
cent of the total issue (unless the issuer establishes that a higher amount
is necessary).

(4) This provision of-the amendment is effective with respect to obliga-
tions issued after October 9, 1969 (after July 11, 1969) under the House bill).

The conference substitute (sec. 601 of the substitute and sec. 103(d) of the
code), follows the Senate amendment except that In the case of the modification
described in No. (2) above the permanent financing for real property is limited to
real property used, or to be used, for residential purposes for the personnel of an
educational institution of higher learning.
f. House provision omitted from conferenoe substitute--election to issue taxable

bonds and information reporting (sea. 6056 and 6685 of-the code under the
Senate amendment)

The House bill provides that States and local governments can voluntarily
relinquish the tax exemption with respect to given debt security ismes and In
these cases the Secretary or his delegate is to pay a fixed percentage of the inter-'



1014

eat yield on each such issue. The fixed percentage may vary within a range of 80
to 40 percent of the yield up to 1975 and from 28 to 40 percent of the yield
thereafter.

The Senate amendment deletes this provision of the House bill. It subtitutes
a requirement that every person who receives or accrues $600 or more of tax
exempt State and local government bond interest or who is required to file an
income tax return is to report the amounts of any tax-exempt State or loctl
government bond interest he receives.

The conference substitute omits both the provision of the House bill and the
provision of the Senate amendment.

STATEMENT OF TREASURY POSITION ON I 601(a) OF H.R. 13270, THE TAx REroaV
AcT OF 1969, RELATING TO ARBITRAOE BWNDS (HEARiNGs: SFC, PART 1)

1. Subsidy for taxable issues
Treasury recommends that the provisions In the House bill providing an election

to state and local governmental units to issue taxable bonds and for payment by
the Federal Government of a percentage of the interest yield on such taxable
issues be deleted. The Administration is developing an alternative provision
which will be submitted to the Congress in due course.
2. Arbitrage obligations

Some states and localities have used funds received from the issuance by them
of tax-exempt bonds to purchase higher yield taxable securities. Since municipal
governments are not subject to Federal income taxes, the interest received is not
taxed in their hands; the Issuer thus profits in an amount equal to the spread be-
tween the tax-exempt interest paid and the higher interest received on the higher
yield taxable securities. The House bill deals with this problem by providing tha6t
an "arbitrage obligation" shall not be entitled to tax-exempt status. The definition
of an arbitrage obligation is left to regulations.

Treasury supports the objective of the bill to deny tax-exempt status to state
and local bonds issued in a true arbitrage transaction. However, Treasury recom-
mends that the bill be amended to provide a rule which may be easily understood
and applied and which furnishes a clearer standard to be followed in the regula-
tions. Treasury proposes that an obligation be considered an. "arbitrage obliga-
tion" if, under regulations prescribed by the Secretary or his delegate the circum-
stances (including but not limited to the terms of the obligation, the specified pur-
pose of the issue, the nature of the security provided for the obligation, and all
other relevant facts) demonstrate that the result of the issuance is the realization
of an arbitrage profit from reinvestment of the proceeds in higher yield securities
other than governmental obligations to which section 108(a) of the Code applies.

The provision, however, should contain explicit authority for the regulations
to treat temporary investment of the proceeds of an issue in higher yield securities
as not constituting an arbitrage transaction where substantially all of the pro-
ceeds of the issue are used within a specified period for other purposes, such-as
construction of new government facilities. Similarly, authority should be given to
provide that obligations issued to refund obligations then outstanding which are
not themselves arbitrage obligations will not be arbitrage obligations if the re-
funding is completed within a stated period.

Further, explicit authority should be given to exclude from the definition of an
arbitrage obligation any obligation the proceeds of which are used to provide
permanent financing (mortgage funds) for family housing, sports facilities, or
other exempt activities specified in section 103(c) of the Code. No limit is placed
in the Code on the issuance of tax-exempt bonds to construct governmental facili.
ties which may in fact produce a profit from operation. The same considerations
justifying the blanket exemptions from industrial revenue bond treatment apply
with respect to funds used to provide mortgage financing for the construction of
such facilities. The exception should only be available if the yield received on
such mortgage obligations does not substantially exceed the interest yield on the
obligations of the state or local government. Further, a limitation should be in.
cluded making the exception inapplicable with respect to such obligations of the
state or local government for any period for which they are held by the mortgagor
(see, for example, section 103(c) (7) of the Code).
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I 103(D) OF 1954 INTE NAL REVENUE CODE AS AMENDED

§ 10. Interest on certain governmental obligations.
S S 5 0 • S

(d) Arbitrage bonds.
(1) Subsection (a)(1) not toapply.
Except as provided-in this subsection, any arbitrage bond shall be treated as an

obligation not described in subsection (a) (1).
(2) Arbitrage bond.
For purposes of this subsection, the term "arbitrage bond" means any obliga-

tion which is issued as part of an Issue all or a major portion of the proceeds

of which are reasonably expected to be used directly or indirectly-
(A) to acquire securities (within the meaning of section 165(g) (2) (A)

or (B)) or obligations (other than obligations described in subsection (a)

(1)) which may be reasonably expected at the thfe of issuance of such issue,

to produce a yield'over the term of the issue which is materially higher

(taking into count any discount or premium) than the yield on obligations
of such issue, cr

(B) To replace funds which were used directly or indirectly to acquire

securities or obligations described in subparagraph (A).
(8) Exceptions.
Paragraph (1) shall not apply to any obligation-

(A) which is issued as part of an Issue substantially all of the proceeds

of which are reasonably expected to be used to provide permanent financing

for real property used or to be used for residential purposes for the personnel
of an educational institution (within the meaning of section 151(e) (4))

which grants baccalaureate or higher degrees, or to replace funds which were

so used, and
(B) the yield on which over the term of the Issue is not reasonably ex-

pected, at the time of issuance of such issue, to be substantially lower than

the yield on obligations acquired or to be acquired In providing such financing.
This paragraph shall not apply with respect to any obligation for any period

during which it is held by a person who Is a substantial user of property financed

by the proceeds of the issue of which such obligation is a part, or by a member of

the family (within the meaning of section 318(a) (1)) of any such person.
(4) Special rules.
For purposes of paragraph (1), an obligation shall not be treated as an ar-

bitrage bond solely by reason of the fact that-
(A) the proceeds of the issue of which such obligation is a part may be

invested for a temporary period in securities or other obligations until such

proceeds are needed for the purpose for which such issue was issued, or
(B) an amount of the proceeds of the issue of which such obligation Is'a

part may be invested in securities or other obligations which are part of a

reasonably required reserve or replacement fund.
The amount referred to in subparagraph (B) shall not exceed 15 percent of the

proceeds of the issue of which such obligation is a part unless the Issuer
establishes that a higher amount is necessary.

(5) Regulations.
The Secretary or his delegate shall prescribe such regulations as may be neces-

sary to carry out the purposes of this subsection.

Senator BENTSEN. Our next witness is Mr. Walter R. Chambers,
chairman of the Public Securities As& ;z.._.ion.

Mr. Chambers, we are pleased to have you.
Would you please introduce your associate.

STATEMENT OF WALTER R. CHAMBERS, CHAIRMAN, PUBLIC SECU.

CITIES ASSOCIATION, WASHINGTON, D.C., ACCOMPANIED BY

BY ARTHUR Z. KALITA, ASSISTANT DIRECTOR FOR REGULATION,
PUBLIC SECURITIES ASSOCIATION

Mr. CHAMBERS. Thank you, Mr. Chairman.
This is Mr. Arthur Kalita, our assistant director for regulation and

legislation of our association.
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Senator BENTSEN. Would you please pull the microphone closer to
you or speak louder so that everyone in the audience can hear your
comments, also.

Mr. CHAMBERS. Certainly.
Mr. Chairman and members of this distinguished committee, Public

Securities Association is pleased to have this opportunity to present
its views concerning the Treasury department's proposed amendments
to the arbitrage bond regulations that were published on May 8, 1978.
PSA is a national trade association representing some 260 dealers and
dealer banks which provide underwriting and financial advisory serv-
ices for State and local government.

In 1977, PSA meribmrs participated in approximately 80 percent of
the underwritings of new municipal securities that came to the market.

PSA offers its comments concerning the proposed arbitrage bond
regulations from the perspective of its members as participants in the
tax exempt market.

We have submitted detailed comments on the proposed regulations
to the Treasury and the Internal Revenue Service and have urged
withdrawal of the May 8 proposals in our letters and in our testimony
at a public hearing on July 25, 1978.

Copies of the PSA's letters on the subject are attached to this state-
ment and we request that they be included in the record for thishearing.

Senator BFN.TsE. They will be.
Mr. CHAMBERS. We hope that our comments will assist this com-

mittee as it considers what steps should be taken to insure the arbi-
trage bond regulations do not overstep legislative bounds.

Mr. Chairman, PSA is pleased to hear that the Treasury and IRS
will soon be issuing rulemaking proposals that will respond to the con-
cerns that have been expressed by the PSA and other participants in
the municipal securities market over the May 8 regulations concern-ing arbitrage bonds.

We can only hope that the new proposals will be consistent with
what we believe the Congress intended in enacting the arbitrage bond
statute and will be more narrowly targeted than the May 8 proposals.

We believe that Treasury's action will be consistent with the re-
quests for withdrawal and/or substantial modification of the May
regulations and hope that it will address not only the concerns over
the invested sinking fund regulation, but will respond to concerns
over the proposed changes in the certification procedure. in the treat-
ment of issuers' administrative costs, and Treasury's ability to define
artifices and devices and the fair market value on bond sales.

We hope that the proposed regulations will, in fact, be proposed
in accordance with good rulemaking practices and will allow for pub-
lic commentary before they become effective.

Since we do not have the new regulatory proposals before us to
evalute, we cannot fully support-the Treasury at this time.

We would. however, be opposed to any efforts to patch up the May
8 regulations in a piecemeal fashion through a series of revenue
ruling

If Secretary Lubick holds true to his word, then we believe that re-
medial legislation may not be necessary and this committee will im-
measurably have assisted the State and local government.
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I also wonder, since the Treasury is willing to accept credit for
the decline in the rates after Decemlbr's announcement, if it will also
accept credit for the increase in rates since the May 8 announcement.

We thank you for your interest and your efforts in this area. In view
of the fact that we have no revised regulations before us, we request
that PSA's prepared statement, which includes our analysis of the
May regulations and our comments to Treasury, be included in the
record. We will be very happy to submit any additional comments or
do any additional work in this area to assist this committee and the
Treasury in the procedure along the lines of getting those proposals
and regulations into effect.

Thank you very much, Mr. Chairman.
Senator BEN-TSEN. We would be pleased to have those. Thank you,

sir.
[The prepared statement of Mr. Chambers follows :1

STATEMENT OF WALTER R. CHAMBERS, CHAIRMAN OF THE PUBLIC SMOUMTIES
ASSOCIATION

Mr. Chairman and members of this distinguished committee, the Public Securi-
ties Association is pleased to have this opportunity to present Its views concern-
ing the Treasury Department's proposed amendments to the arbitrage bond reg-
ulations that were published on May 8, 1978. PSA is a national trade associa-
tion representing some 260 dealers and dealer banks which provide underwriting
and financial advisory services for state and local governments. In 1977, PSA
members participated in approximately 80 percent of the underwritings of new
issue muncipal securities that came to market.

PSA offers its comments concerning the proposed arbitrage boMfi regulations
from the perspective-of its members as participants in the tax-exempt market.
We have submitted detailed comments on the proposed regulations to the Treas-
ury and the Internal Revenue Service and have urged withdrawal of the May 8th
proposals in our letters and in our testimony at a public hearing on July 25, 1978.
Copies of PSA's letters on the subject are attached to this statement and we re-
quest that they be included in the record for this hearing. We hope that our
'comments will assist this Committee as It considers what steps should be taken
to ensure that the arbitrage bond regulations do not overstep legislative bounds.

We are also fully aware that this Committee has before it a bill Introduced
by Senator Bentsen which, among other things, would validate the May 8th
proposals and would prohibit the issuance of any arbitrage regulations in pro-
posed or final form from the period beginning on August 1, 1978 and ending on
December 31, 1979, from the standpoint of the Treasury Department, this must
indeed be viewed as an ominous legislative proposal-in effect, it would impose
a moratorium on the Issuance of regulations under Section 103(c) of the Inter-
nal Revenue Code.

PSA has not yet adopted a formal position on this kind of measure. However,
I would like to state a proposition which, in our opinion should be the Commit-
tee's underlying consideration with respect to Senator Bentsen's legislation. That
is, if the Congress determines that the manner in which the May 8th regulations
have been issued has not effectively carried out the purposes of the arbitrage
bond statute, and fundamental rights of state and local governments have
thereby been adversely affected-then we think the thrust of Senator Bentsen's
bill is appropriate.

Briefly stated, Mr. Chairman, our position is that the proposed new regula-
tions will work an unwarranted hardship on state and local governments and
will undermine the onfldene of the market with respect to the tax-exempt
status of tnunicipal securities.

The May 8th Notice of Proposed Rulemaking issued with the proposed regula-
tions states that the new regulations are "designed to clarify and correct" the
existing arbitrage bond regulations. The Notice also characterizes the use of in-
vested sinking funds by state and local governments as an "abuse" and the new
regulations prohibit this practice.
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,In addition to prohibiting this practice, the proposed regulations would ma-
terially change the procedure whereby state and local government issuers certify
that obligations will not be arbitrage bonds, and, secondly, would eliminate the
current system under which issuers use Investment income to recover a wide
variety of financing costs. I will be summarizing our specific items of concern
regarding the substance of these new regulations. However, we believe it is
equally important to note that Treasury and the Internal Reve;.ue Service have
not provided a detailed statement of the reasoning and rationale for changing the
certification procedure or eliminating the mechanism for recovering costs. Un-
less Treasury and IRS offer a clear basis for regulatory change, we submit that
the existing practices in both of these areas--which from our perspective are
working exceedingly well--should remain in place.

It is our belief that the record established in the many comment letters sub-
mitted and in the testimony presented at the public hearing on July 25th provides
ample justification for the withdrawal of the May 8th proposals. This would
enable Treasury and the Internal Revenue Service to develop regulations that
would implement the purposes of the arbitrage bond statute without creating un-
necessary burdens on market participants. However, we recognize that remedial
legislative action may be required to suspend the effectiveness of the regulations
if it does not appear that responsive administrative action will be taken.

I will now summarize PSA's major concerns with the proposed regulations.

CERTIFICATION PROCEDURE

It is our opinion that the proposed changes In the existing arbitrage certifica-
tion procedure will have the most unsettling impact on the municipal securities
market. The current certification procedure was developed by Treasury and IRS
in 1972 at the request of state and local government issuers. Its objective was to
provide investors with a certification they could conclusively rely on that the pro-
ceeds of an issue would not be used In a manner that would cause the obligations
to be arbitrage bonds.

The efficacy of this procedure will be drastically limited under the new regu-
lations. Mirst, issuers will not be able to certify that the proceeds of an issue
will not be used in a manner that will cause the obligations to be arbitrage bonds.
Secondly, the express authorization under which Investors can conclusively rely
on an issuer's certification has been eliminated.

We-believe that the amendments proposed to the certification procedure will
unnecessarily complicate certifications by requiring more detailed factual state-
ments concerning future events while at the same time iimitqng the conclusiveness
and reliability of Issuer's certificates. This erosion of the certification procedure
has a very real potential for causing an increase in yields necessary to sell state
and local government obligations.

The proposed regulations contain an example which illustrates the potential
impact of this new rule on investors. The example involves a bond issue in which
a certification has been given as required under the new regulations and a legal
opinion has been rendered that the bonds are not arbitrage bonds. Yet, the
bonds will be arbitrage bonds--and therefore taxable in the hands of investors-
upon the determination by IRS at some later date that an "artifice or device"
was used which enabled the issuer to exploit the difference between the tax-
exempt and taxable interest rates.

Under this ambiguous "artifice or device" example, Treasury or IRS could
,effectively define what constitutes an arbitrage bond on a case-by-case basis. The
determination that an issue of bonds is taxable as a result of the application of
this vague standard would disrupt the market and could involve all affected
parties in complex legal proceedings. Significantly, when the senate considered the
arbitrage bond legislation in 1969, it revised the house bill to remove the authority
granted to treasury to define the term "arbitrage bond" by regulation and adopted
a statutory definition of the term. Based on the legislative history of the arbitrage "1
statute, we submit that Treasury and IRS were never intended to have the broad
authority created by the "artifice or devil" rule.

Existing regulations have a procedure which enables IRS to disqualify an
issuer as to future certifications if the Issuer has given a certification containing
a material misrepresentation. We believe this procedure is adequate to prevent
abuses, without penalizing bondholders by having bonds declared taxable.
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TREATMENT OF ISSUERS' ADMINISTRATIVE COSTS

The treatment of issuers' administrative costs in computing permissible yields
for arbitrage purposes that will become effective on September 1 will deny issuers
the right to use investment income to recover a wide variety of finan-elng costs
typically incurred. The result will necessarily be that issuers will be forced to
choose investments producing artificially low yields, which, in turn, will result in
windfall gains to the sellers of investment obligations. The principal beneficiary
of the new regulations will be the Treasury Department, which provides Treasury
securities which are, in effect, tailor-made for purchase by state and local
governments.

We believe that the proposed requirement that yield be computed by using the
price at which bonds are sold to investors (unless that price is "unreasonably
low"), rather than the price at which bonds are sold to the underwriters, fails to
reflect economic reality. This requirement would be directly contrary to existing
practice under the arbitrage bond statute and regulations. ,

Moreover, the proposed requirement to substitute "fair market value" for pur-
poses of yield computations if the purchase price paid by investors for the bonds
is "unreasonably low" is ambiguous at best. The regulations provide no indication
as to what should be considered "unreasonably low" or how "fair market value"
should be computed. These vague standards will introduce additional uncertain-
ties into the marketplace which will result in higher borrowing costs for state
and local government programs.

The proposed treatment of costs of municipal financing, although apparently in-
tended to restrict refundings, will have broad application to all types of issues.
This will impose .particular hardship on governmental issuers such as housing
finance agencies whose purpose is to provide reasonably-priced housing for low
and moderate income families.

As we have pointed out in our letters of June 7th and June 28th to the Treasury,
the unfairness and uncertainties involved with this proposal are forcing many
tssiuers to come to market prior to September 1st, to avoid losses that would be
forced on them after that date. It is our opinion that this increased financing ac-
tivity has an unnecessary adverse effect on the municipal securities market.

LIMITATION ON INVESTMENT OF 8TATE AND LOCAL REVENUES

Another area of concern to PSA are the new rules already effective which
broadly define a sinking fund to include a debt service fund or any similar fund
to the extent an issuer reasonably .expects to use the fund to pay principal or in-
terest on the issue. These provisions are not limited to the refunding context or to
the recent practice involving invested sinking funds. Specifically, they provide
that taxes or other revenues of state and local governments will be subject to ar-
bitrage limitations even though these revenues are not derived from the sale of
bonds.

We recognize that the IRS announced two new revenue rulings yesterday after-
noon relating to the arbitrage bond statute and the proposed regulations. Upon
initial analysis, it would appear that one of these rulings responds to concerns
created by the overly-broad regulations and a July 20th revenue ruling relating
invested sinking funds. We do, however, question this rulemaking practice of, in
effect, amending regulations which may have no valid statutory basis by subse-
quent rulings.

In our comment letter of June 28th we have described several examples of
municipal financing arrangements where accumulations of taxes or other
revenues for periods in excem. of the limited investment periods permitted under
the May 8th regulations ma" be reuired by legal or practical considerations.
Other types.of issues affected, including that of tax-exempt hospital financing and
lax allocation financing by redevelopment agencies in several states, have come to
our attention. At the very least, many Issures will be confronted with drafting
and accounting problems resulting in increased costs of issuance.

We believe that Congress, by enacting the arbitrage bond statute, intended only
to limit the investment of monies derived from the sale of debt obligations not
the investment of state and local revenues. This restriction should be modified
in accordance with the intent of Congress to be targeted to any real abuses that
may exist. If it is not so modified, this overly broad rule, considered together
with the proposed weakened certification procedure and the example of bonds
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being declared taxable because of the use of an "artifice or device", will result
in greater caution on the part of investors and Increased costs for issuers of state
and local government obligations.

CONCLUSIONS

We believe that the proposed regulations, taken as a whole, represent an un-
warranted departure from accepted practices which Is not supported oby the
statute or legislative history. The widespread oppoflition to these regulations in-
dicates that these proposals go beyond what is necessary to curb identified abuses
and "clarify and correct" existing regulations as was stated in the May 8th notice
of proposed rulemaking.

In any event, we are concerned over the short and long-term effects of this type
of administrative action on the municipal securities market. This piecemeal ap-
proach to developing regulations under the arbitrage bond statute has resulted
in a complex body of rules that exist in proposed form nine years after enact-
ment of the statute. Accordingly, we have recommended that the May 8th
proposals be withdrawn.

As I stated at the outset, we believe that it is appropriate for the Congress to
consider whether the Treasury and IRS have overstepped legislative bounds In
adopting the May 8th arbitrage regulations. It may well be that this Committee
and the Congress will determine that remedial legislative action is necessary to
ensure that the fundamental rights of state and local governments are protected.

In any event, we do not believe that significant concerns of PSA and other
market participants will be, or should be, responded to in a piecemeal fashion
by a series of interpretive revenue rulings. This, we believe, is inconsistent with
good rulemaking practices.

PUBLIC SECuRTIEs AssocinoTI,
ONE WORLDD TRADE CENTER,

New York, N.Y. August 9, 1978.
Re Proposed Arbitrage Bond Regulations of May 8, 1978.
Hon. W. MICHAEL BLUMENTHAL,
Secretary of the Treasury,
U.S. Department of the Treasury,
Washington, D.C.

DEAR SECRETARY BLUMENTHAL: The Public Securities Association (PSA)
wishes to reiterate its concern over the Treasury Department's proposed regula-
tions relating to arbitrage bonds issued on May 8, 1978, a concern which is shared
by state and local governments and other participants in the municipal securities
market. We therefore repeat our request that the proposed regulations be with-
drawn (or at the very least that the Treasury Department and the Internal
Revenue Service (IRS) to develop regulations within the scope of authority
granted by Section 103(c) of the Internal Revenue Code to deal with identified
abuses.

A representative of PSA appeared and presented testimony at the July 25,
1978 public hearing held by the Treasury and IRS with regard to the May 8
proposals. More than thirty other representatives of participants in the municipal
securities market appeared at that hearing to express their opposition to the*
proposed regulations. These appearances by concerned state and local officials
and other interested parties were In addition to the scores of comment letters that
have been submitted in opposition to the proposed regulations. To our knowledge,
there has not been a statement made or comment letter submitted in support of
the proposals. Rather, those commenting appear to agree unanimously that the
proposed regulations are inconsistent with the intent of Congress as expressed in
the arbitrage bond statute and its legislative history and will create unwarranted
hardship on issuers of municipal securities. V

We note that Senator Floyd K. Haskell has urged Treasury to defer final action
on the proposed regulations and Senator Lloyd Bentsen has introduced a bill
(S. 3379) that would suspend the regulations In question and any future regula-
tions relating to arbitrage bonds until the end of 1979 to enable the Congress to
carefully review the entire issue and make appropriate policy decisions. As we
stated at the public hearing of July 25th, PSA continues to believe that effective
administrative action can be taken. We believe that the widespread public



1021

criticism and the record established with respect t the May 8th proposals make
it clear that the rulemaking approach embodied in those regulations is unsound
and inconsistent with the President's Executive Order of March 23, 1978 on im-
proving government regulations. Accordingly, we recommend withdrawal of the
proposed regulations, pending a comprehensive review of the arbitrage bond
regulations, which now exist in proposed form nine years after enactment of the
statute, in accordance with the Treasury Department's plan for implementing the
President's Executive Order.

Very truly yours,
WALTER R. CHAMBERS, Chairman.

PUBLIC SECURITIES AsSOCIATION,
ON. WORLD TRADE CENTER,

New York, N.Y., June 28, 1978.
Re Proposed Amendments of May 8, 1978 to Income Tax Regulations Under

Section 103(c) of the Internal Revenue Code of 1954 Relating to Arbitrage
Bonds (43 Fed. Reg. 19675)

Hon. JER oM E KURTZ,
Commissioner, Internal Revenue service, _
Washington, D.C.

DEAR COMmISSION KURTZ: The Public Securities Association (PSA), a na-
-tional trade association representing some 250 dealers and dealer banks Which
provide underwriting and financial advisory services for state and local govern-
ments, hereby submits Its comments regarding the proposed amendments to ar-
bitrage bond regulations published on May 8, 1978. In addition, PSA requests
an -opportunity to make an oral presentation of its views with respect to the
proposed amendments at the scheduled public hearing of the Internal Revenue
Service (IRS) on July 25, 1978.

As you will not in the attached letter of June 7, 1978, to Secretary of the
Treasury Blumenthal, PS& believesthat because of the uncertainties caused by
the proposed regulations there will be a substantial increase in the number of
state and local government issues coming to market prior to September 1, 1978,
the effective date of many of the provisions contained in the proposed amend-
ments. In our opinion, this increased market activity will result in significantly
higher interest rates for borrowers and cause a disruption of capital markets,
similar to that which was precipitated by the May t5 deadline on the invested
sinking fund provisions. In view of the broad scope of the provisions becoming
effective on September 1, we ere reiterating our request that consideration be
given to postponing the September 1, 1978 effective date.

PSA's specific comments relating to the May 8, 1978 proposals are as follows:
Scope and regulatory basis of the proposed regulations

The May 8, 1978 Notice of Proposed RulemakAng (the Notice) in connection
with the proposed amendments states that the new regulations are "designed to
clarfiy and correct" the existing arbitrage bond regulations. The Notice also
characterizes as an "abuse" an issuer practice whereby contributions of taxes or
other revenues are made to a sinking fund which is invested without yield restric-
tion. This practice, subject to certain exceptions, is prohibited in connection with
all obligations sold after May 15, 1978 under the rulemaking proposals set orth
in the Notice.

It is our opinion that the new regulations, in addition to setting forth clarifica-
tions and corrections and a prohibition of a certain practice, promulgate, in effect,
an entirely new regulatory approach with respect to (a) the certification pro-
cedure (unde Section 1.103-13(a) (2) of the arbitrations regulations) and (b)
the manner in which issuer's administrative costs may be treated in connection
with yield computation. This new approach is broadly applicable to all state and
local government financings, including gneral obllgat~io bonds, revenue bonds
and refunding issues.

As discussed below, we believe the proposed regulations in question are, in
certain instances, Inconsistent with the intent of Congress as expressed in Section-__
103(c) of the Internal Revenue Code of 1954 (the Code) and, taken as a whole,
are likely to adversely affect the municipal securities market and its participants.
Therefore, we submit that unless the following basic criteria are met the proposed
new regulations should not be adopted:

(1) The new regulations must be clearly consistent with the stated purpose
of Section 103(c) of the Code and the intent of Congress in enacting that
provision;
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(il) Well-established regulations should not-be repealed (andaccepted prac-
tices thereunder disturbed) umless a clear need and adequate statutory basis for
their repeal are demonstrated; find

(iii) The efficacy of new proposed regulations should be determined prior to
their adoption (i.e., there must be a determination that the proposals are confined
to the demonstrated need and are workable and capable of being implemehted by
market participants without material disruptions of accepted practices).
Certification prooedure

PSA believes that the changes proposed in the arbitrage certification procedure
may have the most unsettling Impact on the municipal securities market. The
application of the statute depends upon an issuer's "reasonable expectations"
with respect to a bond issue. Thus, Congress has established a standard which
is obviously difficult to apply with any certainty since expectations may not be
borne out and may be questioned retrospectively from the standpoint of
reasonableness.

Faced with highly complex regulation and the need to determine reasonable
expectations in a manner that would provide market confidence, issuers in 1972
requested that Treasury and IRS provide a form of certification which could be
conclusively relied on by investors to demonstrate that obligations were not
arbitrage bonds. The purpose was to avoid the hazard that the market would
discount the value of tax exemption because of the great uncertainties involved
in determining "reasonable expectations". The Treasury and IRS responded to
this request by carefully working out the current procedure under which an issuer
may certify, based on relevant facts, estimates and circumstances, including the
issuer's covenants, that proceeds of the Issue will not be used in a manner that
would cause the obligation to be arbitrage- bonds. Absent any "blacklist", the
current regulations provide that holders of such obligations may "conclusively
rely" on that certification.

For obligations Issued after September 1, 1978, however, the new regulations
will substantially limit the efficacy of this procedure. First, issuers will be pro-
hibited from certifying that the proceeds of an issue will not be used-in a manner
that would cause the obligations to be arbitrage bonds. Secondly, the express au-
thorization under which investors can conclusively rely on an issuers certifica-
tion has ben eliminated. These are fundamental changes which very substan-
tially undercut the current certification procedure. The new regulations ignore
the basic need to provide investors with reasonable assurance as to an Issue's
tax exemption, a need that was correctly understood by Treasury and the IRS
when the present procedure was devised. Neither market circumstances nor the
applicable law ha-v changed since then, and it is thus diffi:ult to perceive why
changes are now proposed in a workable procedure that han gained wide accept-
ance and has provided stability to the municipal market.

The proposed regulations provide that Issuers may certify only as to future
events, not conclusions of law, "including legal characterizations of future
events." The regulations are ambiguous as to how this rule is to apply, and in
many cases it will he most difficult to draw distinctions between matters of fact
and conclusions of law.

Another change involves the deletion of any express reference to the issuer's
covenants. While issuers are frequently subject to broad covenants against arbi-
trage, there is now a question whether under the proposed regulations such a
covenant can serve as a basis for certification. Thus, the issuer may be denied

-the benefit from use of this covenant, which has become common practice in
order to help assure bond purchasers as to the tax-exempt status of the-bonds.

As certificates become exhaustive in factual detail and all parties become in-
creasingly, cautious, there Is a real potential that the-ields necessary to sell mu-
nicipal obligations will rise, since the predictability and certainty heretofore
available to investors will have been eroded. PRA believes that such a serious
effect on the market for tax-exempt securities Is not justified, and that the effort
to drastically change the present certification procedure should be abandoned.

The reliability of the arbitrage certificate has been further eroded by Example
(4) of the proposed regulations. Although this example involves a refunding
issue, it Is far from clear that the rule would be limited to refundings. It provides
that even though a certificate has been given In the manner required by the new
regulation and there Is a legal opinion that the bonds are not arbitrage bonds,
the obligations will nevertheless be treated as arbitrage bonds if any "artifice or
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device" is used "to exploit the difference between the tax-exempt and taxable
interest rates" and it serves as a "material inducement" to the issuance, amount
or maturities of the bonds. If applied generally, the "artince or device" example
can supplant the entirety of the law and regulations and leaves little basis for
assurance of tax exemption because there is no guidance given as to what is an
"artifice or device" and, therefore, no way to ascertain whether one is being used.
Without any indication as to what was intended, the regulation will cast doubts
in the market place on many situations which would not normally be thought
of as motivated by arbitrage.

Significantly, in 1969 when the Senate considered the arbitrage bond legislation
it revised the House bill to remove the regulatory authority granted the Treas-
ury to define "arbitrage bond" ano, instead, inserted an express statutory defini-
tion. Under the proposed new regulation, however, IRS could administratively
define and redefine "artifice or device" and, in effect, substantially change the
statutory definition of "arbittfge bonds." Based on the 1969 legislative history,
PSA submits that there is a serious question whether Treasury and IRS were
ever intended to have the broad authority created by the new regulations, par-
ticularly in light of the uncertainties, significant compliance costs and potentially
higher interest costs which are likely to result.
Treatment of 4suera' adminietrative co ts

Under the May 8 proposals issuers will be denied the right to use investment
income to recover a wide variety of financing costs they typically incur. Hereto-
fore, the question has been how to take into account the costs of issuing, carry-
Ing and repaying debt obligations and of purchasing carrying and selling in-
vestment securities. Effective September 1, however, all of those actual costs
are to be disregarded in computing yield. Resulting lower computed yields on
the bonds and higher computed yields on investments will force issuers to choose
investments producing artificially low fields , resulting in windfall gains to sellers
(principally the Treasury) of obligations acquired for investment purposes by
state and local governments.

Secondly, by requiring that yield be computed' by using the price at which
bonds are sold to investors (unless it is "unreasonably low"), instead of the sales
price to underwriters, the regulations Ignore the reality of the transaction and
attribute the underwriter's discount to the issuer, again forcing the issuer to
accept artifically low investment yields and thus preventing recovery of real costs
of financing. By excluding the customary underwriter's discount In computing
investment yield, the regulations ignore a fixed cost which is an essential part
of the pricing mechanism for many municipal obligations. This regulatory pro-
posal simply fails to reflect economic reality and is directly contrary to prior
practice under the arbitrage bond statute and regulations.

Finally, the proposed regulations require that If the purchase-price paid by
the investor for the bonds is "unreasonably low", then the fair market value is
to be substituted for purposes of yield computations. No indication is given as to
what will be considered "unreasonably low" or how fair market value should be
-computed. This vague requirement, coupled with the reduced efficacy of the cer-
tification procedure, will create greater uncertainties for issuers in determining
permissible investment yields. These uncertainties will be shared by other market
participants and will likely result in higher borrowing costs for state and local
governments.

The need to determine the initial offering price or price to the first buyer,
whether It is unreasonably low and what the fair market value of the obligations
will be, at a minimum will be burdensome and costly to issuers who do not,
themselves, have the kind of information necessary to make suclrdetetminations
or the expertise to evaluate it. The effect of the new provisions will be to force
losses upon issuers by preventing the recovery of actual costs incurred. In the
context of a statute aimed at limiting arbitrage profits, there is no evidence-
and no logical reason-why Congress would want to ignore actual costs or, in
effect, to attribute an underwriter's profit to an issuer.
Limitation on-investment of State and local revenues

In general, for obligations sold after May 2, the new regulations provide that
amounts "accumulated" in a "sinking fund" for an issue are treated as proceeds
of the issue. "Sinking fund" is, in turn, broadly defined to include " ... a debt
service fund, or any similar fund, to the extent that the issuer reasonably ex-
pects to use the fund to pay principal or interest on the Issue." Thus, tax or other
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revenues of any governmental unit may be subject to the arbitre.ge limitations
even though such amounts are not derived from the sale of bonds. The restrictions
will not apply, however, if the revenues are invested for a temporary period or,
together with other proceeds, do not exceed the 15 percent "reasonably required
reserve or replacement fund" or "minor portion" (where applicable).

This broad regulation, which, by Its terms, Is already effective, Is not confined
to the refunding context nor is It limited to situations where the investment of
the revenues is contracted for In advance, as in the recent practice with invested
sinking funds. No provision is made for excluding a general debt service fund
or a bond retirement fund created by statute for all general obligations issued by
a governmental unit. Similarly, there is no explicit provision for allocating
monies in a fund among the various issues whose debt service may be paid from
the fund. Finally, while a more liberal temporary 13 month Investment period
Is permitted for a "bona fide debt service fund", no guidance is given for dis-
tinguishing that fund from a sinking fund subject to the maximum thirty-day
temporary period for investment without yield limitations.

These omissions indicate a lack of the careful consideration which is necessary
to the promulgation of regulations affecting very important functions of state
and local governments.

There are many situations in municipal financing arrangements where accumu-
lations of taxes or other revenues may be necessary to meet legal requirements
or practical needs. In many cases, due to such requirements beyond the control
of issuers, taxes- or other revenues will be accumulated in a debt service fund
for periods exceeding 13 months, and it will be necessary to restrict yield when
the revenues are Invested (assuming the 15 percent leeway is not available).
Some typical examples (there are many others) illustrating the magnitude of
this problem are:

(a) Special assessments are levied to pay the total debt service on a bond
issue. Commonly, significant portions of assessments are prepaid after the bonds
are issued and such amounts may be held in the fund for more than 18 months
before being applied to pay debt service. Under the new regulations, it will be
necessary to restrict the yield on the investment of these amounts.

(b) Debt service on an issue of bonds sold to acquire a municipal utility sys-
tem will be paid from a fund consisting of user charges. During the term of a
bond issue, there may be significant changes in the use of and expense of operat-
ing the system, thereby causing significant changes in the level of receipts avail-
able for debt service from year to year. Users charges not paid out of the fund
within 18 months of receipt will have to be subject to investment yield restric-
tions,

(c) Property taxes are levied to pay debt services on a bond issue. If no tax
delinquencies occurred, the rate of tax would be set at X percent. In order to
at 1.07OX%. If few tax delinquencies in fact occur, some taxes will be held in
guard against possible delinquencies, however, the percentage is set, for example,
the debt service fund for periods exceeding 18 months, and investment yield re-
strictions will therefore apply.

(W) Certain revenues of a housing finance agency pledged to debt service
consist of payments made on residential mortgage loans, including loan prepay-
meats and payments of insurance to cover defaulted loans. Depending on the
amount of such payments received by the agencies and the amount of new resi-
dential loans it approves, the receipts might not be withdrawn from the fund
within 18 months and thus would be subject to investment yield restrictions.

The plain meaning of the arbitrage bond statute and the legislative history
make it clear that Congress intended only to limit the investment of monies de-
rived from the sale of debt obligations, not the investment of state and local
revenues. The tax-writing Committees gave the following ream for enacting the
statutory limitation:

"Some State and local governments have misused their tax exemption privilege
by engaging in arbitrage transactions in which the funds from fta-exempt ieues
are employed to purchase higher yielding Federal obligations whose interest is
not taxed in their hands." (H. Rep. No. 41-418, 91st Cong. 1st Bess. 178, S. Rep.
No. 91-552, 91st Cong. 1st Sess. 219.) (emphasis added)

In a memorandum to the Senate Finance Committee the Treasury described
the problem as follows:

"Some state and localities have used fuads received from the ieaua,"e by them
of tax exempt bonds to purchase higher yield taxable securities." (emphasis
added)
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In view of this clear evidence of the intent of Congress and the Treasury in
1969, PSA believes that broadening the scope of the statute by regulation-9
years after its enactment-to include various revenues of the issuer is an erron-
eous interpretation of the law. PSA notes in this connection that in June of 1972
the Treasury issued proposed regulations treating revenues from a project fi-
nanced with bonds as "proceeds" for purposes of the arbitrage limitations. After
receiving considerable adverse commentary questioning the validity of this pro-
posal the Secretary of the Treasury announced its withdrawal in August of
1972.

These new regulations will substantially restrict municipal issuers in the pru-
dent management of their revenues and their debt and will involve the Treasury
and IRS in the most basic fiscal concerns of state and local governments, eg.,
investing and allocating revenues, scheduling debt retirement, establishing safe-
guards against revenue declines, providing debt coverage, and determining tax
and utility rates. In PSA's judgment the current protection afforded to Investors
in municipal securities will be significantly reduced if the scope of the regulation
is not narrowed substantially. If issuers are denied the right to invest revenues
held in debt service or similar funds at market rates, they will likely reduce
the size of such funds as much as possible, thereby reducing the security such
funds afford investors.

PSA believes that the proposed regulations, taken as a whole, represent an un-
warranted reversal of accepted and workable methods of determining yield lim-
itations which in some respects has no basis in the statute or legislative history.
We are deeply concerned that this major reversal of policy which is described
in the May 8, 1978 notice as being merely "designed to clarify and correct the
regulation" will substantially weaken the certification procedures and make
arbitrage determinations unnecessarily complex and costly.

Moreover, PSA is concerned that the recent efforts of Treasury and IRS to
restrict the use of refunding issues will effectively preclude their use for legit-
imate purposes. We see no intent by Congress in enacting the arbitrage statute
to so severely limit the use of a long-recognized tool of state and local govern-
ment financial management.

It is our belief that the proposed new regulations will work an unwarranted
hardship on issuers and undermine the confidence of the market with respect
to the tax exempt status of municipal securities. Accordingly, PSA urges with-
drawal of the proposed regulations to enable Treasury and IRS to develop, after
consultation with Interested parties, regulations reasonably related to any real
abuses that may exist. At the very least, we believe that the September 1. 1978
effective date should be postponed in accordance with our request of June 7th to
avoid adverse market consequences.

Very truly yours, WALTza R. CHAMBERS, Chairman.
Enclosure.

PUBLIC SEcuRITIzs AssOcIATrO,
OxE WozLD TRADE t'EIFR,

New York, N. Y., June 7, 1978.
Re Proposed Arbitrage Bond Regulations.
Hon. W. MICHAEL BLUMENTHAL,
Secretary of the Treasury,
U.S. Department of the Treasury.
Washington, D.C.

DEAs SECMTARY BLUMErNTHAL: The Public Securities Association (PSA) is
currently reviewing the Treasury Department's proposed regulations relating to
arbitrage bonds issued on May 8, 1978. We are generally concerned that the May
8 proposals may go beyond the trust of Section 108(c) of the Internal Revenue
Code, which limits the permissible yield on investment Gf proceeds from the sale
of municipal bonds. Consequently. it is our initial opinion that the proposed
regulations, if adopted, could impair the ability of the state and local governments
to manage their revenues and their debt in an efficient and effective manner and
could create uncertainties for all participants in the municipal securities market.

Although PSA will be commenting further on the proposed regulations, our im-
mediate concern is that the May 8 proposals will have a harmful effect on the
municipal securities market in the very near future. Because of the broad sweep
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of the proposed regulations and the substantial uncertainties that will result for
all market participants If the proposals ore adopted, we believe that the issuers
will deem It In their interests to issue bonds prior to September 1, 1978, the date
on which all of the new regulations are to become effective. Thus, we believe it Is
reasonable to project that during the period between now and September 1, 1918
there will be a substantial increase in the number of state and local government
issues which, in turn, will result In significantly higher interest rates for bor-
rowers and cause a disruption of the capital markets.

Out of a concern for an orderly market PSA respectfully requests that con-
sideration be given to the postponement of the September 1, 1978 effective date
of the regulations. This action would preclude the creation of unnecessarily dis-
ruptive pressures to issue debt hastily to avoid the impact of the proposed regu-
tions and would permit the development by Treasury, with the opportunity for
consultation with interested parties, of regulations reasonably related to any
real abuses that moty exist.

Finally, PSA would be pleased to respond to any questions you or your staff
may have regarding the market problem discussed above.

Very truly yours,
WALTIn R. CHAuuMs, Ohfrman.

Senator BENIzTSE. Our next witness will be a panel composed of
Mr. Jack Giberson, chief clerk, General Land Office, State of Texas,
and Mr. John M. Urie, financial director of the city of Kansas City,
Mo.

STATEMENT OF JACK GIBEESON, C CLEX, G ERALT LAND
OFFICE, STATE OF TEXAS

Mr. GmmasoN. Mr. Chairman, I am not fully familiar with your
panel procedure. Am I permitted to give my presentation I I am Jack
Giberson.

Senator BErTSEiN. Yes; of course. That is the purpose of your being
here. Please make your statement and then any questions that might
be warranted afterwards will be asked.

Mr. Gmsmsox. Thank you, Mr. Chairman.
As pointed out in my written speech, my name is Jack Giberson and

I am chief clerk of the general land office, or what might be referred
to as deputy land commissioner. I have occupied this position for some
18 years, The reason I point this out is I am not trying( to impress you
with my pedigree or record, but I just want you to know that I am
familiar with the programs in the State of Texas.

We have several ongoing programs in the State of Texas that de-
pend on the sale of tax free bonds. All these various programs are
different.

One of the programs is a veterans land program. We administer
that program in the General Land Office of the State of Texas. If you
are familiar with the history of the State of Texas, you will know that
after each batle, after the battle of the Alamo, after the battle of
San Jacinto, after the various wars, Texas gave her veterans land,
free land. These veterans answered the call of freedom. When we
needed the veterans to fight against the enemy, they came forth and
fought.

So, as a result of that, Texas has awarded those veterans a piece of
ite land that they fouirht to preserve and to protect.

After World War II, we were out of public land, so we did the next
best thing. The legislature, in its foresight passed legislation that would
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permit the veterans to borrow money at a low rate of interest and pay
for the land over a 40-year period with a 5-percent down payment.

Now, it took a constitutional amendment to put this in effect. The
people of Texas have supported this program throughout the year
They have approved constitutional amendments five times. They have
authorized the sale of $700 million worth of bonds.

To date, we have sold $525 million worth of bonds, and we have
bought 3.5 million acreas in Texas. We have bought land for 63,000
Texas veterans. This is a continuing and ongoing program.

Or real problem was pointed out by the Assistant Secretary of IRS.
He pointed out that in your sinking fund, you could retain 15 percent
of your outstanding bonds--in your sinking fund. We have $300 mil-
lion in outstanding bonds. But our sinking fund is made up of money
that the veterans pay in each 6 months on their contracts. Our bonds
are not due. They are not mature.

So, what we do with that sinking fund is this. We invest it in Govern-
ment securities This money is used to pay back our bondholders It
far exceeds 15 percent. This is our ongoing program in Texas. Without
this -ability we could not have a veterans land program. This program
would be dead, because the only features of this program that are at-
tractive are the facts that we have a low down payment and a very
low interest rte. For us to have this low interest rate, we have to be
able to invest the sinking fund in Government securities and use this
money to pay back our bondholders.

We are also required, as a matter of contract, to keep some $40 mil-
lion in reserve That is a contractual obligation that we have with the
bond purchaser. So, this runs our fund up to some $200 million.

Now I realize that these are moneys that we have under the past
regulation. But we are going to continue this program. We are au-
thorized to sell another $175 million worth of bonds and if these regu-
lations are effective and they don't work out some agreement with us,
then this program in Texas will be stymied to the extent that it won%
be worthwhile to continue our veterans land program.

I agree with Senator Haskell. I think he mapde very critical point
when he said that it seems to him-and I am not trying to quote him-
generally he said that this is legislation without representation: when
IRS comes along and mkes rules and policies without having proper
representation from the people. That is what exist& I think they are
making rules and policy that have the effect of law.

You know, in Texas we kind of laugh about this. When you can't
do things in accordance with law, then you make a rulemaking power.
We try not to do that in the General Land Office, but I have heard
that some other State agencies do that.

So, we are opposed to this, I have been in the Land Office long enough
to know that we hate to wake up every morning in fear thet our vet-
erans land program is going to be stymied or killed by new regulations
that take place If they trade out today, then what is going to happen
tomorrow, and tomorrow, and tomorrow. These are the problems that
we think exist, and this is why we are concerned.

I thank you for your legislation and your support of our cause.
Senator BamENz. Tlhnk you very much for your testimony. I have

substantial familiarity with the Texas veterans program which helps
them buy land. It has been a great boon to an awful lot of veterans
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Mr. GIBmaoN. Thank you.
[The prepared statement of Mr. Giberson follows:]

STATEMENT OF JACK GIBESSON

Mr. Chairman, members of the Committee, my name is Jack Giberson. I am
Chief Clerk of the General Land Office of the State of Texas, which position is
Deputy Land Commissioner of the State of Texas. I have occupied this position
for some 18 years and been in the General La id Office 25 years. I am here on be-
half of the people of Texas, the State government of Texas and particularly the
Texas Committee for the Prevention of Federal Encroachment Upon Public Fi-
nance which is composed of most of the agencies of the State of Texas and a great
number of the major issues of municipal debt in the State of Texas, pertaining to
rules and regulations and policies that have been promulgated by the Treasury
Department and the Internal Revenue Service pursuant to section 108(e)
of the Internal Revenue Code of 1954, as amended. These rules, regulations
and policies give us great concern in Texas. We have a number of programs
In Texas that depend on the sale of tax-free bonds and the freedom to sell
these bonds and invest the money in programs that are beneficial to the people and
to the State of Texas. One of the progrAms is the Veterans Land Program which
is administered through the General Land Office of the State of Texas. This pro-
gram, in existence since 19 &), has been continued and enlarged through several
constitutional amendments, the most-recent approved by the Texas electors last
year.

It was historically the policy of the State of Texas to reward its veterans
through the gift of land. The reason land was given to the veterans was because
it was felt that the veterans of Texas should be rewarded for answering the call
of freedom and coming forth and fighting for the protection of the people of Texas
and the United States It was not the policy to grant small, token sums of money
that could be spent overnight, but to give them something worthwhile. Since
Texas is now out of public lands, or has disposed of most of her public lands, it is
felt that the way to reward veterans is to make it possible for them to buy a piece
of land at a low rate of interest, with payments over a 40-year period and a 5%
down payment. Up to the present time, over 68,000 veterans have bought over 8%
million acres of land through the program. At this time, over one million veterans
in the State of Texas are eligible to participate in the program if It can be con-
tinued under the subject regulations. Over 200 of these transactions are closed
each month and it Is anticipated that this program will continue for years to
come. It has been necessary for us to sell some $525 million worth of bonds to
finance this program of which over $3 million are now outstanding and we're
authorized by our Constitution to issue an additional $175 million worth of bonds.
We presently have in our debt service fund, from moneys received from repay-
ments on land contracts, over $156 million.

These moneys are invested and, with the accumulated interest, are used to pay
back our bond holders and establish the necessary operating reserves to maintain
the fiscal Integrity of the program and to ensure the continued ability of the State
to issue additional authorized bonds. In addition to the moneys held in the debt
service funds, we must have some $40 million in our reserve fund. This reserve
fund, established by the bond resolution and mandated by the Texas Constitution
must contain funds equal to 8% of the outstanding bonds. This $40 million is also
invested. Due to the nature of the program, it is necessary to hold money In the
debt service fund in excess of 18 months. This is composed of money that is de-
rived from repayments on land contracts. It has nothing to do with bond proceed&
However, the Treasury Department at this late date in history, proposes to tell
the Veterans Land Board at what rates certain moneys in the Veterans Land
Fund can be Invested. The reason, Mr. Chairman and members of the Com-
mittee, that we are deeply interested In this bill i that we feel that the cur-
rent rules and regulations, if carried forward, would stymie our program. It
might mean the death of our program, along with other similar programs of the
State of Texas. These are of great benefit to the State and Its economy and to the
people of the State of Texas and include, among others, our water programs, our
coordinating bond program for colleges, and also our Veterans Land Program.
We feel that the May 8 regulations would be most detrimental to the Veterans
Land Program and the other State programs. We also feel that it was not the
intent of Congress to permit the Treasury Department or any other govern.
ment agency to legislate. We feel that when Congressmen, the Senators and



1029

Congressmen from Texas or any other state were elected, they were representa-
tive of the people aud the IawLt should be passed by them. We don't want IRS
or any other agency having the ability to make rules, policies and law without
proper representation. We think that this should be retained by the Congress.
We're up here In support of Senator Bentsen's bill, S. 8370, and urge the Con-
gress to vote in favor of this bill for the protection of the people of Texas
and the people of the United States.

Senator BENTSEN. Mr. Urie, would you now please testify.

STATEMENT OF JOHN M. URIE, FINANCIAL DIRECTOR, CITY OF
KANSAS CITY, MO.

Mr. URIE. Thank you, Mr. Chairman.
My name is John M. Urie, I am..the director of finance of Kansas

City, Mo. My testimony is given on my own behalf.
I have been involved in municipal finance for about 25 years. I have

been the finance director of Tucson and Phoenix in Arizona and now of
Kansas City, Mo. I do appreciate the opportunity to appear before you
at this hearing..It is my opon that the Treasury Department has overstepped its

authority in preparing its regulations and is, in fact, writignew legis-
lation which could cause significant damage to States and their politi-
cal subdivisions. I will touch on three areas of concern, although there
are more than that.

First, in order to make our revenue bonds marketable and to obtain
a reasonable interest cost on these bonds, we provide in our bond inden-
tures commitments that we will create reserves which are equal to or
higher than the highest year's interest and principal. Depending on
the type of bonds, it may be necessary to make greater concessions. For
example, toll road and toll bridge bonds require a special treatment.

The purpose of the reserve or other guarantees is to insure that in
the event of shortfalls of revenues in any given year during which the
bonds are outstanding, the reserves will be available as a backup so that
the regular principal and interest payments can be made and the bonds
will not go into default.

Normally, the reserves are created from the revenues of the enter-
prise, be it a water utility, a sewer utility, or an airport. Frequently,
the bond indenture provides that the reserve will be used to pay the last
year's principal and interest.

With regard to general obligation bonds, a reserve of this type is not
required. However, good business practice in the management of the
city's bonded indebtedness requires that the city maintain a reserve in
its debt service fund equal to at least 1 year's principal and interest.
This is not ususally a part of the bond indenture, but the rating agen-
cies give this very careful scrutiny.

The reserVe for each issue is usually created over a 4 or 5 year period
from tax revenues or other revenues. The purpose of the reserve, of
course is to assure that the principal and interest payments will be
made each year, even though in some year there may be a shortfall of
our tax revenues.

The creation of the reserves for both revenue and general obligation
bonds is a valid, time-honored practice, and the Treasury Department
has no defensible interest in restricting State and local governments
from following this practice. By following such practices, State and
local governments are able to provide additional protection for the
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investors, thereby improving the issuing agency's credit standing and
reducing the cost of borrowing.

These situations are important because the Treasury has expressed a
replacement theory to the effect that these reserves created from tax
revenues or operating revenues replace the proceeds of bond sales. In
other words, Treasury is saying that these reserves will be treated the
same as the proceeds of a bondsale when they are invested. They use
section 103 (c) as the basis for this regulation.

However, if one reads section 103(c) carefully, the use ofthe past
tense in the section conclusively establishes that the regulated money
must come from the issuance of obligations and not from tax proceeds
or the revenues of municipal enterprises.

I think this is where Treasury has seriously overstepped its authority
and is, in effect, writing new legislation. Another troublesome area
proposed by the regulations in the section dealing with the certifica-
tion process. This regulation would require certification by the issuer
at the time of the delivery of the bonds on the original sale that the pro-
ceeds of the bond sale would not be used for arbitrage purposes. If the
issue is more than $2.5 million, a certification by bond counsel is also
required.

The extent if the increase in risk for investors through the certifi-
cation process is not apparent in the regulations, but comes from the
example. Treasury officials stated in example four of their illustrations
that despite appropriate certification, if an artifice or device is used
to produce arbitrage profits. then the bonds will not be tax exempt.
This kind of interpretation by Treasury would create serious appre-
hension in the market. Should they ever come down on one of these, it
would create utter chaos in the market.

I see that my time is about up, and while I haven't yet a moment I
would like to deviate from my text and make one proposal. I am
not in favor of IDB advance refunding or other kinds of advance re-
funding. But if we could get the regulations to let us alone with re-
gard to our new issues, our original issues, then it would satisfy me.
But so far these regulations do not do that.

I had an opportunity to take a cursory look over lunch today at
new regulations that were issued last night., and they just don't do
very much, in my opinion.

Thank you for allowing me to appear. I appreciate that.
Senator BENmr.SN. Thank you very much, Mr. Urie. Your testimony

will be helpful.
[The prepared statement of Mr. Urie follows:]

STATEmimT or JOux I. Uzm, DxUzTroa or WIJA2c, KANSAS CITY, MO

My nome is John M. Urle. I am Director of Finance of Kansas City, Missouri.
This testimony Is I'ven on my ovrn behalf, although I know that I speak for most
of the fInance Diectors ot larger cities throunrhont the, United AtRtes. I have
been involved in minicipal finance for more than 25 years, and have been the
Finance I'lrecror of three U.S. cities: Tucson, Arizona; Phoenix, Arizona; and
Kansas City, Mimo,..

I appreciate th.- opportunity to appear at this hearing and to express my con-
cern about the proposed regulations Issued by the Treasury Department relating
to local government finance. These rexulatfons would restrict the investment of
taxes and revenues from our legitimate public enterprises, and I do not think
this should be allowed to happen. I am also concerned about the manner in
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which the proposed regulations deal with the certification process, and the way
in which administrative costs are treated in the regulations. It is my opinion that
the Treasury Department has overstepped its authority in preparing its regula-
tions, and is, in fact, writing new legislation which could cause significant dam-
age to states and their political subdivisions. I will touch upon these three
areas of concern in this statement.

I. In order to make our revenue bonds marketable and to obtain a reasonable
interest cost on these bonds, we provide in our bond indentures commitments
that we will create reserves which are equal to at least the highest year's prin-
cipal and interest. Depending on the type of bonds, it may be necessary to make
greater concessions or guarantees. The purpose of the reserve and other guaran-
tees is to Insure that, in the event of a shortfall of revenues in any year during
which any of the bonds are outstanding, the reserve will be av,1ilable a-- a backup
so that the regular principal and interest payments can be made, and the bonds
will not go into default. Normally the reserves are created frem the revenues of
the enterprise, be it a water utility, sewer utility or an airport. Frequently the
bond indenture provides that the reserve will be used to pay the last year's prin-
cipal and interest payment.

With regard to general obligation bonds, a reserve of this type normally in
not required. However, good business practice In the management of the city's
bonded indebtedness requires that tbe city maintain a reserve in its debt service
fund equal to at least one year's principal and interest on general obligation
bonds. This is not usually made a part of the bond indenture, but the existence
of such a reserve is given careful attentloc by the bond rating agencies. The re-
serve for each bond issue is usually created over four or five years from tax
revenues. The purpose of the reserve, of course, is to assure that principal and
interest will be paid on the general obligation bonds if there is a shortfall of
property tax revenues during any year in which any of the bonds are outstanding.

The creation of reserves for both revenue and general obligation bonds is a
valid, time-honored practice, and the Treasury Department has no defensible in-
terest in restricting state and local governments from following it. By following
such practices, the state and local governments are able to provide additional
protection for investors, thereby improving the Issuing agency's credit standing
and reducing the cost of borrowing.

These situations are important because the Treasury Department has ex-
pressed a "replacement theory" to the effect that these reserves, created from
enterprise revenues or tax receipts, replace the proceeds of bond sales. In other
words, the Treasury Department Is saying that these reserves will be treated
the same as the proceeds of bond sales when they are Invested. They use Section
103(c) as the basis for this regulation. However, if one reads Section 103(c)
carefully, the use of the past tense in this section conclusively establishes that
the regulated moneys must come from the issuance of obligations, and not from
tax proceeds or the revenues of municipal enterprises. I think the Treasury
Department seriously has overstepped its authority and, is in effect, creating Its
own new legislation in the issuance of this regulation.

II. Another troublesome area of the proposed regulations is the section deal-
ing with the certification process. This regulation would require certification by
the issuer at the time of delivery of the bonds on the original sale that the pro-
ceeds of the bond sale will not be used for arbitrage purposes. The certification
would be made by an appropirate officer of the issuer, summarily reciting facts,
estimates and circumstances which qualify the obligation as a tax exempt se-
curity. However, if the issue in question is $2,50,000 or more, the certification
must be accompanied by the opinion of bond counsel that the bonds are truly tax
exempt.

The extent of the increase in risk for investors through the certification proc-
ess is not apparent In the regulations, but comes to light in an example devel-
oped by the Treasury Department Treasury officials state in Example 4 of
their illustrations that despite appropriate certification, if an "artifice or device"
is used to produce arbitrage profits, then the bond issue will not be tax exempt.
This kind of interpretation by Treasury would create serious apprehension in
the financial market concerning each and every bond issue. If investors are to
suffer the consequences of errors, or even the intentional abuses, of a particular
municipal offidal, they will withdraw from the market rather than run that risk.
The uncertainty of posalble adverse Treasury ruling will btve the effect of
making the entire market suffer by Increasing bond prices for all state and local
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government Issuers. Should Treasury ever actually tax Investors under this ex-
ample, the consequence would be immediate and unparalled turmoil throughout
the municipal security market. This cannot be allowed to cocur. There is no
evidence whatsoever that Congress ever intended that Treasury regulate state
and local governments in such a manner.

III. The third area of proposed regulations I wish to comment on concerns
the method of handling the administrative costs in the calculation of yields on
bond issues and investments. Under the proposed regulations, administrative
costs must be omitted from yield calculations. Without going Into a detailed ex-
planation, the impact of this regulation is to work against the best interests of
state and local governments in the issuance of municipal bonds and In calculating
yields for various purposes. The implication here is that the Treasury Department
Is issuing regulations of unbelievable complexity, and Is going out of its ways to
work against the beet interests of state and local governments. It is difficult for
me to understand the underlying reasons for such pernicious regulations.

Treasury prepared and issued the regulations without consultation with state
and local governments or their professional associations. They did this In spite
of the fact that we have consistently expressed a willingness to meet with Treas-
ury officials and discuss the development of these and other regulations. We
made very little progress at hearings held by Treasury Department officials three
weeks ago where we made a last desperate appeal for Treasury to postpone the
implementation of the regulations beyond September 1.

Thus, Treasury, through its unwillingness to meet and discuss the develop-
ment of regulations, and Its adamant position with regard to the September 1
implementation, leaves us no choice but to support 8-3370. We believe that the
arbitrary and capricious actions of Treasury officials, and their possible ultra
vires acts must be brought under control, and the Bentsen Bill will do exactly
that.

Senator BENTSEN. I think the afternoon has been productive for us.
We have heard some new viewpoints, I think, from the Secretary. In
turn, we have heard from some very well-informed witnesses as to
the actual results that we have seen in some of our financing for
municipalities.

One of our problems here is that we can write 1 page of law and we
get 50 pages of regulations, and often they do not carry out the orig-
inal intent of the law. That is not peculiar to Treasury, either.

Someone else said that it appeared that the Treasurv had painted
with a broad brush, and I said that was not unique to them. I should
have also included the Congress on that one. We have been guilty of
that from time to time.

I am very appreciative of the fact that many of you gentlemen
have traveled fAr to come here and tell us of your concerns. They have
been very helpful to us.

We have so many competing committees going on at this time, plus
the action on the floor, that we have not had the full attendance I
would like. This does not mean that this isn't of profound interest to
all of our membership.

We had full hearings all morning on the tax bill and we have been
having them every morning and on soipe afternoons, too.

With that, we will close these hearings. Thank you all very much.
[Whereupon. at 3:50 o'clock. p.m., the committee adjourned, to re-

convene on Friday, August 25,1978.]
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The Case for Tax Loopholes

Murray L. Weidenbaum

Presenting the case in favor of tax loopholes may seem to be an example of
trying to defend the indefensible. Loophol, of course, is a perjorative term
indicating some special advantage that a person or group has achieved,
presumably at the expense of the public welfare. And, as we are told repeated-
ly, eliminating all of the loopholes would permit a massive reduction in tax
rates without any overall decline in revenues.

The implicit trade-off sounds so desirable that we may wonder why the
change has not been made before. An obvious answer of course quickly comes
to mind: the special interests have prevented it. Although that may be the
popular answer, a quite different one will be presented here, one which is
based on a broader view of public policy. We will examine the role of these
special tax provisions in the light of the totality of governmental tax, expendi-
ture, and regulatory activities, especially as these affect the relationship of
public to private activities in the United States.* But before doing so, we will
cover some preliminary material. It will be helpful to examine the nature of
the various loophole arrangements and their impacts on the tax system of
which they have become so basic a part.

Technically, the term look-k-at least in my understanding-applies to
that broad and disparate range of specific provisions in the tax code which
permits one or more taxpayers to depart from the general structure used for
taxing income. To clear the air at the outset, I am not about to defend every

The author is indebted to Robert DeFina for the calculations of tax expenditures
b) income clau and for other helpful assistance. Numerous useful comments on an
earher draft were made by Linda Rockwood.
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"raid" on the Treasury. That is, I will not be supporting the desirability of
each and every special provision of the Internal Revenue Code. As a general
proposition, I do favor the economic notion o( "horizontal equity"-that is,
equal treatment of taxpayers in similar circumstances. And it should be recog-
nized that a "cleaner" tax code-one with fewer special provisions-likely
would help to achieve a greater degree of horizontal equity.

Yet, it needs to be acknowledged that there is room for a good degree of
legitimate quibbling as to who are the equals to be treated equally. The tax-
payer who devotes a portion of his or her income to voluntary contributions to
eleemosynary institutions may quite properly be viewed a bit differently than
the taxpayer with identical income who devotes all of that income to his or her
personal gratifications. This would seem to be one of the many instances in life
where sensible results are more likely to be achieved by carefully balancing a
variety of important considerations, rather than single-mindedly attempting
to pursue just one.

In this brief examination of the composition of tax loopholes I will, of
course, try to avoid the obvious distinction that those special tax provisions
which benefit me are essential to the public welfare, but those that benefit you
are just low priority giveaways. As Professor Boris Bittker explained on this
campus ton an earlier occasion, there are very few tax provisions which meet
the formal dictionary definition of loophole, that is, "an ambiguity or omission
in a statute, etc., which affords opportunity for evading its intention."' In the
main, tax loopholes are not the product of an ingenious attorney or account-
ant laboriously examining the minutia of the Internal Revenue Code. Rather,
the typical loophole was deliberately placed there by the Congress to achieve
a public purpose, a purpose of which you or I may speak good or ill. Even as
enthusiastic a critic of these special tax provisions as Professor Stanley Surrey
has been moved to note that many of them "were expressly adopted to induce
actions which the Congress considered in the national interest."2

To belabor the obvious, the charitable deduction was not inserted in the
tax system to provide windfall gains to the wealthy but, in Professor Surrey's
words, "to foster philanthropy." As we are about to see, however, the pro-
viders of that philanthropy constitute a varied lot.

THE NATURE AND COMPOSITION OF TAX EXPENDITURES

As it turns out, there is a classification of special tax provisions which is
available for our use. In recent years, the term tax expmdhira has been ap-
plied to those features of the tax law which have often been labeled as



1035

loopholes. A formal definition is more descriptive, albeit somewhat formida-
ble: revenue losses attributable to provisions of the federal tax laws which
allow a special exclusion, exemption, or deduction from gross income, or
which provide a special credit, a preferential rate of tax, or a deferral of tax
liability.

Before turning to the data, however, a critique of the tax expenditure con-
cept is in order. On its surface, that dreadful phrase may seem to be an anoma-
ly: either something is a tax or it is an expenditure. According to Professor
Surrey, who is generally acknowledged to be the father of the tax expenditure
concept, "The term 'tax expenditure' has been used to describe those special
provisions of the federal tax system which represent government expendi-
tures made through that system to achieve various social and economic objec-
tives."3 The notion that the tax incentive device involves the expenditure of
government funds is, in my opinion, a fundamental error, however, and one
that leads to all sorts of erroneous public policy.

The Surrey view seems to be based on the implicit assumption that the
state is entitled to as much of the taxpayers' income as it desires, Hence, the
citizen's claim on his or her own income is secondary or residual. Thus, any
reduction in that flow of private income to the public Treasury is viewed us an
act of grace by a benevolent sovereign. To the contrary, a tax expenditure-if
the concept is to have any justification-signifies less taking of private funds
by government. This is a simple but powerful point. In my view, tax expendi-
tures should be seen in the context of the substantial taxes which are being
paid by private individuals and corporations. To tell a person who is paying
out over a third of his or her income in federal taxes that he or she is unduly
benefiting from some tax expenditure reflects a strange view of tax equity.
And to be told that by a beneficiary of the low income allowance compounds
the insult.

Tax expenditures or tax incentives are designed to alter private behavior
in an economy already strongly influenced by government; they are intended
specifically to increase private expenditure on a particular item or category.
From a purely fiscal viewpoint, a dollar less paid in taxes has the same effect
on the budget position as a dollar more disbursed by government. But, a
variety of different consequences may flow from choosing the tax or the ex-
penditure route for achieving public purposes.

An important shortcoming of the tax expenditure concept arises from the
method used in estimating the dollar magnitudes. The data reported do not
take any of the indirect effects from the operation of each of these special tax
provisions into account.' Many of the tax expenditures alter taxpayer
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behavior and economic conditions. In many cases that is their purpose. Their
elimination also might require offsetting changes in federal expenditure pro-
grams or in other aspects of the tax system in order to avoid obviously
undesirable effects-but thus preventing the Treasury from recapturing the
full revenue loss. The tax exemption of interest received on state and local
bonds is an interesting case in point. On the surface, this provision appears
merely to provide tax relief to the high bracket holders of these securities.
And numerous tax reformers urge the prompt elimination of this "loophole"
on that basis. But, on reflection, the tax exemption enables the states and
localities to issue bonds at lower interest rates than other borrowers of com-
parable risk categories. (Certainly, the purchasers of these securities would
turn to higher yield issues if the interest were to become taxable.)

Thus, some of the tax expenditure also implicitly involves a substantial
subsidy to the governmental units issuing these securities. In fact, the more
sophisticated tax reform proposals designed to eliminate or reduce the use of
the tax-exempt securities do provide for the payment of federal subsidies to
state and local governments to offset the higher interest payments that they
would have to make in order to sell their securities in the "taxable market."
Depending on the subsidy level, there could be a net loss or a net gain to the
Treasury from the combination of closing the tax-exemption loophole and si-
multaneously subsidizing state and local governments to enable them to con-
tinue selling bonds at low interest costs.5

Despite these and other shortcomings, the available data on tax expendi-
tures are useful in making some rough approximations of the distribution of
the beneficiaries of tax loopholes. The results may well come as a surprise to
many of the enthusiastic but less critical supporters of the concept.

Some of the "tax expenditures" are well known and have become notori-
ous. A few ready examples are depletion allowances, the tax exemption of the
interest on state and local bonds, and those provisions which have been used
to shelter certain types of real estate income (such as expensing of interest and
taxes paid during the construction of buildings). However, it may come as a
surprise to many that these items comprise a relatively small portion of the
S95 billion of tax expenditures-losses in revenue-reported by the Treasury
Department in the fiscal year 1976.6 The great bulk of the $95 billion, rather,
consists of items which I suspect the vast majority of the public never thinks of
as a loophole.

Among the largest tax expenditures, for example, are the deductibility of
mortgage interest and property taxes on owner-occupied residences. The tax
treatment of these two items of personal expense of the typical homeowner ac-

e.p
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counts for a total of $8.9 billion of revenue foregone in the fiscal year 1976.
Other significant special provisions include deducting charitable contribu-
tions ($5.4 billion revenue loss to the Treasury), personal, state, and local
taxes, other than on homes ($8.0 billion) and excluding from taxation em-
ployer and self-employed contributions to employee pensions ($8.4 billion),
medical insurance premiums and medical care program for employees ($4.5
billion), as well as social security and unemployment benefits ($7.0 billion).

However, merely reciting specific examples such as these may give a dis-
torted picture of the total reality. Tables 2.1 and 2.2, therefore, are an attempt
to show the overall distribution of tax expenditures by income class. The data
on tax expenditures axe taken from the official tabulation in the annual
federal budget. The assignment of tax expenditure benefit to income classes is
based on a Treasury Department study of 1971 data prepared for the Joint
Economic Committee.7 I have divided the data into three categories-benefits
to the lower-income groups, to middle-income groups, and to upper-income
groups.

The amounts shown in the category "lower-income groups" are based on
the proportion of each tax expenditure in 1971 received by those taxpayers
with adjusted gross income of $10,000 or less. The data for the "middle-in-
come groups" are based on the proportion of each tax expenditure in the base
year going to taxpayers with adjusted gross income of $10,000 to $50,000.
Frankly, I would have preferred using a lower top limit for the middle group-
ing, but the Treasury did not split up the category, $20,000 to $50,000. Never-
theleu, the bulk of the tax expenditures (56 percent in 1971) was received by
the bottom half of the middle group-those reporting adjusted gross incomes
of $10,000 to $20,000. The "upper-income groups" in these tables consist of
taxpayers with adjusted gross incomes of $50,000 and over. I have made no at-
tempt to trace through the incidence of the tax expenditures received by cor-
porations, although I would expect that a substantial portion of the ultimate
benefit is received by lower-income and middle-income groups.

The public finance literature provides a variety of viewpoints. Personally, I
subscribe to a mixed case, in which some of the benefits are shifted forward to
consumers in the form of lower prices, some are shifted backward to employ.
ees in the form of higher incomes and fringe benefits, and some significant
amount benefits the shareholders. Examples of probable backward shifting,
although relatively small, may be the most apparent. I have in mind here the
tax credit for employing welfare recipients and the increase in the investment
credit for the companies that use the proceeds to finance employee stock
ownership plans.
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Table 2.1

SUMMARY OF TAX EXPENDITURE FISCAL YEAR 1976
(in billions of dollars)

Amount Percent o Tot&l
Estimated b - ts to Wover

Is"coM $rsp 17.9 19

teimted beeks to mddle
Income group. 38.6 40

Estimated benefits to upper
income groups 15.9 17

Estimated benefit to
corporation 22.9 24

Total 95.3 100

Source: Summary of details shown in Table 2.2

As shown in Table 2.1, the bulk of all the estimated tax expenditures are
received by lower- and middle-income taxpayers-$56.5 billion out of $95.3
billion in 1976, or 59 percent of the total. By and large, the major recipients of
the tax expenditure benefits received by personal (u contrasted to corporate)
taxpayers are those in the middle-class category-$38.6 billion compared to
S 17.9 billion for the lower-income category and $15.9 billion for the upper-in-
come category.

Several large tax expenditures benefit prinurily lower-income taxpayers.
Among these are the tax exemption of various government transfer or benefit
payments which are received primarily by low-income people who would
otherwise have to pay taxes on such income, e.g., veteran's disability compen-
sation payments ($595 million of revenue foregone), social security benefits
($2.7 billion), and unemployment benefits ($3.3 billion).

To bc sure, several important types of tax expenditures tend to benefit pri-
marily corporations and investors and other relatively high-bracket income
earners. Examples in this category include the special tax treatment of capital
gains ($7.9 billion), the investment credit ($9.5 billion), the exclusion of Inter-
est on state and local debt ($4.8 billion), and the excess of percentage over
cost depletion ($1.3 billion). Clearly, the $95.3 billion of tax expenditures In
the fiscal year 1976 cannot be characterized as merely an array of depletion
allowances and other very specialized or esoteric tax provisions.
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Table 2.2 shows the great variety of the specific tax expenditures for which
the Treuury Department publishes estimated dollar magnitudes. A detailed
analysis of the derivation of the income class distributions is contained in the
statistical appendix.

Table 2.2

ESTIMATED TAX EXPENDITURES, FISCAL YEAR 1976
(in millions of dollars)

tM.f Tax Esllsrditu

Bufit Penrit to Lower.lIncor Group

Exclusion of benefits and allowances to
armed forces personnel

Disability insurance benefits
Exclusion of social security benefts
Additional exemption for the blind
Exclusion of sick pay
Exclusion of unemployment benefit.
Exclusion of public assistance beneiu

Deduction and credit for child and
dependent care expenses

Exclusion of scholarships and fellowships
Exclusion of veteran's disability

compensation
Exceu of percent standard deduction

over low.income allowance
Earned income credit

Subtotal

Besetit Pimirily to Mfiddlt.lmur Groop

Exclusion of military disability persons
Exclusion of veterans' penions
E. clusion ol G.I. Bill benefits
.dditional exemption for over 65
Rettremens income credit and credit for

the elderly
J. %, xusmin of capital pain on home if over

Exc lusion of railroad resremest system
benefits

Reuefit
Lowr ,WdJif
lucom ueromt

765
277

2.153
14

101
1,968

95

245
46

491
6

90
1.334

241 49
144 51

309 280 6

855
165

7,087

22
7

73
275

274
53

2,919

48
16

16W
607

11
2

154

To Irno Grovp
IIfr C r$. -
lu1came retis

10
7

81

4
33

- - 290
-- - 195

- .95

- 1,140
- 220

- 10,160

20
7

70
263

26 58 26

10 21 9

46 101 43

110

40

190

Tote!

1,020

330
2,725

20
195

3,335
95

90

30
305

1. 14 "

330O50 0 , 1$ - 21
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Tbir 2. enffsid

Ilefits fot dependents and survivors
Exclusion of special benefits for disabled

coal miner
Exdvsion of income earned abroad by

U.& citizens
Expensing of certain capital outlays by

farmers
Capital gains treatment of certain

income of farmers
Dividend exclusion
Deduction of interest on consumer credit
Deduction of mortgage interest on

residences
Deduction of property taxes on

residences
Depreciation on rental housing in excess

of straight line
Housing rehabilitation
Exclusion of workers' compensation

benefits
Exclusion of pension contributions and

earnings
Exclusion of employer-paid premiums

on accident and life insurance
Exclusion of employer-paid medical

insurance premiums and medical
care

Exclusion of employer provided meals
and lodging

Exclusion of income of trusts to finance
supplementary unemployment
benets

Exdusion of interest on life insurance
savings

Deductio of charitable contributions
duction of medical expenses

Deduction ofcasualty losss
Parental personal exemptions for

uudents, age 14 and oer
Deduction of nonbusiness state and kocal

taxs
Credit and deduction for political

contributions
Deferral of capital gain on home sale

155 342 148

12 27 It

32 110 3

- 645

140

- 145

159 241 55 85 540

110
90

316

167
288

1,684

38
52

105

779 3,799 292

564 2,902 54

10 325
430

2,105

- 4,870

- 4,030

49 194 162 100 505
3 15 7 15 40

283 295 12

1,980 5,383 S

217 556

1.212 3,008

133 164

4 6

215
531
764

84

1,225 215
2,496 , 1.843
1,389 162

167 59

209 418 93

823 4.54 2,554

8 19 8
135 fin 51

- 590

- 8,350

- 830

- 4.490

- 310

10

- 1,655
540 5,410

2,315
310

720

- 7,965

- 35
- 845

(.

I
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TWk 2.2 mw asid

Credit for purchase of new home
Deferral of Interet on savings bonds
Excess Irst.ymr depreciation
Maximum tax on earned income

Subtotal

BwA* lAineu,, to Uppirr lIcenst Gromp

Capital gains
Capital gains treatment of royalties on

coal and iron ore

Subtotal

Bewit Pns'rity to Cerpmtitus

Investment credit
Credit for employing AFDC and public

assistance recipients
Depreciation on buildings 'other than

houslnS) in excess of straight line
Employee stock ownership plans

fnanced through investment credit
Exemption of credit unions
Exclusion Of certain income of

cooperatives
Corporate surtax exemption
Capital gains treatment of certain timber

income
Expensing of exploration and

development costs
Excess of percentage over rost depletion
Exclusion of interest on itate and local

debt
Expensing of research and development
Expensing of constsuction period

interest and taxes
Exclusion of grcAs-up on dividends of

LDC torporations
DeerCal of ir"-'nit .1 lkomev 1

International %ales Corporations
Speial tax rate for western hemisphere

trade corporations
Deferral of tax on shipping companies

104
132
29

145

9,736

507 39
292 126

94 17
321 139

32,36S 8,!24

439 1.830 5,051

40

790

650
550

605

51,415

545 7,365

2 to 28 is 55

441 1,840 5,079 560 7,920

,507 923 3&0 7,685 9,495

- - - 10 10

24 96 80 225 425

- - - 25 2.3

- - - 145 145

-33 -104 -18 410 235
- - - 4,170 4,170

II 28 56 290 385

14 59 87 640 800
23 105 157 1.010 1,295

17
5

263
17

1,365 3,115 4,760
3 1,325 1,350

S2 114 49 415 630

- - - 40 40

- - - 1,220 1,220

- - - 50 50
- - - 110 It0
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Ta lk f.l a~emid

R9ikoad rolling stock five-year
uaortintion - -- .23 .5

Excss bed debt tesv of aaaelal
lMitu - - - 48S 485

Credit for corpot In U.
- g - - - 240 240
Subtoal 620 1,501 2,159 21,585 25865

Total 17,884 38,625 15,916 2M935 9,360
Source: Data in total) column and for corporatios taken from $"uIel Aaul, Budge of t w

Unikd SUM. Gewvumun Fisctl r..r 1978.

JUSTIFICATIONS FOR TAX INCENTIVES

Many justifications have been put forward for the various special tax provi-
sions. Typical national objectives cited'by the proponents have ranged from
fosteringg employment and economic growth, to enhancing equity, to support-
ing worthy private institutions and'state and local governments. The specific
weight given to any of these objectives is, of course, a rather subjective matter.

The special treatment of the major tax expenditures received by upper-in-
come taxpayers and corporations--capital gains, the Investment credit, and
similar items-is justified by the need to promote investment and hence
achieve a growing economy, which will provide both more employment and a
rising standard of living for the public as a whole. We need to recall also that
the special tax treatment of capital gains was instituted prior to the insertion
o the income-averaging concept into the Internal Revenue Code. In that ear-
Mer period, were capital gains to have been taxed at ordinary income rates,
many taxpayers would have been paying taxes on long-term gains far higher
than the brackets that would correspond to their income levels during the
period in which those gains were accruing (that is the "bunching"
phenomenon). Now that income averaging has been extended to capital
gains, the primary justification for differential treatment must be viewed in
other terms-providing desired inducements to investment. We should be
aware of the obvious: to the extent that the private sector is unable to raise the
funds to finance economic growth, pressure rises for greater governmental In-
volvement in business affairs.

Surely in recent years the federal government has become an important
competitor for investment funds. The Treasury's financing of budget deficits
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plus a growing array of fOd&MOVowned or federally sponsored credit age6es
have obtained one-third or mot of the total funds lowing through the
nation's capital market. Viewed from this prospective, the various tax ex-
penditures devoted to germ-uaging private investment may merely offset the
deleterious effects of the govient's own expenditure and borrowing activ-
ities.

Turning to another mJor tax expenditure, the deductibility of state and
local taxes furthers the objective of strengthening the other levels of goverm-
ment through the federal government's dhaing the burden of the taxes levied
by these jurisdictions. This can be viewed as an early "revenue sharing"
effort. Moreover-in the absence of this deduction or a provision with similar
effect--the combination of federal, state, and local income taxes for some tax.
payers could result in a total rate close to 100 percent of income, thus border-
ing on sheer coniscation. When the top bracket of the federal income tax was
93 percent, this was a very real possibility.

Numerous reasons are cited for the tax deductibility of charitable con-
tributions. The voluntary, private institutions thus supported provide diver-
sity and free choice. They can experiment and enter fields too controversial
for government agencies. They often take on responsibilities which otherwise
would be financed entirely by tax revenues. 9 .

The deductibility of interest paid by individuals (that is, interest on per-
sonal as opposed to business indebtedness) Is a more complicated matter. The
largest portion is interest on mortgages on owner-occupied homes. The
deterioration of many central cities in recent years has strengthened the
justification of enhancing family and neighborhood stability by encouraging
individual home ownership. The deductibility of interest on general consumer
debt may be more difficult to defend. Personally, I ind it hard to see why the
general taxpayer should subsidize the families that wish to go into debt to buy
new refrigerators or second cars. In contrast, the interest that individuals re-
ceive on their savings is, of course, fully taxable. Perhaps, although uninten-
tionally, this provision also illustrates the tendency of the tax system to tilt in
favor of consumption rather than saving.

Some personal deductions are really reasonable refinements of gross in-
come in order to obtain a fair and equitable concept of a taxable income base.
Cases in point are the deductions of expenses related to earning income, such
as union dues, child care for working wives, work clothing, and fees on safe
deposit boxes for securities. A few corporate tax exemptions-notably the ex-
emption of credit unions and some o( the income of cooperatives-are an aid
to those nonprofit Institutions organized in the corporate form.
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As in each of the other cases cited here, I am making no attempt to uses.
the adequacy of these justifications, but merely to emplaize that there Is
another side to the traditional tax reform arguments. Although most popular
discussions of tax reform tend to ignore the substantive purposes of many of
these special tax provisions, the underlying literature of public finance does
aot. In the most definitive study of personal tax deductions, for example, Pro-
femor C. Harry Kahn states that these tax provisions are designed to
"differentiate between taxpayers whose incomes, though apparently equal,
are of different sizes in some relevant sense."0

Thus, without prejudging their effectiveness, we should note that at least
some special tax provisions (perhaps the additional exemption for the blind or
the deduction of casualty loses) are intended to further the achievement of
horizontal equity-equal treatment of equals. Professor Kahn goes on to state
that "care must be taken not to designate the tax equivalents [the revenue
foregone from personal deductions as simple tax loom. If intended to spur
private expenditures, for instance, in the philanthropic domain, the figures
represent more accurately the tax cost to the government of encouraging ex-
penditures which might otherwise have to be undertaken by government.",1

SHORTCOMINGS OF THE TAX INCENTIVE APPROACH

Surely the Internal Revenue Code contains numerous "marginal" sub-
ddies, in which modest tax benefits enable the private sector to continue some
worthy undertakings (hospitals or orphanages, for example) at a fraction of
the cost which the federal Treasury would have to bear should the activities
be run by the state. But there also are tax "shelters" in the Code which pro
vide an inordinate amount of benefit to the recipients or cost to the Treasury,
far out of proportion to their value to society as a whole.

Special tax provisions (tax expenditures) have been criticized on numer-
m grounds. Many of them, especially the deductions' from income, are at-

tcked as being regressive, because they reduce the tax burdens of upper-in-
come taxpayers more than those of lower-income taxpayers. Deductions
clearly do have that effect. Under the deduction approach, the amount of tax
saving per dollar of deductible expenditure depends on the marginal tax
bracket of the taxpayer. Thus, an upper-income taxpayer receives a larger tax
'uduction than does a lower-income taxpayer for making the stame dollar
amount of charitable contribution or payment of state and local taxes.

In ele'ct, the government subsidizes the taxpayer to the extent of 14 per-

4,
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cent of the state and local taxes and charitable contributions for the lndividu-
al or family in the lowest tax bracket-when they Itemize rather than take the
standard deduction. In the cae of those in the top bracket, the government
subsidizes 70 percent of those expenditures, and somewhere In between for
the others. The many taxpayers using the standard deductions receive no tax
benefits from their contributions.It

From the viewpoint of achieving desired public policy objectives, special
tax provisions lack some of the compelling characteristics of direct expendi-
tures. Typical-but not all-direct expenditure programs offer the following
advantages: the public has a clearer picture of the flow of federal assistance;
the Congress can exercise annual control over the size and distribution of the
benefits; the financial aid given to private individuals and groups can be
weighed against the desirability of government agencies taking direct respon-
sibility for the programs in question. This idyllic view, however, is not readily
reconcilable with the reality of trends In the federal budget. In recent year
the relatively "uncontrollable" expenditure programs-social security-pen-
sions, interest on the public debt, unemployment compensation, et cetera-
have come to dominate total federal spending. In fact, many of these pro
grams do not even appear in'the annual appropriation bills but are funded via
so-called permanent and indefinite appropriations.,"

PROSPECTS FOR CHANGE

As pointed out earlier in this paper, this is not " plea for the retention of
every special provision in the tax system. To an economist, it is reasonable to
contrast the costs and benefits of various mechanisms for achieving public
policy objectives. It certainly is conceivable that, in some cases, direct ex-
penditures may be a more desirable alternative than tax incentives. In other
cases, credit usistance or regulatory program or still other approaches my
be preferred, such as just letting the market work. There seems to be little
need to take a doctrinaire attitude and prohibit public policy from using any
one of these alternatives. Rather, the advantages and disadvantages of each
mechanism should be weighed, and the most desirable one used to achieve a
specific objective, be it the encouragement of business investment or the dis-
couragement of environmental pollution.

However, the implications of moving from indirect support through the
tax system to direct federal expenditure subsidies are profound, especially in
the many instances of aid to private, state, and local Institutions. Taken
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$6uly (as has been suggested by some tax reformers), this move would mean
- g private hospitals, orphanages, schools, and similar social service and

table institutions into the federal budget." The opportunities for federal
e and control over the conduct of these private organizations would

obvious and could be very considerable.
Moreover, the constitutional separation of church and state would proba-

prevent extending such direct general purpose financial support to
h-related medical and educational facilities and certainly to the religious

.titutions themselves. The choice between tax incentives and direct federal
atcpendttures turns out to involve more than the selection among technical

ftmscing mechanisms. The choice involves altering the balance between pub-
,,* and private power in our society. The issue is seldom clearly joined, which
)'ay explain why the debate gets so heated at times.
. However, the use of the tax incentive route does not require adhering to
-&e specific types of tax mechanisms now in use. For example, the deduction
from taxable income is not the only way in which the tax system can be used
4.1 encourage taxpayers to spend some of their money in a manner which ac-
cords with national interests. It is merely an example of the power of the

,.",I*tu quo. Deductions have been part of the system since the institution of
.ie income tax law in 1913.
- An alternative to the deduction is already available and has been used in

viious specific instances: the tax credit, which is a deduction from the ulti-
aite tax liability rather than from taxable income. Although the distinction

between credits and deductions may be considered to be a technical matter
.ly of interest to specialists, the differences in effects may be very significant
1r the individual taxpayer. Given the progressive nature of the personal in-
&ase tax structure, ordinary deductions are implicitly regressive. Credits can
be more flexible. A credit can be given in terms of a percentage of an expendi-

re, and various ceilings may be put on the amount of the credit. Moreover,
aredits can be extended to that vast portion of low and moderate income tax.
payers that do not itemize individual contributions, but use the standard
deduction.

The credit concept is in widespread use in the corporate tax structure,
where its use ranges from encouraging the employment of welfare recipients
to expanding business plant and equipment. In the individual tax system,
credits are now provided for child and dependent care expenses, retirement
heome, and political contributions-sometimes as a voluntary alternative to
lb. deductions. Suggestions to use tax credits in place of personal exemp-
*W-.$750 is the present deduction for each taxpayer and dependent-have
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been made by President Carter and Vice-President Mondale, among others.
As pointed out earlier, the value of a deductible dollar varies with the tax.

payer's bracket. With a fixed percentage credit, in contrast, a given dollar of
charitable outlay, for example, would generate the same amount of tax sav-
ing, regardless of the taxpayer's income level. Of course, the uppe-bracket
taxpayers might manke a larger donation and thus qualify for a larger absolute
tax benefit, but they would receive the same proportional benefit. Depnding
on the percentage allowed as the credit, such a system could reinforce the pro-
gressivity of the personal income tax, since those taxpayn whose marginal
rates were below the percentage credit would have thel average bill reduced.
Those in the higher brackets would find their tax bills raised if credits were
substituted for deductions.

The mechanism of a tax credit could be important in strengthening the
role of voluntary organizations in our national life by making them more dem.
ocratic. Because the proposed tax credit would operate to the advantage of
lower, and moderate-income taxpayers, it could help to create a potential new
constituency for private institutions, freeing many of them from their present
dependence on the wealthy few. Unlike the alternative of direct support
through government expenditures, substituting tax credits for personal
deductions would constitute a modest step toward decentraliting decision.
making in our society and encouraging diversity in the way that social objec-
tives are achieved.

One would wish to cite a less shopworn metaphor, but the typical tax re-
former tends to concentrate on the hole rather than on the doughnut. Unfor-
tunately, the existing situation seems to be a fine example of the Lord (or the
Feds, rather) giveth and the Feds taketh away. Private institutions In the
United States, of course, were alive, well, and growing prior to their support
through the income tax system. No doubt the powerful combination of heavy
taxation and the expansion of public philanthropy and functions has adverse-
ly affected both the ability and the incentive of private citizens to support pri-
vate undertakings and has led to the need for offsetting aid via the tax incen.
tive route.

As has been amply demonstrated in another connection, a major long-term
barrier to private sector saving and investment is the large governmental
budget deficits whose financing is competitive with private undertakings. If
the public sector were smaller and its intrusion into the private sector substan-
tially reduced, there might be little need to advocate supporting private in-
stitutions via the tax system. To be sure, some private interests-be they busi-
mess, labor, agriculture, or any otber-wW always try to enrich themselves at
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the expense of the public welfare. But that knowledge should not cause us to
overlook the fundamentally adverse impacts of government action on the pri.
vate sector.

Perhaps we have come full circle. The aims of the conventional tax reform.
en and the objectives of the apparent defenders of the status quo may not be
a far apart as they initially appear to be. The reconciliation of the two sets of
objectives may lie in the more widespread understanding of the conditions
that led to the adoption of so many of the special tax provisions in the first
place. The simple elimination of these tax provisions often would leave
unfulfilled the objectives that they are designed to foster. Yet a more effective
approach to public policy might be in dealing with the basic conditions that
often prevent private institutions.-.business and nonprofit alike-from per.
forming their intended functions, conditions that frequendy-and on occa-
sion unwittingly-result from the rapid expansion of governmental activities.
Dealing with those basic conditions would have the added advantage of
avoiding the revenue losses and the equity problems that may result from
using tax incentives.

One example, among many, may help to particularize this general notion.
As many studies have demonstrated, the compulsory minimum wage law
tends to price low-skilled and less-educated workers, especially teenagers, out
of the labor market. To some extent, this adverse effect is offset by tax credits
which are intended to encourage employers to give jobs to this target popula-
tion. I am confident that if both programs were eliminated simultaneously,
employment would rise, the budget deficit would be reduced, and the general
welfare would be enhanced. But to eliminate the tax expenditure while ignor-
Ing the underlying problem, as seems to be the traditional approach to tax re-
form, would be another exercise in futility.

Similarly, the need for tax incentives to encourage private support of edu-
cational institutions arises in large part from the adverse effects of other
governmental actions. The rapid expansion of classrooms and educational
buildings in public institutions ha frequently resulted in much of the higher
educational system operating far below capacity and thus pushing up unit
costs. (More generous scholarships directly paid to students would have been
a far more efficient approach.) These upward cost pressures are in addition to
the basic inflation engendered by federal fiscal and monetary policy.

A similar situation arises in the health field. The overly rapid expansion of
hospitals has resulted in empty beds with attendant upward pressures on unit
costs And, further, the inflation in health care costs resulting from the
government's medicare and medicaid programs has exacerbated the finance
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squeeze facing private health care Institutions.
It is cavalier, to sy the-least, for the naive tax reformers to blithely ignore

afl of the adverse impacts of government action on private institutions and
then pick on one of the few areas of public policy-tax expenditures-where
the public sector attempts to undo the damage.

CONCLUSIONS

In this paper I have attempted to show that a sympathetic examination of
"loopholes" or tax expenditures, to use the more technical and quantifiable
term, can be useful. The mechanism of tax expenditures or incentives may
serve a variety of public purposes, ranging from promoting business invest-
ment and economic growth to encouraging private, voluntary organizations.

Indeed, the growth of tax expenditures may be viewed as a reaction to the
severe impacts that the expansion of government power and activities has had
on the viability of private sector institutions. But the prompt elimination of
those obstacles, such as large dddft financing and pervasive government reg.
ulation, seems to be an unreaistic expectation. Hence, the reliance on second-
best alternatives, such as tax expenditures, may on occason be a sensible
route.

The survey of the specific tax expenditures undertaken here reveals that,
in the main, they are not special benefits to the highest.income classes nor the
product of ingenious accountants or attorneys. Rather, the typical tax ex-
penditure benefits primarily middle- and lower-income group of the popula-
tion. Nor are the major tax expenditures obtained by engaging in unusual ac.
tivities. Rather, they are received from such prosaic activities as paying state
and local taxes, owning a home, and working for a company that provides
group insurnce and other fringe benefits.

To be sure, not all tax expenditures are of this nature-and not each one
needs to be defended. But the point being made here is that neither should the
entire category be condemned and Its elimination urged as unequivocal
matter of equity.

As pointed out in this paper, there are reforms which could be instituted-
such as more widespread use o( the tax credit device-to simultaneously help
to achieve greater progressivity in the tax structure and still se to attain
the basic purposes intended by the Congress.

Given the current interest in tax reform, it seems evident that proposed
changes should be vewed In a broader context dam in the post Qpestom of
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income distribution and macroeconomic policy hAve tended to dominate the
discussion of tax reform. But we must also address such other important
apects as the effects on the respective roles of the public and private sectors
and of federal, state, and local governments and the resultant shifts in the dis-
tribution of power In the society.

All in all, tax incentives may, in this impedect world, often be the most re-
alistic available alternative to achieving such important objectives u enhanc-
lg economic growth and employment, strengthening state and local govern.

ments, and encouraging a diversity of private, voluntary approaches to meet-
Ing society's needs.
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TABLE 11-4

Taxes and Transfers as a Percentage of
Inconw. 1965

Taxes

Income class

tInder $2,000
$2.000-4 .000
$4.000-$6.0011
$A.000-S 8.000
$S.000-$ 10,000
1 10.000-15.000
$15,000 and over

Taxes
State Transfer less
and payments transfers

Federal local Total

192% 25§ 44% 126% -83%*
16 Ii 27 11 16
17 10 27 5 21
17 9 26 3 23
is 9 27
19 9 27
32 38

2
2
1

25
25
311

Total 22 9 31 14 24

l he minus sign indicates that families and individuals in this class received
mote from federal, slate, and local governments than they, as a group, paid to
these governments in taxes.

Joseph A. Pechman. "The Rich,the Poor and the Taxes They Pay," The Public
Interest, November 1969 The data are from the Economic Report of the Prest.
dent, 1969, p. 161.

Source: Herman P. Miller, Rich Man, Poor Man, published by
Thomas Y. Crowell CO., New York, 1971, page 17.
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