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REVENUE ACT OF 1978

THURSDAY, AUGUST 24, 1978

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, 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 of
the committee) presiding.

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

The Cramrman. Qur 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. JONES, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, GENERAL ELECTRIC CO.

Mr. Jongs. 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 duc 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-
cent in 1980. That compares with an estimated 3.7 percent for the full
vear 1978. They see unemployment, which has averaged 6 percent
during the past 3 months. chmbing 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 econorists antici-
pete 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 counterproductive situation. That is to say, un-
less the Congress enacts prompt and sizable tax reductions effective on
January 1, 1979, next vear will see about 25 billion in tax increases
from inflation and legislation alveady on the books. That includes
increased payroll taxes, escalation by inflation of individuals into
higher tax brackets, and higher corporate taxes due to the effects of
underdepreciation as well as taxes on phantom inventory profits.

Last March, before the Ifouse Ways and Means Committee, The
Roundtable urged tax cuts totaling about $25 billion and this level of
cuts had broad endorsement 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 kcep up the momentum of the economy. Instead, what
happened ?

The proposed tax cuts have been whittled down and the effective date
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 January 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 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 GNT to 0.5 percent of GNP,

Second. today’s unemployvment exceeds 6 percent while the rate of
capacity utilization in manufacturing is 84 percent—compared to
91 percent in 1966 and 88 percent in 1972, ‘This suggests that 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 productivity and inercased cost of raw
materials due to import restrictions and the decline of the dollar.

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

And fourth. the proposed cuts in corporate taxes would encourage
capital spending. This would improve productivity and forestall in-
flationary shortages and bottlenecks in the early 1950,

Our full 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 and strongly support
the widespread public desire to reduce the oppressive weight of taxa-
tion and gevernment spending.

Tt 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 IHouse for its action in
cutting the corporate rate from 48 percent to 46 percent. But in the
hght of the serious, long-tevm capital formation problem, we urge a
3-point reduction. to 43 pereent, in 1979 and at least 1 point further
reduction for each subsequent year until the rate reaches 42 percent.

Small business needs special relief. but instead of sealing the tax
rates up in four steps. as proposed in the House bill, we recommend a
more simplified system with only one break-point. 17 percent on in-
come up to K75.000 and regular rates (45 percent in 1979) on income
above §75.000, This is actually a better bhreak for small business and
avoids the distnrbing precedent 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 I'TC permanent, and allowing the eredits to offset 90 percent
of tax liability instead of the present 50 percent. But the move to 90
pereent of liability 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 bill. It wonld be especially unwise to repeal or phase out
the DISC and deferral provicions at a time when our international
trade position is deteriorating and we are running record trade deficits.

And finally, while the current economic climate dictates that we

lace 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 Crramryax. Thank yvou very much for your statement.

Let me say this to all of the witnesses who will be testifying here
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
testify.

The way these hearings usually go, we have a good attendance at
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 witresses 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 CrarMAN. Senator, I did not mean to shut you off.

Senator Danforth ¢

Senator Danrorri. 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. JonEs. 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.

Tast 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 greenficld 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 DaxrortH. 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—namely 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. JoxEs. 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 DCRR (Discounted 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 DanrorTH. 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. Jo~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 emplor
ment, becauss 1t would enhance productivity, I think that they wou
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-



.

4

741

ductivity goes up. Preductivity has actually dropped in the United
States during the first half of this year.

Senator Daxvrorrii. Than't you.

Tha Cuamrman. Senator Packwood ¢

Senator Packwoop. 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 yvears 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. Joxes. The effect would be very immediate.

Last vear, 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 afliliates abroad, we would not be in a position to in-
stall, to engincer, to service the equipment that we sell in these for:ign
nations.

All of our foreign competitors, particularly in the case of the elec-
trical 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 foreign countries get the increased tax revenues. The
United States gets little, if anything—probably suffers a loss because
the foreigm tax credits go up, and therefore, we have a larger redue-
tion ir U.S. taxes.

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

Mr. Joxes. 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 vears. that dropped to 24 percent. Five years
later, it dropped to 22 percent. Qur share is now less than 20 percent.
T.ast year—we do not have final figures, but I guess it was about 18
percent. That is how serious it has been,

i
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Senator Packwoon. Let me ask you one last question. The argu-
nients made on the runaway plants, shipping goods back into the
United States, do you ship any significant amount of material, finished
goads, back to the United States from overseas plants?

Mr. Joxges, The only item of any conscquence that we ship back to
the United States is radios. We were driven out of the radio business.
We were the last domestic manufacturer—this is other than auto-
mobile radios—we were the last domestic manufacturer of radios.

Rather than give up the employment of all of our engineering and
marketing people, we gradually phased the manufacturing into Hong
Kongr and Singapore. Tt was the only alternative that we had.

Senator Packwoon. Thank vou.

The Ciamyan. Senator Byrd ¢

Senator Byro. Thank you, Mr. Chairman.

My, Jones, first let me say that we in Virginia are very proud of
the nine, I believe it is, General Eleetric plants which we have in our
State. 1 think Virginia has been good for General Electric, just as
General Ileetrie 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 o many of the employees. You have a won-
derful group of employvees, I might say.

M. Joxrs, Thank you,

Senator Byro. I like your statement fundamentally, and agree with
most of it.

The Business Roundtable, you are chairman, I believe, of the Tax
Committee ?

Mr. Joxes. Yes.

Renator Byrn. I know many of the members—perhaps most of the
members of The Roundtable. and it is, of course, an outstanding group.

But T note in your statement. on page 3. you sav, first. the com-
bined. Federal, State and local defieits have deelined from $64 billion
in 1975 to less than £11 billion estimated for 1978,

But T note in your statement, on page 3, you say, first, the com-
mented on it, at least. except that it seems to me that it ties in with the
statement that The Roundtable 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. T do not know how The Roundtable can say a budget
which, if you take fiscal year 1978, will increase Federal spending by
13 pereent over the previous vear. 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 Government is a lean Governient when it
inereases its spending by 11 pereent. T think we are going to find it
very diffienlt to do very much about putting the Government's finan-
cial house in order controlling inflation.

But T 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.

.}"

N
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I am wondering what your view is on these continned and acceler-
ated and huge Federal deficits.

Mr. Joxes. May [ comment, Senator?

Senator Byrn. Please.

Mr. Jones. When we made the original statement with respect
to the so-called lean budget. s you put it. this was to indieate frankly
to the administeation that we were pleased with the efforts they had
made in terms of cutting their request, They had very substantially
ent the requests fo get avonnd to that figure. and we had been coneerned
that we were going to he faced with a budget wil over 8500 hillion,

Since that time, we have been urging the administration to try to
cut further the expenditures that were in that hudget, and they have
gone some distance on that. I think that more should be done.

We do feel that eatting taxes. and therefore providing less revenues,
builds up more back preszure to eut expenditures, and if yon do not
ent taxes and therefore put that pressure on, you will not get the ex-
penditure reduction that vou should get.

The overall figures for ealendar vear 1978 show a $40 hillion Fed-
eral deficit, a €30 hillion State and loeal surplus, and thus a $10 billion
net deficit compaved with €61 hillion combined deficit in 1875,

Senator Byrp. Do vou not think that the Federal deficit of {40
billion—yon are lumping the surplus of the State and local govern-

ments in order to reduce the combined deficit is still shuockingly high,
© Mnr. Joxes. We applaud all efforts to control that defieit. I was build-
ing a total picture of an cconomy being in the position of needing
this €25 billion tax cut,

_Senator Byro. Thank you.sir. -

"The Criamyan. Senator Bentsen ?

Senator BextseN. Thank you very much, Mr. Chairman.

It certainly is good to see vou again, Mr. Jones. and T agree with
vou that our major concern, T think. is increasing productivity in this
country. We started hearings on that about 4 years ago, talking about
capital formation,

Mr. JoxEs. I remember testifving before your committee in April
1974,

Senator Bextsex. We were early on, It took a while for it to catch
on.
We talk about 84-pereent productive capacity being utilized in this
country. One of the points T think has to be made that that other 16
percent is normally the least eflicient in eapacity and as we step up,
when we get up to the 91 pereent we are really dealing with some very
ineflicient capacity that needs te he modernized.

The equity debt ratio in this country concerns me, and T see com-
panies resorting to a lot of cash tenders for other companies because
thev can buy undervaiued assets. and that is a cheaper way to go than
going out and buying new machinery, because they do not have suffi-
cient incentive to accoinplish it.

Wonld vou agree with that ?

Mr. Joxrs. Absolutely,

Senator BExTseN. T notice in vour statement vou refer to a 5-vear
amortization election on pollution equipment. add-on equipment. Why
would that not be just as reasonable on new OSHA equipmen! that
might be added on where it is Government imposition by regulation
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adding to the cost, which again makes ug less competitve than those
nations which are not trying to accomplish what we feel are worth-
while s%cial objectives, but nevertheless puts us in & 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-year amortization. At the White House Conference on Bal-
anced 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
heen talking about too, as needed to spur investment. It does mean a
loss 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 BEnTseN. 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-
ried longer than that.

Do vou see the judgment con that, or not ¢

Mr. JoxEes. No; T do not.

Senator BexTsEN. On the capital gains point, can you see any reason
for the runup 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. JoxEs. T am a poor person to try to explain the stock market to
anyone. T 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 recogmition of this.

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

Senator BenTseN, 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
therr is going to be a great slowdown in trade or purchases?

Mr. Joxrs. 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 BExTsEN. Otherwise, evervbody is going to hold until the
effective date. If that is next year in the House bill, that is when it will
be consummated.

Mr. Joxes. That is right.

Senator BeExTseN. Thank you very much, Mr. Chairman.

The CHaAIRMAN. 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. Jones. 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 recognize—is one
that provides more dollars to small business witiout introducing this
very danm%ng 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. Joxes. Yes. We have had a number of philosophical discussions
of indexing. I must say that we have grave concern that, once you
start 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 DoLk. Is it not inequity to pay a tax on inflation ¢

Mr. Joxgs. It is an inequity, no question about it. I am concerned
that it would be very, very difficult to take awa{r 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 teking away from
thci Conl,clzress the ability to cut taxes would be pretty difficult to sell

itically.
poSenato¥ Dore. Congress always likes to cut taxes. However, as you
indicate in your statement, the bill is not a tax cut. There is not goin
tobe atax cut if the revenue loss stays in the range of $16 billion. It wi
not cover inflation and the increased social security costs,

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

Mr. Jones. It is go)itically 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 Dove. If we had indexing there would be more discipline.
There would be a need to couple indexing with cuts in spending. ﬁight
now, we do not worry about cutting spending. We just pick up $30 te
§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 American people
think we ought to cut Federal spending. Some suggest that we cut tax
expenditures.

ou 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 be
made and a very considered action taken that would ll)ut 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 produe-

tive plant that we need.

Senator BExTseN. We have been reading each others speeches.

Mr. Jones. Then, by God, T am on the same horse. I think the idea of
puttiri{g 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 CHARMAN. Senator Nelson ?

Senator NrLsoN. I have no questions.

The Cxamman. 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 So-called tax expenditures automatically
expired? It would be about a $180 billion tax increase, and I think

---—business wanld 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 his 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. Jones. It is a pretty sneaky approach.

Senator Dore. There would be a lot of sunsets for a lot of Members

~—=-- of Congress. ’
Senator Hansex. Mr. Chairman ¢
The CRAIRMAN. Senator Hansen ¢
Senator HaxNsEN. 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.

) 4
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I think, as Senator Byrd poirted out, that there has not been very
much restraint on the part of the Federal 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 today results from the fact that the U.S. Government has
been putting out a lot more money than it has had coming in.

Mr. Joxes. Because you must monetize the deficit.

Senator Hansex. 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” ?

Mzr. Joxes. 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.

T have got to tell you that I have torn every one of those studies
apart and have had sessions with Martin Feldstein and others, and 1
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
t%mn 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 time that you reach a decision,
that you would then get some action promptly. .

As T have said, we have studied all of these analyses that have been
made and decline to make, ourselves, a specific quantitative appraisal,
sa_viilg 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
saving that is a static approach.

1 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
vou 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. JonEes. I do.
Senator HanseN. Thank you.
Senator Packwoop. Could I add one thing there ?

The CaHarMaN. Go ahead.
Senator Packwoop. 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 CHATRMAN. Senator Rotht

Senator Rorn. Mr. Jones, I am sorry I missed your statement, but
T 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 vear 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 sav why I think this is essential.

No. 1, T 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? Do you think that it is
desirable to have a major tax cut phased in over several years from
this standpoint{

Mr. Jones. We made the recommendation in our paper on the busi-
ness 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 hava 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 Rorn. 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. Joxes I would like to comment on that, because, in our paper,
we make & 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. N

Senator Rorn. 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. Jones. Yes. .

Senator Rota. The important thing that I think we need to signal
by 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. Joxes. We would certainly concur with that.

Senator Rora. Thank you.

Senator BENTSEN. Are there further %mstions?

Thank you very much, Mr. Jones. We appreciate your testimony.

[The prepared statement of Mr. Jones follows:]

STATEMERT OF REGINALD H. JONES, CHAIRMAN AND CHIEF EXECUTIVE OFFICER,
GENERAL Evrectric Co.

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

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 1890 business and financlal 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 Cornmittee; 8o I believe I testify with the oroad support of a significant
element of the business community.

TAX CUTS NEEDED NOW

Tet 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.8. economy could well slip into a recession in 1979,

When I testified on tax legisiation before the House Ways and Means Commit-
tee last March, I satd, “Most economists agree that the United States does nat
stand at the edge of another recession.” Today, I'm not 80 sure. The number of
pessimists 18 rising, the number of optimists Is 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 1877 to 3.9 percent 80 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. Yon
have all noted that most economists are revising their expectations downward.
General Electric's economists now project a significant slowdown in the rate of
expansion for 1979 and 1980. 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 1879 and 1.7 percent in 1980-—com-
pared with 8.7 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 7.0 percent at the start of
1980.

Plant and equipment spending is currently the strongest sector in the
economy. But our economists auticipate 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 income 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 lias 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 to 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 alreads on
the hooks. 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 totalling about $25 billion, and this level of cuts had broad en-
dorsement in the Congress and the Administration. We urged that the tax
cuts he 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
vear still overhang the economy. In our opinion, we are losing grouund fast and
the situation could salip 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 prohahly 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
gsc:;)li iitnatlon supports a properly designed tax reduction program approaching

5 billion :

First, the combined federal, state and local deficits have declined from
$64 billlon 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 138 linked to
food price increases, cost-push factors such as riging 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
businesy to increase volume-related productivity gains which are critical
to price restraint,

Fourth, the proposed cut {n corporate taxes would encourage capital
spending. This would {mprcve productivity and forestall serious shortages
ana hottlenecks 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 deflcit,

INDIVIDUAL TAX OUTS8

While The Roundtable does not take a position on the specific form of tax cuts
for individuals, there {8 broad business support for a significant and batanced re-
ductiom 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-
legislated, inflation-induced tax boosts. Only in this way can we restore the
flagging vitality of our productive private-enterprise economy and undo the
elfects of decades ¢f government expansion,

BUSINESS TAX REDUCTION

It 1s 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-
ment 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 § percent or 6 percent this year, and even less next year.
Contrasi 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 underdepreciation,
has fallen from 9.9 percent after taxes in 1985—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 nutlays if it had greater confldence 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 o:
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-
trinlized 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 enongh of {ts national output into plant and equipment. As a result,
productivity gains have dropped from 2.8 percent a year in thé 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.8. has seen it8 markets successfully invaded at home and
abroad by Far Eastern and European competitors.

Until this country shifts the basie tilt of the tax system to provide a more
favorable climate for savings and investment, we are going to face a further
deterforation 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. .

BUBINESS ROUNDTABLE PRIORITIES

The Business Roundtable prioritles 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 businesss 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 biil, If anything, the economic situation
calling for tax reduction has hecome 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 speclal 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 {ncome up to $75,000, and regular rates (45 percent in 1979) on
Income above $75,000. This ig actually a better break for small business and avoids
the disturbing precedent of introducing graduated income taxes 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 {s 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 permauent.

The House Bill would also permit investment credits to offset up to 90 percent
of tax Hability instead of the present 50 percent. The bill would phase this
improvement in ar 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 bulldings, and warehouses.
This would significantly increase employment for the construction industry and
its suppliers.

We agree with the House Bill that a fult investment credit should be allowed
for pollution control facilities subject to the 6-year amortization election; these
facilities benefit the public but do not bring in any return on the capital invested.

TAXATION OF FOREIGN BOURCE 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—sapecifically proposals to tax Income of foreign subsidiaries
before it {8 recelved by U.S8. parent corporations (popularly referred to as
“phasing out deferral”) and to phase out the DISC provisions which defer taxes
on part of fncome 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
fncluded in the House Blll. It is especially important in this year, when the United
States is again running a huge trade defleit 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 recommendaations to change the law with respect to deferral.

4
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These decisfons were made because it was recognized that phasing out defer-
ral and DISC would reduce exports and jobs {n the United States. If this made
good sense two years ago, when the United States had just registered an export
surplus of §9 billion, it makes even better sense now. Our trade deficit was $27
billion {n 1977, and in 1978 1t will be much worse.

Exports of U.S. products provide at least eight million jobs {n the United
States. About 25 percent to 30 percent of these exports are accounted for by
foreign affiliates of U.8. companies. Thus, the ability of foreign affiliates to
compete abroad on equal terms with foreign based, foreign controlled muitina-
tional companies in an ever increasingly competitive climate is cruecial 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. companles 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 estimaten, with
foreign governments rather than the U.S. being the beneficiaries of this inéreased
burden.

With respect to DISC, it {s virtually impossible to agree on how much it has
contributed to increased exports. One thing, however, 18 certain: it is in place
and it {s the only offset we have—and a partial offset at that—to tax rebates or
sraivers 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 capftal 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
securlty 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
defleit, 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¥ch 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 forelgn competitors is a
critical force in boosting our exports.

So the deferral and DISC fssues should be seen in the context of our balance
of payments problems, and our need for exports and jobs. Phasing out these fwo
provisions of the tax code would be most untimely and contrary to the national
interest. Instead, the government should be developing an afirmative policy to
encourage U.8. exports, defend the dollar, and make U.8. 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
1969 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 flso 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 heen 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 returnof 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 CrairMAN. 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. Braxpon. Thank you, Senator Bentsen. o :
My name is Robert Brandon. I am director of Public Citizen’s Tax
Reform Research Group. With me is the staff attorney, Robert Mec-

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 RErORM RESEARCH GROUP, ACCOMPANIED BY ROB-
ERT 8. McINTYRE, STAFF ATTORNEY

Mr. Braxpon. 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 wiI{) 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, vou will see
that the tax increases fall most heavily on taxpayers with incomes
below $50,000.

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

The only group that really gets a tax reduction are people who make
over $100,000 per 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 AFL—-T0O pro-
gram suggested to this committee.
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I would like to move on to the capital gains proposals that have been
floating around. We strongly oppose any effort to further increase
capital gains tax preferences.

e 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
g{roblems with members of this committee and others in the Senate and

ouse,

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
sce 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 $214 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 ITansen-Steiger bill, 3,000 people earning
over 1 million a vear would get tax reductions averaging $214,000
apiece. Those 3.000 people would actually get 40 percent of the Hansen-
Steiger capital gains tax reductions.

Average reductions would be about $60.000 apiece for 20,000 or so
individuals earning over $200.000 a year. Of course. no henefit at all
would go to 99.6 percent of all taxpayvers, and about 93 percent of tax-
payers with capital gains would receive no benefit by eliminating the
minimum tax.

The House bill does not do much better, because it also repeals the
minimum tax substantially and there, again, only 0.4 percent of the
taxpavers get relief and only about 6 percent of the people with capi-
tal pains get relief,

Three-quarters of all of the benefits from H.R. 13511 will go to
people making over $100,000 a year. The House replaced the minimum
tax that it repealed on capital gains with a verv small—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
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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. )

Woe 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
pass 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 1s 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, io submit for the record a copy of our House testimony on the
President’s tax reform proposals.

Senator BenTsen. Without objection, it will appear in the record.

- - {The material referred to follows:]

STATEMENT OF ROBERT M. BRANDON, FOR PuBLIC CITIZEN'8 TAX REFORM
RESEARCH GROUP

Mr. Chairman and members of the Committee, my name is Robert M. Brandon.
I am Director ot 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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BUMMARY OF OUR POSITION

We wholeheartedly eudorse 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 I’resident 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 meaningfully to assist business fn meeting its capital needs is8 to curb
mtiation and cut the budget deficit.

Every time individual taxes are cut to allow for infiation 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.

Thanks in part to this practice, the percentage of federal revenues raised by
the corporate tax has dropped from 30 percent in 1934 to 21 percent in 1984 and
to 15 percent in 1977. Simultaneously, the average effective rate of tax on corporate

—inconme has steadily declined until it is presently only about 25 percent. By
contrast, the percentage of federal revenues raised through social security payrotl
taxes has increased from 10 percent in 1954 to 30 percent in 1977.

It is especially important that the Committee reduce the corporate tax cut

dollar for dollar to the extent it fails 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 ip 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, Sirictly from
the point of view of fairness, the proper level for the floor is certainly debatabie.
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 {f 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 Electrie, tax breaks for multinationals, and
expense account living for executives.

EXPENSE ACCOUNT LIVING

The problem: Ezecutives entertain themselves and receive personal enjoyment at
the expense of average tarpayers
Undar 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 £0 out of wages
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that are already taxed. The result is that a favored group of Americans—malnly
high income executives and business owners—are enjoying foothall 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 Department's example
of the notorious New York businessman who successfully billed the taxpayers
for 338 $20-plus business lunches in one year—skipping Thanksgiving, but not
the Friday, Saturday, and Sunday thereafter; the enterprixing electrical fixture
salesman who wrote off breakfast, lunch, and dinner five days a week, to the
tune of $8,000 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’ enjoymernt, and Marc & Co., a Pittsburg advertising firm. provides
its top officiuls with a “very simple but pleasant” villa on Npain’s east coast.

P’layboy Enterprises deducts $2.8 million per year for the maintenance of its
two mansions—complete with elaborate pools, artificial grotto, exotic flora and
fauna, and other pretty things—for the pleasure of Hugh Hefner 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, showed that
1op executives making $100,000 salaries average about $30.000 per sear 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 is 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 oue :

BIG T&E WRITEOFF

e club members get top-dollar deductions—year in and year out

Club memberships can 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
execs, or for an outing sponsored by a local businessmen’s organization,

Mceals and bar bills: Suppose you take your top-level execs to dinner at your
club—or you have a few drinks with them at the club bar. Deductible? 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 & business day even if the family's using it for pleasure at the saine 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 luneh (or
breakfast for that matter) with your customers on the same day you play golf
with them. Anather point: A few drinks with your customers at the club har
ean also transform & casual golf date into a full-fledged husiness day. One quali-
fication: The bar must be quiet and have “no substantial distractions to dis-
cussion.”

1t you and a customer have a quiet lunch or dinner at the elub, you get this—

Triple benefit.—{(1) The cost of the meal is deductible in and of itself. It
also helps nail down and incrcase your clud dues deduction, counting as (2) a
tusincss day that helps bring your business use of the club over the 50 percent
mark, and as (3) a directly rclated erpense that adds to the amount of your
dues deduction,

Deduction saver: As you get down to the end of the year, yon 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 hbusiness meals at the club. They can make
the big difference that wins you the deduction.

Idea in action.—If you belong to more than one club—and many do—you may
want to use one ciub strictly for business entertaining, and the other for
socializing.

The Executives Tax Report brings you ideas for reducing taxes and increasing
wealth
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In addition to allowing these tax-free henefits, expense account living perverts
business decisions, with many sales being based more on the quality of enter-
tainment than on the quality of the product. This was graphically i)lustrated
a few years ago when the Northrop hunting lodges for the Pentagon top brass—
Northrop's major customers—were exposed. The result is that average Ameri-
cans not only subsidize execntive high living. but also suffer from lower quality,
unsafe products in many cases due to the system of petty bribery which the
entertainment deductiens encourage. -

Administration propnsal: Cut back on the unfair deductions

During the campaign, the President came down hard against three martini
lunclies and other business deductions for personal expenses. In doing so, he
echood the words of John F. Kennedy, who 16 years ago called “for the slogan
‘it’s deductible’ to vanish from the land.”

Compared to this campaign rhetorie, 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 50 percent bracket (hecause 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 wonld continue to he
fully deductible,

Other abhuses, however, would he dealt with more stringently, with deductions
for football tickets, hunting lodges, country club fees, and the like totally dis-
allowed. Businessmen who fly first class could only deduct the cost of coach.
Executives, doctors. and lawyers who attend “conventions” and “professional
seminars” in exotic vacation spots around the world would no longer he able to
do =0 at taxpayers’ expense. Presently, two such foreign “conventions” can be
written off every year—no questions asked, leading to abuses like the following
solicitation by the California Trial Lawyers Ascociation:

Dear Correacre: IHere it is . . . An entirely new concept in professional
group travel/study programs. Lock over the trips deseribed in this booklet . . .
to exciting destinations all over the world. Decide where you would like to go
this year: Rome, The Alps. The Holy Land, Paris and I.ondon. The Orient.
(‘ruise the Rhine River or the Mediterranean, Visit the isiands in the Caribbean.
Delight in the art treasures of Florence. An additional benefit i3 that these
travel/seminar programs haave been designed to qualify under the 19768 Tax
Reform Act as deductible foreign seminars. Iet's all share together these splen-
did travel opportunities.

The President wonld allow tax write-offs for foreign conventions only if there
is a legitimate husiness rationale for holding them outside the country. This
would curtail the vacation abuses wherehy a totally local organization holds its
- “conference” in Athens or Jamaica in order to give its members a tax deductible
jurket, but would allow companies or organizations whose operations or mem-
bers are abroad to hold their meetings at convenient places without adverse
consequences.

Threec Martini lunches: The bogusg “jnbs” issue

Tax deductions for theatre tickets and yachts are particularly secandalous, 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 deduetion i< basically a political decixion to try to assuage the restau-
rant lobby. It is argued by restaurateurs that taking away deductibility would
cost many jobs and cause many fine restaurants to close. The jobs argument is
specious,

The Treasnry Department estimates that if every penny in lost tax benefits
due to the denial of half the meal deduction resulted in reduced spending in
restaurants. the restanrant industry would experience a 1.3 percent reduction
in johs. This “maximun. effect” is, of course, very unlikely, since, deductible or
only half deductible, eating would still continue. Even if less {2 spent on meals,
the money saved will be spent elsewhere, ereating jobs in other industries. In
fact. the increased corporate and individual tax ecuts for all of us which curtafi-
ing part of the meals deduction makes possihle is estimated to create the same
nnmber 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 leas, 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 restaurauts, has
come out in strong support of the President’s proposal.

The restauateurs 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 Weall 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-
ing, “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 taz 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. Fatlure by Congress to act
in this area would mean that our representatives have sanctioned these in-
equities, An illustration of how this can brecd popular disrespect for the tax
laws is contained in the appendix.

DISC AND DEFERRAL

The problem: Some of our biggest corporations have two special boondoggles—
and we pay in higher tazes 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 $250 million—
the top 0.1 percent of U.8. businesses.

Every year giant U.8. multinationals are excused from paying hundreds of
millions of dollars in U.S. taxes on their foreign profits. Totalling some $600
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
fn support of the export tax break. One reason for G.E.'s enthusfasm: 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 adbroad

Sirce the beginning of our income tax system, U.8. corporations operating
throigh overseas subsidiaries have been allowed to put off paying U.8. taxes
on heir foreign income until the earnings are brought home. So long as the
profits and tax savings are relnvested in foreign countries, this “deferral”
amounts to a permanent forgiveness of U.8. 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 i8 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
bas 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.8. 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 fllegal
tax evasion.

Who benefits from deferral? The largest, fastest-growing, most profitable,
and most sophisticated corporations in the country. Between 80 and 80 percent
of the multinational subsidiaries involved are controlled by Fortune 500 cor-
porations. IBM, Kodak, P'olaroid, 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 tax 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 Taa 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 henefits 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 hreak. 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 tico 1wasteful and unfair aubsidies

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.8. exporters
and multinationals with a laundry list of long discredited arguments about
why the boondoggles should be continued; on the other side, everybody else,
fncluding 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.8. 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 T 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
K5 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 AFI~CIO, the UAW, and the other ms jor 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 huttressed
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 18 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 world 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 llke 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 ecunomically
unsound :

The president of Centronics Data Computer Corp. recently bhoasted 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 buiiness
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. ‘

CorrPorRATE RATE Cuts

Administration propogal: 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 proifits, and four points off the 48 percent rate assessed on profits
over $50,000.

A bad idca {n 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 allegadly 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 *Immelstein 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 Malkiel, 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 cupltal 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 busincss relief”’ that helps big corporations and wealthy individuais

Reducing the rates on the first $50,000 in corporate profits to 18-20 percent is
supposed to be an ald 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 80 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 18 very profitable is it advantageous to
ran it as a separately taxed corporation.

For example, & 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 profits,gets virtually no short-run advantage from incorporating, and
in the long run is almost certainly better off not having a sepavately 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,
1976, then Assistant Treasury Secretary for Tax Policy Fred Hickman pointed

33-050—78——3



764

outﬂ\t\'ho will benefit from lowering the rates on the first $50,000 in corporate
profits:

“When we are talking ahout potential tax benefits for corporations with tax-
able income of $25,000, $50,000. or $100,000, we should keep in mind that those
companies tend to be owned by persons who, by most of our standards, are
consiterad wealthy. They tend to be closely held, and in many, if not most. cases
the owner-managers have paiti themselves salaries anl 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 corportion after deducting that
amount has taxable income of $25000. That $25.000 is, in effect, an amount
saved by the owner. 1t 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 ahove 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 [20] percent
tax rate is a very major tax henefit to persons in substantial tax brackets—
which Is where most owners of such corporations are, Ordinary taxpayers pay
gigh&;) tax rates than [20] percent when their taxable income exceeds only

[8.000].”

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.8, corporations—tke top
1.5 percent of all husiness 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 redue-
tion for corporations. It's time this practice was stopped. The corporate rate
cuts should be defeated.

INVESTMENT CREDIT

The problem: Tar breaks for the well-off, rip-offs from consumers, and tipping
the balance away from jubs

In 1976, peanut farmer Jimmy Carter earned $53,000. After normal deductions,
he and his wife Rosalyn had taxable income of $40.000—more than 98 percent
of all American families. People lucky enough to have this high an income are
supposed to pay about $11,000 in federal income taxes. But when the (‘arters
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 companies, see attached appendix.)

In 1975, just five corporate giants collected over a hillion dollars from the in-
vestment tax credit. One company, AT&T. picked up $730 million on its own!
In 1977, the investment credit cost $11 hillion 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 $60 from each man, woman, and
child In the country.

These examples illustrate some of the current prolilems with the investment
tax credit. In addition :

As an investment “incentive,” the investment credit i tremendously wasteful,
becanuse most of the investment it supposedly “encourages” would probably be un-
dertaken anyway. Thix ix not only comunon sense, but can he seen by looking at
the maior beneficiaries of the credit. 77 percent of the henefits go to the less
than 2,000 corporations with assets over $250 million—the largest 0.1 percent of
all businesses, For these capital-intensive industries, new nachines are their
life blood. and new investment is what they have to do, with or without a special
tax 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-intensive.
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 worse. 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 taxman 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.

Administration plan: Tokcnism on fairness, lower taxces for big busincss, and
aid to runaway plants

The Administration hill proposes to take a token step to close the “Carter
loophole” by limiting the 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 I’resident to pay only $1,200 in taxes in 1976—a 3 per-
cent rate rather than the 135 percent he thought was a bare minimum.

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 tarcs for busincsscs with the most loopholes alrcady

Allowing businesses to use the investment credit to wipe out all but 10 percent
of their tax liabilities would allow seume 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 investment cvedit, however, many airlines were still paying
something (5-9 percent) in federal taxes, In 1978, however, (ongress established
a special rule allowing the airlines to use the Investment credit without limit (a
100 percent rule). The rexult: American, Eastern, and Pan Am, to name just a
few, all paid nothing in taxes in 1978; United Airlines’ credit jumped to $42 mil.
lion in 1977 from &7 million in 1970.

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. Some reformers who have
advocated a liberalized or *‘refundable” credit have relled on the idealistic pre-
mise that these other loopholes would first be repealed.

Applying the credit to structurcs: Helping jobs leave the snowbelt for the sunbelt,
the citics for the suburbs

Extending the investment credit to new huildings 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 aceentuating unemployment for minori-
ties and already-hard-hit areas. The administration tries to balance this by pro-
viding the credit for fixing up exlsting plants as well, but the overwhelming
majority of the money will go to new structures.

Utiliticos, nuclear plants gain, congumers losc

Extending the investment credit to buildings would cost over a billion dollars
per yvear. An amazing 40 percent of this would go to utilities, which would also
zet substantial benefit from the 90 percent rule. In many areas, vtilities are al-
ready overexpanding their plants in response to federal tax subsidles. In fact, a
recent study by Environmental Action Foundation found that some of the na-
tion’s private electric companies 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 overexpansion 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 utilities 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 bencfits for the well-off and complezity for
everyone

One problem with the $750 personal exemption is that it gives greater tax sav-
fngs to individuals in higher brackets. For example, not having to pay taxes on
$750 18 worth $275 to a taxpayer in the 50 percent bracket, while a person in the
20 percent bracket saves ouly $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 adminiatraiion 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 wilt
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 recelive an extra credit for
old age. It deserves full support.

ItoMizep DEDUCTIONS

The problem: Higher benefits for the well-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 paylng 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.

Current 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 help 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 rairly high income to have enough deductions to be over the
“zero bracket amuunt” (formerly called the standard deduction). Because of
this, a full three-quarters of all taxpayers don’t qnalify 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 justificd deductions, limit two others,
reduce the number of itemizers, and use the revenues to cut tae 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 hbeen 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 refected 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 deductlons 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 unsatistying expenses that really
make some unfortunate taxpayers worse off 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 achleve this goal, the President’s plan would combine
the two items into a single “calamity deduction.” Whenever a taxpayer spends
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more than 10 percent of his or hier income on medical and casualty expenses com-
bined, the excess wonld be deductible. This would offer protection to taxpayers
who really need hielp, bhut it wouid largely remove the federal government from
its “upside-down insurance” scheme, In addition, medieal deductrions would only
be allowed for expenses customarily made primarily for health purposes. Swim-
ming pools and sea vacations would be disallowed.

At first glance, it might seem strange to treat medical expenres and casualty
losxes together, After all. what does a stay in the hospital have {o do with a house
burning down? The purposes of the two deductions, however, are very similar:
to give a break (o taxpayers havd 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 retaing thie separate treat-
ment of each while raising and simplifying the existing floors.

Adoption of the Carter plan on itemized deductions would result in a major
simplification of the tax system—decreasing the number of itemizers by 6 million,
so that about 8 percent of all taxpayers would be able {¢ ~nmpute their taxes
using only the simplified tax tables with the zero-bracket-am«unt built in. It
would also improve the integrity of -the system, by curtailing mich of the petty
cheating which nndermines fairness and respect for the tax 'aws, Because of
the rate reductions which these (and 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.

FRINGE BENEFITS

The problem: Employer fringe henefit plans usc tar brekas to discriminate against
rank and filc workers

The tax laws currently <o not require workers to pay tax on the value of cer-
tain employer-supplied benefits, including medical and disability insurance and
group term life insurance (up to $50.000 in coverage). In addition, employees can
put off paying taxes on amounts set aside in pension plans until they actually
receive the money at retirement.

Iike most specinl exemptions and deductions, these tax breaks tend to provide
their biggest savings to the highest paid employees. Nevertheless. they are de-
fended because 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-paid executives in providing these fringe bene-
fits. The Carter tax package would condition future tax-free status on elimina-
tion of these unfair practices.

Mecedical end life ingurancz plang, an outrageous gituation

The current situation for nealth and life insurance plans is particularly scan-
dalous. Although thie purpose of the tax exclusion is supposedly to help rank
aud file workers, emplovers can in most eases limit benelits solely to high-paid
executives without sanction,

In & not atypical case, for example, one corporation set up a medical plan
which provided £534.000 in benefits for three officer-shareholders and their
families, but not ohe penny in coverage for other employecs.

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

The Carter programs wonld generally require that lealth 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 Inws do have some restrictions on discrimination, but there
are serions flaws in the ways employers are allowed to combine or “integiate”
their pension plans with social security. For example, some emyployers take ad-
vantage of the current rules so as to provide no coverage at all to workers earn-
ing le~s than the social security payroll tax “wages base’' —currently $17,700 and
rising to £29.700 by 1981, 'I'aking account of social security benefits is not neces-
sarily bad, bhut to allow lower paid workers to be totally excluded from tax-free
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Dension plans because they are covered by social security is grossly unfair. This
is especially true rince one of the justifications for the tax break for pension
plans is that social security alone does hot provide adequately for retirement.

The Administration plan does not rule out allowing for social security benefits,
but dues establish faiver rules for doing xo. Generally, it requires that for each
1.5 percent of salary above a certain limit (say, the payroll tax wage base) that
is put into a pension fund. 1 percent of salary below the limit must also be put in.

For example, if $7.500 is set acide tax-free for a $30,000 executive, about $2,200
would have to be contributed for the $20,000 employee, and around $1,000 set
aside for the £10,000 worker.

J.ooked 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 employee—who now could
get as little as $1,250—must get about $5,400, and the $10,000 worker—who now
could he totally excluded-—must get about $2,700. Coupled with social security
benetits, thisx 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 patd executives.
It would affect only those plans currently designed primarily to shelter income
for the highly paid. These important improvements deserve full support.

STATE AND Locar Boxps

The problem: High income individuals and corporations avoid tares, while the
subsidy to state and local gorcrnments is wasteful and inefliciont.

“Would you like to receive a monthly income check exempt from federal
income taxes? If your answer is ‘ves,’ just mail the coupon. Save time! Call
toll free day or night.”"—\Wall Street Journal advertisement for tax-exempt
honds,

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

Commercial banks traditionally pay very little in federal income taxes. A
major reason: In 1977, £1i4 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
municipal bonds has been tax exempt., Originally considered a constitutional
necessity, this tax preference ix now usually defended as an aid to state and local
governments, allowing them to borrow at lower than market interest rates. Be-
cauxe 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 this tax break is that it allows wealthy people to avoid
taxex. In fact, 83 percent « " 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
some &6 billion in taxes because of the exemption, but states and cities save less
than $4.5 billion in veduced interest payments, The 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-
ceived 8 percent and paid a 50 percent tax. A person in the 70 percent tax
hracket would accept a tax-free yield of only 2.4 percent, In order to attract
a wider range of lenders, however, state and local govermments have to set
the interest rates on their bonds to appeal to taxpayers In the 30 percent
hracket and up, This means they currently pay about 5% percent—tax free.
For s<hort-term bonds and at times when credit is tight, the rate is even
lhigher. This givesx a windfall to taxpayers in higher brackets—a windfail
paid for by the federal government and, ultimately the rest of us,

Administration plan: Direet federal intcrest subsidics—the tarable bond option

The Carter Administration 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 now getting windfalls in tax-free interest will have to pay taxes on
their income from bonds. PPeople 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 bencfits 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
$30,000 of the gain from her income subject (o 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 oil well many times over may have to pay the 16
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 mintmum 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 18 often too low, many loopholes are not cov-
ered, and there’s a loophole in the minimum taz itself

Uufortunately, 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 ofl 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 additfon, 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 pald 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. iEven 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 the 15 percent levy. The rest will
be exempt hecause of the deduction for half the regular taxes he patd. Perversely,
if the individual had even higher earnings, the minimum tax might be avoided
altogethen.

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).



771

The administration’s proposal: Take out the butlt 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 incomnes exceed $100,000.

A step forwcard that should be enacted

This change would be an important step toward making the minimum tax a
nmiore 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 gnaing, with a special break for the
wcealthiest 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 in 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 ihis preference goes to the 5 percent of taxpayers with
the highest incomes, and it is ike principal reason why so many high income
fndividuals 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 gains”—thereby excluding hiif this amount from tax.

For the wealthiest capital gain recipients there iz an additional loophole.
Called the “alternative tax,” this provision allows individu:ils whose tax brackets
exceed 50 percent to pay only 25 percent tax on up to $50,000 in capital gains.
Withouat 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 costs 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 propogal: Leave the main capital gaing 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 &8 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 thelr capital gains at half the rate they
should.

This reform—although far more modest than what was previously promised—
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: Taz-free unemployment benefits can be a boondoggle for well-off
recipients

Unemployment compensation benefits pald 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 ralsed to
make up the difference.

A small but significant number of those drawing unemployment, howerver,
take advantage of the system, getting untaxed unemployment checks although
thefr 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 :wnillion dol-
lars a year because of the tax break for unemployment! Some examples of
how this happens are as follows:
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Pat and Terry have established an admirable method of allocating re-
sponsibility for taking care of their children. Pat works from January
through June; Terry, from July through December. Being highly-skilled &ad
educated, they each earn $20,000 for their six months work. Ir addition,
while they are “laid-off” each picks up $6,000 in unemploymeut ‘oxapensa-
tion. Because this is currently tax-free, they have over $5,00 in income
taxes.

Dale likes to live well, but prefers not to work the whole year, In six
months he ie able to pick up $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. b
Administration proposal: Tazx uncmployment benefits received by Jhigh fncome
tarpayers

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 if married). 70
cents in unemployment benefits for each dollar over the limit wounld be subject
to tax. For example, a single person earning $17,000 nlus $3,000 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 $2(0-
300 million per year. The Administration’s plan deserves support.

TAX SHELTERS

The problem : While average taxpayers pay and pay, some wealthy people thumb
nosges at the lar system -

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:ve promoters:

Taxr Shelter—35 to 1 cattle hreeding shelter available for corporaticn., Invest
$400,000 over next 5 years, write off over £2 million.

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

5:1 Taz Shelter.—Excellent opinion letter in the agricultural area.

3:1 Tax Shelter Available in Good Investment Opportunity in Missourl.

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
1sc-lxem@s allow many high income persons to pay far less than their fair share
n taves.

HOW BHELTERE WORK

The essence of a tax shelter i8 to generate artificial “losses,”” which high-
income taxpayers can use to shield their salaries and other earnings from in-
come taxes. For example, 1f & 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
rapld 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 enhaneed 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 comes 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 will 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
the 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-
tions based on the inflated price—getting, at least in the short run, the
equivalent of a 400 percent tax-free return on their investment. As for the
$£00¢,000 “loan''—us 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
iy wasteful.

Many tax shelters—billions of dollars worth annually—are “puackaged” by pro-
noters who get commissions for their services which sometimes approach 30%
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-
viding significant economic benefits to wealth taxpayers.

1976 REFORMS INADEQUATE

The 1976 Tax Reform Act 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 investiments). Many optimists felt that
this so-called “at risk” rule, by eliminating deductions for inflated, “borrowed”
amounts, would clainp down on much of the tax shelter businecs. 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 shelier offer-
ings. Promoters advertised shelters with increased zeal and high-bracket tax-
payers continue to invest in them, relying on real or imagined loopholes in the
'i6 Act &nd on IRS’ inability to police the activities. Descriptions of shelters
which continue to flourish appear In the attached appendix.

Administration proposal: Close gome of the remaining loopholes and help IRS
enforce the law

The Carter plan i{s primarily designed to reduce the opportunities for abuse of
the '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 cstate) and all individuals, partnerships, and
closely-held corporations (5 or fewer sharcholders owning 0% or more of
the stock).

In an attempt to deal with syndicated shelters, ‘limited partnerships’—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 have 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, IR8 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 “deferred annuity” loophole: Stop it now defore it grows into the “uliimate
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 investinent accounts as “‘anunuities.” 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 coutribute up to $1,000 per year to it. The income from
any other ‘“deferred annuities,” however, would be taxed as earned.

Important rcforms 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 {he major weakness in the proposals is
the attempt to deal with tax shelter syndicates. The 15 member rule will be easily
avoided hy most promoters, 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 cow 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
¢lements 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 milllon
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 nroject as ‘‘depreciation”—although
the building has actually increased in vaiue over that period. They use these
phony deductions to shelter $750,000 of thelr salaries—which would other-
wise have been taxed at 0 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: “Financlal 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 afiliate 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 investmént
unit that originally cost $10,000 had an estimate vaue of $14,600—and a unit
holder had received capital gains totaling about $7,800 plus tax rheltered income
of $3,508. In addition, he had tax deductions aggregating $18,818.”

Similarly, Business Week reported on August 1, 1977:

“Robert Rohdie, who once ran the real estate department at Donaldson,
Lufkin & 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 inefiicient in achieving thelr ostensible
goal.

A recent study by the Congressional Budget Office, for example, shows
that only about $80 million of the $1.5 billion annuat 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 85 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-offs 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 beeftng 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 rcsponse: Only the worst 10ill be hit

In spite of the overwhelming evidence about the lack of soclal utility of real
estate shelters and in spite of the fact that they are a major means of tax
avoldance 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 conttnue 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
ig;ven a special advantage to those willing to play fast and loose with the tax

WS,

Under the Carter plan, investors would no longer be able to make their own
subjective judgments about the useful life of a bullding—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 }ves 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 Journai, where a tax lawyer was quoted as com-
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plaining 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 deprecistion.”

The Carter plan would also cut back the use of accelerated methods of de-
preciation. Instead, investors wouid be limited to the “straight line” approach,
under which a building is written off in equal installments over {ts useful life.
For exarmple, 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 sheller will remain—bdut there are itmprovements

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.

‘BANES 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 $3.8 billion—and cost the Treasury some $1.7
billion ! The rules were tightened in 1969, but, even so, between 1969 and 1975
excess deductions were over $100 million. The '69 reforms will finally phase out
the phony deductions for banks by about 1982, but if the loophole i8 not closed
ne40 the Treasury stands to lose over $300 milllon between 1979 and 1982, These
lost revenues will have to be made up by higher taxes on ordinary taxpayers.

Bank America—the nation’s largest bank-——reported at the end of 1976
that its actual bad debt reserve was $278 milljon, but its cumulative federal
tax write-offs had totaled $503 milliion—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)
[{Source: SEC annual reports}

. ) Tax savi Cumuistive

Netincome Federal income  from bad de untaxed

before taxes taxss paid provisions earnings

Financial Federation.. .. ........oocooinans $5, 431, 000 183, 847, % $92, 180, 000
1

California Financial .. ... ...coooooiiiiiaes 2, 747, 000 2,068,
First Charter Financial ...... . 24, 365, 000 21,528, 000
imperial Corp. of America.... 14, 766, 000 11, 128, 000 213, 545, 000
financial Corp. of Santa Barbars. 3,124,000 12,337,000
* Golden West Financial 3, 249, 000 + 4, 636, 000

1 Net of minimum tax,
1 Not available.
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As the chart shows, for example, one savings and loan—First Charter Fi-
uancial 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, commercial banks wotild 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
fnstitutions—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
liguid 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
factors—-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.

HicH-Livine EXECUTIVES WHOOPING IT UP ON LUXURY YACHTS ARE CHEATING
You OQutr or Tax MILLIONS

High-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 H. Stark (D.-Calif.), a member of the tax-writ-
ing House Ways and Means Committee. -

Congressman Philip Crane (R.-I11.) agreed.

“We should never allow these outlandish ‘business expense’ deductions for
yachts.

“A yacht can he used for only one thing—pleasure !”

Added Donald Lubick, former tax legislative counsel with the Treasury Dept.:

“Deduections for this kind of thing should Le disallowed. The yachts certainly
aren't essential to the executives' businexss.

“They can conduct their business in offices like the rest of us.”

The deductions claimed for yachts are never peanuts,

The Leads of one major industry recently hought a yacht for $400,000, used it
exclusively for pleasure—then tried 1o write off $273,000 of the yacht's operating
COSts,

Etecutives 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: N

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 produects in use on an offshore drilling rig.

sxecutives 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, track 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 Gothlerg of North Miami, Fla.

“Some yacht owners will go ashore and call on a business client for only §
minutes.
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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.

“Whenever 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 begen 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 identifled 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 {t 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 boss's friends.

“He just rings them up and s2ys: ‘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
80. They’'ll have a nice holiday with their wives—or girl frlends—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 Willlams in
Greenwich, Conn., sald 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. )

TRS rpokesman 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 kas never been made. But in 1960, a
partial study by the Treasury Dept. showed 881 corporations claiming deduc-
tions for “business entertainment” on yachts.
mTreasury agents discovered that a whopping 60 percent of the claims were

egal,

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 Willlams 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

fin miflions of dollars]

Effect of proposed changes

[ncreased
Rate cutto 44 Termination  Termination  Investment Totat
Company percent of DISC of deferral {ax credit changes
4.4 -2.2 —18.5
A7 -.8 2.8
-13.7 -.3 ~4.4
8.1 -2.8 -1.0
5.0 -2.0 -12.%
.............. -.5 1.7
.4 -.2 -13.0
2.1 -.5 -2.2
. -.3 -1.2 -5.8
. a1 -3.9 -12.1
-16.2 8.8 2.8 —4.7 2.6
—5.4 1 2.7 -1.3 -3.3
~6.1 ... 2.2 -.6 —4.5
-11.3 8.7 e ~.1 2.7
«90.7 i 38.0 -1.9 ~54.5
—-24.1 18.5 14.7 -1 -1.0

Source: Office of the Secretary of the Treasury, Office of Tax Analysis.
Note.—Detail may not add to totais due to rounding.
1 These companies had sufficienty large losses in 1974 to offset all tax liability 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.
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PRIVATE ELECTRIC COMPANIES—TAXES AND EXCESS GENERATING CAPACITIES, 1976
[Source: Environmental Action Foundation]
Phantom taxes Generating capacity
S T U K L
Federal income X
taxes charged Federal ne, Tax harge! Reserve margin Excess capacity !
to customers taxes paid

(collars) (doflars) Dolfars 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). . _ . el 24,516, 198 ~533, 508 25, 049, 706 24 42.5 1575 22.5 215
Arizona Public Service Co_. . e mmemmm e —201, 238 964, 767 763,529 95 30.5 645 10.5 48
Arkansas Power & Lngt Co. (MSU)._ LTI 18, 156, 619 —9, 625, 253 27,781,872 20 318 1030 11.8 242
Atlantic Clg Electine GO. . .. ieicaool 1), 495, 656 3, 10, 832, 151 55 29.6 305 9.6 sl
Baltimore Gas & Electric Co.... ... .. ... 19, 044, 120 —1, 469, 257 20,513, 377 27 315 1020 1.5 47
Boston Edison CO. .. ... ... ... i aciieaean 26, 155, 005 0 , 155, 005 21 47.4 934 27,4 10
Carolina Power & LightCo__ . .. .. ... . .. . ... 79, 845, 850 ~435 79, 846, 285 7 29.3 1500 9.3 53
Central Hudson Gas & Electric Corp... ... , 260, 71 3, 326, 000 , 934, 700 88 18.8 114 0 28§
Central lllinois Light Co. .. .. 14, 468, 033 2, 566, 11, 901, 293 51 29.5 285 9.5 52
Central iltinois Public Service Co 18, 249, 666 4, 045, 400 14, 204, 266 41 23.2 383 3.2 72
Central Louisiana Electric Co. 3, 255, 261 —958, 86! 4,214,126 83 52.2 470 32.2 7
Central Maine Power Co_._ 8, 008, 757 2,063,751 5, 945, 006 79 16.4 179 0 285
Central Power & Light Co. 23,672,297 6, 743, 16, 929, 297 32 58.8 1150 38.8 5
Cincinnati Gas & Electsic Co_. . _ 10, 422, 415 7,081, 074 3, 341, 341 85 3.8 826 1.8 242
Cleveland Electric Muminating Co_ . . ... .. .. eeoie.n ‘13,363,986 5, 735, 145 7,628, 841 66 22.9 79 2.9 73
Columbus & Southern Ohio Electric Co. ... ... ... ... 7,194, 000 —937,1 131, 154 64 211 365 1.1 128
Commonwealth Edison Co__ . .. . . .. ... 167, 725, 831 11, 291, 661 156, 435, 170 1 26.4 3413 6.4 264

Community Public Service Co. .. .. .. ...l , 721, 826 1,939, 944 1,781, 91 @) ® ® ®
Connecticut Light & Power Co. (NU)___. .. __ .. . ... 6, 298, 041 185,911 6,112, 130 7€ 65.2 1288 45.2 3
Consolidated Edlson Co of New York. . ... ... oo 98, 479, 897 15, 298, 976 83,179,921 5 36.9 2799 10.9 28
Consumers POWer CO_ .. .. ..o meaa e 54, 545, 087 40, 517,935 14,027, 152 42 26.7 1127 6.7 62
Dallas Power & Ll(ht [ I L) P, 16, 362,770 5, 016, 391 11, 346, 379 53 35.4 837 15.4 23
Dayton Power & LightCo_____._.._______.____ 14, 55¢, 100 7,927, 800 6, 626, 300 73 39.3 700 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 9.3 50
Duke Power CO_ _ .. . ieioeooooooiiooo 126, 539, 796 347,653 126, 191, 143 2 45.4 3889 25.4 11
Duquesne Light Co___ ... ___ ... 13, 589, 632 9, 831, 700 3,757,932 84 21.6 488 1.6 277
Florida Power & LightCo_____.._______._ ... __ 76,589,129  —49,013 972 125,603, 101 3 17.5 1332 7] 285
Florids Power Corp________. . ... ... ___.__... 43, 360, 527 —7,513,087 50,773,614 10 10.1 357 -4.9 95
Georgia Power Co (SC). 80, 586, 505, 000 , 081, 6 33.8 287¢ 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 , 375, 75 36.6 324 16.6 29
Houston Lighting & Power Co__ 88, 578, 300 39, 007, 881 48, 510, 419 12 19.4 1591 0 3185
Idaho Power Co.. ... ..o _aioio.... 17, 586, 281 —984, 700 18, 570, 981 29 12.2 228 -2.8 93
IMinis POWRr C0. . .. oo iecom oo caeemmamcc e 30,237, 851 13, 823, 000 16, 414, 851 34 41.6 1070 21.6 22

¢ 4



Indiana & Michigan Eloctric Co. (AEP). . - ooomo i acaieaean
Indianapolis Power & Light Co_ .. oeiiaiamaaaaan

Metropolitan Edison Co, (GPU). . .- eeoean
Minnesota Power & Light Co._____. ... .. ...
Mississippi Power & Light Co. (MSU). ... ... .o
Mississippi Power Co. éc ........................
Monongahela Power Co. (APS) . __ ' .. . e eiiaeaaol
Montana Power CO_ ... . .. .. acemeeiaememeeaaaea

New Orleans Public Service Co. (MSU).__ ... ... ... ...
New York State Electric & Gas Corp. ... ... ool
Niagaia Mohawk Power Corp. ... ... ooooceooooiiiiaaa
Noithern Indiana Public Service Corp_. ... .. . oo oiiaaoaoao.
Northern States Power Co. ... .. el
Ohio EaisonCo._. ... -
Ohio Power Co. (AEP)..._ .. .. ... _.... -
Oklahoma Gas & Electric Co. RN —---
Pacific Gas & Electric Co. . .. ... . .o oo
Pacific Power & Light Co_ .. .. e
Pennsylvania Electric Co. (GPU).___ ... .. ..o
Pennsylvzina Power & Light Co. ... . .
Philadelphia Efertric Co. . oo e
Portland Ceneral lectric Co. .o
Potomac Edison Co. (APS). ... ... i
Potomac Electric Power Co._ . oo
Public Service Co. of Colorado. . ... ... ... ...
Public Service Co. of Indiara__. . _ e .-
Public Service Co. of New Hampshire_____._
Public Service Co. of Oklahoma (CSW)___._.
Public Service Electric & GasCo_.___.._....
Puget Sound Power & LightCo_._.___ ...
Rochester Gas & Electric Corp__
San Diego Gas & Electric Co..__.
South Carolina Electric & Gas Co
Sothern California €dison Co.__......
Southwestern Electric Power Co. (CSW,
Southwestern Public Service Co
Tampa Electric Co. .
Texas Electric Service
Texas Power & Light Co. (TU).........._. .-
Toledo Edison oo .o e inieiiicieiicieenacccaccaiaen

Ses footnotes at end of table.
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PRIVATE ELECTRIC COMPANIES—TAXES AND EXCESS GENERATING CAPACITIES, 1976—Continued
{Source: Environmental Action Foundation}

APS wAllegheny Power
AEP=American Electric

Phantom taxes Generating capacity
S T v
Federal income i ) i
taxes charged  Federal income Tax overcharge Reserve margin
to customers taxes paid
(dollars) (dotiars) Dollars Rank Percent Megowatts Rank
Tuscon Gas & Electric Co__ .. . ieenocmmmceeceeeieas 9, 908, 311 9, 908, 311 57 50.4 492 30.4
i 42,902, 18, 584, 000 25, 318, 064 21 21.6 1,036 1.0 2
180, 765 180, 765 98 62.3 537 2.3
Utah Power & Light Co 18, 284, 581 700, 17, 584, 581 30 5.0 91 10.0
45,771,764 1,931,723 43, 840, 041 14 10.5 1,159 0 2
Washington Water Power Co._ 6, 418, 664 5,753,216 665, 038 9% 21.9 262 1.9 3
West Pean Power Co. (APS)__ 24,811, 271 17, 324, 7, 486, 471 67 27.9 614 7.9
West Texas Utilities Co. (CSW) , 171, 200 7, 906, 000 3, 203, 000 8 21.2 164 1.2
Wisconsin Electric Power Co.. 8, 816, 956 15, 883, 800 2,933, 156 88 211 668 1.1 3
Wisconsin Power & Light Co. . 18, 767, 817 18, 308, 236 482, 581 97 26.8 295 6.3 3
Wisconsin Public Service Corp 18,197, 250 16, 872, 300 1, 324, 960 93 2.8 250 6.8 3
........................................................ 374,492,147 2,078,087,417 .. __...... 430.5 ® 410.5
1 Negative number indicates insufficient generating. . CSW=Central and South West Corp.
R ¢ GPU =General Public Utilities Corp.
MSU=Middle South Utilities
‘ Aww_ NEES = New England Electric System
. Note,—Hesting company abbreviations: NU =Northeast Utilities
SC=The Southern Co.

TU==Texas Utilities Co.

ZSREQARE ~Tno
(4:7)



783

AH, TAx SHELTERS—WHAT HoRROBS ARE COMMITTED IN THY NAME

A GOOD BESOLUTION 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 1978 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 Corp., which {8 run by a lawyer named Joseph R. -
Laird. Boldly exploiting what seemed & small remaining hole in the law, Cal-Am
has resurrected nonrecourse-loan tax shelters into big business. In 1978 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
glxs{‘ne§s this year If the Securities & Exchange Commission hadn't been on our

acks,’ -

The SEC has characterized some of Cal-Am’'s shelters as a “massive, complex,
nationwide scheme t¢ defraud the public.” The Interncl 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 he
sustained on audit by the IRS; the investor will lose his money and his dedue-
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 Lalrd 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 fnvestment 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 bcok i{sn’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 a8 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 lHmiting the amount of the tax deduction to the amount
actually “at risk''—that is the amount actually paid in or covered by a normal re-
course loan?

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 {s Cal-Am? How did it get so big 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 pleagure 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.

1 E;(cept in real estate investments, where nonrecourse mortgage loans are accepted
practice,
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Leglons of prospective salespeople have been flown into Los Angeles, met at
the airport hy chauffeured limousines and treated to lavish banquets before un-
dergoing a short course in Cal-Am's shelter programs. Listen as Willlam A. Kil-
patrick, who runs a Cal-Am-sffiliat-a 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 yonr
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 AcaInN: Tax SHELTERS 1977

MOVIES, EQUIPMENT LEABING, CATTLE, COAL AND ALL THE OTHER FAMILIAR TAX
SHELTERS ARE STILL AROUND AND THRIVING, BUT THEY'VE CIIANGED, INVESTORS
MUST NOW ASSBUME NEW RISKS8 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 hecome clear that tax
shelters are alive and well and thriving in America, Just about all of last year's
mpular shelter programs are being marketed again in 1977, and shelter sales
are expected to boom. Vice President Lawrence Winston of E. ¥, Hutton & Co.,

_Wall Street's top tax-shelter marketers, predicts that sales will increase 25
percent over last year. At B3ache Halsey Stuart, tax-shelter sales manager
Stephen Blank says that sales of oil and gas programs so far this year are
“unbelievable.”

To Le 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 borrnwer assumed no other finaneial responsibility. By using a small
amount of eash 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 indlviduals 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 retarns
from shelters. It did this by increasing the minimum tax to 159 and Ly 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 ECONOMIC8

The developers of tax-shelter programs have adjusted to these new require-
ments, 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.
0il and gas programs, in particular, are benefiting from high oil prices. Although
the odds against inding new oll or gas deposits are still twenty-to-one, petrolenm
prices have risen much more than the cost of finding new reserves or developing
existing pools, thur 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 equipment-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, an investor comes away with a nice caplital gain as well as years of depre-
ciation write-offs and rental income. Similarly, railroad freight-car leasing pro-
grams have unbroken rental records,

Shelter sules are also being helped beeause 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 lieen 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 money investigat-
ing the deals they sell. In addition, many 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 aceonnting firm. shel-
ter programs continue to thrive for the simple reason that individuals who have
lnrge incomes subject to high taxes continue to search for wavs to protect that
money from the revenue agents.

EARLY BIRDS ONLY

Investors will have to put up their money early thix year {o 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 be a common practice. Instead, deductions for depreci-
ation and expenses must be pro-rated over the year. An apartment building
partaership that closes out its sale of interest and starts operating on June 30
will get six months’ deductions, if it closes on October 31, it gets two months.

‘As they tailor their offerings to the new law, reul-estate shelters are closing
deals monchly, assuming they've raised enough money. One syndieation that
closed the first stage of its program Januury 31 projects that investors will he
able to take a deduction this year equal Lo 52 percent of their stnke. The next
stage, which closed February 28, projects a M) percent write-off. Subsequent
stages will yield steadily diminishing writeoffs. Another real-cstate shelter. a
partnership in a garden-apartinent complex, ix structured somewhat differently.
It calls for investors to put up $70,000 in three stages—&K10,000 on April 1.
another $40,000 on December 1 and the remaining $20.000 on Juue 30, 1978, The
packagers anticipate that an investor could write off $66,407 for the $30,000 he
puts up this year.

OQil- and gas-drilllng programs also have a special incentive to get drilling
carly. The new Iaw provides that the intangible drilling costs for producing wells
and for wells that haven't been completed by April 15, 1978 must he 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 oll-program analysis group.
The provision is critical. The cost of a dry hole can be expensed In one year.
There is an option with unproven wells. They may be capitalized. They may also
be expensed, but then any deduction that exceeds what would have been allowed
if the well were capitalized hecomes a tax-preference item subject to the 15 per-
cent minimum tax. Since write-offs for most oil and gas programs come from in-
tangible drilling costs, the new law means that drillers who are slow in getting
wells dug will have few deductions to shelter the 1877 income of thelr investors.

The change probably won't make much qdifference 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 developmental programs—drilling for oil near estal-
lished wells, a practice that's successful about 80 perceint of the time. If he has
average luck, he could sce his deductions decline twenty percentage points.

NO RIBK, NO BUELTER

In equiptent-leasing programs, the mnajor change involves the assumption «f
risk by the person who invests in a tax shelter. I'ntil now, most banks granted
nonrecourse loans to fnvestors to help may for the equipment that was leaved
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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 risk 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 rallcar 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 {n rallcars, 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 {nvestor who wants a substantial write-off must
also personally sign for the amount of money he horrows to pay for the steers
and feed. Western Trio Cattle Co., the leading public partnership {n cattle feed-
ing, offers a new program this yvear 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 {8 minimal, sfnce the bank has the first
call on revennes 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 potentlal 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.

Tux-shelter advisers are also confident that coal deals will be packaged this
vear, 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 ecash
flow. In a typical arrangement under the old tax laws, an investor group con-
tracted with a small mine operator to buy his output at » fixed price. They paid
the operator five years' royalties in advance, using a small amount of thelr
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 prepald 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-year prepayment of royglties has been struck dnwn, coal
shelter packages are likely {o 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 he 10 percent or 8o.

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

Movle tax shelters must also be dramatically restructured because of the new
rules on nonrecourse loans and the expensing of production costs. A few large
Wall Street houses are now consldering 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 printa
worldwide, with the average 35 mm print costing between $600 and $900.
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CELLULOID SAVINGS

The syndication will probably require a8 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 audlence 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 dccidedly 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 fn a nonrecourse note that aliows
the record distributor or producer to repossess the master for nonpayment. Since
the investor is depreciating the fuil value of the master, including his huge
note, he could easily write off more than his first year's cash outlay. Further-
more, he alsn 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 records—thatis, a single record selling
1 million copies or an album selling 500,000 copies. 8o 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 copfes,
and probably were profitable, The Cambridge Research Institute studied record
industry profitability in 1972 and found that 77 percent of ali 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, {t 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 perlod 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 showld consider themselves ploneers—and, like all other plo-
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 SHELTFR

THE TAX LEFORM ACT KILLED THE TAX-SHELTER QAME, RIGHT? WRONG. THE BUSINESS
IS YEASTIER TIIAN EVER, AND JUST ABOUT A8 TRIChY

(By Harold Seneker)

An uninformed visitor to John Loughlin’s office might think he had wandered
into the chairman’s office by mistake. s space at Merrill Lynch, Pierce, Fenner
& Smith is large. The view is panoramic. The carpet is thick. The freestanding
desk is dark, polished wood, elegantly paneled, its surface uneluttered by even
a single sheet of paper. Loughlin’s manner is cultivated, smooth and relaxed,
and lhe 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 cautionsly.”

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

Tax shelters are hooming 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 uppealed to cus-
tomers who wouldn't trust an ordinary tax-shelter deal. “In 1975 we attracted
$33 millicn in (tax shelter) equity investments,” Loughlin says. leaning back
in his-chair. “Last year, $77 million; this year we expect to do over $100
million.”

Merril Lynch is by no means alone. Today nearly every retail brokerage house
in the couitry has discovered the potential of tax shelters as & new scurce of
business.

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

Last year tax shelters attracted at least $2.4 billion. About $1.2 billion of
that was in public placements registered with the Securities & Exchange Com-
mission or with state agencies. The other half (or more) Is in private place-
ments, which are limited to 35 or fewer investors and which cdo not have to
register with the SEC. Private placements are the province of not only the
brokers, hut a whole army of lawyers, accountants and promoters—some sharp,
some of them just sharks.

This vear’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 50 percent bracket is a prospect. Publisk~d Internal Revenue Service
data for 1973 (the latest figures) showed 588,849 taxpayars at the 5O percent
level or higher that year. That's a lot of potential business. Since then, many
mwore thousands of rock singers. TV personalities, doctors, airline pilots, lawyers
and assorted executives have joined the top brackets.

Last year’s reforms reduced but by no means eliminated their opportunities
for shelter. Many of the more alisurd deals (deduct three times your investment
the first year, and the like) have been squelched, but worthwhile shelters remain
(and many new nbsurdities are. naturally, being hatched). “Nearly all of our
volume is in real estate tax shelters, and in oll-gas-drilling ventures,” says
T.oughlin,

Real estate was relatively lightly touched by the Reform Act, nnd government-
snhsidized housing for the poor and elderly hardly at all. An¢d the potentlal,
if always unpredietable, returns on drilling ventures are now such that allow-
able writeoffs maks them a 2ood businessman’s risk.

How can you tell a fair drilling deal from a bad deal?

Victor Alhadeff. the 31-vear-o'd founder and chairman of ENT Corp.. perhaps
the country’s leading factor in financing independent ofl and gas drillers. has
some ruler of thumb. It 18 rational, he figures, for a conservative investor (devel-

" ‘epmental drilling. as opposed to wildeatting) to shoot for: cash flow beginning in
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I12-plus months; his original investinent back in four years or so (not counting
tax benefits) ; 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 guaraniteed, mind
you——each well is a gamble—bul it is u reasonable goal. (As for exploratory drlil-
ing. Athadeff makes it clear that’s strictly a crap shoot.)

Then comes the tax benellt : deductions in the first year equal {o 70 percent to
80 percent of the cash investment, with the rest of it written off in the second
(and perhaps third) year. There s also partial shelter for the income from the
welly, provided by the depletion allowance,

Switehing to real estate deals, the brokers’ offers generally fall into two cate-
goriex. (ine is pooled investments in existing commerical and apartment build-
ings. These are hasically conventional real estate investmnents, normelly favored
uunder tax law, cut up into conveniently sized units of a few thousand dollars
each. They shelter little or 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
monthyx," Loughlin says, and produces a sheet of paper outlining one such deal.
In it, a theoretical investor puts in $60,000 in five annual installments. In each
of those years, his tax deductions run from 1.5 to 1.9 times the year's installment.
Deductions 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 eannot sell for 135 to 20 years. If the bulldings deteriorate and have
to be abandoned in that time, the tax law’s recapture provisions kick in, and
you 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 8 percent, but rarely,
it ever, gets that high; we project 1.5 percent to 3 percent.” In other words, the
real payofl is in the tax offsets, not in the deal itself.

Al yex! There are plenty of drawbacks to tax shelters! Stephen Blank, 31, of
Pache, Halsey Stuart has the same job as Loughlin's: running his firm’s tax-
shelter operation. Where Loughlin mostly sounds a “conservatism” theme, Blank
is more direct abont discussing risk.

“Too many people see cnly the tax toss and not the dangers,” he says hetween
plione ecalls. “When we first started, we found we had trouble reminding sales-
men enough times that shelters pass the risks through to the investors along
with the benefits,”

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

Knowledgeable people, like ex-commissioner 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 2way In the relative fastness of Johnstown, Pa., William G. Brennan,

7 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. Tnundated by prospectuses and offering memoranda, Brernan 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 firni, 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 sfgn because they
have to do some checking on their own.

“Then you look at the promoter's track record in other deals. He must dizsclose
ft in public offerings ; if he's making a private offering, find out anyway.

“You also want to know the general partner's net worth, 0 you can compare
its financial strength with all the commitments and contingent llabilities it
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faces. If you discover a shell corporatio~ v 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 {f someone tells y.n there i8 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 A8 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 i{s 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 flelds as motion pictures, agri-
culture, of]l wells and equipment leasing, 8 number-—200 to 800 as a “guessti-
meate”—have already turned to the lucrative field of art.

Another concern of those who dislike the shelter plans is that the market may
be flooded with prints. Sylvan Cole, Jr., 8 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 artists 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 placiag 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 FAVORITES OF ERTHUSIASTS

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 sald 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 rigk.”
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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 amonnt of the invest-
ment are problematic,

Mr. Branpon. 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
agproach begins with the assumption that the Government owns all
of 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 oil or exporting or capital investment and the hke. 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 BEnTseN, Thank you very much.

Senator Packwood §

Senator Pacewoop. 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 page has 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. Branpon. 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——
b_l??enator Packwoop. Car we not pay for more of them if we pass a

i

Mr. BranDoN. Again, regardless of what level of expenditures you
want to tallc about. I think that they have to be borrs 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
ple whose annual incomes are over $1 million a year reductions of
g(ﬁ,ooo apiece,

Senator Packwoop. 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 them off of the tax
rolls and have an increase in Government revenue ?

Mr. Braxpoxn. At some point, we can reduce everybody's taxes and,
I think, stimunlate the economy in a much more eflicient manner.,

I sce nothing in the Steiger-Ilansen proposal that goes to stimu-
lating the economy in a way that is better than five or six other kinds
of proposals—for instance, cuts in the corporate rate, the investment
tax credit, general tax reductions for individuals, et cetera.

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

Senator Packwoop. I want to come back to my question. I am not
ta’llll(ing 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 nc change in behavior, everybody,
including Professor Eisner, says yes, we will realize more money, at
least, if we pass the Hansen-Steiger bill. e says that, even though he
does not like the Hansen-Steiger bill.

I senge, 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. Branpoox. Again, T 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 Packwoon. et me ask you about Art Pine's story in the
Post—the rich in the United States are paying 94 percent of the in-
coma taxes, Households earning over $10,000, 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. Braxoox. Iet 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 upper half.

Let me also say that all that story really reflects is that we have a
progressive income tax system. It lenves off the 20 percent of the fam-
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. The 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 putting a greater and
greater burden on the upper 50 percent.

Senator Packwoon. I am looking again. Those who make under
$10,000, including people who make nothing, pay 6 percent of the in-



793

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, becaunse the top are now
paying more and more,

AT am saying is, how far do you want to go? Where is fair?

Mr. Braxpox. I agree with you that the progressivity has increased
somewhat, particularly on the $200,000 and over class, as a result of
the 1976 Tax Reform Act. When you look at the effective tax rates,
they paid about 3414 percent before that act, 37 percent now. I do
not think that is grossly unfair, to ask those individuals to pay 37
percent,

Tet 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 Pacxwoop. Thank you, Mr. Chairman.

Senator BexTseN. Thank you, Senator.

Senator Roth?

Senator Rorw, If T understand your testimony. you do favor some
sort of substamtial 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
pereent on the high side. 8 to 10 percent on the low side.

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

You can have a tax schedule that goes up to 50 percent, 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 Rori, 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 aflluent 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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Yeou 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 lower
economic scale can share,

Do you have any comments? What should be our principal goalt

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 goed 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. Branoon. 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. o

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 ter, 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 occur
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 DTSC is an example of one of those worthless subsidies. It
we would just reduce rates instead of having DISC, we would have
a much more rational investment policy, and a much more stimulated
econony.

Senator Rorir. If I just may have 30 seconds, Mr, Chairman, I would
think that most peos)‘le would agree that the state of our economic
health is bad today, that something has to be done to try to get it mov-
ting in the right direction, which I think we can do by properly tailored

ax cuts. ,

- While the slide of the dollar, in theory, is supposed to help with
sales abroad, the facts show it has not yet had the beneficial effect that
the economists or theorists would expect.

Mr. Brannox. I am not suggesting it is good.

Senator Rori1. 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
theory not work too well in practice.

Thank you very much.

Senator BexTSEN. Mr, Brandon, your comment about comparing
Germany and Japan to this country, and using the Yuriod of time
since World War IT, I think that is the 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 arcund.

"~ And therefore, 1 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 thut is my concern. How do you respond to that{

Mr. Braxpon. T think there is something that can be done in the ven-
ture capital area, and I think what you say is right that the capital
cains approach is an imperfect way of doing it. In fact, T 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 what is an actual risk situation in that.

And T 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 beginnin
businesses. The Small Business Administration has a number of smal
programs.

T do not know the precise answer to the problem. I know it is not
simply repealing the minimum tax on capita] gains or increasing the
exclusion across-the-board for all capital gains.

Scnator 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. Brannon. Thank you, Senator.

[The preparcd statement of Mr. Brandon follows:]

STATEMENT OF ROBERT M. BRANDON AND RoBrrT 8. MOINTYRE OF PUBLIO
Crt1zex’s Tax REroRM RESEARCH GROUP

BUMMARY OF PRINCIPAL PUINTS

The House-passed tax bill {s an affront to the tax system and to the vast ma-
jority of American taxpayers. President Carter presented Congress with a tax
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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 Iower 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 gaing, it should adopt the Fisher-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 tax 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 {ndustrial 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 proposat 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 soclal 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 fuirly 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 actuai rate reduction ig the over $100,000 income class:

1978 expanded income class

1979 changes
in effective
tax rates due
to inflation
and sociat
sacurity hikes
(i.e., tax in:
creases as a
percentage of
real income)
without a

tax cut

Net chang

in tax rates
in 1979
(percent)
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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-Corman 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: -

{In percent}
1979 tax rate Fisher-Corman  Net change in
increases with-  reduction tn tax rates
out s tex  eMective tax n
1978 expanded income class cut rates 1979
Less than §10,000. ...oeiennnconiiiiececiorcciaccsvaonconsosonann 0.9 0.9 +0.1
$10,000t0 $20,000. .. oo .. et cteei e .8 .9 -1
$20,000 to $30,000. 1.9 11 +.8
30,000 to §50,000. 1.8 1.4 +.4
,000 to $100,000 15 1.1 +.4
$100,000 to $200,000 11 .8 +.3
$200,000 AN OVOI ... n oo caccecmcareeeicrcoanmmernremcnanananan A 1.0 -.6
LT N 1.3 1.0 +.3

It is especlally important for the tax cuts to protect moderate and average
income taxpayers for whom inflation reduces the ahility 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 scocial security system in the fairest way possible, and that they do. But in
tbe short term, the hikes also create a “tax shock” in the middle and upper-
middle brackets, making some rellef 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 'ATES, 1978 AND 1979, AS A PERCENTAGE OF TOTAL INCOME

Average 1978  Average 1979
rate

1978 expanded income class rate Change in rate

Less than §10,000. ... o i iiimie e 6.05 6.13 +0.1
350,000 to $26,000. - 1- -1 TIIIIIITIII I IIIII 6.05 6.13 +.1
$20,000 to $30,000. -0 1T T T L 4.41 5.40 +1.0
30,000 to $50/000_ L1 TITIIIIIIITIIT T 2.91 3.57 +.6
50,000 to $100,000. - 1.62 1.98 +.4
100,000 to $200,000. .80 .98 +.2

$200,000 and over.... .23 .28 +.05
L (T TN 445 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 $30,000 per year—
the top 2 percent of all taxpayers—do better under the House bill than under the
Fisher-Corman substitute which the Houre rejected. Even under the most ex-
pensive definition of “middle class,” H.R. 13511—whose 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 thie Finance Committee and the Seuate to
amend the House-passed tax cut to provide real relief to average and middle
class Americans. As it now stands, HL.R. 13311 {s nothing but a cruel hoax on
88 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 hilllon annually—-almost £200 for each and every
fndividual 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 belleve that this tax expenditure should
be_reduced, not enlarged.

Equity problems

The leading proposals to cut capital gains taxes even further are particularly
offensive hecause their centerpiece is repeal of the minimum tax on sheltered
gains. This means that the lion’s share ¢f the benefits will go to high-income
Individuals otherwise paying little or no regular taxes. Under the Hanseu-
Steiger bill, for example, three thousand people earning over $1 million a year
would get tax reductions averaging an incredible $214.000 aplece. 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)

Percentage
of refurns
Fmentof Number of with capital
Number of  tatal 345 - returns ains Average

feturns with 400,000,000 Average Benefiting  benefiting  benefit per

Capital gains  incapital  gains per from Slaiger from return with

Expanded income (thousands)  (thousands) gains  recipient (thousands) Steiger! gains
1,949 12.1 $2, 814 3 0.2 $3

152 6.1 3,673 11 1.4 []

1,14 10.1 4,078 30 2.6 12

957 14.4 6, 812 9 10.3 69

468 17.0 16, 054 131 21.9 483

136 1.1 37,110 76 56.0 1,752

[ 29.2 , 087 3 4.1 23,963

5, 540 100 8,325 383 7.0 303

1 Col. § divided by col. 2.

Source: Data from the Joint Commitiee on Taxation #nd the U.S. Department of the Treasury. Arithmetic calculations by
Public Citizen's Tax Reform Research Group, July 16, 1978,

CAPITAL GAINS TAX CUTS UNDER H.R. 13511 (NOT INCLUDING RESIDENCES OR BASIS ADJUSTMENT)
{1978 income levels]

Number of
Number of returns bene- Percentage of  Average n.t
returns with fiting from  returns with cut per Percentage

Expanded income (th ds) capital gains H.R. 13511 capital gains return with distribution
(thousands)  (thousands) with tax cuts  capital gains of net cuts

3,828 ] 1.1 1§—-6 1-2
957 9 10.3 59 6
468 124 26.5 412 20
136 43 31.6 1,125 16

L 2 4.8 12,418 60

$, 540 7 5.9 112 100

§ Taxpaysrs 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 ot the Treasury. Arithmetic calculations
by Public Citizen's Tax Reform Research Group, Aug. 15, 1978,

While the Hansen-Stelger proposal targets close to $60,000 apiece to some 15—
20,000 tndividuals 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, 8 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
Hansen-Steiger.
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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 &
$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-repealed percentage depletion allowance for oil and gas, In fact, as noted
in a 1972 Joint Economic Committee paper, the very biggest timber companles
“are able to shift nearly all their income into the lightly taxed capital gains
category.” By lowering the corporate capital gains rate to only 25 percent, the
Hansen-Steiger proposal would add some $64 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-passed bill are better than Hansen-
Steiger only in that they scale back the reductions. H.R. 13511 still would give
76 percent of its basic capital gains benefits to the over $100.000 fncome ciass,
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 alimost half of those with
gains whose incomes exceed $200,000 would get large reductions. 1I.R. 13511 still
repeals the minimum tax on sheltered gains, and its new “micro-minl” 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 reat
tax reform (i.e., eliminating the 50 percent exclusion), but it makes no sense
co 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. If 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 typlcal
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
E;llx;ning over $100,000 per year. We strongly oppose this provision in the Bouse

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 ~ddress 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 actuaily 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
than 40 percent on their gains, involving less than 0.4 percent of all capital gains.

Although 80 pcreent 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-
celved by taxpayers with incomes under £100,000. The average tax cut from
Hangen-Steiger for these less well off capital gains reciplents is only $60, and
most of themn would get nothing at all.

The average effective rate on capital gains income {s 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 in {ncome—
all of it capital galns—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-Stelger 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 gaing. 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 {n 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 bdillion surge in the market on ac-
count. of $500 million in tax reductions relating to stock gains, a “multiplier’ of
600 timecs 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 Hansea-Steiger 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 {nvestments 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
wounld exempt home sales from the minimum tax, at a cost of $5-10 million, leses
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 cnntend 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 '60 reforms became
effective, but it rose in 1970, 1971, and 1972, while the higher maarimum rate on
capifal gains was 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 unaccompaiied by any change in capital gains rates, as wasg the recovery
in 1975 and 19768 (back to almost the 1972 level). The most commonly accepted
explanations for the stock market's ups and downs include the business cycle,
infletion, 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-80s 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 {nflation, 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 ilansen-Steiger proponents is to compare our economie
performance to that of countries which allegediy do not tax capital gains at all,
especially Japan and Germany. The implication i{s 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” stmilarly to the U.8., 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 husiness
gains whether or not realized, under an annual increase in wealth measure of
taxable income. Italy {8 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 {ncreases, in re.
cent years the U.S. has outperformed most other industrialized countries, in-
cluding the three cited here.)

Alternative minimum tae propozals

If, in spite of the damage {t 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 8 modicum of tax equity. The “micro-mini"” tax proposal adopted at
the last minute by the House is clearly inadequate, but we belleve 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 {n 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 incomea (but did pay a little
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 83.0 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-min{” tax appears to be lcss effective on the nearly non-
taxables than even the existing minimum tax. While the current minimum tax on
sheltered gains adds close to 44 percentage points to this group's average ef-
fective rate, the House “micro-mini"” could reduce this to only 134-8 points. For
example, taking a “typical” high income nearly non-taxable individual based on
the Treasury high fncome 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 gaivs. 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 {n 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 5O 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 trcat-
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 set 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 {8 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 dlscussion 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 yechts, 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 thelr tax deductibility seriously undermines
the fairness of the tax system. Public opinton—as evidenced by recent polls—is
strongly in favcr of denying these items as tax deductions.
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In 1962, when-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 nof been successful in achieving thetr 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
escentially 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 & 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. Taz-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 flle
workers be benefited. T

The House bill does establish anti-diserimination rules for so-called “cafeteria
plans”—an area in which abuse has been most frequent. We support these pro-
visions, bu# 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.

3. Investment-tar credit

In the House hill, 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,
80 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 80 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 Président 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
‘2100.000, 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. h

§. Taxr breaks for pollution control equipment

Laws requiring companies to stop polluting our precious environnient 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-
uets and their customers. In this way, the prices of various goods would reflect
more accurately their soclal 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 iz 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 efictent 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 tax-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 specisl
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 ineficiency 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 flve-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 issuc exemption for Indusirial 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 {n 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 decistons, 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 financing subsidy. The IDB's simply are not the
crucial factor in plant location declsions in the overwhelming majority of cases.
Furthermore, studies show that whatever small effect these location incentives
may have, it is primarily intrareglonal: Industrial incenti7es 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 hecause they do not increase the stock of capital avallable for investment.
If there i8 to be a continued role for IDB’s, we recommend that the Committee
restrict thelr use to economically depressed areas, as proposed by the Carter ad-

. ministration. This limitation wiit prevent the dilution of their effects, and will
maximize and concentrate whatever fmpact 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 these 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 “@ 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
millifon 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
bustnesses.

The self-defeating nature of these incentives has been wldely 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 gne 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 celling to $10 million will drain an estimated $64
million from the federal coffers over the next five years. The subsidy is ineficient
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 availablc as IDB's
crowd a shrinking market.

For all these reasons, we recommend that the Committee adopt the admivistra-
tion proposals on limiting industrial development bonds.

6. Chicken amendment (“Chicken I'')

The House bill contains a special interest provision designed to henefit two poul-
try producers—Halifax Foods of Maine and Hudson Foods »f Arkansas—by
exempting them from the 1976 reforms requiring large farm corporations 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 bagis across the board, they will take
that. . . . They are simply asking for equal treatment.” Senator Bumpers was
equally emphatia: “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 Yludson 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 producers—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-
ment” the companies allegedly seek. Rather, it i8 preferential treatment,

The purposes behind letting farmers use the cash, rather than the accerual
method of accounting is the alleged lack of financlal sophistication of small farm-
ers. Such a rationale has no appliation to Hudson Foads or Halifax Foods or to
any other farm corporation whose sales exceed $1 million annually.
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“Typical” person m the nearly non-tarabdble group with over $200,000 in expanded
income. Family of four not using foreign tax credits. (Assumes minimum tam
on cxcess itemized deductions does not cpply.)*

EBxpanded income. . e $615, 000
Capltal gains excluston. . o e 190, 000
Dividend exclusion . o e 100
Other preferences. . e 60, 000
Charitable contributions_ . . 36, 000
Other itemized deductions___ e e 295, 000
Taxable income__ . e 40, 900
Current lasw: ’ !
Regular taxes. ... 9, 200
Minfmum tax_ . 34, 500
Total tax (7.1% of expanded income) - .. _.__________________ 43, 700
H.R. 13511 "“micro-min{” tax:
Alternative tax__ 19, 000
Minimum tax-..o oo 8, 000
Total tax (4.19% of expanded {ncome) _ - oo 25, 000
Fisher-Corman alternative minimum taz:
Addition to taxable income____________ oo 58, 050
Total taxable income._____________________________ 98, 950
Regular tax_____.___________________ 42, 630
Minimum tax... .. __ . 6, 000
To*al tax (7.9% of expanded income) - .- oo 48, 630

- ! Figures are hased on 1976 data in the August 1978 Treasury Report on High Income
aax Retuyns. Expanded income, long-term capital gains, other preferences, and regular

nd minlmum taxes due under current law are all about average for “nearly non-taxables’”
with incomes exceeding $200,000.

Eramples of capital gains tax computation§ under current law, Fisher-Corman
proposal, and H.R. 13511

Take . person in the following situation:

Taxable income other than capital gains____..__________________ ($—150, 000)
Charitable contributions__________________________ e S 50, 000
Short-term capital gain. .. 30, 000
Long-term capital galn_ . 300, 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 tazadle income

1. Add short-term and long-term gains___________ _________________. $330, 000
2. Enter lesser of 30 percent of line 1, or 50 percent of long term gain_. 150, 000
3. Subtract line 2 from Une 1 e 180, 000

Line 38 is added to taxable income.

II. Minimum taz

1. Enter preference ftems. . 150, 0600
2. Enter larger of 50 percent of regular taxes pald or $10,000_.___. 10, 000
3. Subtract line 2 from Mne oo, 140, 000
4, Multiply lne 3 by 18 e e 21, 000

Line 4 is added to taxes due.
Under the Fisher-Corman proposal, the computations are as follows:
Part I, capital gains computation, {s exactly the same as above.
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Il Adjustment if taradle income other than net long-term capital gaina is lcas

than zero

1. Enter taxable income other than capital gains_______..________ ($—1560, 000)
2. Enter short-term capital gain (if none, or if a loss, enter zero) .. . 30, 000
3. Enter charitable contributions__ . ____ 50, 000
4. Enter $5,000_ . .. e 5, 000
B. Add lines 1, 2, 3, and 4. If greater than zero stop; there is no

adjustment oo e . (—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, 0C0
8. Enter the smaller of line 6 or line 7 _______________________ 32, 500

Line R is added to taxable income.
The calculation under the House bill is as follows:
P’art I, capital gains computation, is exactly the same as above.

II. Alternative tax

1. Enter capital gains exclusion from line 2, part I..___________ ___ $1560, 000
2. Enter exclusion attributable to personal residence (see instruc-

o0 ) e 0
3. Subtract line 2 from line 1. _____ L ___ 150, 000
4. Multiply line 8 by .10- e 15, 000
5. Enter regular income tax liability from line 47, form 1040__._____. B, 400
6. Enter the larger of line 4 orline 5._ . _._________.__ JE 13, 000

Line 6 is the amount to be shown on the equivalent of line 47 on form 1040

- Senator .BexTseN, Our next witness is Virginia Martin, executive
director, parents without partners.
Ms. Gruerr. I am Jacqueline Gilbert, assistant to the executive
director. Ms. Martin was unable to appear.
Senator BrxTsen. Everyone here wants to hear what you have to
say, so if you will really move up to that microphone, please proceed.

STATEMERT OF JACQUELIRE GILBERT ON BEHALF OF VIRGINIA
MARTIN, EXECUTIVE DIRECTOR, PARENTS WITHOUT PARTNERS

Ms. Giueerr. We appreciate the opportunity to address this com-
mittee to lend our support 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 1 million single parents—divorced, widowed,
separated and, never married. 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 houscholds, one in
three families live at or below the poverty level.

While nearly one-half of married couples with at leas: one child are
dual-income families. the single parent 1s the sole source of income in
nearly all instances. In 1975, the average family income for heads of
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households was $8,295. 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 3314 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 i$ 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 Qur Children, The American Family
Under Pressure,” together with other research re{)orts, clearly illus-
trate the ma{or impact of inadequate finances on all family structures.
In fact, the children of families suddenly experiencing a single-parent-
family situation demonstrated problems in direct proportion to the
marked decrease in economic security rather than a reaction to their
new family status. )

In ‘he 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 study-
ing were poor populations. There was a much greater number of single-
parent families in that population, therefore t'ie 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 somg 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. 0¥es,ll children now a part of the population, over 30 million will
grow u sPending part of their lives in single-parent homes.

The fallacy of using tax incentives to promote marriags 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.
ake 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 mluest 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 BEnTtsen. Mr. Packwood ¢ :

Senator Packwoon. 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 de(?uction that married 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 Packwoop. I hope we have another shot at it this time.

Thank you very much.

Senator BeNtseN. Thank you.

Our next witness is Professor Murray Weidenbaum, Washington
University. )

Professor, it is good to see you again. '

STATEMENT OF MURRAY WEIDENBAUM, DIRECTOR, CENTER FOR
THE STUDY OF AMERICAN BUSINESS, WASHINGTON UNIVERSITY

Mr. WemeNnBaUM. 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.
Ihwoulc%) lg{m 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
“Joopholes.” i

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. o

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

ay 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
arve 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 propor-
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.!

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 & 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 net 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, a4 point I will get to later.

1 Se¢ 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 %ﬁgher 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 these
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
mmportant and constructive step in controlling the size of Government.
But so designing tax reduction that it primarily promotes increases in
current consumption—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
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.

ax_changes to encourage investment are badly needed to provide
needed strength for the economy and the needed jobs that I mentioned
carlier. 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 %actv, it has been shown before this committee that during
periods of rapid inflation, these taxes can be confiscatory. In faci, 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 expanding the investment tax credit and liber-
alizing the depreciation allowances are other attractive possibilities.

For many reasons. however, T 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 corcern 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-
porate rate would promote more efficient use of resources because fewer
husiness expenses would be incurred merely because they are tax
deductible.

33-050—78——6
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A lower corporaté tax Tats would soften the double taxation of
dividends. It is important to keep in mind that the typical dividend
recipient 18 not the fat cat that dominates tax reform folklore. He or
she is a retired worker that ultimately receives corporate dividends
via & 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 bs
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 they 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 factors. They are overloo ng un-
reported income; they are overlooking the noncash value of medicaid
and food stamps and things of that sort. They are overlooking
imputed income. ) i

For example, if a conple 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 rharing the income with the man
who is living with her, or vice verea, him sharing her income.

t
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1f you take all those things into account, you come out to 3 percent
in poverty rather than 12 percent. .

f we are trying to think of how much money we have to raise to
take care of poor people in pcverty, that is entirely a different matter
than what it appears to be when you look at it at first Llush. And then,
if you zero in on who these 3 percent are and what the real problein
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 1t
as being.

Wha% you are saying here in taxation is pretty much that way, too.

Mr. WEDENBAUM., % 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 CratrMaN. T 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 Hansen?

Senator Hansen. I think you made an excellent contribution, Mr.
Weidenbaum, to a better understandin g 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 rage

You say that phased tax reduction would also alter the environ-
ment in which the annua) 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. WEmENBAUM. Yes, I do. Co

As the Senator may know, I reccived 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-
ciscly made the point that I thought that reductions in the capital
Fam’s 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
19680’s and the proposals that were made by President Kennedy. I
find great merit in going even further than my 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 resnlt.

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 po-erty.

Mr. WemENBaUM. Thank you.

‘The CinatrmaN. Senator Danforth ¢

Senator Daxrorri. 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, has talked about the linkage between corporate taxation
and capital formation and productivity. The President’s tax cut pro-
posal that he made last winter recognizes 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 to%ether thatla’uve come before us—really
all of them: you, Professor Feldstein, Sccretary Blumenthal, even:
Professor Eisner from Northwestern yesterday, who came here yester-
day to testify against reducing capital gains taxes, said that he be-
lieved the oorqorate tax rate shonld be reduced to zero.

So there is, I think, this generxl consensus that something should be -
done about corporate taxation as a part of the total productivity
picture.

Mr. WemeNBaUM. Senator, I have titled my statement “Priorities
in Tax Policy” for a ve y deliberate reason. T think that this commit-
tee has a variety of attractive alternatives before it. Let me speak,
bluntlv; as the chairman of this committee knows, that this is the way -
1 prefer talking. -

here are several very attractive alternatives. The Roth-Kemp
bill—I only call it Kemp-Roth when I am in the other House—and
the Hansen-Steiger bill. They are very attractive alternatives.

My proposal, and I gather in specifics you have introduced legisla-
tion 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 I 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-
th?_-board cut in the corporate tax rate be given first priority in tax

icy. ‘
poVeiy frankly, I reiterate that Eosition 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 anythinF, likely increase rather than decrease. o

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 DanrorTH. 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:
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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
issne 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 passes another—albeit verv
well-intentioned—specific piece of tax or expenditure legislation, en-
couraging or directing business to perform a certain way, that reduces
s%iill' further business management prerogatives and flexibility and
-efficiency.

Thergfore, it is with the greatest 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 DanrForTH. You do not see a corporate rate reduction as
an ineffective means of stimulating business invesment?

Mr. WemENBAUM. I think that it will have avery positive effect on -
businessTinvestment. 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—T 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 DaxrorTH. Thank you.

The CyairmMaN. Senator Packwood ?

Senator Packwoop. 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. Isthat 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,
really reduce the Federal presence in the business system. And you do
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not reduce that presence by jug%ling the investment tax credit, but by
having a long term reduction in business tax rates.

Senator Packwoop. 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. WemENBAUM. 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 yearsin 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 Packwoop. I have no further questions.

The CHAIRMAN, Senator Bentsen {

Senator BEnTseN. 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, T 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 leapfrog 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 end up with
inefficient productivity, and it has to bring us more inflation and a less
competitive position,

Mr. WemENBAUM. 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 punitive toward 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-
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 unemn-
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 ¢

So that the investment decision is guided by what the tax figures are?

Mr. WemEeNBaUM. 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 CHAIRMAN. Senator Roth{

Senator Rora. 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.

T 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, gut 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 T 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 the upfront thing that we work on.

- I have never seen it better said than you did in your statement, and
T just think that it is so important that tax policy be decided not year by
year, but we lay the groundwork now.

Tet me ask vou this question. Secretary Blumenthal, when he has
before us admitted, in answer to my question, that probably they wonld
be coming back next year or the following year for new tax cuts, and it
would be even further down the road.

Does it not make sense now to plan what we are going to do the next
several years? As Alan Greenspan savs, 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. WemenBauM. 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-

ropriation planning in the executive branch, an(ﬁ)udget review in this

ranch in the context of a larger flow of revenue than actually results.
Why ¢ Because the expenditures are planned, say over a 5-year plan,
and the tax policy comes irannual installments.

If we had any hope for reducing, slowing down the growth of Gov-
ernment in the United States, it 18 precisely via the action upon tax
policy and precisely, as you put it, that this committee has a unique
opportunity for Iea(iership 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 Rori. In my judgment, 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 you, 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. WrmenNsauMm. 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 ecither the supply or the demand side, I thought
that was totally unsupportable. '

Senator Rorr. May I ask one further question, Mr. Chairman?

The Cratryan, Yes, |

Senator Rori. T 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-
1s 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-:

opular as that is, so that everyone is being taxed, if somebody can
ay to rest these bad examples that are used as rationales and excuse
for income transfer.

Mr. WemeNBAUM. 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 weuld 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
advante.ve of the tax incentives, but to reduce the incentive to go that
route by major reductions in Federal, corporate, and ultimately in-
dividual income taxes.

Senator Rorn. May I ask, you would agree that it is desirable now
to pass 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. Wemenpauy. 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-
seo 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 that 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 Rorn. Thank you.

The Cuarrmax. 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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1t 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. WemenBauMm. T do not have the data with me. 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, thzir share of expenditures
is very low so, on balance, they are niet contributors to Federal revenue.

I will be glad to prepare for the record.!

The CuairmaN. If you cannot find any later study on that subject,
a fellow named Herman Miller included in his book, “Rich Man, Igoor
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 would provide us with a bio-
graphical background of yourself for the record.” :

Mr. WeroENBAUM. Yes, Mr. Chairman.

[The prepared statement of Mr. Weidenbaum follows:}

PriorITIES IN TAx PoLICY

(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 i8 no gshortage 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 LOOPHOLES

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 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, i3 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 indlvidual
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.

1 See appendix, p. 1031, for supplementary statement.

1 See appendix, p. 1031, for biographical background.

s Mr. %denbanm fs Director of the Center for the Study of American Bunsiness at
Whashington University in St. Louis and adjunct scholar at the American Enterprise
Institute. ’

[
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Tabdle 1—Federal personal income tax rates under present tax law
(Based on 1876 levels of income)

-

Ezpanded income class Eflective tax rate (perdent)

Jess than 88,000 e —————— 0.2
$5,000 t0 $10,000- - o meccec e e mecm—— e e m e ————————— 5.6
$10,000 to $15,000. . ... e e e m G e A mece—memmcac———aam———— 9.0
£15,000 t0 $20,000 . e 11.2
$20,000 t0 $30,000 - -« o - e ccecmccmc— e mmmcmm—e—m—————— 13.8
..................................................... i7.6
.................................................... 24.4

-- 20.5

____________________________________________________ 30.0

AVeTABe o e e e mmmm—cecammm—am——em———— 124

There {8 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 {ts survey of taxpayer attitudes. By a substantial plurality,
the American public believes that it gets the most for {ts money from the federal
government. The local property tax receives the “honors” for being considered
the most unfair tax (see Table 2).

Table 2—Citizens reactions to government and taces

“From Which Level of Government Do you Feel You Get the Most for Your

Money ?”

\ Percent
FedeTAl e cm e creee e ;e —cmr e e ——me—m e —————————— 86
JOCAl o e e mmcmm e —m———————————— 26
State e e m—m—————— 20
Don’t KDOW o o e ——m————— emmmmcm—cmmmc———o—— 18
Total oo e ——————m————————— 100

“Whick Do You Think is the Worst Tax—That Is, the Least Fair?”’
Percent
Tocal property tax_.. e mamamm——m e —————————— 33
Federal income tax__...__._._ memcmcmae e mmcmceecccmcccmcmmcenec—————— 28
State sales taX- o ccoocaaao m e e eee e mmemem— e —————————— 17
State income t&X . o e ccc e ————— e ——a———— 11
Don't KNOWaccccavacen e mmemmemcccmmmecmmeeem—————— mmcmm————— 1
Total e e ——— e m——————————— ——— - 100

- (Source: Advisory Commissfon on Intergovernmental Relations.)

Although the passage of Proposition 18 in Callfornia demonstrated ihe public's
general concern with high taxes and big government, it i8 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
“lo;)pholes" fs 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. But what remains
18 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.
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PROTECTING THE PUBLIC AGAINST INFLATION

Inflation surely is a key concern of the American people. The peint 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 nus who are concerned with the expanding scope of the public
gector 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 fn current consumption—which
appears to be the main strategy of the current tax bill—surely i8 not a central part
of any anti-inflation effort.

So, quite clearly, we are led to the fourth alternative shift in tax pollcy—the
encouragement of more capital formation. As we will sce, there are many reasons
1o believe that this g the most desirable of the proposals now under consideration.

ENCOURAGING CAPITAL FORMITION

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 I8 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 s
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 pcople may differ over the most deslrable 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 conflscatory in real terms. Also, expanding the investment tax credit and
liberalizing depreciation allowances are other attractive possibilities. 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 efficlent 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 {mportant {n this connection to keep in mind that the typieal dividend recipient
Is not the ‘“fat cat” that dominates tax reform folklore. Rather, he or she is &
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 cornorate tax rates.
To some extent. consumers also would benefit as & portion of the lower taxes is-
fhifted forward in the form of lower prices, or at least prices rising les rapldly
than otherwise. Also, rome 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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1 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,
1 urge that spurs to capital formation be placed at the top of the agenda for tax
policy and that sizable 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
«ignal clearly the specific tax cuts which business can ant!cipate over the next
several 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 & lower anticipated flow of revenues. Thus, substantial tax cuts, such
a8 those to spur private capital formation, would simultaneously encourage
restraint in public outlays.

The CrammaN, Next, we will hear from Mr. Edward I. O’Brien,
president, Securities Industry Association. :

Mr. O’Briex. Good morning, Mr. Chairman and gentlemen.

Accompanyiing me today is George 1. Ball. the president of the
Securities Industry Association’s Tax Policy Committee, and presi-
dent of E. F. Hutton Co.

STATEMENT OF EDWARD I. 0'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’BrieN, We very much appreciate this opportunity to testify
before this committee whose members recognize the need to improve
the tax bias against investment. With grour 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 bK
-corporations and investors large and small. On several occasions, SI
testified that higher capital gains taxes impede capital mobility and
the flow o7 risk capital.

We have seen 1nvestors 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 stimulate .
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 left 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
ghat sharp increases in taxes on investment returns were a contributing

actor, .

Last year, STA 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 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 revenues. This
study was not limited to static analysis, but reflected feedback effects
in the economy. :

STA 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 Kennedv were
adjusted to provide reductions for all taxpayers; and (2) an alterna-
tive minimum tax of 15 percent wasadded.

Under present law, marginal capital gaing tax rates can exceed
49 percent. 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 réesources results are shown on page 7 of our statement. As
the table shows, the capital gains provisions of the House bill increase
real GNP bv $63 billion and capital formation by $29 billion. Over 1
million additional man-years of employment would be created from
1979-1983. Tax revenue would go up by $23 billion.

The DRI proiections 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-vears of employment
increases over 1.6 million. ‘i'ax 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 CrzamrmaN. What does DRI stand for?

Mr. O’Brien. Data Resources, Inc., Mr. Chairman.

The CHAIRMAN, Go ahead.

Mr. O'Brien. I would like to present Dr. Ture's results which are
contained on pa% 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. Tge 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 r%'ections 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. %ederal 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 we want to confirm the directional
results of these proposals by consulting with two independent orga-
nizations.

As both of thes: studics clearly demonstrate and as I have noted
earlier, lJower capital gains taxes will stimuiate economic growth, in-
crease capital formation, create jobs and increase tax revenues.

In general, lower taxes increase GNP through stimulating con-
sumption and/or investment. However, reducing taxes on capital gains
has a particularly strong impact on stimulating investment relative to
consumption. o

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-

é)}?ainnan, 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 committes to consider
combining the House bill with the capital gains tax proposals first put
forth by President Kennedy.

Mr. Chairman, we woul! be hapz)y 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
;x]bout their particular area that the members of the committee may

ave.
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The CuairmaN. Let me make this suggestion to you, Mr. O’Brien.

I don’t know much 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
aNre socially advantageous and economically advantageous to this

ation.

One, by reducing the rate, we would make money for the Govern-
ment, put r>ore people to work, help to provide a better life for every- .
body. Now, if some 1diot, by not knowing how to estimate the dynamics
in the economy, is tesponsible for a sluggish economy, we ought to
make him lay 1t 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, yot
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 ducg 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 sce 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 (Prof%sionaj Jjudgment is that something needs to be done. It is
our judgment as investment bankers and securities people. Therefore,
wo 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 Treasu;"y. 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 CrHamrMAN. 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 cnergy bill, those people at the Department of
Inergy came up with an estimate that paying more than a certain prico
for gas would not get you one more cubic foot of gas.

They testified for a year to that, and they even convinced Secretary
Schlesinger, 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 they arrived at that. Do you know how they arrived at that con-
clusion ¢ They arrived at that conclusion by saying that you only have
a certain number of rigs, and at that price all the rifs would be active.
What they overlooked was the fact that the Nation has the capacity to
put up more rigs.

Mr, O'Brien. Then we should go after more rigs.

The Ciamman. If you had fo%lowed that philosophy during World
War T1. you would not have drafted any more sn‘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 overlosked the
fact that the Nation had the capability of bnilding more weapons.

1f that kind of thinking is in our tax structure, and in the pcople who
are making what should be the responsible decisions, all T 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 sce if you can break this down
so that somebody can understand what we arve talking ahont. beeause
it xcems to me, by their own admission, that they are proceeding to
shoat at the duck and assuming thatthe duck is standing still in the air.

Mr._O’Brien. Obviously, we think that they are wrong. Iet's see
what we can find out to bring some light to that subject. We will try.

The Cniarrman. Thank you.

Senator Hansen?

Senator Haxsex. Mr. O'Brien. T am delighted every time hear yon
make a presentation Lefore this committee. It seems to me that if peo-
ple will take the time to listen to you, and to hear what you say, and
ponder on it, they are going to have to agree with the inescapable logic
of vour 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 scared that we were
nat going to be looking at the prospect of reducing taxes on capital
maing. But there were those who occupied some pretty prominant roles
in Government who thought that that whole concept onght to be abol-
ished completely as though there was no such thing as a capital gnin,
and that we ignore inflation.

Then, when Bill Steiger introduced the proposal that he introduced
in the House. it encouraged me to think that there might be a little hope
at the end of the tunnel. T got busy, and as the chair.nan knows, T
rounded up some 63 of us in the Senate, and we will have some help
from others when it comes up for a vote. T would like to believe that my
cffort gave some encouragement back to the House side.

Right now I go on record as being in favor of the proposal that the~ -
chairman has come up with, This is not just a good idea. it is a better
ides. If it makes sense to reduce, as I believe it does; capital gain so

33-050—78——T7
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the t pot pore than 23-pereent maxinmun rate shall appiy. T think that
there is even greater merit in the proposal that has been offered by
ovrehoirmnn, whom T esteon,

Having said that. T wonld hope that you might give us a little idea
that will v-fleet an acenrate profile of the investors in America. T think
that it is important that the public generally understand that vt
ioin thic 1 will Yeln evervbody, LotCs talk about, if we may., older
people. and women who are dependent upon pension henefits and who
might possibly become investors again,

We have had 6 million people leave the stock market. What sort of
people are those ? What about young women, who have some income,
ar-bwhomieght want to invest that.

Single people. generally, offer great promise to put their money,
rather than in conmmaptive ventures, into jobh-producie vonteees,

Could vou take just a few minutes to tell us what von think an
accurate profile of the people who might be reached and who might
becone inve-tor. in job-ereating activities in \meriens eanld he!?

Mr. O Briex. Let me start, and then my colleague. Mr. Ball to give
hiv own reaction,

In my own case—it is alwavs good to personalize thines—TI beecame
interested in investment at home at the age of 14 or 15. Within a few
years, I began making a few modest investments. So here is an ex-
ample of a young person.

My own mother who is 86 has invested. and not invested in
enormous amounts, for many. many vears. Between those two ends of
the <peetrum. 15 or so and £6. you will find that you will have an
attvaction for morve and more people to the securities industry.

Thev will be attracted to different types of investments. New types
of companies which are heginning. innovative companies. which we
know as a fact will provide more jobs to more people. and in turn tax
revennes to the country. Others will invest in companies where they
will use the income for purposes of retirement. or as a supplement. or
for purposes, as an example, of educating their children.

So what T am saving is, in a word. it will flow across the spectrum
of America from different age groups and income groups. all of whom
will be encouraged by some sort of an action proposed by you or the
chatrman, and other<, Mr. Ball mav want to amplifv on that.

Mr. Bann. Just briefly. Some 20 to 22 pereent of all the common
stock in America is owned by individuals who are over 65 vears of
age. In many cases. that stock is no longer appropriate for their
current circumstanees, There are many, many cases, accordine to <ur-
vevs that our firm has done, where they are reluctant to sell the stock
and pay the capital gains tax. Yet it is the wrong form of ownership
aiea-=et allocation for them.

The average investor. T believe, is 53 years old. There is a great
change in the common 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 px('iovide a great deal of job opportunity per dollar of capital
mvested.
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I think that on those particular ends of the spectrum, you will find
a great sucial benefit to our nation.

Senator I{axsex. T have not asked for this privilege often, but if
the chairman would indulge me for one more question,

Would you not agree with me that we shall encourage active sup-
port for the free enterprise system throughout America? I think that
there 1s no question if we mate aconyarivon hetwoon onge <-stem and
others oursis far and away the best.

[ there any better way of getting people on board. actively involved
in A\merica. than to let them be participants in a way that will offer
them reward ?

Mr. O'Briex. I happen to believe that very firmly. As a matter of
fact, 1 feel <o <tromgiv ohou thes subject that i the voooss 1977 T8,
I have probably traveled 40- to 50,000 miles throughout this country
emphasizing the nature of the problem and getting people to under-
stand it, so that perhaps something can be brought to hear, to correct it.

The fact of the matier 1= give people the chanee to own and to par-
ticipate, they are going to take an interest, and they are going to be
very viligant of \\%\:n happens in the tax structure. in the running of
the company. or whatever it happens to be.

So the trick is to broaden, rather than to suffocate ownership of
equities in this country. After all. that is what this country all about.

Senator Haxsex. Thank you very much.

The Crramryax. Senator Danforth ?

Senator DANFORTH. No questions.

The Camyax. Senator Packwood ?

Senator Packwoob. No questions,

The CrrairyaxN. Senator Byrd.

Senator Byrn. No questions.

The CniamrMax. Senator Bentsen ?

Senator BENTSEN. No questions.

The C'mamyax. Senator Dole?

Senator DoLk. T think you suggest on page 11, that the greatest gain
in GNP is achieved if all taxes on capital gain are eliminated. Do yvou
suggest the committee go bevond the Hansen proposal. and the chair-
man’s proposal?

Mr. O'Briex. At this stage of the game, Senator. while that might
be a very fine objective. realistically. it may be. perhaps. too much to
hope for.

T am saving that at least we should go past the House version. and
T think we should embrace the proposal which Senator Hansen himself
has. in fact. endorsed this morning—the chairman’s proposal.

Senator Dorr. You mention in another part of your statement. that
the study was done before the adoption of the so-called Archer amend-
ment. ITave vou had a chance to focus on indexing ?

Mr. O'Brirx. T don’t know what the answer on that is. Perhaps T
can check with one of my associates.

Mr. BaLr. We have not, Senator, not yet.

Senator DoLe. Do you support that concept

AMr. O’Briex. We do have some work which has been completed on
that by Dr. Ture. I 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 Dore. That gets into the question 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’Brren. We will be glad to furnish if to you, Senator.
[ The following was subsequently supplied for the record:]

SECURITIES INDUBTRY ASSBOCIATION, -
Washington, D.C.. August 31, 1978.
Hon. RusskLL B. Long,
Charman, Senate Cowmittee on Financee, Dirksen Senate Ofice Building,
Washington, .0,

Drar MR, CHAIRMAN: During the colloquy following SIA President Edward
1. ¢VBrien's testimony before the Committee on August 24, 1978, Senator Dole
re;piected the results of econometric simulations on the “Archer amendment”,
which indexes capital assets for inflation. Dr. Norman B. Ture has examined
the effects of this provision, and his results are enclosed.

Diata Resources, Inc. has not specifically examined the Archer amendment.
However, 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
Tar Policy, Investment and Economic Growth is similar to a proposal narrowly
defeated (39 to 43) by the Senate in 1976.

Direet 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 Lhope the encloked material will be responsive to Senator Dole's inquiry and
useful to the Committee.

Sincerely,
StEPHAN K. SMALL,
Director of Congressional Relations.
Enclosures.

ECONOMIC AND TAX REVENUE EFFECTS OF THE ARCHER AMENDMENT [N H.R. 13511 INDEX_CAPITAL GAINS

{Dollar amounts in billions of constant 1977 dollars)

1979 1981 1983 1988
Increase or decrease (—) in: )
Employment (thousands of full-t.me equivalent em-
ployees). .. . . . . U 310 350 400 560
Aonual wage cate .. . ... .. . _._._... $270 $330 $390 $590
Gross national product:
Tolal . ... ... . ... e el 43 5F 70 11
Bus'ness sector. . . . k1} 42 51 7
Gross p 1vate domestic investment:
Total . . e e e 24 45 69 59
Nonresidential .. ... ... I e 21 42 63 S0
Consumption_ ... . . ... . . .. .. . 19 11 2 52
Fede-al tax revenues: Netof feedback. . ___ ... .. ____. 10 10 9 15

Note: The figures are the differences between the estimated a~ount 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
ear, not from the niecedng vear under the tax change. Estimates of employment efiects are rounded to the nearest
{0.000; ectimates of annual wage effects are 1ounded to the 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 EcoNOMIO GROWTH

A COMPARATIVE ANALYSIS OF THE ECONOMIC EFFECTS OF ALTERNATIVE TAX PROPOSALS
AFFECTING INVESTMENT INCOMB

TAX PROPOSAL NO. 8—S8LIDING 8CALE 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 of the gain subject to tax is 50 percent. This
proportion decreases by 2 percent per year, reachino 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 proposal are shown in detail in table 8 of appendix ‘A’
and in charts 8.1--8.4 (see the following page).

Grozg national product.—Gross national product is higher by 828 billion (1.2
percent) in 1982 with a total growth in output over the 5-year period of $87
hillion.

Investment and fired business assets.—Business investment increases by $13.5
billion in 1982 and almost &3R hillion 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 unemployment.-—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 3-vear period, consumption is higher by $45 billion.

Corporate balance shccts.—The increase in after-tax profits resulting from
the stronger economy and reduced dividend paxments (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 6§ percent relative to the haceline in T982,

Tar receipts and the deficit.—Tax receipts decrease by £0.7 billion in 1978. In
succeeding vears. Federal tax receipts are increased by as much as $11 billion in
1982. The effect on the deflcit is similar. Budget surpluses for 1981 and 1982 total

16 bhillion.
¥ 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.

33«050 O =78 -8
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Senator DoLk. 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’Briex. 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. Bawv. 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. BaLr. 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. T 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
1s, will the effective date be this time, or that time. Hopefully, it will be
done as soon as practicable, or promptly. But T 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. BarL. There are two things, very quickly. The flip of the argu-
ment is the loaical 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 hought stock: Why did you buy, and what are the most
important reasons. The belief that the capital gains taxes will be
decreased has been 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 DorE. T 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 CaRMAN. Senator Roth ¢

Senator Rotr. Mr. O’Brien. T 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 vears, 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 vear and mavbe a tax cut 2 or 3 years down the
road—T 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 give the private sector an opportunity to show
what it can do, that what we are doing this year is not a temporary
aberration. Senator Hansen discussed it last vear. and his concern that
we move in the other direction in the capital #ains area.

T think that it is important, that we establish now what the policy
1s moing to be. and that it is going to be one that will build confidence.

Second. T think that this is the onlv wav that vou 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.

T wonder if you would care to comment; do you agree as to the
importance of this?
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Mr. O'Briex. 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. T 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. T think you are going to get more confidence
which. in turn. will make for a much better result.

So. T agree with it. and T hope that it is not too long an answer.

Senator Rorn. 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. T think that it is a very serious mistake
to trv to push business taxes and not provide a substantial across-the-
board tax cut for the American people.
) I would think . hat this would be important to vour indnstry heecause
if we are going to have greater participation on the part of individuals,
there will have to be great savings. For that reason. T would think
that it would be in your interest to see that kind of a tax cut brought
about as well.

Mr. O'Briex. 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 Rorn. Thank vou. Mr. Chairman.

Thank vou. Mr. O'Brien.

Senator Byro. Just one quick question. Refresh my memory. if you
will. how manv less investors do we have now as compared to the
pre-1969 Tax Reform Act which changed the canital gains rate?

Mr. Barn. Six million fewer. It is now 25 million. and it was 31
million. -

Senator Byrn. While vou mention the public being skeptical about
tax reform. every speech T make in Virginia. I urge the people of
Virginia to view with great skepticism anv lesrislation 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 T 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'Briex. Thank you, Senator.

[ The prepared statement and attachment of Mr. O'Brien follow:]

STATEMENT OF THE SECURITIES INDUSTRY ASSOCIATION

Mr. Chairman and members of the committee, my name is Edward 1. O'Brien,
and I am president of SIA. Accompanying me today is George L. Ball, chairman
of SIA’'S Tax Policy Committee and president of E. F. Hutton & Company, Inc.
We appreciate this opportunity to testify hefore the committee today.

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 trausactions 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
hanking activities conducted on bhehalf 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. Due to its essential role in the capital mar-
kets, the industry daily observes the impact of tax policy on investment decisions
by corporations and investors. On several occasions, SIA testified that higher
capital gains taxes impede 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 sought alternative investments in real estate
or tax-exempt securities. Ntudies 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 DData Resources. Ine. (DRI), the economic consulting
organization. to simulate the impact on the economy of nine alternative tax pro-
posals in June 1977, The nine tax proposals chosen for analysis were selected 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 Growth, was completed and published in March 1978.

The SIA/DRI study showed that lowering the tax burden on the returns from
investment will stimulate economie growth, increase employment, encourage
capital formation and increase federal tax receipts. The study was not limited to
static analysis. Rather, the methodology compared the value of key economic
variables to those projected by DRI under existing tax policy. The effects of the
alternative tax proposals were then expressed in terms of deviations from these
baseline projections.

SIA has updated the original study by evaluating specific proposals which have
subsequentiy been introduced or discussed by members of the Senate Kinance or
Houre Ways and Means Committees by simulating their impact on the economy.
The methodology used was identical to that employed in the original study. The
three proposals 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.

Iegislation 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 percent 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
yvear, 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 hasis
or for taxation at the time of transfer at death. . . .” The Congress chose the
former option in the Tax Reform Act of 1976. Congress has thus adopted the
conditions for President Kennedy's proposed 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
rater 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 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.

RESULTS

Based on DRI's econometric model, Table 1 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 18979-1983. The second column shows the cumulative change in
non-residential fixed investment (fixed business assets) in 1978 dollars. The
third column indicates the chanee in the number of man-years of employment
created over the time period studied. The fourth column shows the largest single
vear increase . in the number of jobs as compared to DRI's baseline forecast. The
last column showr the five-year change in federal tax revenues in current dollars,

Under 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 emplovment would be created from 1979-1983 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-yvears 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 8IA and DRI analyzed recently,
President Kennedy's 1963 Tax Proposals (modified for tax rates contained in
the Revenue Act of 1976 and to include an alternative minimum tax of 135 percent-
had the most beneficial impact on the economy. Real GNP increases by a robust
$122 billion ; capital formation rises by $58 hillion ;: and over 2,000,000 additional
man-years nf employment are created. The peak effect on the number of jobs
takes place in both 1952 and 1983 with an additional 659.000 jobs created. Further-
more, tax revenues rise $42 billion from 1979-1983.

TABLE 1. BASED ON ECONOMETRIC MODEL OF DRI

) Changein
Change in capital
resl gross  formation— Change in
national fixed busi- Change in Federal tax
product, ness assets— man-years of fevenues,
1979-83 1979-83 omplo;mont. 1979-83
(bilions of billions of 1979-83  Peak impact (bilions of
Tax propossl 1978 dollars) 1978 dollars)  (thousands) on jobs current dollars)
Revenue Act of 1978 (H.R.13511). . +63 +29 +1, 080 1 4337 +23
Hansen-Steiger (S. 3065, H.R. 12111). . +98 +46 +1,640 +520 +33
President Kcnmdy s 1963 upum nms
proposals._.... +122 +58 42,120 +649 +42
11982,
1 1982-83.

For purposes of comparison, SIA requested Dr. Norman Ture's analysis of
the capital gains provisions of the Revenue Act of 1978 (excluding the Archer
Amendment) and the Hansen-Steiger hill. SIA algo 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 1978 would increase real GNP by &31 billion from 1979-1983; capital
formation by %43 billion ;: the number of jobs would expand by 70.000 in 1982 or
1983 and there would be no decrease in tax receipts to offset these beneficial
results.

The projections for the Hansen-Steiger bhill are even more promising, although
the time period is for 1978-1982 rather than 1979-1983. Real GNP would rise by
76 bhillion ; investment by &56 billion. the peak impact on the number of jobs is
110.000 in 1981 or 1982 and tax receipts 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 1979-1983 ; investment spurts
$169 billion; the number of jobs increases by 300.000 in 1983 ; 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 Cha
national product, business as- Feder hx
1379 83 sets—1979-83 ) revenues, 1979-83
(bitlions of (bilions of Peak impact (billions of
Tax proposal 1978 dollars) 1978 dollars) on jobs  current dollars
Revenue Act of 1978 (H.R. 13511). .. +51 443 1470,000 ... ... ......_.
Hansen-Steiger? (S. 3065, H.R. llel) . +76 456 1 4110, 000 +6
President Kennedy's 1963 capital gam: “pro-
posals_ ... +211 +158 4 4300, 000 +15
11981-82,

3 Covers 1978-82 rather than 1979-83.
11983,
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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 not take into account the impact
of changes in stock prices or in the propensity to realize gains on tax revenues
and the economy. DRI expresses GNP and fixed business investment in 1978
dollars, but measures revenue impact in current dollars. Dr. Ture utilizes 1977
dollars throughout.

Despite such differences, 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 Hansen-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
Dr. Ture are included in Appendix A and B, respectively.

MARCH 1978 SIA/DRI STUDY

The findings of DRI and Dr. Ture support the resuits 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 1978-1982. 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-
ment 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 8115 billion, capital
formation would fall by 873 billion, more than 1.500.000 min-vears 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 manss . Change in
gross national  fixed business ears of Federal tax
product, 1978- assets—1978-82 employment revenues, 1978
82 (billions of (billions of 1978 1978-82 82 (billions of
Tax propossl 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 proposol “number 1 with current foss
trestment retained. ... ... . ___ ___ -115 -3 -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 shaieholder credit. .. 144 26 2,65 18
6. Combmatoon of tax proposals numbers 2
andS._ .. ... 50 -32 1,414 -11
7. Deferral of taxation for investment rollover _ . 103 42 1,629 19
8. Sliding scale adjustment.___________ .. . .. 87 38 1,283 28
9. Corporate tax cut from 48 percent to 46

percent. ... ... 37 12 597 -7
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Eliminating the distinction hetween capital gains and ordinary income consti-
tutes one extreme. For purposes of comparigon, the effects of the other extreme—
eliminating all taxes on capital gains (Proposal #3)—was also tested. Of the
nine original simulations. 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 £R1 billion. In addition, this proposal creates over 3
million additional man-years of employment and increases tax revenues by $38
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 RIA/DRI
study. it has the second most favorable impact on real GNP, capital formation and
the number of additional man-years of employment. However, this proposal hag 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 #5) alco 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 proposxal has a smaller heneficial impact on capital formation
than does dividend deductibility. However, in contrast to the reduced tax revenues
resulting from dividend deductibility, partial integration would increase Federal
revenues by &1R billion.

A proposal to compensate for elimination of the current treatment of capital
gains by offering relief on the double taxation of dividends (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 increage real GNP, 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 %32 hillion and results in a
loss of Federal tax revenues.

Deferring taxes on capital gains through an investment rollover (Proposal #7).
adjusting capital gains for inflation via a sliding scale (Proposal #5) and lower-
ing the corporate tax rate from 4877 to 46, (Proposal #9 are all similar in their
impact, although the magnitude of their effects differ. All three lead to an increase
in real GNP, a rize in capital formation and additional employment. Of the three,
only the corporate tax cut reduces Federal revenues over the time period studied.
Deferring the taxation of capital gains has the strongest positive impact on eco-
nomic activity of these three proposals.

CONCLUKRION

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
taxex 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 preduetion and employment potential.
This allows the economy to meet future demand with less inflationary pressure.
In effect. by tilting the ratio of GNP devoted to investiment closer to the 129
ratio considered necessary by the U.8, Bureau of Economic Analysis, the econ-
omy's ability to meet stated national objectives will be improved considerably.

APPENDIX A
BTATISTICAL TABLES

This appendix contains @ tables, showing detailed simulation results conducted
by DRI for (1) the Revenue Act of 1978%—I1.R. 13511 without the inflation adjust-
ment: (2) Senator Hansen'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 AMENOMENY ACCOMMODATING MONETARY POLICY

1979 1980 1981 1982 1983
Gross national product difference (biiirons of 1978
dollars) .. .. ... ... 1.6 8.1 15.1 18.8 19.3
Nonresidential fixed investment difference (billions
of 1978dollarsy. . ... . . ... . .. ..., .3 2.6 6.5 9.5 10.6
Fixed nonresidential investment a3 3 pe«cent of GNP:
Newrato. .. . ... ... ... ... ... 9.3 10.2 -10.5 10.6 10.8
Difference . 0 1 .2 .3 .3
Potential gross national pfodud (pemn\ difference). /] A Bl .2
Personal consumption expend:tures difference (bil-
lionsof 1978 dollars). .. . .. ... ... 1.3 5.3 | &) 10.3 1.1
Personal disposable income difference (biiions of
1978 dollars) . 1.1 3.2 6.1 8.4 8.9
Unemo!o;m(nt tate (percenl of tabor force).
Baserate. .. . ... .. ... ... 6.3 5.9 5.5 S.4 4.9
Newrate. ... ... .. ... e . 6.3 5.8 5.3 5.2 41
Difference. ... ... ... ... . 0 —.1 -.2 -.2 -.2
Jobs difference (thousands). . . ... .. . ... ... 21.0 126.0 268.0 1.0 4.0
Rate of change 1n real GNP (percent).
Baserate. ... ... ... ... . .. ... 3.9 4.6 19 5 45
Newrate . ... ... ... ... ........ 4.0 4.9 4.2 3.6 45
Rate of chmgc n umplccu\ price defiator (percent):
Baserate. . ... . . ... .. ............ 5.6 5.7 6.0 5.6 5.6
N 'New u|t¢ ................. Tions. (oercont 5.6 5.8 6.2 5.9 5.8
onfinancial corporate gross internal funds (percent
difference). ... .. .. ... . ... 4 1.4 2.3 2.7 2.8
Federal Government budget position (bitlions of dol-
fars, NiA basis):
Baselevel .. .. . ... . . ... ... .. -50.1 -29.4 -20.2 -19.5 -10.5
Newlevel ... . .. . ... .. . .. ... .. -50.% -21.5 ~15.0 -11.8 -2.1
Difference . ... .. .. .. . ............ -4 1.9 5.3 1.6 33
TABLE A2.—HANSEN.STEIGER BiLL ACCOMMODATING MONETARY POLICY
1979 1980 1981 1982 1983
Gross national product difference (billions of 1978
dollars). . . ... .. .. ... ... 1.9 12.0 23.3 2.7 3.9
Nonresidential fixed investment difference (bilhions
of 1978 dollars). . A 3.9 10.2 15.0 16.9
fixed nonresidential investment auporccmofGNP
Newrstio. ... ... .. ... ... ... .o 9.8 10.2 10.6 10.8 11.0
Difference.. .. ... .. ... .. ... .. 0 A .3 .5 .5
Potential gross national produc: (percent dlﬁorencc) 0 0 1 2 .4
Personal consumption expenditures difference (bil-
lions of 1978 dollars). . 1.5 1.8 13.1 16.2 12.7
Personal disposable income difference (bnll»ons of
uls7spgollars) i ( Sabor T ) .8 3.3 9.0 13.1 .
nem ment rate oucent abor force
Bauynto 6.3 5.9 8.5 5.4 4.9
New rate. . . 6.3 5.7 5.2 5.9 4.6
Difference. . e 0 -.2 -.3 —.4 —-. 4
Jobs difference (thousands). ... . .. 22.0 180.0 408.0 $24.0 508.0
Rate of change tn real GNP (percenl)
Baserate. . ... . ... .. .. . L. 3.9 4.6 3.9 3.5 4.5
R P;'ewm' D"K o ) 4.0 5.1 4.4 3.7 4.5
ate of change st impheit pnce deflator puunl
Baserste. . ...... ... ... .. ....... 5.6 5.7 6.0 5.6 5.6
Newrate.. .. ... . .. ... ... .. .. 5.6 5.8 6.3 6.0 5.9
Nonfinancial cotpouu gross internal funds (per-
cent difference). . . .6 2.3 3.7 4.5 4.5
Federal Government budgct position (billions of -
dollars, NIA aam)
Baselevel .. . ... ... ... ... . -50.1 ~29.4 ~20.2 -19.5 -10.5
Newlevel . . .. .. . ... ... ... X -50.9 -26.2 -12.9 -8.6 1.9
Difference. ... .. ... ... ... ... ... ... ~.8 3.2 1.3 10.9 12.3

Source: Data Resources, (nc.
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TABLE A3.—MODIFIED KENNEDY PROPOSALS ON CAPITAL GAINS ACCOMMODATING MONETARY POLICY

. 1979 1980 1981 1982 1963
Gross nationsl product difference (bithons of 1978
dollars) . . . 33 15.8 8.9 %5 3.5
Nontesidentisl fixed (nvestment difference (bidhons
of 1978 doliars). . . .2 5.1 12.6 184 20.9
Fixed nonmudmul investment 8s wmt d GNP
ow rotio. . . 9.8 10.2 10.7 10.9 1.1
Oulmm . 0 1 4 .6 .6
Potential gross national prodoct (percent d«mfm? . 0 0 A .3 .3
consumption expenditures difference (bi
lions of 1978 dollars). ... ... . . 2.7 10.3 16.3 20.1 218
disposable income difference (Milirons of
1978 doMers). .. .. ... ... .. .. . 2.5 6.3 1.7 16.3 17.1
Ummphymnt rate (wm( of lcbof Mrcc)
6.3 5.9 5.5 5.4 49
Nc\nm ........... 63 5.7 5.1 49 4.5
Oifference.. .. ... ... . o . (] -.2 ~.4 -. 5 -.5
Jobs difterence (thousands) . . . . . R 4.0 245.0 513.0 6%3.0 659.0
Rste of dmm in res} GNP (p«am)
se iate. . . 319 4.6 3 3.5 4.5
Nc\v te.... . 40 §.2 45 38 4.5
Rate of change in implicit price deRator (puml)
Baserste. ... . ... .. 5.6 5.7 6.0 5.6 5.6
New m 5.6 5.8 6.4 6.1 6.0
Noafinancis cofponh (ros: ‘internal tunds (pcrant
difference). . .. .. .9 2.9 46 5.4 5.5

Federal Government budld posmon (bulivons of
doliars, NIA basis):

Baselevel. .. ... . . ... . . . ~50.1 -29.4 -20.2 -19.% ~10.%
Newlevel .. ... ... . .. B -51.3 -26.0 -10.% ~5.0 5.8
Difference.. ... .. ... . -1.2 3.4 9.3 144 16.3

Source: Data Resources, Inc.

TABLE A4—REVENUE ACT OF 1978 WITHOUT THE ARCHER AMENDMENT NONACCOMMODATING WMONETARY
POLICY

1979 1980 196; 1982 1963

Gross national product difference (billions of 1978

dollars) .. . 1.7 1.8 11.4 9.7 1.6
Nonresidential fixed investment difference ‘(biitions
of 1978 dollars). . 3 2.6 59 1.4 6.9
ancod nonresidentisl investment as a pc«cml of
Newratio.................... ... . 9.8 10.2 10.5 10.6 10.7
Difference_. 0 N .2 .3 .2
Potential gross nationsi p(odlld ercent dnmum). 0 0 N A .2
Personal censumption expenditures difference
(bilrons of 1978 dollars). ... ... ... . 1.3 5.1 8.9 6.3 6.0
Personal disposable income difterence (billions of
1978 doMars). .. ... ... ... ... 1.1 3.0 4.6 4.6 3.7
Unemployment rate (percent of labor lora) )
Baserate. ... ... ... ... . ... .. 6.3 5.9 5.5 5.4 4.9
New rate. . 6.3 5.8 5.4 5.3 4.9
Difference. . .. e 0 -1 -2 -~.1 ~. 1
Jobs difference (thousands). . . .. 22.0 122.0 215.0 1%.0 97.0
Rats of change in real GNP (percent):
Baserate. ... . . .. ... .. ... .. 3.9 4.6 39 s 45
MN:'CJ::“ it o ¢ 3 4.0 4.9 4.1 3.4 4.4
o nge n m\p Y puu Aator pcfc‘nt
Bass rate 5.6 5.6 6.0 5.6 5.6
New rate_. . 5.6 5.8 6.2 5.8 5.6
Nonfinancial cowom. uoss internal funds (pﬂmt
difference). ... . .. ... ... ... 4 1.4 1.9 1.8 i.6
Federal Government budget position (bithons of
of doHars, NIA basis):
Baselevel .. ... ... ... ... .. ... ... -50.1 ~29.4 -20.2 ~19.5 -10.%
New jevel e -50.5 -21.1 ~-16.9 -16.9 -9.5
Difference.. .. .. .. ... _...__.......... -4 1.7 3.4 2.6 .9
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TABLE AS.—HANSEN-STEIGER BILL NONACCOMMODATING MONETARY POLICY

(m‘ml nat)lonal product difference (billions of 1978
F14 3 I U
Nonresidential fixed investment difference (bilions

of 1978 dotlars). ... ... .. ... ...... ..
Fnzer«‘ipnonresidonml investment as a percent of

Newratio . ... ... .. .. . ...............
Difference. . .. ... .. ... . .............
Potential gross national product (percent difference).
Personal consumption expenditures difference (bil-
lions of 1978 dollars). ... .. s PR
Personal disposable income difference (bitlions of
1978 dotlars). .. .. ... ... .. ... ...
Unemployment rate (percent of labor force):
Baserate. . .. .. ... ... ... .. ... ...........
Newrate ... .. ... . ...l

Jobs difference (thousands'
Rate of change in real GN
Base rate.
New rate..
Rate of change
Base eate..... ... ... ... ...l
New rate. ... ... .. ... ...
Nonfinancial corporate gross internal ‘funds (percent
difference). . ... .. .. ... ... ... .........
Federal Government budget position (billions of
dollars, NIA basis):
Baselevel ... .. .. .. .. ... ..........
New fevel ... .. ... ... ...
Difference. ... ... ... ... ... . ....

1979 1980 1981 1982 1983
2.0 1.7 18.0 15.8 1.8
A 3.9 9.4 12.0 1.2
9.8 10.2 10.6 10.8 10.8

0 1 3 A A

0 0 .1 .2 A4
1.6 1.7 10.8 10.1 9.3

.9 3.7 6.9 1.3 5.8

6.3 5.9 8.5 5.4 49
6.3 5.7 5.3 5.2 4.9

0 —.2 -.3 ~.2 -1
4.0 180.0 335.0 279.0 nro
39 4.6 3.9 3.5 4.5
4.0 5.1 4.2 kN ) 4.3
5.6 5.7 6.0 5.6 5.6
5.6 5.8 6.2 5.8 5.7

N 2.2 3.2 31 2.6
-50.1 ~29.4 -20.2 -12.% -10.5
-50.8 —-26.4 -15.6 —16.3 -10.2
-1 31 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 1978dollars)_ .. ... ... ... ... 0.7 5.0 11.6 14.6 13.8
h:a«;lpnomosndenwl investment as a percent of
Newratio. .. ... .. ... ... 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 expenditures difference
(billions of 1978 dollars)_ .. _..._.___..______.__. 2.7 10.0 13.2 12.5 1.3
Personal dlsymble income difference (billions of .
1978dollars). .. ... .. ...l 2.5 6.0. 9.0 9.1 1.0
Unemployment rate (percent of fabor force):
Baserate. .. . ... ... .........._.... 6.3 5.9 5.5 5.4 4.9
Newrate ... .. ... ... .. ... . ... 6.3 5.7 5.2 5.2 4.8
Difference. ... ... ... ..., 0.0 -0.2 -0.3 -0.2 -0.1
Jobs ditierence (thousands)_ . __ ... ____ ... . __. “ 239 413 352 180
Rate of change in real GNP (percent):
Baserate. .. ... ... ... ............. 3.9 4.6 3.9 3.5 4.5
Rat Ngwht ste........ it by daiate; Graroen 5 4.0 5.2 4.2 3.3 4.2
e of ¢ ange n implicit price deflator (percen
Baserate. ... . .. ... .. ... 5.6 5.7 6.0 5.6 5.6
N ’?ewn:c ....... i o el Tords oo 5.6 5.8 5.3 5.9 5.7
onfinancial corporate gross internal funds (per-
cent dlﬁcuncog? .............................. 0.9 2.8 3.9 3.7 3.1
ederal Government budget position (billions of
doliars, NIA basis):
Baselevel ... .. . ... ... ... ....... -50.1 —-29.4 -20.2 -19.5 -10.5
Newlevel .. ... ... .. .. ... -51.1 -26.3 -1 ~14.8 -9.1
Difference....... . ... -1.1 31 6.2 47 1.4

Source: Data Resources, Inc.
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Arpexpix B

STATISTICAL TABLES

This appendix contains 3 tables showing detailed simulation results
indicatotg) E; 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 Bl.— REVENUE ACT OF 1978 WITHOUT THE INFLATION ADJUSTMENT
{Dollar 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)... ... .. ... 60 06 60 70 0 . 100
Annusfwagerate_. . __________ ... _ .. $50 160 $60 160 $70 ... 3100
Gross national product (billions):
TolMd.. ... 9 11 11 12 $51 .
Business sector. .. _____.__._.. _. 6 7 b 8 9 37 13
Grlqss grivato domestic investment (bil-
ions):
Total. . .. 5 6 9 12 15 47 11
Nonresidential..__________________ 4 6 7 12 14 43 8
Consumption (billions)_ .. ____.__.______ 3 2 2 3) (3) 1 ]
Federal tex revenues: Net of feedback
(bithons)... .. ... 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 undeu;ment I8w 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 neasest $10; estimates of effects on GNP, capitsi outisys
consumption, and Federal revenues are rounded to the nearest $1,000,000.

TABLE BZ.—HANSEN-STEIGE# BILL
[Dollar amounts in constant 1977 dollars}

Total
Increase or decrease (—) in 1978 1979 1980 1981 1982 1978-82 1987
Employment (thousands of full-time
equivalent employees). ... _.._... ... 90 100 100 110 10 .......... 150
Annual wage rate_.___.. e as 480 $90 $90 $100 £33 11 . $150
Gross national product (billions):
Total . ... 12 14 15 17 18 $76 21
Business sector__________.____. . 10 1 12 13 14 60 2
Gr?ss grivate domestic investment (bil- .
ions):
Total ... ... 5 9 12 16 21 63 14
Nonresidential ___ . 6 8 1 14 17 % 11
Consumeption (billions)._._._...._...... 7 5 3 1 3) 13 14
Federal tax revenues: Net of feedback
(biflions) 3 1 1 i 0 6 1

Notes.—The figures are the differences batween the estimated amount of the respective economic magnitudes under
the tax change and unJer present aw in e3ch year. Amounts shown in parentheses are decresses 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 outiays,
consumption, and Federal revenues are rounded to the nearest $1,000,000,000
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TABLE BST—MODIHED KENNEDY PROPOSALS ON CAPITAL GAINS!
[Dollat 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). .. _______ .. __ 240 250 210 280 300 ... 400
Annusiwagerate ... ... .. .. ___ . $210 $230 $250 $270 $280 ... 3420
Gross national product (biliions):
Totol. ... ..o 33 37 42 4 52 $211 81
Businesssector. ... ... ____._ 26 2 3 3 38 160 58
Gross private domestic investment
(billions): ——
Totod. . ol 19 26 U 41 49 169 4l
Nontesidential.. .. ... _.___.__.. 17 25 32 40 46 158 36
Consumption (billions)........ ... ... 15 12 8 6 3 “ 40
Federal tax revenues: Net of feedback
(billions)... .. .. 4 3 3 3 15 4

Notes.— The figures are the differences betwesn the estimated amount of the respective economic magnitudes under
the tax chlnfa 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 outiays,
consumption, and Federal revenues are rounded to the nearest $1,000,000,000. .

1 The g&opoul consists of (a) increasing the proportion of net long-term capital gains excluded from income from the
presant 50 pct to 70 pet, (b) reducing the top individsul marginal rate from the present 70 pct to 65 pet, with the marginal
rate brackets specified in H.R. 13511, and (%? imposing an alternative minimum tax, such as that specified in H.R. 13511,
at a rate of 15 pct. This table shows the effects of increasing the percent of net long-term capital gains excluded from
income from the present 50 pct to 70 pct and the imposition of a 15 pct siternative minimum tax, assuming the H.R. 13511
Kennedy individuel rate schedules were already in effoct.

Tax PorLicy, INVEBSTMENT AND EcoNOMIC GROWTH

A COMPARATIVE ANALYSIS OF THE POCONOMIC EFFECTS OF ALTERNATIVE TAX PROPOSALS
T AFFECTING INVESTMENT INCOME

Prepared by Securities Industry Association based on Econometric Studies
by Data Resources, Inc.

Preface. -
Summary.
1. Economic Growth—The Role of Capital Formation.
I1. Tax Policy and Capital Formation.
ITI. Role of the Individual Investor in Capital Formation.
1V. The Macroeconomic Effects of Alternative Tax Proposals.
Appendix A : Statistical Tables.
Appendix B: History of Taxation of Investment Income.
Appendix C: Glossary.
PRE¥ACE

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.8. economv developed by Data Resnurres. 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 1I 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-
fngly 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 hillion. 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
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offsets against ordinary income for capital losses (Proposal #65), 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 capital.gains 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 1V, 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 revenues 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
hot 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-
ment. Moreover, this proposal reduces capital formation by $32 billion and results
in 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
#17), adjusting capital gains for inflation via a sliding scale (Proposal #8), and
lowering the corporate tax rate from 489 to 469, (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 addi-
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,
»mployment and tax revenues will be increased by tax policies which promote
capital mobility and encourage savings and investment.

SUMMARY TABLE

. Change in

Changsin  capital forma-
natim{.:r'o%'m busi xed Chm”io'f' Fo%h. ;in
siness as- man-years oral Tax

1978?-% sets—1978-82 employment Revenues, 1978~

(hillions of (billions of 1978-82 82 (billions of
Tax proposal 1978 dollars) 1978 dollars) (thousands) cum(nl dollars)
1. Capital gains treated as ordinary income,
the maximum marginal rate_on in-
come, other than wages and salaries, set
at 50 percent current loss treatment re-
toined ... . . -5 ~13 -1,529 -25
2. Partial integration via shareholder credit. _ . . 144 26 2,656 18
3. Combination of tax proposals No. 1 and No. 2 50 ~32 1,414 -1l
4. No taxation of capitsigains. ... .. . 199 81 3,136 33
5. Tloxﬂpropoal No. 1 with capitsl losses fully
Offsettable ... ______ . .. —48 —43 —477 -7
6. Dividend deductibility st corporate level - . 1m 49 2,969 -21
7. Deferral of taxation for investment rollover 103 2 1,629 19
8. Sliding scale adjustment .____________ _ ° 87 38 1,283 28
9. Corporate tax cut from 48 percent to 46 per-
Cont. e 37 12 597 -1
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CHAPTER ONE
BECONOMIC 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 geveral
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 Clean 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 has 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 1966 and 1976, the labor force grew by 19 million workers, com-
pared to an increase of 9 million between 1956 and 1986, This growth in the iabor
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 1985-70 to 1.8 percent in 1970-75 and i8 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 1985-70 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 plarnt and equipment was alse 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 196570 to 0.4 nercent per year in 1970-75
and is estimated to be only 0.2 percent {)er 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 1969, 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 is
needed to replace the assets ag 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 shortages of productive capacity in
many basic industries and inflationary pressures. The nation has recently experi-

33=050 O = 18 = 4
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enced the most rapid and sustained downturn in output and investment since
the 1930°'s. Given this economic legacy, what is the outlook for the future?

A study prepared by the Bureau of Economic Analysis' (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.”*

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 was below the corresponding percentages for
West Germany, France, the UK. 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 increasging the share of GNP devoted to
investment, the differences in productivity growth between the U.8. and other

industrialized nations should narrow.

Impact of additional investment

A higher level of investment would have the following desirable effects:

(1) 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 soclal programs without putting undue strain
on the capacity of the economy to pay for those programs.

(iii) 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.

CHAPTER T'Wo

TAX POLICY AND CAPITAL FORMATION

The promotion of capital formation is not an end in itse'f, 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 fuifill a growing population’s demand
for products. to meet the competitive pressures of world markets and to pay for
additional and improved rocial services desired by society. To a substantial extent,
postwar annual increasex in measures of living standards have depended upon
changes in the capital/lahor 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 gains have resembled
the pattern of previous recoverier, they have not grown sufficiently to return to
the postwar trend. This shortfall in productivity may be partly explained by
inadequate capital formation.® The same author wrote that the lagging recovery

1 U".8. Bureau of Economic Analvais. A Study of Fixed Capital Requirements of th
U.8. Business Economy 1971-1980. Washington, 1975. P e ¢

2 IhA : page 7.

ts Zickler, Joyce K., “Recent 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 ag 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 :

(1) 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 85 percent by 1974. Over four-fifths of the increase
in corporate long-term funds over the past decade stemmed from debt offerings,
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 undepreciated 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.

Tar 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-
pected 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 iz often accompanied
by assertions that the existing tax structure is riddled with provisions of special
benefit to the more afiuent 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

8 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.

Bveryone is affected by business taxes as a consumer. The majority of jobs
in this country are provided by the private sector. Moreover, a {arge 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 almed 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 uitimate 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.*
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 {n 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 blas 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 busincss

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 resuit 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.

¢ A numerical examplée will 1llustrate this point. Assume that the cost of a certain basket
of goods and servicer is $100. and that the same amount of money would purchase a bond
paying 5 percent or $5 per year for ten years, with repayment of the $100 in g\rlncmal at
the end of the tenth year. Thus. the cost of $100 of current consumption iz $5 a year for
ten years, or $350. If an income tax {8 impoged at a flat rate of 50 percent, $200 of pre-tax
income {8 needed to purchare the same hagrket of goods and services. The cort of consump-
tion has doubled. However, $10 of pre-tax income 18 now needed to receive $5 of after-tax
income. With yields unchanged. the bond holder now requires a $200 tond. But, to ohtain
a $200 bond now requires $400 of pre-tax Income. Put simply, the 50 percent income tax
quadrupled the coxt of savings, and doubled the cost of ravings relative to consumption.

5 “The Role of New Technical Enterprises in the U.8. Economy’, A Report of the Com-
merce Technjcal Advisory Board to the Secretary of Commerce, January, 1976, p. 6.



851

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 traditionaily provided seed money for new ventures, 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.® (See the following
table.)

CAPITAL RAISED BY COMPANIES HAVING A NET WORTH OF UNDER $5,000,000

Number of  Funds raised

Year offerings (millions)
5 o2 TS N 548 $1,452.7
1970, . et eeeececeemeaee e —en———- 209 383.7
L2 4 S 224 551.5
L8 . 2N 418 918.2
5 1 N 69 132.5
1004 e e —————— 8 13
187 1 T 4 16, 2

Source: "‘Report of the SBA Task Force on Venture and Equity for Small Business,’ U.S. Smalt 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
(T £ +11.4 40.6
IANOVatIVe . e eereeieeeccecaaeeaaeas 413.2 +4.3
Young high technology. .. ... .. ... .. .. iiiieieieiiieiaaas +4-42.5 +4-40,7

Source: ““The Role of New Technical Enterprises in the U.S. Economy,’’ a report of the Commerca 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 $3 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 $35 mililon category, possibly allowing them to reach a size
where outside capital fnfusions became feasible, In any event, the plunge in both the num-
ber and value of funds raised for companfies with a net worth of under $5 millfon is too
dratmdatlllc to be explained merely by the impact of inflation on net worth measured in cum
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
outdin the following chapter.

CHAPTER THREE
ROLE OF THE INDIVIDUAL INVESTOR 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 suffl-
clent 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 mi'llon 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
fuvestors 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
vields. 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 cholces. For example,
the study paper, Tax Policy and Capital Formation, cites rtudies showing that
“uan individual's choice between various mssets is quite sensitive to the aftertax
vields 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 dircourages 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 vears as ordinary income {8 inequitable.

(ii) The tax system does not adequately reflect the rirks involved in capital
{nvestment. Tncreased taxation of capital gains since 1969 has reduced the return -
for individuals from investing directly in equities. Under the Tax Reform Act
of 1969, 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 1960 ; 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
1976, 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-tax
return on equity investment, and serves as a further disincentive to individual
stock investment.'

Proposals for rcform

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
identically 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 earn-
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 EFFECTS8 OF ALTERNATIVE TAX PROPOSALS

In this chapter, he effects of various tax proposals on the economy as & 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 majintained.

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

7 A detailed history of taxation of investment income appears in Appendix ‘B’.
The fo'lowing chapter examines the effects of these and other tax proposals
on the economy.

s For a full descrintion of this approach, see Tax Policy and Capital Formation, prepared
by the ataff of t*e Joint Committee on Taxation (Anril 4. 1977), p. 15.
* The term econometric model is explained in the Glossary.



854

to deduct dividends paid to individuals as a business expense in determining
taxable income.

7. Deferal of taxation on eapital gains when the funds are re-invested (de-
ferral for investment rollover).

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 asset 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 proposnls 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 iz estimated
for the period 1978-82, using DRI's quarterly econometric model. This model
generates projections of some 8030 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-
posahle income and consumption. unemployment and the rate of inflation. Results
for ::ll 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. hoth for dividends and the Standard and Poor index of
common stock prices. Although these equations were constructed 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.

Therefore, specific assumptions regarding dividend payout ratios and stock
market prices were developed for each tax proposal by the SIA in consultation
with DRI 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 1982 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 haseline 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

10 Begides assumptions ahout dividend payout ratios and stock market prices, it was
alro necessary to impnose assumptions about inveators' willingness to realize capital gains.
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
lexn direct in the DRI model. For this reason. we do not dlscuss the axsumptions 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 DRI econometric model, are dis-
cussed in more detail under a series of headings relating to real gross national
product, investment in producers’ durable cquipment and nonresidential con-
struction (fixed business assets), 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, eriploy-
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 A8 ORDINARY INCOME, WITH THE MAXIMUM MARGINAL RATE
ON INCOME, OTHER THAN WAGES AND BALARIES, S8ET AT 50 PERCENT (COMPARED
WITH THE PRESENT 70 PERCENT). CURRENT TREATMENT OF CAPITAL LOSSES 18
MAINTAINED

Economic Variable: Change from baseline forecast
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) . o e 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 66824 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
S & 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 DRI 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 - 1
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Gross National Product.—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 Busincss Asscts.—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-
dendllm;'uut ratio and 8 & P index were introduced over the same tine periods as in Pro-
poxal 221,

13 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 otherwire 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 hy 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 Uncmployment.—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 Consumption.—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 $8.3 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 ' 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 foracast.

Taxr Receipts and the Deficit.*—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 deflcit 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. 1 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 saggregate demuand 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 ProrosAL No. 2

PARTIAL INTEGRATION VIA THE SHAREHOLDER-CREDIT METHOD

Economic variable: Change from baaeline forecast
Gross national product (1978-82)____._ fncreased $145 billion (1978 dollars)
Capital formation (1978-82) (fixed

business investment______________._ increased $26 billion (1978 dollars)
Man-years of employment (1978-82) . oo increased 2,700,000
Jobs (peak effect) . o e increared 760,000 (1981)
Federal tax revenues (1978-82)_____ increased $18 billion (current dollars)

14 This concept 18 defined in the Glossary.
¥ Thix concent iz defined in the Glorsary.

1 Tax receipts are measured on an accrual basis. The deficit {8 measured on a National
Income and Product Accounts bagis.
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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.

Behavioral assumptions

Implementation of this proposal can be expected to increage the dividend pay-
out ratio. Nince the value of after-tax dividends has increased, investors will
place additional emphasis on dividend receipts. In this regard, we have assumed
an increaxe in the dividend payout ratio of 10 percent. The stock market is as-
sumed to rise 10 percent also retlecting the increased after-tax value of dividends
received.

Empirical results

The effects of this tax cut are contained in Table 2 of Appendix ‘A’ and in
Charts 2.1-2.4 (see the following page).
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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.
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Investment and fired business asscts.—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 ahove the bhaseline ($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
1982, along with an increase in potential output of about 0.3 percent or about
$7 hillion.

Employment and unemployment.—The stronger economy drives the unemploy-
ment rate down by 0.6 percentage point in 1981. This reduction will lower the
projected unemployment rate for that year below 35 percent, and the number of
additional man-years of employment created approaches 2,700.000 over the five
vear period.

Personal Income and Consumption.—DPersonal 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
effact 7 fram higher stock 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 sheets.—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.

Taxr 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 1981 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 PROPOBAL NUMBER 1 AND TAX PROPOSAL NUMBER 2. THAT IS8,
CAPITAL GAINS ARFE TREATED A8 ORDINARY INCOME, THE TOP MARGINAL TAX RATE ON
INCOME OTHER THAN WAGES AND SBALARIES I8 CUT TO 50 PERCENT, AND TAXPAYERS
RECEIVE A CREDIT FOR THE SHARE OF TAX PAID BY CORPORATIONS ATTRIBUTABLE TO
DIVIDENDS. CURRENT TREATMENT OF CAPITAL LOSSES I8 RETAINED.

Economic variable : Change from baseline forecast

Gross National Product (1978-82)_.__ increased $30 billion (1978 dollars)
Capital Formation 1978-82) (fixed business

investment) ___ . o reduced $32 bhillion (1978 dollars)
Man-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)
Behaviorel assumptions

Implementation of this propsal is assumed to lead to an increase in the divi.
dend payout ratio of 25 percent by 1980. This change is less than the combined
increases assumed for Proposals Number 1 and Number 2 hecause 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 in
the 8§ & 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

¥ 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 shown in Table 3 of Appendix “A" and Charts

3.1-3.4.
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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 (0.8 percent) above the baseline. The cumulative gain over the five-year
period is almost $50 hillion.

Investment and fized businces 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
with less funds to invest and this fact outweighs the higher expected return
on investment resnlting from the stronger economy. Moreover, the cost of capital
is up sharply. In 1982, nonresidential fixed investment is $14 billion (5.1 percent)
below the baseline. AR a result, total fixed business assets are lower by 1.4 per-
;ent by the end of 1982, and potential output is reduced 0.3 percent, or about

7.5 billion.

Employment and unemployment.—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,

Personal Income and consumption.—Individuals benefit directly from the tax
cut, the 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 {8 over 20 percent higher by 1982. Only Pro-
posal Number 1 is more damaging to the financial structure of corporations.

Tax rcccipts and the deficit.—Federal government tax receipts are below the
baseline by $2.8 hillion in 1978. In subsequent years, tax receipts are, on average,
lowered by §2 billion per year. The net reduction in tax revenues over the five-
vear 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 ProrposaL No. 4

NO TAXATION OF CAPITAL GAINS

Economic variable: Change from baseline jorec.aat

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)._____ Increzllsed $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 dccreascs 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 assumed.

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 product.—The elimination of taxes on capital gains has the
largest impact on gross 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 terms, it is slightly
smaller (2.3 percent). Over the five year period, the total gain in economic activity
is no less than $200 billion.

Investment and fired busincss aszcts.—The elimination of taxation on capital
gains encourages the realization of gains and stimulates the flow of savings into
new investimment opportunities. An assumed sharp 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 1980 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 income and consumption.—By 1982, personal incomes are higher than
the baseline hy £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 shects.—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.

Fedceral taxr receipts and the deficit.—Tax receipts are lower by $5.1 billion in
1978. In subsequent 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 ProprosAL No. §
CAPITAL GAINS TAXED AS ORDINARY INCOME, WITH CAPITAL LOSSES FULLY OFFSET

AGAINST OTHER INCOME. THE TOP MARGINAL TAX RATE I8 REDUCED FROM 70 PER-
CENT TO 50 PERCENT ON ALL INCOME BOURCES

Economic Variable: ' Change from baseline forecast
yross national product (1978-82).___ Reduced $48 bhillion (1978 dollars)
Capital formation (1978-K82) (fixked

business investment) .. _ ___________ Reduced $43 billion (1978 dollars)
Man-years of employment (1978-K2)_ 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 assumed to rise by 15 percent relative to
the baseline (compared wtih the figure of 20 percent for Tax Proposal No. 1).
The S & P index is assumed to fall by 5 percent.

Empirical rcaults

Full details of the estimated effects of this measure are shown in Table 5 of
Appendix “A” and in the accompanying 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 loss offsets were in effect, as was the case in I’roposal No. 1.

33-030 0—78——10
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Gross National Product.—By 1982, gross national product is about $16 billion
(0.8 percent) below the baseline. The cumulative loss in economic activity over
the five-year period is almost $48 billion.

Investment and fired busincss asscts.—Investment is reduced by increased
dividend payments, lower after-tax profits, and the higher capital costs due to
a fall in stock prices. Business investment is down by $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 end of 1982, and potential output is reduced

by 0.4 percent or $10 billion.
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Employment and unemployment.—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 of investment.

Corporate balance sheets.—The cash flow of corporations is reduced by 7 per-
cent while the debt-equity ratio increases over 14 percent by 1982.

Taxr rccipts and the deficit.—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 bhaseline. 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 PROPOEAL NoO. 6
DIVIDEND DEDUCTIBILITY AT THE CORPORATE LEVEL

Economic variable: Change 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

Q) e increased 3,000.000
Jobs (peak effect) . __ ... _____._ increased 920,000 (1982)

Federal tax revenues (1978-82)__ reduced $21 Dbilllon (current dollars)
Bchavioral asgumption

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 ratlo, 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.® As used in
this study, if the shareholder credit approach were implemented, $100 in divi-
dend payments cost the government $24.30. In contrast, i dividend deductibility
were enacted, £100 of dividend payments cost the government $435 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 rexults

The effects of this proposal are shown in Table 6 of Appendix “A” and in the
accompanying Charts 6.1-6.4 (see the following page).

1% The hasie reaxon for this ix that the shareholder credit ix applled at the average cor-
porate tax rate of 20 nercent. which ig further reduced to 24.5 percent as a rerult of the
grossing up feature. In compariron, 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 $33 billion. The total gain in
economic activity over the five-year period is $171 billion.

Investment and fized 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 flve-year period. over $48
billion, is suflicient 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 unemployment.—The unemployment rate is reduced by 0.7
percentage point in hoth 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 $118 billion.

Carporate bhalance gheets.—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 reccipts and the deficit.—Federal tax revenues are reduced $12.7 billion in
1978, Significant tax decreases totalling £10.7 billion also occur in the next two
vears. As a result, the Federal deficit is increased in each year of the period 1978
to 19R2. 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
DEFERRAL 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) e Increased 1.600.000
Jobs (peak effect) .. __ . __________ Increased 470.000 (1981)

Federal tax revenues (1978-82)___Increased $19 billion (current dollars)

Under 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 ratjo is five
percent below the baseline projection, while stock market prices rise by 10
percent.

Empirical results

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).
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Grosy national product.—Gross national product is raised by over $31 billion
(1.3 percent) in 1982, with the cumulative gain in economic activity for the
five-year period being slightly over $103 billion.
Investment and fired business asscts.—Business investment is increased $14.5
billion or 5.4 percent above the baseline in 1982 because of a more robust economy,
high retuined earnings and the lower cost of capital. The cumulative increase
in investmeut from 1978 to 1982 is over $41 billion—sufficient to raise the
economy’s fixed business assets 1.8 percent and potential output 0.4 percent,
or $10 billion.
»
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Employment and unemployment.—The unemployment rate is reduced by 0.3
percentage point in the period 1980-1982 and the number of man-years of em-
ployment is higher by over 1,500.000 for the five-year period.

Personal income and consumption.—Personal income ix raised by almost $17
billion in 1982. Consumption is up by $18 billion in 1982 and by $60 billion over
the five-year period. In other words. there is a substantial increase in capital
formation—&42 billion-relative to the Increase in consumption. This is also true
for Proposals No. 8 and No, 9.

Corporate Balance Sheets.—The cash flow of corporations under this tax pro-
posal is improved 5 percent in each year of the period 1980 to 1982, The debt-
equity ratio is lowered by about 6 percent over the same period.

“Taxr rceeipts and the deficit.—Tax receipts are £2.6 billion below the baseline
in 1978, and above the baseline by ever-increasing amounts for the rest of the
period. By 1982, tax receipts have increased $9 billion. The deficit will tem-
porarily increase in 197X, but will be reduced in 1979 and 1980. Indeed, under
this proposal, the budget is in surplus in 1981 and 1982,

Inflation.—The rate of inflation ix increased by an average of 0.2 percentage
point per year as a consequence of the stronger economy ag explained more
fully on page 20.

TAX PPROPOSAL NO. 8
SLIDING SCALE ADJUSTMENT FOR INFLATION

Jeonomic variable : Change from baseline forecasi

Gross national product (1978-82) . . Increased $87 billion (1978 dollars)
Capital formation (1978-82) (fixed

business investment) .__________ Increased $3S billion (1978 dollars)
Man-years of employment (1978-

82) e e Increased 1,300,000
Jobs (peak effect) oo oo 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 of the gain subject to tax is 50 percent.
This proportion decreases by 2 percent per year, reaching a minimum of 10
percent for assets held 21 years or more. Thix proposal would not alter existing
law with regard to tax rates, the minimum tax or the maximum tax.

Behavioral assumptions

This propnsal assumes a decrease of five percent in the dividend payout ratio.
Furthermore, stock prices are axsumed to rise by 10 percent. These assumptions
are the same as for Proposal No. 7 but the tax reduction is less than in Proposal
No. 7.

Empirical results
Estimated effeets of this proposal are shown in detail in Table X of Appendix
“A" and in Charts 8.1-8.4 (see the following page).
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Gross national produc!{.—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 fired business assets.—Business investment increases by $13.5
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,

Employment and unemployment.—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 1962.

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 five-year period, consumption is higher by $45 billion.

Corporatc 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.

Tar receipts and the deficit.—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 hillion.

Inflation —The stronger economy cauges the rate of inflation to rise relative

to the baseline by slightly more than 0.1 percentage point per year ag explained
more fully on page 20.

TAX PROPOSAL NUMBER 9
STATUTORY CORPORATE TAX RATE CUT 48 PERCENT TO 46 PERCENT

Economic variable Change from baaeline forecast

Gross national product (1978-82)_. Increased $37 billion (1978 dollars)
Capital formation (1978-82) (fixed

business investment) .. __..__.__ Increased $12 billion (1978 dollars)
Man-years of employment (1978-

82) e Increased 600,000
Jobs (peak effect) . ________ Increased 190,000 (1982)

Federal tax revenues (1978-82)___ Decreased §7 billion (current dollars)
Behavioral assumptions

A change in corporate tax rates should not affect dividend payout ratios,” so
no change is assumed. However, a cut in corporate tax rates should lead to higher
stock prices. It was assumed that under this proposal, stock prices would increase
2.5 percent. This percentage is consistent with the 10 percent increase in stock
prices assumed in Proposal #6 (dividends deductible at the corporate level).

Empricial rcsults

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., 1968), particularly pp. 111114,

-~
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Gross national product.—The peak effect on gross national product occurs in
1952, when output is over $12 billion higher. The total gain over the five-year
period is $37 billion.

Investment and fired busincss assets.—Business investment is higher by about
£3.5 billion in 1952, and by £11.5 billion for the five-yvear 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. ’

Employment and unemployment.—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.

Personal income and consumption.—Personal income is higher by over $7
billion in 1982. Almost all of the increase in income stems from the stronger
economy. Consumption is higher by over &7 billion in 1982, and almost $22 billion
over the five-yesr period.

Corporate balance shects.—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. ""

Tax reccipts and the deficit.—Tax 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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11)9182 is just over $7 billion, and the cumulative effect on the deficit is almost $8
illion.
Inflation.—There i8 no noticeable change in the rate of inflation from that in
the baseline.
BASES FOR THE ABBUMPTIONS

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 policles is drawn from:

(1) The U.8. 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).

(i) Quantitative studies using United Kingdom data, most particularly by
Feldstein and by King.®

(11f) 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 falis. 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
fnvestment 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 i8 quite sensitive to movements in stock market prices.
A 10 percent rise in the market index, other things constant, leads eventunally 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
gaing 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 arsumptions 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
*A", ix that monetary policy will accommodate changes in tax policy. The DRI
model allows interest rates to rise to some extent in the case of a growing

i See particularly M. 8 Feldsteln, “Corporate Taxation and Dividend Behavior,” Review
of Feonomic Studfea. 37 (1970). pn. 57-62 and M. 8. King, “Corporate Taxation and
Dividend Behavior-——A Comment."” Review of Fconomic Studies, 38 (1971), pp. 377-380.

L Tohn A. Brittain. on. cit.. particulariv pn. 77-87.

2 8ee Frederic R Mighkin, “What Depressed the Consumer? The Household Balance
Sheet and the 1973-75 Recession.” Brookings Papers on Economic Activity, 1977 1, pp.
123-174. Ree alro, Barrv Bosworth, “The Stock Market and the FEconomy.” Brookings
Papers on Fconomic Activity. 1975: 2. pp. 257-290. Both of these works contain refer-
ences to other important material in this area.
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economy and fall in & 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 proposals analyzed, interest rates were kept consistent with

the baseline forecast.
The estimated effects of each proposal. assuming nonaccommodating monetary

policy, are shown in Tables 10-1R, The change in gross national product and
other variables following any non-corporate tax reduction ir both smaller and
more cvclical 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
oyt ratio index  capilal gains

Policy

§. Capital gains 83 ordinaryincome_. ... .. ... .. ... ...... ... +20 -10 -10
2. Partial integration via shareholder credit. . .. ... ... . ... ... ... +10 +10 0
3. Tax policy No. 1 and No. 2 .. +25 0 -10
4. No taxation capitsl gains_._ .. . .- -10 +20 +20
5. Tax policy No. 1 plus full writeoff of losses. . . ... . ............ +15 -5 : ;;8
6. Deductibility of dividends at corporatedevel........................ +10 +10 0
7. Deferral of taxationfor rollover.......... ... ... ... ........... -5 +10 410
8. Sliding-scale adjustment. ...... ... ... . ... ..., -5 410 +10
9. Corporate taxcut. ... ... i 0 +2.5 0

1 Gains.

t Losses.

Both accommodating and nonaccommodating monetary policy, as here defined,
can he viewed as polar extremes. In fact, if the stimulative tax policy were en-
acted, the Federal Reserve would probably adopt an accorhmodating 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 fn expanding consumption and the economy (reducing
the corporate tax rate, for example) is not dependent on the assumptions made
about monetary policy.

SUMMARY TABLE

Change in real  Change in capital .
gross national  formation—fixed Change in man- Changein Federal
product, 1978-82 business assets— years of employ-  taxrevenues,
(billions of 1978 1978-82 (billions ment, 1978-82  1978-82 (billions
doilars) of 1978 doilars)  (thousands)  of current dollars)

Tax proposal A NA A NA A NA A NA

1. Capital fi“' treated as ordinaiy incoms,
with the maximum marginal rate on in-
coms, other than wages and salaries, set at

50 percent. Current loss treatment retained. —115  —~74  —73  —64 —1,529 843 25 -1
2. Partial integration via shareholder credit. ... 144 94 26 32 2,65 1,69 18 -1
3. Combination of tax proposals No. 1 and 2__.. 50 3 - -3 LA LH6 -1 -4
4. No taxation of capitalgains _..________._... 193 128 81 65 3,13 1,910 38 4
5. Tax propossi No. 1 with capital losses fully

Offsettable. _ . __________________. . —48 U 43 -0 417 267 -7 -1
6. Dividend deductibility at corporate level.__ .. 171 168 49 51 2,99 2981 -2 ~-22
1. Deferral of taxation for investment roliover. . 103 68 2 33 1,629 1,032 19 3
8. Sliding scale adjustment__.___________ _____ 87 52 33 - 30 1,283 668 3 12
9. Corporate tax cut from 48 to 46 percent. ... _ 3 L] 12 13 597 411 ~7 -6

A =Accommodating. NA =Nonaccommodating.

2 The worrening of the deficit late in the period in the case of a tax cut (see, for exam-
ple. Table 11) {r due primarily to the Federal Government paying out more in intereat as
a result of the higher rates.
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APPENDIX A—STATISTICAL TABLES

This appendix containg 18 tables, showing detailed simulation results for the
nine tax proposals gtudied. Tables 1-9 show results under the assumption that
monetary policy is accommodating, while Tables 10-18 contain results assuming

nonaccommodating monetary policy. Table 19 is DRI's baseline forecast as of
August, 1977.

TABLE 1.—CAPITAL GAINS TAXED AS ORDINARY INCOME—TOP TAX RATE CUT TO 50 PERCENT—ACCOMMODATING
MONETARY POLICY

1978 1979 1980 1981 1982

Gross nationsl product difference (billions of 1978

dollars) . ........ v eveeeness -3.3 ~-12.7 -25.1 -34.8 -~39.0
Nonresidential fixed investment difference (billions
of 1978dollars)......... ... ... -~.8 -6.0 -15.0 -23.2 ~21.9
flx&oﬁpmmwdemm investment as a percentage of
Newratio.............................. 9.7 9.8 9.7 9.7 9.7
Oifference. . ... .. .................c...... 0 -.2 -.5 -.8 -9
Potential gross national product (percent difference). 0 -1 -.2 -.4 ~.6
Personal consumption expenditures difference (bil-
lions of 1978 dollars). ... .. s aeeeenen -2.3 -6.0 -1.6 -9.5 -11.8
Personal disposable income difference (billions of
1978 dollars) ~2.1 -2.0 -2.6 -6.3 -9.3
6.4 6.4 5.9 5.4 5.2
. 6.4 6.6 6.3 5.8 5.5
Difference 0 .2 .3 4 .3
Man-years of employment difference (thousands). .. —46.0 ~197.0 ~381.0 ~481.0 —418.0
Rate of change'in real GNP (percent):
Baserste. ... ... ... .....iieiiieiiaenaen 4.9 3.0 5.1 4.3 3.8
R Nr:hulo ........ il grice deRaior Coercan 5 4.7 2.5 4.6 3.9 3.7
ate of change in implicit price defiator (percent):
Base nt‘c .................................. 5.9 5.5 5.5 6.0 5.6
New u:o .................... Tonds Groveer i 5.9 5.5 5.3 5.6 5.2
Nonfinancis! corporate gross 1nternal funds (pescen
dlﬂcum)..:’.o.,.,.'......_...“..., .......... -2.1 -55 ~8.8 -10.2 -10.8
Federal government budget position (billions of dol-
lars, NIA basis):
Baselevel ... .. .. ... . .. ... ... —46.0 —44.3 —-19.9 -3.9 -.6
Newlevel .. ... . ... .. .................. ~43.6 ~-4.7 -25.2 -13.9 -12.3
Difference. . ............c.coiiiiiiiaiann. 2.5 -4 ~5.3 -10.0 -7

Source: Data Resources, Inc.

TABLE 2.—PARTIAL INTEGRATION BY THE SHARE;%)&%ER CREDIT METHOD—ACCOMMODATING MONETARY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars)_ ... p .......................... e 9.2 22.6 3.1 3.3
Nonresidential fixed investment difference (billions
of 1978 dollars). ... ..................... 1.3 6.2 1.7
Fnzﬁpmmndonml investment as a percent of
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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 SHAREHOLOER CREDIT METHOD—ACCOMMODATING MOKETARY POLICY

1978 1979 1980 1981 1982
Gross national product difference (billions of 1978
dollars) . ... ... ... 1 10.9 13.7 1.4 8.2
Nonresidential fixed investment difference (billions
of 1978dollars). ... .. ... ... .. ... ... .2 ~1.6 -5.9 -10.7 -13.7
Fixed nonresidential investment as 2 percent of GNP
Newratio. .. .. .. ... ... .................. 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 -.1 -3
Personsl consumption expenditures difference (bil-
lions of 1978 dollars) . . ... .. ... ... ... 5.4 1.7 19.3 2.1 3.9
Personal disposable income difference (billions of
1978dollars). .. ... .. .. ..., 8.7 16.8 .2 5.7 25.5
6.4 6.4 5.9 5.4 5.2
6.:‘! 6.% 5.; 5.:1’ A.g
Man-years of employment difference (thousands) . . 92.0 2.0 325.0 1.0 402.0
Rate of change in real GNP (percent):
Basevate. . ... ... .. ...l 4.9 3.0 5.1 4.3 3.8
Newrate ... . .. e e 5.2 2 5.2 4.2 3.6
Rate of change in implicit price defiator (percent):
- Baserate ... ... ... ... ... ..... 5.9 5.5 5.5 6.0 5.6
Newrate . .. .. ... .. . ... 5.9 5.6 5.6 6.1 5.7
Nonfinancisl corporate gross internal funds (percent
difference). ... ... ... ...... ...... -~.8 -3.1 -5.2 —~6.4 -1.3
Federsl Government budget position (billions of
dollars, NIA basis):
Baselevel . . ... . ... ... ... . .......... —46.0 —-44.3 -19.9 ~3.9 -0.6
—Newlevel ... ... .. ... ... ... —48.6 -459 ~ 2.1 -5.4 -2.9
Difference. .. ... ... ... ... ... -2.6 -1.6 -1 ~15 -2.3

Soum Oata Resources, Inc.

TABLE 4.—NO TAX ON CAPITAL GAINS—ACCOMMODA TING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollors). . ... ... .. ... ... .. 9.4 28.9 .7 55.8 57.4
Nonresidential fixed investment difference (billions
of1978dollars)_ .. ... ... ... ... ... 1.4 8.0 17.9 25.4 28.3
fFixed nonresidential investment as a percent of GNP:
Newrato. .. .. .. ... ... ............ 9.8 10.2 10.7 1.3 1.5
Difference.. .. ... ... ... ... _.......... 0 .2 .5 .8 .8
Potential gross n- tional product (percent difference). 0 A .3 .5 .7
Personal consumption expenditures diffsrence (bil-
lions of 1978 doklars). .. ... ... ... ... 1.6 19.0 26.1 30.2 32.9
Personal disposable income difference (billions of
1978 dollars) . . ... ... ... ... ............... 9.3 14.8
Unemployment rate (percent of {abor force):
Baserate. . ... ... . ... ... ............... 6.4 6.4

"~
1=
£
~
bad
']
8
w

Difference.. . ... ... ... ...... . ... <...- -
Man-years of employment difference (thousands). . . . 132.
Rate of change in real GNP (pelcenl)

Baserate.. . ... ... ... .. ... ...... . 4

Newrate .. .. .. . ieieaen S
Rate of change in implicit price defiator (percent):

Baserate. . ... ... .. L. iiiieoa. 5.

Newrate .. ... .. ....................... )
Non-financial corporate gross internal funds (percent

diference) . .. ... ... . ... 2
Federal Government budget position (billions of dol-
lars, NIA basis):
Baselevel.. ... .. . ... .. ... ............. . . -19.9 -3.9 -0.6

Ofterence. ... ... ... - . . 10.3
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Source: Data Resources, Inc.
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TABLE 5.—CAPITAL GAINS AS ORDINARY INCOME AND FULL WRITEOFF OF CAPITAL LOSSES—ACCOMMODATING

MONETARY POLICY
R 1578 1979 1980 1981 1982
Grgz‘sl n:t)ional product difference (billions of 1978
L1 ) T -1.3 -5.7 -10.8 -14.1 ~18.
Monresidential fixed investment difference (biilions 15.7
of 1978dollars). .. ... ... .. ... . -.5 -3.5 -8.8 -13.5 -16.3
Fixed nonresidential investment as a percent of GNP:
Newratio.. ... . .. ... . ... ......... 9.7 9.9 9.9 10.0 10.1
Oifference. .. ... ... . ... .. . ... ... 0 -1 -.3 -.5 -.6
Potential gross national product (pescent diﬂeunca‘. - 0 0 ~.1 -.3 -4
Personal consumption expenditares difference (bil-
lionsof 1978 dollars)._........ .. ... . . ... ~.8 --1.8 -11 -.5 -.8
Personsl disposadle income difference (billions of
1978dolars). . ... .. ... ... ... ... -.5 .6 1.5 .8 .2
Unemployment rate (percent of labor force):
Newoeate. ... . ... ... ... ... . 6.4 6.4 5.9 5.4 5.2
Newrate. . ... .. . . ... 6.4 6.5 6.1 5.5 5.2
Difference. ... _...... . 0 .1 .1 .1 0
Man-years of employment difierence (thousands). . . -19 -81.0 -153.0 -141.0 -Nn.0
Rate of change in real GNP (percent):
Baserate .. .. ... .. ... ........ 4.9 3.0 5.1 4.3 3.8
Newrste .. __....._...................... 48 2.8 49 4.2 3.7
Rate of change in implicit price defiator (percent):
Baserate. ... . 5.9 5.5 5.5 6 5.6
New (ate. .. e eeieeeanas 5.9 5.5 5.4 5.8 5.4
Nonfinancisl corporate gross internal funds (percent
difference). ......................_......._... -1.3 -3.6 -5.6 -6.6 -1.1
Federal Government budget position (billions of dol-
Tars, NIA basis):
Baselevel... ... . ... . . ... ............ -4 -44.3 -~19.9 -3 -0,
Newlevel ... .. . ... ... —-44.7 —-44.0 -21.4 —~6.6 -3.6
Difference. . ... ... .. ... ... 1.4 .2 ~1.4 - -

Source: Dats Resources, inc.

TABLE 6.—DIVIDEND DEDUCTIBILITY AT THE CORPORATE LEVEL—ACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982
Gross national product difference (billions of 1978
dollars). ... ... . ................... . 5.5 22.8 39.5 50.1 83.5
Nonresidentiai fixed investment difference (biilions
of 1978doMars). ... ... ... .. .. ......... 1.7 6.4 10.7 13.9 15.9
Fczogpnommdcntul investment as a percent of
Newrabio. .. ... ... ... ... .. ......... 9.8 10.2 10.5 10.9 11.0
Difference. ... ... ... ... ......... .1 .2 .3 .3 .4
Potential gross national product (percent difference). 0 1 1 .2 A4
Personsl consumption expenditures difference (bil-
lions of 1978 dollars) .. ... .. ... ... ... ... 3.2 14.5 25.% u.2 3.8
Personat disposable income difference (billions of
1978 dollars) 3.5 12.7 22.7 1l 3.3
6.4 6.4 5.9 5.4 5.2
6.3 6.1 5.4 4.7 4.5
. ~.1 ~.3 —.6 -7 —-.7
Man-year of employment difference (thousands). . ... 66.0 37110 699.0 911.0 2.0
Rate of change in real GNP (percent):
Baserate .. ... .. .. ... ... 4.9 3.0 5.1 4.3 8
Newrate .. ... . ... ... 5.2 3.8 5.8 4.7 3.8
Rate of change in implicit price defiator (percent):
Baserate .. .. . .. ... ... 5.9 5.5 5.5 6.0 5.6
Newreate ... ... .. .. ... .. ............. 5.9 5.7 5.8 6.4 6.1
Nonfinancial corporate gross internal funds (percent -
difference) ... ... ... .. ... ... . ....... 8.9 9.9 1.7 12.5 11.7
federal Government budget position (billions of
dollars, NIA basis):
Base level —~46.0 —44.3 —~19.9 -3 ~0.6
New level . -59.3 -~52.6 -23.4 -5.5 -3.2
Oifference. ... ... ... ..._....... -13.3 -8.3 -3.4 - -2.6

Source: Data Resources, Inc.

i
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TABLE 7.—DEFERRAL OF TAXATION FOR INVESTMENT ROLLOVER—ACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982
Gross nationsl product difference (billions of 1978
doliars)_.._..._.. e S e 7 4.4 23 28.9 315
Nonresidential fixed investment difference (billions
of 1978 dollars). ... ... ... ... 1 40 9.2 13.1 14.5
Fixed nonresidential investment as 8 percent of GNP:
ew ratio. ... ... ... ... ... 9.8 101 10.5 10.9 111
Difference. .. ... . ... ... .. ...._.... 0 1 .3 .4 N
Potential gross national product (percent difterences). . 0 .1 A .2 3
Personal oonsummon expenditures  difference
(billions of 1978 dollars).. ... .. __.. e 3.8 9.5 13.1 15.6 18.0
Personsl disposable income difference (billions of
1978 dollars). .. ... ...l 4.6 1.4 10.0 13.8 16.8
Unempioyment rate (percent of labor force):
Base rate. . e e 6.4 6.4 5.9 5.4 5.2
Newrate... .. . 6.3 6.2 5.6 5.1 4.9
Difference_. . __ -.1 -.2 -.3 -.3 -.3
Man-years of employment difterence (thousands). .. 66.0 241.0 aHeLo 468.0 40.0
Rate of change in real GNP (petcent):
Baserate ... . . . . ... 4.9 3.0 5.1 43 38
Newrate. ______ . .. ... 5.1 3.4 5.5 45 3.8
Rate of change in implicit price deflator (percent):
se (ot ... ...l 5.9 5.5 5.5 6.0 5.6
Newrste. .. .. ... . ... 5.9 5.5 5.7 6.3 5.8
Nonfinancial corporate gross internal funds (percent
difference). .. ... .. ... ... e S 1.2 31 4.6 5.2 47
Federal Government budget position (billions of
doliars, NIA basis):
Baselovel . __ . ... —46.0 —-44.3 -19.9 -3.9 -0.6
New level . reeenn ~48.6 ~43.5 -14.9 4.0 1.1
Difference -2.6 .8 5.0 1.9 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)__..__ . _. e tese s e 2.2 10.8 19.6 26.0 28.3
Nonresidential fixed investment difterence (billions
of 1978dollars). .. ... ... ________.______ 4 3.4 8.3 12.1 13.6
Fixed nonresidential investment as a percentof GNP:
Newratio. . ... ... ... 9.8 10.1 10.5 10.9 1.1
Difference_...... ... . ... ... _. 0 .1 -.3 A 4
Potential gross national product (percent difference). 0 .1 .1 .2 .3
Personal consumption expenditures difference (bil-
lionsof 1978 dollars)_. . . . _____.__________ 1.8 6.7 9.7 12.3 14.6
Personal disposable income difference (billions of
" 197?’;‘1,0llmt)..l..i ...... ol iabor Toiceys T 1.5 3.3 5.7 9.4 12.3
nemployment rate (percent of labor force):

Pt | . 6.4 6.4 5.9 5.4 5.2
Newrate. ... ... . o aiine.. 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 3.0
Rate of change in real GNP (percent):
Baserate. .. . . .. . .. .. ... 4.9 3.0 5.1 4.3 kX }
R “N:\gm..,,._.-ﬁ,:...:..a..ﬁ‘.t_o},(.-.-.n.(.).- 5.0 3.4 5.5 4.5 3.8
ate of change in implicit price de percent):
Base rate 5.9 5.5 5.5 6.0 5.6
New rate 5.9 5.6 5.6 6.3 5.7
Nonfinancial corporate gross internal funds (per-
centdifference). .. ... .. . . ... .......... .8 2.6 4.0 4.9 44
Federal Government budget position (billions of
dollars, NIA basis):
Baselevel . . . _ . ... ... _.._...... ~46.0 —~44.3 -19.9 -39 ~.6
L —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 1981 1982
Gross national product difference (billions of 1978
dollars)..._.._.._. e remee s S 1.2 4.9 8.1 10.5 12.2
Nonresidential fixed investment difference (billions
of 1978dollars).. ... ... ... ... . ... 4 1.6 2.6 3.4 36
ﬁ?:"nomwdonml investment a3 a percent of
Newratio. . _..... ... ... ... .. 9.8 10.1 10.3 10.6 10.7
Difference. ... ... .. ... .. ....... ... 0 0 A 1 .1
Potential gross nationsl product percent difference. . 0 0 .1 .1 .1
Personal consumption expenditures difference (bil-
lionsof 1978 dollars). ........ . .. .. ... ... .6 2.8 4.5 6.0 1.5
Personsl disposable income difference (tillions of
1978 dollars). . ... ... .6 2.2 3.8 5.7 7.4
Unemployment rate (percent of labor force):
Baserate. .. ... .. .. ... ........ 6.4 6.4 5.9 5.4 5.2
Newrste... ... ...l 6.4 6.4 5.8 5.3 5.0
Difference. ... ... .. ... ...._...o........ 0 -.1 —-.1 -1 -1
Man-years of employment difterence (thousands). .. 14.0 79.0 uL.o 1m0 192.0
Rates of change in resl GNP (percent):
Basevrate. ... ... ... ... ._........... 4.9 3.0 5.1 4.3 3.8
Newrate . .. ... ......._.............. 49 3.1 5.2 44 38
Rate of change in implicit price deflator (percent):
Baserate . ... .. ... ... 5.9 5.5 5.5 6.0 5.6
Mew rate. ..o ... ... ... ii.iieeiooo.. 5.9 5.6 5.9 6.0 5.6
Nonfinancial corporate gross internal funds percent
difference. ... .. .. .. . ... .. e...... 2.3 2.4 2.8 27 2.3
Federal Government budget position (billions of
dollars, NIA basis):
Baselevel ... .. .. .. ... ................. —46.0 ~44.3 -19.9 -3.9 ~.6
New level. .. ~49.6 ~46.4 -21.3 —-4.7 -1.5
Difference. ... ... ... cioiiiiiiiaiann, -3.5 -2.2 -1.4 -.8 -9

Source: Dats Resources, Inc.

TABLE 10.—CAPITAL GAINS TAXED AS ORDINARY INCOME—TOP TAX RATE CUT TO 50 PERCENT
NONACCOMMODATING MONETARY POLICY -

1978 1979 1980 1981 1932
G:oss national product difference (billions of 1978
dollars). .. .................. S e ~3.4 -13.8 -22.2 -20.1 —~14.4
Nonresidential fixed investment difference (billions
of 1978 dodlars). .. ... ... ... ....... -.8 —6.2 -14.8 -20.5 ~21.4
Fixed nonresidential investment as a percent of GNP:
Newratio. .. .. ... .ccoeimimmiiaaa 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 doliars). .._.... - -2.3 —~6.4 -1.2 -5.6 ~4.3
Personal disposable income difference (billions of
1978|dollus)- +ié Gpoviar i ot iabor iorcey T ~2.1 ~2.4 =35 -4.5 -3.5
Unemployment rate (percent of labor force):
|:seyu 'D ........................... 6.4 6.4 5.9 5.4 5.2
Newrate. .. ... . ... oo ioiiiiiiaiaannn 6.4 6.6 6.2 56 5.1
Difference. .. ..........ccooiiaiiicaaanan 0 .2 .3 .2 0.
Man-years of employment difierence (thousands). .. —48.0 -4171.0 —364.0 —245.0 25.0
Rates of change in real GNP (percent):
S@ I8t . . ... ... ..eeiciciceeaaan 4.9 3.0 5.1 4.3 38
Nowute) 4.7 2.5 4.7 4.4 4.1
Rate of change in implicit price defiator (percent):
aseu‘:. ..... p p ...................... 5.9 5.5 5.5 6.0 5.6
Newu|\e.-.‘...._......._...i.'_..d_ ....... i 5.9 55 5.3 5.8 5.4
Nonfinancisl corporate gross internal funds percen
difference._ .. .p, ..... ' ......................... =21 -5.7 -8.3 -8.0 =15
Federal Government budget position (billions of
dollars, NIA basis):
Base level . —~46.0 ~44.3 -19.9 -39 -
New level . -43.7 —45.0 -22.2 -3.2 5.8
Difference. . 2.3 -7 -2.3 .6 5.2

Source: Data Resources, inc.
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TABLE 11.—PARTIAL INTEGRATION BY THE SHAREHOLDER CREDIT METHOD NONACCOMMODATING

MONETARY POLICY

1978 1979 1980 1981 1982
Gross national product difference (billions of 1978 -
dollars). ... i 9.0 20.0 25.4 21.8 1.1
Nonresidential fixed investment difference (bif-
lionsof 1978 dollars). ... ... ... .. .. ... .... 1.0 3s 6.7 8.1 3.1
Fixed nonresidential investment as 8 percent of GNP:
Newratio. .. ... . ... ... 9.7 10.1 10.4 10.7 10.7
Difference. ... ... ... .. .......... 0 .1 .2 .2 0
Potential gross national product percent difference . . 0 0 A .1 .2
Personal consumption expenditures difference
(billions of 1978 doflars) ... _...___...___.._.. 1.7 16.3 2.1 u.5 25.5
Personal disposable income difterence (billions of
1978dollars). . ... ... ... 1.0 18.2 .1 26.6 26.7
Unemployment rate (percent of labor force):
Baserate. ... .. ... ... ................. 6.4 6.4 5.9 S. 4 5.2
Newrate. . ... . ... .. ... ... 6.3 6.1 5.5 5.1 5.0
Difference. ... ... ... .. ... ... .....o...... -1 -0.3 - 4 -3 -2
Man-years of employment difterence (thousands). .. 132.0 30 504.0 416.0 264.0
Rate of change in real GNP (percent):
Baserate. ... .. ... ... ................... 4.9 30 5.1 4.3 3.8
Rat '2::." ain iicit price defidior Eparcen B 5.3 35 5.3 4.1 3.6
ate ange in implicit price deflator (percen!
Baserate ... ... .. .. ... ........... 5.9 5.5 5.5 6.0 5.6
Newrate .. ... ... .. ..o, 5.9 5.7 5.7 6.2 5.7
Nonfinancial corporate gross internal funds percent
difference. ... ... ... ... ..iieiean.. .8 1.0 .3 -9 -2.0
Federsl Government budget position (billions of,
dollars, NIA basis):
Base level —46.0 —~44.3 -19.9 -3 -. 6
New level. .. . . -50.9 -46.2 -20.8 -1.5 -1.7
Difference.. _....... ..o, -4.9 -1.9 -9 -3.6 -1.1

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

1978 1979 1980 1981 1982
Gross national product difference (billions of 1978
dollars)__._.___._ i ees 5.6 117 1.8 6.9 8.2
Nonresidential fixed investment difference (billions
of 1978dollars). .. . __ ... ... ... .2 -2.1 -1.3 -12.6 ~14.8
Fmd nommdenml investment as a percent of
Ncw o0, .. 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-
tions of 1978 dollars).. ... S, 5.4 10.8 17.4 21.2 23.4
Personal disposable income difterence (billions of
1978 dollars). ... .. .. ... ..., 8.8 16.4 22.5 23.5 244
Unemployment rate (percent of labor force):
Baserate. ... . ... 6.4 6.4 5.9 5.4 5.2
Newrate .. .. . . ... ... 6.3 6.3 5.8 5.2 4.9
Difference.._______._ -1 -.1 -2 -.2 -.3
Man-years of employment “difference (thousands)._ 8.0 173.0 215.0 2n.0 399.0
Rate of change in real GNP (percent):
Baserate ... . . . ... 4.9 3.0 5.1 4.3 3.8
RateN::hue ........ Vit price detidior Goeicen 5 5.2 31 5.1 4.2 3.8
[ ango in implicit price deflator (peicen
Baserate.. ... ... .. .. . ... ... .. ........ 5.9 55 5.5 6.0 5.6
Newrate..._._._.__._.. et eae 5.9 5.6 5.5 6.1 6.7
Nonfinancial corporate gross internsl funds percent
difference_. ... .. . ... . ........... -.9 -3.7 ~6.1 -1.0 -1.1
Federal Government budget position (billions of dol-
lars, N1A basis):
Base level —46.0 —44.3 -19.9 ~3 -~.6
New level ___ —49.1 —47.9 —24.3 ~1.8 =-2.7
Difference -3.0 -3.7 ~4.4 -39 -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) ... ... 9.5 21.6 36.7 30.6 23.1
Nonresidential fixed investment difference (billions

of 1978 dollars). .. ... ... ... ... ..._...... 1.4 1.9 16.3 20.1 18.8
FuéodPnonmcdcnnﬂ investment as a percent of
NewRstio.. ... ... ... ... ... ... ... 9.8 10.2 10.7 1.2 11.3
Difference.. .. ... 0 2 .5 .17 .6
Polential gross national product percent difference . . 0 1 2 A .5
Personal consumplion expenditures difference
(billions of 1978 dollars) .. .. ..__.__...___.___ 1.7 18.9 23.5 22.8 2.5
Personal disposable income difference (bulhom
1978 dollars). .. ..... 9.3 15.0 19.9 22.3 22.3
Ummploymm rate (pmm of Tabor fom)
Baserste. ... ... ... .. .. .............. 6.4 6.4 5.9 5.4 5.2
Newrate ... . .. . ... 6.3 6.0 5.4 5.1 5.1
Ditference....... -1 - 4 -.5 -.3 -.1
Man-years of omptoymont difference (thousands)__ . 133.0 473.0 669.0 423.0 162.0
Rate of dnnu in ml GNP (percent):
4.9 1.0 5.1 4.3 3.8
5.4 38 5.5 4.0 3.4
5.9 5.5 5.5 6.0 5.6
5,9 5.7 5.8 6.3 5.6
Nonfinancis! eorpouto gross ‘internal funds (porccnt
difference). . ..... ... .........i.oei..... 2.4 5.9 1.3 6.1 4.5
Federal Government budget position (billions of
dotlars, NIA basis):
Basslovel..... .. ... et —46.0 ~44.3 -19.9 -39 -.6
Newlevel . __.__ ... .. e -5i.1 —~43.9 -18.0 -1.0 -12.2
Difference. ... ... ..o, ~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 nalional product difference (billions of 1978

dollars)_______._. [P remeemes -L5 —6.6 -10.8 -9.4 -6.0
Nonresidential fixed investment difference (billions

of 1978 doliars). .. ... ... ... ... ... -.5 -12.7 -13.8
Fnao'?"nommdonml investment as a percent of

|
w
o

|
ot
-4

Newrstio.. .. ... .. .. _.__._......... 9.
Difference...________. 0
Potential gross national product wcont difference .. 0
Personal consumption expenditures difference
(billions of 1978 dollars). ... ... . .. ___.___ -.8
Personal disposabie income difference (bnlhons of
1978 dollars) . ... ___.. -~.5
Unemployment rate (wcent of Labor km:e)
Baseeate ... .. ... ...... 6.4
Newate. _ ...
Difference.._. __ ..
Man-years of employment difierence (thouunds). .- -20.0
Rate od change in real GNP (percent):
Baserte. ... . .. ... ... . ...... 4.9
New rate_ . ... .. 4.8
5.9
5.9
1.4
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Source: Data Resources, Inc.
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TABLE 15.—DIVIDEND DEOUCTIBILITY AT THE CORPORATE LEVEL—NONACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982
Gross mhoaal product difference (billions of 1978
...................................... 1.1 30.0 4.4 4.5 3.9
Nonmndenml fixed tnvestment difference (billions
of 1978 doliars). ... ... ... 1.9 1.7 12.9 15.1 13.6
'izﬁpm“'”‘d'“"" investment as a percent of
New falio. . oo ieeaaneas 9.8 10.2 10.5 10.9 1.0
Difference. ... ... iiiiciiainaann N .2 .3 4 .4
Potential gross national product percent difference. 0 B .1 .3 4
Personst consumption expenditures difference (bil-
lions of 1978 dollars). ... ..o ocieniinnnennnn... 3.5 16.7 28.2 U3 N )
Persons| dispossble income difference (billions of
1978 dollars). ...coooneneeaeeieniaaaan. 3.2 14.1 26.1 33.1 35.5
Unemployment rate (percent of labor force):
LN | 6.4 6.4 5.9 5.4 5.2
New rate. .. ... . . iiiiiiiciainnn.. 6.3 6.0 5.3 4.8 47
Difference. ... ... ieeiiiiiianaan.. -1 ~.4 -7 -7 -, 4
Man-years of employment difference (thousands). . . 85.0 495.0 857.0 906. 0 638.0
Rate of change in real GNP (percant):
Baserate. ... . iiiiieiaan 4.9 3.0 5.1 4.3 kN |
R I&n;otc........i..‘. ...... defisior Gparcen 0 5.2 4.0 5.8 4.3 3.3
ste of change in implicit price stor (percent):
Baserate. ... ..iiiiiiiiieiiieiaan 5.9 5.5 5.5 6.0 5.6
N f?“ (a}c ....... e o e asie 6.0 5.8 5.8 6.4 5.9
onfinancisl corporate gross internst funds percen
difference. .......oneeennncerecacacnacacnn. 9.3 1.3 12.8 1.5 8.4
federal Government budget position (billions of
doflars, NIA basis):
Basslevel. . . .. ... .o oiiiiiiiiiennna. —46.0 ~44.3 -19.9 -3.9 -6
New level. ..o aaaacannas ~58.0 —48.9 -20.7 -1.8 -14.6
Diflerence. ...ooeeeeeceneneennerooacaann -11.9 -4.6 -1 -4.0 -14.0

Source: Data Resources, Inc.

TABLE 16.—DEFERRAL OF TAXATION FOR INVESTMENT ROLLOVER—NONACCOMMODATING MONETARY

POLICY
1978 1979 1981 1981 1982
Gross national product difference (billions of 1978
dollars)..___..... e eeemeeseeeeeeoeazaaaan 4.7 14.0 19.1 16.7 13.8
Nonresidential fixed investment difference (billions
of 1978 dollars)... ... ... ... ... ........ .7 4.0 8.5 10.5 9.6
Fixed nonresidential investment as a percent of GNP:
New rabi0 .. .o 9.8 10.1 10.5 10.9 11.0
Difference.. .. ... . . .. e, 0 .1 .3 4 .3
Potential gross national product percent difference. . . 0 A .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 doliars). . ..o 4.6 7.6 10.2 1.9 12.5
Unemploym "nt rate (percent of labor force): 5.2
Baserate. . ... . ... ... . ............... 6.4 6.4 5.9 5.4 5.1
Lt | (T 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):
Baserate. . . ... .. ... 4.9 3.0 5.1 4.3 38
Newrate .. ... ... 5.1 3.4 5.3 4.2 3.6
Rate of change in imphicit price deflator (percent):
Baserate. . ... ... . ... ... 5.9 5.5 5.5 6.0 5.6
Newrate. .. . . ... ... .. .. ............ 5.9 5.6 5.6 6.2 5.6
Nonfinancial corporate gross internal funds percent
difference. .. ... . .e.... 1.2 3.0 3.7 3.2 2.3
Federal Government budget position (bitlions of dollars,
NiA basis):
Baselevel ... ... .. .. ... .. _.............. —46.0 —44.3 —19.9 -39 —.6
Newlevel . . .. —48.6 —44.0 —18.7 —4.9 -5.6
Difference. .. ... -2.5 .3 1.2 ~1.1 ~5.1

Source: Dats Resources, Inc.
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TABLE 17.—SLIDING SCALE ADJUSTMENT FOR CAPITAL GAINS—NONACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982
Gross nationsl product difference (biflions of 1978
dollarsy. . ... .. ... ... .. ..... S 2.4 10.7 15.2 12.9 10.4
Nonresidential fixed investment difference (billions
of1978dollars). ... . ... ... .. .5 15 1.7 9.6 8.8
Fixed nonresidential invistment as s percent of GNP
Neweatio. ... .. .. ... ... .............. 9.8 10.1 10.5 10.8 11.0
Difference. . ....... ... ................. . 0 . 1 .3 .3 .3
Potential gross national product percent difference. . . 0 A A .2 .3
Personsl consumption expenditures difference
(bnlhons of 1978dollars).. ... ... .. .. 1.8 6.8 8.7 8.6 9.0
Personal daspostble income difference (billions of
1978dollars). ... .. ... ..., 1.4 3.5 5.6 1.1 1.6
Unempioyment rate (percent of labor force):
Baserste. ... .. ... ........................ 6.4 6.4 5.9 5.4 5.2
Newrate .. ... .. .. ... ... ... 6.4 6.3 S.17 5.3 5.2
Difference. ... ... .. . . ... ... 0 —. 1 -.2 -.1 0
Man-years of employment difference (thousands). . . . 30.0 168.0 1.0 172.0 3r.0
Rate of change in real GNP (percent):
Baserate. ... ... .. ... ... . ... ..... 4.9 3.0 5.1 4.3 3.8
Mewrate ... . ... . ............... 5.0 3.4 5.3 42 .2
Rate of change «n implicit price deflator (potccnl)
Baserate_ ... ... ... ... . ... ..., 5.9 5.9 5.5 6.0 5.6
Newrate . .. . ... ... 5.9 5.6 5.6 6.1 5.5
Nonfinancisl corporate gross internal funds percent
difference. ... ... .. ... ... ............ .8 2.5 3.2 2.8 2.0
Federal Government budget psoition (billions of
dollars, NIA basis):
Baselevel. ... .. . ... .. ................ —46.0 -44.3 -19.9 -39 -.6
Newilevel. .. .. .. ... ... ... ... —46.7 -~42.2 -17.0 -2.9 -33
Difference.... ... ... ................. -.6 2.0 2.9 .9 =27

Source: Data Resources, Inc.

TABLE 18.-—CORPORATE TAX CUT TO 46 PERCENT-—NONACCOMMODATING MONETARY POLICY

1978 1979 1980 1981 1982

Gross national product difference (billions of 1978
dollars). ... ciee e 1.7 1.3 10.4 10.6 9.6
Nonresidentisl fixed investment difference (billions
of 1978 dollars) ... o.coiiiiinieeaaan .5 2.1 3.3 3.9 3.3
fixed nonresidential investment as a percent of GNP:
New 180, ..o oeeiiiiiiiiiacana. 9.8 10.1 10.3 10.6 10.7
Difference . ... .. ieicciiiaceaanaas 0 .1 A .1 N |
Potential gross national product percent difference . - 0 1 .1 .2 3
Personal consumption expenditures difference (bil-
fions of 1978 dollars). . ....ooooo . .7 3.6 595 6.5 1.2
Personal disposable income difference (bilions of
1978 dollars). . o ccoenmiee e .6 2.9 5.3 1.1 8.2
Unemployment rate (percent of labor force):
Baserate. ... oL, 6.4 6.4 5.9 5.4 5.2
Newrate ..o 6.4 6.3 5.8 5.3 5.2
Difference ..o eeieeene 0 -.1 ~.1 —~.1 0
Man-years of employment difference (thousands). . . 21.0 112.0 150.0 102.0 26.0
Rate of change in real GNP (percent):
Baserate. . ..o 4.9 30 5.1 43 38
Newrate .o eiiieeiicaiiaaan 5.0 3.7 5.2 4.3 3.7
Rate of clunge n implicit price defiator (percent):
Base rate. . 5.9 5.5 5.9 6.0 5.6
New rate____ 5.9 5.6 5.5 6.1 5.5
Nonfinancial corporate gross internal fundgs percent
OiHerence. ..o oo e iceaeaeccan 2.4 2.8 2.9 2.5 1.7
Federal Government budget position (billrons of dol-
lars, NIA basis):
Baselevel . . oo eiiaeans -46.0 ~44.3 -19.9 ~3.9 -.6
Newlevel . ... .. c.en —49.1 —45.2 -20.4 -5.1 -39
Difference. . .cooci e -3.1 -.9 -4 ~1.2 -3.3

|
|
|

Souice: Dats Resources, Inc.
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TABLE 19.—DATA RESOURCES, INCORPORATED BASELINE FORECAST (AUGUST 1977)

1978 1979 1980 1981 1982
Gross national products (billions of 1978 dollm?... . 2,100.1 2,162.2 2,212.7 2,340.4 2,460.1
Nonresident:al fixed nvestment (billions of 1978
dollars). .. o .. iiiiaaana 210.6 222.5 238.5 256.3 269.6
Fixed nonresidentiaf investment as a percent of GNP 10.0 10.3 10.5 10.8 il.0
Potential gross national products (bilhions of 1978
[Ty N 2,181.5 2,254.6 2,330.2 2, 406.0 2,481.5
rsonal consumption expenditures (billions of 1378
QoHBIS) . - et eiccnaaaaa 1,333.2 1,375.3 1,434.8 1,492. 4 1,547.9
Personal disposable income (billions 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) ... .. R 93.0 94.9 9.2 9.4 101.2
Rate of change in real GNP (percent). __._._.. .- 49 3.0 5.1 4.3 3.8
Rate of change in implicit price deflator (percent). ___ 5.9 5.5 5.5 6.0 5.6
Nontinancial corporate gross internal funds (billions
of 1978 dodIarS) . ... oo ieaiiianen- 145.6 151. 4 157.2 166.6 180.0
federsl Government budget position (billions of
dollars, NIADESIS) .. ...oomeneneneiniananannan —46.0 —Aad, -19.9 ~3.9 —6.6
Debt-equity ratio_ ... ..., 1.346 1.375 1.403 1.439 1. 455
Nonresidentisl fixed capitat stock (oilhons of 1978
dollars) . .o cceccaeaas 1,647.3 1,706.4 1,774.3 1,851.6 1,932.9

Source: Oats Resources, Inc.

APPENDIX B.—HISTORY 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 provision 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.

1922-1938

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 1922 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 1924 through 1933. Short-term capital
losses were fully deductible against ordinary income.

1984-1941

The 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 was substituted. The percentage of gains and losses included in the tax
base depended on the time the assets had been held. Gains or lusses on assets
held less than one year were fully included in the tax base. For 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 $2,000 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 bLase. Gains or losses from assets held less
than eighteen months were designated short-term gains, and those held longer
were considered long-term gainx. All short-term gains and losses were included in
the tax base. One third of long-term gains was excluded from the bhaxe if the
assets were held less than two yvears. Half of the gain was excluded if the asset
were lhield more than two years. A ceiling rate of 30 percent way applied against
gains included in the tax base. Thus, the effective rate was 20 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-
spanded to the sliding scale for inclusion of gains in the tax base. Thirty percent
of lorses could be taken as a credit against tax on other income.



885

In 1940 and 1941, corporations could deduct long-terin losses against ordinary
fncome, but neither individuals nor corporations could offset short-term losses
against ordinary income. Such losses could be carried forward to the following
vear to offset short-term gains.

1942-1950

The present tax treatment of capital gains and losses dates largely from the
Revenue Act of 1942, Instead of the sliding scales, capital assets were reduced to
two classes—short term 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-term gains of both
individuals and 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-
porations. _

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 19351 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 1953, the alternative tax rate on capital gains reverted to 25 percent
for corporations as well ax individuals. B

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 restricted the use of the alternative rate to
$30,000 of capital gainx, with gains exceeding $30,000 subject to regular rates.
Since one-half of the gain is deducted and the maximum regular marginal rate
i seventy percent, the effective maximum capital gains rate was increased to 35
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 wax provided for the first
£30.000 of preference 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
{o other taxes.

The effect of this provision was to increase the maximum tax on capital gains
5 percent (10 percent rate applied to one-half of the gain produces an effective
rate of 3 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 23 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 gaing was
a tax preference item, compared to one-half of the gain for individual taxpayers.

With respect to capital loss restrictions, the '69 Act provided that only one-
half of long-term capital losses could be used to offset ordinary income. Under
this provision, $2.000 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 ga‘ns 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 operat'ng 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 setiing the holding
period for 1977 at nine months.
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The '76 Act also increased the minfmum 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 1969 had established a maximum tax of 50 percent
on “earned” income (i.e. salaries and twages, rents and royalties). However, for
each dollar of preference income ahove the $30,000 exemption, a dollar of earned
income would be subject to regular rates (up to 70 percent) instead of the
maximum tax. The ’'768 Act eliminated the $30,000 exemption. Thus, for each
two dollars of capital gains, one dollar of earned income is subject to ordinary
it,ax rates, since one-half of capital gains are considered to be ‘‘preference”
ncome.

Finally, the offset of ordinary income by capital losses had bheen 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 '7T6 Act did not alter provisfions 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 DIVIDENDS

1913-1935

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 10335. An additional
excess profits tax was imposed on corporations during World War 1.

1936-1937

In 1963, dividends were gubject 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-

—_ditjonal excess profits taxes were again imposed on corporations during World
War IT and the Korean conflict.

In 194445, the impact of double dividend taxation was the most pronounced.
In these vears, 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 lees than three cents in

after-tax income to the shareholder.

1954-196 4

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 fncome 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 $350,000.

The maximum impact of double dividend taxation under current law is to
reduce one dollar of distributed corporate income to 13% 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 1V, with which
the average reader may not be completely familiar.

Cash floic.—The sum of undistributed profits, foreign branch profits and capi-
tal consumption allowances, net of inventory valuation adjustment.

Debt-cquity ratio—The ratio between debt and equity, where debt equals the
sum of bank loans, mortgages, bonds, open market paper, finance company loans,
and miscellaneous liabilities. Equity equals total assets less total liabilities.

Econometric model.—An econometric model (in this case, of the entire U.S.
cconomy) 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 policy changes and to project future
developments.

Wealth effcct.—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 Bynrn. The next witnesses will be a panel consisting of
Richard M. Sicmsen, corporate tax director, Emerson Electric Co.;
Paul H. Ozan. American Greetings Co.; James Stone, manager, plan-
ning and venture analysis, Southwire Co.; and Thomas E. Bundy,
treasurer, American Industrial Development Council. .

I think that we have more ll)oop]e 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. 0ZAN, ASSISTANT GENERAL COUNSEL, AMERI-
CAN GREETINGS CO.; JAMES STONE, MANAGER, PLANNING AND
VENTURE ANALYSIS, SOUTHWIRE C0.; THOMAS E. BUNDY,
TREASURER, AMERICAN INDUSTRIAL DEVELOPMENT COUNCIL;
AND HERSCHEL H. FRIDAY, THE MARMON GROUP INC.

Mr. Siemsex. Mr. Chairman, there are several supporting personnel
to the witnesses.

Senator Byrn., 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 coming 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 18 a vitally impor-
tant matter, because the Finance Committee was meeting simultane-
ously. Now there is & vote on a piece of legislation which will authorize
appropriation for elementary and secondary education twice as much
money as was appropriated for the current fiscal year.

You gentlemen may proceed. _
Mr. Siemsex. Thank you, Mr. Chairman, and members of the com-

mittee. My name is Richard Siemsen. I am corporvate tax director of
Emerson Electric Co. With me this morning is our outside counsel,
Mr. Ramsay D. Potts of Shaw, Pittman, Potts & Trowbridge, here
in Washington.

We will limit our testimony so that Mr. Herschel Friday, represent-
ing the Marmon Group Inc., may make a brief statement. )

%)morson 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 siiall issue industrial development bonds, which
I will refer to hereafter us small issue IDB’s. Emerson seeks an increase
of the present §1 million 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
cxpenditures limitation.

uring the past 30 years, Emerson Electric has been using small
issue 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 country.

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, todav Kmerson'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 alse 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 essential to the communities’ econome 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 Byrp. T 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. Ports. Thank you, Senator.

Senator Byrn. If you will standby, Senator Long will be here in
just a moment.

[ Brief pause.]

The CrnarmMax. Gentlemen, we will be very happy to hear your
statements.

You have 1 minute remaining, Mr. Siemsen. -

Mr. Siemsex. Thank you. Mr. Chairman.

As I stated earlier, the increase in the tax exempt limitations for
small issue TDB’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 Augnst 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.

During 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
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 recident will likely join the swelling number of individuals on
the city’s unemployvment 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 FIC'A taxes on wages of workers
employed at the IDB-financed facilities would serve to offset the
amount of foregone Federal income tax on the IDB interest and in
many cases could yvield a net tax benefit to the Treasury.

Thank you for your time and attention.

The Crarmryan. Next we will hear from Mr. Paul Ozan, American

Greetings.

STATEMENT OF PAUL 0ZAN, ASSISTANT GENERAL COUNSEL,
AMERICAN GREETINGS CORP.

Mr. Ozax. My name is Paul Ozan, assistant general counsel and
assistant secretary of American Greetings Corp.

American Greetings Corp. is a publicly he]j) corporation 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 $3 million.

During the past 17 vears, Americon Greetings has used the pro-
ceeds of numerous issues of tax-exempt small-issue industrial develop-
ment bonds to build new plants, expand existing plants. and to acquire
additional machinerv and equipment. American Greetings first used
the proceeds of an ITDB issue to finance a new plant in Osceola, Ark.,
in 1960. Since that time. American Greetings has financed 11 more-_.
new plants with small-iscue TDB proceeds.

In all instances, the plantsite location selected was determined by a
very careful analvsis of the labor supply available. These were areas
wherein the basic emplovment opportunities were agriculture or
agriculturally oriented. The locations had seen a steadv exodus of
their young people 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 Long-Term I\%unicipal Bond Dollar
Volume—January 1970 to September 1976,” prepared for the Amer-
ican Industrial Development 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 130,600 jobs, or $38,461.54 per job.

In recent years, American Greetings has noted a marked decline in
the usefulness of small-issue IDB’s due to the combined effects of in-
flation 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; 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 vou. Mr. Chairman.

The CraryMan. 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, SOUTHWIRE CO.

Mr. Stoxe. My name is James Stone. T am the manager of planning
and venture analysis of Southwire Co., which is headquartered in
Carrollton. Ga.

T wish to discuss brieflv Southwire’s experience with small-issue in-
dnstrial development bonds. which are governed under section 103 (b)
of the Tnternal 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, Kenticky, 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 fored

to forgo qu:rtunities for expansion, expansion that would have cre-

ated new jo
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 balance-
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 $15 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 Cuamman. 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. Buxpy. I am Thomas E. Bundy, and I am representing the
American Industrial Development Council and its aﬂ‘igated 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 successful 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
1t 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 Cuamman. 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 Eeople 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 DanrortH. I have no questions, Mr. Chairman,

Mr. StEMsEN. We limited our testimony so that Mr, Herschel Fri-
day could make a brief statement, on behalf of the Marmon Group.

The Craryman. You have 2145 minutes.

STATEMENT OF HERSCHEL FRIDAY, ON BEHALF OF THE
MARMON GROUP

Mr. Frpay. 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 rrogra.m 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. 1 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.

Oneé 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 CuammaN. Mr. Danforth.
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_Senator Danrorra. 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 19681

Mr. Ozax. It has been 220 percent.

Senator DanrorTi. 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 spen(i 215 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 Daxrorri. Thank you.

The Cruatryax. Thank you very much, gentlemen.

[The preparel statements of the preceding panel follow :]

STATEMENT oF RICHARD H. SIEMSEN, CORPORATE TAX DIRECTOR, KIMERSON
Evrectric 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 limits
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 increases from $5,000,000 to $15,000,000 of the ex-
emption subject to the so-called cupital expenditures limitation. The $1,000,000
tlllmit is often referred to as the ‘“‘clean” limit, and I will use that shorthand term

ere. .
Small issue industrial development wmds, or “small issue IDBs” are bonds
issued by states or municipalities for the purpose of acquiring or building in-
dustrial or commercial facilities. The boud 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 income 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 issuer 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. S8ince 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,
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whereas by September 30, 1977, Emerson’s average total investment in each fa-
cility to which the 1DB 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 inceutive 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 1DB 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 bullt or expanded. Those facilities now employ more than 14,500 workera.

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 lndustriaM\W_Lﬂ%r communities wiil continue to
experience an economically devastating m 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 1DB 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 IDBSs 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 IDBs 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 228.69% and 239%. respectively, of comparable
costs in 1967. Moreover, the Wholesale Price Index lists a more than 2009%
increase in the costs of machine tools since 1967. Coples 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 H.R. 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 increases 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 4.8
percent per year in the period 1965-70 to 8.3 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 1IDBs 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.

1t should be recognized. that our proposals 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. S8uch employment
has dectined 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 i8 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 arees, by acting to alleviate the alarming trend in urban unemploy-
ment levels.

Finall