MISCELLANEOUS TAX BILLS III

HEARING

BEFORE THB

SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT GENERALLY

OF THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-SIXTH CONGRESS-

FIRST SESSION
ON

S. 1021, S. 1078, S. 1435, and S. 1467

- OCTOBER 22, 1979

Printed for the use of the Committee on Finance

&3

U.8. GOVERNMENT  PRINTING OFFICE
56-073 0 WASHINGTON : 1979 - HG 96-58

S361-24



COMMITTEE ON FINANCE
RUSSELL B. LONG, Louisiana, Chairman

HERMAN E. TALMADGE, Georgia ROBERT DOLE, Kansas
ABRAHAM RIBICOFF, Connecticut BOB PACKWOOD, Oregon

" HARRY F. BYRD, Jr,, Virginia WILLIAM V. ROTH, Jr., Delaware
GAYLORD NELSON, Wisconsin JOHN C. DANFORTH, Missouri
MIKE GRAVEL, Alaska JOHN H. CHAFEE, Rhode Island -
LLOYD BENTSEN, Texas JOHN HEINZ, Pennsylvania
SPARK M. MATSUNAGA, Hawaii MALCOLM WALLOP, Wyoming

DANIEL PATRICK MOYNIHAN, New York~ DAVID DURENBERGER, Minnesota
MAX BAUCUS, Montana

DAVID L. BOREN, Oklahoma

BILL BRADLEY, New Jersey

MIcHAEL STERN, Staff Director
Rosert E. L1GHTHIZER, Chief Minority Counsel

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY
HARRY F. BYRD, Jr., Virginia, Chairman )

LLOYD BENTSEN, Texas BOB PACKWOOD, Oregon
HERMAN E. TALMADGE, Georgia JOHN H. CHAFEE, Rhode Island
MIKE GRAVEL, Alaska MALCOLM WALLOP, Wyoming
Bt i -
-



CONTENTS

ADMINISTRATION WITNESSES

Lubick, Hon. Donald C., Assistant Secretary of the Treasury for Tax Policy .....
Milter, Hon. William E., Secretary of the Treasury ...

PUBLIC WITNESSES

American Council for Capital Formation, Charls E. Walker, chairman ..............
Anégncan Iron & Steel Institute, Dave Roderick, chairman, United States Steel

......................

Assocrgatlon of American Railroads, William H Dempsey, president, accompa-
nied bly Richard Briggs, executive vice president, and Robert Casey,
counse

Boorstin, Danie! J., Librarian of CONgress.........cucermiimrsesssismmismssssssssssssssnsssenss

Brown, Lawrence H. ., senior vice president, Northern Trust Co., and chau-man,
Public Securities Association

‘Cohen, Edwin S, chairman, Taxation Committee, U.S. Chamber  of
COMMETCE ......comverieririrrsnsirennissniassonnanssenns . .

Committee for Effective Capital Recovery

Rlchard D. Hill, chairman of the board First Natmnal Bank of Boston .....

e A. Stnchman, chairman of the board Colt Industries, Inc................ >

Cosable%on Barber B, Jr., a Representative in Congress from the State of
ew York
Dempse{ William H presndent Assoclatlon of American Railroads, accompa-
nied y Richard Bnggs, executive vice president, .and Robert Casey,
COUNBEL...cucuuiiecrirnrsisnsessunreprassenssasessrasessorsasssnsetsepassassenssastonsssessss sasnssass et soessesssnotsersssssns
Fradon, Dana, cartoonist, New Yorker Cartoonist Guild, the Council for Cre-
ative Artists and the Authors Zeague of America ...
Gray, Cleve, artist, Cornwall Bridge, COND .........coeereeemnrivrersmmusasiascervesrensvsssossessses
Hardman, William E., Small Business Legislative Council; Edwin S. Cohen,
chairman, Taxation Commlttee U.S. Chamber of Commerce, Dale Jorgenson,
%rofessor of economics, Harvard University; Ernest S. Christian, Jr., Retail
'ax Committee; Cliff Massa III, vice president, taxation and fiscal policy
department, National Association of Manufacturers; Mark Weinberg, special
tax counsel, Small Business islative Council; and Herbert Liebenson,
associate executive director, Small Business lative Council .....cccovreverienee
Hill, Richard D., chairman of the board, First National Bank of Boston, on
behalf of the Committee for Effective Capital Recovery ..
Javits, Hon, Jacob, a U S. Senator from the State of New YOtk ....ooommimmemren
Jones, Hon. James R .» 8 Representative in Congress from the "State of
Oklahoma..........
Jorgenson, Dale, professor of economics, Harvard University
McI:) tgyre, Robert S., director, Tax Reform Research Group of Washmgton,
McKevitt, Mike, Washl n counsel, National Federation of Independent
Business, accompan y Ed Pendergast, accountant ..
National Federatlon of lnd ndent Business, Mike McKevxtt, Washmgton
counsel, accompanied by Ed Pendergast, accountant.......
Public Securities Assocnatlon, Lawrence H. Brown, chajrman, and senior vice
president, Northern Trust Co

Roderick, Dave, chairman, United States Steel Corp on behalf of the Amencqn

Tron & Steel Institute . .
Small Business Legwlatwe Council: i .

William E. Hardman ...

Mark Weinberg, special tax counsel aserss s s

-’

289
135

98
185
460
426
540
314

186
188

460

439
434

314

186
430

314



v

Strichman, George A., chairman of the board, Colt Industries, Inc., on behalf of Pege
the Committee for Effective c.rml ROCOVETY ...coccoere- 188
Tanthﬁ Nt:;n:an E., director of university libraries, California State University 1
B NOPLhEIAZE ..o iriiiccninssssessnen tesssrnsssssisssrsatasseses #
Ta&mlz'eform rch Group of Washington, D.C., Robert 8. Mclintyre,
OF ©oooutvesvossstiosissssasiiassensmsbontansosasssscssttebsasssrisnasss osssstnsssretsstarnresttonsdasssstssss

mittee ........... .
Wade, Robert, General Counsel, National Endowment for the Arts ..
Walker, Charls E., chairman, American Counell for Capital Formatio
Weinberg, Mark, special tax counsel, Small Business Legislative Counci

COMMUNICATIONS i} -
AFL-~CIO, Dr. Rudolph Oswald, director, department of research .........cccevvreven 634
Air Transport Association of Ameriea....,.... 670
Alliance of Metalwnrking Industries . . 629
Aluminum Co. of America, James -S. Pasman, Jr., executive vice president,
FINBNICO ... ecierisisismisssmniis st rasas st sasastssbs s e sbt R s asaseAs 84S0 RS e SR s R E S0 s s R PR FeR eSS 609
American Textile Manufacturers Institute, Inc., W. Ray Shockley........ccccevuuencn. 563
Associated General Contractors of AMerica ........cccinsnnnmnniesissmenimsonme 649
A.T. & T, Robert N. Flint, vice president and comptroller b 645
Automobile Warehouse Distributors Association, Inc., Martin Fromm,
president G ihereersrsaseerereneees 682
Banta, Darvin C.....ccoccoivineaes Trvsseried : favessen veere 565
Bohland, Jerome A, vice president, finance, Owens-Illinois . 677
Chemical Manufacturers iation, Robert A. Roland, president............cccoov... 656+
Edison Electric Institute . . 621
Financial Executives Institute, Donald K. Frick, chairman, Committee on
Taxation N v . . 611
Flint, Robert N., vice president and comptrollet, AT. & T..........ccccivunnniiiinreens . 645
Frick, Donald K., chairman, Taxation Committee, Financial Executives
s INBEULR et s s bR s bbbt a0 611
Fromm, Martin, president, Automobile Warehouse Distributors Association, 682

ne . :
G«ire, Carter L., director, tax/legal division, National Foreign Trade Council,

....... ses sesraes

nc ]
Henderickson, Jerome O., president, the Valve Manufacturers Association ......
leg%ftt, C. Hoke, president, National Cotton Council of America............connunn
Machinery & Allied Products Institute weerit
Machinery Dealers National Association................. " L
National Association of Wholesaler-Distributors .
ng(i)onal Cattlemen’s Association, Lat H. Turner, chairman, Taxation
mmittee ;

National Cotton Council of America, C. Hoke Leggett, president............ccc.cou

560

627

693

582

566

709

561

693

603

division ; 560
National Machine Too} Builders' Association Ceresesieesienaes ' w696
Oswald, Dr. Rddolph, director, De ment of Research, AFL-CIO ...........cceuece. 2351
609

116

684

656

563

687

687

561

627

Owens-Illinois, Jerome A. Bohland, vice president, finance
Pazman., James S, Jr., executive vice president, finance, Aluminum Co. o
METICA...reveeerrensivsesensiassns ; Tersessesererns
Pennington, James H., vice president, Public Service Indiana
Public Broadcasting Service :
Rochester Tax Council . :
Roland, Robert A., president, Chemical Manufacturers Association...........
Shockley, W. Ray, American Textile Manufacturers Association, Inc
Stockholders of America, Inc,, Margaret Cox Sullivan, president........ .
. Sullivan, Margaret Cox, president, Stockholders of America, InC..........c.convisnceirn
Turner, ,Lat H., chairman, Taxation Committee, National Cattlemen’s
- Association .............., [
Valve Manufacturers Association, Jerome O. Hendrickson, president ................




v

ADDITIONAL INFORMATION oage
Committee p release rrreeenearessnaran e 1
Text of bnlls S 1021, 8 S. 1078, S. 1435, S. 1467 . 3
Joint Committee on Taxatlon bulletin ..............oe. . . B3
Material submitted by the American Council for Capital Formation .................. 107
Material submitted by Treasury Departme 148, 146, 150
Statement of Gil Thurm, vice president and legislative counsel, government
affairs, National Association of Realtors...........ocvvviiiinnnmnsssiinscensenisennisnicens
Statement of Cliff Massa 111, on behalf of the National Association of Manufac- 293
Statement of Ernest S. Chnstlan, 3 £ OO 410
Statement of Elie Siegmeister, chairman, executive- commltbee Council of
Creative Artists, Libraries & Museums .............cccovninevnis 441
Letter from the Artists Rights Today, INC.........cconvcnicnicnsmnmsienamensimons 448
Memorandum submitted by Bob Shapiro, Joint Committee on Taxation ............ 473
Letters from Profs. C. Lowell Harriss and Ernest W. Wllhams, Co]umb:a :
University .......coccovviiniesisninisins 47
Letter from Doloitte HASKING & SIS ovvrrrrromerrerrermmeersssseseresssssssseeerssees e 520
Letter from Salomon Bros..........ccvenccsoiiimssmmessissmssoens 527
Letter from Byron Rose, managing director, Morgan Stanle%. .............................. 530
Letter from Frederick M. R. Smith, managing dn'ector, the First Boston Corp. 6532
Statement of the Authors League Of AMETICA v...vvovorerensseerre - 536




MISCELLANEOUS TAX BILLS III

MONDAY, OCTOBER 22, 1979

U.S. SENATE, SUBCOMMITTEE ON TAXATION AND DEBT
. MANAGEMENT GENERALLY, COMMITTEE ON FINANCE,
: Washington, D.C.
The committee met, pursuant to notice, at 9 a.m., in room 2221,
Dirksen Senate Office Building, Hon. Russell B. Long (chairman of
the committee) presiding. T o
Present: Senators Byrd, Long, Bentsen, Nelson, and Chafee. .
[The press release announcing this hearing and the bills S. 1021,
S. 1078,’S. 1435, and S. 1467 follow:] ‘

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETS HEARING ON
1SCELLANEOUS TAX BiLLs

Senator Harry F. Byrd, Jr. (I-Va.) Chairman of the Subcommittee on Taxation
and Debt Management announced today that a hearing will be held on October 22,
1979, on miscellaneous tax bills. )

The hearing will begin at 9:00 am. in Room 2221 of the Dirksen Senate Office
Building.

The following pieces of legislation will be considered:

S. 1435, sponsored by Senators Nelson, Bentsen, Packwood and Chafee. The bill
provides for the more rapid depreciation by businesses of investments in machinery
equipment and buildings. Reveriue estimates on this measure are not available at
this time. The measure will benefit virtually all businesses.

S. 1021, sponsored by Senator Danforth. The bill would provide the holders of
municipal bonds with an option to either exclude the bond interest from taxable
income as under present law or to claim a Federal tax credit of 67 percent of the
amount of interest. This measure is estimated to decrease revenues by $6 million in
1980; $74 million in 1981; $244 million in 1982; $403 million in 1983; and $526
million in 1984. The measure will benefit purchasers of municipal bonds.

S. 1078, sponsored by Senators Javits, Goldwater, Domenici, Williams and Pell.
The bill would provide a credit against taxes on an artist’s estate for testamenta

- transfers of his art to the Federal Government. The bill would also provide a credit
against an artist’s income taxes for donations of his artwork to charitable organiza-
tions and amend other sections of the Internal Revenue Code relating to “hobby
losses” and the capital gains treatment for copyrights. This measure is estimated to
decrease revenues re! $20 million per year. The measure will benefit artists.

S. 1467, sponsored by Senators Dole and Bentsen. The bill would provide that the
retirement-replacement-betterment method of accounting for property used by a

. common carrier is an acceptable method for determining depreciation allowances
for income tax pu . This measure is estimated to have no revenue effect.:The
measure will benefit common carriers.

Witnesses who desire to testify at the hearing should submit a written request to
Michael Stern, Staff Director, Committee on Finance, Room 2227 Dirksen Senate
Office Btlxgldiggé Washington, bc. 20510, by no later than the close of business on
October 18, .

LEGISLATIVE REORGANIZATION ACT
Senator Byrd stated that the Le%i:lative Reorganization Act of 1946, as amended,

requires all witnesses appearing before the Committees of Congress “to file in
advance written statements of their proposed testimony, and to limit their oral

presentations to brief summaries of thely argument.”
(0))]
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Witnesses scheduled to testify should comply with the following rules:

(1) A copy of the statethent must be filed by noon the day before the day the
witnesses is scheduled to testify,

(2) All witnesses must include with their written statement a summary- of the
principal points included in the statement.

(3) The written statements must be t{,ped on letter-size paper (not legal size) and
at least 100 copies must be submitted by the close of -business the day before the
witness is scheduled to testify. -

(4) Not more than ten minutes will be allowed for oral presentation.

(6) Witnesses are not to read their written statements to the Subcommittee, but
are to confine their ten-minute oral presentations to a summary of the points
included in the statement. . ’ s

WRITTEN TESTIMONY

Senator Byrd stated that the Subcommittee would be pleased to receive written
testimony from those persons or organizations who wish to submit statments for the
- record. Statements submitted for inclusion in the record should be typewritten, not
more than 25 double-sg;aced, pages in length, @and mailed with five (5) copies by
. November 16, 1979, to Michael Stern, Staff Director, Committee on Finance, Room
2227 Dirksen Senate Office Building, Washington, D.C., 20510.
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To emend the Internal Revenue Code of 1954 to provide holders of certain
governmental obligations a taxable bond option and credit.

IN THE SENATE OF THE UNITED STATES

ArriL 26 (legislative day, ArriL 9), 1979

Mr. DANPORTH introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide hold-
ers of certain governmental obligations a taxable bond
option and credit.

1 Be it enacted by the Senate and House of Represénla-
2 tives of the United States of America in C@ms assembled,
3 (a) IN GENERAL.—Subpart A of part IV of subchapter
4 A of chapter 1 (relating to eredits; allowed) is amended by

5 inserting after section 44C the following new section:
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1 “BEC. ‘1i). CREDIT FOR EXEMPT INTEREST INCLUDED IN

(-]

INCOME.

“(a) GeNERAL RuLe.—In the case of a United States

person who elects to include in gross income for the taxable

year the entire amount of—

“(1) interest on obligations described in section

103(a), other -than industrial development bonds (de-

scribed in section 103(b)(2)) and

“(2) exempt-interest dividends (as defined in sec-
tion 852(b)5)) attributable to interest on obligations

described in subparﬁgraph ),

there is allowed as a credit, subject to the limitations of sub-
section (b), an amount equal to 87 percent of the sum of such

interest and dividends for the taxable year. .

*““(b) LimirATIONS, APPLICATION WITH OTHER CRED-

118, ETC.—

‘(1) IN GENERAL.—Except as provided in para-
graph (2), the credit allowable under subsection (a) for
th;a taxable year shall not exceed the tax imposed by
this cha;ﬁer for such. year reduced by the credit al-
lowable under section 37 (relating to credit for the
clderly). ‘

“(2) CERTAIN TAX-EXEMPT ENTITIES.—In the
casé an organization described in section 501(c)(3) or a

trust qualifying under section 401(a) other than a trust

_ forming part of a governmental plan, the amount of
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credit allowable under subscction (a) for the taxable
year shall be applied against the tax imposed by this
subtitle.

“(3) DENIAL OF CREDIT FOR OBLIGATIONS NOT
ISSUED PURSUANT TO A- PUBLIC UNDERWRITING
WHICH ARE HELD BY RELATED ENTITIES.—An elec-
tion under this section shall not apply to any obligation
not issued pursuant to a public underwriting for any
period which such obligation is held by a related
entity.”’.

“(c) DEFINITIONS: SPECIAL RULES.—For purposes of

this section—

“(1) ORIGINAL ISSUE. DISCOUNT INTEREST;
AMORTIZABLE BOND PREMIUM.—In the case of obli-
gations described in section 103(a), other than industri-
al development bonds, the amount of interest shall be
adjusted, under regulations prescribed by the Secre-
tary, for any original issue discount or amortizable
bond premium attributable to the taxable year.

“(2) TIME AND MANNER OF ELECTION.—The
election to claim this credit shall be made with the tax
return for tfxe taxable year for which the inclusion is
elected. The eleétion shall be made not later than the

time prescribed by law for filing the return for such

year (including extensions thereof). Such election may
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4 .
be changed at any time before the expiration of the

period prescribed for makiné a claim for credit or
refund of the tax imposed by this chapter for the tax-
able year. The election shall include a statement set-
ting forth, in such manner as the Secretary may re-
quire, the identification of the payor of the interest or
dividend, together with such additional information as
the Secretary may require.

“(3) TAXES IMPOSED BY THIS CHAPTER.—The
taxes imposed by the following provisions of this chap-
ter shall not be considered to be texes imposed by this
chapter:

“(A) The taxes imposed by-sections 55 and

56 (relating to minimum taxes).

“(B) The tax imposed by section 72(m)(5)(B)

(relating to 10 percent on premature distributions

to owner-employees).

“(C) The tax imposed by section 408(f) (re-
- lating to additional tax on income from certain re-
tirement accourits). ,
“(D) The tax imposed by section 531 (relat-;
ing to accumulated earnings tax).
~ *() The tax imposed by section 1378 (relat-
' ‘ing to tax on certain capital gains of subchapter S

© corporations). -
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“(F) Any additional tax imposed for the tax-
able year by section 1351(d)1) (relating to recov-
eries of foreign expropriation losses).

!(4) APPLICATION IN THE CASE OF ESTATES
AND TRUSTS; ETC.—In the case of an estate or trust
or other person which may distribute income which re-
tains the characteristic of being excludible from gross
income under section 103(a), the Secre_tary shall by
regulations prescribe rules relating to the election
‘under this section.

“(5) PuBLic UNDERWRITING.—The term ‘public
underwriting’ means a procedure for selling the obliga-
tions in which—

“(A) competitive bids for the right to sell the
obligations to the general public are solicited from
independent parties, and .,..»«

“(B) 25 percent or more of the obligations
sold are acquired by persons who are not related
-entities, .

“(6) RELATED ENTITY.—The term ‘related
entity’ means—

“(A) in the case of obligations issued by a-
State, such State and any political subdivisions

thereof,
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1 “(B) in the case of obligations issued by a
2 political subdivision of a State, such State and
3 any political subdivision thereof, anﬂ
4 “(C) in the case of obligations issued by an
5 instrumentality of two or more States or two or
6 more political subdivisions each such State (of
7 -which the political subdivision is a part) and each
8 political subdivision thereof. For purposes of this
9 provision, any agency or instrumentality of a
10 State or political subdivision shall be treated as
11 such State or political subdivision and any trust or
12 plan for the benefit of the employees of a State or
13 political subdivision shall be treated as an instru-
14 mentality of such State or political subdivision, as
15 the case may be.”.
16 (b) IncLusion IN Gross INCOME*OF INDIVIDUAL
17 Bonp OpTION CREDIT.— |
18 ‘ (1) Part II of subchapter B (relating to items spe-
19 cifically included in gross income) is amended by in-
20 serting at the end thereof, the following new section:
21 “SEC. 86. CREDIT FOR EXEMPT INTEREST INCLUDED IN
22 - INCOME,
23 . “An amount equal to the credit allowed under section

24 44D shall be treated as interest or dividend, as the case may

25 be, received in the taxable year in which the interest or divi-
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1 dend (on which the sllowance of the credit is based) is re-

2 ceived. Such amount shall be included in gross income solely

3 for purposes of determining the tax imposed by this

4 chapter.”.

5
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1
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(2) The table of sections for such part is amended
by inserting at the end thereof the following new
items:

“See. 86. Credit for exempt interest included in income.”.

(c) CONFORMING AMENDMENTS.—
(1) Subsection (b)(2) of section 41 (relating to con-
tributions to candidates for public office) is amended—
(A) by striking out “and”;A
(B} by striking out the period at the end of
the paragrap and inserting in lieu thercof , and
section 44D (relating to credit for exempt interest
included in income).”.

(2) Subsection (b) of section 44A (relating to ex-
penses for household and dependent care services nec-
essary for gainful employment) is amended—

(A) by striking out “and” at the end of para-
graph (6); _
(B) by striking out the period at the end of

paragraph (7) andinserting in lieu thereof f‘,‘

and”’; and
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(C) by adding at the end thereof the follow-
ing new paragraph:

*(8) section 44D (relating to credit for exempt in-
terest included in income).”.

(3) Subsection (a)4) of section 46 (relating to
amount of credit) is amended— -

(A) by striking out “and” at the end of sub-
paragraph (A);

(B) by striking out the period at the end of
sui)paragraph (B) and inserting in lieu thereof “,
and”’; and

(C) by adding at the end thereof the follow-
ing new subparagraph:

“(C) section 44D (relating to credit for
exempt interest included in income), except in the
case of a tax-exempt entity referred to in section
44D(®)(2).”

(4) Subsection (a)(3) of section 50A (relating to
amount of credit) is amended—

(A) by striking out ‘‘and” at the end of sub-
paragraph (C);

(B) by striking out the period at the end of
subparagraph (D) and inserting in lieu thereof “,

and’’; and



© ® a D G e B B e

W N e O P A W W D = O

11

9

(C) by adding at the end thereof the follow-
ing new subp;;ragraph:

“(E) section 44D (relating to credit for
exempt interest included in gross income), except
in the case of a tax-exempt entity referred to in
section 44D(b)(2).".

(6) Subsection (a) of section 53 (relating to limita-
tion based on amount of tax) is amended—

(A) by striking out “and” at the end of para-
graph (6);

(B) by striking out the period at the end of
paragraph (7) and inserting in lieu thereof *,
and’’; and '

(C) by adding after paragraph (7) the follow-
ing new paragraph: i
“(8) section 44D (relating to credit for exempt in-

terest included in income).”.

(6) Subsection (b)(1) of section 75 (relating to
dealers in tax-exempt securities) is amended by insert-
ing after “excludible from gross income” the following:
“(without regard to the oi)ération of section 44D)".

(7) So much of section 103(a) (relating to interest

" on certain governmental obligations) as precedes para-

graph (1) is amended to read as follows:

56-073 0 - 80 = 2
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10
“(a) GENERAL RuLe.—Except as provided in section
44D and section 86 (relating to credit for exempt interest
included in income), gross income does not include interest
on—"", 7

(8) Section 171 (relating to amortizable bond pre-
mium)\ is amended—

(A) by striking out *‘(other than a bond the
interest on which is excludible . from gross
income)”’ from subsection (a)}(1) and by inserting
in lieu thereof, *“(other than a bond described in
paragraph (2))"’; !

(B) by amending subsection (a}(2) to read as
follows:

“(2) Tax-EXEMPT BONDS.—In the case of any
bond the interest on which is excludible from gross
income (without regard to the operation of section
44D), no deduction shall be allowed for the amortizable
bond premium for the taxable year.”; and

(C) by amendirig subsection (c)1) to read as
follows:

“(1) ELIGIBILITY TO ELECT; BONDS WITH RE-
SPECT- TO WHICH ELECTION PERMITTED.—In the

. case of bonds_other than bonds described in subsection
(a)(2), this section’ shall apply-only:if the taxpayer has

so elected.”.
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(9) Paragraphs (1), (2), and (3) of section 265 (re-
lating to interest relating to tax-exempt income) are
amended by inserting after “‘subtitle’’ each place it ap-
pears the following: ‘“(without regard to the election
under section 44D)", .

(10) Section 593(bN2XE)iii) (relating to reserves
for lossesA on loans) is amended by striking out “the in-
terest on which is excludible under section 103" and
inserting in lieu thereof “‘described in section 103(a)”.

(11) Subparagraph (A) of section 818(b)3) (relat-
ing to exception from requirement of accrual of dis-
count) is amended to read as follows:

“(A) interest which is excluded from gross
income under section 103, or”.

(12) Section 832(e)(6) (relating to insurance com-
pany taxable income) is amended by striking out “the
interest on which is excludible from gross income
under section 103" each place it appears and inserting
in lieu thereof “‘described in section 103(a)".

(13) Section 852(b) (rélating to ‘taxation of regu-

lated investment companies and their shareholders) is

 amended—

"(A) by deleting ‘“‘section 103(a)(1)” each
place it appears in paragraph (5) and inserting in

lieu thereof “‘section 103(a)’”’; and
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(B) by inserting at the end of subsection (b)
the following new paragraph:

“(6) CREDIT FOR EXEMPT INTEREST INCLUDED
IN INCOME.—An investment company may elect to
claim the credit under section 44D but not in an
amount in excess of—

“(A) the amount of interest received on obli-
gations described in 103(a) other than industrial
development bonds over

“(B) the amount designated as exempt-inter-
est dividends (including exempt-interest dividends

| paid after close of the taxable year as described in

section 855) attributable to such obligations.

The election shall not be taken into account for pur-
poses of determining the distribution requirement in
subsection (a).”.

(14) Subsection (g) of section 904 (relating to co-
ordination with credit for the elderly) is amended to
read as follows: -

“(g) CoORDINATION WiITH CERTAIN OTHER CRED-

118.—For purposes of subsection-(a), the tax against which
the credit is taken is reduced by the amount of the credit (if

any) for the taxable year allowable under—

(1) section 37 (relating to credit for the elderly) in

the case of an individual, and
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(2) section 44D (relating to credit for exempt-in-
terest included in income) in the case of a United
States person other than a tax-exempt entity referred
to in section 44D(b)(2).”.

(15) Paragraph (5) of section 1016(a) (relating to
adjustments to basis) is amended by inserting after
“‘subtitle” the follox;ving: “(determined without regard
to the operation of section 44D)”,

(16) Clause (i) of section 1232(a)(2)(C) (relating to
the sale or exchange of bonds and other evidences of
indebtedness) is amended to read as follows:

“(i) obligations described in section
103(a) (relating to certain governmental obli-
gations) unless the bondholder has made an
election for the taxable year under section
44D (relating to credit for exempt interest
included income) with respect to the ohliga- -
tion, or”,

(17) Paragraph (4) of section 6201(a) (relating to
erroneous credit under section 39 or 43) is amended—

(i) by stﬁking out “section 39 or 43" from
the heading and inserting in lieu thereof “certain
refundable credits”, and

(ii) by adding at the end thereof the following

new sentence: “If on any return or claim for
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refund of income taxes under subtitle A by tax-
excaipt entity referred to section 44DMN2), there
is an overstatement of the credit allowable by sce-
tion 441, the amount =0 overstated which is al-
lowed as a credit or refund may be assessed by
the Sceretary in the same manner as in the case
of a mathematical or clerical error appearing upon
the return, except the provisions of section
6213(b)(2) (relating to abatement of mathematical
or clerical error assessments) shall not apply with
respect to any assessment under this paragraph.”.

(18) Subparagraph (A) of section 6362(b)(1) (rclat-

ing to qualified resident tax based on taxable incoine)

is amended to read as follows:

“(A) by subtracting an amount equal to the
sum of—

“(i) the amount of his interest on obliga-
tions to the United States which was includ-
ed in his gross income for the taxable year,
and

“(i) the amount included in his gross
income for the taxable year by reason of sec-
tion 44D,".

(19) Subsection (b) of section 6401 (relating to ex-

cessive credits) is amended by adding at the end there-
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of the following new sentence: “In the case of an orga-
nization described in section 501(cX3) which is exempt
from tax under section 501(a), and in case of a trust
which meets the requirements of section 401(a) (other
than a trust forming a part of the governmental plan
as defined in section 414(d)), if the amount allowable
as a credit under section 44D exceeds the tax imposed
by subtitle A reduced by the credits allowable under
subpart A oi‘ part IV of subchapter A of chapter 1
(other than the credit allowed by section 44D), then
the amount of such excess shall be considered an over-
payment.”’.

(d) EFFecTIVE DATE.—The amendments made by this

section apply to obligations issued after December 31, 1979,

“other than an obligation any of the proceeds of which is used

to refund obligations to which the amendments made by this
section do not apply.

@)
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96TH CONGRESS
18T SESSION 1 078

To amend the Internal Revenue Code of 1954 to provide for the taxation of
artists’ income and estates.

IN THE SENATE OF THE UNITED STATES

May 7 (legislative day, ApgriL 9), 1979
Mr. Javits (for himself, Mr. GoLpwaTER, Mr. DoMeNICI, Mr. WiLLIAMS, and
Mr. PeLL) introduced the following bill; which was read twice and referred
to the Committee on Finance .

A BILL

To amend the Internal Revenue Code of 1954 to provide for the
taxation of artists’ income and estates.

—

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE, AMENDMENT OF 1954 CODE.

(a) SHORT T1TLE.—This Act may be cited as the “Art-
ists Tax Equity Act of 1979".

{(b) AMENDMENT OF 1954 CopE.—Except as otherwise
expressly provided, whenever in this Act an amendment or

repeal is expressed in terms of an amendment to, or repeal of,

O @ N Ot W W N

a section of other provision, the reference shall be considered
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to be made to a section or other provision of the Internal
Revenue Code of 1954. '
SEC. 2.

Subchapter B of -chapter 64 (relating to collection of
internal revenue taxes) is amended by inserting after section
6311 the following new section:

“SEC. 6312, CREDIT AGAINST ESTATE TAX FOR CERTAIN
ARTWORKS,

“(a) IN GENERAL.—A credit against the tax imposed
by chapter 11 (relating to estate tax) shall be allowed by the
the Secretary for the transfer of property subject to the pro-
visions of subsections (b), (c), (d), (e), and .

“(b) AMOUNT OF CREDIT.—The amount treated as a
credit shall be equal to the fair market value of the property
transferred as of the valuation date used for purposes of the
tax imposed (and interest thereon) by chapter 11 (relating to
estate tax). '

“(¢) EL1GIBLE PROPERTY.—A literary, musical, or ar-
tistic property, or similar property, shall nualify as property
whose transfer is eligible for the credit allowéd by sub's;ction
(2), provided,

“(1) the property is included in the gross estate of

‘the decedent (as defined in section 2031),) whose per-

sonal efforts created the property,
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‘'(2) the property is transferred without restric-
tions to a branch or department o.f the Government of
the United States or to an institution established under
chapter 3, sections 41 through 80 of title 20, United
States Code, for the purpose of making the property
available to the general public by display or access,

“(3) the transferee signs a written statement
that—

“(A) the property is material of artistic, musical,

or literary significance, and

“(B) the use of the property by the trans-

feree will be in accordance with paragraph (2),

“(d) GOVERNMENTAL ACCOUNTS.—A credit for trans-
fers under this section shall be allowed without reimburse-
ment or payment from the transferee to the Secretary.

“(e) INTEREST.—Unless the transferce determines and
certifies to the Secretary that there has been an expeditious
transfer of the property under this section, no interest pay-
able with respect to the tax imposed by chapter 11 shall be
dégmed to be waived by reason of the provisions of this sec-
tion for any period before the date of such transfer.

“(f) DISALLOWANCE OF CREDIT OorR DebucTiON ron
TBANSI-:ERS ALLOWED A8 EsSTATE Tax Crepit.—No

other credit or deduction shall be allowed under any other



W @ I SO v o W D

10
11
- 12
13

14-

15
16
17
18
19
20
21
22
23
24
25

21

4
section for any amount allowed as a credit by reason of this
section.
SEC. 3.

Subpart A of part IV of subchapter A of Chapter 1
(velating to credits allowable) is amended by inserting before
section 45 the following new section: '

“SFC. 44D. CERTAIN CONTRIBUTIONS OF LITERARY, MUSICAL,
OR ARTISTIC COMPOSITIONS.

“(a) GENERAL RULE.—In the case of an individual,
there shall be allowed as a credit against the tax imposed by
this chapter for the taxable year an amount equal to 30 per-
cent of the fair market value of a literary, musical, or artistic
composition created by the personal efforts of that individual
and contributed by that individual to an organization de-
scribed in section 501(c)(3) which is exempt from tax under
section 501(a) or to a government unit described in 170(c)(1).

“(b) LIMITATIONS.—

“(1) INCOME FROM LITERARY, MUSICAL, OR AR-

TISTIC COMPOSITION.—The amount of the credit al-

lowed by subsection (a) for the taxable year may not

exceed the amount of tax under this chapter attributa-
ble to the gross income of the individual for the taxable
year attributable to the sale of literary, musical, or ar-
tistic compositions in that taxable year and in previous

taxable years.
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"(‘2) AMOUNT OF CREDIT.—The amount of the

credit allowed under subsection (a) to the taxpayer for

the taxable year, after the application of parsgraph (1),

shall not exceed the greater of —

‘“(A) so much of the taxpayer's liability for
tax under this chapter for the taxable year as
does not exceed $2,500, or

“(B) 50 percent of the taxpayer’s liability for
tax under this chapter for the taxable year.

“(3) LIMITATION OF CONTRIBUTIONS.—No credit shall
be allowed under subsection (a) of any literary, artistic, or
musical composition to the extent that the total of such com-
positions contributed by such individual for the taxable year
to organizations described in subsection 501(c}(3) exceeds
$35,000.

“(4) CREDIT DENIED FOR CERTAIN LETTERS, MEMO-
RANDUMS, OB SIMILAR PROPERTY.—The credit allowed by

subsection (a) shall not be allowed for the contribution of a

. letter, memorandum, or similar property which was written,

prepared, or produced by or for the individual while he held
an office’ under the Government of the United States or of

any State or political subdivision thereof if the writing, prep-

‘aration, or production of such property was related to, or

arose out of, the performance of the duties of such office.
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“(c) CERTIPICATION REQUIRED.—No credit is allow-

able under subsectiqn {a) for the contribution of a literary,
musical, or artistic composition by the taxpayer unless the
taxpayer receives from the donee a written statement that
the donated property represents material of artistic, musical,
or litorary significance and that the use of such property by
the donee will be related to the purpose or function constitut-
ing the basis for its exemption under section 501 (or, in the
case of a governmental unit, to any purpose or function de-
scribed in section 170(c)(2)(B)).

“(d) CarrYovER 9F Excess CREDIT.—If the amount
of the credit determined under subsection (a) for any taxable
year exceeds the limitations provided by subsections (b)(2)
and (b)}(4) for th; taxable year, the excess shall be added to
the amount alloxx;ab]e as & credit under subsection (a) for the
next five succeeding taxable years to the extent it may be
used in those years.”.

(b) Section 170(e) of such Code (relating to certain con-
tributions of ordinary income and capital gain property) is
amended by insertin‘g at the end thereof the following:

“(4) DENIAL OF DEDUCTION FOR CERTAIN CON-
TRIBUTIONS OF LITERAL, MUSICAL, OR ARTISTIC
COMPOSITIONS.—No deduction shall be allowed under
this section for any contribution for which a credit is

claimed under section 44B.”.



-

© O ~a &

10
11
12
13
14
15
16
17
18
19
20
21
22

A

1
(cX1) The table of sections for such subpart A is
amended by inserting immediately before the item relating to
gsection 45 the following:

"Sec. 44D. Certain contributions of literary, musical, or artistic com-
positions.””.

(2) Section 42(b) of such Code (relating to -the taxable
income credit) is amended by striking out “and”’ at the end of
paragraph (4), by inserting “and” at the end of paragraph
(5), and by inserting after paragraph (5) the following new
paragraph:

‘“(6) section 44D (relating to credit for certain
contributions of literary, musical, or artistic composi-
tions),”.

SEC. 4. LONGER PRESUMPTION PERIOD ALLOWED ARTISTS
AGAINST HOBBY LOSS TREATMENT.

The last sentence of subsection (d) of section 183 (relat-
ing to activities not engaged in for profit) is amended by in-
serting after the second sentence the following new sentence:
“In the case of an activity which consists in major part of the
creation of literary, musical, or artistic property, or similar
property, by the personal efforts of the taxpayer, the first
sentence of this subsection shall be applied by substituting
the period of 10 consecutive taxable years for the period of 5

consecutive taxable years.”
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SEC. 8. CAPITAL GAIN TREATMENT FOR INHERITED COPY.

RIGHTS, ARTWORKS, ETC.

Subparagraph (C) of section 1221(3) (defining capital
asset) is amended by inéerting “(other than by reason of sec-
tion 1023)" after “‘is determined”’.

SEC. 6. EFFECTIVE DATE. )

The amendments made by this Act shall apply to tax-

able years beginning after December 31, 1978.
0]
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g8t CONGRESS
IRT SESRION ® 1435

To amend the Internal Revenue Code of 1954 to provide a system of capital

To

recovery for investment in plant and equipment, and to encourage economic
growth and modernization through increased capital investment and expand-
ed employment opportunities.

IN THE SENATE OF THE UNITED STATES
JunE 27 (legislative day, JUNE 21), 1979

. NeLsoN (for himself, Mr. BENTSEN, Mr. PAcKwooOD, and Mr., CHAFEE)

introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL

amend the Internal Revenue Code of 1954 to provide a
system of capital -recovery for investment in plant and
equipment, and to encourage economic growth and modein-
ization through increased capital investment and expanded
employment opportunities.

Be it enacted by the Senate and House of Representa-

tives of the United States of America in Congress assembled,
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SECTION 1. SHORT TITLE; TABLE OF CONTENTS: AMENDMENT

OF 1984 CODE.
(a) SHORT T1TLE.—This Act may be cited as the “‘Cap-
ital Cost Recovery Act of 1979"".

(b) TABLE OF CONTENTS,—

Sec. 1. Short title; table of contents; amendment of 1854 Code.

Sec. 2. Capital cost recovery allowance,

Sec. 8. Changes in investment tax credit.

Sec. 4. Amendments related to depreciation.

Sec. 5. Disposition of recovery property subject to recapture under section 1245.
Sec. 8. Minimum tax amendment.

See. 1. Technical amendments.

Sec. 8. Effective date.

(c) AMENDMENT OF 1954 CopE.—Except as otherwise
expressly provided, whenever in this Act an amendment or
repeal is expressed in terms of an amendment to, or repeal of,
a section or other provision, the reference shall be considered
to be made to a section or other provision of the Internal
Revénue Code of 1954.

SEC. 2, CAPITAL COST RECOVERY ALLOWANCE.,

(a) IN GENERAL.—Part VI of subchapter B of chapter
1 (relating to itemized deductions for individuals and corpora-
tions) is amended by inserting after section 167 the following
new section: |
“SEC. 168. CAPITAL COST RECOVERY DEDUCTION.

‘“(a) ALLOWANCE OF DEDUCTION.—In the case of re-
covery property, there shall be allowed the recovery deduc-
tion provided by this section.

“(b) AMOUNT OF DEDUCTION.—

56-073 0 - 80 - 3
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“(1) IN GENERAL.—The recovery deduction for

the taxable year shall be the aggregate amount deter-
mined by applying to the capital cost of recovery prop-
erty the applicable percentage determined in accord-
ance with the following table:

““Capital Cost Recovery Table

The applicable percentage for
the class of property is:

“If the recovery year is— Class 1 Class 2 Class 3
1 10 20 33
2 18 32 45
S 18 - 24 22
4 o 14 18
L J N 12 8
SR 10
I 8
S 6
O 4

10 i 2
‘(2) TRANSITIONAL APPLICABLE PERCENT-
AGES.—

“(A) For transitional applicable percentages
for additions to capital account of class 1 property
before 1984, see subsection (h)(2).

“(B) For transitional applicable percentages
for additions to capital account of certain class 2
property before 1984, see subsection (h)(3).

“{c) REcOvERY PrOPERTY.—For purposes of this

title—

“(1) RECOVERY PROPERTY DEFINED.—Except as

otherwise provided in subsection (g), the term ‘recov-
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ery property’ meens tangible property (other than
land)—
“(A) used in a trade or business, or
“(B) held for the production of income.
“(2) CLASSES OF RECOVERY PROPERTY.—
“(A) CLABSIFICATION TABLE.—The classifi-
cation of recovery property shall bo determincd in

accordance with following table:
“Classification of Recovery Property

“Class 1 Class 2 Class 3
Buildings Recovery property Automobiles, taxis,
and structural not taken into and light-duty
components of account under trucks.

buildings. class 1 or class 8.

“(B) $100,000 LIMIT FOR CLASS 3.—In the
case of any taxpayer for any taxable year, the
capital cost (for which such year is recovery year
1) taken into account under class 3 shall not ex-
ceed $100,000.

‘“C) SPECIAL BULES FOR APPLYING THE
$100,000 LIMIT.—

“For speclal rules relating to the $100,000 limit, see
subsection (i)(2).

“(d) Cap1TAL COST.—
“(1) In GeNERAL.—For purposes of this section,
the term ‘capital cost’” means, with respect to any

property, the net addition to capital account for the
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b
taxable year (determined without regard to the section

1016(a}(2) adjustment for such year).

*(2) SPECIAL RULES FOR PROPERTY NOT YET
PLACED IN SERVICE.—In the case of property which
has not been placed in service before the close of the
taxable year—

. “(A) PAYMENT RULE.—Except as provided
in subparagraph (B), the; addition to capital ac-
count shall be-treated as made when payment of
an amount is rhade.

“(B) SELF-CONSTRUCTED PROPERTY.—If
the property is constructed (in whole or in part)

-by tho taxpayor, capital cost shall be determined

under paragraph (1) without regard to subpara-

graph (A) of this paragraph.

“(3) AMOUNTS MUST BE FOR PERIOD AFTEB

1979.—For purposes of this section, capital cost does

not include any amount paid or properly charged to

capital account for any period before January 1, 1980.
“(4) SPECIAL RULES.—

“(A) PUBLIO UTILITY PROPERTY ELEC-
TION.—For election to determine capital cost of
publio utility property by treating advance pay-
ments as made when property is placed in service,

see subsection (i)(3).
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‘B) TRANSITIONAL RULE FOR FISCAL

' YEAR TAXPAYERS.—For special transitional rule
for determining capital cost of fiscal year taxpay-
ers, see subsection (i)(5).

‘() TaAxPAYER MAY DEDUCT LEss THAN FuLL AL-

LOWANCE.—

“(1) IN GENERAL.—For any taxable year the tax-
payer may deduct all or any portion of the amount al-
lowable under subsection (a). The deduction for ary
taxable year may be increased or decreased at any
time before the expiration of the period prescribed for
making a claim for refund of the tax imposed by this
chapter for such taxable year.

‘“2) CARRYOVER OF UNUSED DEDUCTIONS.—
Any amount allowable for the taxable year by subsec-
tion (a) but not deducted for such taxable year shall be
carried forward and may be claimed as a deduction for
any succeeding taxable year. Any dedu'gtion so claimed
shall be treated as an addition to the capital cost re-
covery deduction allowable under subsection (a) for
such succeeding taxable year,

| “(8) ALLOCATION OF DEDUOTIONS.—If by reason
of paragraph (1) the taxpayer deducts less than the
amount allowable for any taxable year, the amount de-

ducted shall be apportioned among the taxpayer’s re-
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covery property in the same proportion as the amount
allowable in respect of the _recovery property bears to
the total amount allowable in respect of recovery prop-
erty. A similar rule shall be applied in the case of the
allowance of a deduction in a succeeding: taxable year
under paragraph (2).

‘“(4) ADJUSTMENTS TO Bas1s.—For purposes of
section 1016(a)(2), in the case of recovery property the
amount allowable under this subtitle for exhaustion,
wear and tear, and obsolescence shall be the amount
allowable by subsection (a) of this section.

“(f) RECOGNITION OF GAIN OR L0ss AND ADJUST-

MENT TO CAPITAL CosTs ON RETIREMENT OR OTHER

DispoSITION.—

“(1) GENERAL RULE.—Gain or loss shall be rec-
ognized on the disposition of recovery property, unless
nonrecognition is specifically required or permitted by
another provision: of this chapter.

“(2) Mass ASSET ACCOUNTS.—In lieu of recog-
nizing gain or loss, a taxpayer who maintains mass
asset accounts of recovery property may, under regula-
tions prescribed by the Secretary, elect to include in

income all proceeds realized on the disposition of such

property.
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“(3) ADJUSTMENT TO CAPITAL cost.—For pur-

poses of this section, if gain or loss is recognized on
the disposition of recovery property, the capital cost of
such property shall cease to be capital cost as of the
beginning of the taxable year in which such disposition
occurs.

“(4) DISPOBITION INCLUDES RETIREMENT.—For

'purposes of this subsection, the term ‘disposition’ in-

cludes retirement.

‘(@) ProPERTY EXCLUDED FROM APPLICATION OF

SECTION.—

‘(1) CERTAIN PROPERTY EXCLUDED.—The term
‘recovery property’ does not include—
“(A) property placed in service by the tax-
payer before January 1, 1980,
“(B) residential rental property (within the
meaning of section 167(})), and
“(C) property with respect to which the tax-
payer—
‘(i) is entitled to elect amortization (in
lieu of depreciation), and
“(ii) elects such amortization.
“(2) CERTAIN METHODS OF DEPRECIATION.—
The term ‘recovery property’ does not include property
if—
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“(A) the taxpayer elects to exclude such

property from the application of this section, and

“(B) for the first taxable year for which a
deduction would be allowable under this section
with respect to such property—

- ‘(i) the property is properly depreciated
under the unit-of-production method, the re-
tirement-replacement method, or any other
method of depreciation not oxpressed in a
term of years, or

“(ii) the property is a leasehold im-
provement which is properly depreciated
over the term of the leasehold.

‘/(8) SPECIAL RULE FOR CERTAIN PUBLIC UTIL-

ITY PROPERTY.—

“(A) IN GENERAL.—In the case of public
utility property (within the meaning of section
167(1)(8)(A)), such property shall be treated as re-
covery property only if the taxpayer uses a nor-
malization method of accounting.

“(B) USE OF NORMALIZATION METHOD DE-
FINED.—For purposes of subparagraph (A), a tax-
payer uses a normalization method of accounting
with respect to any public utility property if both

the taxpayer’s rates and its operating results on
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its regulated books of account reflect a tax ex-
pense determined by—
—-*(i) a method of depreciation on the
property which is the same as, and
“(ii) & depreciation period for the prop-
erty which is no shorter than,
the method and period used to determine its de-
preciation expense on the property for purposes
of establishing its cost of service for ratemaking
purposes.
~ “(C) SECRETARY TO PRESCRIBE REGULA-
TIONS.—The Secretary shall provide such regula-
tions as may be necessary or appropriate to pre-
vent the reflection (directly or indirectly) in rates
or operating results of an amount of tax expense
which is inconsistent with either the depreciation
method described in subparagraph (B)(i) or the de-
preciation period described-imrsubparagraph (B)(i).
“(4) CERTAIN BALES, LEASES, AND OTHER
TRANSACTIONS IN PROPERTY PLACED IN SERVICE
BEFORE 1080.—The term ‘recovery property’ does not
include property acquired directly or indirectly from a
person who used such property before January 1,
1980, if—
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“(A) within 1 year after the property is so
acquired, the property is leased back to such
person, or

“(B) the person so acquiring the property
bears a relationship specified in section 267(b) to
the person using such property before January 1,
1980.

“(h) TRANSITIONAL APPLICABLE PERCENTAGES FOR

CLAss 1 PROPERTY AND CLASS 2 PROPERTY.—

“(1) IN GENERAL.—The Secretary shall pre-
scribe tables setting forth transitional applicable
percentages—

“(A) for additions to capital account of class

1 property before January 1, 1984, and

“(B) for additions to capital account of class

2 property before January 1, 1984,

If for any taxable year for any property there is a
transitional applicable percentage, such transitional
percentage shall be substituted for the applicable per-
centage set forth in subsection (b).

“(2) TRANSITIONAL APPLICABLE PERCENTAGES
FOR CLASS 1 PROPERTY.—The transitional applicable
percentages for class 1 property shall be determined
in accordance with the following assigned recovery

periods:
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“Transitions! Recovery Periods for Class 1 Property

The transitional applicable

“For additions to percentage shall be based on
capital account a capital cost recovery period
in— of the following number of years.

1980 .oovveriereirresraeereessess st st ess et rne s ot s erase st aea s ae b anas 18
- 16

14

12

1 “(3) TRANSITIONAL APPLICABLE PERCENTAGES
2 FOR CERTAIN CLASS 2 PROPERTY.—The transitional
38 applicable percentages for class 2 property shall be de-
4 termined in accordance with the following assigned re-
5 covery periods:
“Transitional Recovery Periods for Certain Class 2 Property
The transitional applicable
“For additions to percentage shall be based on
capital account 8 capital cost recovery period
in— of the following number of years:
1980 c.evvrercennrisiscsieniseranies ADR lower limit.
1981 ....... ADR lower limit minus 1 year.
1982 .oveciiirinsisinsniisisienes ADR lower limit minus 2 years,
1883 coivcvrniieniicnsenesaiasane ADR lower limit minus 3 years.
6 The capital cost recovery period determined under this
7 paragraph shall in no case be less than 5 years.
8 “(4) ADR LOWER LiMIT DEFINED.—For pur-
9 poses of paragraph (3), the ADR lower limit for any
10 class of property is the lower limit of the asset depreci-
11 ation range in effect on June 27, 1979, for such class

12 of property under section 167(m). For purposes of the
13 preceding sentence, lower limits in excess of 9 years

14 shall be treated as equal to 9 years, and any lower
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limit which is not a whole number of years shall be
rounded down to the next lower whole number of
years.

“(5) TABLES TO BE SIMILAR TO SUBSECTION (h)
TABLE.—The tables prescribed under paragraph (1) for
any class of property for any assigned recovery period
shall be based on principles similar to those used in the
construction of the table under subsection (b) for that
class of property. .

“@) DerFmviTiIONs AND SPECIAL RuLES.—For pur-

poses of this section—

“(1) RECOVERY YEAR 1, ETC.—The term ‘recov-
ery year 1’ means, with respect to any capital cost, the
first taxable year for which a deduction with respect to
such cost is allowable under subsection (a). The imme-
diately following taxable year shall be recovery year 2,
and the taxable years which follow shall be numbered
accordingly.

“(2) SPECIAL RULES FOR APPLYING THE
$100,000 LIMIT FOR CL.ASS 3 PROPERTY.—

“(A) IN GENERAL.—If for any taxable year
the capital cost (for which such ycar is recovery
year 1) of automobﬂes, taxis, and light-duty
trucks exceeds $100,000, - the taxpayer shall

select the items to be treated as class 3 property,
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but only to the extent of an aggregate capital cost
of $100,000. Such a selection, once made, may be
changed only in the manner, and to the extent,
provided by such regulations.

“(B) MARRIED INDIVIDUALS.—In the case
of a husband or wife who files a separate return,
the limitation under subparagraph (A) and under
subsection (c}2)(B) shall be $50,000 in lieu of
$100,000. This subparagraph shall not apply if
the spouse of the taxpayer has no property which
may be taken into account as class 3 property (for
which this is recovery year 1) for the taxable year
of such spouse which ends within or with the tax-
payer’s taxable year.

“(C) CONTROLLED GROUPS,—In the case ot;
a controlled group, the $100,000 amount specified
under subparagraph (A) and under subsection
(c)2)(B) shall be reduced for each component
member of the group by apportioning $100,000
among the component members of such group in
accordance with their respective amounts of capi-
tal cost of automobiles, taxis, and light-duty
trucks.

“(D) PARTNERSHIPS.—In the case of a

partnership, the limitation contained in subpara-
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gfnph (A) and in subsection (c2XB) shall apply
with respect to the partnership and with respect
to each partner. '

“(E) CONTROLLED GROUP.—For purposes of
this paragraph, the term ‘controlled group’ has
the meaning assigned to such term by section
1563(a), except that the phrase ‘more than 50
percent’ shall be substituted for the phrase ‘at
least 80 percent’ each place it appears in section
1563(a)(1).

“(3) PUBLIC UTILITY MAY ELECT NOT TO TAKE

INTO ACCOUNT ADVANCE PAYMENTS.—

“(A) IN GENERAL.—In the case of public
utility property (within the meaning of section
167()3)), the taxpayer may elect to treat all ad-
ditions to capital account for the period before
property is placed in service as made during the
taxable year in which the property is placed in
service.

“(B) EFFECT OF ELECTION.—An election
under subparagraph (A) shall apply to all public
utility property of the taxpayer for the taxable
year for which the election is made and all subse-
quent taxable years unless the Secretary consents

to a revocation of such election.
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‘“(4) MAKING OF ELECTIONS.—Any election (or
selection) under this section shall be made at such time
and in such manner as the Secretary may by regula-
tions prescribe.
“(5) TRANSITIONAL RULE FOR DETERMINING
CAPITAL COST OF FISCAL YEAR TAXPAYERS,—If—
“(A) the taxpayer’s taxable year is a period
other than the calendar year, and
“(B) a transitional applicable percentage ap-
plies to additions to capital account in any portion
of the taxable year,
then the capital cost for such taxable year shall be sep-
arately computed for each portion of a calendar year
included within the taxable year.
“(j) Cro8s REFERENCE.—

“For speclal rule with respect to certain gain derived
from disposition of property the adjusted basis of which
is determined with regard to this sectlon, see section
1245.”

SEC. 3. CHANGES IN INVESTMENT TAX CREDIT.

(a) APPLICABLE PERCENTAGE.—Subsection (c) of sec-

tion 46 (relating to qualified investment) is amended by

adding at the end thereof the following new paragraph: _

“(7) APPLICABLE PERCENTAGE FOR RECOVERY
“PROPERTY.—Notwithstanding paragraph (2), the appli-
cable percentage for purposes of paragraph (1) shall

bee—
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“(A) in the case of class 1 or class 2 recov-
ery property (within the meaning of section 168),
100 percent, or
“(B) in the case of class 3 recovery property
(within the meaning of section 168), 80 percent.”

(b) CreEpIT FOR EXPENDITURES BEFORE PROPERTY

Is PLACED IN SERVIOE.—Subsection (d) of section 46 is

amended to read as follows:

“(d) QUALIFIED PROGRESS EXPENDITURES. —

“(1) IN GENERAL.—The amount of the qualified
investment of any taxpayer for the taxable year (deter-
mined under subsection (c) without regard to this sub-
section) shall be increased by the aggregate of the ‘ap-
plicable percentage of each qualified capital cost of the
taxpayer for the taxable year.

“(2) QUALIFIED CAPITAL cosT.—For purposes
of paragraph (2), the term ‘qualified capital cost’ means
the capital cost described in section 168(d)(1) for the
taxable year with respect to any property which has
not been placed in service before the close of such tax-
able year if such property, when placed in service, can
reasonably be expected to be recovery property which

is section 38 property.
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“(3) APPLICABLE PERCENTAGE.—For purposes

-

2 of paragraph (1), the term ‘applicable percentage’ has
3 the meaning given to such term by subsection (cX7).
4 “(4) No QUALIFIED PROGRESS EXPENDITURES
b FOR PROPERTY FOR YEAR OF BECAPTURE.—In the
6 case of any property, no qualified progress expendi-
7 tures shall be taken into account under this subsection
8 for the first taxable year for which recapture is re-
9 quired under section 47(a)(3) with respect to such prop-
10 erty, or for any taxable year thereafter.”
11 (c) AMENDMENT OF RECAPTURE RULES.—
12 (1) In GENERAL.;Subsection (a) of section 47
13 (relating to certain disposit.ions, etc., of section 38
14 property) is amended by redesignating paragraphs (5),
15 (6), and (7) as paragraphs (6), (7), and (8), respectively,
16 and by inserting after paragraph (4) the following new
17 paragraph: ‘
18 “(6) SPECIAL RULES FOE  RECOVERY
19 PROPERTY.—
20 “(A) GENERAL RULE.—If during any tax-
21 able year section 38 recovery property is disposed
22 of, or otherwise ceases to be section 88 property
23 . with respect to the taxpayer, before the close of
24 the recapture period, then the tax under this
25 chapter for such taxable year shall be increased

56-073 0 - 80 - 4



© 0O A O Gt o W N e

[y
(=]

11
12
13
14

15
16

“

19

by the recapture percentage of the aggregate de-
crease in the credits allowed under section 38 for
all prior taxable years which would have resulted
solely from reducing to zero the qualified invest-
ment taken into account with respect to such
property.

“(B) RECAPTURE PERCENTAGE.—For pur-
poses of subparagraph (A), the recapture percent-
age shall be determined in accordance with the

following table:

“If the taxable year in which The recovery percentage

the recovery property ceases for each class of

to be section 38 property is: property is:

Class 1 and
Class 2 Class 3

The taxable year in which placed in

in service 100 percent 100 percent.
The first taxable year after the year

in which placed in service ........... 80 percent 66 percent.
Thesecond taxableyearaftertheyear

in which placed in service ........... 60 percent 33 percent.
The third taxable year after the year

in which placed in service ........... 40 percent 0 percent.
Thefourthtaxable year after the year

in which placed in service ........... 20 percent 0 percent.

‘(C) DEFINITIONS AND SPECIAL RULES.—

“(i) SECTION 38 RECOVERY PROPERTY.—
For purposes of this paragraph, the term ‘section
38 recovery property’ means any section 38 prop-
erty which is recovery property (within the mean-
ing of section 168).
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“(ii) RECAPTURE PERIOD.—For purposes of

this paragraph, the term ‘recapture period’ means,
with respect to any property, the period consisting
of the taxable year in which such property is
placed in service .and the 4 succeeding taxable
years (the 2 succeeding taxable years in the case
of class 3 property).

“(iij) CLASSIFICATION OF PROPERTY.—For
purposes of this paragraph, property shall be clas-
sified as provided in section 168.

“(ivy PARAGRAPH (1) NOT TO APPLY.—
Paragraph (1) shall not apply with respect to any
recovery property.”

(2) TECHNICAL AMENDMENTS.—

(A) Subparagraph (D) of section 47(a)(3) is
amended—

(i) by striking out ‘“‘paragraph (1), para-
graph (1)” and inserting in lieu thereof
“paragraph (1) or (5), as the case may be,
such paragraph”, and

(ii) by striking out “PARAGRAPH (1)” in
the subparagraph heading and inserting in
lieu thereof “PARAGRAPH (1) OR (5)".

(B) Paragraph (6) of section 47(a) (as redes-
ignated by paragraph (1)) is amended by striking
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out ‘‘paragraph (1) or (8)" and inserting in lieu
thereof ‘‘paragraph (1), (8), or (5)".

(C) Subparagraph (B) of section 47(a)(7) (as
redesignated by paragraph (1)) is amended by
striking out “‘paragraph (5)” and inserting in lieu
thereof ‘‘paragraph (6)”.

(d) AMENDMENT OF SECTION 48,—The last sentence
of section 48(a)(1) (defining section 38 property) is amended
by striking out “includes only property” and inserting in
lieu thereof ““includes only recovery property and any other
property”’.

SEC. 4. AMENDMENTS RELATED TO DEPRECIATION.

(a) Recovery DEpuCTION TREATED As DEPRECI-
ATION.—Subsection (a) of section 167 (relating to depreci-
ation) is amended by adding at the end thereof the following
new sentence: ‘“In the case of recovery property (within the
meaning of section 168), the recovery deduction allowable
under section 168 shall be deemed to constitute the reason-
able allowance provided by this section, and such property
shall be considered for purposes of this title as property of a
character subject to the allowance provided under this sec-
tion.”

{b) No ApDITIONAL FirsT-YEAR DEPRECIATION FOR
RECOVERY PROPERTY.—Paragraph (1) of section 179(d)

(defining section 179 property) is amended by striking out
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“and” at the end of subparagraph (B), by striking out the
period at the end of subparagraph (C) and inserting in lieu
thereof *, and”, and by adding at the end thereof the follow-
ing new subparagraph:
“(D) which is not recovery property (within

the meaning of section 168).”

(c) TERMINATION OF CLASS LiFe SYSTEM.—Subsec-
tion (m) of section 167 (relating to class lives) is amended by
adding at the end thereof the following new paragraph:

“(4) TerMINATION.—This subsection shall not
apply with respect to property placed in service after
December 31, 1979.”

SEC. 5. DISPOSITION OF RECOVERY PROPERTY SUBJECT TO
RECAPTURE UNDER SECTION 1245.

Paragraph (3) of section 1245(a) (defining section 1245
property) is amended by striking out “or” at the end of sub-
paragraph (C), by striking out the period at the end of sub-
paragraph (D) and inserting in lieu thereof “, or”, and by
adding at the end thereof the following new subparagraph:

“(E) recovery property (within the meaning

of section 168).”

SEC. 6. MINIMUM TAX AMENDMENT.

Subsection (a) of section 57 (defining items of tax prefer-
ence) is amended by inserting after paragraph (11) the follow-
ing new paragraph:

!
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*(12) CAPITAL COST RECOVERY DEDUCTION, —

“(A) IN OENERAL.—With respect to each
property which is class 1 or class 2 recovery
property (as determined under section 168) and
which is subject to a lease, the amount (if any) by
which the recovery deduction allowed for the tax-
able year is greater than the straight-line capital
cost recovery amount determined in accordance
with subparagraph (B).

“(B) STRAIGHT-LINE CAPITAL COST RECOV-
ERY AMOU&T.-—For purposes of this paragraph,
the straight-line capital cost recovery amount
shall be the amount of the depreciation deduction
which would have been allowed for the taxable
year had the taxpayer depreciated the property,
beginning with the middle of the taxable year in
which placed in service, under the straight-line
method for each year of its useful life assuming—

“(i) a useful life of 10 years in the case

of class 1 recovery property, and .

“(ii) a useful life of 5 years inlthe case
of class 2 recovery property.

“(C) LIMITATIONS.—

“(i)) CorPORATIONS.—This paragraph

shall not apply to any taxpayer which is a
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corporation (other than an electing small
business corporation as defined in section
1871(b)) and a personal holding company (as
defined in section 542).

“(i) PROPERTY MANUFACTURED OR
PRODUCED BY TAXPAYER.—This paragraph
shall not apply with respect to any property
which is manufactured or produced by the
taxpayer.

‘(D) PARAGRAPHS (2) AND (3) DO NOT
APPLY TO RECOVERY PROPERTY.—Paragraphs
(2) and (3) shall not apply to recovery property

(within the meaning of section 168).”

SEC. 7. TECHNICAL AMENDMENTS.

(a) EARNINGS AND PROFITS.—

(1) Subsection (k) of section 312 is amended by
redesignating " paragraph (3) as paragraph (4) and by
inserting after paragraph (2) the following new
paragraph:

‘(8) EXCEPTION FOR RECOVERY DEDUCTION.—
If for any taxable year a recovery deduction is allow-
able under section 168 with respect to any recovery
property, then the adjustment to earnings and profits
for depreciation of such property for such year shall be

the amount so allowable (but not in excess of the
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straight-line capital cost recovery amount determined

under section 57(a)12)(B))."”

(2) The paragraph heading of paragraph (2) of
section 312(k) is amended to read as follows:

“(2) EXCEPTION FOR CERTAIN METHODS OF DE-
PRECIATION.—"",

(b) AMENDMENT OF SECTION 381.—Subsection (c) of
section 381 i3 amended by adding at the end thereof the fol-
lowing new paragraph:

“(27) UNUSED DEDUCTIONS UNDER SECTION
168.—The acquiring corporation shall take into ac-
count (to the extent proper to carry out the purposes of
this section and section 168, and under such regula-
tions as may be prescribed by the Secretary) the items
required to be taken into account for purposes of
section 168 in respect of the distributor or transferor
corporation.”

(c) AMENDMENT OF SECTION 383.—Section 383 (relat-
ing to special limitations on certain carryovers) is amended
by striking out “‘and to any net capital loss” and inserting in
lieu thereof “to any unused deductions under section 168(e),
and to any net capital loss”.
8EC. 8. EFFECTIVE DATE.

The amendments made by this Act shall apply to tax-

able years ending after December 31, 1979,
o
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To amend the Internal Revenue Code of 1954 to provide that the retirement-
replacement-betterment method of accounting for property used by a common
carrier (including a failroad switching company or a terminal company) is an
acceptable method for determining depreciation atlowances for income tax

purposes.

IN THE SENATE OF THE UNITED STATES

Jury 9 (legislative day, JuNE 21), 1979

Mr. DoLE {for himself and Mr. BENTSEN) introduced the following bill; which was
read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide that
the retirement-replacement-betterment method of accounting
for property used by & common carrier (including a railroad
switching company or a terminal company) is an acceptable
method for determining depreciation allowances for income
tax purposes.

1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
3 That (a) part VI of subchapter B of chapter 1 (relating to
4 itemized deductions for individuals and corporations) is

5 amended by numbering section 187(b)(4) as section 187(b)(5).
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2
(b) Adding as & new subparagraph:

(49 The retirement-replacement-betterment
method for property used by a common carrier by rail-
road (including a railroad switching company or a ter-
minal company).”.

(c) The amendments made by subsections (a) and (b)

7 shall apply with respect to taxable years ending after Decem-
8 ber 81, 1953.

o
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Senator Byrn. The hour of 9 having arrived, the committee will
come to order.

The subcommittee will today consider S. 1445, S. 1021, S. 107K
and 8. 1467. A Joint Committee on Taxation bulletin describing
these measures in Freater detail has been prepared and will be
included as a part of the record of these hearings.

[The material referred to follows:]
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I. SUMMARY
1. S. 1021—Senator Danforth
Bondholder Taxable Bond Option and Credit

Under present law, interest received on obligations of State and local
governments is gencrally exempt from Federal tax. Special ex-
cegtions and limitations apply to industrial development bonds and
arbitrage bonds.

Under the bill, a taxpayer could elect to include interest received
on a State or local government obligation in gross income. If taxable
treatment is elected, the amount includible in gross income would be

167 percent of the interest received and a credit against tax would be
allowed for an amount equal to 67 percent of the Interest actually re-
ceived. The rate of the credit generally provides the same benefit as a
tax exemption provides for a taxpayer in the 40-percent tax bracket
{)md l? greater benefit for a taxpayer in a bracket below the 40-percent

racket.

2. S. 1078—Senators Javits, Goldwater, Domenici, Williams
and Pell

Artists Tax Equity Act of 1979

This bill would provide several changes in Federal taxation of in-
come and estates to benefit artists and their heirs.

Present law does not allow in-kind payment of Federal taxes. This
bill would provide a credit against artists’ estate tax liabilities for cer-
tain transfers of artists’ work to the Federal Government.

The bill would allow artists to claim a 80-percent income tax credit
for contributions of their own works to charitable organizations and
certain United States government entities,

The bill also would liberalize the “hobby loss” rules for artists. The
bill would double the present law five-year base period, so that artistic
activity would be presumed engaged in for profit, if gross income from
the creation of artworks exceegs deductions attributable to that activ-
ity for two or more of ten consecutive taxable years, unless the Internal
Revenue Service can establish the contrary.

In addition, the pre-1976 capital gain treatment on the sale or ex-
change of certain artworks inherited from the artist would be restored.

3. S. 1435—Senators Nelson, Bentsen, Packwood, and Chafee
- Capital Cost Recovery Act of 1979

For most depreciable assets, the Capital Cost Recovery Act of 1979
would replace existing depreciation rules with a system which pro-
vides an accelerated method of depreciation and useful lives which are

(1)
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generally substantially shorter than present useful lives for most
cligible depreciable real and personal property (although the lives of
some items of personal property would be lengthened). The bill would

nerally permit a 10-year writeoff for plants and buildings (other
ﬁan residential real estate), a 5-year writeoff for machinery and
equipment, and a 3-year writecoff for a limited amount of investment
in automobiles and hight trucks. In general, the bill would allow accel-
erated deductions in the early years of the recovery period, roughly
equivalent to using double declining balance depreciation for the first
few years and then switching to sum-of-the-years'-digits depreciation,
This system of accelerated deductions would apply to both new and
used property. Also, the period over which the cost of an asset could
be recovered would begin with the earlier of the year in which such
costs are paid or incurred or the year in which the asset is placed
in service (rather than only with the year in which the asset is placed
in service, as under current law). The bill contains transitional rules
to phase-in the application of the 10-year and 5-year writeoffs (in cer-
tain cases& over the period 1980-1983 so that the provisions wonld not
be fully effective until 1984.

The bill also would shorten the useful life requirement for eligibility
for the full 10-percent investment credit from 7 years to 5 years and
would provide that assets qualifying for a 3-year writeoff would be
eligible for a 6-percent investment credit (instead of a 814 percent
credit under existin¥ law{. The rules for the recapture of investment
credit also would be liberalized.

Under the bill, the depreciation recapture rules for real estate
covered by the new provisions would be revised to provide for a recap-
ture of all depreciation (rather than only accelerated depreciation?
upon sale or other disposition. The bill also would revise the “add-on”
minimum tax so that, in the case of real property subject to the new
rules, the tax preference for accelerated depreciation on real property
would apply only to leased property.

4. S. 1467—Senators Dole and Bentsen
Method of Accounting for Railroad Track Assets

Under present law, the Internal Revenue Service allows the railroad
industry to use the retirement-replacement-betterment (RRB) method
of accounting for railroad track assets, which is the same method re-
?}ﬁred for these assets by the Interstate Commerce Commission,

nder the RRB method, when a new railroad line is laid, the costs
(for rail, ties, ballast, fasteners, and labor) are capitalized, and these
costs are not depreciated, but when replacements are made to an exist-
ing line, the replacement costs are deducted currently.

The RRB method is not codified as part of the Internal Revenue
Code, but is recognized as an acceptable method in court decisions and
Internal Revenue Service rulings. The bill would codify the RRB
method, effective for taxable years ending after December 81, 1953,
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II. DESCRIPTION OF BILLS
1, 8. 1021—Senator Danforth
Bondholder Taxable Bond Option and Credit

Present law
Present law provides that interest on State and local obligations is
generally exempt from Federal tax. However, with certain exceptions,
tax-exempt status is denied to industrial development bonds (sec.
103(b) of the Code) and arbitrage bonds (sec. 103(c) of the Code).

Background :

From the viewpoint of State and local governments which must
attract the individual investor into the tax-exempt market, interest
vields on tax-exempt issues must rise until they are equalto the yield
after taxes on comparable risk taxable investments, e.g., corporate
bonds. Individual taxpayers in the 70-percent marginal tax bracket,
for example, would find that a tax-exempt bond yield which is 30 per-
cent of a taxable bond yield is equal to the after-tax yield on the taxable
bond. For an individual in the 50-percent marginal tax bracket, the
ratio must be at least 50 percent, and the ratio must be 72 percent for
a taxpayer in the 28-percent bracket.

Because there are relatively few persons in the highest marginal tax
bracket,! the increasing volume of tax-exempt issues makes it neces-
sary for State and local governments to increase the yield on tax-
exempt issues relative to taxable corporate issues substantially above
the 30-percent ratio in order to attract additional investors. The higher
yield on tax-exempt bonds, relative to the after-tax yields on taxable
Issues, attracts some of the more numerous taxpayers in lower mar-
ginal tax brackets who then find tax-exempt issues desirable invest-
ments at these higher interest rates.

As this happens, the differentia] between tax-exempt and taxable
bonds is reduced, and higher tax-bracket investors can be viewed as
receiving a “bonus” return since they would hold tax-exempt bonds
even at a lower rate of interest. The amount of the bonus is the differ-
ence between the interest yield that would be sufficient to stimulate the
Eurchase of a tax-exempt issue by & high-bracket taxpayer and the

igher current market interest yield that is necessary to bring the
additional investors from lower fax rate brackets into the tax-exempt
bond market. The greater the difference between the current market
interest rate and the interest rate which would just induce an investor
to purchase tax-exempt issues, the greater is the bonus return to the
investor in high marginal tax brackets.

'The highest marginal tax rate for individuals piesently is 70 percent. For
corporations, the highest marginal tax rate is 46 percent. The analysis for both
tax structures is identical.

- (8)



57

4

As a result of this bonus, it hag been argued that the cost to the Fed-
cral (lovernment in foregone tax revenue substantially exceeds the
resulting reduction in the borrowing costs of State and local govern-
ments.

lssue
The issue is whether a bondholder taxable bond option and credit
should be enacted to attract investments by taxpayers (whose income
issubject to a marginal tax rate of less than 40 percent) and tax-exempt
organizations and thereby broaden the tax-exempt bond market.

Explanation of bill

General

Under the bill, holders of certain tax-exempt bonds would be given
an election oither (1) to exclude from gross income the interest on the
empt organizations and thereby broaden the tax-exempt bond market.
tax-exempt bonds as under present law, or (2) to include in gross in-
come 167 percent of such interest and claim a tax credit equal to 67
percent of the amount of the tax-exempt interest on the bond. The 67-
percent rate for the credit generally provides a bondholder in the 40-
percent tax bracket, who elects the credit, the same tax benefit as tax
exemption provides.

The bill also makes the election available to shareholders of regu-
lated investment companies with respect to exempt interest dividends
attributable to interest on certain tax-exempt obligations.

The bill would not affect the method in which tax-exempt bonds are
issued and would not subject issues of tax-exempt bonds to any addi-
tional regulation by the Department of the Treasury.

Under the bill, any U.S. person would be eligible to make the bond-
holder election. Thus, tax-exempt organizations (such as charities and

ualified pension and profit sharing plans) also would be eligible for
the bondholder election. Generally, the credit would be refundable for
organizations exempt from the Federal income tax (such as charities
and qualified pension and profit sharing plans) and would be nonre-
fundable for others.

In general, all obligations issued after the effective date which,
under present law, would be exempt from tax under the Internal
Revenue Code would be eligible for the bondholder election, This in-
cludes general obligation bonds, revenue bonds, and short-term obliga-
tions such as tax anticipation notes. However, industrial development
bonds, as that term is presently defined in the Internal Revenue Code,
are not to be eligible for the election even if those bonds are eligible
for tax exemption under the Code. o

In addition, any obligation which is held by a related entity if the
obligation is not issued pursuant to.a public underwriting would not
be eligible for the election, . _

The bill establishes two tests to define a public underwriting. First,
competitive bids for the rights to sell the obligation to the general pub-
* lic must be solicited from independent parties, such as underwriters.
Second, 26 percent or more of the obligations sold must be acquired by

rsons which are not related entities.

The bill defines related entities to include, in the case of obligations
of either a State or a municipality of that State, that State and any
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wolitical subdivision of that State. In the case of obligations issued
Ly an instrumentality of two or more States, all of the States in-
volved and political subdivisions within those States are considered to
be related entities to the instrumentality, Under this provision, any
agency or instrumentality of a State or political subdivision (includ-
ing any trust or plan for the benefit of the employees of a State (l))r
political subdivision) is treated as part of the State or political sub-
division. Thus, a municipality’s pension fund is a related entity of that
municipality, of all other municipalities in that State and of that State
government.

Regulated investment companies and certain other entities

Under present law, mutual funds may, under certain circumstances,
distribute to their shareholders dividends which are excludible from
gross income, but only to the extent of the amount of the mutual fund’s
mnterest income which is excluded from gross inconte under 103(a).
The bill provides that mutual funds may elect the credit with respect
to qualified tax-exempt interest to the extent that it is not attributable
to amounts designated as exempt-interest dividends. The treatment of
certain other entities, such as subchapter S corporations, partnerships,
cstates and trusts is to be determined pursuant to regulations pre-
scribed by the Secretary.

Time and monner of making election

The electinn to claim the credit is to be made with the Federal income
tax return filed for the taxable year in which the interest or dividend
is received. The bondholder may make the election to include the tax-
exempt interest in gross income for one year and to exclude the interest
on the bond for another taxable year. In addition, an election once
made for a taxable year may be changed at any time before expiration
of the period for making a claim for a eredit or refund.

Interest on indebtedness incurred to hold municipal bonds

The bill also provides that interest or expenses paid or incurred in
order to purchase or carry any tax-exempt bond for which an election
1s made remains subject to the interest disallowance rules (sec. 265),
and other rules which apply to tax-exempt income.

Effective date

This provision would apply to tax-exempt bonds issued after Decem-
ber 31, 1979. Any refunding of an ineligible obligation will also be
ineligible for the election.

Revenue effect

. It is estimated that the bill would reduce budget receipts by $6 mil-
lion in fiscal year 1980, by $74 million in fiscal year 1981, by $244 mil--
lion in fiscal year 1982, by $403 million in fiscal year 1983, and by $526
million in fiscal year 1984,

Prior Congressional action

The provisions of this bill were included as a Senate Finance Com-
mittee amendment to the Revenue Act of 1978 (sec. 336 of H.R. 13511).

The amendment was deleted from the bill on the Senate floo t i
additional time to evaluate the proposal. r to provide
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2. S. 1078—Senators Javits, Goldwi.ter, Domenici, Williams,
and Pell

Artists Tax Equity Act of 1979

This bill would amend the Internal Revenue Code to make several
changes in Federal taxation of income and estates to benefit artists
and their heirs.

A. Artists Estate Tax Credit

Present law
Under present law, the Secretary of the Treasury may accept legal
tender checks or money orders in payment of an estate tax lability.
There is no provision authorizing the Secretary of the Treasury to
accept other forms of payments, such as the conveyance of real or
personal property.!
Issue
The issue is whether artists’ estates should be allowed a credit

against the Federal estate tax for the fair market value of artworks
transferred to the Federal Government or the Smithsonian Institution.

Explanation of provision

Under the bill, a credit would be allowed against the Federal estate
tax liability of an artist’s estate for certain transfers of artworks to
the Federal Government. Qualifying property would be literary,
musical, or artistic property, or simi ax‘;(i)roperty, which is included
in the estate of the artist who created the property. The propert,
would be required to be transferred without restrictions to a Branc
or Department of the Federal Government or to the Smithsonian
Institution. The bill would require that property be transferred and
accepted for the purpose of making it available to the general public.

In order to insure that credit be allowed only for property of
artistic merit and that the property be available to the general public,
the bill would require the recipient of the property to sign a state-
ment attesting that the property has artistic, musical, or literary signi-
ficance and that the recipient will make it available to the public.

The amount of the credit allowed under the bill would be equal
to the fair market value of the property transferred, determined as of
the valuation date used for Federal estate tax purposes. The credit
would reduce Federal estate tax liability on a dollar-for-dollar basis.
Howevur, no amount of the credit would be refundable, The bill pro-
vides that interest would accrue if the property is not transferred
expeditiously.

1 Under sectlon 2010 of the Tax Reform Act of 1976, the Secretary of the
Treasury was authorized to accept conveyance of real property bordering the
Toiyabe Natlonal Forest as payment of estate tax imposed on the estate of
La Vere Redfield.

(6)

56-073 0 - 80 - 5
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The bill also containg an “anti-double dipping” rule to disallow a
credit or deduction with respect to the transferred property under any
other Code provision, if the estate tax credit is claimed. The bill would
allow Governmental units which receive creditable transfers of prop-
crty to accept the property without makinﬁ reimbursement or pay-
ment to the Treasury for the estate tax liability offset by the transfer.

Revenue effect
It is estimated that this provision will reduce budget receipts by $5
million annually.

B. Artists Income Tax Credit

Present law

Present law allows taxpayers an income tax deduction for contribu-
tions of property to charitable organizations. Generally, the amount
deductible for contributions of ordinary income property is limited to
the donor’s adjusted basis. Correspondingly, artists who donate their
own works to a charity may claim a deduction equal to the cost of the
materials used in the creation of the work. Generally, donors, other
than the creators of the donated artwork, may claim an income tax
deduction equal to the fair market value of the donated work. How-
ever, if the use of the artwork by the charity is unrelated to its ex-
empt function, the amount taken into account as a charitable contribu-
tion by an individual donor is reduced by 40 percent of the unrealized
appreciation in the artwork. In addition, this reduction is made in the
case of contributions of appreciated artwork to certain private founda-
tions. Similiar rules apply to charitable transfers of appreciated prop-
erty by corporate taxpayers.

Issue

The issue is whether income tax deductions claimed by artists for
charitable contributions of their own works should be treated in the
same manner as contributions of other ordinary income property, and
thus limited to the artists’ costs for materials used in the work, or
should be treated differently.

Explanation of provision

The bill would provide a nonrefundable income tax credit equal to
30 percent of the fair market value of literary, musical, or artistic
compositions which were created by the artist’s personal efforts and
which the artist contributes to a charitable organization or to Federal,
State, or local governments, :

No credit would be allowed for contributions in excess of $35,000 in
any year. The credit would be limited to 50 ;{)ercent of the artist’s in-
come tax liability for the year, unless the liability is less than $2,500,
in which case the credit would be available up to the full amount of
the liability. A taxpayer would be allowed to carry forward any credits
in excess of these limitations for the 5 years succeeding the taxable
year. No credit would be allowed for Federal, State, or local govern-
ment officials’ contributions of official papers, memoranda, or similar
p;‘o;f)ﬁarty, prepared in connection with the performance of their duties
of office.

In order to claim a credit for a contribution, the taxpayer must ob-
tain from the donee a written statement that the donated property
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represents material of artistic, musical, or literary significance and that
the donee’s use of the property will be related to the donee’s exempt
purpose. No income tax deduction would be allowed with respect to any
contribution for which this credit is claimed.

Revenue effect

It is estimated that this provision will reduce budget receipts by $10
million annually.

C. Ten-Year Hobby Loss Base

Present law

A taxpayer may not claim deductions for losses arising from activ-
ities not en in for profit. Under Code section 188%1 , & taxpayer
is presumed to be engaged in an activity for profit for the current tax-
able year if, in two or more years of the ag)eriod of five consecutive
taxable years ending with the current taxable year, the activity was
carried on at a profit.? If the presumption applies, the burden of estab-
lishing that the activity was not engaged in for profit shifts to the
Internal Revenue Service. ,

Issue

The issue is whether an artist should be allowed a base period longer
than 5 ({ears for establishing that the artist’s creation of artworks is
engaged in for profit.

Explanation of provision :

The bill would liberalize the presumption under Code section 183(d)
by doubling the base period. The bill would provide that, if gross in-
come from the creation of literary, musical, or artistic property, or
similar property, for 2 or more taxable years during a period of 10
consecutive taxable years exceeds deductions attributable to the activ-
ity, the activity would be presumed to be engaged in for profit, unless -
the Internal Revenue Service can establish to the contrary.

Revenue effect

It is estimated that this provision will reduce budget receipts by
less than $5 million annually.

D. Capital Gain Treatment for Inherited Artworks
Present law

Prior to the estate and gift tax changes made by the Tax Reform
Act of 1976, gain from the sale or exchange of a copyright, literary,
musical, or artistic composition, letter or memoranda, and similar
property which had been inherited from the artist who created the
property was taxed as a capital gain, Under the carryover basis rules
adopted by the Tax Reform Act of 1976, such inherited property will
be excluded from the definition of a “capital asset” because its basis
lv)vwg determined by reference to (carried over from) the decedent’s

asis.

* In the case of an activity consisting primarily of breeding, training, showing
g_r racing rlllgses, the test 18 made on the basis of & 7-year period rather than the
year period.
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Presently, the carryover basis rules are scheduled to a[;glgv to prop-
erty passing from a decedent dying after December 31, 1979,
lssue
The issue is whether an artwork, which is inherited from the artist
who created it and which is carryover basis proﬁerty, should be treated
?‘s'capital gain or ordinary income property when held by the artist’s
eir,

Explanation of provision
The bill would classify oopgrigbts, literary, musical, or artistic com-
positions, letters or memoranda, and similar property as capital assets
if held by a heir of a taxpayer who created the property or in the
case of a letter or memorandum or similar property, if held by a heir
of the taxpayer for whom the property was prepared or produced.

Revenue effect

It is estimated that this provision will reduce budget receipts by
less than $5 million annually.

, E. Effective Date of Bill )

All provisions of the bill would ap&lrg‘r to taxable years beginning
after Beeember 31, 1978. (The amendment relating to capital gain
treatment for inherited artworks would only affect property passing
from decedents d{ling after 1979 since the carryover basis rule does
not apply before then.) .
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3. 8. 1435—Senators Nelson, Bentsen, Packwood, and Chafee
Capital Cost Recovery Act of 1979

' PRESENT LAW
A. Depreciation
Depreciation in general

If a taxpayer acquires an asset with a useful life of more than one
year for use in a trade or business or for the production of income, a
current deduction of the cost generally is not allowed. Rather, the
cost of the asset must be capitalized. If the asset is property which is
subject to wear and tear, decay or decline from natural causes,
exhaustion and obsolescence,! the adjusted basis (less salvage value
in excess of 10 percent of cost) generally can be deducted over the
asset’s useful life either ratably or pursuant to a permissible “accel-
erated” method under which larger deductions are allowable in the
earlier years of use.? This approach to the recovery of the basis of an
asset is referred to as depreciation.

Depreciation of personal property

For new tangible personal property with a useful life of 8 years or
more, the accelerated methods allowed include the 200-percent declin-
ing balance method, the sum-of-the-yesrs-digits method, or any other
method used consistently by the taxpayer which does not result in the
allowance of greater aggregate depreciation deductions during the
first two-thirds of the useful life of the property than would be allow-
able under the 200-percent declining balance method (e.g., methods
based on units of production, machine time, etc.). Administrative
[)ractice has permitted the 150-percent declining balance method to

»e used for used tangible gersonal property.*

The key factors which détermine the amount and the timing of de-
preciation deductions with respect to any depreciable asset are: (1)
the cost of the asset; (2) the salvage value of the asset; (3) the useful
life assigned to the asset; and (45 the method of depreciation ﬁe.f.,
straight line or an accelerated method). Since determinations.of the
first three of these factors are essentially factual and are based on cir-

1If the asset is not subject to these factors, depreciation is not allowable, For
example, 1and 18 not depreciable,

?In certain cases, the Code provides for a rapid cost recovery for acquisition
costs of certain types of assets over a prescribed period which is not, and does not
purport to be, related to their useful lives. For example, five-year amortization
is allowed for certain rehabilitation expenditures for low-income housing (sec.
167(k) ), for costs of certaln pollution control facilities (sec. 169), for certain
trademark and trade name expenditures (sec. 177), for the costs of certain rail-
road rolling stock (sec. 184), for certain child care facilitles (sec. 188), and for
certain rehablilitation expenditures for certified historic structures (sec, 101).

*Rev. Rul, 57-352, 1857-2 C.B, 150; Rev. Rul. 50-389, 1950-2 C.B. §9.

Accelerated methods are not allowed for intangible assets (sec. 187(c)).

10)
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cumstances which may be unique to the taxpayer's situation, many con-
troversies arise between taxpayers and the f)r'ltemal Revenue Service
on approFriate useful lives and salvage values. Thus, a major purpose
for estab ishinf; the ADR system was to reduce the controversies relat-
ing to useful lives and salvage values for certain types of property.
Similarly, a repair allowance system was provided to reduce contro-
versies over the classification of expenditures as currently deductible
repairs or as capital improvements.

ADR System

In general

The regular rules relating to allowable methods of depreciation gen-
crally are applicable under the ADR system. However, in the case of
hew tangibf; personal property with a useful life of three years or
more, a taxpayer who elects ADR may only select the straight-line,
declining balance (up to 200 percent), or sum-of-the-years-digits
methods. For used depreciable personal property, accelerated de-
preciation is limited to the 150-percent declining balance method, i.e.,
150 percent of the straight-line rate. :

Llection

A taxpayer must make an irrevocable election to apply the provi-
sions of the ADR system to eligible property placed in service during
the taxable year. This election is applicable to all eligible assets placed
in service during the taxable year and is effective as to those assets
for all subsequent taxable years. This election must be made on Form
4832 and filed with the taxpayer’s income tax return for each year
that application of the ADR system is elected. If, in a subsequent tax-
able year, the taxpayer does not elect to apply the ADR system, the
regular rules regarding depreciation will be apglicable to any depre-
ciable assets placed in service during that taxable year. A valid elec-
tion to apply the ADR provisions must contain the taxpayer’s consent
to comply with all of the ADR requirements and must specify certain
information (for example, the asset guideline class and the first-year
convention adopted by the taxpayer for the taxable ycar of election)h.
In addition, the taxpayer must maintain books and records from whic
certain specific information can be drawn (for example, the depre-
ciation period and salvage value for each vintage account established
for the taxable year and each asset guideline class for which the tax-
payer elects to apply the asset guideline class repair allowance). Also,
taxpayers who elect the ADR provisions must respond to infrequent
data surveys conducted by the Treasury Department.*

Eligible property
An ADR election applies only to eligible property. Generally, eligi-
ble property is new or used depreciable property for which an asset

‘The information reporting requirements for an electing taxpayer were

reduced and simplified by the Treasury Department on January 26, 1979 (Treas. -

Reg. §1.167(0)-11, as amended by T.D. 7593, 44 Fed. Reg. 5419). In general,
much of the information which was required on IRS form 4832 is no longer
automatically required to be submitted. Instead, the books and records of the
taxpaper must be malntained so that such information is readily available, and
it the Treasury Department surveys the taxpayer, the informatior called for
must ‘be submitied on the survey request.
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ideline cluss and an asset guideline period have been prescribed by
the Treasury Department for the taxabloe year of election. If used prop-
erty constitutes n significant portion of the property placed in service
during a taxable year (10 percent), & taxpayer may elect to apply the
ADR system only to new property.

Presently, with certain very limited exceptions, the ADR system
does not apply to depreciable real property. Until class lives under the
ADR system are prescribed for real estate, a taxpayer who has elected
the ADR system may elect to determine the useful life of depieciable
real prollwrt‘y under Revenue Procedure 62-21 (which reflects the prior
general IRS position on useful lives) as in effect on December 31, 1970,
or on the basis of the facts and circumstances of the particular case.®

Vintage accounts

Under the ADR system, the allowance for depreciation is computed
on the adjusted basis of the assets grouped together in a vintage
account. The vintage of the account refers to the taxable year during
which the eligible property is first placed in service. Each eligible
property may be placed in a separate vintage account or, under certain
circumstances, assets in the same guideline class may be placed in the
same vintage account. However, new and used eligible property may __
not be combined in a single vintage account, Certain other property
also may not be combined in a single vintage account, e.g., property
eligible for additional first-year depreciation may not be combined
with ineligible property.

Certain special rules have been provided to account for ordinary
and extraordinary retirement of assets in a vintage account. Likewise,
special rules are provided in connection with the recognition of gain
or loss on retirements.

Useful lives and asset guidelines class

In general, the estimated useful life of assets in each asset guideline
class is established by the Office of Industrial Economics of the Treas-
ury Deﬁartment. Each asset guideline class consists of a category of
assets that have certain common characteristics or that are utilized in
the same or related activities. Generally, a class life is established to
reflect the actual asset replacement practices being employed by tax-
payers and other factors, such as obsolescence. The taxpayer may use a
depreciation life within a range (asset depreciation range) of 20 per-
cent below or above the predetermined life of the asset guideline class.
For example, if the asset guideline period for a certain asset guide-
line class 1s 10 years, the taxpayer may elect a useful life with respect
to assets in that guideline class that is not less than 8 years (20 percent
below the asset guideline period) nor more than 12 years (20 per-
cent above the asset guideline period), Under the ADR system, there
are 14 asset classes for specific categories of depreciable assets. These
categories apply to assets of specific types (e.g., automobiles) regard-
less of the tyf)e of business in which the assets are used. There are also
approximately 118 classes (or subclasses) of depreciable assets grouped
bﬁr the type of activity in which the assets are used. Table 1 illustrates
the useful lives of a limited number of asset classes under ADR.

.

—t——— |
¢ 8ection 5 of Public Law 93-625.
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Tasre 1.—ADR UszruL Lives or Various Assers

Assel depreciation range
(In years)

Asset
Lower guldeline Uf”'
Description of assets in guldeline class Himit period imit

Certais short-lived assels:
Manufacture of fabricated metal

products—special tools..______. 2.5 3 3.5
Manufacture of motor vehicles—

special tools__ . _______________ 2.5 3 3.5
Breeding hogs. .. _______________ 2.5 3 3.6
Manufacture of electrical equip-

ment—special tools_ ... ________ 4.0 5 6.0

Certain intermediate-lived assels:

Data handling equipment except

computers____ ___.________._._. 5.0 6 7.0
Assets. used in drilling of oil and

gaswells_____________________ 50 6 7.0
Manufacture of electronic prod-

uets. - .. 6.5 8 9.5

Certain long-lived assets:

Railroad cars and locomotives,

except those owned by railroad

transportation companies..._.__. 12.0 156 18.0
Vessels, barges, tugs and similar

water transportation equipment,

except those used in marine

contract construction__________ 14.5 18 21.5
Industrial steam and electric gen-

eration and/or distribution sys-

tems___ ... ... - 175 22 26. 5
Telephone central office equip-
ment._ _ _ _ . _... 16.0 20 24.0

Source: Revenue Procedure 77-10, 1977-1 C.B. 548, as modified by Rev. Proc.
79-26, 1979-18 I.R.B. 2i. :

“Half-year convention” rules

Under the ADR system, two alternative conventions are provided
for purposes of determining depreciation for the year during which
propert?v is first placed in service. First, the “modified half-year con-
vention” provides that depreciation for a full year is allowed for all
eligible ﬁroperty quced in service during the first half of the taxable
year. All other eligible property will be treated as being placed in
service on the first day of the next taxable year, Second, the “half-
year convention” grovides that depreciation is allowable for a half-
year for all eligible property placed in service during the taxable
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year. The same convention must be used for all vintage accounts of
the same taxable year but may be changed as to vintage accounts of
subsequent. taxable years,

Salvage value

In general, the allowance for depreciation is computed on an asset’s
basis for purposes of determining gain. However, an asset may not be
depreciated below a reasonable salvage value. With respect to de-
preciable personal property with a useful life of three years or more,
salvage value taken into account may be reduced by up to 10 percent
of the amount of the adjusted basis of the asset for purposes of deter-
mining gain, Thus, if salvage value is less than 10 percent, it may be
ignored. The salvage value of each vintage account must be estimated
b¥ the taxpayer at the time of electing the ADR system for asscts
placed in service for a taxable year, The estimate is made on the basis
of the facts and circumstances existing at the end of that taxable year.

T'reatment of repairs, maintenance, ete.

Under present law, the characterization of certain expenditures for
the repair, maintenance, rehabilitation or improvement of property is
a factual determination. If these expenditures substantially prolong
the life of an asset or are made to increase its value or adapt it to
another use, the expenditures are capital in nature and are recoverable
in the same manner as the cost of a capital asset, All other expenditures
for repair, maintenance, etc., are allowed as a deduction during the
taxable year in which paid or incurred.

If a taxpayer elects to apply the ADR provisions, the taxpayer may
make a further election to apply the provisions of the asset guideline
class “repair allowance.” Under these provisions, a taxpayer is allowed
a-current deduction for amounts paid or incurred for certain repairs,.
maintenance and similar expenditures to the extent that the expendi-
tures do not exceed, in general, the average unadjusted basis of all
repair allowance property multiplied by the repair allowance per-
centage. “Repair allowance property” is eligible property in an asset
guideline class for which a repair allowance percentage is in effect for
the taxable year. The repair allowance percentage is a predetermined
rate established for each asset guideline class. Property improvements
(including the amount of repairs, maintenance, etc., in excess of the
asset repair allowance) and excluded additions are capitalized in a
tpecial basis vintage account, subject to the ADR rules. If a taxpayer
does not elect to use the asset guidelines class repair allowance for
assets in an asset guideline class, the regular rules regarding the treat-
ment of expenditures for the repair, maintenance, rehabilitation or
Improvement of property are applicable. If the repair allowance is
elected, the taxpayer must maintain books and records to identify -
repair expenditures relating to specific classes of pro erty, to allocate
to specific classes of property the expenditures relating to properties
in two or more classes, and to identify expenditures for excluded addi-
tions, e.g., expenditures which are clearly for capital items.

Recognition of gain or loss on retirement

In general, a taxpayer recognizes gain or loss u
) en pon each sale or other
disposition of depreciable personal property. Thus, under normal tax
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rules, each retirement. of depreciable personal property (coupled with
a sale, exchange, or abandonment) would result in current recognition
of gain or loss. . .

Under the ADR system, recognition of gain or loss may be post-
poned for “ordinary retirements” of assets included in A vintage ac-
count, i.e., retirements occurring for routine causes durmg the range
of years selected for the account. In this case, the proceeds from the
retirement are added to the depreciation reserve of the vintage account.
However, in the case of an “extraordinary retirement,” any gain or loss
resulting from the retirement is recognized. (The characterization of
gain or loss is governed by the normal rules relating to depreciation
recapture and gain or loss on property used in a trade or business
(secs. 1231 and 1245).) For this purpose, an extraordinary retirement
would include a retirement attributable to an insured casualty.

Depreciation of real property
Accelerated methods

Under present law, a depreciation deduction is allowed for the ex-
haustion, wear, and tear of buildings used in a trade or business or
held for the production of income. New residential rental buildin
may be depreciated under the declining balance method at a rate of
up to 200 percent of the straight-line rate, the sum of the years-digits
method, or any other method if the aggregate depreciation allowable
during the first two-thirds of the property’s useful life does not exceed
the amount allowable under the 200-percent declining balance method.
For this purpose, a building or structure is considered to be residential
rental property for any taxable year only if 80 percent or more of the
gross rental income is from the rental of dwelling units. New commer-
cial buildings may be depreciated under the decﬁninf balance method
at 150 percent of the straifht-line rate. Used residential properties
with an estimated uscful life of 20 Yyears or more can be depreciated
under the declining balance method at a rate of up to 125 percent of
the straight-line rate. All other used properties must be depreciated
under the straight-line method.

Certain rehabilitation expenditures for low-income rental housing
may be amortized on a straight-line basis over a period of 60 months.
Qualified rehabilitation expenditures for certified historic structures
also may be amortized over a 60-month period. Alternatively, in some
cases, the cost of an historic structure, including the rehabilitation
expenditures, may be depreciated as a new building, for example, under
the 200-percent declining balance method for residential property or
the 150-percent declining balance method for nonresidential property.

A 60-month amortization method is also available for certified
pollution control facilities and certain expenditures for child care
facilities,

- Generally, in the case of all real estate other than certain low-income
rental housing, depreciation in excess of straight-line depreciation is
subject to recapture as ordinary income upon a sale or exchan of the
property (rather than being considered long-term capital gain).
All of the depreciation allowable, including straight-line deprecia-
tion, is recaptured as ordinary income if the property is not held
for more than 12 months, Any gain in excess of the amount recap-
tured as ordinary income is treated as gain from the sale or exchange

[
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of property used in a trade or business (sec. 1281). This portion of
a gain 18 aggregated with gains and losses from other sales or exchanges
og:)mg;ar y used in a tmgg or business, After ag%regatlon, a net gain
is eligible for capital gains treatment and a net

ordinary loss. ’

In the case of 5-year amortization, gain is generally recaptured
as ordinary income for the full amount of the amortization allowable in
the same manner as recapture for depreciable personal property. How-
ever, in the case of low-income housing rehabilitation expenditures
and qualified rehabilitation er?enditures for certified historic struc-
tures, gain is recaptured as ordinary income only to the extent of the
amortization allowable in excess of straight-line depreciation in essen-
tially the same manner as for depreciable real propenty generally.

Accelerated depreciation on real property in excess of straight-line
is treated as a tax preference for minimum tax purposes, reduces the
amount of personal service incomne eligible for the 50-percent maximum
tax on personal service income, and is not taken into account in deter-
mining the earnings and profits of a corporation,

Useful lives ~

Under present law, depreciation for real estate may be determined
by estimating useful lives under a facts-and-circumstances test or
under lives prescribed under Revenue Procedure 62-21, as in effect on
December 31, 1970, Guideline lives under the class life asset deprecia-
tion range system (ADR) generally have not been prescribed for real
property.

nder Revenue Procedure 62-21, useful lives are prescribed for
certain types of buildings. The useful lives are based on a composite
account for the structural shell and all integral parts, including air-
conditioning, fire prevention, and power requirements, and equipment
such as elevators and escalators. The lives exclude special-purpose
structures which are an integral part of a production process and are
normally replaced when the equipment housed is replaced. The lives
are set forth in Table 2.

oss is treated as an

TaBLg 2—GumELINE Lives For THE CERTAIN BuiLpines UNDER
REVENUE PRrROCEDURE 62-21 -

‘ Useful life
Type of Building S (years)

Apartments _________ . 40
Banks . _________________ e e e e e 50
Dwellings _ . __.._____ e ———— e 45
Factories - oo 45
GAr8geS - e 45
Grain Elevators_.._______ e e e e e 60
Hotels ___ e 40
Loft Buildings_____________________________________ 50
Machine Shops. - . 45
Office Buildings_ ... 45
StOTes o 50
Theaters - o e e 40

Warehouses ... oo 80
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Generally, as indicated in Table 8, tnxpayers have claimed useful
lives that are shorter than those listed in Kev. Proc, 62-21.

TasLE 3.-—CoMmpaRrisoN oOF 1062 GuipELiNegs AND Lives CLAIMED
ror CERTAIN BuiLpine Tryres

[In years}
Average lives Percentage of
Guideline - ¢lalmed by taxpayers
] lives under taxpayers claiming lives
revenue pro- (new build- shorter than
Bullding type cedure 62-21 ings only) guideline lives

Retail (including shopping

conters) . - ..o cooecnaa. 50 36 93
Warehouses.._ . .coeocnc-. " 60 37 99
Factories. _______.____.._. - 45 37 77
Office buildings..._.___._.._. 45 41 91
Banks----.'--------:. ...... 50 .43 79
Apartments._.._______.___ 40 .32 78

Source: Office of Industrial Economics. Department of the Treasury, Business
Buslding Statistics (GPO, Washington, 1975).

Furthermore, by use of the component depreciation method, some
taxpayers have claimed d(:{)reciation deductions which approximate
the deductions which would be obtained by the use of composite lives
of as short as 16-20 years on certain new commercial buildings.® How-
ever, there is no certainty that these deductions would be allowed by
IRS or the courts. * o .
Other rules relating to depreciation

Additional first-year depreciation .

Under present law, the provision for additional first-year deprecia-
tion §sec 179) permits an owner of ta,ngib]e personal property with
a useful life of six years or more to elect, for the first iyear the property
is subject to depreciation, a deduction for additional first-year depre-
ciation in an amount not exceeding 20 percent of the cost of the prop-
erty. The cost of the property which may be taken into account may
not exceed $10,000 ($20,000 for individuals who file a joint return).’
Thus, the maximum additiona.ll first-year depreciation deduction is
limited to $2,000 ($4,000 for in-ividuals filing a joint return).

 Under this depreciation method, a taxpayer allocates the cost of a buflding
to its basic component parts and then assigns separate useful lves to those
components, These components would include the basic buflding sheil, plumbing
and heating system, roof, and other identifiable components. Each of the com-
ponent parts s then deprecjated as a separate item of property.

TIn the case of depreciable property owned by a partnership, the $10,000
limitation is applied at both the partnership level and the partner level.
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Recapture

Under present law, with certain limited exceptions, gain from the
disposition of depreciable personal property (and certain other prop-
erty—generally property which is eligible for the investment credit)
is “recaptured” as ordinary income to the extent of the depreciation
taken (sec. 1245). Gain in excess of the depreciation taken may be
treated as capital gain under section 1231 (unless the gain is aggre-
gated with losses on sec. 1231 assets).

Generally, in the case of all real estate other than certain low-income
rental housing, depreciation in excess of straight-line depreciation is
subject to recapture as ordinary income upon a sale or exchange of
the property (rather than being consideres long-term capital gain).
All of the depreciation allowable, including straight-line depreciation,
is recaptured as ordinary income if the property is not held for more
than 12 months. Any gam in excess of the amount recaptured as ordi-
nary income is treated as gain from the sale or exchange of property
used in a trade or business (sec. 1231). This portion of a gain 1s ag-
gregated with gains and losses from other sales or exchanges of prop-
erty used in a trade or business. After aggregation, a net gain is eligi-
l])le for capital gains treatment and a net loss is treated as an ordinary

0SS,

Accelerated depreciation and the minimum tax

Under fresent law, a 15-percent minimum tax is imposed on the
amount of a taxpayer’s tax preferences in excess of the greater of (1)
$10,000 ($5,000 in the case of married individuals filing separately), or
(2) the amount of the regular income tax in the case of a corporation
and one-half of the amount of the regular income tax in the case of an
individual.® ,

One of the tax preferénces in the minimum tax is accelerated depre-
ciation on leased personal property.® The tax preference is the amount
by which the income tax deduction for depreciaticn (or amortization)
exceeds the depreciation deduction which would have been allowed if
the property had been depreciated under the straight line method of
depreciation for each year of its useful life for which the taxpayer
owned the property. If the leased property is depreciated under the
ADR system and the taxga er chooses to use a shorter life than the
ADR class life established for the asset, any increase in depreciation
for the year on account of using a useful life shorter than the class life
is included in the amount of the preference, Thus, additional ADR
depreciation is a preference even if the straight line method is used
rather than an “accelerated” method. This tax preference does not
aﬁply to corporations other than personal holding companies and sub-
chapter S corporations.

ith respect to real property (sec. 1250 property), accelerated de-
preciation, i.e., the excess of the deduction for depreciation (or amor-
tization) over straight line depreciation, is a tax preference item.

* The 15-percent minimum tax is separate and apart from the alternative mini-
mum tax (under sec. 58).

® For this purpose, the term “personal property’” means property which is sub-
Ject to depreciation recapture under section 1248,
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These tax preference items also reduce the amount. of personal serv-
ice taxablo incomeeligible for the 60-percent maximum tax on personal
sorvice taxable income,

Earnings and profits

Generally, a corporate distribution with rosi:cct to the cor;;)oration’s
stock is a dividend only if it is made out of the corporation’s current
or accumulated “earnings and profits.” Generally, earnings and profits
are computed in & manner similar to the manner in which taxable in-
come is computed. However, a number of adjustments and special rules

apply. - o

{,Il{der one of these special rules, for taxable years beginning after
straight-line depreciation? is not taken into account for purposes of
determining earnings and profits (sec. 312(k)).

B. Investment tax credit

Present law provides a 10-;ercent regular investment credit and
a 10-percent energy investment credit for investments in certain tangi-
ble property used in a trade or business or for the production of in-
come, The amount of each credit is generally 10 percent of a taxpay-
er’s eligible cost in acquiring qualifying property. The credits are
used to offset the taxpayer’'s income tax liability.! -

To be eligible for these credits, property must bé depreciable or
amortizable with a useful life of three years or more, However, reduced
credits are allowed where property has a useful life of less than seven
vears. Under these rules, if the property has a useful life of three or
four years, a credit is allowed on one-third of the cost of the property.
Similarly, a credit is allowed on two-thirds of the cost where the prop-
erty has a useful life of five or six years. This determination is gen-
crally made on the basis of the useful life which is used for purposes
of depreciation or amortization. These useful life limitation rules are
also applied where the credit has been claimed and the property is
later disposed of by the taxpayer before the end of its useful life, In
such situations, the credit is recomputed on the basis of its actual use-
ful life in the hands of the taxpayer, which may result in a reduction
in the allowable credit and a recapture of the excess credit from the.
taxpayer. . B

or purposes of the regular investment credit, qualifying property
includes tangible personal propertﬁ' (such as motor vehicles, machinery
and office equipment) and also other tangible property (such as blast
furnaces, pipelines, railroad track and utility poles) used as an in-
tegral part of manufacturing, production, extraction or furnishing.
certain services, including electrical, gas and steam utility services.
However, buildings and their structural components are not generally -
cligible for the regular investment credit. Qualifying property for
purposes of the energy investment credit includes boilers, burners and

¥ Under certain eircumstances, a corporate taxpayer may elect an additional
one percent Investment tax credit {f an amount equal to on percent of the qualified
Investmtent for the year is contributed to an employee stock ownership plan
(BSOP). Further, an additional one-half of one percent investment tax credit
ix available if (a) an equivalent amount is contributed to the ESOP by the
taxpayer and is matched by employee contributions and (b) certain other
requirements concerning the operation of the ESOP are met. -
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related fuel handlinf and pollution control equipment to burn sub-
stances other than oil or natural gas or to convert these alternate sub-
stances into a fuel. In addition, energy property includes equipment
which uses solar, wind, or geotherma ener‘iy and equipment to ﬁro-
due either natural gas from geopressurizec brine or oil from shale.
Equipment used to recycle solid waste, as well as _certain specially
dﬁinod equipment (such as heat wheels) added to existing facilities to
utilize otherwise wasted heat and gases, also qualifies as energy prop-
erty. The energy credit is available for buildings and their structural
components which otherwise qualify as energy property. However,
the energy credit does:not extend to energy property used to provide
electrical, gas, steam and other public utility services.

General y, the investment credits are claimed for the taxable year
in which qualifying property was placed in service. However, in cases
where property is constructed over a period of two or more years, an
election is provided under which the credit may be claimed on the basis
of progress expenditures made during the period of construction be-
fore the property is completed and placed in service.

The regular investment credit may be used to offset the first $25,000
of tax liability plus a percentage of tax liability in excess of $25,000.
This percentage is 60 percent for 1979 and will increase by increments
of 10 percentage points a year to 90 Percent. for 1982 and later years.
The energy credit applies against all tax liability not offset by the
regular credit, and energy credits for solar and wind energy property
are fully refundable to the extent they exceed tax liability. Other ex-
cess regular and energy credits from a taxable year may be carried
over to apply against tax liability for the three preceding and seven
succeeding years,
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DEPRECIATION AND OTHER INVESTMENT INCENTIVES IN SBLECTED
FOREBIGN COUNTRIES
In general

It is argued that increases in productivity are less in the United
States than in other industrialized nations in part because the United
States provides lesser tax incentives for capital investment than other
industrialized nations. Brief summaries of the depreciation rules (and,
other tax incentives for investment) of five industrialized nations are
set forth below. In general, the nations selected are either major com-
petitors or major trading partners of the United States. These rules
are generally the rules in effect as of January 1, 1978," Since these
summaries are not exhaustive, in some cases definitive conclusions can-
not be drawn as to whether the countries referred to below provide
greater tax incentives for capital investment than the United States.

West Germany
Depreciation
In general

The beneficial owner of fixed tangible or intangible assets which have
a determinable useful life in excess of one year may deduct a reason-
able allowance for depreciation. In general, a taxpafver is required to
deduct depreciation only in the year which it is allowable, and the
deduction may not be deferred to a later year. However, it appears
that depreciation allowances which have been inadvertently unclaimed
when allowable may be deductible in later years.

The basis of an asset for purposes of depreciation is the cost of -
acquisition or manufacturing. Immovable assets can be depreciated
only by using the straight-line method. On the other hand, in the case
of movable fixed assets, straight-line, 2.5 times declining balance, and
the Eroduction basis methods are permitted. If the declining balance
method is used, the rate may not exceed 25 percent. Additional de-
preciation may be claimed when assets are subject to heavy use. In
these situations, the straight line rates may be increased by 25 per-
cent for two-shift use and by 50 percent for three-shift use.

A change from the declining balance method to the straight-line
method is permissible, but not vice versa. Salvage value may be ignored
at the taxpayer’s election unless the salvage value is expected to be
substantial. Because groﬁts on disposal of fixed assets are taxable at
the same rates as ordinary commercial profits, this factor has little
significance and German companies seldom take it into account in
determining their depreciation policy. At any time during the life
‘of a movable asset, the going concern value, if lower than the ad-
justed cost basis, may be substituted for it. Also, it appears that a
deduction for obsolescence resulting from technological or economic

U Where depreciation rules are different for individuals and corporations, the
*rules applicable to corporations are set forth.

€2))
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factors is allowable. However, on movable fixed assets which are being
depreciated on the declining balance method, special depreciation for
obsolescence cannot be deducted. . .

The depreciation taken in the commercial financial statements may
exceed the depreciation shown on the tax statements, but not vice versa.
This rule af})pears to require that depreciation claimed for tax purposes
must be reflected in earnings statements.

The rates of depreciation permissible for fixed assets other than
buildings are not fixed by statute, but the Federal Ministry of Finance

ublishes a table of recommendations. Since local finance offices can
geviate from the tables in individual cases, the actual rates are a mat-
ter of negotiation. It appears that the following straight-line rates
are generally accepted: machinery, 10-12 percent; automobiles and
trucgz, 20-25 percent; office equipment, 1020 percent ; computers, 20
percent; industrial buildings, such as factories and warehouses, 24
percent ; office furniture, 10 percent. «

Movable fixed assets can be depreciated under a 250-percent de-
clining balance method at an annual rate not in excess of 25 percent.

In general, the depreciation rate for buildings is fixed by statute
at a straight-line rate of 2 percent. However, buildirigs completed on
or after December 1, 1977, can be depreciated under the declining
balance method at the following rates: .

(1) for the year of completion and each of the 11 subsequent years,
3.b percent. ’
§2; for each of the following 20 years, 2 percent ; and
8) for each of the following 18 years, 1 percent.
Expenditures on movable fixed assets which cost DM 800 (about
$460, as of October 1, 1979) or less may be written off in full during
* the year of acquisition.

Special depreciation and amortization for specific types of
tnwestment
Among the special rules for the recovery of costs of specific types
of investment are the following :

. (1) An initial allowance of 60 percent is permitted for depre-
ciable personal and immovable assets serving the purposes of
environmental protection (air pollution, water pollution, noise
{))rotectlon, etc.) if such assets are acquired or manufactured after

ecember 31,1974, but before January 1, 1979. In subsequent years,
an annual depreciation rate of 10 percent is permissib?e until full
amortization.

(2) In addition to normal depreciation, an initial allowance of
50 percent of the cost of movable fixed assets and 30 percent of the
cost of immovable fixed assets is granted for investments in cer-
tain qualifying (fmvate hospitals, provided the assets are acquired
or manufactured after December 31, 1976.

(3) Enterprises situated on the borders of the Iron Curtain
ggrli::l??f?ﬁg (l;:;ll(f)wed a&g;rrift‘lenet:fi in the initial five years of 50
A of movable fix '

cos(t ())fAbuildi assets and 30 percent of the
4) An initial allowance of 40 percent is granted for new .
chant ships and of 80 percent for aircraft reggistered in GermT:;.

56-073 0 -~ 80 - 6



18

23

This allowance may be spread over five years if (a) the ship or
aircraft is acquired or manufactured before January 1, 1979, and
(b) the ship is held for a period of not less than eight years
(six years in the case of aircraft). .
Under general rules for the application of special accelerated
depreciation allowances, such allowances may not be used to create
or increase a loss.

Other investment incentives
No investment tax credit is provided.

Japan
Depreociation
In general

Depreciation is allowed for all tangible fixed assets such as build-
ings, machinery, ships, etc. However, leasehold rights are not depreci-
able assets. The initial value of assets for purposes of depreciation is
the acquisition cost of purchased assets, the total costs of manufacture
or construction of assets produced internally, or the fair market value
of assets acquired by gift, exchange or otherwise. Both the straight
line and the declining balance (where allowable) calculations assume
residual value of 10 percent of the acfsuisition cost of almost all tangi-
ble assets, but assets may be depreciated or amortized down to a residual
.value of 5 percent for tangible assets and 0 percent for intangibles.
Certain manufacturing plants and the equipment therein are depre-
ciated as a unit.

Depreciation may be deducted for tax Hurposes as entered on the
books of the company and may be charged against profits, up to the
limits established by law. Apparently this rule requires that all de-
preciation deducted for tax purposes be taken into account in com-
puting earnings for financial_purposes.’? ’

The entire cost of depreci;aile assets may be deducted cumnt‘l{ if
the cost is less than 100,000 yen per unit or if the useful life is less
than one year.

The Ministry of Finance has established standard useful lives for
almost all depreciable assets. If shorter useful lives can be justified to
the relevant ref;ional tax bureau, the shorter lives may be used. If a
shorter useful life is approved due to obsolescence, depreciation for

revious Kears may be recomputed on the basis of the shorter useful
ife and the excess of depreciation (as computed over the depreciation
actually deducted during such years) may be currently expenses.!®

“Ordinary depreciation” is allowed for most assets, and the statu-
tory limits on deductibility are calculated to reflect the average actual
decline in economic value of the assets, as determined in accordance
with L%enemlly accepted accounting principles. However, the Special
Tax Measures Law allows special accelerated depreciation for certain
types of assets,

U1t the depreciation deducted for financial purposes exceeds the statutory
limits, the excess may be carried over and, taken together with subsequent book
deBnciation. deducted up to the statutory Hmits in subsequent years.

A corporation may make its own reasonable estimate of the remaining useful
life of used property. .



4

Onrdinary depreciation
Most assets eligible for ordinary depreciation may be depreciated
usin¥1 the straight-line method, the declining balance method, or
another method specifically approved by the relevant regional tax
bureau. The unit of production method may be used for assets used in
the mining industry, A change in depreciation methods is subject to
the prior approval of the relevant local tax office.
Special accelerated depreciation ®

A corporation meeting certain requirements may accelerate the de-
preciation of certain specified assets by either of two accelerated
methods. In addition to ordinary depreciation, under the “special addi-
tional depreciation” method, a corporation may deduct during each
year an additional percentage of the ordinar{ ( ej)reciation taken for
such year. Examples of the amounts of special additional depreciation
allowed for certain eligible assets are as follows: -

(a) newly constructed rental housing, 100~150 percent of ordi-
nari depreciation (depending on the useful life) ; ‘ .

(0) qualified crude oil storage tanks, 50 percent of ordinary
depreciation ; and

(¢) new machinery, plant, etc. of a small corporation installed
as part of an approved modernization plan, 50 percent of ordi-
nary depreciation. '

Under the “special initial depreciation” method, a certain percenta
of the acquisition costs of eligible assets may be deducted during the
year when the assets are first placed in use. Examples of the amounts
of special initial depreciation allowed for certain eligible assets are
as follows: ‘ )

(a) (hualiﬁed manufacturing plants installed in the Okinawa
free trade zone, 3314 percent of acquisition cost ;
(3) qualified facilities to prevent pollution, 50 percent of

cquisition cost; o .
wlo) (Hualiﬁed plants equipped with special antipollution devices
and qualified energy efficient plants, 25 percent of acquisition cost;
an

(d) certain machinery using data processing equipment, 25 per-
cent of acquisition cost. -
Both the special additional depreciation and the special initial depre-
ciation may be accounted for in the normal way by reducing the basis
of the assets, thus reducing the amount of depreciation in future years.
Alternatively, these amounts may be credited to a special depreciation
reserve account, in which case basis is not reduced and ordinary de-
preciation may be taken on the remaining basis. If this latter approach
1s used, the amounts credited to the special depreciation reserve ac-
count must be taken back into income in equal installments over the
immediately succeeding seven years. (Any allowable special deprecia-
tion which was not actually taken during the preceding three years
may be credited to this special depreciation reserve account currently.)
ny tangible asset may not be depreciated, either through ordinary
or special depreciation, to & residual value of less than 5 percent of
original cost. - ‘
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Investment credit, ete. A

No general investment tax credit is provided. However, a special
tax credit is allowed for any corporation which has increases in its
research and experimental expenses and training costs of program-
mers and systems engineers for electric computers. This tax credit
cannot exceed 10 percent of the corporation tax. .

Certain special incentives are also available for overseas invest-
ment an® reserves for designated percentages of export gross receipts.

France ,
Depreciation

In general, tangible assets are usually depreciated over the follow-
ing useful lives—

Industrial buildings. .. ___.__.______ 20 years.
Commercial buildings_ . ________._ 20 to 50 years.
E&uipment and tools. .. _____. 4 to 10 years.
Office furniture___._ . ______________. 10 years.

Under French tax law, most depreciable assets must be depreciated
on the straight-line method. However, new industrial and commercial
e(gxipment, plants to be used for conserving raw materials, and certain
other assets may be depreciated under the declining balance method.
Generally, the rates of depreciation under the declining balance
method are obtained by multiplying the straight-line rates by a
special co-efficient which is 1.5 for assets with a normal useful life of
3 to 4 yvars, 2 froin 5 to 6 ysars and 2.5 fmmc?ﬁtowyeut

The declining balance method is not allowed for:

(1) bui dit:g-‘ (except for hotels and light buildings, the use.
ful life of which does not exceed 18 years) ;
}2 pamenger cars;
4) pickup tracks;
;‘4 iypewriters, iokrphane instalistions, and office fermiture;
»
(3) wbnd progeety.
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industrial water purification and pollution control, if they are
uired before ember 31, 1980, and are parts of industrial
installations existing on December 31, 1976. .

An exceptional writeoff during the year of completion is per-
mitted for 25 percent of the cost of buildings erected for industrial
and commercial purposes, if the building has been started by
December 81,1977 (subject to Ministerial approval).

United Kingdom

Depreciation

In general, the full cost of all machinery and equipment (other than
automobiles not used for public hire or the conveyance of goods or
passengers) may be deducted in the year the exll)endxture is made. This
rule applies to Koth new and used property. Also, it appears that the
taxpayer may deduct all or any portion of the amount allowable and
carry the rest over to succeeding years in such amounts as he desires,

An industrial building may Ee depreciated by taking a depreciation
deduction of 50 percent in the first year and thereafter writing down
the building at a rate of 4 percent per annum.

An alternative means of recovering expenditures for machinery and
plant is to write down the undepreciated capital cost at a rate of 26
gercent per year (on the declining balance method.) This declining

alance method of depreciation at a rate of 25 percent per annum gen-
erally applies to automobiles which do not qualify for the full deﬁv\’w
tion in the year of the expenditure. Depreciation allowances are
generally recaptured on the disposal of the assets.

Depreciation may be deducted only with respect to certain specified
categoriea of assets. It appears that the main t{ e of assets for which
depreciation is not sllowsble are nonindustria \mildinp (e.g.. offices,
hotels, showrooms, and retail shops), intangible awets other than
patents, and, in certain circumstances, know -how.

Other investment incontives
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exceed the undepreciated capital cost of the entire class of property to
which that item belongs. '
In addition, a special 2-year writeoff is allowed for machinery and
equipment for Canadian manufacturing and processing operations.
Unlike certain other systems described above, tax depreciation is
not required to conform to book depreciation.

Other incentives

_ Certain regional development incentives are available under vari-
cous Federal and provincial programs. These programs offer substan-
tial incentives to encourage corporations to locate their manufacturing
facilities in areas of slow economic growth.

Canada provides an investment tax credit of 5 percent (or 714 per-
cent or 10 gercent, depending upon the region in Canada) of the cost
of certain buildings, machinery and equipment if such assets are (1)
acquired before July 1, 1980, and (2) are to be used in manufacturing,
processing, or other speciﬁe(i activities, This credit reduces capital cost
for tax depreciation purposes. The amount of this credit allowable
may not exceed the sum of $15,000 plus one-half of the amount by
which the Federal income tax otherwise payable exceeds $15,000. Any
unused investment credit may be carried forward for up to 8§ years.

IS8URS

Tho bill raices a number of issues, The most general issue is whether
additional tax incentives are needed at this time to encourage capital
formation or increase productivity. If so, a second insue is whether
an approach which focuses mainly on sccelerating depreciation allow-
ances wonld be more appropriate than an t‘ppmuh which would be
b.mrl primarily on rate reductions or an increased investmont tax
creelit,

11 it ix appropriate to adogpt an s h based on accelornting the
deductions for the comt of depreciable property, the spocie wnm
raisedd by this bill include the following :
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(i) Whether a cost recovery system reflecting relatively short useful
lives and accelerated depreciation should apply to depreciable real

roperty. . e .

P (f)e Whether the cost recovery system should apply to utility Erqp- :
erty (since utilities are requireg to normalize depreciation and the in-
vestment tax crédit for rate-making purposes). =~ .

(k). Whether the investment tax credit should be revised to provide
eligibility for the full credit for otherwise eligible assets using a §-
year cost recovery period and for a 60-percent credit for otherwise
eligible assets using a 3-year recovery period. ,

(1) Whether investment tax credit recapture should be revised to
provide for proportional recapture based on the number of years
the asset is actually in service.

(m) Whether the depreciation recapture rules should apply to all
depreciation on real property rather than only the accelerated portion
of such depreciation. : :

(n). Whether the item of tax preference for accelerated depreciation
on real property should apply to all real property or only to leased
property.

Another issue -is whether the expected capital formation and pro-
ductivity gains to be expected from this measure are appropriate tak-
ing into account the revenue effects. A further issue 18 the extent to
which budget constraints may limit or delay the implementation of tax
revisions such as those suggested by the bill.

EBXPLANATION OF THR BILL

A. In general

For most depreciable assets, the bill would replace existing deprecia.
tion rules with a system which provides an accelersied wethod of
depreciation and umful lives which are grnenlly sulstantially shorter
lm' present uu‘fnl livew to;' ui::u o)i fl:b A o rval -T! pre-
scaal property (slthough the lives of s ifeme ?.v:-m :
eny m';uldh\gm)raw!.npmhmwi wm
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credit under existing law). The rules for the recapture of investment
credit also would be liberalized. B )

Under the bill, the depreciation recapture rules for real estate cov-
ered by the new provisions would be revised to provide for a recapture
of all depreciation (rather than only accelerated depreciation) upon
sale or other dis;l)osition. The bill also revises the “add-on” minimum
tax so that, in the case of real property subject to the new rules, the

. tax preference for accelerated dépreciation on real property would
apply only to leased property. ' A . '
B. Capital cost recovery deduction
Eligibile property - B - »

Most property currently subject to an allowance for depreciation
would be covered by the new capital cost recovet(? system. Eligible
B(z;o rty, referred to as “‘recovery property,” woul senerally include

th new and used tangible property &ther than land) that 1s used in
a trade or business or held for the préduction of income. However,
recovery propertzewould not include: (1) property placed in service
by the taxpayer before January 1, 1980; L(QJ residential rental 'pros-
ertgv; (3) gnggerty which may be amortized (in lieu of depreciated)
and for which the taxpayer elects such amortization; (4) property
subject to a method of depreciation not expressed in a term of years
(such as property deprecisted under the units of production or
machine-hour methods of depreciation) ; (5) leaschold improvements
px;})erly dopreciated over the term of the Id, if the uxmyer
elects to exclude such pmgmty or improvements from the rules of
this new provision: and (68 &mpen which is acquired from s person
who had used the property befure January 1, 1950, if oither (&) the
pn y is leasd back to the persch from whom il was scquired
within ono year after acquisition, or (b) the tsx {n snd the person
using the property before January 1, 1080, sre related partios (within
the insaning of we. 287(b)).
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In general, use of this-table would result in a deduction . which
approximates the deduction which would result from using—-(1)
double declining balance depreciation for the earliest Years of the
recovery period, (2) sum-of-the-year’s-digits deﬁreciatlon for later
years, l'{3) the half-year convention (under which all capital cost is
treated as added to capital account on the first day of the second half -
of the taxable year),and (4) né salvage value. T _

Real property , . » :

Class 1 would include buildings and their:structural components.
When fully effective (in 1984), the capital cost of class 1 Eroperty
would be recoveted over a period of ten recovery years and the appli-
cable percentages would range from 10 percent in the first recovery
year and 18 percent in the second recovery year to.2 percent in the
tenth recovery year.!t : ‘ oo -

The bill contains a transitional rule which provides a phase-in
for the recovery of costs of class 1 gropert . For capital costs added
to capital account in 1980, 1981, 1982 or 1983, the recovery periods are
18 years, 16 years, 14 years and 12 years, respectivel{. ese transi-
tional rules apparentl{ contemplate the same general type of accel-
erated recovery as would apply under the general rules.

Tangible personal Y

. Class 2 would generally include all tangible personal property not
included in class 3 (relating to certain automobiles, etc.y. and, when
fully effective, the capital cost would be recovered over a period of five
recovery years, The applicable percentages for clasm ¢ agmpmy would
range {rom 20 percent in the first recovery ﬁ“' andd 32 percent in the
sccond recovery year !0 8 percent in the Alth recovery yvar. For re-
covery property included in clas 2, trunsitional recovery periods and
recovery perceniages are to be provided for recore ryp:?mtynb)«!
1o the new recovery allowance rulis if the capital cont of the revovery
progery um&d or inenrved prioe 1o 1PM). Usder thoss rabe, the
mvwrxgn of sasts for whichs the shortost peywiiasible senful lives
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contemplate the same ?eneml type of accelerated recovery as would
apply under the general rules. ‘ - :
Automobiles, tawis, and ight-duty trucks " N

Class 8 property would include automobiles, taxis and light duty
trucks, but the capital cost of such items to be taken into account could
not exceed $100,000 for any taxable year. The capital cost of class 3
recovery property would be recovereg over a term of 8 years, the ap-
plicablgﬁercentages amountinﬁ to 33 percent, 45 percent, and 22 per-
cent in’ the first, second, and third recovery years, respectively.’® The
bill provides that any capital cost in excess of $100,000 for automobiles,
taxis, and light duty trucks for any taxable year would be included in
class 2. Special rules are also provided for (1) apportioning the $100,-
000 limit among the component members of a controlled group of
corporations, (2) reducing the limit in the case of husband and wife
filing separate returns, and (3) applying the limitation at both the
partner and partnership levels.
Special rules for public utility property

The bill provides that public utility property is eligible to be treated
as recovery property (i.e., eligible for the benefits of the bill) only if
the taxpayer uses a normalization method of accounting. In general, a
normalization method of accounting requires that, for ratemaking
purposes, the tax benefits from accelerated depreciation, the invest-
ment credit, and other tax incentives are not immedintely flowed
through to customers but instead are prorated over the useful lives of
the properties with respect to which the benefits are given. The rule
in the bill (proposed sec. lw(gl(a)) is wimilar to rulea in present law
relating to the investinent credit and secelersted depreciation (seca
46(f) and 167(1)).

Commencemen! of coal recovery period
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‘S‘abi:age value :

In general, the allowance for depreciation is computed on an asset’s
basis for purposes of determining gain, However, an asset may not be
defreciated below a reasonable salvage value. With respect to depreci-
able personal property with a useful life of three years or more, sal-
vage value taken into account may be reduced by up to 10 percent
of the amount of the adjusted basis of the asset for purposes of deter-
mining gain (sec. 167(f)). Thus, if salvage value is less than 10
percent, it may be ignored. A taxpayer must estimate the salvage
value of each asset glaced in service in a taxable year. The estimate i8
made on the basis of the facts and circumstances existing at the end of
that taxable year. o :

The bill would result in the elimination of salvage value limitations
on cost recovery deductions for both real property and Korsonal prop-
erty if the cost of such property is recovered under the new capital
cost recovery provisions, oy _ :

While these changes would not appear to have a significant effect
for most depreciable personal property, the elimination of the salvage
value restrictions may have a significant effect for depreciable real
property ‘(because the salvage value of such proﬁert‘? tends to be
significant and such éampegg is not subject to the “10-percent of
basis” reduction rule described above), '

Election to deduot less than amount allowable

In any recovery year, the entire amount of the allowable recovery
deduction may be taken into account, or, at the election of the tax-
payer, unly a portion thereof. The amount taken into account may be
inéreased or decreased by the m{er before the expirstion of the
time for making a claim for refund. If only a portion of the recove
deduction is taken into secount, the unvamed amount may be car
forwsrd and taken into sccount in » subwquent tazsble yoar. Ry
contrast, under prent law, depreciation mud be deducted in the
{‘ur in which it is allowshle, and sven if no deprociation dedurtom
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nized, a recovery deduction with respect to the disposed recovery prop-
erty is not allowed in the taxable year in which the disposition takes

place.
C. Changes in the investment tax credit

Useful life requirement , :

Under present law, 100 percent of the cost of qualified property with
a useful life for depreciation purposes of 7 years or more is eligible for
the investment tax credit. If the useful life for depreciation purposes
is 8 years or more but less than 5 years, only 3314 percent of the cost of
the property qualifies for the investment credit, and if the useful life
is 5 years or more but less than 7 years, 6624 percent of the cost of the
property qualifies for the investment credit.

¢ bill would provide that, for class 1 or class 2 property (ie.,

property for which the recovery period is at Jeast 5 years), 100 percent
of the capital cost is to be taken into account for pu?oses of the invest-
ment credit, and, for class 8 property, 60 percent of the capital cost is
to be taken into account for such purposes. The investment tax credit
would be allowable, subject to present law rules, in the first taxable
year for which a recovery deduction is allowable with respect to the
property if the property can reasonably be expected to qualify as
investment tax credit property under present law rules.'*

Recapture rules

The bill would also provide for new rules with respect to recapturing
the investment tax credit on recovery property qualifying under this
new provision. Qualified investinent tax credit &ropeﬂ which is clas-
sified as either clams 1 or class @ property would be subject to invest-
ment tax credit recapture if the property were to be disposed of within
the first five years of it haring teen in service. Oue hundred
remnt of the investment tax credit claimed with to qualified
investment (ax eredit property in clasws | and ¢ umu be reenpaured
il 8 dispositeon of 1Ls property arcurs in the fird year in which the
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able year following the taxable year in which such property is placed
in service, any investment tax credit claimed with respect to such grop-
erty would not be subject to investment tax credit recapture. (These
rules contrast with the current recapture rules which generally recap-
ture any investment credit which would not have been allowable if the
useful life taken into account in computing the credit had been the
period from the date the asset had been placed in service until the
date of disposition.) . S ' :

D. Other changes relating to depreciation
Additional first-year depreciation

Under present law, additional first-year depreciation amounting to
20 percent of the cost of tangible personal property with a useful life
of six years or more (subject to certain dollar limitations) is allowed
as a deduction. The bill would provide that property which is recovery,

property would not be entitled to additional first-year depreciation.
Recapture

Under present law, all depreciation allowable with respect to per-
sonal property is subject to depreciation recapture and treated as or-
dinary income upon disposition at a gain. Similarly, with certain
exceptions, depreciation allowed on real estate in excess of straight-
line depreciation (but not etraight-line depreciation) is also subject
to recapture. The bill would provide that all depreciation allowed with
respect to recovery property, whether personal or real property, would
be subject to depreciation recapture under the rules currently :’g
plicable to parsonal property. Thus, the sllowable recovery amount de-
ducted under the provisions of this bill would be subject to ondinary
income treatment upon the disposition of the recavery property to the
extent of gain.

Ninimum lor
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subchapter S corporations and personal holding companies; also these
provisions would not be applicable to property manufactured or pro-
duced by the taxpayer.

Earnings and profits
Under present law, earnings and profits of corporations are gen-
erally computed by taking into account only straight-line depreciation.

Under the bill, earnings and profits would be computed by taking
into account oniy straight-line capital recovery.

Carryover of corporate attributes

Under present law, many corporate attributes (such as net operat-
ing loss carryovers) of an acquired corporation may be utilized by
another corporation which acquires the ‘acquired corporation (or its
assets) in any of certain types of tax-free reorganizations. The bill
- provides that the unused capital cost recovery deduction of a corpo-
ration is a tax attribute subject to these carryover rules. In general,
the carryover of this unused deduction is subject to the same limita-
tions as apply to the carryover of net operating losses.

EFFECTIVE DATE

The amendments made by this bill would be effective with respect
to taxable years ending after I)ecember 81, 1979,

RBVENUER BPFECT
The revenue estimate for this bill is not yet available.
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4. S. 1467—~Senators Dole and Bentsen

Method of Accounting for Railroad Track Assets
Present law

If a taxpayer acquires an asset with a useful life of more than one

year for use in a trade or business or for the production of income, a
current deduction of the cost generally is not allowed, Rathbx:,. e
cost of the asset must be capitalized. If the asset is property which is
subject to wear and tear, to decay-or decline from natural causés, to
exhaustion and to obsolescence, the acquisition cost (less salvage value.
in excess of 10-¥ercent. of cost) generally.can be deducted over the
-asset’s useful life either ratably or- pursuant to a permissible “ac-
celerated” method under which larger deductions are allowable in the
earlier years of use. This approach to the recovery of the cost of an
asset is referred to as depreciation. 4

The railroad industry, however, generally uses for tax purposes what
is called the “retirement-replacement-betterment” (RR z method of
accounting for railroad track (rail) and ties, and other items in the
track accounts such as ballast, fasteners, other materials and labor
costs. Although the RRB method is not specifically ized as an
allowable method of depreciation or accounting under the Internal
Revenue Code, it has been allowed in court decisions and is recognized
by the Internal Revenue Service in revenue rulings.! The Service's
recognition of this method for tax purénosen ia based upon the re-
quirement by the Interstate Commerce Commission (ICC) that this
method be used for rate-making purposes. Although the 1CC now re-
quires use of the RRB method, it is presently considering a change to
mp_:m the use of ratable depreciation,

or assets accounted for under the RRB method, when & new rail-
road line is Iaid, the costs (both materials and labor) of the line are
capitalized. No depreciation is claimed on the original installstion,
but thess nal costs may be writien off if thia iitn bs retired or
sbandonnd. T the | instaflation is rvplaceel with components
rmh,!w.ptc,) ofs) uumg,numum :
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value) of the recovered materials is reflected as ordinary income.’

The operation of the RRB method can be illustrated by the follow-
ing examples. If the original installation of a new rail line included
a railroad tie which cost $3, this cost is capitalized and no ratable
depreciation is allowed." When this tie is replaced with a tie which
currently .costs $20, the $3 original cost remains frozen and the $20
replacement cost is deducted currently. Where a betterment is involved,
for example, where 100-pound rail is replaced with 150-pound rail
which costs $120, under the RRB method the betterment portion
($40) ‘t lis capitalized and the replacement portion ($80) is deducted -
currently. _

Issue ‘
The issue is whether the retirement-replacement-betterment method

of accounting for railroad track assets should be codified as an ac-
ceptable method of depreciation for Federal income tax purposes.

Explanation of the bill

The bill would codify the retirement-replacement-betterment meth-
od of accountingFfor railroad track asscts as an acceptable method of
depreciation for Federal income tax purposes.®

Effective date

The provisions of the bill would be effective for taxable years end-
ing after December 31, 1953 (the general effective date of the Internal
Revenue Code of 1954).

Revenue effect

It is estimated that this bill will have no eflect on budget receipta,
'léeho ie:immidiu based o’:":lnhmm ion that the Internal Rai;m‘::

rvice would not, without this tion, require s change
method of soccounting for tax pu m':qnubh depreciation
mathod from the presently accepted refirement replocoment  battor-
meat method.
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Senator BYrp. Each of these measures deserves careful consider-
ation. However, S. 1435, to provide more rapid depreciation of
business investment and machinery equipment and buildings is of
special importance.

In the industrial sector, spiraling inflation has a self-generating
momentum as rising inflation drags down capital spending, cutting
the growth in productivity, raising labor costs and bringing on
more inflation.

The high rate of inflation demonstrates that tax policies direc
at encouraging greater consumer spending and demand will only
create more inflation. What is needed is fiscal discipline in re-
straining Government spending, and tax policies which encourage
greater productivity and real economic growth.

Growth in capital investment which raises productivity and re-
duces unit labor costs can have a positive effect on lowering infla-
tion.

The proposal S. 1435, which replaces current depreciation meth-
ods with, the capital cost recovery method has great merit. The
proposal will require careful consideration. I do, however, have
some reservations about a 10-year writeoff for structures.

The revenue loss for this measure will have to be studied closel{.
In this regard, the phasein period is important. However, while
short-term revenue losses may occur, in my mind, accelerated de-
preciation methods are attractive as a means of encouraging great-
er investment.

In the long run, potential revenué losses will diminish as depreci-
ation reductions are used up on an accelerated basis and tax rev-
enues will be recovered on the sale of the asset.

Now, this legislation was introduced by Senator Nelson and Sen-
ator Bentsen. Senator Nelson is to be the first witness.

Senator Nelson is not here at the moment. Senstor Bentsen,
would you like (o proceed?

Senator BavvuxN. Thank you very much, Mr Chairman

As one of the original of 8 1435, the Capital Cost
Recovery Act. | am very d, Mr. Chairman. that you have
called this meeting ot such an early date w that s o HWart the
discumion and debate on (e wsus
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measure. Ever since World War II, the major focus of our economic
policy have been to stimulate demand in this country. We have, in
effect, become a nation of demand junkies.

The Joint Economic Committee, for the first time in 20 years,
had every member of that committee sign the same report. Mr.
Chairman, I think it is unusual when you get 20 Members of
Congress to agree to anything, but in this situation it is more
remarkable because they agreed to something which is a major
change in economic philosophy, saying that we should emphasize
the supply side of the economy.

The 10-5-3 bill is not going to set-aside all of the problems that
inflation has created. But it will be a major step forward, as it is a
substantial simplification of present law.

One portion of this proposal provides for a 10-year depretiation
on investments in nonresidential structures. Frankly, I have some
concern about that, Mr. Chairman..

I would guess that we will have to make some modifications in
this provision .in order that it is not taken advantage of for specula-
tive purposes.

The 5-year depreciation with the full 10-percent investment tax
credit would be provided for investments in equipment and ma-
chinery. That compares to a 10-year depreciation schedule under
existing law.

The first $100,000 of annual investments in certain automobiles
and light-duty trucks would be depreciated over 3 years, allowing a
6-percent investment tax credit.

It has several important objectives:

First, larger depreciation tax deductions will help fight inflation
by encouraging firms to invest in new plants and equipment that
will result in enhanced productivity and help avoid inflationary
capacity shortages.

Second, one of the best things that can be done to reverse the
staggering trade deficit is to encourage the modernization of
American business so that U.S. firms can compete effectively in
world markets.

Take the industrial base of Japan. It turns over once every 10
years. The industrial base of America turns over once in.about 30
years. 0

You do not have to look forward long to understand that Japa-
nese workers and German workers are going to have more modern
tools in their hands than will their American counterparts. If this
trend persists, we will be exporting all of the high-paying jobs in
this country.

I think that this bill ‘will particularly help small business
through its dramatic simplification of the depreciation schedules.
In Great Britain, the full cost of nearly all machinery and equip-
ment may be deducted in the year that the expenditure is made.
That is quite a change for Britain. . :

The industrial base in this country, and the annual increase in
productivity, are the lowest of any major industrial nation in the
world. Great Britain, with the second lowest rate of productivity
increases, is. dramatically trying to turn this around through
changes in their tax policies.
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Canada provides a special 2-year writeoff for machinery and
equipment used for manufacturing and processing operations. We
ought to be moving in that direction.

Mr. Chairman, at this point in the hearings, I would like to
insert a more lengthy presentation supporting this bill.

Senator ByrD. The lengthy presentation will be inserted as a
part of the record.

[The material referred to follows:]

STATEMENT OF SENATOR Lrovyp BENTSEN, CapriTAL CosT RECOVERY AcT, S. 1435,
SeNaTE FINANCE CoMMITTEE, OCTOBER 22, 1979

Mr. Chairman, as one of the sponsors of S. 1435, the Capital Cost Recovery Act, ¥
am very pleased that you so promptly scheduled hearings on this important legisla-
tive proposal.

The Capital Cost Recovery Act will substantially boost depreciation tax deduc-
tions as part of the long-range war against inflation. This proposal is of particular
importance to small businesses across the country.

This legislation is a major bipartisan effort by members of the congressional tax
writing committees to address the very serious problem of built-in, continuing
inflation through an innovative change in our tax laws. There are 36 sponsors and
cosponsors in the Senate already.

Ever since World War 11, the major focus of economic policy has been to maintain
an adequate level of demand. The Joint Economic Committee’s 1979 Annual Report,
which for the first time in 20 years was endorsed by all committee Members,
suggests that the supply side of the economy should now become a major area of
concern.

It makes more sense to fight inflation by putting more goods on the shelf than to
fight it by discouraging consumers from buying those goods.

There is a solution to inflation that our allies in Japan and Germany have used
with great skill over the past 25 years. They fight it, without creating recessions,
through productivity growth, through substantial and continuing increases in
output per manhour. Our own productivity rate in the meantime has declined from
three percent a year in the ‘50’s and early ‘60’s to only .8 percent last year. In 1950,
for example, it took seven Japanese to produce what one American produced. By
1977 it took less than two Japanese to match one American.

One of the primary reasons for our lagging productivity rate is a lack of invest-
ment capital for new plants and equipment, and this major tax bill will go a long
way in our efforts to spur investment.

There are clearly no simple solutions to the problem of inflation but adoption of
the Capital Cost Recovery Act would be one constructive step.

Five-year depreciation with a full 10-percent investment tax credit would be
previded for investments in equipment and machinery. This compares to depreci-
ation of about 10 years under existing law.

The first $100,000 of annual investments in certain automobiles and light duty
tru‘cjks would be depreciated over 3 years and allowed a 6-percent investment tax
credit.

The bill has several important objectives:

First, larger depreciation tax deductions will help fight inflation by encouraging
firms to invest in new plants and equipment that will boost productivity and help
avoid inflationary capacity shortages.

Second, one of the best things that can be done to reverse the staggering trade
deficit is to encourage the modernization of American business so that U.S. firms
can compete more effectively in world markets. The staggering trade deficit which
reached $34 billion last year contributed to domestic inflation.

Third, the bill will help simplify the computation of depreciation deductions for
taxpayers throughout the Nation. One of the major goals of the Senate Finance
Committee during the 96th Congress is to simplify our tax laws.

Fourth, simpler and faster depreciation will be particularly helpful to small
businesses. A healthy small business sector is indispensable to a competitive econo-

y.

In Great Britain the full cost of most all machinery and equipment may be
deducted in the year the expenditure is made. Canada provides a special 2-year
writeoff for machinery and equipment for manufacturing and processing operations.
The United States should move in that direction.
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Senator Byrp. Before calling on Senator Nelson, the chief spon-
sor of this legislation, let me say I like that expression that Senator
Bentsen—used over the years. Governmental policy has been to

._prime the pump and pump the prime.

Senator BENTSEN. I would like to say that was not original.
Somebody else came up with it.

I have just taken the Texas rights to it, Mr. Chairman.

Senator Byrp. You can have the Virginia rights, also.

I want to commend Senator Bentsen, t00. He mentioned the
unanirous vote of the Joint Economic Committee. I think that is a
tribute to his leadership. That is a reversal on the part of both that
committee and the Congress. I think it is a healthy trend.

Senator Nelson, &?u are the chief sponsor of- this legislation.

Senator NELSON. Well, Mr. Chairman, I would ask that my state-
ment be printed in full in the record. Senator Bentsen has covered
the subject matter quite well and some of the material I have is
repetitious of what he has already stated.

The prepared statement of Senator Nelson follows:]

" TesTiMONY OF U.S. SENATOR GAYLORD NELSON BEFORE THE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT

Mr. Chairman, I appreciate the opportunity to discuss with this subcommittee S.
1435, a bill I introduced earlier this year along with Senators Bentsen, Packwood
and Chafee. This measure would allow businesses to write off investments in struc-
tures over 10 years, equipment in five years, and vehicles in three years. It is
cosponsored by 36 Senators, including a majority of this Committee.

ne of the most pressing problems besetting American industry today is the
matter of capital formation, the process of raising cash to maintain and expand the
progiuctivet capacity of the U.S. economy, its machinery, tooling, plant and transport
equipment.

We need to take a whole new look at how to increase the productivity and
etﬁ'ai:tiency of American industry and the depreciation system is the right place to

start.

.The need for investment capital—to promote Groductivit.y growth and enhance job
opportunities, to combat inflation and protect U.S. competitiveness in the interna-
tional market—is staggering. Leading economists have estimated that the U.S.
private sector will require $4 to $5 trillion over the next ten years for new lauip-
ment and machinery to generate new jobs and increase productivity. Almost half of
-these funds will be needed simply to replace and maintain the capital already
invested. The question is where to get the money.

Traditionally, there are four methods by which industry raises essential invest-
ment capital: depreciation deductions, re-investment of profits, borrowing and new
equity capital. Depreciation deductions are by far the largest source of money
available to businesses for modernization, accounting for over $112 billion per year.

In recent years businesses have had great difficulty raising etkuity capital at
reasonable costs. The prime interest rate is currently a record 14.5 percent. And,
:bat means interest rates on borrowed funds are becoming more and more prohibi-
ive. __ . .

What can American industry do to raise new capital for new plant construction,
new jobs and increased productivity? Treasury Secretary Bill Miller has said repeat-
edly that accelerating depreciation deductions would be the most cost-effective way
to rebuild America’s industrial efficiency and competitiveness.

The Capital Cost Recovery Act would be the biggest change in the U.S. business
tax system in the past 25 years: The potential tax cuts and revenue loss to the
Treasury could exceed the recent reductions in corporate income taxes, capital gains
taxes and estate taxes put together.

At the same time, the bill contains an entirely new concept which.the Congress
has never-dealt with before—a ten year write-off for investments in buildings. We
are familiar with proposals for more rapid depreciation deductions involving equi
ment and machinery. For example, last year I introduced legislation which would
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have permitted business to write-off up to $100,000 of machinery and equipment
purchased each year, using a 3-year straight-line depreciation method. But the
proposal involving buildings is a unique idea which requires careful consideration.
As 1 stated when I introduced the bill:

“However, I have one major reservation concerning this proposal. And that in-
volves the 10-year writeoff for commercial buildings. I shall reserve final judgment
on this provision until additional statistics are available.

“The purpose of introducing this measure today is to place the concept before the
Congress. We urgently need an indepth re-evaluation of our whole capital recovery
system. Hearings must be held on this proposal as well as other depreciation reform
-bills that have been introduced earlier this year in order to examine the views of
business groups, and economists and to get thc revenue costs in precise terms.”

Today’s hearing will give us the opportunity to examine the experts.

Also to be examined is the distributive effect on various sizes of businesses and
availability of capital, particularly to the nation’s smaller businesses.

There is no question that our current depreciation system must be changed.
Indeed, there are several compelling reasons for significant alternations to it.

First, the system is unbelievably complex, particularly for small businesses. This
is the main reason why small businesses use a straight-line 10-year depreciation
method for their assets, even if they are entitled to more rapid recovery methods.
These businesses must contend with the tax code’s complicated asset depreciation
range (ADR) system, 132 different asset classes and 107 pages of regulations to
determine the useful life of equipment. As a result, less than 1 percent of the
nation’s businesses use the ADR system.

Second, inflation during the last few years has compounded the problem. With
spiraling inflation, businesses are being squeezed two ways. First, the money they
are getting back in deductions is worth less each year. And second, by the time a
business has recovered the cost of its investment, the replacement equipment it
must buy invariably costs far more. The result of this squeeze is that capital which
should be recovered, renewed, and expanded is instead being swallowed up. The
greatest deterrent to inflation is improved productivity.

Third, there simply is not enough investment money available to meet industry’s
needs. Equity capital is expensive to raise. Interest rates on borrowed funds are
prohibitive. And industry simply cannot generate enough cash internally because of
our outdated depreciation system. Industry is unable to modernize plant facilities
and replace worn out machinery. This causes rising production costs, declining
productivity, loss of jobs and a lowering of our standard of living. The situation
threatens a lasting capital crisis that will have a severe impact on the U.S.
economy.

Yet, the period of capital recovery in the United States is one of the longest
among all Western industrial nations.

For example, Great Britain allows businesses to recover 100 percent of their
investments in machinery and equipment in 1 year while Canada allows a full cost
recovery over 2 years. \

The ability to recover capital over a realistic period has a direct bearing on the
ability of the nation’s businesses to furnish goods and services to their communities,
to provide new jobs, and to keep prices down through vigorous competition.

he Capital -Cost Recovery Act is a step in the right direction which deserves
serious consideration. It will help to increase our productivity and offset wage
increases, thereby restraining price increases. It will infuse billions of dollars into
the economy by allowing all businesses to recover their investments in depreciable
assets twice as fast as under current law.

Senator NeLsON. In any event, let me say that I think that there
is a fairly general agreement among those who have given it
thought and this agreement crosses party lines and philosophical
lines, I think. .

That is the agreement that there is a very pressing need to do
something about the question of capital formation and it seems to
me we need to take a whole new look at how to-increase the
productivity and efficiency of American industry and the depreci-
ation system is an important place to start.

The need for investment capital to promote productivity growth
and enhance job opportunities, to combat inflation and protect U.S.
competitiveness in the international market is staggering. Leading
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economists have estimated that the U.S. private sector will require
$4 to $5 trillion over the next decade for new equipment and
machinery to generate new jobs and increase productivity.

Almost half of these will be needed simply to replace and main-
tain the capital already invested. The question is, where does in-
dustry and business get the money?

Well, obviously there are four traditional methods by which in-
dustry raises capital: depreciation deductions, reinvestment of prof-
its, borrowing, and new equity capital.

Depreciation deductions are by far the largest source of money
available to businesses for modernization, accounting for about
$112 billion per year. )

In recent years, businesses have had- great difficulty raising
equity capital at réasonable costs. This has been particularly so for
small businesses. The Small Business Committee has conducted a
series of hearings over the past 2 or 3 years on this precise ques-
tion. The problem of small businesses is critical. Many of them are
unable, even if they are successful and profitable, to raise capital
for purposes of expansion.

The Capital Costs Recovery Act would be far and away the
largest business tax change in the past quarter century, or prob-
ably in the last half century. However, the bill contains a provision
for a 10-year writeoff for investments in buildings.

At the time I introduced the legislation along with Senators
Bentsen, Packwood, and Chafee, I made note of the fact that the
building writeoff period was, as far as I was concerned, a new
concept. In the years that I have been on finance, we have not
seriously addressed the question of the depreciation period for
buildings. .

Everything that I have noted, at least in the hearings, has con-
cerned capital investments in machinery. So when I introduced S.
1435 1 made the point that I had reservations about the 10-year
writeoff on buildings simply because I do not know enough about it
to come to a conclusion myself.

There is no doubt in my mind about the importance of shorten-
ing the depreciation period for a capital investment in machinery
and equipment and the argument may be just as compelling for
buildings. ;

I made the point because I think it may be important, that this
is a new issue as far as I am concerned insofar as serious considera-
tion in tax reform is concerned. It is a new issue and I think the
committee needs to look at it very carefully from the standpoint of
attempting to determine what it does for increased productivity.

There is not any question but what it would do a good deal in
terms of capital recovery.

There are a number of reasons in addition to the necessity of
raising capital, that I need not go into in any detail, why we need
to change the current depreciation system.

First, the system is unbelievably complex, particularly for small
businesses, even for medium sized businesses. This is the main
reason why small businesses use the straight line 10-year depreci-
ation method for their assets, even if they are entitled to more
rapid recovery.
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These busin:sses must contend with the Tax Code’s complicated
asset depreciation rate system, 132 different asset classes and 107
pages of regulations, to determine the useful life of equipment.

Less than 1 percent—I think it is 0.7 if my memory is right, 0.7
of 1 percent of the Nation’s businesses use the ADR system.

Second, inflation during the last few years has dramatically com-
pounded the system and made the periods for depreciation simply
obsolete.

In a 10-year period, by the tlme the capital is recovered, the
machinery that is to be replaced will cost three and four times as
muth so, in fact business does not recover its mvestment so that it
can reinvest in new equipment.

Third, there is not enough investment money available to meet
industry’s needs. I need not get into that Senator Bentsen has
made reference to it.

I think, Mr. Chairman, that these hearings are very important,
that we need a significant change in our approach to the depreci-
ation of capital equipment.

Senator Bentsen made reference to the fact that England has
gone to a 1-year system of depreciation; Canada, about 5 or 6 years
ago, went to 2 years.

Obviously, in the long pull, for a profitable company, at least, it
just comes out as-a wash. If it is a nonprofitable company, it does
not cost the Treasury anything anyway. They do not have anything
to write off.

So the old argument that it would be expensive to the Treasury,
really in the long pull, does not stand up. I understand Treasury’s
position that, as of next year, 3 or 4 years down the line, it may
cost the Treasury a fair amount of money but, at least the figures
that I have looked at, they are usually looking at a static assump-
tion, making no assumptions that there is an additional return as a
consequence of the increased productivity.

In any event, I think it is time to begin a reform of this system. I
want to commend the Chairman for initiating the hearings on a
very important, though very complicated, subject.

Thank you, Mr. Chairman.

I have another appointment in a few minutes. I will not be able
to sit through the hearings with you, but I appreciate the chance to
appear.

Senator Byrp. Thank you, Senator Nelson. I think you make a
very strong point.

Over a period of time, it really is not costly to the Treasury
Treasury comes out about even over a period of time because the
faster the equipment is written off, the faster the corporation
comes to the point where it must pay the full tax without getting
the benefit of depreciation.

I think that the legislation that you and Senator Behtsen, Sena-
tor Packwood, and Senator Chafee have introduced is a very sig-
nificant piece of legislation.

Secretary Miller will be here at 10 and immediately following
Secretary Miller there will be a panel with Representative Barber
B. Conable of the State of New York and Representative James R.
Jones of the State of Oklahoma. They will be followed by the
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Honorable Donald C. Lubick, Assistant Secretary of the Treasury
for Tax Policy. :

The next witnesses will be a panel of two: Dr. Charls E. Walker,
chairman, American Council for Capital Formation; and Mr. Mike
McKevitt, Washington counsel, National Federation of Independ-
ent Businessmen. He will be accompanied by Mr. Ed Pendergast,
an accountant. We are very glad that the committee is to have
each of you here this morning, gentlemen.

Dr. Walker, you may proceed and Mr. McKevitt.

STATEMENT OF CHARLS E. WALKER, CHAIRMAN, AMERICAN
COUNCIL FOR CAPITAL FORMATION

Mr. WALKER. Thank you, Mr. Chairman,

I am Charls E. Walker of the American Council for Capital
Formation, a group that strongly supports enactment of the Capital
Costs Recovery Act of 1979, S. 1435.

This legislation, known as 10-5-3, is the most innovative and
constructive business tax legislation since-the introduction of the
investment tax credit in 1962.

I wrote that last Tuesday night and, hearing Senator Nelson’s
remarks this morning, I am going back to my original idea, which
is to say that it is the most innovative and constructive in the
history of the Internal Revenue Céde. .

Only a few years ago many argued that there was no capital
formation problem, but now both the public and Congress have
become convinced that the capital formation problem is not only
significant but its solution is critical to the Nation’s well-being.

I must say a big part of that progress is a result of the work of
this Senate Finance Committee in general, particularly the hear-
ings that Senator Bentsen launched several years ago in his Sub-
committee on Capital and Financial Markets.

The highly constructive Revenue Act of 1978 marked a major
turning point in economic policy in general and in tax policy in
particular. It signaled a turn from Keynesian-prescribed policies

- which affect overall demand, to the supply-side considerations that
deal with incentives to work, save and invest. Attention shifted
from the question of how income should be distributed to how best
it could be produced.

S. 1435 has broad and deep support in the business community
including both small and large businesses. The legislation is sup-
ported by highly capital intensive industries and by individual
companies and groups that are not capital intensive, such as retail-
ers, banks, and other service institutions, as the most cost-effective
apgroach to meeting the capital formation problem.

. 1435 has many advantages: [a] when fully phased in, business
will be able to recoup most capital investment even under high
rates of inflation; {b] the Internal Revenue Code is simplified be-
cause the so-called useful life is separated from the depreciation of
capital assets; [c] 10-5-3 will virtually eliminate the present tax
bias against investment in very long-lived equipment; and (d] it
will have a relatively modest negative impact on Federal revenue
initially under the proEosed phasein of the system.

Criticism of 10-5-3 because it eliminates the useful life concept
fails to distinguish. between the goal of tax policy, which is to raise
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revenue with the least damage to the economy, and the goal of
traditional accounting practices, which is to provide management
with the best possible understanding of the operation of the firm.

Arguments that the proposal is a giveaway to business fail to
recognize that it is not business that pays taxes, people do. Also,
with the inflation of the past decade, many business concerns have
been paying taxes on capital and not on real income. The real issue
is the positive impact of the proposal on economic growth, infla-
tion, and jobs.

Mr. Chairman, the case for the Capital Cost Recovery Act—
which, I repeat, is landmark legislation—is very strong. The crucial
nature of our capital formation problem, the need to shape the tax
system so as to encourage saving and productive investment, de-
mands that this legislation be enacted at the earliest possible date.

These hearings are therefore timely, indeed, and it is to be hoped
that they will pave the way for favorable action on 10-5-3 in the
96th Congress. ‘

I have a longer statement I would like to submit for the record.

Senator Byrp. Yes, that will be published in the record.

Mr. McKevitt? :

STATEMENT OF MIKE McKEVITT, WASHINGTON COUNSEL, NA-
TIONAL FEDERATION OF INDEPENDENT BUSINESS, ACCOM-
PANIED BY ED PENDERGAST, ACCOUNTANT

Mr. McKEevirt. Mr. Chairman, I am Mike McKevitt. I am here as
Washington counsel for the National Federation of Independent
Business which now has 585,000 members.

Mr. Chairman, I would like to commend your comments as well
as those of Senator Bentsen and Senator Nelson for your concern
for small business.

The present depreciation system is inequitable for our needs and
Mr. Pendergast will comment on that in a minute. I think it is a
milestone that we are considering legislation that is progressive of
this nature and also the fact that the business community, be it
large, medium, or small, has been for a number of months trying to
work out something that would be beneficial to all segments of
business. -

At this point, I would like to introduce Mr. Pendergast, who is
businessman himself, practicing CPA in Boston, and one who is
very knowledgeable in the problems of small business in the field
of depreciation.

Mr. PENDERGAST. Thank you, Mike. '

The Capital Cost Recovery Act, S. 1435, is supported strongly by
the National Federation of Independent Business. We have re-
viewed some of the problems raised by Senator Nelson. He has
been our leader over the last 4 or 5 years in helping us try to
develop an approach to depreciation. It started out with a 3-year
life and we come along to recognize that small business and the
whole commercial independent sector needs to get together in one
bill that will be acceptall))le to all, one simple system.

I was very happy to hear Senator Nelson speak about the fact
that many small businesses take a 10-year straight line depreci-
ation even though they could get access to accelerated depreciation
if they knew about it.
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If we look at that company and compare the benefit that compa-
ny gets under a mandated 5-year accelerated depreciation, compare
this to almost any other company, large or small, that company is
the one who is going to benefit the most by S. 1345.

I am sure other witnesses will emphasize the advantages in
productivity exports and increased employment that will be cre-
ated by simplified depreciation, although I am not going to concen-
trate on that.

I am going to point out that the present system has had only one
major reform in the last 6 years. That was the introduction of the
asset depreciation range system of depreciation which has not been
beneficial to small business but, in fact, has put small business at a
competitive disadvantage.

I would like to have my formal statement put into the record
and in that there is an indication of the benefit that has been given
to large businesses under asset deprematlon range—92 percent of
that benefit is for the companies with $100 million or more in
assets. Very little of that benefit has come to the small business.

The present system is complex. If you read the tax guide for
small business that the Internal Revenue Service puts out, you will
see that the choices facing the small businessman who is trying to
prepare his own return are so myriad that he could not possibly
come up with any other conclusion but taking the simplest way
out, albeit not the most beneficial to him.

In fact, in the whole series of instructions issued by the IRS,
there are no useful life suggestions. There is one paragraph
making reference to the fact that class life as a depreciation range
would be available to a small businessman except that it is prob-
ably too complex, so there are no guidelines where every small
business has to resort to facts and circumstances in determining
the lives of their assets.

So we see the advantages of the bills being simplified or celebrat-
ed. Depreciation will be available to all small businesses.

A significant reduction of the complexity of the options that are
now available to companies down to one simple, and at the same
time flexible system,. and a substantial elimination of any two-
tiered system.

I think we have come to the conclusion that one of the problems
in most of the bills we have come across in the last 2 years is the
complexity of the issue, which has made it more difficult for small
business. ,

We do ask that an immediate inclusion of the first $100,000 of
depreciation in the 5-year categories, so there would be no phasein
- for that very complex aspect of the bill so that 90 percent of the
small businesses will not have to worry about the phasein provi-
sion.

Senator Byrp. Thank you.

Your statement will be published in full in the record

Senator Bentsen.

Senator BeNTseN. Thank you very much, Mr. Chairiman.

First, let me say, Mr. Walker, that I apprecxate your comments
on what we are trying to do in the area of capital formation. I
think that this will be a S1gn1ﬁcant breakthrough, more, frankly,
that what we did on capital gains.
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The ‘lowering of the capital gains tax has made a dramatic

- ;change in capital formation and risk capital available in this coun-

itry. The number of new issues offered have increased substantially
'since the time we passed the bill.

" Let me say to Mr. McKevitt and Mr. Pendergast, that I am

/ particularly impressed with the idea of simplification in the inter-

“ est of small business. When I look at the 25 definitions at the

beginning of the income tax regulation on-ADR and what they talk

about—asset guideline period, modified half-year conventions, half-

year conventions, gross salvage value, salvage value * * * on it goes.

Finally, the small businessman throws up his hands. He cannot
afford the battery of accountants and lawyers to really get into the
definition of these things so he is unable to take sufficient advan-
tage of accelerated depreciation.

You made the point that many small businesses have such an
extremely difficult time in acquiring capital and borrowing money
that most of their capital has to be self-generated. The 10-5-3
proposal would give small businesses the cash flow that they need
and would lead to a very substantial modernization of their equip-
ment. Let me note that a very high percentage of jobs in this country
come through small business and the innovative ideas they have
developed.

I believe that small businesses would take advantage of this
simplified depreciation schedule far and away above the complicated
accelerated depreciation schedules that we presently have.

Mr. PeNDERGAST. They certainly will. If someone is ingenious
enough at Treasury to set up a simple worksheet as a part of the
depreciation schedule that could be included in your form 1120 or
schedule C of your 1040, on one page, the small business person
could put in and calculate the right depreciation very simply. That,
in and of itself, would be an astounding advance.

I like the term “advantage.” That has always been my favorite of
the 25 definitions in ADR.

Mr. McKEevirt. On page 6 of Mr. Pendergast’s testimony he sets
forth some simple language which I think would be very beneficial
for small business. .

As you well know, Senator, small business is labor intensive—
that means jobs. -

To have this kind of language would be extremely beneficial. In
talking with small business groups as I have about this bill around
the country in the last several months, it has been met with a
great deal of enthusiasm. : )

Senator BENTSEN. Mr. McKevitt, on the Joint Economic Commit-
tee we have been dealing with the question of productivity. Let's
look at the situation in Japan. Productivity has increased four
times faster in Japan than in the United States for the period 1950
to 1977. Their rate of productivity has accelerated in recent years.

Last year their productivity increased at 8 percent while ours
was around three-tenths to four-tenths of 1 percent. This year,
productivity increases were actually negative.

I really believe what we are doing here will substantially help
turn that around. During the hearings I called in the chairman of
the Productivity Center of Japan to testify before us and talk about
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-some of the ideas that the Japanese have taken from this country
and improved upon.

Under the Marshall ({)Ian we sent over so-called experts. They
were not going to spend Marshall plan money unless certain pro-
ductivity goals were adopted.

Well, the Japanese did it, but we did not follow our own advice.
That is one of the reasons I think we find ourselves in our present
situation. We need to make this kind of turnaround.

Thank you very much.

Senator Byrp. Senator Nelson?

Senator NELSON. I mentioned in my statement that I had-some
concern about the question on buildings simply because I did not
know enough about the issue to have an opinion. As to investments
in machinery and equipment, I believe you should be allowed to
write it off in 1 or 2 years.

I do not know enough about the building issue. It may have a
significant capital formation impact and a significant productivity
. impact sufficient to justify its costs which, on the static figures I
have looked at, are pretty high. -

Does anybody want to comment on that? .

Mr. PENDERGAST. One of my clients had an old three-story build-
ing and they converted it to a brandnew building which is one
story and the depreciation—I am sorry. The debt service cost has
been met just by the increased savings in insurance.

Their productivity is somewhere near 50 percent better than it
was prior to this building because they are able to lay out their
production better.

I do not know that that is true generally, Senator, and I think
‘that the 10-year life should be examined most closely. In any part
of this bill, we should look to see what the revenue estimates are
and then {'udge what benefit there is. It is an area that we agree
with you;I think, is the most questionable area of the bill.

Mr. WALKER. As you pointed out, Senator, this is an area which
has been the forgotten man of productive tax reform and capital
formation. Most of the direct measures since the investment credit
has been confined to equipment.

And, to add to what Mr. Pendergast said, one of the great advan-
tages of the early start in hearings on this legislation is that the
legislative process can very thoroughly air these sorts of things.

Senator NELsoN. I have seen revenue loss estimates prepared by
Data Resources in which the revenue loss for the building aspect
was very large. This concerns me very much. We are trying to
control Federal spending. We are trying to reduce the Federal
budget deficit. We must set priorities. The question is—Can we
afford this provision in terms of the Federal budget?

It may be that the 10-year writeoff for buildings will have to be
extended. I just raise the question. .

The other question I have concerns equipment leasing. I dis-
cussed this question with one of the representatives of the new
government in Great Britain who favors a 1-year writeoff for equip-
ment.

He said there is a fairly strong feeling-in England that leasing
arrangements have developed as significant tax shelters because of
the 1-year depreciation for equipment. Do you have a view on that?
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Mr. WaLKER. I do not have any specific view.

Ser}’ator NELsoN. Do you see the problem of a l-year depreci-
ation? :

Mr. WALKER. Yes, I see how it could be a problem. This is one of
the difficult areas you have to work through, going back again to
the experience of the investment tax credit and looking at both
sides of this.

The leasing function is very important in respect to industries
and companies which themselves are somewhat capital short, or
cash short.

Obviously if the lessor, or the fellow who builds and leases the
equipment can also get some of the tax advantages, if that can be
carried over to the banks and others who buy the airplane and
lease it to the airlines, as it is in the case of the investment credit,
you get the effect that you want to get.

You are rightly concerned about whether there is too much of a
windfall or too much of a suggestion of a windfall to this question.
Congress in very recent years has taken steps to subject that aspect
of the invesment credit to the minimum tax.

Senator NELsoN. Thank you, Mr. Chairman.

Senator Byrp. May I ask this question before yielding to Senator
Chafee? -

Do I understand from your reply to Senator Nelson that it is the
investment tax credit rather than the l-year depreciation that
creates the tax shelter?

Mr. WaLKER. No, sir.

What I meant to say was Congress became concerned about
individuals in particular buying equipment and leasing it. Senator
Byrd, if you recall in the 1971 legislation, when we restored the
investment tax credit the way Treasury asked, proscription was
put into the legislation which prevented individuals from taking
that sort of advantage. I was simply making a comparison; I was
not saying that this is where the problem is. °

Senator Byrp. Thank you.

Senator Chafee? :

Senator CHAFEE. Thank you, Mr. Chairman.

I apologize for being a little late.

I am a cosponsor of S. 1435 along with Senators Nelson, Bentsen,
and Packwood. To me, it is an important piece of legislation.

It is a method for making our country more competitive by
producing goods at lower costs through having more modern ma-
chinery and if everything came to fruition, it would help balance
the trade deficits, help reduce budget deficits, and help fight infla-
tion.

It is a very optimistic prediction and I do not think all of them
will happen at once. But this bill, with its emphasis on capital cost
recovery would help accomplish those goals.

It seems to me there are other possible approaches to doing this,
such as elimination of double taxation on dividends or increasin
the investment tax credit or cutting the corporate rate, but I thin
that the fastest way and the most direct way of getting more
investment in modern equipment is accelerated depreciation.

I have a couple of questions that I would like to direct to the
panel here.
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It is my understanding that this measure has the support of
small business and large business. I do, however, share Senator
Nelson’s concern over more rapid depreciation of buildings.

Buildings are of importance but it seems to me the lack in our
economy has not been the failure to construct new buildings.

Nevertheless, I support the total package. To deviate from the
10-5-3 formula, at this early stage would upset the applecart
before it even gets started.

But I would like a little more discussion, if I might, from Mr.
Pendergast and Mr. Walker, on how important they feel that the
10th provision is. —

Would you address that, Mr. Pendergast?

Mr. PENDERGAST. Yes, I will.

I said that there are, certainly, to some manufacturing compa-
nies, a significant benefit in being able to depreciate their buildings
in a shorter period of time. I see the contribution to productivity as
being quite strong in the manufacturing and distribution areas,
particularly in the manufacturing area.

If you look at the plant layouts of 50 years ago when these
buildings were still being used, you will see that they tend to be
four- and five-story buildings, the concept of productivity being that
you brought your materials to the fourth floor and you processed
them by dropping them to the first floor, kind of like gravity.

The technology has changed considerably since then. Now the
most efficient production is, let us talk about the horizontal motion
of a product from the front door to the rear door, going on a level
productivity basis.

As 1 indicated, one of my clients had an increase of productivity
of 50 percent because of their ability to get a new building that
gave them a more modern approach to manufacturing efficiency.

Senator CHAFEE. In your capacity—you and Mr. McKevitt are
representing the smaller business side of the independent business-
men, do you feel if something had to give here—I am not saying
that something should give, but if you look at the formula of the
10-5-3 would you pull out your support if the 10 were changed in
some manner?

Mr. PENDERGAST. In the last part of our testimony on page 8 it is
our statement if the revenue impact of the act is too costly, we
suggest that any adjustments might be in the 10-year provisions
relating to real property. This could be in the form of limitations in
the amount of 10-year depreciation or extension of the 10-year life
over the longer period.

I think the answer to that is “Yes.”

Senator CHAFEE. I am not setting this up that we are going to
back away from the 10. I suppose the revenue estimates, when they
come in, will be about $30 billion for the whole package. If we had
to make any adjustments, I would just want to know the feeling of
the witnesses.

Mr. Walker, do you want to address that?

Mr. WALKER. Yes; I would like to, Senator.

I am concerned, especially at this stage of the legislative process,
that we not go too far with adjustments. The question ought to be
explored, certainly.
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The point I want to make is this. You can make a very strong
case for completely junking the useful life concept. It is complex
and difficult to administer. You could make a strong case for going
as far as complete expensing, as they have in the United Kingdom.

What 10-5-8 does, however, is move you in the direction of
expensing and offsets somewhat the ravages of inflation. Inflation
has caused corporate taxes to be much too high.and we are taxing .
capital in addition to taxing income. o

artin Feldstein, the f}ur'ominent economist, estimated in 1977—1I
will quote that—*The effect of inflation with existing tax laws was
to raise the 1977 tax burden on corporate sector capital income by
more than $32 billion.” :

I understand that updating these estimates for 1979 will bring
that to a $40 billion figure.

So looking at this in toto, when 1w,vou are talking about somethin
with static revenue costs of $30 billion, $28 billion, $35 billion, $4
billion, or whatever it is, you are not doing much more than just
offsetting the effect of inflation on the tax bill that business is

paying.

lylthink the building sector, partly because, as Senator Nelson
noted, we overlooked that sector in the past, deserves a full, fair
hearing before we decide to back away from the 10-year approach,
if we have a problem on how much revenue is involved. There is
also the other side of the equation that you gentlemen in Congress,
of course, consider; that is, whether or not spending restraint could
heéz on the revenue side of the picture.

nator CHAFEE. I am not for junking the 10, but the purpose of

the hearings is to get the views of you gentlemen who are here,
and I do not want the word to go abroad I am backing away from
the 10. I just want to get the feelings of those involved, small
business and large, as we wrestle with these problems.

Thank you very much, Mr. Chairman.

Senator NELsON. I have one question on that.

Senator Byrp. Yes. o :

Senator NELsON. I agree with Senator Chafee. The only reason I
do not have a positive opinion, as I said twice previously, is because
we do not have enough information.

If, however, on the question raised b{ Senator Chafee, it were
necessary to make some modification, I would like to pose this
question. I would agree with you. I would not mind if you write off
all investments in equipment in a brief period of time.

Is there a way of phasing in the building aspect over a long
enough period of time so that it would not have an immediate .
impact or an impact over the next few years on the revenues, but
at the same time would not discourage investment in construction?

It seems to me you run into a problem. If you are going to
provide a benefit, you do not want to cause people to hesitate to do
the construction because they are looking for the benefit. '

I think some of you experts ought to address that question.

Mr. PENDERGAST. There may be a way to do it, you do start
running into the problem. You stretch out the time period of the
phasein where you have that counterproductive effect on invest-
menkt fdecisions. Five years seems to be a pretty good horizon to
work from.
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Senator BYrp. Senator Bentsen. .

Senator BENTSEN. I would like to ask another questfon, particu-
larly when 1 have this group of experts in front of me. .

Let’s look at the 10-year writeoff and apply it to a 20-year life
building, a building that cost $100,000 and was sold for $150,000.

Under the 10-5-3 proposal, you would have ordinary income rates-
against the $100,000 that would have been written off on - the
original cost. You would have capital gains on the extra $50,000
however, if you took the present law and you used straightline
depreciation on this 20-year building, and after 10 years half of it
would be written off. In this instance, you actually have a better
tax situation under present law than you would 'under the Capital
Cost Recovery Act.

This law would actual}y genalize speculation in buildings. .
Now, the other side of the argument, of course, is that inflatio
generally works to the benefit of building owners, where it has
worked to the detriment of equipment owners as regards to replace-

ment costs. : a

So I agree with you gentlemen; we do not want to throw out the
10. The theory that this is going to be a great boon to speculation
and building'gm not exactly add up. :

Mr. McKEevirT. I want to make one comment to Senator Chafee’s
question and if I could reiterate another position.

The fact that the business community, big, medium, and small,
has spent so much time together on this, I hope the opportunity
would be given to us to come back with expertise as far as the full
range on 10-5-3 rather than allow any fragmentation to develop in
the business input.

Senator BENTSEN. Oh, I agree Mr. McKevitt. I also agree when
the point was made by Senator Chafee that there are many ap-
proaches, other than just depreciation. However, as Secretary
Miller testified, you still get. a lot more bang for the buck as
regards to productivity under the depreciation schedule.

That is when you almost force them to spend it there. If you give
a corporate tax cut, that money can be spent on paying off on debt,
buying another company, increasing your dividends, what have
you.

If we are really trying to turn this country around and get it
moving again, I think 10-5-3 is the way to do it.

Senator CHAFEE. I want to reassure Mr. McKevitt, I am not
falling off the wagon here. It is just that I believe that the whole
purpose of these hearings is to have a chance to explore with you
gentlemen where we are going with this,

To me, this is the most significant piece of domestic legislation
before the Congress and I just want to make sure we know exactly
what we are doing.

Senator Byrp. I think that it is important to explore the 10 in
the 10-5-3 formula. I have no problem with the other two. I am
just not sure about the 10-{ear writeoff for the simple reason I do
not know how it would work. .

I take it from what you have replied to various of my colleagues
that you would prefer at the moment, at least, that no change be
made in the formula.

Mr. WALKER. That is correct.
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Senator Byrp. If 8 change had to be made, I assume that- the
place to make the change would be in the 10 part of the 10-5-3.

Mr. WaALKER. I would like to reserve on that, Senator. I would
like to hear a lot of the testimony and discussion.

As you know, there may be major tax legislation introduced in
the House today with hearings in the Ways and Means Committee
%ptting underway next month. There is going to be a lot of explora-

ion. - -

I would like to reserve as to where adjustments might be made.

Senator Byrp. That is certainly reasonable. Let me ask you this,
Mr. Walker.

In 1978 you were a strong advocate of a reduction in the capital
gains tax. Have you been able to determine any precise impact of
this reduction on the economy?

Mr. WALKER. Yes, sir, and 1 would like to put into the record a
kit that the American Council for Capital Formation prepared for
our annual meeting last week that goes into some detail as to that
impact.

[The material referred to follows:]

T THe CapritaL Gains Tax Cut Dip Work

Last year the maximum capital gains tax rate was reduced from 49.125 percent to
28 percent as a part of the Revenue Act of 1978. Hailed by many as a “first step”
toward encouraging needed new capital formation, the positive impact of the cut in
capital Eains taxation is just beginning to be felt.

This kit contains supporting evidence that the reduction in capital gains taxes is
‘producing the desired results despite the uncertain economic climate, escalating
rates of inflation, and widespread recession forecasts. Summarized below are some
of the significant developments attributed to the capital gains tax cut.

A dramatic increase in funds entering the venture capital market has taken
place. Industry sources indicate that in 1977 total commitments of new capital
raised by professionally managed independent venture capital companies totaled
only 520.2’ million. During 1978, and particularly in the second half of the year
when the capital gains tax rate cut was imminent, new capital committed rose to
. $215.8 million, nearly an eleven-fold increase over the previous year. Funds commit-
ted through mid-May of this year totaled $69.3 million, and industry spokesmen
have indicated the 1979 goal is $250-$300 million in additional investment funds.
. Stock issues for firms going public for the first time are on the rise. In 1974, only
nine firms tapped the new issues market for a total of $16 million. During 1978, 46
public offerings raised $250 million, an increase of 63 percent over the previous
year. Figures for the first half of 1979 show an even better year with 37 firms
raising-$227 million. .

The capital gains tax reduction has been a shot in the arm for existing stocks, too.
The index of the American Stock Exchange, home of many small and medium-sized
public companies, increased 48 percent in the first nine months of 1979. The Nation-
al Association of Securities Dealers’ index of over-the-counter stocks rose 27 percent
over the same time period. These increases have come at a time of considerable
economic uncertainty and high and rising rates of inflation, traditional stock
market depressants. ’

Planned business outlays for 1879 plant and equipment spending have shown
suprising strength despite recession fears. The August survey by the Department of
Commerce shows that business expects to spend approximately 4 percent more this
year than last year for new plant and equipment, after adjustment for inflation.

Knowledgeable observers have studied the economic climate since the capital
gains tax rate was cut from 49 percent to 28 percent and have noted these effects:

Forbes recently suggested that “The change in the climate can be traced directly
to Congress, which last November cut the capital gains tax from 49 percent to 28
percent.” (6/25/79)

The Wall Street Journal stated in a recent editorial that “There is evidence that
lowering the capital gains tax rate had wider ripple effects. The Dow Jones Industri-
al average rose 130 points from March to August last year as it became evident that
there were enough votes in Congress to cut the capital gains rate.” (7/30/79)

56-073 0 - 80 - 8
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Newsweek noted that ‘The new boom in venture capital was touched off last year
when Congress reduced the maximum tax on capital gains from 49 percent to 28
percent.” (6/4/79)

Walter Heller, former chalrman of the Council of Economic Advisers under Presi-
dents Kennedy and Johnson, stated recently in an article for the Wall Street
Journal “Last year, Congress enacted a major cut in the capital gains tax, thereby,
imxroving the general atmosphere for investment.” (8/2/79)

1l the results are not yet in from the crucial reversal in the trend toward the
overtaxation of capital gains. But, as former Senator Clifford P. Hansen predicted
when he introduced the Senate version of the “Steiger-Hansen Bill'" which led to
the reduction in the capital gains tax rate, “We are calling for a new policy that
will stimulate risk capital investment. We recognize that out past successes in this
country were based on risk, hard work, and reward. By means of this legislation, we
affirm our belief in that system, and out intention to revitalize it.” .
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|Reprinted from the Wall Street Journal, July 30, 1979]

RevViEw AND OUTLOOK—SNAPPING BACk

Anyone who might be wondering about the effects of last year's reduction in
capital gains tax rates would do well to look at the venture capital revival that has
since occurred. We particularly urge a look by those who argued then—and still do
in some cases—that you can't improve capital formation by lightening the tax
burden on it.

Venture capital is money raised by entrepreneurs whose only assets.are their new
ideas. Even if they turn out to be successful, investors must expect their capital to
be locked up for 5 or 6 years. A decade ago venture capital was thriving. But along
came the Tax Reform Act of 1969 which together with its subsequent revisions
raised the maximum tax on capital gains from 25 percent to 49 percent, reduced the
write-off of capital losses by 50 percent, and sharply curtailed the deduction of
interest expense on borrowed funds used to make an investment. All in all, the
rewards for success were cut in half, and the penalties for failure were doubled.

The effect on venture capital was devastating. The ability of small companies to
raise .equity capital by public stock issues declined drastically, and by 1973 small
company issues had practically ceased. In 1977 when the maximum tax on capital
gains hit 49 percent, equity capital from all sources dried up.

The tax reformers who sold this bad bill of goods to the (gongress said the purpose
of it was “to make the righ pay taxes.’” Congress expected to score some easy
political points, not to dry up important weilsprings of economic progress. New
small companies account for a disproportionate amount of new products and tech-
nologies, and they contribute substantially to the growth of the economy as a result
of their own rapid growth and the productivity gains that they introduce into the
economy.

By 1978 Congress realized what it had done, and Rep. Bill Steiger found majority
support in both houses for his proposal to reduce the capital gains tax. In November
the rate was reduced to 28 percent.

The response from venture capital was instantaneous and began in May before
the law was passed when Senator Hansen rounded up 60 Senate cosponsors of the
Steiger bill. By the end of the year venture capital raised by firms specializing in
the activity rose eleven-fold over the previous year. In 1979 venture capital stock is
back where it was 10 years ago.

The snapback is easy to understand. In 1969 Congress began adding to the costs of
failure on risky new ventures, while reducing the rewards of success. With risk
taxed at the same rate as corporate salaries, fewer people left comfortable employ-
ment to go off on their own with the ideas they coultfn't sell to their employers.
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Those still willing could find few financial backers. In 1978 Congress restored
incentives for assuming risk, and people began assuming risk once more.

There is evidence that lowering the capital gains tax rate had wider ripple effects.
The Dow Jones Industrial average rose 130 points from March to August last year
as it became evident that there were enough votes in Congress to cut the capital
ﬁins rate. The market has since lost some of that exuberance but still is well above

arch 1978 despite rampant inflation and a recession threat.

Equally impressive, in light of recession fears, is the fact that corporate expendi-
tures for new plant and equipment and for research and development are once
again showing signs of life after a long period of stagnation. Shareholders can once
again look with favor on managers plowing back earnings rather than paying them
out in dividends.

These signs that the economy would like to get back on its growth track are
encouraging challenges to the gloomy predictions that the growth era is over. They
indicate that the economy responds to incentives, and is not in the clutches of some
inexorable process of decline. More encouragement of its inclinations to grow would
no doubt produce further benefits.

We have in mind cutting tax rates on personal income in order to lower the high
marginal rates on real income that a decade of inflation has brought about, altering
taxes on interest and dividend income in ways to lessen the tax bias against saving
and passing something like the Jones-Conable Capital Cost Recovery Act so that
businesses can recover their investment capital before inflation eats up their depre-
ciation allowances. A little %ood tax law and the economy as a whole will snap back
as rapidly as venture capital.

[Reprinted from the Wall Street Journal, June 15, 1979}

VENTURE CaPITAL Is PLENTIFUL ONCE MORE, PARTLY DUE To CHANGE IN
CaPITAL-GAINS TAX

(By William M. Bulkeley and Lindley B. Richert, staff reporters of the Wall
: Street Journal)

RETURN OF THE RISK-TAKERS

Bernard J. O'Keefe is well-acquainted with risk. As a young scientist engaged in
weapons research in the mid-1940s, he once climbed a 300-foot tower in the Nevada
desert to disarm a nuclear device that had failed to detonate.

Today, at age 59, he is still taking chances. Mr. O'Keefe is chairman and chief
executive of EG&G Inc,, a scientific instrumentation and testing concern based in
Wellesley, Mass. Recently he put $1 million of his company’s money into a limited-
partnership fund. He could lose it all in risky investments in new high-technolo,
companies. But Mr. O'Keefe is betting that his money will finance firms that will
return as much on capital as the 52% that EG&G returns before taxes. If he wins
his bet, he believes, he will get ‘‘a better window on new-product developments” and
be performing a social service by aiding entrepreneurs as well.

Decisions like Mr. O'Keefe’s are increasingly common because venture capital is
suddenly fashionable again. After languishing for years, the venture-capital market
is booming. Among the reasons: recent spectacular successes by some companies
financed by venture capital, increasing corporate acquisitions, and changes. in the
capital-gains tax and in some securities laws. Some new companies are even turning
away funds, and observers ar beginning to worry that there is more money chasing
deals than there are good deals to be had.

MORE ACTIVE AND VIGOROUS

“The industry is more active and more vigorous than at any time since 1969,”
says Reid W. Dennis, a West Coast venture capitalist. He is also chairman .of the
National Venture Capital Association, a trade gro:(i). .

He says managers of venture-capital funds raised $215 miilion last year and have
already raised $69 million this year on the way to a goal of as much as $300 million.
Those figures don’t include money available from many big banks and such indus-
trial concerns as General Electric Co. and Textron Inc., which have their own
venture-capital arms. In all 1977, he says, only $20 million was raised. .

The current boom reverses a five-year trend that begain in the second half of 1973
when the depressed stock market and subsequent recession caused a drought in
venture capital. Investors refused to buy new stock issues, making it hard to take
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private companies public. That made venture-capital investments undesirable be.
cause it meant it would be difficult for investors to realize profits by selling stock to
a wider group.

The resurgence of venture capital is imJ)ortant because it is a key to the develop-
ment and survival of new companies and because new companies are vital to the
economy. Some of these firms develop new technologies, compete successfully with
older, stodgier firms and even spawn new industries.

New small companies, rather than established large ones, have been responsible
for such technological wonders as the light bulb, instant photographg.e the minicom-
puter and the J)lam-pa r copier. “The lifeblood of this economy has been in backing
new ideas, and a lot of the best have come from individuals who couldn't scll them
within their own organizations,” says William Donaldson, dean of the Yale Gradu-
ate School of Organization and Management.

When these firms are starting, many don't have the money to get off the ground.
Entrepreneurs without any assets other than their ideas can't hope to repay inves-
tors for five or even 10 years. “In a start-up situation, you're investing in a payroll.
And when you invest in Jaaﬁroll, you're investing in losses,” says E. F. Heizer,
chairman of Chicago-base eizer Corp., one of the nations’ biggest and most
successful venture-capital firms.

PORTFOLIO APPROACH

In the past, venture capital has generally come from private investors who were
willing to back an inventor or innovator. But in the past 30 years, such financing
has come increasingly from firms set ur specifically to help a number of entrepre-
neurs in return for equity in thr fledgling businesses. That's good from the view-
point of investors in the venture-capital firms; the investors don’t have to keep as
close an eye on their investments. “This new portfolio ap roach permits us to better
leverage our time as well as our money,” says Mr. O lgeefe, who put EG&G’s $1
million in a new fund that was organized by two former executives of Citicorp’s
venture unit and is known as Welsh, Carson, Anderson & Co.

Despite the nature of their investments, venture-capital firms have increasingly
found ways to limit their overall risk. More and more big investments are hand%ed
by several firms, one or two of which will monitor the new company’s progress. In
the past, it was common to have one venture-capital firm supply all the money for a
small venture. ;

“Generally now we're part of a syndication rather than a sole investor,” says
Larry J. Lawrence, president of Citicorp Venture Capital. “We're seeing a lot more
chances to participate from the private funds” than five years ago, he adds.

Venture-capital firms also are increasingly involved with less risky small compa-
nies that already have established products but need an injection of capital for rapid
expansion.

REASONS FOR RESURGENCE

Observers trace the resurgence of venture capital to a number of factors, the most
important of which is the track record established by many venture firms over the
past five years. :

Several young companies backed by venture capital have recently emerged as
spectacular successes. For instance, there is Amdaht Corp., a West Coast computer
maker that successfully challenged International Business Machines Corp. in the
large-computer field. Heizer, the venture-capital firm that backed Amdahl from the
time its founder was still working for IBM, now holds four million shares, or 23% of
the company's stock, valued at $160 million.

Although Heizer has been unusually successful, other firms, can also cite impres-
sive results. It is that kind of success that may hold the seeds of trouble, venture
capitalists concede. “There haven’t been any real disasters. In recent years, the
business was highly selective because so little money was available,” says the trade-
%roup president, Mr. Dennis, who is himself a managing partner of Institutional

enture Associates of Menlo Park, Calif. With more money looking for good deals,
there is more danger that some venture capitalists will get burned making invest-
ments that a year ago might have been dismissed as too risky. But that, he notes, is
the way venture capital is supposed to work. “The business really became more
selective than was good for the country,” he says.

GOVERNMENT MOVES

The growing penchant for corporate acquisitions has strengthened the venture-
capital business because it gives investors a chance to sell their interest in a
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company. “"You can’t look at the (stock) market as a prime way out of an investment
anymore,” says Jeffrey W. Wilson, an investment officer with First Venture Capital
Corp., an arm of First National Bank of Boston. “You ask, ‘Would this fit in as a _
product line for a major company?’"’ ..

In the past few years, the government has taken a hand as well: The most
important action, according to many venture-capital firms, was the passage last fall
of a reduction to 28% from 49% in the maximum capital-gains tax for investments
held over a year.

The Securities and Exchange Commission also helped when it eased its regula-
tions on selling restricted securities that were first purchased without the filing of a
full prospectus. Under the change, Business Development Services Inc., GE’s ven-
ture-capital unit, calculates that it now can sell all its stock in one investment while
under the old rule it couldn’t have sold out for 14 years.

Even the Labor Department has increased the availability of capital for venture
firms. It recently issued a proposal clarifying its position on the fiduciary responsi-
bilities of pension-fund trustees. The proposed regulation makes it clear that “in-
vestments other than stocks and bonds would be reasonable,” says Stewart Green-
field, a managing partner of Oak Investment Partners, a new fund that just raised
$25 million, including $3 million from pension funds.

For the entrepreneur, the swelling venture-capital market can be good news
indeed. Take Magnuson Systems Corp., a firm founded three years ago -to make
IBM-type big computers. Last year, Fairchild Camera & Instrument Corp. invested
$4 million to expand development and marketing at the audacious little Santa
Clara, Calif. company. Early this year, Magnuson began to raise money from ven-
ture capitalists for building manufacturing and sales operations. Joseph L. Hitt,
president and chief executive, says Magnuson planned to raise $5 million. But it was
offered more than $10 million, Mr. Hitt says, and it decided to take $10 million,
fulfilling its capital needs for the foreseeable future.'‘We had an awful lot of
interest,”. he notes. :

“There’s a lot of money out there, and there’s a willingness to invest it,” he
concludes.

{Reprinted from the Wall Street Journal, Aug. 2, 1979}
AN ANTI-INFLATIONARY Tax Cur
{By Walter W. Heller ")

BOARD OF CONTRIBUTORS

A tax cut to neutralize the $25 billion to $30 billion OPEC oil drag can be so-
structured that every dollar of tax relief will ease cost and price pressures and/or
boost productive incentives. -

With an eye cocked on the dollar, the Federal Reserve recently tightened credit
and President Carter appointed the internationally respected Paul Volcker to head
the Federal Reserve System. These moves confirm the historic November 1 commit-
ment to defend the dollar, even at some expense to the domestic economy. They
confirm further that actions to keep the OPEC “oil tax’ from dragﬁing us into too
deep and too long a recession will have to come primarily from the fiscal rather
than the monetary side. And with the country, the Congress and Mr. Carter firmly
determined to hold federal spending in check, it becomes ever clearer that tax cuts
are the way to go.

But not any old tax cuts. They have to be carefully contoured to fit the shape of
today’s economy. The purchasing power lost to OPEC must be restored in ways that
will reduce the cost and price bulges in today’s economy and provide incentives to
boost productivity in tomorrow’s. Can it be done? Yes.

A tax cut to neutralize the $25 billion to $30 billion OPEC oil drag can be so
structured that every dollar of tax relief will ease cost and price pressures and/or
boost productive incentives. The centerpiece would be a $15 billion to $20 billion cut
in Social Security payroll taxes on employers and employes.

Consider the advantages:

Every dollar lopped off the employers’ net payroll tax would be a dollar cut in
business costs. Given the prevalence of mark-up pricing, this should quickly pass

tMr. Heller is Regents’ Professor of Economics at the University of Minnesota, former
chairman of the Council of Economic Advisers under Presidents Kennedy and Johnson and a
member of the Journal's Board of Contributors.
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through to consumer prices. It is widely agreed that through this process most of
the employer-paid (rayroll tax eventually ends up on the backs of employes. The
same process should work in reverse.

Every dollar lopped off the employes’ payroll tax is an increase in take-home pay
that government can offer workers as part of the price for accepting more re-
strained wage increases. In the face of what will be predominately a cost-push
inflation in the period ahead, this potential easing of wage-push pressure has
particular relevance.

Payroll tax cuts are an especially fitting response to OPEC price increases that
have been %ummeling lower income groups with skyrocketing gasoline and heating
oil prices. The payroll tax, like the “OPEC tax,” makes no concessions for small
incomes or big families, a bane when the tax rises, but a boon when it drops.

INTEGRITY OF SOCIAL SECURITY

So payroll tax cuts are tailor-made to fit the needs of an economy badgered by
both inflation and recession. But what of the integrity of the Social Security system?
That integrity can be readily protected by shifting Medicare health insurance from
payroll tax to general revenue financing. Unlike old age and survivors insurance
and unemployment compensation, there is no particular link between wages and
health benefits. The shift to general revenue financing would be good short-run
fiscal policy, good long-run social policy, and good for the consumer price index.

What would it -cost? A payroll tax cut of $21.5 billion (the projected 1980 tax
revenues for the hospital insurance Frogram) could be enacted at a net revenue cost
of $17.7 billion to the overall federal budget. Because payroll taxes are a deductible
business expense, the $10 billion-plus of employers’ payroll tax savings would boost
business income-tax liabilities b §3.7 billion.

If the health insurance transter proves too controversial, there is an eaesg alterna-
tive: Simply frant a refundable credit against income taxes for a specified percent-
age of payroll taxes paid. Congressman Gephardt, for example, has introduced a bill
pegging the cut at 20% for both employers and employes. This would do the trick,
but since it operates through the income tax in a more roundabout way, it might
blur the favorable impact of the tax cut on costs and prices.

A second, closely related component of the anti-inflationary tax cut would be a
revised form of real wage insurance. This year’s proposal wilted under the heat of
price run-ups in oil, food and home building. In contrast, 1980 should be a year of
receding inflation, a much more reassuring context in which to consider wage
insurance.

Changes in the plan would have to be geared to any changes in the base line of
the White House wage-price standards. Instead of calling for income-tax credits for
complying wage earners if the consumer price index rises by more than 7 percent,
as in this year's proposal, the benchmark might be raised to 8 percent,

At an inflation rate half a percent above the norm, the 1979 proposal would have
cost $2.5 billion. If legislation for 1980 were to allow $5 billion for the wage-
insurance plan, it would cover reasonable contingencies. To assure that it would not
bust the budget in case of a new inflationary breakout, one could apply the co-
insurance principle and also put a cap on tax credits at three percentage points
above the inflation base line. But such limits would correspondingly dilute the
inducement to comply with the wage restraints.

Some observers consider wage insurance a first step towards income-tax indexing,
a view that attracts some and repels others. But both sides are missing the point.
Unlike indexing, which would try to accommodate inflation by indexing taxpayers
against it, wage insurance would serve as an incentive to unions and workers to
comply with the wage guidelines and thereby join the battle against inflation. The
point 1s to fight inflation, not adjust to it.

One should note that most of the revenue impact of any wage insurance plan
would be delayed until 1981. But with a scheduled payroll tax increase of $15 billion
coming up in 1981, the White House and Congress need to take a two-year perspec-
tive on tax cuts in any event.

A third major piece of the anti-inflationary tax cut would be a significant easing
of depreciation allowances. It is clear that the time has come for such action partly
as a response to high inflation rates and partly as an incentive for the increases in
business investment and productivity that can help curb inflation in the longer run.

Last year, Congress enacted a major cut in the capital gains tax, thereby improv-
ing the general atmosphere for investment. Next year, it should focus more directly
on decisions to invest in plant, machinery and equipment by allowing more rapid
write-offs that would cut the effective cost of every capital outlay by business. This
measure could also add clout to the wage-price restraint program if, as Arthur
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Okun has suggested, companies would have to certify compliance with the wage-
price guidelines in order to qualify for accelerated depreciation.

A first-year cut of about $5 billion in business tax liabilities would be an appropri-
ate target for the easing of depreciation allowances. A careful appraisal of revenue
impacts in future years will be essential.

Even as modest a tax cut as the one here proposed—only slightly more than 1
percent of next year’s $2.5 trillion GNP—has to be tested for its impact not just on
the cost and supply side of inflation but also on the demand side. In this connection,
one should take into account that we are at a curious dual turning point on
inflation, downward in the overall rate but upward in the underlying rate:

The overall rate should drop from its torrid 13.3 percent in the first six months of
this year to less than 10 percent by year-end as the economy softens, beef and other
food prices ease. the fuel price explosion slows down and mortgage interest rates
taper off. In other words, there’s a downturn in “demand-pull” and “external shock”
inflation just ahead.

But at the same time, we are on the verge of an upturn jn the underlying “cost-
push’ of “wage-push” inflation rate.

There is no reason to believe that the proposed tax cuts would reverse the easing
of demand inflation. The tax cut is designed not to pump up the economy but to
control the damage done by OPEC's rapacious price increases. True, tax cuts cannot
restore the real income that the 1979 price explosion is leeching out of the consum-
ers’ pockets. But without tax cuts to offset the OPEC drag on purchasing power,
recession will lengthen and deepen. To the insult of lost output, jobs, investment
and productivity would be added the injury of lost real income. On inflation’s
demand side, then, an OPEC-offsetting tax cut poses no threat.

What of the cost and supply side? Thus far, thanks in large part to the much-
maligned but not ineffective wage-price guidelines, zooming food, fuel and home
building costs have not been built into wage increases. Contrary to widespread
impressions, the rise in the average hourly earnings index actually tapered down
during the 12 months ending in May and average pay increases from June 1978 to
June 1979 were lower than in the preceding 12 months.

THE HONEYMOON IS OVER

But the honeymoon seems to be just about over. The game of wage catch-up is
about to begin—catch-up with soaring food and fuel prices and non-union catch-up
with unions. With little or no productivity gains to absorb the wage increases, the
great bulk of wage boosts will pass through to price boosts. The present bedrock or
basic inflation rate of around 7 percent could well be boosted to 8 percent or more,
thus making the winding down of inflation vastly more difficult.

To forestall or at least minimize the imbedding of the food-fuel-home price bulge
into the wage-price structure and into the hardcore inflation rate requires that the
wage-price guidelines be revised, reaffirmed and revitalized. A carefully crafted tax
cut could go a long way in putting new life and starch into the guidelines and
slowing down the price-wage-price merry-go-round.

If the government could strike a wage-moderating bargain with labor of offering a
meaningful menu of tax actions to boost take-home pay and provide real wage
insurance, prospects for curbing cost-push inflation would brighten overnight. Even
if a formal endorsement is out of reach, such tax actions will strengthen the appeal
of the ]wage-price restraint program to millions of workers and to the public in
general.

While it is too early to push the panic button on a tax cut, it is none too early to
push the planning button. Given the realities of the political process and in particu-
lar the budget process, Jan. 1, 1980, is probably the earliest practical effective date
for a tax cut. Even that date will require prompt planning, firm proposals by fall
and hearings late in the year as a prelude to rapid action after Congress convenes
next January. But the earlier the tax cut is announced, the more support it can
provide for the wage-price restraint program. ‘

Recently, Vice President Mondale aptly noted that most of the tough economic
problems we face involve “solutions that inevitably front-load pain and back-load
pleasure.” Surely, that is true of the energy problem and the use of economic slack
and slowdown to cope with the inflation problem. But a tax cut, properly structured,
can be both front-loaded and back-loaded with pleasure.
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COMEBACK FOR THE DREAM MERCHANTS
(By Nick Galluccio)

Not many venture capital deals pay off, but what the hell! It's better than dying a
slow death with Treasury notes.

Dust off that dream. After a near-dormant decade, the venture capital business is
booming again. This year alone an estimated $1 billion in new money will be put
into financing “the next Xerox,” more than ten times the amount available only
two years ago. A lot of the money is chasing after high-technology computer and
electronics companies, many of which are nestled among the electronic giants
operating out of northern Catifornia’s Silicon Valley. But money is also pouring into
such diverse fields as medical research and heavy manufacturing. Other beneficia-
ries of all this largesse include established dealmakers such as New York's Partick
Welsh and Russell Carson, the San Francisco firm of Hambercht & Quist as well as
scores of new dream merchants who are sprouting up around the country to assist
in channeling the new money. ) .

They are backing some real long shots these days. Here’s Magnuson Systems
Corp., a capital-starved upstart that hopes to take on IBM. Magnuson was started in
1977 by three California entrepreneurs. Although the firm has only recently built
its first medium-size mainframe computers, it was able to raise $10 million in the
last three months by giving an investor group a scant 26 percent of its equity. Is $10
million, equal to $7 a share, too much to pay for little more than a dream? Says Bill
Hambrecht, senior partner in Hambrecht & Quist, “The risks are horrendous,” and
if the company actually gets off the ground “they will be even greater” when it tries
to take on IBM. Yet Hambrecht’s firm has put $1.5 million into Magnuson.

Why? Sutter Hlll Ventures’ William Draper, who invested $300,000 in Magnuson,
says: '"The worst feeling is when you turn down something that becomes a real
great winner and then you ask yourself, ‘Why was I so picky?’ Nokady will probably
make very much on that company, but they all felt they 'neededv to be in it.”

Magnuson’s recent experience contrasts sharply with that of Amdahl Corp., an-
other computer maker which, only six years ago, had to go outside the U.S. to get
much of the money it needed to finance a high-stakes gamble against IBM's top-end
computers. Amdahl was able to tap Chicago’s Heizer Corp. for $6 million, but “no
one else in the States wanted to touch us,” says Clifford Madden, Amdahl!’s vice
president—finance.

The change in the climate can be traced directly to Congress, which last Novem-
ber cut the capital gains tax from 49 percent to 28 percent. While is isn’t yet clear
whether that cut has made much of a difference to the stock market, it certainly
helped open the floodgates for venture capital. Wealthy individuals and families like
New York attorney Frederick Adler, Raychem founder Paul Cook, the Hillmans of
Pittsburgh and the Rockefellers. Big corporations like Ford Motor, Continental
Group, EG&G, Fairchild Camera and American Express, to name a few. Insurance
companies and banks like Aetna, Life & Casualty, and Connecticut General, Bank of
America, Citibank and Security Pacific National. Even Harvard University, through
its endowment fund. They're all getting into the act. Predictably, venture capitalists
are themselves becoming entrepreneurs. Citibank lost six of its nine venture group
members in the last year, all of whom have started their own funds; BofA’s number-
two man, Kirk Bowman, recently defected to San Francisco’s VestVen. A period
}i)ke this tends to make investors say ‘Yes’ more often than ‘No,’ " says Sutter Hill's

raper.

The dreamers, of course, have always been there. The American air seems to
breed them. But the potential backers had gone elsewhere. By reducing the capital
gains tax, Congress improved the odds for the backer. Instead of getting to keep 51
cents on the dollar of their winnings, the backers now get to keep 72 cents. The
result is that the odds have improved by almost 50 percent. Without a chance at big
winnings, venture capital is a losers’ game, as there are ineyitably more losses than
gains. Los Angeles’ Brentwood Associates, for example, estimates that over the next
five years the after tax gain on its present $8 million fund will be $3 milion more
than it would have been under the old law.

Other factors are behind the boom besides more favorable tax treatment. The
Labor Department has told pension fund managers they can invest in new ventures
without violating their fiduciary responsibilities. In the last six months over $50
million of pension money has flowed into venture funds, compared with under $5
million for the previous three years, according to Venture Capital Journal.
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The venture capitalists are happiest when there is a flourishing new-issue market.
That way they have someone to sell their winners to, so they can turn around and
back additional ventures. Without the new-issue market, the venture capitalists
tend to become stockholders, even with relatively successful ventures. The new-issue
market may be meager in comparison with the bull market of 1969 when 698 initial
- public offerings were made, but it is showing signs of revival. Last year there were
46 public offerings in which $250 million was raised, up 63 percent form 1977.
Compare-this with only 9 offerings at $16 million in 1974. This year is even better;
in the first quarter alone, 15 new companies bank-rolled at $68 million—1,000
percent more money than at the same time in 1978. . .

Finally, investors are obviously impressed by the heady performance of these few
successful venture capital deals, such as Amdahl, Federal Express and Intel, which
did get started during the past decade or so. Many venture funds have shown 30
percent to 40 percent annual compound rates of return for that period. Take the
case of venture capitalist Arthur Rock. His $300,000 investment in Intel, made back
in 1969, is worth over $20 million in today’s market. Citibank and First Capital
Corp. of Chicago each put $1.6 million into Federal Express in 1973 and each has
returned about $11 million. Investors have made millions on smaller deals as well.
A 31 million investment in Tandem Computers made in 1974 by the San Francisco
venture firm now know as Kleiner Perkins Caufield & Byers in worth $32 million.

The bulk of the money is flowing into the hands of venture capitalists who, like
Draper, set up limited partnerships for their investors and decide where to put the
money. Each fund is diversified among a number of investments to minimize the
risk. Magnuson, for example, was financed by a group of investors including the
gockefe]lers, Bessemer Securities, Time Inc., Brentwood Associates and Fairchild

amera.

With so much money chasing him, the entrepreneur today can call the shots and
demand a bigger piece of the equity in the new company. Case in point: Chicago-
based GST laboratories, Inc., a company started three years ago that is developing
an instrument to detect breast cancer. Desperately needing financing, inventor
David Phillips and three founders, Richard Reilly, James Kelly and James Ryan,
recently sought out San Francisco's Montgomery Securities. Montgomery offered to
raise $3 million in return for 51 percent of GST’s equity. The offer was turned down
by the entrepreneurs, who have since found a sweeter offer. The Chicago investment
banking firm of John H. Altorfer & Co. has promised to raise $2.5 million (in tax-
shelter money), demanding in return a mere 20 percent of GST’s equity.

Says Gib Myers, a partner in Menlo Park’s Mayfield Fund: “It used to be that you
would spend a month and a half doing homework on a prospective deal. No more.
Today decisions are made in a week because investors can’t wait to get in."” In less
than a week, for example, Kleiner Perkins Caufield & Byers closed their deal with
Keith Swanson, who left Measurex last year to start Econics, a maker of computer-
ized control systems for boilers. The firm bankrolled Swanson to the tune of $1.5
million for 55 percent of Econics' equity. The management team got 45 percent
without putting up a dime.

With so much money available for these deals, many of the excesses that caused
the venture market to collapse in the late Sixties are already beginning to reap-
pear—high valuations, hasty decisions, entry into furiously competitive markets
with second-rate products and novices putting deals together. “There are going to be
some absolute horror stories down the road,” says Timothy Hay, president of Secu-
rity Pacific National Bank's venture capital group. '

Another factor that is pushing money into venture capital is the dearth of good
alternatives. At a time of double-digit inflation, even high-yielding fixed-income
investments show negative yields. The stock market as a whole is not going anr-
where. Gold is for the constipated. And real estate is getting almost ridiculously
overpriced (Forbes, June 11). What's left? Venture capital.

Noel Atkinson, 62, is a California real estate consultant who has for 20 years been
putting together limited real estate partnerships as tax shelters for doctors, lawyers
and other wealthy individuals. Says Atkinson: “Real estate prices are getting bid so
high that people are buying break-even properties. To hell with it, I'm gong to get
ir}!lto }Zenture capital; I just have to call my investors and they will write me out a
check.”

For his first foray into the venture market Atkinson is raising $1 million to
bankroll an electronic graphic-plotting machine developed by a man who has been
unable to get backers for five years.

Many newcomers to the field are mesmerized by the Amdahls, Federal expresses
and Tandem Computers. They forget that these fat successes were spawned when
money was scarce and very choosy. With money less choosy, the failure rate is
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inevitably higher. Moreover, if the recession proves a bad one, mani. of these
fledgling ventures are going to die for lack of fresh capital; today’s eager backer can
easily become tomorrow's hardhearted no-sayer.

Says Morton Collins of Princeton's DSV Associates, a 12-year veteran of the
business: “I don’t think this is a particularly attractive time to invest. I would
rather be countercyclical. Two years from now many of these deals will look
disappointing ot their investors—I look forward to refinancing them at bargain
prices.” He may be right. Yet nobody seems to caré. It's kind of like going to the
races. You don’t really expect to win, but look at the fun you can have if even one
of your nags turns out to be a longshot winner.

|Reprinted from Newsweek, June 4, 1979]

VENTURE CariTaL CoMEs BAck

Just four or five years ago, stagflation, high capital-gains taxes and a bearish
stock market sent venture capitalists scurrymf for cover, and promising young
companies could barely raise a dime. But sud enli‘ venture capital seems to be
blossoming again. In the last year, entrepreneurs have raised an estimated $750
million for investment in fledging companies—an amount roughly equal to all the
venture capital raised between 1969 and 1977. “There's probably more venture
capital available today than there’s been in ten years,” says Fresident Robert Faris
of Alan Patricof Associates, Inc., a New York venture-capital firm.

But venture capital is no longer what it used to be. Back in the go-go 1960s,
investors backed solid propositions and pipe dreams alike and, predictably, many
deals turned into financial disasters. Today, venture capitalists tend to more
conservative, concentrating their investments in companies with at least a few
years of experience and some solid indication of ultimate success. “It’s a lot more
sophisticated game now,” says Fred Warren, a general partner in Brentwood Asso-
ciates in Los Angeles. "People are more selective and more professional, and the
quality of deals is much higher.”

TAX CUT

The new boom in venture capital was touched off last- year when Congress
reduced the maximum tax on capital gains from 49 per cent to 28 per cent. The cut
did two things: it made venture-capital investments more attractive and it encour-
aged innovative executives to leave the security of big companies to strike out on
their own—with the promise of a killing if they were able to take their new firms
public. The government also helped attract venture capital with a Labor Depart-
ment guideline suggesting that pension-fund managers could invest in a certain
number of new ventures and still live us to their fiduciary responsibilities.

At the same time, the stock market was becoming increasingly receptive to new
issues, giving the venture capitalists a greater opportunity to cash in their win-
nings. Last year, for instance, 37 small companies were able to raise $205 million in
public offerings; in 1975, by contrast, only four small new firms went to the market,
raising just $16 million.

The backbone of the current venture-capital community is a string of about 200
smallish partnerships that typically raise $10 million to $30 million at a time for
investment. But giant companies are becoming interested as well. Citicorp, for
instance, has invested $55 million in venture-deals since 1967 and has allocated
another $100 million for the next few years. Exxon Corp. has an estimated $10
million invested in about 30 ventures. Both big companies take limited partnerships
in deals set up by traditional venture-capital firms, as well as seeking investments
on their own.

Big company or small, most of the money goes into high-technology industries,
such as computers, telecommunications and medical equipment. Because of the
%reat risks -involved, the venture capitalists like to spread their money widely.

atricof Associates, for instance, has about $20 million invested in no fewer than
seventeen ventures. The theory is simple: venture-capital firms bet that a few big
winners will make the game worthwhile and produce an overall compounded
annual return of 15 to 25 per cent for their own investors.

WINNERS

In recent years, some impressive success stories have been written with venture
capital. Seymour Cray, former senior vice president of Control Data Corp, was able
to raise $8.6 million from venture-capital firms in 1972 and take his small company
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ublic in 1976—just after he sold his first computer. Cray Research, Inc., earned

3.5 million last gear and many investors have doubled their money.

Similarly, in 1970, venture capitalists Koured $46 million into the Amdahl Corp.—
formed by Gene.Amdahl, who.had left IBM after helping design its 360-series
computers. Last year, Amdah! earned that much and more on the sale of his own
computers. In another big glayoff, Qume Corp., which makes printers for data

rocessors, was founded with venture funds in 1973; last year, it was sold to
nternational Telephone and Telegraph Co. for $147.5 millon in ITT stock.

HIGH STAKES

One of the biggest venture-capital successes in recent years was Federal Express,
the innovative service airline that delivers small packages.'A $5.4 million invest-
ment in Federal by New Court Securities Corp. in 973-74 is now worth $24 million.
But New Court has some frightening moments along the way. Twice, it had to raise
its stake in the company as other investors dropped out.

Still, venture capital isn’t flowing freely to everyone with a bright idea, as it
seemed to do a decade ago. “It’s still quite hard for the beginner to get start-up
funds,” says Faris of Patricof Associates.

But for entrepreneurs who can operate on a shoestring until the big money comes
along, the future looks brighter than it has in years. Venture capitalists now tend to
give owner-managers a bigger share of the pie. And tax experts expect Congress to
give a further boost to venture capital in its next major tax package. Among the
possibilities: a simplified, faster depreciation schedule for buildings and equipment,
a “roll-over” provision that would defer capital-gains taxes for investors if they
immediately reinvest their profits in a new venture, and more favorable treatment
for the now all-but-forgotten executive stock options. The venture-capital firms
themselves apparently sense a better future: right now, twenty firms alone are
raising another $275 million for investment in promising small enterprises.

|Reprinted from Venture, May 1979]

THE OuTLOOK FOR VENTURES SUDDENLY SEEMS BRIGHTER—LOWER CAPITAL GAINS
Taxes MAKE INVESTORS RECEPTIVE; A Top-BRACKET INVESTOR CAN HOPE TO POCKET
$72 INSTEAD OF $50

(By William G. Shepherd, Jr.)

As tax cuts go these days, U.S. Public Law 95-600 didn't receive much fanfare—
hardly a rustle compared to, sg{y, California’s Proposition 13. But when President
Carter signed it into law last November, the Revenue Act of 1378, as it is called,
became a watershed for U.S. venture capital.

Most prominently, the act reduced the tax on long-term capital gains, whacking
the maximum rate down to 28 percent from 49% percent. That means that out of
every $100 in capital gains, a top-bracket investor can look forward to pocketing, or
reinvesting, $72 instead of $50.50—itself a gain of nearly 43 percent.

There is nothing like the allure of capital gains to provoke a healthy itch in
investors, entrepreneurs, and the managers both of venture funds and of fledgling
enterprises. And in the business of nurturing new business, ever{lbody is beginning
to scratch. Big sums of money are flowing into venture partnerships. Investors are
starting to take profits they were. unwilling to take in the past, thus freeing money
for new commitments.

“There've been millions sprung in the past few months,” says an exuberant Burt
McMurtry of Institutional Ventures Associates (IVA) in Menlo Park, Calif., one of
the top venture fund operations. ‘“People are selling things that they wouldn’t have
sold a year ago. And what's exciting to me is they're putting a lot of it into
startups.” o

San Francisco’s Kleiner, Perkins, Caulfield & Byers last summer raised $15 mil-
lion from individuals for a new venture capital partnership. At the start of 1978,
Tom Perkins reports, those investors were very gloomy—but they changed their
minds when the tax cut began to appear likely. After the legislation passed, “I
personally sold stock that I'd held for five years,” Perkins says. “With a 50 percent
tax on it, I figured I'd just as soon hold onto it and let it grow.”

In Los Angeles, Brentwood Associates raised $20 million in December to start its
second fund after a long dry spell. (Its first began in 1972.) “We know that some of
that money was roll-over capital from our partners in Brentwood One,” says Brent-
wood's Fred Warren. His first deals include investments in an existing young
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company, computer-maker Magnuson Systems in California’s Silicon Valley, and a
Ztart-up. discount air service operator Midway Airlines out of Chicago’'s Midway
irport.

On the other side of the fence, the itch is beginning to goad prospective entrepre-
neurs into leaving safe jobs in big companies. “The entrepreneurs are beginning to
stick their heads up,” says Perkins. New York venture capitalist Fred Adler agrees.
“The biggest impact has been to attract good guys, both the guys who start compa-
nies and the guys who run them. We just got a hew guy, Bob Morrison, to become
president of Telxon,” Adler adds by way of example, “‘and capital gains was a big
consideration.” And as more high-quality managers are attracted into ventures,
notes Ed Glassmeyer of Charter Oak Enterprises in Westport, Caonn., “it will make
the ventures higher quality.” -

Under the new act, investors must now add only 40 percent, instead of 50 percent,
of net capital gains to gross income on their tax returns. And the untaxed portion,
now 60 percent, is free and clear—no longer considered a preference item subject to
the add-on minimum tax. Other provisions that help encourage new ventures:

Subchapter S corporations may now have 15 shareholders instead of 10. Actually,
they can have more than 15, because under the new rules a husband and wife can
be counted as only one shareholder. Subchapter S companies—a structure popular
with new companies in the early stages of product development and often aban-
doned once a product begins to be marketed—are not taxed at the corporate level
but, like partnerhips, at the shareholder level.

Companies with up to $1 million of stock can now qualify as ‘1244 companies”
(for Section 1244 of the Internal Revenue Code), double the old _limit. And 1244
stockholders who sell shares at a loss can now report up to $50,000 of that loss on
individual returns, and $100,000 on joint returns, as an ordinary rather than a
capital loss. The previous limits were $25,000 and $50,000.

The investment tax credit, due to drop to 7 percent, was frozen permanently at 10
percent. It was also extended to include some forms of real estate.

The venture capital industry’s lobbyists also prevailed upon the Securities &
Exchange Commission to alter aunother rule that has inhibited the reinvestment
cycle. Under the SEC’s Rule 144, a holder of restricted, or unregistered, stock could
sell off shares without registering them provided he sold no more than 1 percent of
a company's capitalization every six months. At that rate it would take a holder of
20 percent of a company a decade to cash in.

Under the new Rule 144, he can sell 1 percent of the capitalization every three
months. And after five years there is no restriction at all; the shareholder is then
free to sell as much as he wants.

As sensitive as the business is to tax angles, the renaissance in venture capital is
not due solely to the 1978 Revenue Act. It was a dismal stockmarket that put the
kibosh on deals in the mid-1970s. “There was one 12-month period, between mid-
1974 and mid-1975,” marvels Kleiner, Perkins’ Tom Perkins, “when only two compa-
nies started up with capitalizations of over $1 million——Tandem Computers and
Telenet Corp. Only two!” B

Venture deals began to perk up a year or so back when publicly traded shares of
small companies began outperforming the market averages. The key to the revival
was the mouth-watering successes of such companies as Amdahl, éray Computer,
Storage Technology, and Federal Express. N

But the tax cut for capital grains has produced a climate of renewed enthusiasm.
‘“‘Back in the mid-1970s people would say, ‘Capital gains, who needs them? What we
need is to find a way to increase earned income, "’ explains Milt Pappas of New
York’s Euclid Partners. But with Proposition 13, the capital gains tax cut, and
pressures for a constitutional amendment to halt deficit spending, “we have signs
from our lawmakers that we're not going the route to British-type socialism.”
. Says IVA's Reed Dennis, who as president of the National V’énture Capital
Association headed the industry’s lobbying efforts, “If there hadn’t been this kind of
change, you'd have seen money drifting out of venture capital and into the income-
producing real estate field.”

The tax cut has produced tremendous psychological uplift, but it hasn’t prompted
specific deals directly—at least not among the pros who evaluate deals on their
economic merits. “You're not going to go into deal X or deal Y because of the tax
cut,” says Peter Crisp, who heads Venrock, the Rockefeller family's venture arm.
“But on balance, over several years, you'll do more in venture capital generally.”

Boston’s Peter Brooke, in fact, gives the tax cut no credit at all. Brooke, who runs
TA Associates and Brooke & Co., raised $15 million last fall for his third Advent
fund. (His first deals for Advent IIl include two startups, a genetic engineering
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company called BioGen, in Switzerland, and a company in the main frame computer
field, Functional Automation Corp., in Nashua, N.H.}

But, he says, “I don’t think the capital gains tax had anything to do with it”"—
meaning the money he raised. “It was the success of Federal Express last year more
than anything.” The stock promptly doubled after the company went public last
year.

“That opened up a lot of portfolios to venture capital,” he says. But then, more
than half of Brooke’s clients are either foreign investors who pay no U.S. taxes on
tax-exempt college endowment funds.

Something in the neighborhood of $300 million has nevertheless swung to venture
partnerships in the past six months. And one major result is that it is permitting
managers of such partnerships to become entrepreneurs themselves,

Russell Carson and Patrick Welsh, for example, used to run Citicorp’s hugely
successful venture fund. They left last year to form a firm of their own with Bruce
Anderson—Welsh, Carson & Anderson in New York—and have just succeeded in
raising $30 million from institutional investors to do deals.

Charter Oak Enterprises is another case in point. Ed Glassmayer and Stu Green-
field ran Donaldson, Lufkin & Jenrette’s Sprout Fund and had been looking for
money for several years to start a fund of their own. Last November, less than a
month after the tax bill was signed, they raised $25 million and Charter Oak was
off and running.

Interestingly in the light of the tax cut, Charter Oak’s first deals were not
startups but what are called “secondary stock’ deals—arrangments to buy into
existing small companies that are not yet public. In such instances the comgan
typical%y has enough cash that- it has no reason to sell more stock, but its sharehold-
ers are interested in cashing some chi{as through a private tender.

In one case, the existing shareholders hadn’t done too well; they were what
Glassmeyer calls “tired investors. They'd been at it 10 years and we were able to
ouy from them at their original cost.” In another case, the company “was doing so
well it put too high a value on itself,” Glassmeyer says. “But engineers no longer
active in the company were willing to sell.”

Yet a third deal involved Triad Systems Corp., a fast-growing, five-year-old compa-
ny in Menlo Park, Calif., that makes inventory control systems for auto parts
dealers and that expects to gross between $20 million and $30 million this year.
Once again, the company didn't need cash, but management and shareholders
relished the idea of taking profits on some of their holdings.

Triad Systems is one of IVA's companies, and IVA’s Burt McMurtry structured
the deal at roughly 10 times trailing earnings, and 20 times the stock's original
price. That way, McMurtry explains, existing shareholders could sell 10 percent of
their shares, recover their original investment, take a 100 percent profit—and still
have 90 percent of their holdings left. The whole deal amounted to $2.5 million. IVA
took $1.5 million of that, and McMurtry -invited Charter Oak and San Francisco’s
Hambrecht & Quist in for $500,000 apiece.

The management people “were by no means selling out,” McMurtry hastens to
add. One seller was Triad’s president, Bill Stevens, who sold 10 percent of his
shares. Did the tax cut influence his decision to sell? “For sure,” he says.

Private secondary deals like Triad’s used to be rare. “There was never much
liquidity in venture capital,” notes Glassmayer. But they are such a godsend to
investors who've been locked into situations that they're likely to proliferate in the
months to come. "I think more companies should look at secondaries as a liquidity
mechanism,” McMurtry says.

The venture capital lobby isn’t sitting on its duffs now that the tax cut has ione
through.The industry would like to see a further cut in the future, naturally. Also,
venture capitalists are pushing for an investment credit for research and develop-
ment. The credit would be a carry-forward item, explains Brentwood’s Warren. And
it might stimulate more Subchapter S startups—so initial investors could take the
R&D credit themselves.

How to get more deductions for startup investors is a wide-spread topic. New
York’'s Alan Patricoff, in fact, would like to see a mechanism that would permit a
first year writeoff for startup investors, something like the 10 percent investment
tax credit for companies. As an incentive, capital gains is not that significant.
What investors want is nonrecourse leverage and tax savings up front,” Patricoff
says. “There’s no limit to how much money I could raise if I could offer people
startup deductions.

“You'd destroy tax shelters just like that—you'd have tax shelters for different
things, corporate instead of real estate or oil and gas. You'd have to limit it, of
course,” Patricoff explains. "“I'd leave it to the government to come up with a
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formula that suits their social and economic objectives. You could do electronic
companies one year, or companies in the Northeast. You could change it depending
on what you wanted to stimulate.”

Still another tax issue involves management stock options. Nobody uses options as
a management incentive much anymore, because the 1976 Tax Reform Act made
the difference between an option’s exercise price and the stock’s market price
taxable as ordinary income rather than as capital gains. The reasoning was that a
Eerson who exercises an option has not put his money at risk; theoretically, at least,

e can exercise his option by buying his company’s shares at $2 each, for instance,
and immediately resell in the open market at $10 each, say, for an instant $8 gain.

In fact, though, the SEC's insider rules prevent him from selling very many
shares right away. And not only must he pay ordinary income tax rates, he's liable
for the tax as soon as he exercises the option.

That has thrown a monkey wrench into the traditional way of letting manage-
ment share in a company’s equity. “What you can do now is establish a low-cost
stock ownership program,’ says Charter Oak’s Glassmayer.

But the prospective manager doesn’t always have a lot of cash to tie up that way.
And of course, the best way to lure a good manager from a safe job is to reduce the
risks as much as possible. “I try to get them to gamble and buy stock with company-
guaranteed loans,” says Fred Adler. “And in some cases I've guaranteed the loans
myself—I wanted the buys that bad.” :

All in all, the prospects and perils of venture capita), like many other segments of
the economy, have ome inextricably enmeshed in the intricacies of tax law.
Whether they like it or not, entrepreneurs have to steep themselves in the angles.
And by and large, Adler notes, “I've found them to be very sophisticated about
taxes. Sometimes over sophisticated,” he adds, “to the point that you wonder if
they’ve involved to start a new comgany or just to make a quick dollar.” Adler
shudders. “And we all learned about the quick-dollar guys in the 1960s.”

[Reprinted from the Wall Street Journal, Sept. 6, 1979]

PLANS BY BUSINESS FOR OuTLAYS IN 1979 SEEN UNCHANGED

U.S. SURVEY SAYS COMPANIES EXPECT 4 PERCENT SPENDING RISE FOR PLANT AND
EQUIPMENT

(By a Wall Street Journal Staff Reporter)

WasHINGTON.—Business hasn’t significantly altered its plans for 1979 plant and
equipment spendingédespite the Yrospect of recession.

The Commerce Department’s latest survey of business-spending plans, taken in
August, shows that business expects to spend about 4 percent more this year than
last for new plant and equipment, after adjustment for inflation. An earlier survey,
taken in April and May, showed that business planned to increase spending about
4.5 percent this year following last year’s 5 percent rise.

But the latest survey, in adjusting for inflation, assumed a 9 percent increase for
capital-goods prices, whereas the earlier survey used 8 percent. As a result, the
spgéxding figures “are probably close to being unchanged,” a government analyst
said.

The Carter administration, which has been saying that any recession this year
will be a mild one, is counting on a strong business investment performance to help
pick up the expected slack in consumer spending. The government analyst said the
expected 4 percent rise in business outlays “appears to be consistent with a relative-
ly mild slowdown.”

He warned, however, that “these plans could change again if consumption were to
turn sour.” Indeed, the latest survey does show some signs consistent with slower
economic growth. A Commerce Department economist said that in the earlier
survey spending plans accelerated at a 12.9 percent annual rate from this year's
second quarter to the final quarter. The latest survey shows that this acceleration
slowed to a 7.1 percent rate for the same period.

KREPS SEES REASSURANCE IN SURVEY

Commerce Secretary Juanita Kreps acknowledged in a statement that there
would be hardly and “real,’ or inflation-adjusted, increase in business spending
during 1979's second half. But she said ‘“despite the small increase in business
capital formation projected for the second half, the survey provides reassurance that
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business” haven't altered their investment plans substantially even though overall
economic growth declined in the second quarter.

The latest report shows that spending, before adjustment for inflation, was at a
165.94 billion annual rate in this year’s first quarter and rose 4.6 percent to a
173,48 billion clip in the second period. Business spending is expected to be at a
175.29 billion annual rate in the third quarter and at a $179.56 billion rate in the

final quarter.

The Commerce Department economist also said that the latest report shows a
slight reduction from the earlier survey in manufacturers’ spending plans. He said,
“You expect production to slow down somewhat” during an economic downturn.
Still, most government analysts remain convinced that businesses are looking
beyond the valley of recession. Unless the economy experiences unexpected shocks,
t}fxet believe, business spending should remain on a steady course for the remainder
of the year. -

UNADJUSTED RISE AT 13.2 PERCENT

Béfore inflation adjustment, the department said, businesses plan to increase
spending 13.2 percent this year to $174.1 billion, following an increase of 13.3
percent last year to $153.82 billion. Last June, the department said that business
planned to spend an unadjusted $173.3 billion this year, up 127 percent from 1978.

The slight boost, before adjustment for inflation, from the June report reflected
an increase in 1979 spendinf plans in the non-manufacturing sector that offset a
small lowering of spending plans by manufacturers. -

Overall, manufacturers currently expect a 14.6 percent spending rise this year,
down slightly from June’s estimate of 14.8 percent but up from last year's 124
percent increase from 1977. The latest survey shows that durable-goods makers
expect an 18.6 percent rise in caJ)ital outlays, compared with a 14 percent increase
last year. Nondurable-goods industries plan an 11.2 percent increase this year,
following a rise of 11 percent in 1978.

Nonmanufacturing concerns expect to spend 12 percent more this year than last,
up from antll.l percent rise expected in June, but down from last year's 13.9
percent boost.

Here is the breakdown by major industries of ca%i‘tal spending results for past
periods and estimates for current and future periods. For comparability with annual
totals, the quarterly figures are at seasonally adjusted annual rates, in billions of
dollars:

tual total ick 78 Apr.- I} - -

o s | e |l |

Alf industries 153.81 17411 173.46 175.29 179.56
Maufacturing... 67.62 1.8 16.42 78.30 81.95
Durable 31.66 31.53 36.86 38.08 4038
Nondurable 35.96 40.00 33.56 02 41.58
Mining 478 541 531 530 .50
Railroad 33 390 3.66 413 392
Alr transportation 230 k3L 3.2 29 315
Othér transporiation 243 296 2.9 k1) 3.08
Public utiiities 2948 3289 33.24 33.26 .19
Communications, commercial a0d Other .........couvsuvvcssrsisnnd a8 8.2 48.80 813 49.08

[Reprinted from the Wall Street Journal, Aug. 16, 1979)

BusiNess BULLETIN—A SpPECIAL BACKGROUND REPORT ON TRENDS IN INDUSTRY
AND FINANCE

Venture Capital market, continuing its resurgence, attracts top-drawer funds.
 More big companies invest larger portions of their pension and development funds
fn venturecapital situations. Some top-rated companies set up special funds solegf
to invest in new high-technol firms. A. Bloomfield, venturecaptial special-

~ ist at Ladenburg, Thalmann & Co., says, '“The risk-to-reward ratio in this area is

more favorable to the investor than it has been in some time,” due mainly to recent

changes in rules on capital-gains taxes and sales of unregistered stock. .
Time Inc. has set up a $10 million fund for investment in firms just getting

started in a variety of fields. “This allows us to participate in new growth industries
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without changing our own structure,” says a spokesman. Two winners Time had
money on: Atari Inc., a small firm that made it big in electronic TV games, and
Telenet Inc., recently acquired by GTE for $55 million.

Venture-capital underwritings, usually initial public offerings of stock, raised
$33.9 million in the second quarter, a five-year high, says one industry report.

Mr. WALKER. The most vivid area, the most constructive area—in
fact, the area that really piqued the interest and attention of the
late William Steiger in introducing the legislation in the House, is
the field of venture capital. There has been a dramatic increase in
the availabilitgeof venture capital documentedbolg' many sources.

As Senator Bentsen said, he had to get somebody from Japan to
testify on productivity. One of the points that impressed Mr.
Steiger so much in the introduction of the legislation, was that the
venture capitalists on the west coast said they had to go to Japan
to g;t venture capital to put into businesses over here.

itics of the cut in capital gains will argue that the econometric
studies, some of which were sponsored by the American Council,
indicated at the time that there would be a significant increase in
the price of corporate stocks. They look at the stock market and
say, aha, the legislation is a complete failure.

at overlooks a number of factors.

The most important factor is that the first impact of a reduction
in the to;;ucapital gains rate from 49 percent to 28 percent will be
the unlocking effect on individuals and other taxable holders of the
stocks who want to get out and take their capital gains. This
;neanst the initial impact in the market tends to be a selling
impact. :

e second aspect, and I think many of us could make a very
strong case for this, is that given all of the tremendous pressures
on the stock market in an age of double-digit inflation, the capital
gains reduction, by increasing the after-tax return on holding
stocks has helped significantly to mitigate the drop in the market.

We do not yet know much, although perhaps the Treasury people
do, about the final point which has to do with what happened to
revenues. If there was a significant unlocking effect, we would
expect the revenues received from the realization of capital gains
to start to just do the opposite of what they did after the tax rates
were ralsed‘ in 1969. Then realizations went down and tax receipts
went down. .

We would expect the l(zgposite impact this time. I will submit
that material for the record.!

Senator Byrp. Thank you.

Senator BENTSEN. Mr. Chairman, on this very point about ven-
ture capital, because in our capital formation hearings that we
started some 4 years ago, we were expressing our concern about
what had happened in new issues. But in 1977, professionally man-
aged venture capital firms raised approximately $20 million.

That was in 1977.

In 1978, particularly in the last half, you had approximately $215
million raised by such professionally managed venture capital com-

panies.
Through mid-May of this year, you had almost $70 million
raised.

1See p. 107.
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Stock issues for firms going public for the first time are on the
rise. In 1974, only nine firms tapped the new issues market for a
total of $60 million.

During 1978, 46 public issues raising $250 million. That is an
increase of 63 percent over the previous years. Figures for the first
hqg" of 1979 show even better figures, with 37 firms raising $227
million.

Thei'e is a substantial change in what has happened to venture
capital. '

genatcr Byrp. Are there any further questions of this panel?

Thank you, gentlemen.

[The prepared statement of the preceding panel follows:]

STATEMENT OF DR, CHARLS E. WaLKER, CHAIRMAN, AMERICAN COUNCIL FOR
CAPITAL FORMATION

Mr. Chairman and Members of the Committee, my name if Charls E. Walker,
chairman of the American Council for Capital Formation, I am grateful for this
opprtunity to present to the Committee the views of the Council on S. 1435, the
Capital Cost Recovery Act of 1979.

he American Council for Capital Formation is a rapidly growing association of
individuals and businesses dedicated to promoting the productive investment that
fosters stable growth, limits inflation, and creates jobs for our expanding labor
force. Established in the early 1970s, the Council has actively supported legislation
to eliminate the bias in our tax system that favors consumption but works against
the saving and productive investment that increases productivity. Among the most
important of these measures have been the reductions in the corporate income tax
rate, liberalization of the investment tax credit, and last year's sharp cut in the tax
rate on capital gains.

Today we are esgecially pleased to voice our strong support for the Capital Cost
Recovery Act of 1979. This legislation, known as 10-5-3, would both simplify and
liberalize business recovery of capital costs. It would, over a five-year period, abolish
the useful-life concept and classify depreciable business assets into three groups,
each with a different cost recovery period. Class I assests, generally buildings and
structural components, would be eligible for a 10-year cost recovery period. The
costs of assets in Class II, limited essentially to machinery and equipment, would be
recovered over a five-year period. Class III assests would include certain short-lived
assets such as cars and light duty trucks whose costs would be recovered over a
three-year period. An annual limitation of $100,000 on the amount of investment
qualifying under this class would also be in force. The new capital cost recovery
system would not be applicable tb investment in intangible assets, residential rental
property or land.

In addition, the full 10-percent investment tax credit would be allowed for invest-
ment in both Class I and Class II assests to the extent that such investment
qualifies for the investment tax credit under current law. Investment in Class IIi
assets would be eligible for a 6-percent investment credit. Credit recapature rules
would also be established.

It is no overstatement to suggest that 10-5-3 is the most innovative and construc-
tive business tax legislation since introduction of the investment tax credit in 1962.
However, before turning specifically to this proposal, let's evaluate the capital
formation movement,

CAPITAL FORMATION: WHERE WE ARE AND WHERE WE'VE COME FROM

Memories being short, we are likely to forget that only a few years ago, when the
debate on the capital formation issue really got under way, there were many in
Congress and outside who argued strongly that there was no capital formation
problem, that stimulation of consumer demand was all that was needed to foster
such formation, and that in any event the type of tax cuts advocated by capital
formation supporters were politically unrealistic. Thus the case for tax changes to
promote capital formation became entwined in the ongoing debate over “tax
reform.” Capital formation measures tended to be smothered by charges that the
Federal tax system was shot through with loopholes, that the rich get away with
murder when it came to paying taxes, that corporations could be taxed with no
ultimate impact on people, and that the impact of capital formation tax measures

56-073 0 ~ 80 = 9
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on the Federal budget were far too large to contemplate. As recently as 1971, when
Treasury officials wer arguing strongly for reinstatement of the investment tax
credit and liberalization of depreciation schedules, a prominent liberal economist
characterized the proposals as 'red meat” for business and “bare bones” for con-
sumers.

The issue, although debated widely, was not solidly joined until mid-1975, when
the House Wa{s and Means Committee began hearings on what became the Tax
Reform Act of 1976. In addition, Senator Bentsen launched highly constructive
cagital formation hearings in his Subcommittee on Financial Markets.

lowly but surely, both the public and Congress became convinced that the
developing capital formation problem was not only significant but its solution could
indeed be crucial to the nation’s well-being. Moreover, tax reform pressures of the
traditional “loophole-closing” variety crested in 1976, and subsequently considera-
tion of measures to promote widely esteemed but longneglected goals of increased
saving and investment moved center stage. The urgency of the problem was brought
home even more forcefully by poor productivity performance in this country relative
to our competitors in world markets, with the resulting negative impact on our
balance of trade and the value of the dollar abroad.

Viewed in this perspective, the highly constructive Revenue Act of 1978, which
your Committee helped shape in significant ways, marked a major turning point in
economic policy in general and tax policy in particular. As to general policy, we
began to turn at long last from Keynesian prescribed policies which affect overall
demand, to the supply-side considerations that deal with incentives to work, save,
and invest. As to tax policy, attention shifted in the country and in the Congress
froot:l\ tgg question of how income should be distributed to how best it could be
produced.

In the process, the barriers to truly productive tax reform for capital formation, if
not destroyed, were in effect overrun. The Carter Administration’s last fling at
closing the alleged loopholes in 1978 was almost totally rejected by the Congress.
Attention- moved from a few millionaires able to take advantage of a shrinking
array of tax shelters to the American Middle Class, which was bearin§ on over-
whelming portion of the rapidly rising Federal tax burden. Members of Congress
come to realize what typical Americans had really believed all along—that taxes
leved on business are ultimately paid by people; that is, that business does not pa
taxes people do, with the burden either passed backwards to those who take the ris
and provide the badly needed saving and investment, or forward to_consumers.

And, surely not least in importance, Congressional tax leaders—especially on this
Committee—finally rebelled against long-standing Treasury and staff approaches to
estimating the budget costs of tax measures. The secondary or ‘“feedback” effects of
tax changes to promote economic growth and, therefore, taxable income, were
actively considered and, in the case of the capital gains tax reduction, plugged into
the estimates. Moreover, this Committee recognizing the inadequacy of existing
Keynesian demand-oriented economic models, commissioned the development of a
modern supply-side model, which I understand is to be ready by next march. In
addition, the American Council for Capital Formation: Center for Policy Research
has sponsored work in this important area. Our model—the “Prototype Wedge
Model ™" developed under the leadership of Professor Arthur Laffer—has been
made available to this Committee and staff and we hope that it will prove useful as
tax measures are debated.

r. Chairman, nothing demonstrates more vividly just how far the country and
Congress have come in the capital formation movement than to cast our minds back
to the early 1970°s and ask: How would the proposal for 10-5-3 have been received
at that time? In all probability, it would have been subjected to extreme criticism
and even ridicule. Tax purists would have attacked the scuttling of the useful-life
concept with respect to capital cost recovery as heresay. The static revenue cost
would have brought forth forecasts of huge increases in the Federal deficit. And the
whole exercise would have been castigated as a “Fat Cat” plot to provide a “bonan-
za” for business by further “stacking” the Federal tax system in favor of the rich
and against the poor. The fact that only a few voices are now raised in objection to
10-5-3 testifies to the great progress that has been made. And the fact that such
progress has been made where it really counts, in Congress, is emphasized by the
i\{umber of co-sponsors of 10-5-3 legislation—a clear majority of Members in both

ouses.

Before turning to the case for 10-5-3, one other aspect of the current situation is
noteworthfn I refer to the broad and deep support in the business community for the

roposal. It is neither a big business nor a small business measure; the capital
ormation benefits are spread equitably across the board, and the legislation is

-
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supported by large and small businesses alike. And even though the first-order
impact of the legislation will tilt strongly toward capital intensive industries (after
all, that’s where capital formation is most important), the legislation is supported by
individual companies and groups that are not capital intensive, such as retailers,
banks and other service institutions.

THE CASE FOR 10-5-3

This Committee will hear from other witnesses who will address the finer points
of the Capital Cost Recovery Act. Let me take my few minutes to speak to its
overall merit, and also to answer some of the broader criticisms of the measure.

Given the gency of our capital formation problem—and few dispute that urgen-
cy today, 10-56-3 is surely the most cost-effective approach to meeting that problem.
Liberal capital cost recovery provides a bigger and more certain “bang for the
buck” with respect to business direct investment than perhaps any other tax meas-
ure (the investment credit may be an exception, but Congress at this stage does not
appear disposed to increasing the level of the ITC above 10 percent). For a business
to receive the depreciation tax cut, the investment must be made. Although highly
desirable on their own, cuts in the tax rates on such things as corporate profits and
capital gains do not involve the direct, expansive relationship to business invest-
Y o pl;::egr ﬂm;ﬂlmm' her highly desirable qual

© proj capital recovery system possesses other y desirable qualities.

First, when the system is fully phased in, businesses will be able to recoup most of
their capital investment even under high rates of inflation—today’s drastic under-
depreciation of business capital will be largely offset. ’

nd, the pro simplifies the Internal Revenue Code because its separates
the so-called useful-life eoneeft from the depreciation of capital assets. this is
particularly important to small business men, most of whom find the present asset
de;.rhoiclation range too complex and too coetly to comply with.
rd, the system will virtually eliminate the present tax bias against investment
in very long-lived e?uipment, which is much more prone to be burdened with the
change in the rate of inflation and unforeseen technological obsolescence.

Fourth, 10-5-3 will have a relatively modest negative impact on Federal revenue
initially under the frofposed hase-in of the system. This is particularly true when
the very considerable feedback effects are considered, as they correctly ought to be.

Opponents of the proposal have centered their criticisms on two points—elimina-
tion of the useful life-concept and the belief that 10-5-3 is a “giveaw&i\}'" to business.
Some tax and accounting purists argue that abolition of the useful-life concept will
violate accepted accounting practices. This argument fails to distinguish between
the goal of tax policy, which is to raise revenue with the least damage to the
economy, and the goal of traditional actounting practices, which is to provide
management and owners with the best possible understanding of the operation of
the firm. Tax policy should not serve to allocate resources contrary to the public
interest, nor should it unduly distort management decisions. The present useful-life
system can only be justified under conditions of zero inflation and a known rate of
technological obsolescence, neither of which describes the real world. .

Others argue that 10-5-3 is a “giveaway” of tax revenues to business. These
critics fail to recognize that, as noted earlier, it is not the business concerns which
pay taxs; people do—the owners, creditors and customers. Second, with the inflation
of the past decade, many business concerns have been paying taxes on their capital
and not on real income, since nominal business profits have been greatly overstated.
Third, the real question relates not to any projected reduction (calculated in static
terms) in business tax li)ayrmmtzl as a result of 10-5-3, but the impact of that
reduction on growth, inflation and jobs. We submit that that impact will be both
positive and large.

CONCLUSION

The case for the Capital Cost Recovery Act—which, I repeat, is landmark legisla-
tion—is very strong. The crucial nature of our capital formation problem—the need
to shape the tax system so as to encourage saving and productive investment—
demands action at the earliest possible date.

These hearings are therefore timely indeed, and it is to be hoped that they will
pave the way for favorable action on 10-5-3 in the 96th Congress.
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STATEMENT OF EpDWARD H. PENDERGAST, REPRESENTING THE NATIONAL
FEDERATION OF INDEPENDENT BUSINESS

Mr. Chairman and members of the committee: Thank you for this opportunity for
the National Federation of Independent Business (NFIB) to share its views with you
on these important ten subjects. As you undoubtedly know, NFIB represents over
585,000 small business member firms. Our membership represents all segments of
the small business community. One of the most serious problems facing our mem-
bers is that of capital formation. Qutside sources of capital are scarce, so growth
must be financed internally to a large extent. One way to facilitate this type of
activity is by creating a satisfactory cost recovery system. To be satisfactory, it must
be fair, simple and competitive with large businesses and with our international
competitors. The present system is not equitable. The need for an effective capital
cost recovery extends well beyond the small business community. Our productivity
rates as a nation are becoming less competitive. Our exports are being hurt due to
our inability to produce products at the same price as other countries. In order to
continue to expand employment we must have a modernized plant capacity equal to
other Western nations. Our testimony will not address itself to the issue of imports
to the country as a whole but, rather to the small business community.

Historically small business has not been able to amortize the purchase price of
capital assets as rapidly as larger businesses. While there may not have been a
conscious attempt to cause this situation, the effect has been the same. The prime
culprits have been the complexities of the Internal Revenue Code, the rules and
regulations of the Internal Revenue Service and their attendence paperwork re-
quirements, :

The only relief afforded business in the capital recovery area recently is a very
complex alternative called Asset Depreciation Range (ADR.) As the enclosed list
shows, all assets owned by companies under $100,000 in assets are not covered by
ADR, but 86 percent of all assets owned by companies over 100,000 are covered by
ADR! Little wonder, since the second paragraph of the. regulations refer to 25
definitions necessary to understand terms used in ADR! (Reg. 1.167 (2)». Since 95

rcent of depreciable assets of ADR electors are those with companies with assets
in access of $100 million, this amounts to a benefit almost solely available to giants.
The amount of this benefit alone was estimated at $9 billion in 1974. The Capital
Cost Recovery Act repeals ADR and more. For small business, the two most impor-
tant aspects of the bill relate to the distributive benefits and to the simplicity.

THE DISTRIBUTIVE EFFECT OF THE CAPITOL COST RECOVERY ACT

Much has been said of the benefits of the Capital Cost Recovery Act. There has
also been much discussion as to who will receive this benefit. It is very difficult to
determine what size companies will receive the maximum benefit. Some people have
claimed that 75 percent of the benefit would go to the largest corporations in this
country, representing 1/10th of 1 percent of the total number of corporations, and
that 25 percent of the benefit would go to the smaller businesses. This is based on
the assumption that 75 percent of the assets are held by those corporations and that
the benefits of the Capital Cost Recovery Act will insure equally to every company.

This is clearly not true since the three-year provisions in the Bill are much more
advantageous for small companies since the limitation of the three-year life is for
the first $100,000 of assets and the investment tax credit will increase from 3%
percent to 6 percent, and companies taking straightline life, due to the lack of
either knowledge or some other reason, will now receive a larger benefit because of
the automatic acceleration of the rate of depreciation.

Another clear differential is that the benefits of the asset depreciation range
bracket (ADR) system of capital cost recovery will be repealed upon passage of the
Capital Cost Recovery Act.

o give sume perspective to the import of this, when the class life asset depreci-
ation range system (ADR) was FUt into effect in 1971, the then Undersecretar* of
the Treasury for Tax Policy told me that this would be a $9 billion benefit. The
attached part that shows the use of ADR will show that 97 percent of that benefit
went to companies with assets in excess of $50 million and only 3 percent of that
went, to the benefit of companies with assets of $50 million and under.

This means that the disparity created by ADR will be eliminated under this new
Capital Cost Recovery Act which treats everyone roughly the same and eliminates
the current prejudice against the small company created by ADR. We sa{)eroughly
equal because there are instances where the three-year life will be more beneficial
to a smaller company because the larger companies will have to use a five-year life
for automobiles and light delivery trucks once they reach $100,000.
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Putting aside for the moment the subject of what the benefits of the ten-year life
for non-residential real property would accomplish, we would like to concentrate for
a moment on the benefits of the five- and three-year life sections of the Bill.

We attach a number of examples of how much benefits would be received by some
typical types of companies. We understand there are other companies that will
receive more benefit and there are some that will receive less benefit, but these
examples, albeit arbitrary, will show some of the advantage relatively depending
upon the size of the company. It can be seen that the benefits in dollars clearly are
in favor of a large company. This is true of any system that is relatively non-
discriminatory, since if you have 10 times the number of assets, and you have
enough taxable income, and your taxable bracket is higher; then you'll get more
benefit than the company that does not have the same size assets and the same tax
bracket, due primarily to the fact that the smaller oomlll):ny ys less tax. If we
analyze, however, the percentage benefits, it looks somewhat different. See Table A.

TABLE A—USE OF ADR DEPRECIATION BY ASSETS SIZE OF BUSINESS

Depreciable assets

Percent

of Percent of

Asset size sssets  folal assels
Al businesses ADR electors u&u In size group
$0 to $500,000 W 881125449 $552,528 1 14
To $1,000,000 38,796,041 497,651 1 33
Subtotal 125921430 1,050,185 1 107
To $10,000,000 102,151,343 6147522 6 9.2
Sublotal 33073833 7,197,707 3 199
To $100,000,000 108261700 2975132 2 92
Sublotal 341,335538 36949098 11 21
To $1 billion 2708951 16140930 N 194
Over $1 billon 604,079,152  5s6322m R 515
Total : 1172514206 754750697 64 100.0

Source: Office of Industrial Economics, Treasury Department, July 14, 1977; based on 1974 ADR data.

- THE SIMPLIFICATION ASPECTS OF THE CAPITAL COST RECOVERY ACT

One of the major aspects of the Capital Cost Recovery Act is the element of
simplification. The present system of depreciation is extremely complex. I refer you
to our exhibit which is a copy of the seven es used to describe depreciation in
IRS Publication No. 334, “Tax Guide for Small Business—1979 Edition.” (Exhibit B)
. . Starting with page no. 44, the amount of description used here could be reduced

s‘}gniﬁcantlytl;! eliminating major portions of the verbiage due to the simplification

of the Capital Cost Recovery Act. The section entitled “Useful Life” could be
eliminated; the section entitled “Salvage Value” could be eliminated; the subject
entitled “Additional First ion” _be eliminated; the “Methods of
Computing Depreciation” can be eliminated, since there will onl be one method. In
lieu of this, there could be a reasonably short section saying: “M’;thod of Computing
Depreciation”, which might read as follows:
ere are three types of assets generally used in computi og depreciation:

1. Automobiles and Light Delivery Trucks—the first $100,000 is deductible over
three years as outlined in the attached schedule.

2. All other tangible personal property is depreciated over 5 years using the
attached schedule.

The investment tax credit is 6 percent for the first $100,000 of automobiles and
light delivery trucks and the balance of tangible personal property receives a 10
percent investment tax credit.

3. Real tegmpert that is non-residential which has a useful life now of 10 years,
depreciated over the attached schedule.

eliminates the explanation for straight line method, declining balance
method, salvalg: value and sum-of-the-years digits. Under the section that is called
“Real Estate Depreciation”, they give a brief description of the methods for calculat-
ing depreciation on real groper? which primarily are for non-residential real prop-
erty, the 10-year life method and the old rules apply for other types of real property.
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The brief explanation of class life asset depreciation range system which is used
by over 30% of the major corporations can be eliminated.

It should be pointed out that the explanation under ‘‘Class Life Asset Depreci-
ation Range System” is so vague and general as to preclude the utilization by the
normal small business. It is obvious why the description is not broader in the
brochure since the first regulation under ADR requires a knowledge of some 25
different terms which may explain why the advantages of ADR have been enjoyed
by major corporations and not by the average small business.

There are a number of other simplifications that are helpful to small business
that aren’t emphasized in this previous comparison. Once fully implemented, the
system will allow the average small businessman to go to the “Tax Guide for Small
Business” and figure his own depreciation assuming that IRS is clever enough to
add a worksheet for these purposes!

All choices have basically been reduced down to a very few. The system automati-
cally qualifies the small business for the benefit of accelerated depreciation. If the
small business decides that there is too much depreciation in this year, they may
carry it over to a future year which serves as a method of income averaging for the
companies with less than $100,000 of taxable income.

The major complexity of the Bill is in the transition rules. To facilitate this
complexity for small business, we recommend that in the Class 2 Category, $100,000
of additions be allowed or allowable for the new lifes at once. This removes any
_ problem of transition from over 909 of the corporations.

NFIB strongly sulp?orts the Capital Cost Recovery Act. We urge that implementa-
tion for five years life assets be immediate for the first $100,000 of depreciation to
eliminate the complexities of transition for 90 percent of companies. We further
suggest that excess dei)reciation be allowable to specific assets for simplicity sakes.
The essence of the bill is in the 5 and 3 year life provisions for tangible personal
property. If the revenue impact of the Act is too costly, we suggest that any
adjustments might be in the 10 year provisions relating to real property. This could
be in the form of limitations in amount of 10 year depreciation or extension of the
10 year life to a longer period.

e would be pleased to answer any questions you might have.
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Senator ByRrp. The next witness will be the distinguished Secre-
tary of the Treasury, William E. Miller.

Mr. Secretary, the committee is delighted to have you this morn-
ing. I remember so well when you testified some months ago before
this committee, I felt that your comments in regard to depreciation
were the most direct and the most effective that I had heard from
anly witness who appeared before the committee.

was much impressed with that, and I rather suspect that this
legislation now before us resulted, to some degree, I gather, at least
from your previous testimony.

'V\II)e are pleased to have you today and you may proceed as you
wish.

STATEMENT OF HON. WILLIAM E. MILLER, SECRETARY OF
THE TREASURY

Secretary MILLER. Thank you very much, Mr. Chairman. I would
like to make a few opening remarks and perhaps refer to some
charts, which I hope my associates can make available to you so
that perhaps I can make my points by referring to a few of these
charts as a more appropriate and faster way to come to the bottom
line of what I would like to say this morning.

For some time, as you know, I have testified here that this
country has been lagging in our productivity gains, and this is a
serious concern. :

No doubt, a number of factors account for this, but a good deal of
it may well be related to the fact that we have been falling behind
in our capital investment.

If you will just look at chart 1 for a moment, you can see the
business fixed investment as a percent of GNP we have had in the
United States going batk to 1955.

The total has varied not too much around 10 percent. Since 1965
it has been up a little bit, but generally it has been fairly flat.

In terms of producers of durable equipment, it has moved up in
the last 10 years somewhat, but this would have to be adjusted by
the degree to which producers durable equipment has been made
up of mandated environmental and safety equipment as distin-
guished from productive equipment. There 1s somewhat of an over-
statement, unless you account for these mandated expenditures.

Nonresidential structures have been declining.

I think that this committee well knows that other major indus-
trialized countries have been spending considerably more than this
for their fixed capital investment. Japan, over 20 percent; Germany
over 15 percent. As compared with other nations who have had
good records in productivity, it would seem that we are under-
spending.

If you look at chart 2, you can see some of the consequences of
low investment spending relative to today’s requirements. Looking
back on the whole post-war period, our productivity gains were
quite satisfactory for 20 years after the war. You can see the trend
line. For the nonfarm sector of our economy, we were running
about 2.5 percent annual productivity gains. For the economy as a
whole, including farm, it was about 3.1 percent.

Looking at just the nonfarm sector you can see for the last 10
years how we have come down in our productivity increases we
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have shown a very poor performance over this period, and, in
recent times, even more so.

If you will look at chart 3, you will also see what has been
happening in the present business upswing from the recession in
1974 and 1975 compared with previous cycles. .

Productivity tends to vary with business cycles. During the five
cycles before the last one, you can see by the solid line that output
per hour in the nonfarm sector came up to the business cycle quite
satisfactorily.

In the current upswing, performance has not been so good.

This has been another way of stating the obvious, that we have
not been doing well enough.

If you look for a moment at the next chart, chart 4, you will see
a little more of this phenomenon broken down by industry. I think
that it is important that we begin to look at the sectors of our
economy in order to identify where this problem may lie.

The most obvious thing, looking at chart 4, is that there have
been very substantial productivity gains in the communications
industry. This, no doubt, is because the major technological break-
throughs and because of very heavy capital spending.

Utilities had done well, for a period, until about this decade and
have been slowing down in this decade. Manufacturing overall has
been a long upward trend. Trade has beén less. Construction has
actually been losing ground in productivity. That perhaps is one of
our most serious areas for concern.

If you will flip to chart 5 we will look at this another way. We
were looking at broad sectors of the economy including trade and
construction. We now breakdown the manufacturing sector. An
interesting note here is, that motor vehicles have done fairly well.
E(indurables are plotted on the first solid line there, durables

elow. .

Of course, this is not an effort to plot all sectors, but to point out
some other phenomena. Primary metals, one of our basic indus-
tries, has done very poorly. This is one of the reasons that we have
i:eased to be competitive worldwide, and it has caused some prob-
ems. .

" Now, with this background, it is clear that there is a great deal
of merit for some program of combining the objectives of simplifica-
tion of capital recovery and increased incentives for investment.

The 10-5-3 proposal that you have before you is certainly intend-
ed to accomplish these things.

There are reasons to believe that this general approach is well
worth pursuing. I would like to leave. you with a few impressions
this morning, however.

One is, that while this is a very meritorious approach, I think we
need to dig deeper into the proposal to see, to make sure, that it
would be directing itself to all of the intended purposes.

Is it, in fact, targeted in on the problems that we are trying to
attack, or are there some other things that we need to do?

I might mention in passing that 10-5-3, which 1 will not describe
because it is well known here, does have some revenue impact. It is
phased in to try to moderate that impact in the early years; but in
the first year, if this were enacted, our calculation would be on the
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gross effect on the economy would be a revenue loss of about $4
billion and this would run up to $50 billion by 1984 in lost revenue.

Senator CHAFEE. $15 billion?

Secretary MILLER. $50 billion.

There is a dramatic effect from this, of course. There are other
activities in the economy, job-creating activities that will give us
revenues and our calculation is that there would be about a 30
percent recovery so that by 1984, this program would probably
have a net revenue cost of $35 million.

1]"ust mention that in passing.
ere is no doubt that our present system is somewhat cumber-
some. It may be particularly cumbersome for small businesses.

There are many choices that business has to make under the
present system of capital cost recovery. The first thing a business
has to do is to decide whether it wants to follow the asset depreci-
ation range approach that has been permitted now for some time
and, if so, then the business would have to choose the particular
useful life within the range that is allowed.

A second major choice, of course, is among the various ways of
depreciation itself. Will it be sum-of-the-digits, double-declining, or
straight-line depreciation? Those do add to complexity.

There is something to be said for moving toward a more simpli-
fied structure but let me just begin by pointing up that as we move
to simplification we may have to be aware of the different effects
on different kinds of industries.

If you go to table 2, which is a little table there that shows you
the best allowable ADR depreciation periods compared to 10-5-3,
we have g“ust selected five major industry categories and compared
them with a 10-5-3.

If you look at the first column, it shows that in all industries
autos and light trucks would be written off in 3 years. Under 10-5-
3—up to a limited amount. Average life for these assets are now
3% years and they vary from 3.1 in the motor vehicle industry to
utilities with 4.5.

If you look at other machinery and equipment, 10-5-3 would
have these depreciated over 5 years. You would see that this varies
considerably under present law with the lowest numbers being for
the construction industry, which is already at 5.1, and the highest
being for utilities, 20.4.

If you take buildings, of course, moving to 10 years means a
substantial change from the 30-plus years that are used now by all
industry.

For your information, we have also attached table 3 which shows
industry details for a wide range of industry. I will not bother you
to go through them. Present practice needs to be compared in this
way with 10~5-3 so that we have a good understanding of what we
think might happen.

Now, because of differential effect among industries, it might be
worth looking at chart 6, just for a moment, which shows in these
same five illustrative categories what would happen under 10-5-3.
Here we show the dollar savings as a result of 10-5-3, per dollar of
projected investment.
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This shows for example that the construction industry would
move up a bit. By 1984, it would be getting close to 5-percent tax
savings per dollar invested.

Motor vehicles would actually have a dropoff in 1981 because of
the changing treatment of tooling. By 1984, this industry would be
getting 7.5 cents per dollar of investment. Primary metals would be
getting very large improvements, communications also very large,
and utilities the largest of this particular sample.

Again, we have attached table 4, which gives you the same
information for a much larger list of industries.

Finally, if you would just turn to chart 7, we begin to see how
this works out in terms of the relation of the dollar savings from
10-5-3 as compared to the productivity experience.

So here we have, on the left side, the tax savings in 1984 as a
percent of investments. On the right side, the average of last 5
years of productivity growth.

If you look at construction, construction would get very little
benefit from 10-5-3 and it has a very poor productivity experience.
So, in a sense, the target does not seem to fit.

On the other hand, utilities is a case where there would be very
large benefits. They have had very low productivity and there
seems to be a good match there for providing incentives for invest-
ment that might attack a productivity problem.

Communications would receive a very large tax savings, but they
already have one of the highest productivity gains. So 10-5-3 would
be targeting the incentive for investment in an industry that is
already highly productive.

Primary metals has a substantial improvement in its tax saving,
and apparently, it needs it because its productivity has been quite
poor.

The purpose of this is not to come to any bottom line conclusion,
Mr. Chairman, about how tax reductions should be distributed, but
merely to illustrate as we go about this program, it may be worth-
while for us to dig deeper. We should make sure that our objective
of simplicity does not so limit the outcomes of such a program, that
a good deal of reduced tax revenues goes into areas that do not
have such a heavy claim upon their use.

These varying effects among sectors are worth noting.

I would also just note a couple of other points. One is in trying to
achieve what I believe is a very worthwhile objective of liberalized
depreciation, I think that we need to look at all of the facets.

For example, the combination of a 10-percent investment tax
credit, a 5-year writeoff for machinery and the use of double-
declining depreciation actually works to give a better tax benefit,
out on a discounted cash flow basis, than expensing machinery in 1
year, if there were no tax credit. You start off paying only 90
percent of the asset price and then within 3 years you have depre-
ciated 76 percent. The effect of that is you get a better benefit from
such a writeoff schedule than if there was just an expensing in 1
year. ‘

So I think that we have to weigh this kind of mathematics into
the discussion of what we are trying to accomplish here.
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If, in fact, the progosal is to be more beneficial than the expens-
ing, it mi%ht even be simpler to expense everything and not go
through all the accounting.

This raises some other issues that we want to examine,

One is that productivity is a major national problem. It is essen-
tial that we reestablish conditions for productivity gains if we are
to overcome inflation. To do this, we are going to need conditions
that will encourage additional investment—we are underinvesting.
The next point is that we perhaps should try to target that incen-
tive for investment using accelerated depreciation in a way that
puts the revenue losses where they can do the most good in helping
us overcome our productivity shortfall.

I would stop at this point and merely say that I hope that we
will have the opportunity for future hearings and otherwise to
share our thinking, so that we can develop programs in due course
that would be responsive to these problems.

I cannot close my remarks without pointing out that the admin-
istration does have a series of priorities. One priority is to assure
that we have established fiscal discipline, that we do meet our
objectives to reduce Federal deficits and move toward a balanced
budget as rapidly as possible. I think in the administration we will
want to weigh that objective against the needs of attacking this
productivity problem. We will want to make our recommendations
as to timing of any such pro%:'am consistent with what we believe
to be the proper direction of the fiscal posture.

Thank you very much, Mr. Chairman.

Senator Byrp. Thank you, Mr. Secretary.

Would it be fair and accurate to say that you feel that there
should be a liberalization in the depreciation schedule but that you
are not totally sold on the 10-5-3 formula?

Secretary MILLER. Mr. Chairman, your statement is accurate.

I feel that liberalized depreciation is an appropriate way to pro-
ceed and I have only two questions about it: One, the timing when
we would put it into effect, and two, the precise formula that we
would use so that we would accomplish the intended objective.

Senator Byrp. On your chart 7, why should there be such great
disparity between the annual productivity growth as a result of the
adoption of 10-5-3?

Mr. MiLLEr. Chart 7 shows on the right side the actual productiv-
ity experience in the last b years.

Senator Byrp. The actual experience. I misread that.

Secretary MiLLER. This shows the purpose of chart 7. It is a very
important chart.

It is intended to show where we had poor productivity gains—
and obviouslg', we have had very poor productivity gains in con-
struction and primary metals in the last 5 years. %hey both have
been negative.

The left side of the chart shows how much savings per dollar of
investment would go to those industries. Here construction which
has had a poor record on productivity would get a modest savings
from 10-5-3, while communications which actually has a productiv-
ity gain would get a high dollar saving.

So, if you will, we would give, through accelerated depreciation,
the equivalent of a tax-free loan to an industry because you create

‘
56-073 0 - 80 - 10
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the tax flow faster than the consumption of the capital. This is a
good way to provide incentives.

In the communications case, we would be creating that in an
industry that already has a very high productivity record.

I must say—and we all note—that the past is not always the
mirror of the future. We must not be too simplistic. I am not
suggesting here that the communications industry should not have
proper incentive for future investment because that productivity
might slip if we did not have continued investment.

I am not trying to prejudge where we come out, Mr. Chairman.
But we shouh{ try to discover, based on the past record, whether it
is likely that 10-5-3 would target the moneys in the most effective
channels.

These results would lead us to believe that we might want to
make some sector judgments in depreciation allowances rather
than just going to one formula for all industry.

The purpose of attaching the tables to the testimony is to show
that now we do have various sector approaches. Maybe the lives
are too long or the methods too complicated. Maybe they can be
simplified, but maybe there is something to be said for retaining
some difference among types of assets or industry classes in choos-
ing our depreciation program.

Senator BENTSEN. You suggested a more cognitive method than
the 10-5-3?

Senator Byrp. Are you suggesting that we should intentionally
pick out certain industries for this liberalized depreciation?

Mr. MiILLER. I think the study we have made would indicate that
we would like to explore in more depth—and we will do so—the
possibility of developing some hybrid between 10-5-3 and what we
now have. This hybrid might accomplish the purpose that I think
the sponsors have in mind without having a revenue impact for
which there is not the same equivalent need.

If we could minimize the revenue impact and get the same bang
for the buck, we would be better off.

Senator Byrp. If a change were to be made in the formula, the
10-5-3 formula, which segment of that formula would you direct
attention for change?

Secretary MiLLER. I think that the 3 years is limited in amounts
so that is fairly minor in these calculations. In the case of the 5-
year class, it might be necessary to have different lives for differ-
ent major sectors of industry. It might be desirable to consider
whether or not accelerated techniques of depreciation should be
allowed if we shorten the lives so much.

As I pointed out, the 5-year feature here with the 10-percent
investment tax credit discounted at 12 percent, or even more,
would create more of a savings taxwise than the expensing of a
piece of equipment in the first year of acquisition.

This has to be examined in terms of whether it was really
intended or whether it is just a mathematical consequence that
ought to be examined.

Senator Byrp. Thank you, Senator Bentsen.

Senator BENTSEN. Mr. Chairman, I think that we are indeed
fortunate to have a man of the Secretary’s experience who has

¥
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been through the problems of having to buy modern equipment
and finance it; develop cash flows that are necessary.

But on page 4, a $35 billion tax revenue loss—and that is a
nonstatic analysis; including feedback; that is of concern, of course.

But I think that we ought to keep it in perspective. We ought to
take a look at the second concurrent budget resolution, 1980 and
what the Senate Budget Committee projected.

On page 37 of the Senate Budget Committee report, it assumes a
tax cut in fiscal year 1984. Out of $100 billion, we are talking about
a $35 billion tax revenue loss here, but the Senate Budget Commit-
tee resolution assumes $100 billion tax revenue reduction, tax cut.

So I think it is in manageable numbers for us, as vast as those
numbers may be.

One of the concerns I have here is that people who work with
130 classifications of assets for accelerated depreciation develop
almost a vested interest in it. They fought for every one of those.
Whatever that definition is they have fought for it in the account-
ing profession and they have fought for it in Treasury.

It is a very difficult departure to talk about going dramatically to
three simple classifications of assets. That is a profound departure.

This is a difficult thing to adjust to.

Mr. Secretary, you are going to be under a great deal of pressure
from your associates for them to be able to give a monopoly on all
of this information. And their authority on that kind of informa-
tion, because I am sure that no one knows it better than they do.

But I would sure like to get them a new textbook that gets down
to 3 instead of 130 classifications and what a boon it would be to
the smali businessman.

Secretary MILLER. There would be tremendous unemployment for
accountants and tax lawyers.

Senator BENTSEN. Thank you.

Secretary MILLER. I would say, Senator Bentsen, I would hope I
would not leave the impression that I want.to maintain that many
categories, but it is just that it is all shaken down to just three. It
has to be examined, but I think your points are well taken.

Senator BYrp. Senator Long?

Senator LonG. I will pass for now.

Senator Byrp. Senator Nelson?

Senator NELSON. I appreciate your very thoughtful presentation
and the excellent charts you have prepared.

Let me ask a broad question.

As I recall it—I do not want to paraphrase you, but when you
testified before the Finance Committee some time back, and correct
me if I am wrong, you stated that capital recovery through depreci-
ation was the most significant thing that we could do in terms of
increasing productivity.

Is that roughly correct?

Secretary MILLER. Yes, sir.

Senator NELsON. Will the administration come to the Congress
with a proposal of its own on the depreciation question?

Secretary MiLLER. We are endeavoring, Senator Nelson, to devel-
op that and I believe—I cannot speak for the President, because he
has made no decision—that the probabilities are quite high that
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the administration will present its own program along these lines
in due course, yes, sir.

Senator NELSON. As I am sure you are aware, it is important,
useful and maybe vital that this administration and any adminis-
tration have a proposal in which they positively are at least en-
dorsing the concept, rather than having the whole initiative
coming from the private sector and the Congress itself.

So I think it is imperative that the administration, at some stage,
come forward with a proposal backed up with their arguments
supporting it. After all, the administration has at hand more re-
sources than any other single group I would suppose in the country
in terms of research and expertise all gathered in one place.

On chart 7 on communications, for example, you have a break-
down. Do you have anything like this respecting Japan or West
Germany?

In other words, do you know what the increased productivity in
Japan is for communications in the 1973-78 period?

ecretary MILLER. We do not have it at the moment by industry
perhaps. We could see if we could obtain it. It may be available.
Perhaps we could ask our associates in Japan if they could supply
us with that.

You might be interested in having it submitted later.

[The following was subsequently submitted for the record:]
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Data assembled by OECD provide comparisons of productivity
growth in manufacturing among several of its member countries.
Comparisons for the average of all manufacturing over various periods

are given in the following table for 11 countries:

Output Per hour,
In Manufacturing, Eleven Countries 1950 - 1978
Average Annual Rates of Change

COUNTKY 1950-78  1960-28  1960-63 1963-70 1970-7% 1970-78 1976 nn 1978
w [¢}] )

UNITED $TATES 2.4 ‘26 4.9 1 2.0 2.4 4.4 33 11
CANADA 4.1 4,0 43 4.5 3.2 3.4 4.6 a8 4.2
JAPAN e.? Y N 8.3 13.4 43 45 s S.6 8.3
RGN MM 7.4 &8 8.2 .1 7.8 .7 .2 MA
DENMARX 3.7 6.9 3.4 [ B 6.4 .0 7.3 11 1.8
FRANCE 3 3.6 5.2 6.7 (B 3.0 .3 3.0 49
GERMANY 3.8 3.3 4.0 3.3 3.4 [ 2 ) 3.9 3.4 32
ALY 6.2 6.2 1.2 6.7 3.0 4. 4.5 1.1 2.9
METHIRLANDS 6.3 1.4 3.3 1 ) 1.0 6.4 .9 3.5 )
SLDEN 33 3.4 6.8 7.3 4.7 L 15 o -6 3.5
WITTED RLCDOM 3.2 32 44 3.7 . 34 | L 3.0 1.0 1B

M = KUT AVALIABLE,
€1) 7OR BILGIUM AKD TUE WETHERLANDS, DATA RELATE TO PERIOD BXDDIC 1977 ONLY.

NOTEs DATA RILATE TU ALL EMPLOYED PERSOMS IN TME UMITED STATES AND CANADA; ALL
DMPLOYZES N TME OTUEIR COUNTXILS,
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Comparative rates of productivity growth among four countries -
United States, Japan, Germany, and the United Kingdom, - are given
in the following table for 13 manufacturing industries.

Prodactivity la 13 masufacturiag ndmtries
Average annus! rates of growth
Unied Suies Japen Germany Univad Kingom®
Sndusirios Y
By W el 1 Wy cmneel 1B T coeneed Y BT e

Food and 10bacco® 25 33 08| 38 04 -62(S83 61 OB|32 16 -6
Textiles 34 21 07| 80 83 -0316) 12 09] 60 01 <61
Pulp, peper and paper products” 46 ~10 -56] 98 29 6961 33 0839 08 47
Chemicals 46 06 40|11 S4 -39.90 30 -60] 69 21 4t
Petroleumn and cos! products 37 04 331 93 09 -104)40 30 -0} 69 -22 -9
Non-metallic mineral products 1.5 05 -10] 70 -2 H2/60 1 L1] 83 083 41
Basic metal 17 =36 -85311)2 <10 -142] 64 0S5 -69]| 29 -33 62
Processed metal products 19 02 -~17]104 -14 -118] 47 82 OS]ts O1 .17
Machinery . 22 07 -29]| 90 63 27739 28 -11]42 -14 -S6
Electrical machinery, equl| and suppl 48 14 341128 11 -14f6s 2y O8] Sy 03 80
Transpor equipment? 29 36 07] 92 108 16l 35 27 -08]2) 24 4
Precision insiruments 26 13 <13[ 60 149 B9/ 48 37 -1t ] 65 28 )

hers 25 09 -16] 91 33 88185 47 O8] 43 10 -3

Tota! manufaciuring 28 12 -16] 94 49 A5/ 86 4AS -11]| 41 01 42

Variance 18 071 22 sS4 2[4 22 O8] 17 O

1 Behaln only.
) Escluding 10deoco for Japan
) Including printing and pubdlishing for the Unied Kingtom. N

;l lmmg‘mnmxnﬁi«w“‘l.-"l:omhﬂtnhudum Notioas! Ascounts sasus! Rport, 1979 for Jupea; DIW (Deutaches bastiit fir
Curevs : :
'h;humulfuw“:wnmmhhmlw.

International comparisons of productivity in the steel
industry have been made by the Bureau of Labor Statistics. The
average of their minimum and maximum estimates of productivity

growth over the period 1964 to 1972 are as follows:

Annual Rate of Increase
in Output per Hour in the
Iron and Steel Industry, 1964-1972.

u.st.O‘l..l.'..l...'.z.“
Japanw....-..-..-....11.80
FranCC.eeessssncceses6.88%

U.K...........u..-..3.4\
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Senator NELsoN. I think it might be useful to see what has
happened, particularly in Japan and West Germany in the 1973-78
period, in the various fields of construction, motor vehicles, prima-
ry metals, communications, and utilities.

Secretary MILLER. May I just comment? I will not take your
time.

1 think the motor vehicle experience is surprising to most people.
We have had good productivity in that industry.

Communications, in my opinion, is not just capital but also tech-
nological breakthroughs and that emphasizes the point that we
have to keep focusing on. It is not just investment, but innovation
and technology that are important. In this particular cage, the
microprocessor is, no doubt, a good share of the reason that you get
more done out of each hour of input.

Senator NELsoN. We have, off and on—the staff of the Small
Business Committee, including members of this committee—have
had conversations with the Canadians. We have been trying to find
out what the net cost to the Treasury is, of the Canadians going
from their system to basically a 2-year depreciation system.

I asked the British representative of the Government who was
here a coupie of weeks ago. He did not know. It would seem to me
if there was any way to find out what happened in a real situation,
it would be more valuable to us than some econometric model.

Is there any way that can be done?

Secretary MiLLER. Yes. We took a look at the British. I do not
have the figures at hand, but when the British liberalized, there
was an immediate pick up in investment. The problem is, of course,
whether it was sustained or whether it was affected by the other
problems that the economy had. It is hard to analyze over time.

The immediate impact was increased investments.

Senator NELsON. Treasury lost how much?

Secretary MiLLER. That I cannot tell you off the top of my head.

Again, I think that is available.

[The following was subsequently supplied for the record:]
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Corporate Income Tax Revenues in the United Kingdom and

Canada after the Liberalization of Depreciation Deductions

Since March 1972, the United Kingdom has permitted the
deduction of 100 percent of cost of equipment in the year of
expenditure. However, this was not an abrupt cﬂ;nge. The U.K.
had permitted generous-allowances before 1972. For example, 80
percent of the cost of equipment could be deducted if it was
acquired between July 1971 and March 1972. Earlier, a 25 percent

declining balance rate was allowed for almost all types of equipment.

In May 1972, the Canadian government introduced a 2 year
write-off for all equipment used in Canadian manufacturing and
procéssing. Prior to this change, depreciation of equipment was
generally at a 20 percent declining balance rate. At the same time,
Canada lowered the corporate tax rate on manufacturing and processing

income from 49 to 40 percent.

Estimates of corporate taxes paid in Canada and the United

Kingdom are reported in Revenue Statistics in OECD Member Countries

1965-1978.

Annual Estimates for 1969-77 are shown below as absolute
amounts, as a percentage of Gross Domestic Product (GDP), and as
a percentage of total taxes for each of these countries and, for

comparison, for the U.S.:



United Kingdom

Taxes on Corporate Profits
in millions of Pounds Sterling
as a percentage of GDP
as a percentage of total
taxation

Canada

Taxes on Corporate Profits

in millions of Canadian
dollars

as a percentage of GDP

as a percentage of total
taxation

United States

Taxes on Corporate Profits
in millions of U.S. dollars
as a percentage of GDP

as a percentage of total
taxation

1969

1178
2,64
7.15

2828

4.46
13.93

35578
4.43
14.72

1970

1545
3.24
8.57

2417

3.80
11.26

31729
3.83
12.71

1971 1972
1526 1501
2.84 2.51
7.97 7.30
2388 2912
3.22  3.52

10.33 11.08

25910 31122
2.98 3.32
10.37 11.19

1973 1974
1688 23S6
2.46 2.97
7.90 8.25
3707 4829
3.75 4.36
11.95 12.82
34630 36990
3.39 3.3
11.40“710.96

1
"‘:

1975

1877
1.95
5.25

5741

4.4
13.60

38997
3.26
10.79

1976

1997
1.75
4.80

5370

3.78
11.81

40153
3.02
10.31

1977

3355
2.51
6.86

5818

3.69
11.55

53080
3.50
11.54

Lt
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It is virtually impossible to make any inferences on the
revende impact of the changes in depreciation rules from this data.
As noted above, the United Kingdom change was not a sharp break with

previous practice.

An interagency committee of the Canadian government evaluated
the combined impact of the two measures. This evaluation is based
on an opinion survey of Canadian firms which were asked to estimate

the impact of the tax measures on their plans.

The study concludes that the tax measures increased plant and
equipment investment in Canadian manufacturing by a total of $1.48
billion for the years 1972 through 1974. This amount to 14.7

percent increase over what fixed investment would have been.

The direct revenue cost of the two measures was estimated to
be $650 million in the 3 years from 1972 through 1974. The study
then uses the Bank of Canada enconometric model of the Canadian
economy to estimate the net revenue cost after the changes in the
economy induced by the tax measures are considered. When these
indirect changes are considered, the revenue cost estimate decreases

to $430 million, about 2/3 of the direct cost, for the 3 years.
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S%nator NELSON. My time is up, but may I ask one more ques-
tion?

Is it not in theory, if not in practice, maybe both, a fact that if
youhl;ave a rapid writeoff it becomes, at some stage just a plain
wash? ‘

Secretary MILLER. Yes. It is a deferral of taxes.

Senator NELSON. It does not cost the Treasury anything?

Secretary MiLLER. Ultimately, you pick it up for any year’s in-
vestment, but the Treasury never catches up with growing invest-
ment.

Senator NELsoN. Thank you.

Senator Byrp. Senator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman.

Mr. Secretary, I think these charts you produced are very help-
ful. This, chart 7 is really a combination of your indexing of produc-
- tivity in selected industries plus a comparison—I do not have the
- numbers of these charts, but one of the things that is interesting to
me, if you look on your chart, that shows the best allowable ADR
depreciation as compared to Conable-Jones.

You see, in construction they have in fact been writing off their
equipment in 5 years, 5.1 years and yet they have been going down
on your chart that shows index of productivity. They have been
going down.

In chart 7 you show this. It is a combination that has been giving
us some challenge here. Our whole theory was with this more
rapid writeoff and thus, in theory, greater investment in capital
equipment that productivity would go up.

I suppose there must be a whole variety of other factors involved,
construction being heavily labor-intensive and so forth.

Do you have any explanation as to why that particular industr
- would be failing to follow what we thought would happen wit
more rapid writeoff?

Secretary MILLER. The construction industry, by its nature, con-
sumes its capital very rapidly because quite often the equipment is
consumed in the process of a job, so what we find when we look at
construction is that we have something else that is impeding pro-
ductivity gains. Undoubtedly it relates to the method by which we
have organized the work and the fact that we have had a high
amplitude variation in activity over time. This buildup and dropoff
of activity, I believe is quite expensive and impedes productivity.

I think there is an organizational problem that will not be solved
“alone by faster writeoff. But rememger we cannot reason from the
experience of the construction industry to other more continuing
businesses, like primary metals that do not have the same project
orientation. I would not take the construction industry as evidence
that there would not be a substantial improvement from modern-
ization of equipment.

The reason to present these figures is, of course, to show .ilat
there are differences, that there is a difference with trade, with
services, with construction, and there may be with communica-
tions, motor vehicles, construction of some other industries.

Senator CHAFEE. The other question that I have, in your re-
marks, you mentioned that about 70 percent of business invest-
ment now is in pollution control equipment. Do you have any
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suggestions that that should be more accelerated, the depreciation
on mandated pollution control than in the 10-5-3 proposal?

Secretary MILLER. Of course, now recently there have been some
additional liberalizations in that area. We have an increased in-
vestment tax credit for some of the items-—related to energy, for
example.

I had felt that we should look at faster writeoffs for mandated
equipment so that we recover the capital as rapidly as possible and
free it up for the productive investments.

Senator CHAFEE. Would you have a suggestion of a 1- or 2-year
writeoff?

Secretary MiLLER. I would assume that the 5 years proposed in
Conable-Jones is equivalent to—in fact, it is a little better than
expensing for a b-year writeoff, so I think you have that effect
already in this l;;roposal.

Originally I had thought of it in terms of a faster writeoff for
pollution-mandated equipment and a slower writeoff for equipment
but not allowing some of the other features, such as double-declin-
ing depreciation. If I may say so, because the percentage is small,
this is not going to be a controlling factor.

To take 7 percent of the investment and write it off one way or
the other, will not be the controlling feature of what we finally
want to do.

Again, I think we have to look at the impact of these regulations
by industry because they may be hitting the utilities or primary
metals harder than somewhere else. This may be a factor that we
will want to consider for this industry.

Senator CHAFEe. With the primary metals, it must be pretty
exggnsive.

cretary MILLER. It is.

Overgeneralizing can be a mistake and I think we are going to
have to look at a little more what this means. We may come to the
conclusion that it means that it is diverse enough and uncertain
enough that maybe an oversimplified category is the best way to
solve the problem.

But I think we do need to look at these particular sectors and
know what we are doing before we make a final judgment.

Senator CHAFEE. Thank you.

Thank you, Mr. Chairman.

Senator Byrp. Senator Bentsen?

Senator BENTSEN. Mr. Secretary, for the record, you may not
have those numbers with you, but I would like to have the percent-
age of inflation and the percentage of growth, the rate of growth
and inflation which is used for your estimates on revenue in order
that we may have the assumptions.

It would be very helpful to us in checking your numbers, com-
pared to our numbers.

Secretary MILLER. Yes, sir. We will be glad to supply that.

[The material referred to follows:]

The estimates of annual revenue cost presented here were based upon a series of
estimates of expenditures for nonresidential business fixed investment that aver-
aged 11.6 percent growth over the 10 year period 1979 to 1989. The growth rate in

nominal GNP consistent with this investment series averages 10.8 percent per year,
and the associated annual rate of inflation averages 7.5 percent per year over this

period.
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Senator BENTSEN. Thank you very much.

Senator ByrD. Mr. Secretary, on page 10, you give a very clear
definition of depreciation. You say, ‘“Depreciation is a cost of em-
ploying capital. As such, it must be deducted to arrive at net
ilfl‘cloﬁ)e’ the same way that a wage deduction is taken for payments
of labor.” i

That is the clearest definition that I have seen, I might say.

Further on that page, you say, “Inflation, however, increases
capital consumption as measured in cirrent dollars and therefore,
depreciation allowances based on historical costs may be inad-
equate. Acceleration of tax depreciation may compensate for the
general understatement of depreciation.”

That is the situation we now find ourselves in; is it not?

Secretary MILLER. Yes; it is.

Senator Byrp. On page 12, you say the treatment of equipment
under 10-5-3 would be better for the taxpayer than immediate
expensing.

Would you be more inclined to immediate expensing?

Secretary MiLLER. That would be one choice. If the taxpayer
makes the election of the 5-year writeoff using the accelerated
method and in the first year, 90 percent is paid for the asset and
100 percent is depreciated then the discounted value of the cash
flow is worth more than writing it off in 1 year.

So, if the Congress and the administration finally came down
believing that this was an appropriate treatment, it might be just
as easy to allow the taxpayer merely to expense it and do it all at
once.

I am not suggesting that solution, but that is what works out in
terms of values.

Senator Byrp. On page 16, you say, ‘“The simpification objectives
of 10-5-3 could be achieved through other depreciation proposals.”
What other depreciation proposals do you have in mind?

Secretary MILLER. For one thing, if you had a 5-year writeoff you
could for example, require straightline depreciation which still
would make the depreciation schedule more attractive than the
present one for many industries. It would be simple, but it would
not make it more attractive than expensing. So you have those
kinds of considerations.

Senator BYrp. Senator Long?

Senator LoNG. People ask me about this proposal and I tell
them—1I am reducing their taxes. I am for more rapid depreciation.
I am against double taxation of corporate dividends. I am in favor
?f gil\{ing a tax credit for the first $100 of interest income. I am all
or that.

But first, I think we better try to balance the budget, but I think
we will get that done right soon, as soon as we get that worked out.
I think all the other things can fall in line. ,

I take it from your statement that you would like to do a lot
more in the way of capital recovery, but that you feel that you
would have to try to see how much of all of this you can accommo-
date within fiscal limits. That is basically about your position with
regard to this type of thing, I take it?

cretary MILLER. Yes, sir.
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My feeling has been that as we can afford tax initiatives that
this is a high priority area, at least for the business sector. We also
have to think of individuals.

Senator LoNG. Sometimes I think rather than trying to balance
the budget, we ought to be more imaginative and come up with a
plan to pay off the national debt. Just get this thing out of the way.

The logical way to do it, it would seem to me, is to come up with
a plan where we would start out b‘y:sassessing everybody for his
shalxie of it. The average fellow thinks he is a lot richer than he
really is.

If a fellow has a net worth of $1 million, he does not realize that
he owes his share of the national debt.

We could pay it off if we just assessed him and everybody who is
in a like situation for about 30 percent, which should not be any
great pain to that fellow if he has $1 million. We could leave out
the welfare people.

Secretary MILLER. Are you talking about Senators or Secretaries
of the Treasury?

Senator LoNG. I think there are some of us here who could make
a contribution. If we could do that, we would save enormous
amounts of money because we would not have so many interest
expenses to pay and it will help set the stage for a lot of these
things. A fair tradeoff after you ask a man to make his contribu-
tion is that we give him a lower tax rate on what he makes to give
him a chance to make it back or perhaps give him a credit against
the estate tax.

Unless and until we can get this budget in balance I do not see
how we can do as much as I would like to do along this line. I take
it thalt) you have that same problem to contend with in your pres-
ent job.

Secretary MiLLER. I certainly do, Senator Long.

Senator LoNG. I would not be surprised if we had asked you 3
years ago when you were chairman of the board of Textron that
you would have been enthusiastic about everything in this propos-
al. You have to look at it a little differently when you are manag-
ing the books of the Federal Government.

Secretary MiLLER. I think that we have to rank our desires for
change according to their priority. I agree with you, we have to do
g};e(xin in a timely fashion. Many things that you mentioned should

one.

I think this one comes early on the list, and when we can
afford it.

Senator Long. Thank you.

Senator Byrp. Senator Nelson?

Senator NELsoN. I would like to go back to the question that was
raised by Senator Chafee on the pollution control devices just for
some understanding on my part.

These requirements to meet certain air and water quality stand-
ards, which I think are very important and have a nationwide
impact that does affect our productivity in a way that we need not
get into discussing, do not add to the productivity of a particular
plant in producing a particular product.

Since it does not add to that productivity, is there any reason
why you should not design anything you can to allow recovery as
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soon as possible, since there is no benefit except in some rare
circumstances, no benefit that occurs to the company. They need
their capital back.

What difference does it make if they write it off in 1 day, 6
months, 1 year, whatever is most advantageous so they can get
their capital to get it into productive activities.

If my memory is correct, in the paper industry—which is very
large in my State—I am going by my recollections from a discus-
sion sometime back on a plant built by one of the big companies in
my State. I think their pollution control devices were something
like 25 percent of the total capital investment in the brandnew
plant. This is an industry producing a huge amount of sulfide in
certain pager_processes that have to be pulled out and it is a very
expensive business.

Is there any reason in the world why you should not design
anything you can to let them have their money back the next day?
It would not make any difference; would it?

Secretary MiLLER. I tend to favor a faster writeoff in these man-
dated areas regardless of the other considerations. I was trying to
indicate to Senator Chafee that you cannot overgeneralize about
pollution control.

While overall it is small it may be high in a particular industry,
such as the paper industry or the steel industry.

Let me make a couple of comments. One is in regard to produc-
tivity. We have produced something else for our society in the form
of cleaner air and cleaner water- that is useful and socially benefi-
cial. Unfortunately, it is an output from our investment that we
cannot measure in terms of physical output.

So we are kidding ourselves a little. We are overstating a little
when we look at the productivity figures I have shown you, not to
be able to find a way to indicate we have made some other gains.
Nonetheless, because we have wanted those gains and we need
them, I do agree with you in principle. Treasury is under a man-
date from the 1978 act to come up with suggestions in this regard
and we are studying how we can do that now.

That might be part of a proposal we would make along the line
of depreciation.

Senator NELsoN. That is the question I raised. If there is any
reason you should not write it off in any way that is the most
conceivably advantageous because they get nothing out of it from
the productive standpoint, except indirectly.

Sure, it is true that if you cleaned up all the water in America
then the company does not have to clean it up before they use it,
the municipality does not have to do as much work, e’ cetera. In
fact, there is a tremendous gain, but as to that plant and that
product, there is not.

I would think we simply give them the option of a series of ways
to recover their money in the most advantageous way possible to
get it back into productive equipment. Anything wrong with that
in your view? Anything wrong with that concept from any philo-
sophical or tax standpoint?

Secretary MILLER. As a businessman and a Chairman of the
Federal Reserve, that was a very good concept. In my reincarnation
as a Secretary of Treasury, I just wanted to make sure I have time
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for my staff to brief me on it. I tend to agree with you. I do not
disagree. ’

Senator NELsoN. Thank you.

Senator Byrp. Senator Chafee?

Senator CHAFEE. No questions.

Senator BYRD. Just one brief comment, Mr. Secretary. Mention
has been made of a balanced budget and, of course, there are two
ways to balance the budget. One is to increase revenues—and the
Government has done very well in that respect.

Inflation is a boon to increased revenues on the part of the
Government, but I prefer the other way, namely to get spending
under control. What we need to do is reduce the rate of increase in
Government spending. Government spending has been increasing
at the rate of 9 to 14 percent a year. We need to reduce that rate of
increase. I do not advocate going below what we are spending now.
I do advocate that we reduce the weight of increase in Government
spending. That would get the budget into balance, and the ade-
quate revenues also be available to do some needed things in the
field of increased productivity, such as this legislation we are con-
sidering this morning.

Thank you, Mr. Secretary. We agreed to get you out of here by
11 o’clock and it is only 10 minutes before 11.

Are there any other questions of the Secretary?

Senator BENTSEN. [ would only like to make one comment. It is
my amendment to the 1978 Treasury tax bill calling for a fast
study on writeoffs and Government-mandated expenses and I
would be hopeful that you would have that ready for us in the very
near future.

I appreciate your helping start what I think is a national debate
on a very important piece of legislation by coming here this morn-

ing.

%ecretary MIiLLER. I commend this committee. I agree that this is
an important debate and one in which we need education and
enlightenment so we will be prepared to make wise decisions in
this area.

I also commend the committee for getting me out earlier. In my
philosophy, there is no penalty for overachievement.

Mr. Chairman, you have overachieved. Thank you.

Senator Byrp. Thank you, Mr. Secretary.

[The prepared statement of Secretary Nf’iller follows:]
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TESTIMONY OF TBE BONORABLE G. WILLIAM MILLER
SECRETARY OF TBE TREASURY
BEFORE THE SUBCOMMITTEE OF TAXATION
AND DEBT MANAGEMENT OF THBE SENATE FINANCE COMNITTEE

Thank you for inviting me to discuss S. 1435, a very
significant proposal to restructure the system of
depreciation allowances. I am pleased to see the broad
interest in legislation to encourage capital formation and

increase productivity.

The 10-5-3 proposal would restructure the system of tax
allowances for capital recovery. It would greatly shorten
the periods over which most capital expenditures can be
written off. The proposal provides for non-residential
buildings to be written off over 10 years, in a pattern so
accelerated that 70 percent of the acquisition cost could be
deducted in the first 5 years. Expenditures for most
machinery and equipment could be fully written off, also in
an accelerated.pattern. over 5 years. A limited amount of
expenditures for cars and light trucks used in businesses

would be written off over a three-year period.

56~073 0 - 80 ~ 11
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This proposal would also liberalize the investment tax
credit, bf allowing the full 10 percent credit (instead of 6
2/3 percent) for equipment depreciated over 5 years, and a 6
percent credit (instead of 3 1/3 percent) for the 3-year
class of assets. A phase-in over 5 years is proposed
whereby the write-~off periods, starting from a 1980 base,
are reduced year-by-year. The 1980 lives are determined by
reference to the current Asset Depreciation Range (ADR)
system. Advocates of 10-5-3 argue that it would promote
simplification and certainty, aid small business, and
provide incentives for capital expansion. These are
laudable goals, and should be considerations in evaluating
any tax structure. Evaluation of our current system shows

that there is room for improvement.

Economic Background

The increase of 2.4 percent in real GNP for the third
quarter of this year is further indication of strength in
the economy, but prices Eontlnue to show rapid increase. I
want to emphasize that the Administration intends to sustain
a firm and consistent policy to reduce inflation. This
po}icy has a number of aspects, but none is more important .
than the n?lntenance of strict fiscal discipline. At the
present time, the action of steady budget pressure to slow
the rate of inflation offers the strongest promise of
restoring the health of our economy, reducing economic
uncertainty, and reversing expectations for future

inflation.
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I believe that a commitment to widen the budget deficit
by the magnitude of §. 1435 would be premature at this time.
Bowever, we should study possibilities for a program that
will promote longer-range economic objectives as effectively
" and fairly as possible. At the appropriate time, you should
be prepared to act on a program carefully structured to -
expand economic capacity, to reduce production costs, and to
promote productivity. Appropriate depreciation allowances
can help to accomplish these goals and should be given
serious consideration as an element of any future tax

package.

Revenue Costs of 10-5-3

Looking specifically at the 10-5-3 proposal, I would
first point out that it would have a massive bhdget impact.
The cost of 5.1435 rises from about $4 billion in the first
year to over $50 billion in 1984 and over $85 billion in
1988 (see Table 1).

These estimates have been carried out further into the
fu;ure than we would normally show in order to see the full
effect of ;he proposed phase-in rules. Because the program
would be implemented gradually during the first five years,
it 1s not until 1984 that the full benefit of the more

liberal depreciation allowances would be given to investment



168

-~
for any one year. For this reason, the revenue costs
continue to build until 1988, after which revenue losses
begin to:-fall. Eventually, the level of these losses
stabilizes and thereafter they grow at about the same rate
as $nvestment expeﬁdltures. By 1987, when corporate tax
receipts are expected to.be $116.7 billion, §.1435 would
provide corporate tax reduction of nearly half that amount.
The total revenue cost also includes a reduction in
individual income taxes resulting from deductions taken by
unincorporated businesses. This is equal to about 15

percent of the total revenue cost.

Thé year-by-year revenue costs do not take account of
the additional tax receipts resulting from economic
expansion induced by the tax reductions. These "feedback"
revenues amount to about 30 percent of the static revenue
loss and are reflected primarily in increases in individual
tax receipts. If these ®feedback® revenues are taken into
account, the result is a net revenue loss of about §35
billion in 1984. It should be noted that the additional tax
receipts that would be induced by this tax cut are about the
same as that from any tax reduction having a comparable
impact on GNP. .

Background on Depreciation Allowances

The present tax depreciation system is cumbersome and

complex. It involves a number of choices and uncertainties,
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and is especially burdensome for small businesses. It
should be simplified. The present system provides an
insufficient incentive for capital expansion in periodé of
rapid inflation and financial uncertainty. These incentives
should be strengthened as much as our budget resources will

allow.

Under the present rules, the business taxpayer is
confronted with a myriad of choices. The first choice is
whether to use the Asset Deprecjation Range (ADR) System or
to justify tax allowances on taxpayer's particular facts and
circumstances. For those electing ADR, there is a choice of
useful life within the allowable range for each class of
assets. For all taxpayers there is also a choice of
depreciation methods over the chosen lifetime. For some
types of assets, especially buildings, there may be no ADR
class and there may be a restricted choice of methods. With
regard to types of equipment baving allowable lives less
than 7 years, the taxpayer must choose whether to foresake
some portion of the investment tax credit in favor of more
rapid write-off. For large firms having computerized
accounting systems, these options present no formidable
problemns. They elect ADR, using the most rapid method of
depreciatiéﬁ, and the shortest available useful life after
taking account of the investment credit rules. These large

firms own the great bulk of depreciable assets.
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A very small percentage of small businesé taxpayers
have chosen to elect the ADR system. Despite tecené changes
in regulations to reduce requirements for reporting, &mall
businesses apparently believe that ADR dictates a more
complicated accounting system and involves more complex
regulations. If these small businesses choose not to elect
ADR, but to use the shorter lives that are allowed without
question to ADR electors--and we believe many small
businesses 80 choose-~they face the possibility that upon
audit they may be required to justify those lives on facts
and circumstances. For these reasons, small businesses may
regard the ADR system as not addressed to their needs and

circumstances.

Prcductivity and Investment

The stimulation of investment and improvement of
productivity performance must be among the foremost
objectives of economic policy. The share of business fixed
investment in GNP has va:ied around a nearly flat trend for
about the last 15 years (Chart 1). However, in the last ‘
expansion it neither grew as rapidly nor reached as high a
pe§k as during the previous cycle that p:aked in 1974.
Investmentﬂin nonresidential structures has shown a
persistent downward trend since 1966, while the equipment
component has tended to increase as a percentage of GNP.
This is partly explained by mandated expenditures for
pollution control equipment, which are now about 7 percent

of equipment spending.
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Aggregate productivity growth has exhibited a
pronounced decline in the last decade and output per hour
worked is now well below its post-war trend (Chart 2). For
the 20 years ending 1968, the annual rate of growth in
output per hour worked was about 2 1/2 percent. More
recently, and beginning eveﬁ before the 0il embargo and the
recession of 1974 and 1975, the rate of this productivity
growth has markedly slowed. 1In the years 1968 through 1973
the growth rate was only about 1 3/4 percent.

In the last recovery éycle, the upturn in productivity
growth that normally accompanies expansion occurred later
and was generally weaker than in other post-war recoveries
(Chart 3). The average for this latest period, 1973-78 was
an annual productivity gain of only one percent. This
slowing of productivity growth has helped to perpetuate a
spiral of inflationary wage price adjustments in the economy
and has eroded our ability to compete in international

markets.

while the recent growth in average productivity
thgoughout.the economy is unmistakably lower in recent
years, thié‘zecord is by no means uniform across major
productive sectors (see Chart 4). The communications sector
has experienced rapid and even accelerating growth in

productivity throughout the period, while at the other
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extreme, the construction industries have suffered declines
in productivity in absolute terms &tince the late sixties,
particularly over the most recent years. Among the public
utilities, productivity growth has also slowed markedly
since the late 19608 after rapid and steady increases up to
that time. The record in manufacturing also shows a decline
in the productivity growth throughout the 1970s but that
growth has continued up to the present time, except for a
one-year downturn in 1974. In the trade sector, output’per
hour has grown at less than a 2 percent annual rate over the

entire period and is nearly flat in recent years.

within the manufacturing sector, productivity growth
has been and continues to be somewhat stronger in
non-durables manufacturing as compared to the durables
sector (see Chart 5). Among the durable goods industries
the record of the motor vehicle industry has been
particularly strong since 1974, while a pronounced decline
in productivity has occurred in that some period for the

primary metals 1ndustry:

The wide diversity in productivity gains across sectors
an? industries illustrates the importance of looking behind
the aggreg:te trends. To the extent that declines in
productivity in particular sectors can be attributed to
lagging capital formation, we should pay close attention to

the distribution of tax incentives among sectors of the
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economy, in addition to the aggregate amount of incentive.
This is not to suggest that we attempt to direct all of the
tax relief to particular industries that have poor
productivity records (or those that have performed well) in
the recent past but we should know the degree to which any

proposal matches the incentives to the economic objectives.

Acceleration of depreciation allovance; can be
effective in providing investment stimulﬁs. The direct tax
savings that accompany the acquisition of capital provides
additional cash flow to business firms for further
investment and replacement. It is as if interest-free loans
from the government were provided in the early years of a
capital asset's use to be repaid out of the future

- productive ;utput of these assets. These accelerated
deductions reduce the "tax wedge" that is interposed between
the returns to the physical investment and the rewards that
can be paid to those who supply funds for investment. The
reduction in the tax wedge reduces the cost of capital and,
thereby, increases the amount of capital that can be
profitably employed for the benefit of the company, its
employees, and its customers.

’

The Concept of Capital Recovery

Before I get to a specific analysies of some of its
;1ke1y consequences of the 10-5-3 proposal, I would like to

discuss briefly the concept of capital recovery allowances.
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Many people regard depreciation as an arcane topic involving
*useful lives,* complicated formulas such as double
declining balance and sum-of-years-digits, vintage
accounting, and numerous other technicalitijes. Although the
subject of deprec1$tlon is replete with imposing
terminology, the underlying concept is straightforward.
Depreciation is a cost of employing capital; as such, it
must be deducted to arrive at net income, the same way that

a wage deduction is taken for payments for labor.

In order to impose a tax on net income, the timing of
receipts and expenses must be matched, and this requires
that the cost of assets be deducted as they are consumed by
use in a business. The Internal Revenue Code provides that
there shall be a reasonable allowance for exhaustion, wear

and tear, and obsolescence.

Of course, the determination of capital recovery
allowances in ady tax systen is more difficult than for wage
deductions because there is no current payment that measures
the exact amount of capital consumed from one year to the
next. The cost of depreciation each year is, therefgre.
es;lmated go be some proportion of the acquisition, or
historlcal? cost of the asset. Inflation, however,
increases capital consumption as measured in current
dollars, and, therefore, depreciation allowances based on
historical cost may be inadequate. Acceleration of tax
depreciation may compensate for the general understatement

of depreciation.
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If the allowable depreciation deduction is greater for
any year;than the amount of capital consumed, the government
is in effect extending an interest-free loan to the
business. In the opposite case, inadequate depreciation
allowance will prematurely increase taxable income, impose

prepayment of taxes, and reduce internal cash flow.

The Effects of 10-5-3

The 10-5-3 proposal is a major departure from current
practice in the determination of depreciation or capital
recovery allowances. It would altow a large share of the
acquisition cost of equipment and structures to be deducted
for tax purposes much more rapidly than currently. The
proposal deals with the problem of complexity by
substituting a single mandatory system in place of the
existing complex of choices. The proposed system has simple
categories, certain recovery periods, and a fully prescribed
pattern of recovery allowances. This approach to both
investment incentives and simplification deserves
condieration, but there are deficiencies that should be

exgmined carefully.

’

For example, the proposal is not as simple as it first
appears. As drafted, the 10-5-3 proposal would have to
establish mandatory guidelines lives during the five year
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phase-in that are tied to the ADR classification systenm.
Each year, for five years, every taxpayer would apply & new
schedule of depreciation rates to assets acquired in that
year until they are fully written off. The phase-in rules
also create a perverse incentive effect that postponment of
investment until the following year will increase the rate
of capital recovery allowances. The phase-in is intended to
postpone the revenue losses, but it also increases
complexity and uncertainty. 7o the extent that investment

is delayed, feedback revenues are also delayed.

Whén the 10-5-3 rules are fully effective, their
combination of rapid write-offs of and increased investment
credit for machinery and equipment would be very generous,
indeed. The investment credit would immediately pay for 10
percent of the cost of acquiring new equipment. Then 76
percent of the gross cost could be written off in the first
three years; the entire amount in 5 years. The present
value of the tax saving from the combination of the
investment credit and the'acceletated deductions is greater
than full, first-year write-off would be. The treatment of
equipment under 10-5-3 would be better for the taxpayer than

immediate expensing.

Such a dramatic increase in capital allowance is not
only expensive in terms of the budget, but it could also
greatly increase tax shelter activity. The proposed
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deductions and credits would be most attractive to
high-income individuals who could obtain the tax benefits
through net leasing of machinery and egquipment. Tax shelter
opportunities could also increase for those investing in
buildings, such as offices and shopping centers, as the
proposed bill both shortens the recovery period for these
buildings and accelerates tﬂe depreciation method. A
tougher recapture rule for buildings is proposed in the
bill, but this only offsets a portion of the potential

tax-shelter benefits.

Another result of 10-5-3 is a wide range of
differential benefits among businesses according to the
types of assets that they use and their present industry
classification. For example, machinery and equipment (other
than automobiles and light trucks) are now depreciated as if
they had an average depreciation lifetime of 10.2 years
(Table 2); the recovery period prescribed in §. 1435 is
less than half that current average. For buildings, present
practice is equivalent to an average lifetime of 32.6 years.
The proposal would allow these buildings to be written off
in less than one-third that time. For autos and light
trucks,  the reduction is relatively small from 3.5 years to
3.0 years,!although. in many cases, autos and trucks would

benefit from an increase in the investment credit.
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The varjation in benefits provided by 10-5-3 is most
pronounced when industry categories are compared. After the
five year phase-in, all major industry classes would have
higher depreciation allowances under 10-5-3. However, the
share of projected total investment "paid for® by *
accelerated depreciation is generally higher for those
industries employing longer-lived assets. For machinery and
equipment,  you can see {Table 2) that the reduction in the
tecovery period is minimal in the case of construction and
very small for manufacture of motor vehicles, Toward the
other end of the spectrum, the recovery period for assets
used in the primary metals industry would be nearly half the
present ADR lives, communications would be about one-third,
and public utilities about one-fourth. (Table 3 attached to
this statement provides gquarter:industry detail,)

The Treasury Departmeit has simulated changes in
depreciation periods, together with the changes in the
investment credit, io estimate potential tax savings during
the period of phase-in. 'These estimates are then used to
compute the tax saving per dollar of projected investment.
Not surprisingly, the relative magnitudes generally follow
in.the sampe order as the degree of reduction in write-off
periods (cﬁart 6). In 1984, the tax saving per dollar of
projected investment in the construction industry would be

less than 5 percent; for motor vehicles it is 8 percent; for
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primary metals it is around 15 percent; for conmunlcat}ons
just less than 20 percent; and the tax saving would pay for
more than 20 percent of investment in the public utilities. _

You may wonder about the apparent revenue increase in
motor vehicle manufacturing for 1981. This results from a
phasg-in rule that immediately: increases the recovery period'
for the auto companies' special tools from three years up to
five years. 1In later years, the year-by-year reduction

prescribed for longer-lived assets becomes dominant.

Bighway transportation, services, agriculture,
wholesale .and retail trade, fabricated metals, and
electronics are among other industries with relatively

-smaller benefits (Table 4). ‘Anong the other larger gainers
are railroads, shipping, and oil pipelines.

The benefits estimated here are "potential® in the
sense that no allowance is made for the possibility that
certain companies will have insufficient tax liabilities
against which to take the full amount of any additional
deduction. Likewise, the :estimates for public utilities
take no account of the rule that disallows the use of 10-5-3
to utilltiék that "flow through® the benefits of accelerated

éepreciation to consumers,
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" among industries with relatively poor productivity
performancé over the last five years, the construction’
industry has the smallest amount of potential benefit from
10-5-3 among all industries_and utilities has the largest
(Chart 7).° Look£n§ at the stronger produétivity sectors,
communication is among the laféet gainers from 10-5-3, while
communications and motor vehicles are among the more modest
beneficiaries. Iﬁ generil. there is no discernible
relationship between the amount of additional éapital
formation incentive provided by 10-5-3 and the relative
strength of productivity performance over the past five
years. The point here is not that these shouid be exactly
matched, but rather that it is very difficuli to see any
purpose to the vastly different amounts of investment

incentive provided across industries by 10-5-3.

I do not come to you today with any specific proposal
nor, in view of the deficiencies of 10-5-3.'can I support
§.1435. I am obviously concerned about the large :evenu;
cost, and the implication that greatly differing amounts of
investment stimulus would be scattered about
indiscriminantly among industries and asset types.

The éinplification objectives of 10-5-3 could be
achieved through other depreciation proposals. I would
further suggest that you should consider the continuation of

some administrative mechanism for the system to assure that
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the capital recovery deductions allowed for tax purposes are
consiste@t with changes in true depfeclat!on costs. I
believe we should analyze cSrefully a wide raige of
depreciation plans, and I will continue té de§elop and work
with you to promote a depreciation or capital recovery
system that we can all r&gard as sidple, efféective and fair.
Such a system should be put into effect as soon as budgetary

resources and prudent fiscal policy permit.

ATTACHMENT FOR THE
TESTIMONY. OF
THE HONORABLE G. WILLIAM MILLER
BEFORE THE
SUBCOMMITTEE OF TAXATION
AND DEBT MANAGEMENT OF THE SENATE FINANCE
COMMITTEE

October 22, 1979

56-073 0 - 80 ~ 12
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Table 1

Revenue Estimates
($Billions)

I580  I381 1982 1983 1984 1985 1386 1987 1988 1989
Change in Tax Liability - Calendar Years
Corpqrate -3.2 -8.5 -17.9 -29.9 -44.1 -57.2 -67.6 -72.9 -73.3 -70.9
_Individual -0.6 -1.5 -3.2 -5.3 -7.8 -10.1 -11.9 -12.9 -12.9 -12.5
Total -3.8 -10.0 =-21.1 -35.2 =51.9 -67.3 -79.5 -85.8 -86.2 -83.4
i Change in Receipts - Piscal Years
Corporate -1.5 =~5.6 =12.7 -23.3 =36.2 -49.8 =-61.7 -69.8 =73.0 =72.1
Individual =-0.2 =0.9 -2.1 -4.0 4 -6.2 -8.7 -10.8 -12.3 -12.9 ~12.8
Total -1.7 -6.5 -14.8 -27.3 -42.4 -58.5 -72.5 -82.1 -85.9 -84.9
OItfice of the JSectetary of the Treasury T October 19, 1979

Office of Tax Analysis

(A



Chart 1

BUSINESS FIXEDINVESTMENT AS
PERCENT OF REAL GNP
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Chart 2

Output Per Hour, Private Nonfarm Business Sector
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Chart 3

Cyclical Comparisons of Output Per Haur,
Private Nonfarm Business Sector*
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Chart 4

INDEX OF PRODUCTIVITY,
SELECTED INDUSTRIES (1955-100)
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Table 2

‘““BEST ALLOWABLE *’ ADR DEPRECIATION
PERIODS AS COMPARED TO 10-5-3

SELECTED INDUSTRIES

10-5-3 ADR

o % & v 5 )
8 & $
SHUIS |& |8 1€ &S
Asset Class < < $; & & Qb@
Autos & Light Trucks 3 3.5 3.8 3.1 4.4 3.2 4.5
Other Machinery
e eachiner 5 || 102 | 51 | 58 | 146 | 11.3 | 204
Buildings 10 326 | 35.0 | 350 | 36.0 | 35.0 | 350
Total 5.9 12.7

8L1
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Table 3

"Best Allowable" Depreciation Life (Years)
Under Present Law, by Industry

y/ )
Cars and Machinery and Building
Light Trucks . Equipment
All Industries 3.5 10.2 32,6
Agriculture 3.9 7.7 20.0
Construction 3.8 5.1 35.0
011 and Cas
Drilling 3.2 7.0 35.0
Production 3.2 11.0 35.0
Refining 3.4 12,4 35.0
Marketing - 13.0 13.0
Mining 3.6 7.8 35.0
¥
Manufacturing
Food . 3.2 9.2 35.0
Tobacco 3.3 11.4 35.0
Textiles 3.2 8.1 35.0
Apparel . 3.1 7.1 35.0
Logging/Saw Mills 3.9 6.8 35.0
Wood Products 3.8. 7.1 35.0
Pulp and Paper 3.2 9.9 35.0
Printing and publishing 3.1 8.7 35.0
Chemicals ' 3.1 7.7 35.0
Rubber Products 3.1 9.6 35.0
Plastic Products 3.0 8.0 35.0
Leather 3.0 8.5 35.0
Glass 3.0 9.2 35.0
Cement ' . 3.5 14.0 35.0
Stone and Clay Products 3.5 10.9 35.0
Primary Metal : 3.2 11.3 35.0
Fabricated Metal 3.1 4.9 35.0
Machinery 3.0 7.9 35.0
Electrical Machinery 3.0 9.3 35.0
Electronics 3.0 7.1 35.0
Motor Vehicles 3.1 5.8 35.0
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“Best Allovable” Depreciation Life (Years)
Undez Present Law, by Industry

(continued)
?
Cars and Machinery and Buildings
Light Trucks Equipment
Areospace 3.0 7.8 35.0
Shipbuilding 3.3 9.7 35.0
Railroad Equipment 3.3 8.8 35.0
Instruments 3.1 9.0 35.0
Other 3.1 9.0 3s.0
Transportation
Rail - 11.7 -
Ate - 9.4 35.0
Water - 15.7 35.0
Bighvay 3.4 5.6 3s.0
Comunication 4.4 14.6 36.0
Utilities
Electric 4.5 20.5 35.0
Gas 4.3 23.1 35.0
Pipeline - 17.5 35.0
Wholesale and Retail Trade 3.5 6.8 . 35.0
Services 3.3 7.8 35.0
Amusezents 3.0 9.8 L 43540

Note:

The “best allowable" depreciation perfod for sn industry is a special type

of weighted average of the best available depreciation periods (taking account
of the investment credit effects of lives lower than five or seven years) for
equipment used in the industry. The weights are estimated 1976 {nvestment in
the several types of equipment. The weighted average takes account of the time
value of tax saving. In the case of builidngs not covered by ADR, the best
available depreciation period is assumed to be 35 years, which is approximately
the average useful life employed by taxpayers, as revealed dy Treasury
Department surveys in 1972 and 1973,
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TAX SAVINGS DUE TO 10-5-3

PER DOLLAR OF PROJECTED INVESTMENT IN
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Table 4

Estimated Tax Reduction Due to 10-5-3

as a Percent of Projected Investment 1/, 1984

Industry Class

Manufacturing:
Non-dutrables
Food
Tobacco
Textiles
Apparel
Pulp and Papet
Printing and Publishing
Chemjcals
Rubber
Plastics
Leather

Durables

Wood Products and Furnituce

Cement

Glass

Other Stone and Clay
Ferrous Metals
Non~ferrous Metals
Fabricated Metals
Machinety
Electrical Equipment
Electronics

Motor Wehicles
Asrospace

Estimated
1984

Projected
1984

1984
Tax Reduction

Tax Reduction Investment As Percent of
{$ Millions) Investment

($ Millions)

5,729
1,258
50
332
121
837
341
2,345
123
303
16

5,606
98

90
146
281
1,107
421
504
950

50,016
10,624
369
2,757
1,196
7,777
3,390
19,838
927
2,918
220

51,496
2,100
622
1,258
2,150
6,739
3,004
6,587
8,345
4,448
2,884
5,716
1,591

11.5
11.8
13.6
12.0
10.1
10.8
10.1.
11.8
13.3
10.4
7.3

10.9
4.7
14.5
11.6
13.1
16.4
14.0
7.7
11.4 -
11.1
9.2
8.0
11.4

ﬁxﬁ“wtimtes of investment by purchasing sector are basad on Annual Survey of
ufacturers, 1976, and data from regulatory agencies, trade associations,

and other industry sources.

(4:]8



Industey Class

Shipbuilding
Railroad BEquipment
Instrunents

Other Manufacturing

‘Transpor tation
Railvoads
Alrlines
Water Transport
Highway Transport

Communication
Utilities
Electric (tilities

Gas Utilities and Pipelines

Mining, except oil and gas
0fl and Gas Drilling

0il and Gas Production
Petroleum Refining
Petroleum Macketing

0il Pipelines
Construction

Wholesale and Retail 1Trade
Agriculture

Services

Grand Total

-2

Bstimated
1984
($Millions)

814
1,432
1,240

5,956
9,162
7,533
1,629
1,120

238
5,079
1,207

142
2,202
1,114
3,823
2,069
3,337

51,912

Projected 1984
1984 Tax Reduction
(SMillions) As Percent of
Investment
1,534 11.0
129 13.2
2,383 9.3
2,006 10.1
40,504 10.0
3,362 16.7
6,175 13.2
9,492 15.1
21,475 5.8
32,130 18.5
42,187 2.7
35,853 21.0
6,334 25.7
10,796 10.4
2,945 8.1
38,390 13.2
8,785 13.7
1,254 11.3
10,175 21.6
25,085 4.4
44,097 8.7
27,220 7.6
41,109 8.1

435,725 11.9
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I do not believe Representative Conable and Representative
Jones are here yet.

The next witnesses will be a panel consisting of: Mr. Dave Roder-
ick, chairman of United States Steel Corp. testifying on behalf of
the American Iron & Steel Institute; Mr. Richard D. Hill, chairman
of the board, First National Bank of Boston, testifying on behalf of
the Busingéss Roundtable; arid Mr. George A. Strichman, chairman
of the board, Colt Industries, Inc., testifying on behalf of the Com-
mittee for Effective Capital Recovery.

Welcome, gentlemen.

I assume Mr. Roderick will lead off.

‘STATEMENT OF DAVE RODERICK, CHAIRMAN, UNITED STATES
STEEL CORP. TESTIFYING ON BEHALF OF THE AMERICAN
IRON & STEEL INSTITUTE .

Mr. RopEerick. That is very fine, Senator.

Senator Byrd, Senators, I am David M. Roderick. I am appearing
here as chairman of United States Steel, but for the American Iron
& Steel Institute.

We have filed a statement with this committee. Consistent with
your rules, we will try to make a very brief statement in support of
our more expansive statement that we would like to have incorpo-
rated in the record.

Senator Byrp. Thank you. Your full statement will be published
in the record. ’

Mr. Roperick. First, I would like to say that the steel industry
supports Senate bill 1435, the Capital Costs Recovery Act of 1979.
That bill provides for just what the steel industry needs and that is
more rapid recovery of capital investments in productive assets.

The bill will make us more cost-competitive internationally. It
will create and maintain jobs domestically in the steel industry. It
will decrease energy costs per ton of output. It will increase produc-

" tivity and it will help to contain inflation.

The bill is important to the 600,000 directly employed in the steel
industry, and the many employees of our suppliers in turn.

Presently, based on actual production costs, we believe that the
American steel industry is, and continues to be, the low cost pro-
ducer for this market. Because of inflation, the present tax policy,
ir}xl our opinion is as obsolete as the Model T Ford and high-button
shoes.

The replacement costs for productive facilities, the actual cost is
three times as great as the initial cost in the steel industry and
there are three principle reasons why inadequate depreciation is
particularly severe to the steel industry.

First, the steel industry is extremely capital intensive. Second, it
has been assigned, over a period of time, unrealistically long useful
lives. Third, in an inflationary economy, our depreciation policy is
intolerable and does not provide for adequate modernization and
replacement.

For example, in steel, our average life is 12 years. In chemicals,
7Y% years. In electronics, 6'%2. They are probably all too long, but
certainly 12 years in a 10- to 12-percent inflation economy is eco-
nomically unrealistic today.
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More importantly, or equally important, it is a much longer life -
than our international competitors. Foreign competitors get better
capital tax recovery than we do in this country. ‘

fwould like to give a very specific example of that. As has been
mentioned here, Canada has a more innovative approach to capital
recovery than we do in this country. Qur company has been consid-
ering building an integrated steel plant on the south shore of Lake
Erie near Conneaut, Ohio, that straddles the Pennsylvania and
Ohio border. i

If we would go ahead with that plant, we would recover our
investment through present tax policy in about 12 years. Our Cana-
dian friends are building a similar mill on the north shore. They
are actually building it. They will recover their capital in 3%
years.

Their plant is going ahead. Ours is only on the drawing board,
and probably will stay there.

We have a very inadequate capital recovery and it is a serious
problem for this industry and, we feel, for the entire economy. We
have spent $21 billion over the past decade to keep our facilities as
modern as we can. Only about one-fourth of the industry’s equip-
ment was installed in this decade.

Our average age is 17 years which is totally dangerous from the
3tanc(iipoint of remaining competitive internationally into the next

ecade.

This industry needs $5.2 billion to maintain capacity and we
should be spending that every year. That is to meet environmental
requirements and maintain existing capacity.

If we wish to grow consistent with our 1.5 percent opportunity
per year, it would take another billion. That would include the
necessary working capital. We should be spending over $6 billion
per year if we are going to remain modern and generate the steel
that we feel this country needs.

Actually, we generate about one-half of that amount so in effect
we have a cash shortfall in this industry of over $3 billion a year.

As you can well appreciate, what that ultimately means is a
capacity shortfall over time. That has been taking place, and it will
continue to take place until our tax laws are modernized.

I believe very strongly that our Nation needs a modern fully
cost-competitive growing steel industry to support the industrial
strength of this Nation. As Secretary Miller said, the metals indus-
try needs the benefit of S. 1435 and we strongly urge its passage.

Thank you, Senator Byrd.

Senator Byrp. Thank you, Mr. Roderick.

The next witness will be Richard D. Hill.

STATEMENT OF RICHARD D. HILL, CHAIRMAN OF THE BOARD,
FIRST NATIONAL BANK OF BOSTON, TESTIFYING ON BEHALF
OF THE COMMITTEE FOR EFFECTIVE CAPITAL RECOVERY

Mr. HiLL. My name is Richard D. Hill. I am the chairman of the
First National Bank of Boston and I represent the Business Round-
table which strongly supports the enactment of S. 1435.

In accordance with the practice of this committee, sir, I have
filed 3 full statement with you which I hope will be read into the
record.
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Senator Byrp. Yes; it will be placed in the record.

Mr. HiLL. Future U.S. economic policy must address our declin-
ing investment in modern tools of production as well as the declin-
ing productivity of our work force. Failure to do this in a prompt
and significant way will accelerate our slide toward the condition
of stagnant growth, low competitiveness worldwide, high levels of
unemployment, and chronic inflation.

Very few figures will illustrate this quite graphically. I will not
repeat them because my figures are very close to those given by
Secretary Miller which, in effect, show that our good friends, the
Japanese, are investing approxxmately twice the percentage of the
gross national product than we are and that their rank in produc-
tivity growth is at the very top of the list where ours is at_the very
bottom in connection with the industrial nations.

Under our own capitalistic system, the savings in the invest-
ment-employment cycle is crucial to the success. When it fails, the
arguments of those who would experiment with other systems
become quite persuasive and if we continue to believe that our way
is a better one, we must not allow this to happen.’

Savings flow into investment from individuals and institutions
which are attracted to the risk by a fair return and confidence in
the underlying security. Savings flow from corporations in the form
of reinvested cash flow resulting from earnings and depreciation.

S. 1435, the so-called Recovery Act will help to strengthen the
investment cycle by strengthening cash flow and making more
funds available for the tools of production. This also adds to the
security of the enterprise and will help to attract additional invest-
ment from individuals and institutions.

Beyond the need for encouraging investment, is there any other
economic rationale for this change in depreciation computation? I
believe there is and one need only refer to. approaching require-
ments of the financial accounting standards encouraged by the
Securities and Exchange Commission for corporations to disclose
parallel financial statements to their shareholders.

The traditional historic cost statements and new ones recogniz-
ing the inflated replacement costs and fixed assets-and inventory.
Had we done this in 1978, the additional depreciation resulting
from the higher: costs attributed to the existing asset would have
been about $28 billion greater than the figure permitted: by tax-
rate collections..

“For these reasons, both in terms of economic benefits to the

people of the Urited States and ih térms of ultimate fairness, I
have no hesitation in recommendmg passage of S. 1435 with simpli-
fied depretiation schedules. -

While I believe this could be a keystone of our attempts to
ehcograge investment in enhanced productivity, it will not do the
job glone and we ask also to remove the existing tax penalties on
individual savings and on the unfair limitation on the interest
rates'paid to the small and less affluent cxtxzens

“Senator Byrp. Thank you. '

Mr Strlchman” '

$6-073 0 - 80 - 13
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STATEMENT OF GEORGE A. STRICHMAN, CHAIRMAN OF THE
BOARD, COLT INDUSTRIES, INC., TESTIFYING ON BEHALF OF
THE COMMITTEE FOR EFFECTIVE CAPITAL RECOVERY

Mr. StricHMAN. I am George Strichman. I am chairman of the
Committee for Effective Capital Recovery and chairman of the
board of Colt Industries, Inc.

The Committee for Effective Capital Recovery is a voluntary
coalition of 396 business firms and 53 business associations. It is
representative of virtually all segments of industry including man-
ufacturing, retail, minerals, transportation, and utilities.

The committee believes that the central economic challenge
facing America in the eighties will be to fulfill our enormous needs
for capital—for an ever-expanding population, for dramatically in-
creased energy prices, for environmental protectxon, and for plant
modernization.

Not long ago, the Joint Economic Committee issued a warning
that the average American is likely to see the standard of living
vastly reduced in the eighties unless productivity is accelerated. All
members of your subcommittee understand the need for increased
productivity and what it takes to achleve it. We have been talking
about that today.

The problem we have faced for years, which has put us in the
position we are in today,‘I believe, is that other people in and out
of Congress do not have this understanding. As a matter of fact,
President Carter, in a'very recent article, stated that the United
States is going through an mevltable historical period when the
rate of increase in productivity is low.

The truth is that there is nothing inevitable about the decrease
in the amount of productivity that now exists. We have caused it
ourselves by discouraging investment while our partners in the
free world have beén growing at rates two to three times ours. At
the same time, we have been declining since 1965.

It is easy to understand why this is happening. We have the
lowest investment rate of any of our competitor industrialized na-
tions and, of course, s1multaneously we have the lowest savings
flates This has to be true because it is from savings and investment

OWS.

As usual, there are several reasons for our declme in productm
ity, but I WlSh to-dwell on the most important one of them-—that is,
savings, investment, and cash flow.

Savings in this country is currently about 15 percent of GNP.
Roughly 40 percent of the savings.comes from individuals and 60
percent come from business and industry. Of the 60 percent that
comes from business and industry, three-quarters of that, or 45
percent. of ‘the total comes from capital recovery allowances This
has gone up by a large amount in.jjst the last § years becausg the
rest of the savings have dropped so dramatxca]ly

Compared to other industrialized countries around the world our
depreciation ideas and methods are slow, ant;quated, and t}o not
allow for the fast reinvestment of capi

The first change we can make, w ich'is in your ?rogram, is the
depreclatlon rate—to cut loose from the AD 1 life concept
which is peculiar to us in this country and go to a straxght time-
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limited depreciation rate whose sole purpose would be to recover

investment rapidly so that it can be reinvested.

th::’our 10-5-3 program, advocated in Senate bill 1435, does just
t.

I would like to add Ijtwt one 1&oint from my prepared remarks and
then, if you would allow me, Mr. Chairman, make some ¢omments
on what has been said here today.

Martin Feldstein has estimated that the 10-5-3 system would
just about take care of current rates of inflation. en he said-
that just a few weeks ago, he was talking on the assumption that
the current rate of inflation would be 8 percent. We feel if we can
get back to 8 percent we will be doing pretty good.

The 10-5-3 bill will increase savings and investment rates sub-
stantially and it is mandatory that some action like this be taken
promptly to take care of all the things associated with productivity
that you have been hearing about over and ovel;:lfain.

I would like to stop at this point, and if you will give me a little
time to talk about two things that have become paramount in your
considerations today. The first is the 10-year life of buildings, and I
was glad to hear you say that you would not just throw it away but

)

you wanted to consider it further.

I would like to point out to you that when you talk about
equipment, a plant is a part of it—in fact, it is a very great part of
it. In many cases, it is as much as 50 percent part of it.

The building is special. It has special equipment that the build-
ing must be designed to house, special floor loadings, special foun-
dations, sometimes going as many as three or four stories down in
order to put the equipment on top of it and the equipment and
services beneath it.

You cannot just say you are going to take care of the equipment
and forget about the building. The building is an essential part and
ghen you are talking productivity, buildings are an essential ingre-

ient.

Second, you have wisely built some great safeguards into the bill
because of the problems you are talking about. Senator Bentsen hit
it right on the head that the current method may be better than
the bill that is being proposed for peo(?le who are seeking tax
v\}rlincli)tl'zlillls. Let's go through it quickly, and this is what you have in
the bill.

First of all, let's define tax avoidance. First, the purpose of the
bill is to stimulate investment in plant and equipment, including
commercial buildings and to the extent that the bill attracts invest-
ment, it is serving its objective. -

Tax avoidance exists when taxpayers obtain unintended benefits.

You have in this bill full recapture on disposition of capital
recovery property. Under section 5 of the bill, the full amount of
gain on disposition of ca‘ﬁltal recovery property, including build-
ings, is recaptured as ordinary income to the extent that capital
recovery deductions have been claimed. That is much worse than
the current situation in which only depreciation on equipment but
not buildings is fully recaptured. : ’

The intent of this provision is to insure that ordinary income
cam}{)ttbe converted to capital gains through the Capital Cost Recov-
ery Act. .
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In addition, you have a minimum tax built into it. Under section
6 of the bill, the accelerated allowance of the capital recovery bill,
that is, the difference between the double declining balance rate
and the straight line rate, is treated as tax preference income and
hence is subject to the minimum tax where the taxpayer is a
noncorporate lessor of property. T

So {ou have already covered that one and covered it very ade-
quately. Senator Chafee, you asked about that question before, too.

'Last, but not least, you did not ask about it, but we have recom-
mended to you that there should not be any trafficking in capital
lost recoverﬂ carryovers to the extent a taxpayer does not fully
utilize a CCRA deduction in an irear, the balance may be carried
forward. Under section 7 of the {i 1, the existing code section which
restrict trafficking in net operating loss carryovers are extended to
CCRA carryovers, so I think you have very adequately covered that
area. . -

One other thing. In the amounts of revenue loss that would be
incurred, the bill is based on a 5-year phase-in of the 10-year
building deductions. You could also consider a 10-year phase-in. It
is not as difficult as Secretary Miller implied it would be and under
those circumstances in 1984, according to the DRI estimates, it
would only account for 20 percent of what the total revenue losses,
as calculated and before feedback, would be.

That is, with respect to buildings, you cannot just forget about
10-year life because it is an important cost because of cost recovery
for those portions of the things that are necessary for productivity.

The other half is that with respect to the Treasury Department, I
would like to remind you of something. You know, there is nobody
that does a worse job of forecasting what the results of feedback in
the business world will be to the revenues than the Treasury
Department. We have in our business all over—Mr. Roderick has
it, Mr. Hill has it, everybody has it, what we call NIH—not invent-
ed here. I think we have a little bit of that today.

If you recall, when we put in the investment tax credit, there
were predictions from the Treasury Department of immediate loss
of $5 billion to $10 billion of revenue a year. Low and behold, what
happened, there was an increase of $5 billion to $10 billion because -
they had not planned on what would happen in the economy and
then later on it was taken off and they predicted again and got just

. about as big a loss instead and that happened three times, gentle-
men. Each time, the Treasury predictions were totally wrong.

Well, we had DRI estimate the feedback for us; and they esti-
mate that it would be 50 percent instead of 30 percent. There is no
calculation that Treasury made for that, no way to calculate it.

Itlgxas to be your estimate of what will happen in the business
world. . : . ,

At 50 percent, it makes those numbers of loss look far lower so I
just want to leave that thought with you because it is there and it
is one of those kinds of things that you will have to decide for
yourselves. But in your own Congressional Budget Office, you have
a third set of numbers that do not agree with any one of these,
that we understand are being developed. We believe yours are far
more reasonable, also from the feedback that we have gotten.
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- — —1do believe that you have to take this and look at it on the basis

of the benefit that it will do and on the fact that it is totally
supported by all business, large and small, as they sit and talk to
you today and that it benefits productivity. It is something that we
need now and not some vague plan that we might have some day
in the future. '

Senator Byrp. Thank you. -

- - Mr. Roderick, could you put in capsule form the basic reason, or

L3

reasons, for the noncompetitive situation in which the American
steel industry apparently finds itself?

Mr. RobErick. We believe, Senator, that we are cost competitive
basically with our major competition today abroad.

The problems we are encountering today, if you measure ineffi-
ciency, output per man-hour, we are equal to Japan or slightly
ahead, and substantially ahead of Europe.

One of the problems we are having today is that very clearly
about 50 percent of the capacity in the world, international capac-
ity, is directly owned by foreign governments. They are being
highly subsidized, massive loans later converted to non-interest.
bearing capital, permits them to, in effect, capitalize losses.

If we take, for example, the French steel industry, which would
be a very tgpical one, over the last 3 years, their losses have
exceeded $3 billion. Nevertheless, they continue to exist and export
to this country obviously below their cost of manufacture.

We hope that, under the Trade Act and the MTN agreements
that we will begin to get relief from this type of dumping but what
we are saying, Senator, is that the only way we can continue to be

- cost-competitive is to begin to invest larger sums of money to

improve productivity.

The question was asked, how do our productivity improvements
compare with Japan? You take the last 10 years. They have im-
proved at a compound rate of about 4.5 percent per year. The
American steel industry has been about 2 percent.

Currently, it is probably less than 1 percent.

If you take fuel efficiency, the Japanese are using about 30
million Btu’s per ton of product produced. We are using 36 million
Btu’s per ton of product produced. They. have more modern facili-
ties.

We need to accelerate our modernization so that we can continue
to be cost-competitive and maintain the infrastructure and capacity

" “in this industry.

Senator Byrp. Generally speaking, U.S. plants are not as modern
as foreign plants?

Mr. Roperick. You would have to break that down, Senator.
Generally speaking, we are about as modern as Europe. We are
less modern than Japan. Our average age is 17'% years; in Japan,
the average age is 10 years. In the less-developed countries the
average age, as I recall it, is 8 years.

So we need to modernize to a much greater extent than we have,
let’s say, over the last decade, when only one-fourth of our equip-
ment that is in place today was put in place during the decade of

~ the 1970s. _ -

We have to get going and we have to just about double what we
have been putting in the hardware.
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Incidentally, I would like to fully endorse the statement that was
made that in the steel sector when we call something a'building, it
is a building that is especially designed to house productive equip-

ment. It is an integrated part of that productive equipment. ‘
- In three out of four cases, it is totally unusable for other pur-

poses.

Senator Byrp. Thank you, Senator Bentsen.

Senator BENTSEN. Thank you, Mr. Chairman. )

I would guess that the other members are thinking the same as I
am concerning buildings. When you are talking about buildings, it
involves a manufacturing process. Nobody is questioning that,
frankly, and realizes what that ads to productivity.

But Mr. Roderick, I am deeply concerned about the steel indus-
try and a lot of other basic industry in this country and although I
am very much for this legislation, it is not going to do you a lot of
good unless you have some profits that you can charge it to, be-
cause that cash flow does not amount to anything unless you are
making money:! :

I am deeply concerned about the policies of not only this particu-
lar administration but administrations for some time as to what we
have not done in trying to build up our exports.

I look at a situation like we have in Taiwan and South Korea
where they are supposed to double their production of steel to 150
million tons by 1985 and much of that is targeted for this market.

I look at a situation that just happened in Egypt. We are sending
billions of dollars. to t and a contract is being negotiated in the
middle of the night with our Embassy not being aware that that
was being done at the time, being unaware that the contract was
going to be allowed over a period of years. You had a massive
contract negotiated where we were not fully informed of what was
being done and it was given to other people, not serious considera-
tion being given to the U.S. companies in there bidding and trying.

I do not think our administration did anything about it. I do not
thlilt}k they were in there trying to sell, as they should have been
selling. -

I look at a situation when we see them come in here with a
300,000 paper corporation totally owned by the French compan

- and bid on some helicopters against the domestic company, Bell.

You have a bid of $123 million with about $1 million difference
between bids, and you have all the other factors of the backup of
supply lines and parts and everl‘x:ehin else right here in this coun-
try and see that given to the nch company so that our Coast
Q;xarg would be equipped with all French helicopters under that
situation.

. When I talked to the Secretary he tells me he does not get
involved in those kinds of things. Do you think, G'Estang gets
involved? You bet he does, and so do all the heads of these other
countries as they try to encourage their ex{?rts, and we ought to
be doing a lot more of that in trying to sell U.S. products overseas,
where we are doing so much to try l;o‘helgl other countries.

So, Mr. Roderick, again this can be of help but it is not going to
take care of some of the basic problems in their entirety that we
are facing in this country on basic industries if we do not try to
push and encourage exports more. / :
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Mr. Roberick. I agree with that, Senator. . o

Senator BENTSEN. You have 18 percent of the steel used in this
country coming from foreign sources. .

Mr. RoDERICK. That is right. ., < ) .

Senator BENTSEN.That can go to helf by the late eighties unless
we turn this thing around,.and if we are dependent -on oil for
almost 50 percent, if that happens to us and some of our other
basic products, like steel, we will even be more hostage than we are
now to some of these countries in foreign policy. :

Mr. Roperick. That is very important, Senator. As I pointed out,
one-half of the caﬁacity abroad is really owned by governments and
as you get a high economic recovery internationally, there is no
question where the steel from the government-owned mill abroad,
- is going to go when the economies tend to peak.

It is just not even going to be available to this market at any
price.

We are leaving our economy very, very vulnerable when we
permit a high percentage of our industrial strength and the back-
bone of the Nation to be subject to offshore sources of supply.

I think it is something that we have to really address and I fully
agree with the earlier testimony also that it is something that we
cannot wait too long to address. When you see a man drowning, I
do not like to see the lifegurds debating as to what the methed is
going to be to try to save him.

Senator Byrp. May I say to Mr. Hill, Senator Tsongas had hoged
to be here this morning to present you to the committee. He has
another committee meeting and could not make it.

Senator Long.

Senator LoNG. I have no questions.

Thank you.

Senator Byrp. Senator Chafee.

Senator CHAFEE. Mr. Roderick, I would just like to briefly ask
you about the depreciation for Government-mandated pollution
equipment. How do you stand on that? ‘

As you know, Secretary Miller suggested perhaps in some indus-
tries that it should be faster than the 5 years. How would it work
out for your industry if we stuck to the 5 years?

Mr. Roperick. I would actually see it faster than that. I think, as
has been pointed out, it is totally unproductive from the standpoint
of a single plant. I am not talking about the impact into the
economy and as a result, it is really by definition—it is really not a
capital goods producing asset. I think it should be written off either
immediateguor certainly no longer than 2 years.

Senator CHAFEE. How long do you write it off right now?

Mr. Ropkrick. If you take the ADR and apply it to that particu-
lar class of equipment, as I recall, it would come out to something
in the area of about 6 years. But it is far too long of a life.

This is basically short-lived equipment and I think it is ve
important, Mr. Chafee, that we really look at the impact on steel,
as Secretary Miller said. Our capital budget next year for the
United States Steel Corp. is going to be $300 million to $1 billion;
$450 million of that is going to be environmental. It is not going to
create anything.
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Senator CHAFEE. That 1& way hlgher than I thought That is 50
percent.

Mr. RODERICK. As we get closer t¢ 1982 which i3 the deadline for
air and 1984 for water, these expendlture requirements. will now
begin to accelérate so that we can meet those legislative deadhnes
that have been imposed on us b ngress. ”

Senator CHAFEE. Thank you, Mr. Chairmanh.

Senator:Byrp. Thank you, gentlemen. rro :

Mr. Ropgrick. Thank you, ~

[The prepared statemeﬁts of the precedmg pa.nel follow 4

. 4 [A
LR i . L . d
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STATEMENT OF

DAVID M. RODERICK, CHAIRMAN
UNITED STATES STEEL CORPORATION

on behalf of -

THE AMERICAN IRON AND STEEL INSTITUTE

Mr. Chairman:

I am David Roderick, Chairqgn of U. S. Steel Corporation.
1 am appearing today before your Subcommittee on Taxation and Debt
Management for the American Iron and Steel In;titute to eipress the
views of the domestic steel industry on S.1435, the Capital Cost

Recovery Act of 1979.

At the outset, I would like to state that the steel industry
strongly supports this bill. It provides for a more rapid recovery
of capital investment in productive assets. It will simplify the \
recovery of investmeng in plant and equipment. Current tax law .
measures the capital recovery period by the asset's uéeful life. The -
approach as authorized in thisAbill would replace the curreﬁt complex
array of depteciétion life schedules with a standardized capital
recovery allowance for most capital assets.

This legislation will create a uniform, simple method of
capital recovery. It is desigﬁed to bring the United States economy
into a more coﬁpetitive position internationally, create jobs
domestically, and increase productivity, thereby helping té contain

inflation.

Steel, A Major Factor in the U, S. Economy

Last year the industry produced 137 million tons of raw
steel. To achieve this level of output, American steel companies
employed a total of nesrly 600,000 people; paid wages and salaries

of $12.4 billion; supplied about 40,000 metal working plants; and
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purchased nearly $26 billion of materials, supplies an& services from
others. In 1978, the industry had a return of 2,.8% on sales and 7.37%
on stockholders' equity. These returns compare with 5.2% on sales

and 15.9% on stockholders' equity for all manufacturing industries.

In recent years, the steel industry has provided between -
four and five percent of the payrolls, value added, value of shipments
and capitéi expenditures of all manufacturing industries in the U. S.

It has accounted for about three percent of the Federal Reserve's
Index of Industrial Production, and value added by the industry
represents about 1% of total Gross National Product. Accordingly,
steel is one of the largest industries in the nation, exceeded only by

automotive, petroleum and food.

Inadequate Capital Cost Recovery
On the basis of actual production cost, it is my strong
belief thaé the American steel industry is a lower cost producer for

the U. S. market than most a}l of its major foreign competitors.

bﬂowever, the industry could easily lose iis competitive edge in the

decade ahead i{f rates of return do not improve and if tax laws are

not revised to allow more rapid recovery of capital investmgnt.

Current rates of return do not provide ;dequate anentive for investment
in new facilities., Cash flows are inadequate to support necegsary
modernization and replacement to keep the American steel 1ndu;try

as the compéticive léw cost producer and predominant supplier to the

domestic market,
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The nation's federal income tax laws were written during a
period when inflation was not & significant economic factor affecting
the replacement cost of plant and equipment. In recent years, however,
inflation has become so severe that it now costs approximately three

times as much to replace plant and equipment wearing out compared to

. its original cost. As a result, earnings after income taxes, which

should be available for the stockholders and for growth of the business,

have had to be used for replacement of existing equipment.

Federal income tax laws must be changed to provide more
competitive rates of capital recovery, to minimize the impact of
inflation on plant and equipment investment, and thus protect and

increase jobs.

For the steel industry, the problem of inadequate depreciation
is particularly severe ~- for three reasons:

-= The steel industry is capital intensive.

«= The steel industry is required by federal income tax laws
to write off the original cost of its plant and equipment
over a period which is far too long. Facilities in the steel
industry prior to 1979 had to be written off over 15 years,
on average. In 1979 and subsequent years, this was reduced
to 12 years. But this "still leaves steel with one of the
longest capital recovery periods in American industry;
for example, 12 years for"steel compared with 6.5 years for
electronic equipment, 7.5 years for chemicals, 8 years for

wood products, and 9.5 years for fabricated metal products.
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Even today, however, no other major industrialized Western
nation has a longer period, and virtually all other countries
permit shorter cost recovery periods. Foreign nations have not
employed the "useful life" concept, but rather have used
rapid capital recovery as a policy tool to promote accelerated
capital formation and increased productivity. For ekample,
in England, capital expenditureé are treated as any other
expenditures and are deducted in the year incurred. In
France, Italy and Sweden, over 75% of capital expenditures
are recovered in the first 3 years (as compared to less than
57% in the U. S.). In Canada, full capital recovery is
permitted in approximately 2-1/2 years, as compared to over
10 years in the U. S.

=- Further, steel industries abroad receive at least equal, and
in some cases, more favorable tax treatment than most other
manufaccuringiindustries in their own countries. In the

United States the reverse is true.

Future U. S. Demand for Steel

Over the next decade, domestic steel consumption is expected
to increase by at least 1-1/2 percent per year, reaching 134.0 million
net tons of finished steel products or some 17 millfon product tons

above the current level.

Unless the U. S. economy is willing to become increasingly
dépendenc upon foreign sources of supply to fill {ts steel needs, then

the United States must take appropriate action to promote fncreased
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capital formation and thus cash flow to enable the domestic steel
indu;try to continue to supply at least the current share of the U, S.
market that has been supplied from domestic sources. But the time for
.decision is at hand: Without substantial {investment for modernization
and replacement of existing facilities, without some modest expansion

of capacity, steel imports -- at today's prices -- could well rise in

the next decade to $20 billion annually. This would cause further

major steelworker employment losses, And accelerating obsolescence in

the industry. So we urge the U, S. Govermnment to act.now to put in V
place public policies which will permit our industry to invest adequately

to meet this nation's steel needs. Enactment of S.1435 would be a ma jor

step in the right direction.

Inadequate Capital Investment ~-
A Serious Problem for the American Steel Industry

Over the past ten years (1969 - 1978), American steel industry
capital investment has averaged nearly $2.2 billion per year. That
this level was inadequate {s amply demonstrated by the age of facilities
in our industry. The current average age for machinery and equipment
in the steel industry is now more than 17 years. Despite investment
of more than $21 billion over the past decade, only about one fourth
of the industry's current productive equipment was installed in that
decade. The rest is older, and that is not good enough. We must
continue to modernize to maximize productivity, to decrease energy
usage, to preserve current jobs and to create new ones. Part of the
problem is that a significant portion of the total investment had to be

diverted to investments to meet non-productive regulatory requirements

such as environment, OSHA, etc.
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For the American steel industry to remain a viable world
competitor and the low cost source of supply for the domestic market,
capital fnvestments will have to be made which will provide dramatic
improvements in our energy efficlendy, in labor productivity, and in
cost competitiveness. Achieving this will require a substantial increase
in capital expenditures in the very near future. For the industry to
have the resources for substantially higher capital expenditures,
additional capital cost recovery allowances and additional profitability
are badly needed. 1t 1is essential to recognize that real rates of
return in the American steel industry have declined substantially during

the past three decades.

Steel Industry Capital Expenditures Need
to More than Double in the Next Decade

Capital expenditures of American steel companies during the
next decade for modernization and replacement of existing productive
capability and to meet environmental and health requirements will require
more than $5 billion annually. Modest expansion of capacity will require
another $0.5billion. The steel segment of the 1n&ustry's operations alone
will require capital expenditures of nearly $6 billion annually. Other
capital needs of the industry add up to an additional $1 billion annually.
In total,rwe project capital requirements of approximately $7 billion
annually for the steel industry. Such a sum is more than double capital

expenditure levels of recent years.

Need for More Rapid Capital Recovery —
and an Improved Rate of Return

The two principal sources of funds to meet these requirements

must be improved capital recovery and an improved profitability.
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Companies in the American steel industry do not have enough
capital funds, given current tax laws and rates of return, to finance
the capital expenditures needed for modernization of the domestic
steel industry. This shortfall would be significantly reduced if aﬂ
improved capital cost recovery bill, such as Jones-Conable, is enacted
into law. Bpt arahortfall would still exist, since with current rates
of return, steel producers dq not have sufficient gross income (total
revenue minus operating costs) to fully deduct the capitgl recovery

allowances (tax basis) the proposed CCRA would provide.

For reinvested earntnss‘%o hold promise as a source of funds
to cover capital shortfalls, return on equity must approach levels
commensurate with that of all manufacturing, These additional funds
plus improved capital recovery would permit the industry to accomplish
a revitalization which will result in significant cost decreases,

By the time the full revitalization effort is complete, the efficiency
improvements inherent in this effort would reduce operating costs by
over 35% and total costs by approximately 20 percent. The difficulty,
however, is ﬁhat the increased net income from new investment will

lag the capital expenditure outlay by some years. A gain in real
marging will be necessary, but in the long run, the net effect 6f
increased margin and faster capital recovery will be anti-inflationary.
It will preserve and protect American jobs and provide this nation with
a competitive, low cost source of supply for steel made by American
steelworkers. The American steel industry would be the continuing source
of supply of at least 85 percentof the domestic requirements, and I
believe entice more economy-minded steel consumers to choose American

steel products.

Accordingly, we urge the Congress to act quickly to approve
the Capital Cost Recovery Act of 1979. By encouraging further
modernization and expansion in steel, it will provide major benefits

to the U. S. economy and to our industry.
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SUMMARY
Statement of Richard D. Hill
Chairman of the Board
The First National Bank of Boston
on hehalf of
THE BUSINESS ROUNDTABLE
Submitted to the
Subcommittee on Taxagiog and Debt Management
of . the
Senate Committee on Finance
October 22, 1979

The Business Roundtable supports the enactment
of S.1438 which would replace the existing and outmoded
system of tax depreciation with a capital recovery allowaace
gystem to enable American business to increase the level of
capital investment in productive plant and equipment.

§.1435 would introduce a simplified and accelerated
method of writing-off the cost of business assets (i.e., the
110-8-3" system). The "10-5-3" system responds to the
capital formation needs of all gsegmeants of the domestic
economy and, as a result, has broad-based support throughout
the bugsiness community.

The U.S. economy is suffering from spiraling inflation
while the rate of capital formation and growth ia productivity
are declining. In comparison to other major ipdustrialized
countries, the U.S. has the lowest rate of private capital
investment and the lowest rate of growth in labor productivity.

The U.S. needs to boost output through the removal of
impediments to growth in business investment and production.
The enactment of S.1435 would generate an increase in
2apital investment by American industry, thereby permitting

t to:

¢ improve the declining productivity rate,

+ modernize and expand domestic plant and
equipment,
\
e combat chronic inflation,

e coatribute to a higher standard of living
for the nation's citizenry, and

e compete more effectively in domestic and
foreign markets.
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STATEMENT OF RICHARD D. HILL
Chairman of the Board
The First National Bank of Boston
on bebalf of

THE BUSINESS ROUNDTABLE

Submitted to the
Subcommittee on Taxation and Debt Management
of the
. Senate Committee on Finance

= - October 22, 1979

Mr. Chairman: My name is Richard D. Hill. I am the
Chairman of the Board of The First National Bank of Boston.
I am testifying today before your distinguished Subcommittee
on Taxation and Debt Management on behalf of The Busiaess
ﬁoundgagéggin support of S. 1435, the Capital Cost Recovery

ct o .

The Business Rouadtable bas loag supported the concept
of replacing the existing and outmoded system of tax depreci-
ation with a capital recovery allowance system that would
enable American business to increase the level of capital
investment in plant and ‘equipment. S. 1435 would iatroduce
a simplified and accelerated method of writing-off the cost
of business assets, sometimes referred to as the '"10-5-3"
system, which would represent a significant improvement over
today's complex and unrealistic tax depreciation gystem.
§.1435 has heea constructed to respond to capital formation
needs in all segmeants of our ecogomy, and as a result, this
proposed legislation has broad-based support througbout the
entire business community.

The overriding challenge to our domestic economy today
is the need to eancourage capital formation and establish a
long-term pattern of sustained economic growth. Capital
formation ig essential for economic progress. Accelerating
the rate at which businesses recover their cost of investmeot
in plant and equipment will improve rates of retura and
enhance business cash flow and thus, contribute importantly
to increasing the level of capital investment by American
industry, thereby permitting it to:

¢ improve the declining productivity rate,

¢ combat chronic inflatioa,

+ modernize and expand its facilities,

¢ coatribute to a higher staandard of liviag, aand

* compete effectively in domestic and

foreign markets.

56-073 O - 80 - 14
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There 18 an acute need tor capital investment to
attain these goals. Over the past decade, while there has
been a significant increase in the labor force, there has
been a significant decrease in the rate of growth of plant
and equipment. This has reduced the growth of labor product-
ivity, reduced the growth rate of real wages and contributed
to the nation's expanding list of economic problems. If the
United States 1s to overcome these problems, the Federal
government must reorder its priorities and adopt public
policies, including tax policies, that will influence.
businesses-both large and small-to invest in productive ..
~«-- -plant and equipment for the long-term health of the nation's
h econohy.

International Comparisons

The United States currently has the lowest rate of
<~ “private capital investment and also the lowest rate of
growth in labor productivity among the principal industrial-
ized countries of the world. This weak performance is borne
out by government statistics.

Ratio of Nonresidential Fixed Investment to
Gross Domestic Product and Growth Rates of Labor Productivity

1 2
Investment Ratio™ Average Annual Percent Change in Productivity
Percent Rank 1967-72 Rank 1972-77 Rank
Japan 26.4 1 9.2 1 3.5 1
¥West Germany 17.4( ) 2 4.8 2 3.5 1
France 16.7'8 4 4.5 3 3.1 3
Canada 17.2 3 2.8 5 0.8 5
U.K. 14.9 5 3.0 4 1.2 4
U.S. 13.5 6 1.1 6 0.6 6
(a) 1970-75

o ¥ Measured as real nonresidential fixed investment as a percent of real
gross domestic product, 1966-76.

2 Measured by growth in real domestic product per employed civ:lian,
using own country's price weights.

Source: Economic Report of the President, 1979 and Joint Economic
Report, 1979.
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Some portion of the poor relative productivity per-
formance of the U.S. economy c¢an be attributed to technological
catch-up by other countries. However, the Joint Economic
Committee noted in its 1979 Report that the higher rates of
capital formation ian other countries played an important
role in their productivity performance. The Joiat Economic
Committee concluded that, if the 1987-77 treands in productivity
should continue into the 1980's, output per worker in
France, Germany, Japan and Canada would all exceed that in
the United States by 1985 or shortly thereafter. The most
recent data on 0.S. productivity growth do not dispel this .
outlook. In 1978, real domestic product per employed
civilian declined by 0.3 percent, and the even greater rate
of decline in the first half of 1979 makes it likely that
U.S. labor productivity will again show no gain at all for
1979 as a whole.

Despite a large dollar investment by U.S. companies in
recent years, the United States is still lagging bebind other
major industrial countries, including West Germany, Japan and
Canada, in the rate of capital investment. Over the last 15
years, the ratio of real business fixed investment to real
Gross National Product (GNP) has averaged only about 10 percent
(both in 1972 dollars). Real noaresidential fixed investment
will have to total about 12 percent of real GNP in the years
abead in order to meet vital pational economic and soclal goals.

Many of our principal international competitors have
stimulated capital investment and: productivity increases by
improving their capital recovery allowance systems. Recent
enhancements to the investment tax credit have somewhat
improved the competitive position of U.S. businesses vis-a-vis
their foreign competitors. Epactment ~f S.1435 would
accelerate the recovery period for depreciating business
assets and more closely align the capital recovery allowances
in the United States with those of other industrialized
countries.

U.S. Economic Climate

The U.S. economy is suffering from spiraling inflation
while the rate of capital formation and growth in productivity
decline. Some of the reasons cited for the productivity slowdown
range from faster employment growth, a more service-intensive
economy and increasing government regulation to lackluster
research and development activities and rising energy
prices. However, the most important single cause of the
productivity slowdown bas been the weakness of business
fixed investment over the past several years.
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The Council of Economic Advisers has pointed out that
between 1948 and 1973, high rates of U.S. private investment
led to a growth in the capital-labor ratio amouanting to
almost 3 percent per year (measured by the ratio of net
nonresidential capital stock to aggregate hours worked in
the private non-farm sector). Since 1973, however, that
growth rate has dropped to 1.73 perceant per year. At the
same time, the rate of growth of labor productivity in the
non-farm business economy fell to 1.0 percent per year from
its 1948-73 average of 2.4 percent. In its analysis of
these trends thé 1979 Report of the Joint Economic Committee
concluded: '"The cumulative loss of capital stock during the
recession, combined with projections for coatinued rapid
labor force increase, stroogly suggests that special measures
to promote capital spending are needed 1f productivity
growth is to recover even the modest levels of 1967-73."

) Inflation is the nation's number one ecomomic problem.
Controlling inflation without producing politically unacceptable
levels of unemployment is, at best, a very difficult task.
However, there is a growing awareness among public officials,
economists, academicians and others that increasing supply
rather than restricting demand is a more appropriate way of
combating inflation. There is.a correlation between saviags
and investment and increased productivity, Jjob creation and
lower prices. Therefore, emphasizing public policies aimed
at increasing productive capacity and output is highly
desirable. Consistent with this need, S. 1435 would generate
an increase in business investment and production.

Understatement of Capital Costs

Inflation causes business profits to be overstated
because they are based on accounting practices that undervalue
the cost of depreciation and inventories. Current tax
depreciation, based on historical cost, was designed in a
noninflationary environment and does not provide sufficient
deductions to recover replacemeat costs. It acts as a
deterrent to capital investmeant. .

Although Congressional actioans iam 1971, priacipally
enactment of the Class Life Asset Depreciation Range (ADR)
system, went part way to improve the rate of capital recovery

. in the United States, existing capital recovaery, based on
the "useful life' coancept of depreciation, still does not
adequately take into account the ever~increasing cost of
agset replacement in an inflationary economy. The extent to
which noafinancial corporations have understated their
capital costs is shown in the following tabulation comparing
current-cost double deelining balance (DDB) depreciation with
depreciation allowed nonfinancial corporations for Federal
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income tax purposes. As can be seen from the tabulation, the
excess of current-cost DDB over tax depreciation has grown
from a negative amount in 1965 to $28.2 billion in 1978.

Nonfinancial Corporations
Excess of Current-Cost DDB Over Income Tax Depreciation

1965-1978
(Billions of dollars)
(1) (2) (3
CQurreat Cost Income Tax Excess of
DDB(a) Depreciation(b) (1) over (2)
1965 $ 3.7 $ 36.4 $-0.7
1966 39.68 39.5 0.1-
1967 4.2 42.9 1.3
1968 48.5 46.7 1.8
1969 53.8 81.3 2.5
1970 59.8 54.6 4.9
1971 64.5 8.7 5.8
1972 68.8 65.3 3.5
1973 75.7 70.5 5.2
1974 89.3 77.8 11.5°
1975 . 105.8 85.0 20.8
1976 115.1 92.3 22.8
1977 ' 124.7 100.8 23.9
108.8 8.2

1978 137.0

(a) 75% of Bulletin F lives.

(b) Estimate of depreciation allowed for Federal
income tax purposes.

Source: Department of Commercs.

Either full indexing of the tax system or adoption of some
-form of replacement cost depreciation probably represents
the only real solution to the problem of understated capital
costs during periods of inflation. Shart of adopting either
of these concepts, enactment of the "10-5-3" gsystem, which
would significantly shorten the capital recovery period,
would coantribute importantly to alleviating the problem.
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Proposed Capital Recovery Allowance System

. $.1438 would, in essence, provide a capital recovery
allowance system under which:

¢ the recovery period for industrial,
distribution and retail buildings is 10
years,

e the recovery period for machinery and
equipment is 3 years,

¢ the recovery period for automobiles and
light trucks (up to $100,000 per year) is
3 years, and

e a tull (i.e, 10%) investment tax credit
is allowed for all eligible property
in the 10 and S~year classes and a 6%
credit is allowed for all eligible
property in the 3-year class.

The enactmeut of the "10-5-3" gsystem would be a major step
toward the simplification of our tax laws which would be
especially beneficial to the nation's smaller businesses.

It would eliminate most of the complexities of the present
depreciation tax law including the determination of useful
life, proper guideline classification and estimated salvage.

The new "10-5-3" capital recovery allowance system
would comotribute significantly to improved cash flow for
businesses investing in productive facilities. Essential to
the acceptability and effectiveness of the proposed capital
recovery allowance system are both the availability of the
iovestment tax credit and the use of accelerated methods.
Accelerating the recovery makes after-tax funds available
sooner for maintaining, upgrading or expanding the stock of
capital assets. Furthermore, by increasing the return on
investment, the proposed capital recovery allowance system
would increase the likelihood that important, but:otherwise
financially marginal, projects would be undertaken. This, ia
turn, would lead to more employment.

: Over the past decade, expenditures for research and
development (R&D) in the United States, exclusive of the
space program, have barely kept pace with the growth of the
economy. R&D is critical to successful innovation, but it
is only the first step through which technological knowledge
is translated into commercially viable products. This
process usually involves substantial investment in new
plants, modern machinery and equipmeant, market development,
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employee training and the like. Investmeant in R&D is

governed by the same risk/reward coansiderations as investments
in tangible business property. Acceleration of R&D can be
promoted by correcting the same ecounomic and political factors
that caused the decline in the growth of business iavestment
generally. Enactment of the "10-5-3" system would improve

the crucial risk/reward ratio which is the basic determinant
of the level of business investment. By contributing to a
more favorable business investment climate, enactment of
S$.1435 would help to reverse the decline in R&D investment

and innovation.

S$.1435 is not "targeted" to help ome particular geograph-
ical area of the United States or segmeat of industry. The
"10-5-3" system of capital recovery is aimed at gtimulating
iavestment in new plaat and equipment by all businesses,
large and small, located in all areas of the domestic
economy, in order to achieve the vital national economic
goals of increasing productivity, controlling iaflation,
improving the balance of trade, and providing jobs and a
bettor standard of living for the citizenry. In the area of
competitiveness in domestic and international markets
against foreign companies, it is essential that the industrial
plaot in the United States be upgraded and modernized
because the technological lead which the U.S. once had over
the rest of the industrialized world has been substantially
narrowed in recent years. [f the national economy is
strong, growing and competitive in iaternational markets,
all areas of the country and types of businesses will
benefit. .
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allowances for their economic success and have changed their tax
laws accordingly. The United States has not followed suit. As a
result, our capital recovery provisions are.far out of date.
Indeed, our Asset Depreciation Range system has proven to be so
cumbersome that it is used by less than one percent of all U.S.

corporations.

As a result of our failure to revise U.S. tax laws
to take into account economic realities, corporations are paying
huge federal taxes on illusory profits--profits that result
solely from the impact of inflation., 7These taxes have led to
reduced corporate cash flows and inadequate capital investments,
which have had a slow but serious impact on the economic health

of our nation.

Our standard of living, while still the highest in
the world by most measures, is rapidly losing ground to other
nations whose productivity growth has outstripped ours. Un-
employment continues high and unresponsive to high levels of
output. The United States is losing its formerly strong com=-

petitive position in world markets.

All signs point toward the need for bold action by
the Congress on the economic front. Enactment of S. 1435
would do more for capital formation and our nation's economic

health than any other proposal currently before the Congress.
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STATEMENT OF

GEORGE A. STRICHMAN

The Committee for Effective Capital Recovery is a
voluntary coalition of 396 business firmé and 53 buslngps

associations.

Formerly called the Ad Hoc Committee for an Effective

Investment Tax Credit, the Committee has long been active in

efforts to improve, strengthen, and make permanent the invest-

*
ment tax credit.-/

In addition to its work on the investment tax credlt,‘
the Committee has always had the improvement and restfﬁcturtng
of depreciation allowances as one of its key objectives. 1Indeed,
in late 1978 the Committee changed its name to the Comnmittee
for Effective Capital Recovery to reflect more accurately the

breadth of its policy goals.

) The Economic Justification for
Improved Capital Recovery

\

A. lLow Rates of Productivity Growth

Of the many economic indicators which argue forceful-

ly for more realistic capital recovery provisions, none is more

®

—/The Committee has been pleased with the recognition by the
Congress of the importance of the investment tax credit, most
recently in the Revenue Act of 1978. The Committee believes that
after consideration of S. 1435 is completed, the Congress at an
early date should consider further improvements in the investment
tax credit., Attached to this testimony as Appendix B is a .
summary of recommended changes.
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significant than the alarming decline in the rate of growth of
U.S. productivity. Indeed, the U.S. has fallen dramatically
behind its trading,partnérs in this important respect. Table I
shows the average annual percentage change in productivity for
the U.S. compared with five of our major trading par;ners. The

United States ranks a dismal last.
TABLE I

Average Annual Increases of Output Per Hour
in Manufacturing 1960-1978

Japan 8.5 percent
France 5.6 percent
Germany 5.5 percent
Canada 4.0 percent
United Kingdom 3.2 percent
United States 2.6 percent

Source: U.S. Department of Labor, Office of Productivity and
Technology, Division of Foreign Labor Statistics and Trade,
July 1979.

Moreover, the trend for U.S. productivity is ominous.
From 1955 to 1965, U.S. productivity increased at an average
annual rate of 3.1 percent; from 1965 to 1973, at a rate of
2.3 percent; from 1973 to 1977, 1.0 percent. During 1978,
productivity was almost stagnant, registering a 0.4 percent
increase. For the first half of 1979, output per hour in the

private business sector actually decreased at an annual rate of

3.3 percent,
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Continuation of this trend threatens to destroy

America's position as an industrial power.

B. Low Rates of Capital Investment

There are, of course, a great many causes of this
decline in productivity in the United Stateé. Increased expen-
ditures to comply with environmental regulations, a slackening:
of expenditures for research and development, increased govern-
mental regulations, and changes in the American work force have

all played an important role.

Few factors, however, have had a more significant
impact on the reduction of productivity in the United States
than the low rate of capital investment. Table II compares
United States investment as a percent of gross domestic prod-
uct with that of five other industralized nations. Again, the
United States ranks last, indeed having a ratio of approx-

imately half that in Japan.
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TABLE II

Average Annual Ratio of Capital ,
Investment as a Percent of Output—/

1960~-77
Japan 27.8
Canada 19.7
Germany 19.5
France 19.2

United Kingdom 17.0
United States 14.7

Source: U.S. Department of Labor, Office of Productivity and
Technology, Division of Foreign Labor Statistics and Trade,
July 1979.

*

—/Capital investment, excluding residential dwellings, as

a percent of gross domestic product at factor cost, in current
prices.

-Many economists have concluded that there is a direct
correlation between declining capital investment and the drop in

productivity in the United States:

° Paul McCracken, former Chairman of the Presi-

dent's Council of Economic Advisors:

"The most important explanation for this
growing inability of the economy to

deliver gains in productivity and real

income is almost certainly the sluggish

rates of capital formation that have
prevailed during much of this decade.”
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° °  Economic Report of the President, January, 1979:
"... between 1948 and 1973 high rates of private
investment led to a growth in the capital-labor
ratio (measured by the ratio of the net non-
residential capital stock to aggregate hours
worked in the private nonfarm sector) amount-
ing to almost 3 percent per year. Since 1973,
as a result of low rates of investment, that
growth rate has dropped to 1 3/4 percent per
year, Although the precise effect of slower
growth in the capital stock is hard to measure
empirically, analytical studies estimate that
it could well have reduced productivity growth
by up to one-half of a percentage point per
year from earlier trends."

° J. R. Norsworthy, Michael J. Harper, and Kent
Kunze, Bureau of Labor Statistics, "The Slow-
down in Productivity Growth: Analysis of Sone
Contributing Factors®™: "The 1973-78 slowdown
[in productivity] is dominated by the effects
of reduced capital formation .... The decline
in capital formation accounts for more than
70 percent of the total slowdown" [in pro=-
ductivity in 1973-78}. .

C. Capital Recovery is Key to
Total Savings and Investment

Few factors are more important to capital invest-
ment and productivity than our rate of savings as a nation.
Tahle III shows that £he United States ranks last among our
trading partners in total savings relative to total disposable

personal income.

56-073 0 - 80 - 15
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TABLE III

Total Savings as a Percent of
Total Disposable Income (1977)

Japan?/ 26 percent
West Germany 13 percent
France 13 percent
Canada 12 Percent
United Kingdom*/ 7 percent
United States - 6 percent

Source: United Nations, Yearbook of National
Accounts Statistics, (1978).

" -
—/Statistics for Japan and the United Kingdom are
based on 1976 data, the most recent year for which
information is available.

Based on Department of Commerce statistics, business
saving as a percent of total national savings was 61.7 percent
in 1978. <Consequently, business saving is now the largest

factor to be considered in an examination of the issue of total

national savings.

In turn, the major factors in business saving are
the capital recovery allowances of the Internal Revenue Code.
According to the Commerce Department figures, these allowances

accounted for 75.5 percent of total business savings in 1978.
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It therefore becomes clear that the most effective

means of increasing national savings would be to improve our

capital recovery allowances. Indeed, Allen Sinai of Data

Resources, Inc. estimates that the increase in saving in the

nonfinancial corporate sector resulting from enactment of the

Capital Cost Recovery Act ranges from $5.5 billion in 1980

to $48 billion in 1984.

D.

Important Effects of Low Rates of Productivity
Growth, C(apital Investment, and Savings
on the United States Economy

1. 1Inflation and Growth of Real Income

a. Economic Report of the President

The Committee for Effective Capital Recovery strongly

\
agrees with the statement made by President Carter in his 1979

Economic Report to the Congress:

with slower productivity growth, our
living standards individually and as

a Nation cannot rise as fast. Slower
productivity growth means that the re-
sources available for carrying out govern-
mental programs becomes scarcer. It means
that large increases in wages and other
incomes put greater upward pressure on
costs and prices. 1f we ignore the
realities of slower productivity growth--
if governments continue to press forward
with unabated claims on resources, and
private citizens continue to demand large
gains in money incomes~-our inflationary
problem will worsen.
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b. Relationship Between Capital Investment,
Productivity, Wages, and Prices

There is a striking correlation between capital in-
. vestment and wage rates by industry in this country. Table IV
shows the most recent data from the Department of Labor on this
subject. It shows 1971 capital investment data and compares it

‘with production worker average earnings by related industry

group.



TABLE IV
CAPITAL INTENSITY AND WORKER EARNINGS

Production Worker

Industry Capital Per Employee Average Earnings
CPE Rank Per Hour Rank
Group 1
Petroleum & Coal $ 87,190 1 $ 4.57 1
Chemicals 36,450 2 3.94 3
Primary Metals 35,060 3 4,23 2
Paper 29,440 4 3.67 4
Stone, Clay & Glass 20,550 5 3.66 5
* Food 14,160 6 3.38 7
Rubber/Plastics 14,140 7 3.40 6
Tobacco 12,690 8 3.15 8/9
Lumber 10,270 9 3.15 8/9
Miscellaneous - 6,490 10 2.97 10
Furniture 5,210 11 2.90 11
Leather 2,530 12 2.60 12
Apparel 2,110 13 2.49 13
Group 2
Transportation
Equipment 12,080 1 4.41 1
Non-Electric
Equipment 11,640 2 3.99 3
Fabricated Metals 11,540 3 3.74 5
Ordnance 10,560 4 3.84 4
Instruments 9,410 5 3.52 6
Electrical
Equipment 8,830 6 3.48 7
Printing 8,580 7 4.20 2
Group 3
Textiles 10,840 2.57

Source: Department of Labor.
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Reviewing this data during his testimony before the

Joint Economic Committee in mid-1975, then-Secretary of Labor

Dunlop concluded:

«s» creation of jobs through invest-
ment capital broadens opportunities, thus
allowing more upward mobility in salary \
and skills as people are promoted and

new jobs created ... the most basic and
far-reaching objective for national
policy in this context should be to
encourage development of new technol-
ogies and the formation of new

capital .... Also, the increase in
output and income implied by new

capital formation means a higher level

of living and income for all Americans,
whether or not tliey are employed by

the industries involved with new

capital formation and productivity gain.

The National Association of Manufacturers has prepar-
ed an analysis of the direct relationship between productivity,
wages and prices. For example, in 1955 wages increased 3.7 per-
cent and productivity rose 4.1 percent. The cost of producéion
attributed to labor, the unit labor cost, declined by 0.4 percent.
That same year there was a 0.4 percent drop in the Consumer Price
Index (CPI). In 1978, wages rose 9.3 percent and productivity
increased at only 0.4 percent. Unit labor costs increased
8.9 percent. The Consumer Price Index rose at a rate of 9

percent in 1978.



226

-1l -

c. Analysis of the Council on
wage and-Price Stability

The Council on Wage and Price Stability, in A Special
Report on Inflation (April, 1978), highlighted the relationship

between productivity and inflation:

Trends in labor productivity are impor-
tant elements of the inflation process.
Improvements in output per man hour re-
duce unit labor costs and provide a
wedge between wage increases and higher
prices. Thus, productivity growth is a
means of improving living standards for
all participants in the economy. In
its absence increased incomes for some
can come only at the expense of reduced
real earnings for others.

A sharp falloff in productivity growth
has been an important cause of the
disappointingly small gains in real
income over the last decade and it

has exacerbated the inflation ....

The effect of this slowdown [of pro-
ductivity] has been to reduce total
real incomes by 19 percent in 1977
(the equivalent of $280 billion in
today's prices) compared to what would
have been achieved by a sustained
growth of productivity at the rate

of the prior two decades.

-d. Impact of "Productivity Gap" on
Average U.S. Household Income

There are a number of ways of expressing our poor
productivity performance. Willard C. Butcher, the President of
the Chase Manhattan Bank, in a September 25, 1979 speech on
"Closing our 'Productivity Gap's Key to U.S. Economic lealth,"”

reviewed the impact of the gap between actual and potential
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productivity in the United States on the average U.S. household
income. Since 1960, this gap has steadily grown wider to the
point where it now means that actual average household income is
now $3,900 less than it would have been had we managed to main-
tain our earlier productivity growth levels. This trend is shown

clearly in Table V.
TABLE V

Impact of "Productivity Gap"
on Average U.S. Household Income

Actual Potential
Year Income Income
1960 $12,900 $12,900
1961 13,100 13,100
1962 13,500 13,300
1963 R 13,800 13,600
1964 14,400 14,100
1965 15,000 ’ 14,700
1966 15,600 15,300
1967 16,000 15,900
1968 16,400 16.300
1969 16,500 16,900
1970 16,500 17,300
1971 16,600 17,400
1972 17,100 17,900
1973 17,600 18,600
1974 17,000 19,100
1975 16,600 18,900
1976 16,800 19,100
1977 | 17,200 19,700
1978 17,500 20,400
1979 17,500 21,400

Source: The Chase Manhattan Bank, September, 1979.
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e. International Comparison:
Productivity and Wage Rates

There appears to be an inescapable correlation between
growth in productivity and improvements in a nation's standard of
living and in wage rates. Table VI compares the United States
with five industrialized nations in terms of productivity in-
creases and increases in the wages received by workers in those
countries. There is a striking similarity in the rankings in

each category.

TABLE VI

Comparison of Productivity
and Increases in Hourly Wages

Ave. Annual Increase Ave. Annual Compound

1960-1978 of Output per hour Rate of Change in Hourly

in Manufacturing wage for Production Worker

Rank Rank

Japan 8.5% 1 14.9% 1
France 5.6% 2 11.9% 2
Germany .5.5% 3 9.8% 4
Canada " 4.0% 4 8.2% 5
United Kingdom 3.2% 5 11.9% 2
United States 2.6% 6 6.5% 6

Source: U.S. Department of Labor, Office of Productivity and
Technology, Division of Foreign Labor Statistics and Trade,
July 1979.



- 14 =

2., U.S. Balance of Trade

In {ts days of ever-improving productivity, the United
States was not >nly a major exporter but was also able to keep
its imports and exports in a favorable balance. Unfortunately,
this is no louger the case. Table VII shows the discouraging
trends with respect to the U.S. trade deficit, which reached a
level of $34 billion in 1978.
TABLE VII

U.S. Balance on Merchandise Trade

(millions of dollars)

1960 4,892 1970 2,603
1961 5,571 1971 -2,260
1962 4,521 1972 -6,416
1963 5,224 1973 911
1964 6,801 1974 -5,343
1965 4,951 1975 9,047
1966 3,817 1976 =-9,300
1967 3,800 1977 -30,873
1968 635 1978  =-34,187
1969 607

Source: Survey of Current Business, June 1979, U.S5. De~
partment of Commerce.

Underlying this trend is the decline in the U.S. share
of total manufactured exports worldwide. As a na;ion, we
are falling further behind in international econohic competition.
To reverse this decline, we simply must act boldl} to improve our

productivity performance.-
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In recent years, policymakers have begun to pay closer
attention to the relationship between our trade deficit and
the value of the dollar, domestic inflation, and the overall
strength of our economy. There is now a widespread consensus
that we need a strong, coherent, and effective export program.
-Improved capital recovery allowances can and should be an important
ingredient of that program.

E. Impact of Inflation on Real Value
of Depreciation Allowances

In January of 1979 Martin Feldstein and Lawrence
Summers published a paper on "Inflation and the Taxation of
Capital Income in the Corporate Sector.®” The paper examined
the effect of inflation on the taxation of capital used in
the nonfinancial sector of the U.S. economy. It concluded
that:

+ss the effect of inflation with the existing

tax laws was to raise the 1977 tax burden on

corporate sector capital income by more than

$32 billion, an amount equal to 69 percent of

the real after tax capital income of the non-

financial corporate sector .... This extra

tax raised the total effective tax rate from

43 percent to 66 percent of capital income in

.the nonfinancial corporate sector,

The paper concluded that the principal reason for
this increase in the effective tax rate on capital income
is that the historic cost method of depreciation causes a

major overstatement of taxable profits.,



230
.: 16 -

Specifically, Messrs. Feldstein and Summers found
that inflation reduced the depreciation allowed on existing
plant and equipment by $39.7 billion in 1977. Thus, the impact
of inflation on depreciation allowances alone increased coxpo--
rate tax payments by $19 billion or almost one-third of the $59
billion of corporate tax liabilities for 1977.

fhe increased taxes resulting from inflation in 1977
should be compared with the revenue cost of the Capital Cost
Recovery Act (see page 27). It will bLe seen that the revenue
"losses"™ resulting from this proposed bill are far less than the
increase in corporate taxes due to inflation described and,
aithough a start in the right direction, do not fully restore
business profits to the level necessary to offset inflation.

F. International Comparison of
Capital Recovery Systems

As indicated earlier, one of the key reasons for
improved capital recovery allowances is to bring our system in

line with the most progressive of our trading parners.

Based on the implications of productivity data and
other information, it is widely assumed that some of our trading
partners (Japan and West Germany, for example) already have
relatively more modern plants and equipment than does the United

States. In contrast, the United Kingdom and Canada have levels
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of plant and equipment modernization far closer to those of the
United States than the levels of Japan or Germany (see

productivity data set forth on page 2).

However, the British and Canadians, recognizirny the
importance of adequate depreciation, have liberalized their
systems and are now far more effective in providing for more

adequate capital formation than is the United States.

Specifically, the United Kingdom permits 100 percent
of the cost of machinery to be written off in the year of
purchase. Similarly, Canada permits machinery and equipment
to be written off over a two-year period. By these standards,

the United States is obviously far out of date.

A full comparison of the major industrialized nations
has been provided by Price Waterhouse and it is attached as

Appendix C.

II. The Capital Cost Recovery Act of 1979

Clearly, there is overwhelming evidence of the need
for improved capital recovery allowances in our tax system.
Although there are other ways to move toward this goal, the
Capital Cost Recovery Act of 1979 seems to be the most practical

and effective approach.
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The "10-5-3" proposal would greatly simplify and
improve our capital recovery system. It would remove the useful
life concept from our tax code and replace it with a far simpler
method of computing depreciation allowances. It would remove
the factor of salvage values in capital recovery computations.

It would improve and simplify the investment tax credit. Capital
recovery allowances and the investment tax credit would no longer
'be deferred until the property is placed in service but rather
would be allowable in the taxable year in which funds are ex-
pended to acquire the property. The Capital Cost Recovery Act
would also remove the distinction between investments in new

and used property for purposes of capital cost recovery allowances.

The bill would substantially benefit small businesses
by replacing the current complexity of the asset depreciation
range system. A Treasury Department study completed in 1974
(the most recent data available) found that only one-half of one
percent of all corporations with less than $5 million in total
assets elected the ADR system. Thus, even the modest benefits of
the last major improvements in depreciation (ADR) are readily
usable for only a small portion of American businesses. By
way of contrast, the Capital Cost Recovéry Act is simple, direct,
and can be used by large and small businesses alike. Table VIII

shows the results of the Treasury study.
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TABLE VIII

Use of ADR by U.S. Corporations

Total Firms
Number Electing
Size of Of Firms In ADR

Total Assets Population Number Percent
$1 to $500,000 1,493,000 5,482 0.4
$500,000 to S$1M 56,000 1,064 2.0
$1M to $5M 42,000 1,788 5.0
$5M to $10M 5,000 665 13.0
$10M to $50M 4,000 991 38.0
$50M to $100M 625 804 49.0
$100M to $200M 396 . 242 61.0
$200M to $300M 156 107 69.0
$300M to $600M 203 167" 82.0
$600M to $1B 88 80 91.0
Over $1 Billion 166 152 94.0
Total 1,601,634 11,042 0.7

source: 1974 Statistics of Income, Department of Treasury.

A. Effectiveness of “10-5-3"
in Stimulating Investment

There appears to be a growing consensus that enactment
of legislation along the lines of "10-5-3" would be an extremely
effective and efficient way to stimulate increased capital
investment. The following items are submitted as evidence of

this view:

° Unanimous report of the Joint Economic Com-
mittee, March, 1979: "Some of the tax changes
in the Revenue Act of 1978 will stimulate in-
vestment. But these are not sufficient. The
Committee believes that per dollar of revenue
loss, liberalization of depreciation allowances
would be the most effective stimulant."
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o Statement by the Honorable G. William Miller,
then-Chairman of the Federal Reserve Board,
before the Commonwealth Club of California,
July 19, 1979: "My own proposal has been that
we endorse a simple formula: 1-5-10., 1-5-10
stands for a new policy of liberalized deprecia-
tion under which all mandated investments for
environment, safety and health would be
written off in one year; all new investments
for productive equipment would be written off
in five years; and all capital in structures
and permanent facilities would be written
off in 10. This acceleration of the deprecia-
tion allowance offers the most direct and
efficient way to boost investment, for two
reasons: filrst, accelerated depreciation
ties each dollar of revenue loss directl
to capital’ investment; and, second, Lecause
this formula reduces risk and thus gives
strong incentive for investment in the
cost-saving and modern production facili-

~ties. Our estimates indicate that 1-5-10,
after five years, could raise the invest=-
ment share of output close to 1 per cent
higher than what it would otherwise have been.”

° Statement by Allen Sinai before the Com-
mittee for Effective Capital Recovery,
September 13, 1979: "Of the various tax
incentives to capital formation most often
considered, the impacts from the accelerated
capital recovery -rank near the top in terms
of instrument effectiveness. Only the in-
vestment tax credit would produce an equivalent

N or greater bang-for-a-buck."

° In addition, the Capital Cost Recovery Act has
been cosponsored by 250 Members of the House
and is supported by the National Association
of Manufacturers, Business Roundtable, Chamber
of Commerce, National Federation of Indepen-
dent Business, and the American Council for
Capital Formation.

B. Application of the Capital Cost
Recovery Act to Structures

Notwithstanding the evidenqe in support of the Capital

Cost Recovery Act, a degree of controversy has arisen with respect
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to the provision of S. 1435 which wohldvrequite a ten-year

write~off for nonresidential buildings and structures.

The Committee for Effective Capital Recovery believes
that the ten-year §epreciat{on schedule is an extremely important
component of the "10-5-3" bill. We subscribe to the views
outlined by then-Secretary of the Treasury Michael Blumenthal in
his testimony Before the House Ways and Means COmmiétee on

January 30, 1978:

««» @ particularly weak aspect of the current
economic recovery is the low rate of business
investment in long-lived structures; invest-
ment in structures reached its peak almost

. four years ago and is now 11 percent below
that level. The tax preference for deprecia-
tion of structures has been reduced through
the operation of the 'recapture' rules and the
minimum tax .... .

While Secretary Blumenthal's statement was in support
of the Administration's proposal to have structures qualify
for the investment tax credit, the argument applies equally well

to the need for improvéd depreciation allowances for buildings

and structures.

Furthermore, we should note that President Carter
recently assured the building and construction workers union
of his Administration's determination to see that construction
was not unduly burdened by the economic recession we face.

Short of a major and costly program of direct federal funding

56-073 0 - 80 ~ 16 fromm
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of bulidlng construction, we can think of few better ways to
Help the President keep his promise than to lend his support
to a proposal which would improve depreciation allowances for

buildings.

C. Similarity of the Effects of Capital
Cost Recovery Act and Indexing

One of the principal arguments for improved capital
recovery allowances is that inflation significantly erodes
the real value of depreciation allowances, thereby increasing

the net cost of corporate investments.

One method of addressing this problem is to simply
index depreciation allowances, i.e., adjusting the value of
allowable depreciation each year for the rise in the consumer

price index since the previous year.

cirunlate

Dr. Martin Feldstein puwivideired a paper in October,
1979 comparing the effectiveness of indexing with accelerated -
*
depreciation—/ in eliminating the impact of inflation on

the net cost of capital investments.

*
H/The specific accelerated depreciation proposal studied by
Dr. Feldstein was the proposed Capital Cost Recovery Act of 1979.
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The paper concluded that "for moderate rates of inflation
and real discount rates, the acceleration proposal and full

*
indexation are quite similar."—/

The following is an excerpt from the Feldstein

analysis:

The figures in [Table IX] indicate that
the specific acceleration proposal is a
quite close approximation of indexing at
moderate rates of inflation and real
interest. This also implies that the
acceleration would essentially offset
fully the effects of inflation under
existing historic cost depreciation.
Consider, for example, equipment with

an allowable depreciatian period of 13
years, an economy with an 8 percent rate
of inflation, and an investor with a 4 per-
cent real rate of discount. ... [Table IX]
shows that the acceleration proposal would
eliminate almost all of the increased

cost under these circumstances. 1In
particular, the real net cost is only
three percent higher with the shortened
depreciation life than it would be with
complete indexation.

++s The relative net cost of acceleration
and indexing remains between 0.9 and 1.1
for almost all combinations of real dis~
count rates between 4 and 7 percent, in-
flation rates between 4 and 12 percent,
and lives between 3 years and 25 yearS. ...

*

—/It should also be noted that Dr. Feldstein found that "For

low rates of inflation, high discount rates, or very long-lived
investments, the acceleration proposal causes greater reductions
in net costs than would result from complete indexing. Conversely,
for high rates of inflation, low discount rates, or very short-
lived investments, the acceleration method fails to offset the
adverse effects of inflation.”
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TARLE IX

The Relative Net Cost of Equipment Investment

with the Acceleration and Indexing Proposéls

.

Real Inflation Allowable Depreciation Life Under Existing Law

Discount Rate (Years)

Rate -

3 8 13 18 25 35

0.0 *0.00 0.87 1.00 1.00 1.00 1.00 1.00
0.04 0.94 1.08 1.08 1.08 1.08 1.08
0.08 1.00 1.15 1.15 1.15 1.15 1.15
0.12 1.05 l.21 1.21 1.21 1.21 1.21
0.16 1.10 1.27 1.27 1.27 1.27 1.27

0.04 0.00 . 0.89 0.96 0.92 0.88 0.84 0.79

. 0.04 0.96 1.03 0.98 0.94 0.89 0.84

0.08 1.01 1.08 1.03 0.99 0.94 0.89
0.12 1.05 1.13 1.08 1.04 0.99 0.93
0.16 1.09 1.18 1.12 1.08 1.02 0.97

0.07 0.00 0.91 0.94 0.88 0.84 0.79 0.75
0.04 0.96 1.00 0.94 0.89 0.84 0.79
0.08 1.01 1.05 0.98 09.3 0.88 0.83
0.12 1.05 1.09 1.02 0.97 0.92 0.86
0.16 1.09 1.13 1.06 1.01 0.95 0.89

Each figure in the table is the ratio of the net cost of equipment invest-
ment with the acceleration proposal divided by the net cost of the invest~-
ment with complete indexing.

Dr. Feldstein notes that in the €inal analysis the choice
between accelerated depreciation and indexing “"requires balancing
the administrative simplicity and other possible advantages of
acceleration against the automatic protection that indexation
offers against the risk of siénificant changes from the recent ’

inflation rates and discount rates."



239
- 25 -

The Committee for Effective Capital Recovery believes
that given that choice, the Congress should opt for the Capital
Cost Recovery Act of 1979. It would be more practical to achieve
in the Congress and would be far more likely to be used by
all businesses, both large and small. Indexation would likely
present enormous problems of complexity and record keeping
burdens for small businesses, which are the principal reasons why

the current ADR sy