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MISCELLANEOUS TAX BILLS III

MONDAY, OCTODEI4 22, 1979

U.S. SENATE, SUBCOMMITIrE 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.

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 SuBcouurrrxM ON TAXATION AND DEBT MANAGEMENT SET HEARING ON

MISCELLANEous TAX Bius
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 a.m. 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. Revenue 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 testamentary
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 by $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 purposes. 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 Building, Washington, D.C. 20510, by no later than the close of business on
October 18, 1979.

LIGISLATIVE R ORGANIZATION ACT

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

(1)
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Witnesses scheduled to testify should comply with the following rules:
(1) A copy of the statement 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 typed on letter-size paper (not legal size) and

at least 100 copies must be submitted by the close ofbusinees the day before the
witness is scheduled to testify. '

(4) Not more than ten minutes will be allowed for oral presentation.
(5) 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.

WRIirrt4 ATIMONY

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-s paced 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.



8

96Th CONGRESS

115T 81oN S 1021
To amend 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
APRIL 26 (legislative day. APRIL 9), 1979

Mr. DANFORTH 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

ers of certain governmental obligations
option and credit.

1

2

3

4

5

to provide hold-
a taxable bond

Be it enacted by the Senate and House of Representa-

lives of the United States of America in Congress assembled,,

(a) IN GBNERAL.-Subpart A of part IV of subchapter

A of chapter 1 (relating to credits' allowed) is amended by

inserting after section 44C the following new section:
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1 "SEC. 'lt). CREDIT FOR EXEMPT INTEREST INCLUDED IN

2 , INCOME.

3 "(a) GENERAL RULE.-In the case of a United States

4 person who elects to include in gross income for the taxable

5 year the entire amount of-

6 "(1) interest on obligations described in section

7 103(a), other than industrial development bonds .(de-

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

9 6"(2) exempt-interest dividends (as defined in sec-

10 tion 852(b)(5)) attributable to interest on obligations

11 described in subparagraph (1),

12 there is allowed as a credit, subject to the limitations of sub-

13 section (b), an amount equal to 67 percent of the sum of such

14 interest and dividendsfor the taxable year.

15 "(b) LIMITATIONS, APPLICATION WITH OTHER CRED-

16 ITS, ETC,-

17 "(1) IN OENERAL,-Except as provided in para-

18 graph (2), the credit allowable under subsection (a) for

19 the taxable year shall not exceed the tax imposed by

20 this chapter for such year reduced by the credit al-

21 lowable under section 37 (relating to credit for the

22 elderly).

(3 "(2) CERTAIN TAX-EXEMPT ENTITIES.-In the

24 case an organization described in section 501(c)(3) or a

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

26 forming part of a governmental plan, the amount of
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3

I credit allowable tinder subsection (a) for the taxable

2 year shall be applied against the tax imposed by this

3 subtitle.

4 "(3) DENIAL OF CREDIT FOR OBLIGATIONS NOT

5 ISSUED PURSUANT TO A- PUBLIC UNDERWRITING

6 WHICH ARE HELD BY RELATED ENTITIES.-An elec-

7 tion under this section shall not apply to any obligation

8 not issued pursuant to a public underwriting for any

9 period which such obligation is held by a related

10 entity.".

11 "(c) DEFINITIONS: SPECIAL RULES.-For purposes of

12 this section-

13 "(1) ORIGINAL ISSUE- DISCOUNT INTEREST;

14 AMORTIZABLE BOND PREMIUM.-In the case of obli-

15 gations described in section 103(a), other than industri-

16 al development bonds, the amount of interest shall be

17 adjusted, under regulations prescribed by the Secre-

18 tary, for any original issue discount or amortizable

19 bond premium attributable to the taxable year.

20 "(2) TIME AND MANNER OF ELECTION.-The

21 election to claim this credit shall be made with the tax

22 return for the taxable year for which the inclusion is

23 elected. The election shall be made not later than the

24 time prescribed by law for filing the return for such

25 year (including extensions thereof). Such election may
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4

I be changed at any time before the expiration of the

2 period prescribed for making a claim for credit or

3 refund of the tax imposed by this chapter for the tax-

4 able year. The election shall include a statement set-

5 ting forth, in such manner as the Secretary may re-

6 quire, the identification of the payor of the interest or

7 dividend, together with such additional information as

8 the Secretary may require.
9 "(3) TAXES IMPOSED BY THIS CHAPTER.-The

10 taxes imposed by the following provisions of this chap-

11 ter shall not be considered to be taxes imposed by this

12 chapter:

13 "(A) The taxes imposed bysections 55 and

14 56 (relating to minimum taxes).

15 "(B) The tax imposed by section 72(m)(5)(B)

16 (relating to 10 percent on premature distributions

17 to owner-employees).

18 "(0) The tax imposed by section 408(0 (re-

19 lating to additional tax on income from certain re-

20 tirement accounts).

21 "(D) The tax imposed by section 531 (relat-

22 ing to accumulated earnings tax).

23 "(E) The tax imposed by section 1378 (relat-

24 ing to tax on certain capital gains of subchapter S

25 corporations). -
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5

1 "(F) Any additional tax imposed for the tax-

2 able year by section 1351(dXl) (relating to recov-

3 series of foreign expropriation losses).

4 _"(4) APPLICATION IN THE CASE OF ESTATES

5 AND TRUSTS; ETC.-In the case of an estate or trust

6 or other person which may distribute income which re-

7 tains the characteristic of being excludible from gross

8 irrcome under section 103(a), the Secretary shall by

9 regulations prescribe rules relating to the election

10 -under this section.

11 "(5) PUBLIC UNDERWRITING.-The term 'public

12 underwriting' means a procedure for selling the obliga-

13 tions in which-

14 "(A) competitive bids for the right to sell the

15 obligations to the general public are solicited from

16 independent parties, and

17 "(B) 25 percent or more of the obligations

18 sold are acquired by persons who are not related

19 entities.

20 "(6) RELATED ENTITY.-The term 'related

21 entity' means-

22 "(A) in the case of obligations issued by a

23 State, such State and any political subdivisions

24 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, and

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 INCOMIR 'OF INDIVIDUAL

17 BOND OPTION CREDIT.-

18 (1) Part 11 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 allowance 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 (2) The table of sections for such part is amended

6 by inserting at the end thereof the following new

7 items:

"Sec. 86. Credit for exempt interest included in income.".

8 (C) CONFORMING AMENDMENTS.-

9 (1) Subsection (b)(2) of section 41 (relating to con-

10 tributions to candidates for public office) is amended-

11 (A) by striking out "and";

12 (B) by striking out the period at the end of

13 the paragraph '- and inserting in lieu thereof ", and

14 section 44D (relating to credit for exempt interest

15 included in income).'.

16 (2) Subsection () of section 44A (relating to ex-

17 penses for household and dependent care services nec-

18 essary for gainful employment) is amended-

19 (A) by striking out "and" at the end of para-

20 graph (6);

21 (B).by striking out the period at the end of

22 , paragraph (7) and inserting in lieu thereof "

23 and"; and
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1 (C) by adding at the end thereof the follow-

2 ing new paragraph:

3 "(8) section 44D (relating to credit for exempt in-

4 terest included in income).".

i(3) Subsection (a)(4) of section 46 (relating to

6 amount of credit) is amended-

7 (A) by striking out "and" at the end of sub-

8 paragraph (A);

9 (B) by striking out the period at the end of

10- subparagraph (B) and inserting in lieu thereof ",

11 and"; and

12 (C) by adding at the end thereof the follow-

13 ing new subparagraph:

14 "(C) section 44D (relating to credit for

15 exempt interest included in income), except in the

16 case of a tax-exempt entity referred to in section

17 44D(b)(2)."

18 (4) Subsection (a)(3) of section 50A (relating to

19 amount of credit) is amended-

20 (A) by striking out "and" at the end of sub-

21 paragraph (C);

22 (B) by striking out the period at the end of

23 subparagraph (D) and inserting in lieu thereof ",

24 and"; and
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1 (C) by adding at the end thereof the follow-

2 ing new subparagraph:
3 "() section 44D (relating to credit for

4 exempt interest included in gross income), except

5 in the case of a tax-exempt entity referred to in

6 section 44D(b)(2).".

7 (5) Subsection (a) of section 53 (relating to limita-

8 tion based on amount of tax) is amended-

9 (A) by striking out "and" at the end of para-

10 graph (6);

11 (B) by striking out the period at the end of

12 paragraph (7) and inserting in lieu thereof ",

13 and"; and

"-14 "(C) by adding after paragraph (7) the follow-

15 ing new paragraph:

16 "(8) section 44D (relating to credit for exempt in-

17 terest included in income).".

18 (6) Subsection (b)(1) of section 75 (relating to

19 dealers in tax-exempt securities) is amended by insert-

20 ing after "excludible from gross income" the following:

21 "(without regard to the operation of section 44D)".

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

23 on certain governmental obligations) as precedes para-

24 graph (1) is amended to read as follows:

56-073 0 - 80 - 2
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I "(n) GENINtA, Ruvi~.-Except as provided in section

2 441) and section 86 (relating to credit for exempt interest

3 included in income), gross income does not include interest

4 on-".

5 (8) Section 171 (relating to amortizable bond pre-

6 mium) is amended-

7 (A) by striking out "(other than a bond the

8 interest on which is excludible - from gross

9 income)" from subsection (a)(1) and by inserting

10 in lieu thereof, "(other than a bond described in

11 paragraph (2))"; %

12 (B) by amending subsection (a)(2) to read as

13 follows:

14 "(2) TAX-EXEMPT BONDS.-In the case of any

15 bond the interest on which is excludible from gross

16 income (without regard to the operation of section

17 44D), no deduction shall be allowed for the amortizable

18 bond premium for the taxable year."; and

19 (C) by amending subsection (c)(1) to read as

20 follows:

21 "(1) ELIGIBILITY TO. ELECT; BONDS WITH RE-

22 SPECT TO WHICH ELECTION PERMITTED.-In the

23 case of bonds.other than bonds described in subsection

24 (a)(2), this. section shall apply:only- if the taxpayer has

25 so elected.".
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1 (9) Paragraphs (1), (2), and (3) of section 265 (re-

2 rating to interest relating to tax-exempt income) are

3 amended by inserting after "subtitle" each place it ap-

4 pears the following: "(without regard to the election

5 under section 44D)".

6 (10) Section 593(b)(2E)(iii) (relating to reserves

7 for losses on loans) is amended by striking out "the in-

8 terest on which is excludible under section 103" and

9 inserting in lieu thereof "described in section 103(a)".

10 (11) Subparagraph (A) of section 818(b)(3) (relat-

11 ing to exception from requirement of accrual of dis-

12 count) is amended to read as follows:

13 "(A) interest which is excluded from gross

14 income:under section 103, or".

15 (12) Section 832(e)(6)'(rclating to insurance com-

16 pany taxable income) is amended by striking out "the

17 interest on which is excludible from gross income

18 under section 103" each place it appears and inserting

19 in lieu thereof "described in section 103(a)".

20 (13) Section 852(b) (relating to taxation of regu-

21 lated investment companies and their shareholders) is

22 . amended-.-

23 (A) by deleting "section 103(a)(1)" each

24 place it appears in paragraph (5) and inserting in

25 lieu thereof "section 103(a)"; and
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1 (B) by inserting at the end of subsection (b)

2 the following new paragraph:

3 "(6) CREDIT FOR EXEMPT INTEREST INCLUDED

4 IN INCOME.--An investment company may elect to

5 claim the credit under section 44D but not in an

6 amount in excess of-

7 "(A) the amount of interest received on obli-

8 gations described in 103(a) other than industrial

9 development bonds over

10 "(1) the amount designated as exempt-inter-

11 est dividends (including exempt-interest dividends

12 paid after close of the-taxable year as described in

13 section 855) attributable to such obligations.

14 The election shall not be taken into account for pur-

15 poses of determining the distribution requirement in

16 subsection (a).".

17 .(14) Subsection (g) of section 904 (relating to co-

18 ordination with credit for the elderly) is amended to

19 read as follows:

20 "(g) COORDINATION WITH CERTAIN OTHER CRED-

21 iT.-For purposes of subsection (a), the tax against which

22 the credit is taken is reduced by the amount of the credit (if

23 any) for the taxable year allowable under-

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

25 the case of an individual, and
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1 (2) section 44D (relating to credit for exempt in-

2 terest included in income) in the case of a United

3 States person other than a tax-exempt entity referred

4 to in section 44D(b)(2).".

5 (15) Paragraph (5) of section 1016(a) (relating to

6 adjustments to basis) is amended by inserting after

7 "subtitle" the following: "(determined without regard

8 to the operation of section 44D)".

9 (16) Clause (i) of section 1232(a)(2)(C) (relating to

10 the sale or exchange of bonds and other evidences of

11 indebtedness) is amended to read as follows:

12 "(i) obligations described in section

13 103(a) (relating to certain governmental obli-

14 gations) unless the bondholder has made an

15 election for the taxable year under section

16 44D (relating to credit for exempt interest

17 included income) with respect to the obliga-

18 tion, or",

19 (17) Paragraph (4) of section 6201(a) (relating to

20 erroneous credit under section 39 or 43) is amended-

21 (i) by striking out "section 39 or 43" from

22 the heading and inserting in lieu thereof "certain

23 refundable credits", and

24 (ii) by adding at the end thereof the following

25 new sentence: "If on any return or claim for
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I refund of income taxes under subtith, A by tax-

exempt enilv referred to sect ion 4, 1)(h)(2), there

3 is an overstatenent of the credit allowable by see-

.1 tion 441), the amount so overstated which is al-

5 lowed as a credit or refund may be asesscd by

6 the Secretary in the same manner as in the case

7 of a mathematical or clerical error appearing upon

8 the return, except the provisions of section

9 6213(b)(2) (relating to abatement of mathematical

10 or clerical error assessments) shall not apply with

11 respect to any assessment under this paragraph.".

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

13 ing to qualified resident tax based on taxable income)

14 is amended to read as follows:

15 "(A) by subtracting an amount equal to the

16 sum of-

17 "(i) the amount of his interest on obliga-

18 tions to the United States which was includ-

19 ed in his gross income for the taxable year,

20 and

21 "(ii) the amount included in his gross

22 income for the taxable year by reason of sec-

23 tion 44D,".

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

25 cessive credits) is amended by adding at the end there-
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1 of the following new sentence: "In the case of an orga-

2 nization described in section 501(cX3) which is exempt

3 from tax under section 501(a), and in case of a trust

4 which meets the requirements of section 401(a) (other

5 than a trust forming a part of the governmental plan

6 as defined in section 414(d)), if the amount allowable

1 as a credit under section 44D exceeds the tax imposed

8 by subtitle A reduced by the credits allowable under

9 subpart A of part IV of subchapter A of chapter 1

10 (other than the credit allowed by section 44D), then

11 the amount of such excess shall be considered an over-

12 payment.".

13 (d) EFFECTIVE DATE.-The amendments made by this

14 section apply to obligations issued after December 31, 1979,

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

16 to refund obligations to which the amendments made by this

17 section do not apply.

0
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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, APRIL 9), 1979
Mr. JAVITS (for himself, Mr. GOLDWATER, 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.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE, AMENDMENT OF 1954 CODE.

4 (a) SHORT TITLE.-This Act may be cited as the "Art-

5 ists Tax Equity Act of 1979".

6 (b) AMENDMENT OF 1954 CoDE.-Except as otherwise

7 expressly provided, whenever in this Act an amendment or

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

9 a section of other provision, the reference shall be considered
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1 to be made to a section or other provision of the Internal

2 Revenue Code of 1954.

3 SEC. 2.

4 Subchapter B of chapter 64 (relating to collection of

5 internal revenue taxes) is amended by inserting after section

6 6311 the following new section:

7 "SEC. 6312. CREDIT AGAINST ESTATE TAX FOR CERTAIN

8 ARTWORKS.

9 "(a) IN GENERAL.-A credit against the tax imposed

10 by chapter 11 (relating to estate tax) shall be allowed by the

11 the Secretary for the transfer of property subject to the pro-

12 visions of subsections (b), (c), (d), (e), and (f).

13 "(b) AMOUNT OF CREDIT.-The amount treated as a

14 credit shall be equal to the fair market value of'the property

15 transferred as of the valuation date used for purposes of the

16 tax imposed (and interest thereon) by chapter 11 (relating to

17 estate tax).

18 "(c) ELIGIBLE PROPEBTY.-A literary, musical, or ar-

19 tistic property, or similar property, shall f'ualify as property

20 whose transfer is eligible for the credit allowed by subsection

21 (a), provided,

22 "(1) the property is included in the gross estate of

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

24 sonal efforts created the property, "

4
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1 "(2) the property is transferred without restric-

2 tions to a branch or department of the Government of

3 the United States or to an institution established under

4 chapter 3, sections 41 through 80 of title 20, United

5 States Code, for the purpose of making the property

6 available to the general public by display or access,

7 "(3) the- transferee signs a written statement

8 that-

9 "(A) the property is material of artistic, musical,

10 or literary significance, and

11 "(B) the use of the property by the trans-

12 feree will be in accordance with paragraph (2),

13 "(d) GOVERNMENTAL ACCOUNTS.-A credit for trans-

14 fers under this section shall be allowed without reimburse-

15 ment or payment from the transferee to the Secretary.

16 "(e) INTEREST.-Unless the transferee determines and

17 certifies to the Secretary that there has been an expeditious

18 transfer of the property under this section, no interest pay-

19 able with respect to the tax imposed by chapter 11 shall be

20 deemed to be waived by reason of the provisions of this see-

21 tion for any period before the date of such transfer.

22, "(0 DISALLOWANCE OF CREDIT OR DEDUCTION '(JU

23 TRANSFERS ALLOWED AS ESTATE TAX CREDITr.-.No

24 other credit or deduction shall be allowed under any other
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1 section for any amount allowed as a credit by reason of this

2 section.

3 sEC. 3.

4 Subpart A of part IV of subchapter A of Chapter 1

5 (relating to credits allowable) is amended by inserting before

6 section 45 the following new section:

7 "SEC. 44D. CERTAIN CONTRIBUTIONS OF LITERARY, MUSICAL,

8 OR ARTISTIC COMPOSITIONS.

9 "(a) GENERAL RULE.-In the case of an individual,

10 there shall be allowed as a credit against the tax imposed by

11 this chapter for the taxable year an amount equal to 30 per-

12 cent of the fair market value of a literary, musical, or artistic

13 composition created by the personal efforts of that individual

14 and contributed by that individual to an organization de-

15 scribed in section 501(c)(3) which is exempt from tax under

16 section 501(a) or to a government unit described in 170(c)(1).

17 "(b) IMITATIONS.-

18 "(1) INCOME FROM LITERARY, MUSICAL, OR AR-

19 TISTIC COMPOSITION.-The amount of the credit al.

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

21 exceed the amount of tax under this chapter attributa-

22 ble to the gross income of the individual for the taxable

23 year attributable to the sale of literary, musical, or ar-

24 tistic compositions in that taxable year and in previous

25 taxable years.
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1 "(2) AMOUNT OF CREDIT.-The amount of the

2 credit allowed under subsection (a) to the taxpayer for

3 the taxable year, after the application of paragraph (1),

4 shall not exceed the greater of-

5 "(A) so much of the taxpayer's liability for

6 tax under this chapter for the taxable year as

7 does not exceed $2,500, or

8 "(B) 50 percent of the taxpayer's liability for

9 tax under this chapter for the taxable year.

10 "(3) LIMITATION OF CONTRIBUTIONS.-NO credit shall

11 be allowed under subsection (a) of any literary, artistic, or

12 musical composition to the extent that the total of such com-

13 positions contributed by such individual for the taxable year

14 to organizations described in subsection 501(c)(3) exceeds

15 $35,000.

16 "(4), CREDIT DENIED FOR CERTAIN LETTERS, MEMO-

17 RANDUMS, OR SIMILAt PROPERTY.-The credit allowed by

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

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

20 prepared, or produced by or for the individual while he held

21 an office under the Government of the United States or of

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

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

24 arose out of, the performance of the duties of such office.
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1 "(c) Cr.HTIvICATION REQUIRgD.-NO credit is allow-

2 able under subsection (a) for the contribution of a literary,

3 musical, or artistic composition by the taxpayer unless the

4 taxpayer receives from the donee a written statement that

5 the donated property represents material of artistic, musical,

6 or literary significance and that the use of such property by

7 the donee will be related to the purpose or function constitut-

8 ing the basis for its exemption under section 501 (or, in the

9 case of a governmental unit, to any purpose or function de-

10 scribed in section 170(c)(2)(B)).

11 "(d) CARRYOVER ()F EXCESS CREDIT.-If the amount

12 of the credit determined under subsection (a) for any taxable

13 year exceeds the limitations provided by subsections (b)(2)

14 and (b)(4) for the taxable year, the excess shall be added to

15 the amount allowable as a credit under subsection (a) for the

16 next five succeeding taxable years to the extent it may be

17 used in those years.".

18 (b) Section 170(e) of such Code (relating to certain con-

19 tributions of ordinary income and capital gain property) is

20 amended by inserting at the end thereof the following:

21 "(4) DENIAL OF DEDUCTION FOR CERTAIN CON-

22 TRIBUTIONS OF LITERAL, MUSICAL, OR ARTISTIC

23 COMPOSITIONS.-No deduction shall be allowed under

24 this section for any contribution for which a credit is

25 claimed under section 44B.".
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1 (eX1) The table of sections for such subpart A is

2 amended by inserting immediately before the item relating to

3 section 45 the following:

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

4 (2) Section 42(b) of such Code (relating to the taxable

5 income credit) is amended by striking out "and" at the end of

6 paragraph (4), by inserting "and" at the end of paragraph

7 (5), and by inserting after paragraph (5) the following new

8 paragraph:

9 "(6) section 44D (relating to credit for certain

10 contributions of literary, musical, or artistic composi-

11 tions),".

12 SEC. 4. LONGER PRESUMPTION PERIOD ALLOWED ARTISTS

13 AGAINST HOBBY LOSS TREATMENT.

14 The last sentence of subsection (d) of section 183 (relat-

15 ing to activities not engaged in for profit) is amended by in-

16 serting after the second sentence the following new sentence:

17 "In the case of an activity which consists in major part of the

18 creation of literary, musical, or artistic property, or similar

19 property, by the personal efforts of the taxpayer, the first

20 sentence of this subsection shall be applied by substituting

21 the period of 10 consecutive taxable years for the period of 5

22 consecutive taxable years."
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| SEC. S. CAPITAL GAIN TREATMENT FOR INHERITED COPY.

2 RIGHTS, ARTWORKS. ETC.

3 Subparagraph (C) of section 1221(3) (defining capital

4 asset) is amended by inserting "(other than by reason of sec-

5 tion 1023)" after "is determined".

6 SEC. 6. EFFECTIVE DATE.

7 The amendments made by this Act shall apply to tax-

8 able years beginning after December 31, 1978.

0
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To 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 modernization through increased capital investment and expand-
ed employment opportunities.

IN THE SENATE OF THlE UNITED STATES

JuNE 27 (legislative day, JUNE 21), 1979

Mr. NELSON (for himself, Mr. BENT8EN, Mr. PACKWOOD, and Mr. CHAFED)
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 a

system of capital recovery for investment in plant and

equipment, and to encourage economic growth and modern-
ization through increased capital investment and expanded
employment opportunities.

1 Be it enacted by the Senate and House of Representa-

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

2 OF 1954 CODE.

3 (a) SHORT TITLE.-This Act may be cited as the "Cap-

4 ital Cost Recovery Act of 1979".

5 (b) TABLE OF CONTENTS.-

See. 1. Short title; table of contents; amendment of 1954 Code.
Sec. 2. Capital cost recovery allowance.
See. 3. Changes in investment tax credit.
See. 4. Amendments related to depreciation.
See. 5. Disposition of recovery property subject to recapture under section 1245.
See. 6. Minimum tax amendment.
See. 7. Technical amendments.
See. 8. Effective'date.

6 (c) AMENDMENT OF 1954 CODE.-Except as otherwise

7 expressly provided, whenever in this Act an amendment or

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

9 a section or other provision, the reference shall be considered

10 to be made to a section or other provision of the Internal

11 Revenue Code of 1954.

12 SEC. 2. CAPITAL COST RECOVERY ALLOWANCE.

13 (a) IN GENERAL.-Part VI of subchapter B of chapter

14 1 (relating to itemized deductions for individuals and corpora-

15 tions) is amended by inserting after section 167 the following

16 new section:

17 "SEC. 168. CAPITAL COST RECOVERY DEDUCTION.

18 "(a) ALLOWANCE OF DEDUCTION.-In the case of re-

19 covery property, there shall be allowed the recovery deduc-

20 tion provided by this section.

21 "(b) AMOUNT OF DEDUCTION.-

56-073 0 - 80 - 3
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2

3

4

5

"(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-

3

"(1) IN OENERAL.-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 .................................................... 1 0 20 33
2 .......................................... ; ......... 18 32 45
3 .................................................... 16 24 22
4 .................................................... 14 16
5 .................................................... 12 8
6 ................................................ .. 10
7 .......... .................. .. 8
8 .......... ...................... 6
9 .............................. 4

10 ......................... ..................... 2

6

7

8

9

10

11

12

13

14

15

16

17
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ery property' met.ns tangible property (other than

2 land)-

3 "(A) used in a trade or business, or

4 "(B) held for the production of income.

5 "(2) CLASSES OF RECOVERY PROP-RTY.-

6 "(A) CLASSIFICATION TABLE.-The classifi-

7 cation of recovery property shall bo determined in

8 accordance with following table:
"Classification of Recovery Property

"Class I Class 2 Class 3
Buildings Recovery property Automobiles, taxis,

and stmctural not taken into and light-duty
components of account under trucks.
buildings, class 1 or cla" 8.

9 "(B) $100,000 LIMIT FOR CLASS 3.-In the

10 case of any taxpayer for any taxable year, the

11 capital cost (for which such year is recovery year

12 1) taken into account under class 3 shall not ex-

13 ceed $100,000.

14 "(C) SPECIAL RULES FOR APPLYING THE

15 $100,000 LIMIT.-

"For special rules relating to the $100,000 limit, see
subsection (1)(2).

16 "(d) CAPITAL COST.-

17 "(1) IN GENERAL.-For purposes of this section,

18 the term 'capital cost'- means, with respect to any

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

2 1016(aX2) adjustment for such year).

3 "(2) SPECIAL RULES FOR PROPERTY NOT YET

4 PLACED IN SBRVIC.-In the case of property which

5 has not been placed in service before the close of the

6 taxable year-

7 "(A) PAYMENT RULE.-Except as provided

8 in subparagraph (B), the addition to capital ac-

9 court shall be treated as made when payment of

10 an amount is made.

11 "(B) SELF-CONSTRUCTED PROPERTY.-If

12 the property is constructed (in whole or in part)

13 by tho taxpayer, capital cost shall be determined

14 under paragraph (1) without regard to subpara-

15 graph (A) of this paragraph.

16 "(3) AMOUNTS MUST BE FOR PERIOD AFTER

17 1979.-For purposes of this section, capital cost does

18 not include any amount paid or properly charged to

19 capital account for any period before January 1, 1980.

20 "(4) SPECIAL RULES.-

21 "(A) PUBLIC UTILITY PROPERTY ELEC-

22 TION.-For election to determine capital cost of

23 public utility property by treating advance pay-

24 ments as made when property is placed in service,

25 see subsection (i)(3).
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I "(B) TRANSITIONAL RULE FOR FISCAL

2 YEAR TAXPAYERs.-For special transitional rule

3 for determining capital cost of fiscal year taxpay-

4 ers, see subsection (i)(5).
5 "(e) TAXPAYER MAY DEDUCT LESS THAN FULL AL-

6 LOWANCE.-

7 "(1) IN GENERAL.-For any taxable year the tax-

8 payer may deduct all or any portion of the amount al-

9 lowable under subsection (a). The deduction for afly

10 taxable year may be increased or decreased at any

11 time before the expiration of the period prescribed for

12 making a claim for refund of the tax imposed by this

13 chapter for such taxable year.

14 "(2) CARRYOVER OF UNUSED DEDUCTIONS.-

15 Any amount allowable for the taxable year by subsec-

16 tion (a) but not deducted for such taxable year shall be

17 carried forward and may be claimed as a deduction for

18 any succeeding taxable year. Any deduction so claimed

19 shall be treated as-an addition to the capital cost re-

20 covery deduction allowable under subsection (a) for

21 such succeeding taxable year,

22 "(3) ALLOCATION OF DEDUCTIONS.-If by reason

23 of paragraph (1) the taxpayer deducts less than the

24 amount allowable for any taxable year, the amount de-

25 ducted shall be apportioned among the taxpayer's re-
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I cover property in the same proportion as the amount

2 allowable in respect of the recovery property bears to

3 the total amount allowable in respect of recovery prop-

4 erty. A similar rule shall be applied in the case of the

5 allowance of a deduction in a succeeding taxable year

6 under paragraph (2).

7 "(4) ADJUSTMENTS TO BASIS.-For purposes of

8 section 1016(a)(2), in the case of recovery property the

9 amount allowable under this subtitle for exhaustion,

10 wear and tear, and obsolescence shall be the amount

11 allowable by subsection (a) of this section.

12 "(f) RECOGNITION OF GAIN OR LOSS AND ADJUST-

13 MENT TO CAPITAL COSTS ON RETIREMENT OR OTHER

14 DISPOSITION.-

15 "(1) GENERAL RULE.-Gain or loss shall be rec-

16 ognized on the disposition of recovery property, unless

17 nonrecognition is specifically required or permitted by

18 another provision of this chapter.

19 "(2) MASS APSET ACCOUNTS.-In lieu of recog-

20 nizing gain or loss, a taxpayer who maintains mass

21 asset accounts of recovery property may, under regula-

22 tions prescribed by the Secretary, elect to include in

23 income all proceeds realized on the disposition of such

24 property.
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1 A() n'rjNT TO CAPITAL coR.-For pur-

2 poses of this section, if gain or loss is recognized on

3 the disposition of recovery property, the capital cost of

4 such property shall cease to be capital cost as of the

5 beginning of the taxable year in which such disposition

6 occurs.

7 "(4) DisPoSITION INCLUDES BETIREMENT.-For

8 purposes of this subsection, the term 'disposition' in-

9 eludes retirement.

10 "(g) PROPERTY EXCLUDED FROM APPLICATION OF

11 SECTION.-

12 "(1) CERTAIN PROPERTY EXCLUDED.-The term

13 'recovery property' does not include-

14 "(A) property placed in service by the tax-

15 payer before January 1, 1980,

16 "(B) residential rental property (within the

17 meaning of section 167(j)), and

18 "(0) property with respect to which the tax-

19 payer-

20 "(i) is entitled to elect amortization (in

21 lieu of depreciation), and

22 "(ii) elects such amortization.

23 "(2) CERTAIN METHODS OF DEPRECIATION.-

24 The term 'recovery property' does not include property

25 if-
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1 "(A) the taxpayer elects to exclude such

2 property from the application of this section, and

3 "(B) for the first taxable year for which a

4 deduction would be allowable under this section

5 with respect to such property-

6 "(i) the property is properly depreciated

7 under the unit-of-production method, the re-

8 tirement-replacement method, or any other

9 method of depreciation not expressed in a

10 term of years, or

11 "(ii) the property is a leasehold im-

12 provement which is properly depreciated

13 over the term of the leasehold.

14 "(3) SPECIAL RULE FOR CERTAIN PUBLIC UTIL-

15 ITY PROPERTY.-

16 "(A) IN OENERAL.-In the case of public

17 utility property (within the meaning of section

18 1670)(3)(A)), such property shall be treated as re-

19 covery property only if the taxpayer uses a nor-

20 malization method of accounting.

21 "(B) USE OF NORMALIZATION METHOD DE-

22 FINED.-For purposes of subparagraph (A), a tax-

23 payer uses a normalization method of accounting

24 with respect to any public utility property if both

25 the taxpayer's rates and its operating results on

___
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1 its regulated books of account reflect a tax ex-

2 pense determined by-

3 . "(i) a method of depreciation on the

4 property which is the same as, and

5 "(ii) a depreciation period for the prop-

6 erty which is no shorter than,

7 the method and period used to determine its de-

8 preciation expense on the property for purposes

9 of establishing its cost of service for ratemaking

10 purposes.

11 "(0) SECRETARY TO PRESCRIBE REOULA-

12 TIONS.-The Secretary shall provide such regula-

13 tions as may be necessary or appropriate to pre-

14 vent the reflection (directly or indirectly) in rates

15 or operating results of an amount of tax expense

16 which is inconsistent with either the depreciation

17 method described in subparagraph (B)(i) or the de-

18 preciation period described-in-subparagraph (B)(ii).

19 "(4) CERTAIN SALES, LEASES, AND OTHER

20 TRANSACTIONS IN PROPERTY PLACED IN SERVICE

21 BEFORE i9so.-The term 'recovery property' does not

22 include property acquired directly or indirectly from a

23 person who used such property before January 1,

24 1980, if-
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1 "(A) within 1 year after the property is so

2 acquired, the property is leased back to such

3 person, or
4 "(B) the person so acquiring the property

5 bears a relationship specified in section 267(b) to

6 the person using such property before January 1,

7 1980.

8 "(h) TRANSITIONAL APPLICABLE PERCENTAGES FOR

9 CLASS 1 PROPERTY AND CLASS 2 PROPERTY.-

10 "(1) IN oENERAL.-The Secretary shall pre-

11 scribe tables setting forth transitional applicable

12 percentages-

13 "(A) for additions t9 capital account of class

14 1 property before January 1, 1984, and

15 "(B) for additions to capital account of class

16 2 property before January 1, 1984.

17 If for any taxable year for any property there is a

18 transitional applicable percentage, such transitional

19 percentage shall be substituted for the applicable per-

20 centage set forth in subsection (b).

21 "(2) TRANSITIONAL APPLICABLE PERCENTAGES

22 FOR CLASS 1 PROPERTY.-The transitional applicable

23 percentages for class 1 property shall be determined

24 in accordance with the following assigned recovery

25 periods:
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"Transitional 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.

19 80 ..................................... 18........................ ... . .......... 18
19 8 1 ................... 16.............. . ............................ ............ 16
1982 14.................................................................................. 14
1983 ............................................................................. ...... . 12

"(3) TRANSITIONAL APPLICABLE PERCENTAGES

FOR CERTAIN CLASS 2 PROPERTY.---The transitional

applicable percentages for class 2 property shall be de-

termined in accordance with the following assigned re-

covery periods:

"Transitional Recovery Periods for Certain Class 2 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 ....................................... ADR lower limit.
1981 ....................................... ADR lower limit minus 1 year.
1982 ....................................... ADR lower limit minus 2 years.
1983 ....................................... ADR lower limit minus 3 years.

The capital cost recovery period determined under this

paragraph shall in no case be less than 5 years.

"(4) ADR LOWEB LIMIT DEFMD.-For pur-

poses of paragraph (3), the ADR lower limit for any

class of property is the lower limit of the asset depreci-

ation range in effect on June 27, 1979, for such class

of property under section 167(m). For purposes of the

preceding sentence, lower limits in excess of 9 years

shall be treated as equal to 9 years, and any lower

1

2

8

4

5

6

7

8

9

10

11

12

13

14
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1 limit which is not a whole number of years shall be

2 rounded down to the next lower whole number of

3 years.

4 "(5) TABLES TO BE SIMILAR TO SUBSECTION (b)

5 TABLE.-The tables prescribed under paragraph (1) for

6 any class of property for any assigned recovery period

7 shall be based on principles similar to those used in the

8 construction of the table under subsection (b) for that

9 class of property.

10 "(i) DEFINITIONS AND SPECIAL RULES.-For pur-

11 poses of this section-

12 "(1) RECOVERY YEAR 1, ETC.-The term 'recov-

13 ery year 1' means, with respect to any capital cost, the

14 first taxable year for which a deduction with respect to

15 such cost is allowable under subsection (a). The imme-

16 diately following taxable year shall be recover, year 2,

17 and the taxable years which follow shall be numbered

18 accordingly.

19 "(2) SPECIAL RULES FOR APPLYING THE

20 $100,000 LIMIT FOR CLASS 3 PROPERTY.-

21 "(A) IN GENERAL.-If for any taxable year

22 the capital cost (for which such year is recovery

23 year 1) of automobiles, taxis, and light-duty

24 trucks exceeds $100,000, the taxpayer shall

25 select the items to be treated as class 3 property,
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I but only to the extent of an aggregate capital cost

2 of $100,000. Such a selection, once made, may be

3 changed only in the manner, and to the extent,

4 provided by such regulations.

5 "(B) MARRIED INDIVIDUALS.-In the case

6 of a husband or wife who files a separate return,

7 the limitation under subparagraph (A) and under

8 subsection (c)(2)(B) shall be $50,000 in lieu of

9 $100,000. This subparagraph shall not apply if

10 the spouse of the taxpayer has no property which

11 may be taken into account as class 3 property (for

12 which this is recovery year 1) for the taxable year

13 of such spouse which ends within or with the tax-

14 payer's taxable year.

15 "(C) CONTROLLED GROUPS.-In the case of

16 a controlled group, the $100,000 amount specified

17 under subparagraph (A) and under subsection

18 (c)(2)(B) shall be reduced for each component

19 member of the group by apportioning $100,000

20 among the component members of such group in

21 accordance with their respective amounts of capi-

22 tal cost of automobiles, taxis, and light-duty

23 trucks.

24 "(D) PARTNERSHIPS.-In the case of a

25 partnership, the limitation contained in subpara-



40

15

I graph (A) and in subsection (cX2)B) shall apply

2 with respect to the partnership and with respect

3 to each partner.

4 "(E) CONTROLLED GRouP.-For purposes of

5 this paragraph, the term 'controlled group' has

6 the meaning assigned to such term by section

7 1563(a), except that the phrase 'more than 50

8 percent' shall be substituted for the phrase 'at

9 least 80 percent' each place it appears in section

10 1563(a)(1).

11 "(3) PUBLIC UTILITY MAY ELECT NOT TO TAKE

12 INTO ACCOUNT ADVANCE PAYMENTS.-

13 "(A) IN GENERAL.-In the case of public

14 utility property (within the meaning of section

15 167(l)(3)), the taxpayer may elect to treat all ad-

16 ditions to capital account for the period before

17 property is placed in service as made during the

18 taxable year in which the property is placed in

19 service.

20 "(B) EFFECT OF ELECTION.-An election

21 under subparagraph (A) shall apply to all public

22 utility property of the taxpayer for the taxable

23 year for which the election is made and all subse-

24 quent taxable years unless the Secretary consents

25 to a revocation of such election.
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I "(4) MAKING OF HLiEC'IONS.-Any election (or

2 selection) under this section shall be made at such time

3 and in such manner as the Secretary may by regula-

4 tions prescribe.

5 "(5) TRANSITIONAL RULE FOR DETERMINING

6 CAPITAL COST OF FISCAL YEAR TAXPAYERS.-If-

7 "(A) the taxpayer's taxable year is a period

8 other than the calendar year, and

9 "(B) a transitional applicable percentage ap-

10 plies to additions to capital account in any portion

11 of the taxable year,

12 then the capital cost for such taxable year shall be sep-

13 arately computed for each portion of a calendar year

14 included within the taxable year.

15 "() CROSS REFERENCE.-

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

16 SEC. 3. CHANGES IN INVESTMENT TAX CREDIT.

17 (a) APPLICABLE IPRCENTAE.-Subsection (c) of sec-

18 tion 46 (relating to qualified investment) is amended by

19 adding at the end thereof the following new paragraph:

20 "(7) APPLICABLE PERCENTAGE FOR RECOVERY

21 PROPERTY.-Notwithstanding paragraph (2), the appli-

22 cable percentage for purposes of paragraph (1) shall

23 be-
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1 "(A) in the case of class 1 or class 2 recov-

2 ery property (within the meaning of section 168),

3 100 percent, or

4 4(B) in the case of class 3 recovery property

5 (within the meaning of section 168), 60 percent."

6 (b) CREDIT FOR EXPENDITURES BEFORE PROPERTY

7 IS PLACED IN SERvicE.-Subsection (d) of section 46 is

8 amended to read as follows:

9 "(d) QUALIPED PROGRESS EXPENDITURES.-

10 "(1) IN GENERAL.-The amount of the qualified

11 investment of any taxpayer for the taxable year (deter-

12 mined under subsection (c) without regard to this sub-

13 section) shall be increased by the aggregate of the ap-

14 plicable percentage of each qualified capital cost of the

15 taxpayer for the taxable year.

16 "(2) QUALIFIED CAPITAL COST.-For purposes

17 of paragraph (2), the term 'qualified capital cost' means

18 the capital cost described in section 168(d)(1) for the

19 taxable year with respect to any property which has

20 not been placed in service before the close of such tax-

21 able year if such property, when placed in service, can

22 reasonably be expected to be recovery property which

23 is section 38 property.
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1 "(3) APPLICABLE PERcNTAOL.-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

5 FOR PROPERTY FOR YEAR OF RECA rURE.-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)(8) with respect to such prop-

10 erty, or for any taxable year thereafter."

11 (c) AMENDMENT OF RECAPTURE RULES.-

12 (1) IN OENEuRAL.-Subsection (a) of section 47

13 (relating to certain dispositions, 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 "(5) SPECIAL RULES FOR 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
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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) RECAPTUREi PERCENTAOE.-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 property ceases
to be section 38 property is:

The taxable year in which placed in
in service ....................................

The first taxable year after the year
in which placed in service ...........

The second taxableyearafter theyear
in which placed in service ...........

The third taxable year after the year
in which placed in service ...........

The fourth taxable year after the year
in which placed in service ...........

The recovery percentage
for each class of
property is:

Class 1 and
Class 2 Class 3

100 percent 100 percent.

80 percent 66 percent.

60 percent 33 percent.

40 percent 0 percent.

20 percent 0 percent.

"(C) DEFINITIONS AND SPECIAL RULES.-

"(i) SECTION 38 RECOVERY PROPERTY.-

For purposes of this paragraph, the term 'section

88 recovery property' means any section 38 prop-

erty which is recovery property (within the mean-

ing of section 168).

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16



45

20

1 "(ii) RECAPTURE PERIOD.-For purposes of

2 this paragraph, the term 'recapture period' means,

3 with respect to any property, the period consisting

4 of the taxable year in which such property is

5 placed in service and the 4 succeeding taxable

6 years (the 2 succeeding taxable years in the case

7 of class 3 property).

8 "(iii) CLASSIFICATION OF PROPERTY.-For

9 purposes of this paragraph, property shall be clas-

10 sifted as provided in section 168.

11 "(iv) PARAGRAPH (1) NOT TO APPLY.-

12 Paragraph (1) shall not apply with respect to any

13 recovery property."

14 (2) TECHNICAL AMENDMENTS.-

15 (A) Subparagraph (D) of section 47(a)(3) is

16 amended-

17 (i) by striking out "paragraph (1), para-

18 graph (1)" and inserting in lieu thereof

19 "paragraph (1) or (5), as the case may be,

20 such paragraph", and

21 (ii) by striking out "PARAGRAPH (1)" in

22 the subparagraph heading and inserting in

23 lieu thereof "PARAGRAPH (1) OR (5)".

24 (B) Paragraph (6) of section 47(a) (as redes-

25 ignated by paragraph (1)) is amended by striking
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1 out "paragraph (1) or (8)" and inserting in lieu

2 thereof "paragraph (1), (3), or (5)".

3 (C) Subparagraph (B) of section 47(a)(7) (as

4 redesignated by paragraph (1)) is amended by

5 striking out "paragraph (5)" and inserting in lieu

6 thereof "paragraph (6)".

7 (d) AMENDMENT OF SECTION 48.-The last sentence

8 of section 48(a)(1) (defining section 38 property) is amended

9 by striking out "includes only property" and inserting in

10 lieu thereof "includes only recovery property and any other

11 property".

12 SEC. 4. AMENDMENTS RELATED TO DEPRECIATION.

13 (a) RECOVERY DEDUCTION TREATED AS DEPRECI-

14 ATION.-Subsection (a) of section 167 (relating to depreci-

15 ation) is amended by adding at the end thereof the following

16 new sentence: "In the case of recovery property (within the

17 meaning of section 168), the recovery deduction allowable

18 under section 168 shall be deemed to constitute the reason-

19 able allowance provided by this section, and such property

20 shall be considered for purposes of this title as property of a

21 character subject to the allowance provided under this sec-

22 tion."

23 (b) No ADDITIONAL FIRST-YEAR DEPRECIATION FOR

24 RECOVERY PROPERTY.-Paragraph (1) of section 179(d)

25 (defining section 179 property) is amended by striking out
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1 "and" at the end of subparagraph (B), by striking out the

2 period at the end of subparagraph (C) and inserting in lieu

3 thereof ", and", and by adding at the end thereof the follow-

4 ing new subparagraph:

5 "(D) which is not recovery property (within

6 the meaning of section 168)."

7 (c) TERMINATION OF CLASS LIFE SYSTEM.-Subsec-

8 tLion (m) of section 167 (relating to class lives) is amended by

9 adding at the end thereof the following new paragraph:

10 "(4) TERMINATION.-This subsection shall not

11 apply with respect to property placed in service after

12 December 31, 1979."

13 SEC. 5. DISPOSITION OF RECOVERY PROPERTY SUBJECT TO

14 RECAPTURE UNDER SECTION 1245.

15 Paragraph (3) of section 1245(a) (defining section 1245

16 property) is amended by striking out "or" at the end of sub-

17 paragraph (C), by ftriking out the period at the end of sub-

18 paragraph (D) and inserting in lieu thereof ", or", and by

19 adding at the end thereof the following new subparagraph:

20 "(E) recovery property (within the meaning

21 of section 168)."

22 SEC. 6. MINIMUM TAX AMENDMENT.

23 Subsection (a) of section 57 (defining items of tax prefer-

24 ence) is amended by inserting after paragraph (11) the follow-

25 ing new paragraph:
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1 "(12) CAPITAL COST RECOVERY DEDUCTION.-

2 "(A) IN OENERAL.-With respect to each

3 property which is class 1 or class 2 recovery

4 property (as determined under section 168) and

5 which is subject to a lease, the amount (if any) by

6 which the recovery deduction allowed for the tax-

7 able year is greater than the straight-line capital

8 cost recovery amount determined in accordance

9 with subparagraph (B).

10 "(B) STRAIGHT-LINE CAPITAL COST RECOV-

11 ERY AMOUNT.-For purposes of this paragraph,

12 the straight-line capital cost recovery amount

13 shall be the amount of the depreciation deduction

14 which would have been allowed for the taxable

15 year had the taxpayer depreciated the property,

16 beginning with the middle of the taxable year in

17 which placed in service, under the straight-line

18 method for each year of its useful life assuming-

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

20 of class 1 recovery property, and

21 "(ii) a useful life of 5 years in the case

22 of class 2 recovery property.

23 "(C) LIMITATIONS.-

24 "(i) CORPORATIONS.-This paragraph

25 shall not apply to any taxpayer which is a
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1 corporation (other than an electing small

2 business corporation as defined in section

3 1871(b)) and a personal holding company (as

4 defined in section 542).

5 "(ii) PROPERTY MANUFACTURED OR

6 PRODUCED BY TAXPAYER.-This paragraph

7 shall not apply with respect to any property

8 which is manufactured or produced by the

9 taxpayer.

10 "(D) PARAGRAPHS (2) AND (3) DO NOT

11 APPLY TO RECOVERY PBOPERTY.-Paragraphs

12 (2) and (3) shall not apply to recovery property

13 (within the meaning of section 168)."

14 SEC. 7. TECHNICAL AMENDMENTS.

15 (a) EARNINGS AND PROFITS.-

16 (1) Subsection (k) of section 312 is amended by

17 redesignating' paragraph (3) as paragraph (4) and by

18 inserting after paragraph (2) the following new

19 paragraph:

20 "(3) EXCEPTION FOR RECOVERY DEDUCTION.-

21 If for any taxable year a recovery deduction is allow-

22 able under section 168 with respect to any recovery

23 property, then the adjustment to earnings and profits

24 for depreciation of such property for such year shall be

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

2 under section 57(aX12)(B))."

3 (2) The paragraph heading of paragraph (2) of

4 section 312(k) is amended to read as follows:

5 "(2) EXCEPTION FOR CERTAIN METHODS OF DE-

6 PRECIATION.-".

7 (b) AMENDMENT OF SECTION 381.-Subsection (c) of

8 section 381 ig amended by adding at the end thereof the fol-

9 lowing new paragraph:

10 "(27) UNUSED DEDUCTIONS UNDER SECTION

11 168.-The acquiring corporation shall take into ac-

12 count (to the extent proper to carry out the purposes of

13 this section and section 168, and under such regula-

14 tions as may be prescribed by the Secretary) the items

15 required to be taken into account for purposes of

16 section 168 in respect of the distributor or transferor

17 corporation."

18 (C) AMENDMENT OF SECTION 383.-Section 383 (relat-

19 ing to special limitations on certain carryovers) is amended

20 by striking out "and to any net capital loss" and inserting in

21 lieu thereof "to any unused deductions under section 168(e),

22 and to any net capital loss".

23 SEC. 8. EFFECTIVE DATE.

24 The amendments made by this Act shall apply to tax-

25 able years ending after December 31, 1979.

0
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96TH CONGRESS
lsT SESSION S

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 railroad switching company or a terminal company) is an
acceptable method for determining depreciation allowances for income tax
purposes.

IN THE SENATE OF THE UNITED STATES
JULY 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 a 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 ties 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 167(b)(4) as section 167(b)(5).
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1 (b) Adding as a new subparagraph:

2 "(4) The retirement-replacement-betterment

3 method for property used by a common carrier by rail-

4 road (including a railroad switching company or a ter-

5 minal company).".

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

7 shall apply with respect to taxable years ending after Decem-

8 ber 31, 1953.

0



Senator 1v). The hour of 9 having arrived, the committee will
come to order.

The subcommittee will today consider S. 1435, S. 1021, S. 1078
and S. 1467. A Joint Committee on Taxation bulletin describing
these measures in greater detail has been prepared and will be
included as a part ofthe 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

Uider present. law, interest received on obligations of State and local
governments is generally exempt from Federal tax. Special ex-
cptions 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
and a greater benefit for a taxpayer in a bracket below the 40-percent
bracket.

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 tobenefit 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 30-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 exceeds 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
eligible depreciable real and personal property (although the lives of
some items of personal property would be lengthened). The bill would
generally permit a 10-year writeoff for plants and buildings (other
than residential real estate), a 5-year writeoff for machinery and
equipment, and a 3-year writeoff for a limited amount of investment
in automobiles and light 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 would not
be fully effective until 1984.

The lill 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 31/ percent
credit under existing 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-
quired for these assets by the Interstate Commerce Commission.
Under 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 31, 1953.
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II. DESCRIPTION OF BILLS

1 S. 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 (see.
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
yields on tax-exempt issues must rise until they are equal-to 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 differential 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
purchase of a tax-exempt issue by a high-bracket taxpayer and the
higher current market interest yield that is necessary to bring the
additional investors from lower tax 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 presently Is 70 percent. For
corporations, the highest marginal tax rate Is 46 percent. The analysis for both
tax structures is identical.

.... (8)
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As a result of this bonus, it has been argued that the cost to the Fed-
eral Government in foregone tax revenue substantially exceeds the
resulting reduction in the borrowing costs of State and local govern-
ments.

Issue
The issue is whether a bondholder taxable bond option and credit

should be enacted to attract investments by taxpayers (whose income
is subject 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
GeneraZ

Under the bill, holders of certain tax-exempt bonds would be given
an election. either (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
qualified 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,
und present law, would be exempt from tax under the Internal
Reveilue 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.

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, 25 percent or more of the obligations sold must be acquired by
persons 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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political subdivision of that State. In the case of obligations issued
y 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 or
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 aie excludible from
gross income, but only to the extent of the amount-of the mutual fund's
interest income which is excluded from gross inconle 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,
estates and trusts is to be determined pursuant to regulations pre-
scribed by the Secretary.
Time and manner of making election

The election 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 credit 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
is 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 (see. 336 of H.R. 13511).
The amendment was deleted from the bill on the Senate floor to provide
additional time to evaluate the proposal.
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2. S. 1078-Senators Javits, Goldwiiter, 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 liability.
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.1

. 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 similar property, which is included
in the gross estate of the artist who created the property. The property
would be required to be transferred without restrictions to a Branch
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.
However, no amount of the credit woula be ref undable. The bill pro-
vides that interest would accrue if the property is not transferred
expeditiously.

'Under section 2010 of, the Tax Reform Act of 1976, the Secretary of the
Treasury was authorized to accept conveyance of real property bordering the
Tolyabe National 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 rwill al0) contains 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-
erty to accept the property without making reimbursement or pay-
nient to tihe T' reasury 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. A rtists Income Tax Credit

Present law
Present Jaw- 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 percent 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
property, 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 eng d in for profit. Under Code section 188(d), a 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 period 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 Serviceb

Issue
The issue is whether an artist should be allowed a base period longer

than 5 years 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 188 (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
was determined by reference to (carried over from) the decedent's
basis.

2 In the case of an activity consisting primarily of breeding, training, showing
or racing hores, the test Is made on the basis of a 7-year period rather than the
5-year period.
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Presently, the carryover basis rules are scheduled to apply to prop-
erty passing from a decedent dying after December 81, 1979.

Issue
The issue is whether an artwork, which is inherited from the artist

who Created it and which is carryover basis property, should be treated
as capital gain or ordinary income property when held by the artist's
heir.

Explanation of provision
The bill would classify copyrights, 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 apply to taxable years beginning
after December 31, 1978. (The amendment relating to capital gain
treatment for inherited artworks would only affect property passing
from decedents dying after 1979 since the carryover basis rule does
not apply before then.)



6

3. S. 1435--enators Nelson, Bentsen, Packwood, and Chafee

Capital Cost Recovery Act of 1979
PRBNT LAW

A. Depredation

Depreo ion in gtswr
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.3 This approach to the recovery of the basis of an
asset is referred to as depreciation.
Deprecation of personal property

For new tangible personal property with a useful life of 3 years or
more, the accelerated methods allowed include the 200-percent declin-
ing balance method, the sum-of-the-years-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
practice has permitted the 150-percent declining balance method to
be used for used tangible personal property."

The key factors which determine 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 (4) the method of depreciation (e.g.,
straight line or an accelerated method). Since determinations, of the
first three of these factors are essentially factual and are based on cir-

If the asset is not subject to these factors, depreciation Is not allowable. For
example, land i 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 (see.
167(k)), for costs of certain pollution control facilities (sec. 169), for certain
trademark and trade name expenditures (see. 177), for the costs of certain rail-
road roiling stock (sec. 184), for certain child care facilities (see. 188), and for
certain rehabilitation expenditures for certified historic structures (sec. 191).

6Rev. Rul. 57-852, 1957-2 C.B. 150; Rev. Rul. 59-89, 199-2 C.B. 89.
Accelerated methods are not allowed for Intangible assets (sec. 167(c)).

(10)
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cumstances which may be unique to the taxl)ayer's situation, many con-
troversies arise between taxpayers and the Internal Revenue Service
on appropriate useful lives and salvage values. Thus, a major purpose
for establishing 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.
AD! Sy8tern

In general
The regular rules relating to allowable methods of depreciation gen-

erally are applicable under the ADR system. However, in the case of
new tangible 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.

Election
A taxpayer must make an irrevocable election to apply the provi-

sions of the ADR system to eligible property placed in service during
the taxableyear. 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 applicable to any depre-
ciable assets placed in service during that taxable year. A valid elec-
tion to apply the ADR provisions must contain thetaxpayer'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 year of election).
In addition, the taxpayer must maintain books and records from which
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 sideline class repair allowance). Also,
taxpayers who elect the ADR provisions must respond to infrequent
data surveys conducted by the Treasury Department.4

Eligible property
An ADR election applies only to eligible property. Generally, eligi-

ble property is new or used depreciable property for which an aset

IThe information reporting requirements for an electing taxpayer were
reduced and simplified by the Treasury Department on January 26, 1979 (Treas.
iteg. I 1.167(s)-Il, 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 maintained so that such information is readily available, and
if the Treasury Department surveys the taxpayer, the informatior called for
must be submitwd on the survey request.
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guideline chiss and an asset guideline period have been prescribed by
the Treasury Department for the taxable year of election. I f used prop-
erty constitutes a significant portion of the property placed in service
during a taxable year (10 percent), a taxpayer may elect to apply the
ADR system only to new property.

lPreseintly, with) certain very limited exceptions, the ADR system
does not apply to depreciable real property. Until class lives under the
AI)R system are prescribed for real estate, a taxpayer who has elected
the ADR system may elect to determine the useful life of depreciable
real property 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. 5

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
fme 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 cornbined
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 Clas8
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 Department. 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 is 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 type of business in which the assets are used. There are also
approximately 118 classes (or subclasses) of depreciable assets grouped
by 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.

Section 5 of Public Law 9&-M25.
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TABIE I .- ADR UsEFuL LIVmS OP VARIoUs Asetrs

Asset depreciation range
(in yews)

Description of assets in guideline class

Certai, short-lived asete:
Manufacture of fabricated metal

products--special tools.. -
Manufacture of motor vehicles-

special tools-
Breeding hogs_
Manufacture of electrical equip-

ment-special tools- - -
Certain intermediate-lived assets:

Data handling equipment except
computers-

Assets used in drilling of oil and
gas wells-_

Manufacture of electronic prod-
ucts _

Certain long-lived a8ets:
Railroad cars and locomotives,

except those owned by. railroad
transportation companies ....

Vessels, barges, tugs and similar
water transportation equipment,
except those used in marine
contract construction

Industrial steam and electric gen-
eration and/or distribution sys-
tems_

Telephone central office equip-
ment_

Asset
Lower guideline

limit period

2.5

2.5
2.5

4.0

5.0

5.0

6.5

12.0

14.5

17.5

16.0

U per

3 3.5

3
3

3.53. 5

5 6.0

6 7.0

6 7.0

8 9.5

15 18.0

18 21.5

22 26.5

20 24.0

Source: Revenue Pro ,edure 77-10, 1977-1 C.B.
79-26, 1979-18 I.R.B. 21.

548, as modified by Rev. Proc.

"Half-year convention" rules
Under the ADR system, two alternative conventions are provided

for purposes of determining depreciation for the year during which
property is first placed in service. First, the "modified half-year con-
vention" provides that depreciation for a, full year is allowed for all
eligible property placed 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" provides 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 vawue
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
by the taxpayer at the time of electing the ADR system for assets
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.

Treatment of repair, maintenance, etc.
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. "Repaiir 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
'-pecial 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
elcteld, the taxpayer must maintain books and records to identify
repair expenditures relating to specific classes of property, 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 lo88 on retirement

In general, a taxpayer recognizes gain or loss upon 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 witha sale, exchange, or abandonment) would result in current recognition
of gain or loss.

Under the AI)R system, recognition of gain or loss may be post-
poned for "ordinary retirements" of assetsincluded in a vintage ac-count, i.e., retirements occurring for routine causes during the rangeof years selected for the account. In this case, the proceeds from theretirement are added to the depreciation reserve of the vintage account.However, in the case of ain "extraordinary retirement," any gain or lossresulting from the retirement is recognized. (The characterization ofgain or loss is governed by the normal.rules relating to depreciationrecapture and gain or loss on property used in a trade or business(sees. 1231 and 1245).) For this purpose, an extraordinary retirementwould include a retirement attributable to an insured' casualty.
Depreciation ofreal property

Accelerated nethoda
Under present law, a depreciation deduction is allowed for the ex-haustion. wear. and tear of buildings used in a trade or business orheld for'the production of income. New residential rental buildingsmay be depreciated Under the declining balance method at a rate ofup to 200 percent of the straight-line rate, the sum of the years-digitsmethod, or any other method if the aggregate depreciation allowableduring the first two-thirds of the property s useful life does not exceedthe amount allowable under the 200-percent decliinin balance method.For this purpose a building or structure is considered to be residentialrental property lor any taxable year only if 80 percent or more of thegross rental income is from the rental of dwelling units. New commer-cial buildings may be depreciated under the declining balance methodat 150 percent of the straight-line rate. Used residential propertieswith an estimated useful life of 20 years or more can be depreciatedunder the declining balance method at a rate of up to 125 percent ofthe straight-line rate. All other used properties must be depreciated /under the straight-line method.
Certain rehabilitation expenditures for low-income rental housingmay be amortized on a straight-line basis over a period of 60 months.Qualified rehabilitation expenditures for certified historic structuresalso may be amortized over a 60-month period. Alternatively, in somecases, the cost of an historic structure, including the rehabilitationexpenditures, may ,be depreciated as a new building, for example, underthe 2.00-percent declining balance method for residential property orthe 150-percent declining balance method for nonresidential property.A 60-month amortization method is also available for certifiedPollution control facilities and certain expenditures for child care

facilities.
IGenerally, in the case of all real estate other than certain low-incomerental housing, depreciation in excess of straight-line depreciation issubject to recapture as ordinary income upon a sale or exchange of tlheproperty (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 heldfor 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



69

16

of property used in a trade or business (sec. 1281). This portion of
agin isagregated with gains and losses from other sales or exchanges
of property used in a trade or business. After aregation, a net gain
is eligile for capital gains treatment and a net loss is treated as an
ordinary loss.

11 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 expenditures for certified historic struc-
tures, gain is recaptured as ornary 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 property 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 income 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.

Under 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.

TABLE 2.-GUIDELINE LIvEs FOR THE CERTAIN BUILDINGS UNDER
REVENUE PROCEDURE 62-21

Useful life
Type of Building (years)

Apartments ------------------------------ ----- 40
Banks ------------------------------------------ 50
Dwellings ------------------------------------ 45
Factories ------------------------------------- 45
Garages .__-45
Grain Elevators--60
Hotels --------------------------------------- 40
Loft Buildings --------------------------------- 50
Machine Shops --------------------------------- 45
Office Buildings -------------------------------- 45
Stores ------------------------------------ 50
Theaters 40
Warehouses -- 60
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Generally, ai indicated in Table 3, laxpayers have claimed useful
lives that are shorter than those listed in Rev. Proc. ('2-21.

TABLE 3.---CMPARIsoN or 1962 GUIDELINs AND Liv s CLAIMED
FOR CERTAIN BUILDINo TTPw

[In years

Average lives Percentage of
Guideline. claimed by taxpayers

lives under taxpayers claiming lives
revenue pro. (new build- shorter thsn

Building type cedure 62-21 wings only) guideline lives

Retail (including shopping
centers)- ---------------- 50 36 93

Warehouses --------------- - 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, Buuineu
Building Statiatics (GPO, Washington, 1975).

Furthermore, by use of the component depreciation method, some
taxpayers have claimed depreciation 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.6 How-
ever, there is no certainty that these deductions would be allowed by
IRS or the courts.
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 tan bible personal property with
a useful life of six years or more to elect, for the firstyear 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 additional first-year depreciation deduction is
limited to $2,000 ($4,000 for individuals filing a joint return).

I Under this depreciation method, a taxpayer allocates the cost of a building
to its basic component parts and then assigns separAte useful lives to th6se
components. These components would include the basic building shell, plumbing
and heating system, roof, and other identifiable components. Each of the com-
pon ent parts Is then depreciated as a separate item of property.

In the case of depreciable property owned by a partnership, the $10,000
limitation ti 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 exteinvestment credit)
is 'recaptured as ordinary income e fo the in depreciation
taken (see. 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 see. 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 considered 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 gain 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 is 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-
ble for capital gains treatment and a net loss is treated as an ordinary
loss.

Accelerated depreciation and the minimwmr tax
Under present 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.8

One of the tax preferences in the minimum tax is accelerated depre-
ciation on leased personal property. 9 The tax preference is the amount
by which the income tax deduction for depreciation (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 taxpayer 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
apply to corporations other than personal holding companies and sub-
chapter S corporations.

With 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 see. 55).

9 For this purpose, the term "personal property" means property which Is sub-
Ject to depreciation recapture under section 1245.



72

19

These tax preference items also reduce the amount of personal serv-
ice taxable income'eligible for tho 50-percent maximum tax on personal
service taxable income.

Earnings and profits
General a corporate distribution with respect to the corporation'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 a manner similar to the manner in which taxable in-
come is computed. However, a number of adjustments and special rules
apply.

Under 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 (see. 312(k)).

B. Investment tax credit
Present law provides a 10-ie.rcent regular investment credit and

a 10-percent energy investment credit for investments in certain tangi-
ble property use Tin 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.10

To be eligible for these credits, property must 16 depreciable or
amortizable with a useful life of three years or more. However, reduced
credits are allowed wherepropety has a useful life of less than seven
years. 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-
erally 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.

For purposes of the regular investment credit, qualifying property
includes tangible personal property (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
eligible ior the regular investment credit. Qualifying property for
purposes of the energy investment credit includes boilers, burners and

, "Under certain circumstances, a corporate taxpayer may elect an additional
one percent investment tax credit if an amount equal to on percent of the qualified
tnvestmtent for the year Is contributed to an employee stock ownership plan
(MSOP). Further, an additional one-half of one percent investment tax credit
Ig 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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elMated fuel handling 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 geothermal energy, and equipment to pro-
due either natural gas from geopressurietd brine or oil from shale.
Equipment used to recycle solid waste, as well as certain specially
defined 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 stnrtu-al
components which otherwise qualify as energy property. However,
the energy credit doesnot extend to energy property used to provide
electrical, gas, steam and other public utility services.

Generally, 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 maybe 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 $26,000
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.



14

DEPRECIATION AND OTHER INV 'M&NEN INC&NTIV$S IN SEECTEDFOREIGN COUJNTIES
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 tihe rules in effect as of January 1, 1978.11 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 taxpayer 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 production 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 profits 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.

(21)
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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 appears 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
publishes a table of recommendations. Since local finance offices can
deviate 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
trucks, 20-25 percent; office equipment, 10-20 percent; computers, 20
percent; industrial buildings, such as factories and warehouses, 2-4
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, buildings 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 the11 subsequent years,
3.5 percent.

(2) for each of the following 20 years, 2 percent; and
(3) for eaoh 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.

Speal depreiation and amortization for 8peeifw type of
inweetment

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
protection, etc.) if such assets are acquired or manufactured after
December 31,1974, but before January 1,1979. In subsequent years,
an annual depreciation rate of 10 percent is permissible 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 private hospitals, provided the assets are acquired
or manufactured after December 31,1976.

(3) Enterprises situated on the borders of the Iron Curtain
Countries may be allowed a writeoff in the initial five years of 50
percent of the cost of movable fixed assets and 80 percent of the
cost of buildings.

(4) An initial allowance of 40 percent is granted for new mer.
chant ships and of 30 percent for aircraft registered in Germany.

56-073 0 - 80 - 6
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This allowance may be spread over five years if (a) the ship or
aircraft is aoquireI 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 lows.

Other investment incentives
No investment tax credit is provided.

Japan
Depreiation

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 acquisition 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 purposes 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 depreciable assets may be deducted currently 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 regional tax bureau, the shorter lives may be used. If a
shorter useful life is approved due to obsolescence, depreciation for
previous years may be recomputed on the basis of the shorter useful
life and the excess of depreciation (as computed over the depreciation
actually deducted during such years) may be currently expenses.s

"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 generally accepted accounting principles. However, the Special
Tax Measures Law allows special accelerated depreciation for certain
types of assets.

" If the depreciation deducted for financial purposes exceeds the statutory
limits, the excess may be carried over and, taken together with subsequent book
depreciation, 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. I
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Ordinary depredation
Most assets eligible for ordinary depreciation may be depreciated

using 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 ssete 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 ordinary depreciation 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-
nary depreciation (depending on the use ul life) ;

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

(c) 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 prentage

S acquisition costs of eligible assets may bedeductedd
yar 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) qualified manufacturing plants installed in the Okinawa
free trade zone, 33 1% percent of acquisition cost;

(6) qualified facilities to prevent pollution, 50 percent ofacquisition cost;
(o) qualified plants equipped with special antipollution devices

and qualified energy efficient plants, 25 percent of acquisition cost;
and

(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
is 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.)

Any tangible asset may not be depreciated, either through ordinary
or special depreciation, to a residual value of less than 5 percent of
original cost.
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Investment credit, etc.
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 ant 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.
Equipment 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
equipment, 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 ftraight-line rates by a
special co-eftliciegit which is 1.5 for assets with a normal useful life of
3 to 4 )wvs, 2 frn 5 to 6 yars and 2.5 from 6% to 9O yeda
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industrial water purification and pollution control, if they are
acquired before December 31, 1980, and are parts of industrial
installations existing bn 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 31,1977 (subject to Ministerial approval).

United Kingdom
Depreation

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 expenditure is made. This
rule Applies to both new and used property. Alg, 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 be 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 25
percent per year (on the declining balance method.) This declining
balance method of depreciation at a rate of 25 percent per annum gen-
erally applies to automobiles which do not qualify for the full deduct
!ion in the year of the expenditure. Depreciation allowance, are
generally recaptured on the dispo"I of the amwt.
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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 operation.

Unlike certain other systems described above, tax depreciation is
not required to conform to book depreciation.
Other ineentive8

Certain regional development incentives are available under vari-
,ous 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 71% per-
cent or 10 percent, 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 specified 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 5 years.

158U1/
Tho bill raies a number of issues. The most general ismue is whether

additional tax incentives are needed at this time to encourage capital
formation or increase productivity. If no, a second isu is whether
an approach which focus* mainly on lacerating depreciation allow.
ances would be nmrr appropriate than an approach which would be
bam.l primarily on rate reduetiona or an fncnvd hnvoenot tax
emlit.
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(i) Whether a cost recovery system reflecting relatively short useful
lives and accelerated depreciation should apply to depreciable real
property. 'pj. t.r-(j) Whether the cost recovery system should apply to utility prop-
erty (since utilities are required to normalize depreciation and the in-
vestment tax credit for rate-making purposes).

(k) Whether the investment tax credit should be revised to provide
eligibility for the full credit fQr'otherwise eligible assets using it 5-
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
o"f 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 isue is the extent to
which budget constraints may limit or delay the implementation of tax
revisions such as those suggested by the bill.
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credit under existing law). The rules for the recaplture of investment
credit also would be1iberalized.

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 disposition. 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 depreciation on real property would
apply only to leased property.

B. Capital cost recovery deductions
Elgibile property

Most property currently subject to an allowance for depreciation
would le covered by the new capital cost recover system. Eh ble
property, referred to as "recovery property," would generally include
both new and used tangible property (other than land) that s used in
a trade or business or held for the production of income. However,
recovery property would not include: (1) property placed in service
by the taxpayer before January 1, 1980; 2 residential rental prop-
erty; (3) property which may be amortired (in lieu of depreciated)
nnd 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 depreciated under the units of production or
machine-hour methods of depreciation); (5) Im o improvements

properly depreciated over the term of th. leashold, if the taxpayer
eleds to exclude such p y or improvenwnts f ro th. nules of
this new provitsion; and (6) roperty which i ai q ursd from a pron
who had used the property before Jnary I. 19K If either (a) the
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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-te:year's-digits depreciation for later
years, (8) the half-year convention. (under which all capital 9st is
treated as added to capital 'cCount on the flrst day of the second half
of the taxable year),und (4) no salvage value.
Real property

Class 1 would include buildings and their structural components.
When fully effective (in 1984), the capital cost of class 1 property
would be recovei-ed 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."

The bill contains a transitional rule which provides a phase-in
for the recovery of costs of class 1 property. 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, respectively. These transi-
tional rules apparently contemplate the same general type of accel-
erated recovery as would apply under the generalrules.
Tangible peonal property

Class 2 would generally include all tangible personal property not
included in class 3 (relating to certain autombile, etc.f, and, when
fully effective, the capital cost would be recovered over a period of Rve
recovery years. The applicable percentage for chm roperty would
range friro 20 percent in t* fin* reovery year awl 9 pwent in th
woond recovery yrear 1o 0 percent In I1* fifth rwcevery yftr. For v'
oomry property include in laa , tratotional "Cwry prrimb MW
rmwivry ponvtag m or#u to he pvw-.. for v wn yP*,, ,WO
to the now twevmy olkmwaw nsk. if it copmal C~i ofio meVW%

Pft 1y i. or... . Imw+ p& wkvhtho iM.4 rwl, --b

mi#... ,£-, m. wf-Am m ts ,er

WA"AM M WN 064 Poo We sWi hmi 049 0w e *tam

I#* &*'s 64601L

*0 * *" i * *No i1S two-~

* ~~~* *,W 0~t~w ~~~*~



84

31

contemplate the same general type of accelerated recovery as would
apply under the general rules.
Automobile, taxi8, and light-duty trucks

Class 3 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 recovered over a term of 3 years, the ap-
plicable percentages amounting to 33 percent, 45 percent, and 22 per-
cent in" the first, second, and third recovery years, respectively 6 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.
A.pecial rule8 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, or ratemaking
purposes, the tax benefits from accelerated depreciation, the invest.
meant credit, and other tax incentives are not immediately flowed
through to customers but instead are prorated over the ueful livs of
the proirtles with Ppect to which the benefits are given. The rule
in the bal I(propoed *v. 168(g)(3)) is similar to rul in prent law
relating to the invoiment relit d i smilratd dopriation (wov.
46(f) and 167(1)).

In ,ra.. OW c opitsl t~4 W fiffe'lo pro , tjf ito be talw e

-,,.... . 4 i t  ,. *s

P&6$vft S0'*W th PAoi W $00 0si&M 6 t*4A -wom polio *i* u
'*fWW wo*" * #A0 * 4 -VUW"4 00

'1"#* 4W '*40 0" *W p6 -W,0 00*00 tow~ k1* ~ k

ft* * ~ W OWO 4 J0*

~40W *W 0* W h
Vt ~~ * 40 VrNNb ~si**^4""

* w 46040 4



85

32

Salage i'alu
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 sava 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 placed in service in a taxable year. The estimate is
made on the basis of the facts and circumstances existing at the. end of
that taxable year.

The bill would result in the elimination of salvage value limitations
on cost recovery deductions for both real property and personal prop-
erty if the cost of such property is revered under the new capital
cost recovery provisions.

While these changes would not appear to have a significant effect
for most deprecikble personal property, the elimination of the salvage
value restrictions may have a significant effect for depreciable real
property (because the salvage value of such pro rt tends to be
significant and such property is not subject to the "10-percent of
basis" reduction rule described above).
Ekotio&n to deduct 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, only a portion theof. The amount taken into acmtount msybe
:nereawd or dwreued by the tpapyer befe-& the .xpirlion oh
tin* for making is elaim for reruma. I only a toortio of the rwrov
deduction is tafen Into ecou.nt, the ansid anmurt my be carI
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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 3. years or more but less than 5 years, only 83 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, 66% percent of the cost of the
property qualifies for the investment credit.

The bill would provide that, for class 1 or class 2 property (i.e.,
proprtyfor which the recovery period is at least 5 years), 100 percent
of the capital cost is to be taken into account for purposes of the invest-
ment credit, and, for class 3 property, 60 percent of the capital cost is
to be taken into account for such purpose& 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.'
Reoapture rus

The bill would also provide for new rules with respect to recpturing
the investment tax credit on recovery property qualifying under this
new provision. Qualified investment tax credit property which is cIu
sifid as either clam I or clian i property would W Oubject to invot.
uwnt lax credit recarpur if the property woreto be disposed of within
the first five yeart of It Isring been pt" in WrVico. OW howandv
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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 prop-
erty would not be subject to investment tax credit recapture. (These
rules contrast with the current recapture rules which generall recap-
ture any investment credit which would not have been allowabLe if tfe
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.)

D. Other changes relating to depreciation
Additional /lr8t-year depreciation

Under present law, additional first-year depreciation amounting to
20 percent of the cost of tan 'ble personal property with a usefullife
of six years or more (subjet to certain doflar'limtatons) 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-
onal property is subject to depreciation recapture and treated as or-

dinary income upon disposition at a gain. Similarly, with certain
exceptions, deprecation allowed on real estate in excess of straight-

line depreciation (but not. straight-line depreciation) is also subject
to recapture. The bill would provide that alldepreciat ion allowed with
respect to recovery property, whether personal or real property, would
be subject to depreciation recapture under the rule currently ap.
plicable to personal property. Thus. Ihe allowable reovery amount dt-
ducted under the proviior, of this bill would I* xubjM to ordinary
incone treatment ulwn the diuglxmliemo of t1h recovery proprly to the
extent of sain.
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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 proet8

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 only straight-line capital recovery.
Oar3'yover 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 uhu.sed 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.

UFlPBCrlV DANF
The amendments made by this bill would be effective with respect

to taxable years ending after Ikeember 31, 179.

U YIN VI EPPOM?

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. Rathr, the
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 causes, to
exhaustion and to obsolescence, the acquisition cost (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 "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.

The railroad industry, however, generally uses for tax purposes what
is called the "retirement-replacementbetterment" (RRB) 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 recognized 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 Services
recognition of this method for tax purposes is based upon the re-
quirement by the InterstAte Comnerce Commisnion (ICC) that this
method be used for rate-making purpose. Although the ICC now re.
quire un of the RRB method, it is presently comidering a Chanp to
require the un of ratable deprecation.

or awet accounted for under tho ItRB method, when a nw reil.
road lit is aid, the e (boeh tmerial. aid labor) of thw Jin a,
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value) of the recovered materials is reflected as ordinary income.3
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) 4 is 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 accounting for railroad track assets as an acceptable method of
depreciation for-Federal income tax purposeOs

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 in etimated that this bill will have no eff t on budget wolpt&

The timato is bued on tAs aiumpion that tho Internal Reve~we
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Senator BYRD. 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 directed
at encouraging heater 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 closely.
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 Iong run, potential revenue 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 BentAn. Senator Nelson is to be the first witness.

Senator Nelson Is not here at the moment. Senator HenIen,
would you like to proceed?

Senator BlHmuN. Thank you very much, Mr (hMarmam
As one o( the orlianl pn o( & 1434, tho (W.W ('a.
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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 deprieiation
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.

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 LLOYD BENTSEN, CAPITAL 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, T
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 I, 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
provided 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
trucks 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-
my.

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 BYRD. Before calling on Senator Nelson, the chief spon-
sor of this legislation, let me say I like that expression that Senator
Ben tser--used over the years. Governmental policy has been to

.prime thepump and pump the rime.
Senator BE-sEN. I would ike to say that was not original.

Somebody else came up with it.
I have just taken the Texas rights to it, Mr. Chairman.
Senator BYRD. You can have the Virginia rights, also.
I want to commend Senator Bentsen, too. He mentioned the

unanimous 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, you 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 SUBCOMMITEE ON
TAXATiON AND Dmnr MANAOEMENT

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.

One 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
productive 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
efficiency of American industry and the depreciation system is the right 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 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 equip-
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 equity capital at
reasonable costs. The prime interest rate is currently a record 14.5 percent. And,
that means interest rates on borrowed funds are becoming more and more prohibi-
tive.

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 equip-
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 I 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 th 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.

The 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 reasonable 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 I 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 time the capital is recovered, the
machinery that is to be replaced will cost three and four times as
much so, in fact, business does not recover its investment 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 BYRD. 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 thirik 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



98

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 Cde..

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
approach to meeting the capital formation problem.

S. 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 proposed 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 BYRD. 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. McKEVITT. 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 a
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 acceptable 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.



100

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 depreciation 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 BYRD. Thank you.
Your statement will be published in full in the record.
Senator Bentsen.
Senator BENTSEN. Thank you very much, Mr. Chairman.
First, let me say, Mr. Walker, that I appreciate your comments

on what we are trying to do in the area of capital formation. I
think that this will be a significant 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-

'try. 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 bitsiness. When I look at the 25 defimitions 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. McK vrrr. 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 plan 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 BYRD. 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 I 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 judge 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.
Senator NELSON. Do you see the problem of a 1-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 BYRD. 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 1-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 BYRD. 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 increasing
the investment tax credit or cutting the corporate rate, but I think
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 I 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 10-5-3 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.

Martin Feldstein, the prominent economist, estimated in 1977-I
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 you are talking about something
with static revenue costs of $30 billion, $28 billion, $35 billion, $40
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

rIthink 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
help on the revenue side of the picture.

Senator CHAFE. 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 BYRD. Yes.
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 by 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-
ment decisions. Five years seems to be a pretty good horizon to
work from.
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Senator BYRD. Senator Bentsen.
Senator BENrsFN, I would like to ask another question, particu-

larly when I 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 actually penalize speculation in buildings.
Now, the other side of the argument, of course, is that inflation

generally works to the benefit of building owners, where it has
worked to the detriment of equipment owners as regards to replace-
ment costs.

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 does not exactly add up.

Mr. McKEvIrr. 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 BYRD. 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-year writeoff for the simple reason I do
not know how it would work. 1,

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 BYRD. If a 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. WALKER. 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
getting underway next month. There is going to be a lot of explora-
tion.

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

THE CAPITAL GAINS TAX CUT DID 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 gains 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 $20.2 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.
I 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-$2217 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 1979 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 chairman 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,
improving the general atmosphere for investment." (8/2/79)

A1 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, 19791

REVIEW 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 Congress 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 wellsprings of economic progress. New
small compahies 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. 1n. 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 couldn'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
gains rate. The market has since lost some of that exuberance but still is well above
March 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 good tax law and the economy as a whole will snap back
as rapidly as venture capital.

[Reprinted from the Wall Street Journal, June 15, 19791

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-technology
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 group.

He says managers of venture-capital funds raised $215 million 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 important 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 photography, the minicom-
puter and theplain-paper 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 s4l 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 payroll, you're investing in losses," says E. F. Heizer,
chairman of Chicago-based Heizer 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 up 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 approach permits us to better
leverage our time as well as our money," says Mr. OKeefe, 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 handled
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 Amdahl 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-
group president, Mr. Dennis, who is himself a managing partner of Institutional
venture 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 foir 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.

iReprinted rrom the Wall Street Journal, Aug. 2, 19791

AN ANTI-INFLATIONARY TAX CUT

fBy 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 dragging 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

'Mr. 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 payroll 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 pummeling 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 program) 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 by $3.7 billion.

If the health insurance transfer proves too controversial, there is an easy alterna-
tive: Simply grant 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 wae 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 is 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 in 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 painand 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 Hill 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? Nob-dy will probably
make very much on that company, but they all felt they needed 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
like this tends to make investors say 'Yes' more often than 'No,' " says Sutter Hill's
Draper.

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 inevitably 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 $1 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
Rockefellers, Bessemer Securities, Time Inc., Brentwood Associates and Fairchild
Camera.

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 any-
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
into venture 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, many 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 cari. 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, 19791

VENTURE CAPITAL COMES BACK

Just four or five years ago, stagflation, high capital-gains taxes and a bearish
stock market sent venture capitalists scurrying for cover, and promising young
companies could barely raise a dime. But suddenly, venture capital seems to be
blossoming again. In the last year, entrepreneurs nave 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 president 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 be 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
great risks-involved, the venture capitalists like to spread their money widely.
Patricof 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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public in 1976-just after he sold his first computer. Cray Research, Inc., earned
3.5 million last year and many investors have doubled their money.
Similarly, in 1970, venture capitalists poured $46 million into the Amdahl Corp.-

formed by Gene.Amdahl. who, had left IBM after helping design its 360-series
computers. Last year, Amdahl earned that much and more on the sale of his own
computers. In another big payoff, Qume Corp., which makes printers for data
processors, was founded with venture funds in 1973; last year, it was sold to
International Telephone and Telegraph Cox 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 19791

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, say, California's Proposition 13. But when President
Carter signed it into law last November, the Revenue Act of 1978, 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 1/2 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, everybody 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."

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-
W'ood'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
start-up, discount air service operator Midway Airlines out of Chicago's Midway
Airport.

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, Conn., "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 another 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!"

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, C ray Computer,
Storage Technology, and Federal Express.

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 Venture 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 III 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 company
typically has enough cash that- it has no reason to sell more stock, but its sharehold-,
ers are interested in cashing some chips 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." lo 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 gone
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
person who exercises an option has not put his money at risk; theoretically, at least,
he 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 capital, like many other segments of
the economy, have become 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 company 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 spending, despite the prospect 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
spending 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 sare period.

REPS 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 aI165.94 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

1175.29 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
sliht reduction from the earlier survey in manufacturers' spending plans. He said,. ou 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,
they believe, business spending should remain on a steady course for the remainder
of the year.

UNADJUSTED RISE AT 13.2 PERCENT

Before 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 12.7 percent from 1978.

The slight boost, before adjustment for inflation, from the June report reflected
an increase in 1979 spending 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 12.4
percent increase from 1977. The latest survey shows that durable-goods makers
expect an 18.5 percent rise in ca ital outlays, compred with a 14 percent increase
last year. Nondurable-goods indstries 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 an 11.1 percent rise expected in June, but down from last year's 13.9
percent boost.

Here is the breakdown by major industries of capital 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:

Actual total Antka~ed 1979 Apr.- 1979 Jul- 1919 Oct-
1978 total 1979 Jun S0c.

A industries .............................................................................. 153.81 174.11 173.46 175.29 179.56
Ma uf tur ..: ......................................................................... 67.62 77.53 76.42 78.30 81.95

ural ............................................................................ 31.66 37.53 36.86 38.08 40.38
Nondurable ....................................................................... 35.96 40.00 39.56 40.27 41.58

M inin ...................................................................................... . 4.78 5.41 5.31 5.30 5.50
Railroad ..................................................................................... 3.32 3.90 3.66 4.13 3.92
Air transportation......................... 2.30 3.14 3.26 2.92 3.15
Other transportation ................................................................. 2.43 2.96 2.79 3.24 3.08
Public utilies ........................................................................... 29.48 32.89 33.24 33.26 32.79
Communication, commercial and other ................................... 43.87 48.27 48.80 48.13 49.08

[Reprinted from the Wall Street Journal, Aug. 16, 19791

BUSINESS BuLTIN-A SPECIAL 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

in venture-capital situations. Some top-rated companies set up special funds solely
to invest in new high-technology firms. Barry A. Bloomfield, venture-captial 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 availability of venture capital documented by 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 get venture capital to put into businesses over here.

Critics 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.

That overlooks a number of factors.
The most important factor is that the first impact of a reduction

in the top capital 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
means the initial impact in the market tends to be a selling
impact.

The 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 raised in 1969. Then realizations went down and tax receipts
went down.

We would expect the opposite impact this time. I will submit
that material for the record.'

Senator BYRD. 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.

'See 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
half of 1979 show even better figures, with 37 firms raising $227
million.

There is a substantial change in what has happened to venture
capital.

Senator BYRD. Are there any further questions of this panel?
Thank you, gentlemen.
[The prepared statement of the preceding panel follows:]

STATEMENT OF DR. CHARIS 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.

The 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 1970's, 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 especially 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 peri 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 tO 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 Ways and Means Committee began hearings on what became the Tax
Reform Act of 1976. In addition, Senator Bentsen launched highly constructive
capital formation hearings in his Subcommittee on Financial Markets.

Slowly 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 Ion last from Keynesian prescribed policies which affect overall
demand, to the suppy-side considerations that deal with incentives to work, save,
and invest. As to tax policy, attention shifted in the country and in the Congress
from the 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 bearing 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 pay
taxes people do, with the burden either passed backwards to those who take the risk
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 TM" 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.

Mr. 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
number of co-sponsors of 10-5-3 legislation-a clear majority of Members in both
Houses.

Before turning to the case for 10-5-3, one other aspect of the current situation is
noteworthy. I refer to the broad and deep support in the business community for the
proposal. It is neither a big business nor a small business measure; the capital
formation 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-s

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 urgency of our capital formation problem-and few dispute that urgen-
cy today, 10-5-3 is surely the most cost-effective approach to meeting that problem.
Liberalized 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-
ment in plant or equipment.

The proposed capital recovery system possesses other highly 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.

Second, the proposal simplifies the Internal Revenue Code because its separates
the so-called useful-life concept from the depreciation of capital assets. this is
particularly important to small business men, most of whom find the present asset
depreciation range too complex and too costly to comply with.

Third, the system will virtually eliminate the present tax bias against investment
in very long-lived equipment, 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 proposed phase-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 "giveaway" 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 accounting 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 taxes; 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 payments 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 EDWARD 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. Outside 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)(o,. Since 95
percent 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 3V3
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.

To give some perspective to the import of this, when the class life asset depreci-
ation range system (ADR) was put into effect in 1971, the then Undersecretary 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 say roughly
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 nonresidential 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 lees 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 company pays lees 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
-ercal assets wo

Of PawntfAset siz Met totw asetsMbt,loesse ADl elector under hize pw
A~lt

$0 to $500,000 ................................................................................... $87,125,449 $552,528 1 7.4
To $l,000,000 ....................................................................................... 38,796,041 497,657 1 3.3

Subtotal .................................................................................... 125,921,490 1,050,185 1 10.7
To $10,000,000 ..................................................................................... 107,151,343 6,147,522 6 9.2

Subtotal ............... 233,073,833 7,197,707 3 19.9
To $100,000,000 ................................................................................... 108,261,700 29,751,392 27 9.2

Subtotal ........................................................................................ 341,335,533 36,949,099 11 29.1
To $1 billion .......................................................................................... 227,099,521 161,479,321 71 19.4
Over $1 billion ....................................................................................... 604,079,152 556.322,277 92 51.5

Total ......................... 1,172,514,206 754,750,697 64 100.0

Source. Office of Industrl Ecoomics, Trmawy Daet My 14,1971h based on 1974 AN data.

THE SIMPLInCATON ASPEC'8 OF THE CAPITAL COST RECOVERY ACr

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 pages 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 yeduced
significantly by 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 a'n" -be eliminated- the "Methods of
Computing Depreciation" can be eliminated, since there will only be one method. In
lieu of this, there could be a reasonably short section saying: "Method of Computing
Depreciation", which might read as follows:

There are three types of assets generally used in computing 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 6 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 property that is non-residential which has a useful life now of 10 years,
depreciated over the attached schedule.

This eliminates the explanation for straight line method, declining balance
method, salvage 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 propert which primarily are for non-residential real prop-
erty, the I 0-year life method andthe 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 90% 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 or 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 90% of the corporations.

NFIB strongly supports 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 diepreciation be allowable to specific assets for simplicity sakes.
The essence of the bil 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.

We would be pleased to answer any questions you might have.
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Senator BYRD. 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
any witness who appeared before the committee.

Iwas 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.

We 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 bak 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 is 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 been 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.
Nondurables are plotted on the first solid line there, durables
below.

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
ceased to be competitive worldwide, and it has caused some prob-
lems.INow, 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 I 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.

I just mention that in passing.
There 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 just 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
31/2 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 proposal is to be more beneficial than the expens-ing, it might 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 program consistent with what we believe
to be the proper direction of the fiscal posture.

Thank you very much, Mr. Chairman.
Senator BYRD. 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 riot 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 BYRD. 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 5 years.

Senator BYRD. 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 obviously, we have had very poor productivity gains in con-
struction and primary metals in the last 5 years. They 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 should 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 BYRD. Are you suggesting that we should intentionally
pick out certain industries for this liberalized depreciation?

Mr. MILLER. 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 BYRD. 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 BYRD. 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 small 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 BYRD. Senator Long?
Senator LONG. I will pass for now.
Senator BYRD. 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 NE.LSON. 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?

Secretary 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

Average Annual Rates of Change
- 1978
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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.

?mic Ift b 13 maus fictvtg bdoIes
Average annual rates of Browth

. . .Wd Staws Aspe ro Go "wa y L I t 1WO.*
64,"PIN 1963- 1417- "13 97.- OW*- "?I- : . ..

193 $ gCusmp 7 I j' l 17 197 ;4COMMON 1%3- 1").

Food and tobacco 2.5 3.3 0.1 5.1 -4.4 -6.2 5.3 6.1 0.1 3.2 1.6 -1.6
Textiles 3.4 .7 -07 3.0 8.3 -0.3 6.3 72 0.9 6.0 -0.1 .1
pulp. paper And paper products' 4.6 -1.0 -. 6 9.1 .9 -6.9 6.1 5.3 ..4. 3.9 .0.8 -4.7
Chemicals 4.6 0.6 -4.0 11.) 5.4 -5.9 9.0 3.0 -4.0 6.9 2.1 -4.1
Petroleum and coal products 3.7 0.4 -3.3 9.5 -0.9 -10.4 4.0 3.0 -1.0 6.9 -2.2 -9.1
Non-metllic mineral products 1.5 0.5 -1.0 7.0 -2.1 -9.2 6.0 7.1 1.1 5.3 -0.3 .&1
Basic metal 1.7 4.6 -5.3 13.2 -1.0 -14.2 6.4 -0.5 .4.9 2.9 -3.3 -62
Procesed metal products 1.9 0.2 -1.7 10.4 -1.4 -11.1 4.7 S.2 0.5 1.3 0.1 -1.7
Machinery 2.2 -0.1 -2.9 9.0 6.3 -2.7 3.9 2.3 -1.1 4.2 -1A -5.6
Electrical machinery, equipment and supplies 4.8 1.4 -3.4 12.5 11.1 -1.4 6.5 7.3 0.3 3. 0.3 -5.0
Tnnsport equipment' 2.9 3.6 0.7 9.2 10.3 VA 3.5 2.7 -0.3 . -2.4 -4.7
Precision instrumensis 2.6 1.3 -1.3 6.0 14.9 3.9 4.1 3.7 -1.1 6.5 2.8 -3.7
Others 2.5 0.9 -1.6 9.1 3.3 -3.3 5.5 4.7 .. 4.3 1.0 -. 3

Total manuracturnl 231 1.2 -1.6 9.4 4.9 -4.5 5.6 4.5 -1.1 4.1 -0.1 -4.2
Variarce 1.1 1.1 0.7 2.2 .4 3.2 1A L.2 0. 1.7 1.7 0
61l GaMt iOdU& t. . ........
10) Emeludigt Wsem w o sa
r) Ieldiad. arim nssd "i.Almsl r Ow Uemm K'so
Arklns ednuei tot 04. LVujd &ogut

International comparison, 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.s ................. 2.6%

Japan................ 11.8%

France .............. 6.8%

U.K ................. 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.

I 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 couple 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 theother
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 change. 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

processing. 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.:
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United Kingdom

Taxes on Corporate Profits

in millions of Pounds Sterling

as a percentage of GDP

as a percentage of total
taxation

1969 1970 1971 1972 1973 1974 1975 1976 1977

1178 1545 1526 1501 1688 2356 1877 1997 3355

2.64 3.24 2.84 2.51 2.46 2.97 1.95 1.75 2.51

7.15 8.57 7.97 7.30 7.90 8.25 5.25 4.80 6.86

Canada

Taxes on Corporate Profits

in millions of Canadian
dollars

at 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

2828 2417 2388 2912 3707

4.46 3.80 3.22 3.52

13.93 11.26 10.33 11.08

35578 31729

4.43 3.83

14.72 12.71

25910

2.98

10.37

31122

3.32

11.19

4829 5741 5370 5818

3.75 4.36 4.49

11.95 12.82 13.60

34630 36990

3.39 3.31

11.40&0.96

38997

3.26

10.79

O-A

3.78 3.69

11.81 11.55

40153

3.02

10.31

53080

3.50

11.54
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It is virtually impossible to make any inferences on the

revenue impact of the changes in depreciation rules from this data.

As noted above, the United Kingdom change Vas 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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Senator 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
you have 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 BYRD. 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 industry
would be failing to follow what we thought would happen with
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 remember 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 that
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 5-year writeoff, so I think you have that effect
already in this proposal.

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
expensive.

Secretary 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 BYRD. 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
income, the same way that a wage deduction is taken for payments
of labor."

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 current 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 BYRD. 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 BYRD. 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 BYRD. Senator Long?
Senator LONG. People ask me about this proposal and I tell

them-I am reducing their taxes. I am for more rapid depreciation.
I am against double taxation of corporate dividends. I am in favor
of giving a tax credit for the first $100 of interest income. I am all
for 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?

Secretary 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 by assessing everybody for his
share 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 that 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
them in a timely fashion. Many things that you mentioned should
be done.

I think this one comes early on the list, and when we can
afford it.

Senator LONG. Thank you.
Senator BYRD. 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 paper 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, el 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 BYRD. 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. I 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.

Secretary MILLER. 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 BYRD. Thank you, Mr. Secretary.
[The prepared statement of Secretary Miller follows:]



155

TESTIMONY OF THE HONORABLE G. WILLIAM MILLER

SECRETARY OF THE TREASURY

BEFORE THE SUBCOMMITTEE OF TAXATION

AND DEBT MANAGEMENT OF THE SENATE FINANCE COMMITTEE

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 - II
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This proposal would also liberalize the investment tax

credit, by 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 continue to show rapid increase. I

want to emphasize that the Administration intends to sustain

a firm and consistent policy to reduce inflation. This

policy has a number of aspects, but none is more important

than the maintenance 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 S. 1435 would be premature at this time.

However, 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 costse 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 budget impact.

The cost of S.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

future than we would normally show in order to see the full

effect of the proposed phase-in rules. Because the program

would be implemented gradually during the first five years#

it is not until 1984 that the full benefit of the more

liberal depreciation allowances would be given to investment
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for any one year. For this reason, the revenue costs

continue to build until 1988, after which revenue losses

begin to tfall. Eventually, the level of these losses

stabilizes and thereafter they grow at about the same rate

as investment expenditures. By 1987, when corporate tax

receipts are expected to..be $116.7 billion, S.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.

The 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 periods 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 Depreciation 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 having 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

problems. They elect ADR, using the most rapid method of

depreciation, 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 business taxpayers

have chosen to elect the ADR system. Despite recent changes

in regulations to reduce requirements for reporting, small

businesses apparently believe that ADR dictates a more

complicated accounting system and involves more complex

regulations. If these small businesses choose not to elect

ADRO but to use the shorter lives that are allowed without

question to ADR electors--and we believe many small

businesses so 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.

Productivity 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 varied 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

peak as during the previous cycle that peaked in 1974.

Investment in 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 even before the oil embargo and the

recession of 1974 and 1975o the rate of-this productivity

growth has markedly slowed. In the years 1968 through 1973

the growth rate was only about 1 3/4 percent.

In the last recovery cycle, 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

throughout the economy is unmistakably lower in recent

years, this record 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 iii absolute terms since 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 sh6ws 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 industry.

The wide diversity in productivity gains across sectors

and industries illustrates the importance of looking behind

the aggregate 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 allowances can be

effective in providing investment stimulus. 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 output 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.

1 -

The Concept of Capital Recovery

Before I get to a specific analysis of some of its

likely 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 technicalities. Although the

subject of depreciation 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 any tax system 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, therefore,

estimated to be some proportion of the acquisition, or

historical, 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 yearrthan 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 allow 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

examined 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 system.

Each year, for five years# every taxpayer would apply a 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 postponement 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. To the extent that Investment

is delayed, feedback revenues are also delayed.

When 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 accelerated 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 equipment. 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 the 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. I

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 S. 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 variation in benefits provided by 10-5-3 is most

pronounced when industry categories are compared. After the

five yeas 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 1nger-lived assets. For machinery and

equipment,-you can see (Table 2) that the reduction In the

recovery 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 quarter-industry detail.)

The Treasury DepartmeAt has simulated changes in

depreciation periods, together with the changes in the

investment credit, to 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 same order as the degree of reduction in write-off

periods (Chart 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 communications

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

pha3e-in rule that immediatelyincreases the recovery period

for the auto companies' special tools from three years up to

five years. In later years, the year-by-year reduction

prescribed for longer-lived assets becomes dominant.

Highway transportation, services, agriculture,

wholesale and retail trade, fabricated metals, and

electronics are among other industries with relatively

-smaller benefits (Table 4). Among 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 utilities that 'flow through the benefits of accelerated

depreciation to consumers.
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Among industries with relatively poor productivity

performance 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). Looking at the stronger productivity sectors,

communication is among the larger gainers from 10-5-3, while

communications and motor vehicles are among the more modest

beneficiaries. In general, there is no discernible

relationship between the amount of additional capital

formation incentive provided by 10-5-3 ana the relative

strength of productivity performance over the past five

years. The point here is not that these should be exactly

matched, but rather that it is very difficult 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

S.1435. I am obviously concerned about the large revenue

cost, and the Implication that greatly differing amounts of

investment stimulus would be scattered about

indiscriminantly among industries and asset types.

The simplification 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
consistent with changes in true depreciation costs. I

believe ,we should analyze carefully a wide range of

depreciation plans, and I will continue to develop and work

with you to promote a depreciation or capital recovery

system that we can all regard as simple, effective 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



Table 1

Revenue Estimates
($Billions)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Change in Tax Liability - Calendar Years

Corporate -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

* Change in Receipts - Fiscal 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 -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

Suffice of the-Secretary of the Treasury .. ctober 19, 1979
Office of Tax Analysis
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Chart 2

Output Per Hour, Private Nonfarm Business Sector
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Chart 3

Cyclical Comparisons of Output Per H')ur,
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Table 2

"BEST ALLOWABLE" ADR DEPRECIATION
PERIODS AS COMPARED TO 10-5-3
SELECTED INDUSTRIES

Asset Class

10-5-3/ ADR

/
00

al

"

0C,

Je

Autos & Light Trucks 3 3.5 3.8 3.1 4.4 3.2 4.5

Other Machinery 5 10.2 5.1 5.8 14.6 11.3 20.4
and Equipment

Buildings 10 32.6 35.0 35.0 36.0 35.0 35.0

Toa 5. 12.
Total 5.9 12.7
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Table 3

"Best Allowable" Depreciation Life (Years)
Under Present Law, by Industry

Cars and Machinery and Building
Light Trucks Equipment

All Industries 3.5 I0.2 32.6

Agriculture 3.9 7.7 20.0

Construction 3.8 5.1 35.0

Oil and Gas
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 Mille 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
Class 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 Allowable" Depreciation Life (Tears)
Under Present Lav, by Industry

(continued)

Care and
Light Trucks

Areospace
Shipbuilding
Railroad Equipment
Instrumedta
Other

Transportation
Rail
Air
Water
Highway

Communication

Utilities
Electric
Gas
Pipeline

Wholesale and Retail Trade

Services

Amusements

3.0
3.3
3.3
3.1
3.1

3.4

4.4

4.5
4.5

3.5

3.3

3.0

Machinery and
Equipment

7.8
9.7
8.8
9.0
9.0

Note: The "best allowable" depreciation period for an 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 investment 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 by Treasury
Department surveys in 1972 and 1973;

Buildings

35.0
35.0
35.0
35.0
35.0

35.0
35.0
35.0

36.0

35.0
35.0
35.0

35.0

35.0

35.0

11.7
9.4

15.7
5.6

14.6

20.5
23.1
17.5

6.8

7.8

9.8



Chart 6

TAX SAVINGS DUE TO 10-5-3
PER DOLLAR OF PROJECTED INVESTMENT IN
DEPRECIABLE ASSETS ; 1 ,30,1981, AND 1984,
SELECTED INDUSTRIES
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Tablo 4

Estimated Tax Reduction Dip to 10-5-3
as a Percent of Projected Inviesbnent /, 1984

Estimated Projected 1984
-" 1984 1984 Tax ;Wuction
Industry Class Tax Jpduction Investbent As Percpnt of

(S Millions) ($ Millions) Invesbmnt

Manufacturing:
NOn-durables 5,729 50,016 11.5
Food 1,258 10,624 11.8
1obacco 50 369 13.6
Textiles 332 2,757 12.0
Apparel 121 1,196 10.1
Pulp and Paper 837 7,777 10.8
Printing and Publishing 341 3,390 10.1.
Chemicals 2,345 19,838 11.8
Rubber 123 927 13.3
Plastics 303 2,918 10.4
[_ather 16 220 7.3

Durables 5,606 51,496 10.9
Wood Products and Furniture 98 2,100 4.7
CO'lent 90 622 14.5
Glass 146 1,258 11.6
Other Stone and Clay 281 2,150 13.1
Ferrous Metals 1,107 6,739 16.4
Non-ferrous Metals 421 3,004 14.0
Fabricated Metals 504 6,587 7.7
Machinery 950 8,345 11.4
Electrical Equipment 493 4,448 11.1
Electronics 266 2,884 9.2

otor Whicles 458 5,716 8.0
Aerospace 182 1,591 11.4

Y Estimates of investment by purchasing sector are based on Annual Survey of
Manufacturers, 1976, and data from regulatory agencies, trade associations,
and other industry sources.
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Industry Class

ftilroad E)quipment
Instruments
Other Manufacturing

Tanispotation
Railroads
Airlines
Water Tranprt
Highway Transport

ommunication
utilities

Electric Utilities
Gas Utilities and Pipelines

mining, except oil and gas

Oil and Gas Drilling
Oil Nxd Gas Production
Petroleum _fining
YO-trolen Marketing
Oil Pipelines

Construction

*Ioesale and &-tail Trade

Agriculture

Services

Grand 70tal

Estimated Projected 1984
1984 1984 Tax TWduction

millionss) (SMilliMns) As Percent of
Invewtent

169 1,534 11.0
17 129 13.2
222 2,383 9.3
202 2,006 10.1

4,048 40,504 10.0
562 3,362 16.7
814 6,175 13.2

1,432 9,492 15.1
1,240 21,475 5.8

5,956 32,130 18.5
9,162 42,187 21.7
7,533 35,853 21.0
1,629 6,334 25.7

1,120 10,796 10.4

238 2,945 8.1
5,079 38,390 13.2
1,207 8,785 13.7
142 1,254 11.3

2,202 10,175 21.6

1,114 25,085 4.4

3,823 44,097 8.7

2.069 27,220 7.6

3,337 41,109 8.1

51,912 435,725 11.9



Chart 7

BENEFITS OF 10-5-3
AS COMPAREDTO RECENT
GROWTH IN PRODUCTIVITYSELECTED INDUSTRIES
1984 Tax Saving as Average Annual Productivity
Percent of Investment Growth, 1973-78
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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 Business Roundtable; and 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. RODERICK. 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 BYRD. Thank you. Your full statement will be published
in the record.

Mr. RODERICK. 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,
in 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,
7/2 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.

I would 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. Our 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.

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 31/2
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
standpoint of remaining competitive internationally into the next
decade.

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 BYRD. 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 a full statement with you which I hope will be read into the
record.
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Senator BYRD. 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 approximately 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 ol the Urited States and ii terms of ultimate fairness, I
have no hesitation in recommending passage of S. 1435 with simpli-
fied depreciation schedules. ;

While I believe this could be a keystone of our attempts to
eficotirage investment in enhanced productivity, it will not do the
job lone and we ask also to remove the existing tax penalties on
individual sayings and on the unfair limitation on the interest
rates paid to the small and less affluent citizens.

Senator BYRD. Thank you.
Mr. Strichman?

S6-073 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 coftimittee 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 protection, 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 achieve 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 rot have this understanding. As a matter of fact,
President Carter, in a very recent article, stated that the United
States is going through an inevitable 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 beech 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, simultaneously we have the lowest savings
rates. This has to be true because it is from savings and investment
flows.

As usual, there are several reasons for our decline -in productiv,
ity, but I wish todwell 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.corqes from individuaN. 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 ofthe total comes from capital recovery allowances. This
has gone up by a large amount injpist the last 3 yearbecaus the
rest of the savings have dropped so dramatically. N.

Compared to other industrialized countries around the word, our
depreciation ideas and methods are slow, antiquate4, and 4o no
allow for the fast reinvestment of capital. 4 , . "

The first change we can make, which is in your program, is the
depreciation rate-to cut loose from the ADR useful life concept
which is peculiar to us in this country and go to a straight, time-
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limited depreciation rate whose sole purpose would be to recover
ifivestment rapidly so that it can be reinvested.

Your 10-5-3 program, advocated in Senate bill 1435, does just
that.

I would like to add just one point from my prepared remarks and
then, if you would allow me, Mr. Chairman, make some comments
on what has been said here today.

Martin Feldstein has estimated that the 10-5-3 systein would
just about take care of current rates of inflation. When 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 over again.

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-
datins, 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
when you are talking productivity, buildings are an essential ingre-
dient.

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 people who are seeking tax
windfalls. 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 5of the bill, the full amount of
gain on disposition of capital 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
cannot be 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.

So you 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 recovery carryovers to the extent a taxpayer does not fully
utilize a CCRA deduction in any year, the balance may be carried
forward. Under section 7 of the bill, the existing code section which
restrict trafficking in net operating loss carryovers are extended to
CCRA carryover, 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.

It has 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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.-. LdD believe that you have to take this and look at it on the basisof the benefit that it will do and on the fact that it is totallysupported by all business, large and small, as they sit and talk toyou today and that it benefits productivity. It is something that weneed now and not some vague plan that we might have some day
in the future.

Senator BYRD. Thank you. --
Mr. Roderick, could you put in capsule form the basic reason, orreasons, for the noncompetitive situation in which the American

steel industry apparently finds itself?
Mr. RODERICK. We believe, Senator, that we are cost competitivebasically 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 clearlyabout 50 percent of the capacity in the world, international capac-ity, is directly owned by foreign governments. They are beinghighly 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 wouldbe a very typical one, over the last 3 years, their losses haveexceeded $3 billion. Nevertheless, they continue to exist and exportto 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 whatwe are saying, Senator, is that the only way we can continue to becost-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 compourid rate of about 4.5 percent per year. TheAmerican 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 30million Btu's per ton of product produced. We are using 36 millionBtu's per ton of product produced. They. have more modern facili-

ties.
We need to accelerate our modernization so that we can continueto be cost-competitive and maintain the infrastructure and capacity

-in this industry.
Senator BYRD. Generally speaking, U.S. plants are not as modern

as foreign plants?
Mr. RODERICK. You would have to break that down, Senator.Generally speaking, we are about as modern as Europe. We areless modern than Japan. Our average age is 17V 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 1970's. -
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 wb call something 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 BYRD. Thank you, Senator Bentsen.
Senator BnNmSR. 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 td 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 Egypt 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, hot 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
think 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 company
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 everything else right here in this coun-
try and see that given to the French company so that our Coast
Guard 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 ou think, G'Estang gets
involved? You bet he does, and so do allthe heads of these other
countries as they try to encourage their exports, 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 to help 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. RODERICK. I agree with that, Senator.
Senator BENTSEN. You have 18 percent of the steel 'used in this

country coming from foreign sources.
Mr. RODRiCK. That is right.
Senator BENTSEN.That can go to half by the late eighties unless

we turn this thing around, ,and if we are dependent on off 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. RODERICK. That, is very important, Senator. As I pointed out,
one-half of the capacity abroad is really owned by governments and
as you get a higheconomic 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 method is
going to be to try to save him.

Senator BYRD. May I say to Mr. Hill, Senator Tsongas had hoped
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 BYRD. 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. RODERICK. 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
immediately or certainly no longer than 2 years.

Senator CHAFEE. How long do you write it off right now?
Mr. RODERICK. 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 very
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 $900 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 ib way higher than I thought. That is'50
percent. I .

Mr. RODERICK. As we get closer to 1982, which i the deadline for
air and 1984 for water, these expenditure reqtiirements will now
begin to accelerate so that we can meet those legislative deadlines
that have been imposed on us by Congretis. "

Senator CHAFEE. Thank you, Mr. Chairman.
Senator iBYRD. Thank you, gentlemen.
Mr. RODERICK. Thank you,
[The prepared statements of the preceding panel follow:]

I ,
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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, Chairman of U. S. Steel Corporation.

I am appearing today before your Subcommittee on Taxation and Debt

Management for the American Iron and Steel Institute to express 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 investment in plant and equipment. Current tax law

measures the capital recovery period by the asset's useful life. The

approach as authorized in this bill would replace the current complex

array of depreciation 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 designed to bring the United States economy

into a more competitive position internationally, create jobs

domestically, and increase productivity, thereby helping to 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 nearly 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 and services from

others. In 1978, the industry had a return of 2.8% on sales and 7.3%

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 capital expenditures of all manufacturing industries in the U. S.

It has accounted for about three percent of the Federal .eserve'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 that the American steel industry is a lower cost producer for

the U. S. market than most all of its major foreign competitors.

However, the industry could easily lose its competitive edge in the

decade ahead if rates of return do not improve and if tax laws are

not revised to allow more rapid recovery of capital investment.

Current rates of return do not provide adequate incentive for investment

in new facilities. Cash flows are inadequate to support necessary

modernization and replacement to keep the American steel industry

as the competitive low 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 a 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 -mch 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.



198

-4-

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 example,

in England, capital expenditures 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

manufacturing industries 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 million product tons

above the current level.

Unless the U. S. economy is willing to become increasingly

dependent upon foreign sources of supply to fill its steel needs, then

the United states must taka appropriate action to promote increased
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capital formation and thus cash flow to enable the domestic steel

industry 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. Government to act now to put in

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 major

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 is 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 investments will have to be made which will provide dramatic

improvements in our energy efficiency, 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. It is 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 $0.5 billion. The steel segment of the industry'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, we 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 Imoroved 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 an

improved capital cost recovery bill, such as Jones-Conable, is enacted

into law. But a shortfall would still exist, since with current rates

of return, steel producers do not have sufficient gross income (total

revenue minus operating costs) to fully deduct the capital recovery

allowances (tax basis) the proposed CCRA would provide.

For reinvested earnings to hold promise as a source of funds

to cover capital shortfalls, return on equity must approach levels

co nensurate 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 that the increased net income from new investment will

lag the capital expenditure outlay by some years. A gain in real

margin willbe necessary, but in the long run, the net effect of

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 behalf of
THE BUSINESS ROUNDTABLE

Submitted to the
Subcommittee on Taxation and Debt Management

of the
Senate Committee on Finance

October 22, 1979

The Business Roundtable supports the enactment
of S.1435 which would replace the existing and outmoded
system of tax depreciation with a capital recovery allowance
system to enable American business to increase the level of
capital investment in productive plant and equipment.

e.1435 would introduce a simplified and accelerated
method of writing-off the cost. of business assets (i.e., the
"10-5-3" system). The "10-5-3" system responds to the
capital formation needs of all segments of the domestic
economy and, as a result, has broad-based support throughout
the business community.

The U.S. economy is suffering from spiraling inflation
while the rate of capital formation and growth in productivity
are declining. In comparison to other major industrialized
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 inestment and production.
The enactment of S.1435 would generate an increase in
capital investment by American industry, thereby permitting
it to:

* improve the declining productivity rate,

modernize and expand domestic plant and
equipment,

* combat chronic inflation,

* contribute to a higher standard of living
for the nation's citizenry, and

compete more effectively in domestic and
foreign markets.
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The First National Bank of Boston
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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 ai 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 Business
Roundtable in support of S. 1435, the Capital Cost Recovery
Act of 1979.

The Business Roundtable has long 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 introduce
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 system.
S.1435 has been constructed to respond to capital formation
needs in all segments of our economy, and as a result, this
proposed legislation has broad-based support throughout the
entire business community.

The overriding challenge to our domestic economy today
is the need to encourage capital formation and establish a
long-term pattern of sustained economic growth. Capital
formation is essential for economic progress. Accelerating
the rate at which businesses recover their cost of investment
in plant and equipment will improve rates of return 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 inflation,

0 modernize and expand its facilities,

" contribute to a higher standard of living, and

* compete effectively in domestic and

foreign markets.

56-073 0 - 80 - 14
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There is an acute need for 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 is to overcome these problems1 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

- econotly.

International Comparisons

The United States currently has the lowest rate of
S...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

Investment Ratio1 Avera Annual Percent Cbange in Productivity
2

Percent Hank 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(a) 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
----- 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:.ian,

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 can 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 in other countries played an important
role in their productivity performance. The Joint Economic
Committee concluded that, if the 1967-77 trends 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 U.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 behind 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 nonresidential fixed investment
will have to total about 12 percent of real GNP in the years
ahead in order to meet vital national economic and social goals.

Many of our principal international competitors have
stimulated capital investment andproductivity 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. Enactment ^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 has 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 amounting 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 1.75 percent 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 the 19179 Report of the Joint Economic Committee
concluded "The cumulative loss of capital stock during the
recession, combined with projections for continued rapid
labor force increase, strongly suggests that special measures
to promote capital spending are needed if productivity
growth is to recover even the modest levels of 1967-73."

Inflation is the nation's number one economic 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 savings
and investment and increased productivity, Job 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 replacement costs. It acts as a
deterrent to capital investment.

Although Congressional actions in 1971, principally
enactment of the Class Life Asset Depreciation Range (ADR)
system, went part way to improve the rate of capital recovery
in the Onited States, existing capital recovery, based on
the "useful life" concept of depreciation, still does not
adequately take into account the ever-increasing cost of
asset replacement in an inflationary economy. The extent to
which nonfinancial corporations have understated their
capital costs is shown in the following tabulation comparing
current-cost double deeltj4 balance (DDB) depreciation with
depreciation allowed nonfinancial corporations for Federal
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tax purposes. As can be seen from the tabulation, the
of current-cost DDB over tax depreciation has grown
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)
Current Cost

DDQ(a)

$ 35.7
39.6
44.2
48.5
53.8
59.5
64.5
68.8
75.7
89.3

105.8
115.1
124.7
137.0

(2) (3)
Income Tax Excess of

Depreciation(b) (1) over (2)

$ 36.4
39.5
42.9
46.7
51.3
54.6
58.7
65.3
70.5
77.8
85.0
92.3

100.8
108.8

$-0.7
0.1-
1.3
1.8
2.5
4.9
5.8
3.5
5.2
11.5
20.8
22.8
23.928.2

(a) 75% of Bulletin F lives.

(b) Esti ate of depreciation
income tax purpose.

allowed for Federal

Source: Department of Commerce.

Either full indexing of the tax system or adoption of some
lorm of replacement cost depreciation probably represents
the only real solution to the problem of understated capital
costs during periods of inflation. Short of adopting either
of these concepts, enactment of the "10-5-3" system, which
would significantly shorten the capital recovery period,
would contribute importantly to alleviating the problem.

income
excess
from a

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
"1975
1976
1977
1978
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Proposed Capital Recovery Allowance System

I S.1435 would, in essence, provide a capital recovery
allowance system under which:

0 the recovery period for industrial,
distribution and retail buildings is 10
years,

9 the recovery period for machinery and
equipment is 5 years,

* the recovery period for automobiles and
light trucks (up to $100,000 per year) is
3 years, and

* a full (i.e10%) investment tax credit
is allowed for all eligible property
in the 10 and 5-year classes and a 6%
credit is allowed for all eligible
property in the 3-year class.

The enactment of the "10-5-3' system 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 coa-tribute 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
investment 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, in
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 stoep through which technological knowledge
is translated into commercially viable products. This
process usually involves substantial investment in new
plants, modern machinery and equipment, market development,



209

employee training and the like. Investment in R&D is
governed by the same risk/reward considerations as investments
in tangible business property. Acceleration of R&D can be
promoted by correcting the same economic and political factors
that caused the decline in the growth of business Investment
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 one particular geograph-
ical area of the United States or segment of industry. The"10-5-3" system of capital recovery is aimed at stimulating
investment in new plant 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 inflation,
improving the balance of trade, and providing Jobs and a
better 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
plant 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. If the national economy is
strong, growing and competitive i' international markets,
11 areas of the country and types of businesses will

benefit.



210

SUMMARY AND STATEMENT OF

GEORGE A. STRICHMAN
CHAIRMAN OF THE BOARD
COLT INDUSTRIES INC

ON BEHALF OF TIlE

COMMITTEE FOR EFFECTIVE CAPITAL RECOVERY

BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

SENATE FINANCE COMMITTEE

WASHINGTON, D.C.

OCTOBER 22, 1979

TABLE OF CONTENTS

Summary Statement.....................i

Statement of George A. Strichman. ............. .

Y. The Economic Justification for Improved
Capital Recovery ........................... 1

A. Low Rates of Productivity Growth ......... 1

B. Low Rates of Capital Investment . ...... 3

C. Capital Recovery is Key to Total
Savings and Investment .................... 5

Do Important Effects of Low Rates of Produtivity
Growth, Capital Investment, and Savings on
the United States Economy ................ 7

1. Inflation and Growth of Real Income . . 7

a. Economic Report of the President ° 7

b. Relationship Between Capital In-
vestment, Productivity, Wages,
and Prices ...................... 8

c. Analysis of the Council on Wage
and Price Stability ......... .11

d. Impact of *Productivity Gap" on
Average U.S. Household Income . . 11

e. International Comparisons
Productivity and Wage Rates . . ° 13



211

2. U.S. Balance of Trade ......... 14

E. Impact of Inflation on Real Value of
Depreciation Allowance .................. 15

F. International Comparision of Capital
Recovery Systems ................. . . . 16

I. The Capital Cost Recovery'Act of 1979 . . . . . 17

A. Effectiveness of ,10-5-30-in Stimulating
Investment ................. 19

B. Application of the Capital Cost'Recovery
Act to Structures ........... 20

C. Similarity of the Effects of CapitalCost
Recovery Act and Indexing ... ....... 22

D. Economic Impact of 010-5-30.......... 25

III. Conclusion .. 29

Appendix A

Membership of Committee

Supporting Associations

Appendix B

Proposals to Improve and Simplify
Investment Tax Credit

Appendix C

Comparative Capital Cost Recovery
Allowances

Appendix D

Economic Impacts of Accelerated Capital
Cost Recovery



212

TABLES

I Average Annual Increases of Output Per Hour
in Manufacturing 1960-1978 . .......... 2

II Average Annual Ratio of Capital Investment
as a Percent of Output * s...... ...... . .. 4

III Total Savings as a Percent of Total
Disposable Income .......................... 6

IV Capital Intensity and Worker Earnings ... ..... 9

V Impact of "Productivity Gap" on Average
U.S. Household Income ........... 12

VI Comparison of Productivity and Increases
in Hqurly Wages . ... . 13

VII U.S. Balance on Merchandise Trade . ...... 14

VIII Use of ADR by U. S. Corporations . ....... . 19

IX The Relative Net Cost of Equipment Investment
with the Acceleration and Indexing Proposals . 24

X Incremental Economic Effect of the "10-5-3"
Accelerated Capital Recovery Program ..... 27



218

SUMMARY STATEMENT OF

GEORGE A. STRICIMAN

sm asmnutum fw Wogs&*. As 's.

isintt As -~ cwmata wt w~tuo.4y-ALU A~wus of Aa-

-~ VWW"-is -a XdLiSL oftb& W~b ftkWaiw A5~d *VPti

35jjjt Of%6 d4W #Mpbtd$A AJ.

@nncmavmo m -. at ~atU-dtr A j~ -4%*Aag ~Lj
fr Asoatlool3y Aaaaams iaewxgy .gs rOR *n

viottiw -am lfor ;P~at ,~at~~.

.3AC I'AWMe "0060 AufJO. A .- Vi *MOWd~ s~

'vspltaI m,@vowry vmkIS25sd tilw ,vwftviot AAae4.

'ft 4mmittem -for t~y aisk ov is.4pkeamedc

&OWn kea*n -A lpart . f *Ixth~v~perss lLio4 Mw;&As

mmmlrat 4d~i~h wb'.a .iyekd la.*ppor of to o4xqwe

:i o~s in coA;ty so-.a A'Motl a*RkV.AW

m~si.d 'b~o ~octar tt A*eiuats £Ca*Atal xvowery



214 .

- ii -

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. These'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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The Committee for Effective Capital Recovery is a

voluntary coalition of 396 business firms and 53 business

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 credit,

the Committee has always had the improvement and restructuring

of depreciation allowances as one of its key objectives. Indeed,

in late 1978 the Committee changed its name to the Committee

for Effective Capital Recovery to reflect more accurately the

breadth of its policy goals.

I. The Economic Justification for
Improved Capital Recovery

A. Low 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, partners 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 partners. 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.



217

-3-

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 States. 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:

0 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 Some
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.

Table III shows that the 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 an 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

Sources 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, Capital Investment, and Savings
on the United States Economy

1. Inflation 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. If 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, Wagesl 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.
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TABLE IV

CAPITAL INTENSITY AND WORKER EARINGS

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:

... 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 they 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 production

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 laboL costs increased

8.9 percent. The Consumer Price Index rose at a rate of 9

percent in 1978.
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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 flealth,"

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 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.
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2. U.S. Balance of Trade

In its 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 lo, ger 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 -9,306
1967 3,800 1977 -30,873
1968 635 1978 -34,187
1969 607

Source: Survey of Current Business, June 1979, U.S. De-
partment of Commerce.

Underlying this trend is the decline in the U.S. share

of total manufactured exports worldwide. As a nation, we

are falling further behind in international economic competition.

To reverse this decline, we simply must act boldly 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 valueof 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:

... 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.
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Specifically, Messrs. Feldstein and Summers found

that inflation reduced the depreciation allowed on existing

plant ind equipment by $39.7 billion in 1977. Thus, the impact

of inflation on depreciation allowances alone increased corpo-

rate tax payments by $19 billion or almost one-third of the $59

billion of corporate tax liabilities for 1977.

The 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 be seen that the revenue

"losses' resulting from this proposed bill are far less than the

increase in corporate taxes due to inflation described and,

although 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 o'r 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, recognizir. 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 010-5-30 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 thit 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 Recovery 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 $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 $lB 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."



234

- 20 -

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: first, accelerated depreciation
ties each dollar of revenue loss.directly
to capital'investment; and, second because
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 thah what it would otherwise have been."

0 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
or greater bang-for-a-buck.0

0 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 evidence 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 would require a ten-year

write-off for nonresidential buildings and structures.

The Committee for Effective Capital Recovery believes

that the ten-year depreciation schedule is an extremely important

component of the 110-5-30 bill. We subscribe to the views

outlined by then-Secretary of the Treasury Michael Blumenthal in

his testimony before the House Ways and Means Committee on

January 30, 1978:

... a 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 improved 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
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of building 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.

Dr. Martin Feldstein 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. :

-/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 Iforl moderate rates of inflation

and real discount rates, the acceleration proposal and full

indexation are quite iimilar."-/

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 depreciation 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. In
particular, the real net cost is only
three percent higher with the shortened
depreciation life than it would be with
complete indexation.

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.0
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TAPLE IX

The Relative Net Cost of Equipment Investment

with the Acceleration and Indexing Proposals

Inflation Allowable Depreciation Life Under Existing Law
Rate (Years)

0.00
0.04
0.08
0.12
0.16

0.00
0.04
0.08
0.12
0.16

0.00
0.04
0.08
0.12
0.16

3

0.87
0.94
1.00
1.05
1.10

0.89
0.96
1.01
1.05
1.09

0.91
0.96
1.01
1.05
1.09

8

1.00
1.08
1.15
1.21
1.27

0.96
1.03
1.08
1.13
1.18

0.94
1.00
1.05
1.09
1.13

13 18 25 35

1.00
1.08
1.15
1.21
1.27

0.92
0.98
1.03
1.08
1.12

0.88
0.94
0.98
1.02
1.06

1.00
1.08
1.15
1.21
1.27

0.88
0.94
0.99
1.04
1.08

0.84
0.89
09.3
0.97
1.01

1.00
1.08
1.15
1.21
1.27

0.84
0.89
0.94
0.99
1.02

0.79
0.84
0.88
0.92
0.95

1.00
1.08
1.15
1.21
1.27

0.79
0.84
0.89
0.93
0.97

0.75
0.79
0.83
0.86
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 final 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 significant changes from the recent

inflation rates and discount rates."

0.0

0.04

0.07
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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 P,3re practical to achieve

in the Congress and would be far more likely to be used by

all businesses, both large and srdall. Indexation would likely

present enormous problems of complexity and record keeping

burdens for small businesses, which are the principal reasons why

the current ADR system has proven so ineffective for that sector

of our economy.

Do Economic Impact of 010-5-3m

Allen Sinai, Vice President and Senior Economist

of Data Resouces Inc., prepared an analysis of the proposed

Capital Cost Recovery Act,- using the DRI Model of the U.S.

economy. The DRI analysis assumes that the proposed bill is

enacted and will be effective for taxable years ending after

December 31, 1979. The DRI analysis is attached to this testimony

as Appendix A

*/- One difference between the simulation and the proposed
legislation (S. 1435 and H.R. 4646), is that the latter uses a
five-year transition period for Class I property (buildings) and
the DRI analysis assumed a ten-year period. Thus, both the
stimulus from the measure and revenue loss are somewhat under-
estimated.
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Of the tax incentives for capital formation most

often considered, Data Resources, Inc. found that the accelerated

capital recovery proposal is particularly effective. The program

would provide strong stimulus to business fixed investment,

real economic growth, productivity, and employment, without a

significant rise in inflation.

The analysis done with the DRI model (see Table X)

indicates that the *10-5-31 proposal would raise real busi-

ness fixed investment by $10 billion per year between 1980

and 1984, would boost the growth of real GNP by 0.3 percent

annually, and would increase productivity growth by 0.7 percent.

An additional 500,000 persons would be employed by 1984 than

would be the case without enactment of the Capital Cost Recovery

Act.
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TABLE X

Incremental Economic Effect of the
10-5-31 Accelerated Capital Recovery Program-'

"10-5 Phase-In," DRI Model Simulation Results

1980 1981 1982 1983 1984

Real Business Fixed Investment 0.2 4.1 9.8 15.3 20.9

Real Equipment Spending 0.2 3.2 7.4 11.7 16,3

Real Plant Spending 0.1 0.9 2.4 3.6 4.5

Revenue Losses
With Feedback 4.2 9.8 11.8 14.6 16.1
Without Feedback (i.e., static) 4.8 12.6 19.2 26.3 32.9

Productivity Growth (t)

Increase Over Current Law 0.1 0.6 0.7 1.0 0.9

Additional Growth in Real GNP (%) 0.0 0.4 0.3 0.4 0.4

Added Employment (Millions) J 0.0 0.1 0.2 0.4 0.5

-Billions of Dollars, Relative to Baseline.
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Because of the stimulus to the economy which careful

calculations show would result from this bill, it would be

partially self-financing. The study shows revenue costs both

with and without feedback from other parts of the economy. The

benefits of cash flow are partly paid for by increases in

employment, productivity, and GNP.

The large cash flow generated by the improved capital

recovery would provide financing for a higher rate of capital

expenditures. The ratio of cash flow to capital outlays of

nonfinancial corporations should rise five to six percentage

points higher than the baseline case, yielding a much stronger

financial position for the nonfinancial corporate sector as a

result of the measure. Particularly in view of the very high

interest rates business is facing, every extra dollar of inter-

nally generated capital means a reduction in interest costs that

can either be passed along to consumers in the form of lower

prices or reCycled again within the company in the form of

additional investment.

The DRI concludes that apart from the investment tax

credit the "10-5-3" plan would have a more favorable impact on

the economy (more "bang for the buck") than would occur from any

other tax policy change studied.
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III. Conclusion

For all of these reasons, the Committee for Effective

Capital Recovery supports prompt enactment of S. 1435.

It should be remembered that what is involved here

is not tax forgiveness but rather deferral of tax revenues.

At a reasonable cost in terms of deferred corporate tax payments,

passage of this legislation will constitute a significant step

in the direction of improving the productivity performance of

our nation's economy. This improved productivity will mean a

higher standard of living for American families, an enhanced

competitive posture in world trade, a fiscally healthier

business community, and, ultimately, will hold the key to

breaking the inflation spiral that threatens us all.
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APPENDIX A

COMMITTEE FOR EFFECTIVE CAPITAL RECOVERY

MEMBERSHIP

October 15, 1979

AMP Incorporated
A-T-O, Inc.
Acme-Cleveland Corporation
Air Products and Chemicals Inc.
Airco, Inc.
Akzona Incorporated
Albany International Corp.
Allegheny Ludlum Industries, Inc.
Allied Products Corporation
Allis-Chalmers Corporation
AMAX, Inc.
Amerace Corporation
American Brands, Inc.
American Can Company
American Financial Corporation
American Greetings Corporation
American Hoist & Derrick Co.
American International Group, Inc.
American Natural Service Company
American Petrofina, Inc.
Ampex Corporation
Amtel, Inc.
Anchor flocking Corporation
Apache Corporation
Arcata National Corporation
Arkansas Best Corporation
Arvin Industries, Inc.
Ashland Oil, Inc.
Atlantic Richfield Company
Avnet, Inc.
Avon Products, Inc.

Bache Halsey Stuart Shields Inc.
Ball Corporation
Baltimore Gas and Electric Co.
BankAmerica Corporation
Baxter Travenol Laboratories Inc.
Beatrice Foods Co.
Beech Aircraft Corporation
Belden Corp.
Bemis Company, Inc.
Betz Laboratories, Inc.
The Boeing Company
Brunswick Corporation
Bucyrus-Erie Company
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The Budd Company
Bunker Ramo Corporation
Burlington Industries, Inc.
Burroughs Corporation
Butler Manufacturing Company

CBS Inc
CCI Corporation
CF Industries, Inc.
CPC International, Inc.
Carlisle Corporation
Carnation Company
Carpenter Technology Corporation
Carrier Corporation
Castle & Cooke, Inc.
The Ceco Corporation
Cessna Aircraft Company
Champion International Corp.
Chemetron Corporation
The Chesapeake Corporation of Virginia
Chesapeake and Ohio Railway Company
Chesebrough-Pond's Inc.
Chicago Bridge & Iron Company
Chicago Pneumatic Tool Company
Chromalloy American Corporation
Cincinnati Incorporated
The Citizens and Southern National Bank
City Investing Company
Clark Equipment Company
Clow Corporation
Coachmen Industries, Inc.
Coastal States Gas Corp.
The Coca-Cola Bottling Co. of New York, Inc.
Collins & Aikman Corporation
Colt Industries Inc
Columbia Gas System Service Corporation
Columbus McKinnon Corporation
Commercial Shearing, Inc.
ConAgra, Inc.
Congoleum Corporation
Conoco Inc.
Consolidated Foods Corporation
Consolidated Freightways, Inc.
Consumers Power Co.
Container Corporation of kiierica
Continental Group, Inc.
Continental Illinois Corporation
Continental Machines, Inc.
Continental Telephone Corporation
Cooper Tire & Rubber Company
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Copper Range Company
Crankshaft Machine Company
Crocker National Bank
Crouse-Hinds Company
Crutcher Resources Corp.
Cubic Corp.
Cyclops Corporation
Cyprus Mines Corporation

Dana Corporation
Dart Industries, Inc.
Dataproducts Corporation
Daylin, Inc.
Deere & Company
DeLaval Turbine, Inc.
Dennison Manufacturing Company
Detroitbank Corporation
Diamond Shamrock Corporation
Dibrell Brothers, Inc.
A. B. Dick Company
Di Giorgio Corporation
Digital Equipment Corp.
Dixie Yarns, Inc.
DoAll Company
Donaldson Company, Inc.
R. R. Donnelley & Sons. Company
Dover Corporation
Dresser Industries, Inc.
Dynamics Corporation of America

ESB Ray-O-Vac Corporation
E-Systems, Inc.
Eagle-Picher Industries, Inc.
Earth Resources Company
Eastern Gas and Fuel Associates
Eaton Corporation
The Echlin Manufacturing Company
Economics Laboratory, Inc.
Elgin National Industries, Inc.
Eltra Corporation
Emerson Electric Co.
Esmark, Inc.
Evans Products Company
Ex-Cell-O Corporation

FMC Corporation
Fairfield Manufacturing Co., Inc.
Farmland Industries, Inc.
Federal-Mogul
Federal Paper Board Company, Inc.
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Federated Department Stores, Inc.
First Bank System Inc.
The First National Bank of Chicago
The Flintkote Company
Ford Motor Co.
The Foxboro Company
Franklin Electric Co., Inc.
Fruehauf Corporation
Fuqua Industries, Inc.

GK Technologies Incorporated
Gamble-Skogmo, Inc.
Gannett Co., Inc.
Gardner-Denver Co.
Garlock Inc
General Cinema Corporation
General Dynamics Corporation
General Portland Inc.
General Signal Corporation
General Telephone & Electronics Corp.
Getty Oil Company
Giddings & Lewis, Inc.
Gifford-Hill & Company, Inc.
Globe-Union, Inc.
Gould, Inc.
Great Northern Nekoosa Corporation
Greif Brothers Corporation
Greyhound Leasing and Financial Corp.
Grow Group, Inc.
The Guardian Life Insurance Company of America
Gulf Oil Corporation

H & H Industries, Incorporated
Harnischfeger Corporation
Harris Corporation
Harris Trust & Savings Bank
Harsco Corporation
Hart Schaffner & Marx
Hayes-Albion Corporation
Walter E. Heller International Corp.
Hesston Corporation
Hewlett-Packard Company
Hillyer Corporation
Edward Hines Lumber Company
Houdaille Industries, Inc.
Household Finance Corporation
Hughes Tool Company
Hurco Manufacturing Co., Inc.
Hyster Company
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IC Industries, Inc.
Ideal Basic Industries, Inc.
Illinois Tool Works Inc.
Ingersoll-Rand Company
Inland Steel Company
Intel Corporation
International Business Machines Corporation
International Minerals and Chemical Corp.
International Multifoods Corp.
International Paper Company
International Telephone & Telegraph Corp.
Iowa Beef Processors, Inc.

JLG Industries, Inc.
Jewel Companies, Inc.
Johns-Manville Corp.
Johnson & Johnson
Jostenls Inc.
Joy Manufacturing Company

Kaiser Cement Corporation
Keebler Company
Kennametal Inc.
Kennecott Copper Corporation
Kerr-McGee Corporation
Kingsbury Machine Tool Corporation
Kirsch Company
Kraft, Inc.
Kuhlman Corporation
Kysor Industrial Corp.

The LTV Corporation
Laclede Steel Company
Lance, Inc.
Land O'Lakes, Inc.
Lear Siegler, Inc.,
Leaseway Transportation Corp.
Lehigh Portland Cement Co.
Liggett Group Inc.
Lockheed Corporation,
The Louisiana Land & Exploration Co.
Louisiana-Pacific Corporation
Lucky Stores, Inc.
Ludlow Corp.
Lukens Steel Company

McGraw-Edison Company
McQuay-Perfex Inc.
MBPXL Corporation
MCA Inc.
Macmillan, Inc.
Marathon Manufacturing Company
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Marathon Oil Company
The Marmon Group
Marquette Company
Marriott Corp.
Maryland Cup Corporation
Masonite Corporation
Massachusetts Mutual Life Insurance Company
The Mead Corporation
Melville Corporation
Memorex Corp.
Mesa Petroleum Company
Michigan General Corporation
Michigan National Corp.
Microdot, Inc.
kidland-Ross Corporation
Modern Industrial Engineering Co.
Modine Manufacturing Company
Mohasco Corporation
Monsanto Company
Moore McCormack Resources, Inc.
Morton-Norwich Products, Inc.

NCR Corporation
NL Industries, Inc.
NVF Company
Nabisco, Inc.
Nalco Chemical Company
National Automatic Tool Company
National Distillers & Chemical Corporation
National Gypsum Company
National Presto Industries, Inc.
National Starch & Chemical Corporation
Newmont Mining Corporation
Norris Industries, Inc.
Northwest Industries, Inc.

Oak Industries Inc.
Ogden Transportation Corporation
Olin Corporation
Otis Elevator Company
Owens-Illinois, Inc.
Oxford Industries, Inc.

Pantasote Company
Parker-Hannifin Corpv. '
Peabody International Corporation
Pechiney Ugine Kuhlmann Corporation
Pennsylvania Power & Light Company
Pepsico, Inc.
Perkin-Elmer Corporation
Peter Paul, Inc.
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Phelps Dodge Corporation
Philip Morris Incorporated
Phillips Petroleum Company
Pitney-Bowes, Inc.
Pittsburgh-Des Moines Steel Company
Pittsburgh Forgings Company
Pittway Corporation
Portec, Inc.
Potlatch Corp.
Public Service Electric & Gas Company
Purex Corporation

Raybestos-Manhattan, Inc.
Reeves Brothers, Inc.
Reliance Electric Company
Republic Corporation
Riegel Textile Corp.
A. H. Robins Company, Inc.
Rockwell International Corp.
Rohm and Haas Company
Rohr Industries, Inc.
Roper Corporat ion
Roto-Finish Co.
Royal Industries
Rubbermaid, Inc.
Russell Corporation

SPS Technologies, Inc.
Safeguard Industries, Inc.
Safeway Stores, Inc.
St. Joe Minerals Corporation
St. Regis Paper Company
Sangamo Energy Management
Santa Fe Industries, Inc.
Scott, Foresman & Company
Scott Paper Company
Seaboard Coast Line Industries, Inc.
Sea-Land Service, Inc.
G. D. Searle & Co.
Sears, Roebuck and Co.
Seattle-First National Bank
The Signal Companies, Inc.
Signode Corp.
SmithKline Corporation
Snap-on Tools Corporation
Soundesign Corp.
Southwest Forest Industries
Sprague Electric Co.,
Stanadyne, Inc.
Standard Brands Incorporated
Standard Oil Co. of California
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Standard Oil Co. (Indiana)
Standard Oil Co. (Ohio)
Standard Register Co.
Standex International Corporation
Stanley Home Products, Inc.
The Stanley Works
Stauffer Chemical Company
Sterling Drug Inc.
J. P. Stevens & Co., Inc.
Storage Technology Corp.
Sun Company, Inc.
Sunbeam Corporation
Sundstrand Corporation

TRW, Inc.
Tandy Corp.
Technicon Instruments Corporation.
Tecumseh Products Company
Texaco, Inc.
Texas Commerce Bancshares, Inc.
Texas Eastern Corporation
Texas Industries, Inc.
Texasgulf Inc.
Thiokol Corporation
Thomas & Betts Corporation
Tiger International, Inc.
Time Incorporated
The Times Mirror Company
The Timken Company
Todd Shipyards Corporation
Transcontinental Gas Pipe Line Corporation
Tropicana Products, Inc.
Tyler Corporation
Ty-Miles, Inc.

U A L Inc.
UOP Inc.
UV Industries, Inc.
Uarco, Incorporated
Unarco Industries, Inc.
Union Camp Corporation
Union Carbide Corporation
Union First National Bank of Washington
Union Pacific Corporation
United States Borax & Chemical Corp.
United States Filter Corporation
United Telecommunications, Inc.
U.S. Tobacco Co.
Universal Leaf Tobacco Co.

56-073 0 - 80 - 17
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VF Corporation
VSI Corporation
The Valeron Corporation
Van Dorn Company -
Vulcan Materials Company

Wallace Murray Corporation
Ward Foods, Inc.
Warner-Lambert Company
Warner & Swasey Company
Wean United, Inc.
Western Electric Company, Inc.
Western Publishing Company
Weyerhaeuser Co.
Wheelabrator-Frye Inc.
Whirlpool Corporation
The Williams Companies
Winn-Dixie Stores, Inc.
Woodward Governor Company
F. W. Woolworth Co.
Wm. Wrigley Jr. Co.
Wylain, Inc.
Wyman-Gordon Co.

Xerox Corporation
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SUPPORTING ASSOCIATIONS

Air-Conditioning & Refrigeration Institute
American Boiler Manufacturers Association
American Chamber of Commerce Executives
American Consulting Engineers Council
American Dental Association
American Feed Manufacturers Association
American Iron & Steel Institute
American Land Development Association
American Machine Tool Distributors Association
American Meat Institute
American Pipe Fittings Association
American Textile Machinery Association
Apartment Owners & Managers Association of America
Associated General Contractors of America
Association of American Railroads
Cast Metals Federation
Concrete Plant Manufacturers Bureau
Dairy & Food Industries Supply Association
Edison Electric Institute
Expanded Shale Clay & Slate Institute
The Ferroalloys Association
Foodservice & Lodging Institute
Foreign Credit Interchange Bureau
The Gummed Industries Association, Inc.
Imported Hardwood Products Association, Inc.
International Quorum of Motion Picture Producers
Mechanical Contractors Association of America
Meat Machinery Mftrs. Institute
Narrow Fabrics Institute, Inc.
National Air Transportation Association
National Association of Home Manufacturers
National Association of Business & Educational Radio, Inc.
National Association of Coin Laundry Equipment Operators
National Food Processors Association
National Concrete Masonry Association
National Industrial Distributors Association
National Ocean Industries Association
National Paper Box Association
National Ready Mix Concrete Association
National Tank Truck Carriers, Inc.
National Wool Growers Association
Northeastern Lumber Manufacturers Association
Packaging Machinery Manufacturers Institute
Portland Cement Association
Printing Industries of America, Inc.
Railway Progress Institute
Rubber Manufacturers Association
Screen Printing Association International
Shipbuilders Council of America
Truck Mixer Manufacturers Bureau
United Fresh Fruit & Vegetable Association
Woodworking Machinery Manufacturers of America
Woodworking Machinery Distributors Association
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APPENDIX B

Proposals to Improve and Simplify
Investment Tax Credit

The Committee for Effective Capital Recovery makes

the following recommendations to improve or simplify the invest-

ment tax credit:

A. Permanent 12 Percent Investment Tax Credit

Businesses must be provided a tax climate favorable

to investment in order for the nation's capital investment to

be sufficient to provide satisfactory economic growth in the

future. We advocate the immediate enactment of a 12 percent

investment tax credit as the most effective means of stimulat-

ing business investment.

B. Application to Structures

The investment tax credit should be extended to apply

to new structures as well as to machinery and equipment.

C. Used Property Limitation

The maximum amount of acquired used equipment qualify-

ing for the credit should be increased from $100,000 to $200,000.

This change would recognize the impact of inflation and primarily

assist small businesses.

D. Pollution Control Facilities

Under current law, the full 10 percent investment'

tax credit its- tfmitted for pollution control' facilities.

However, the taxpayer may only receive one-half of the normal

credit if the facility is financed by tax-exempt industrial



255

development bonds and the taxpayer elects five-year amortization

under Section 169.

We make the following recommendations

1. Permit a 20 percent investment tax credit

or current expensing for pollution con-

trol facilities.

2. Permit the full 10 percent investment tax

credit, even if the facility is financed by

tax-exempt bonds.

3. Improve the definition of pollution control

facility under Section 169 and have it apply

to buildings as well as equipment.

E. Expanding the Investment Tax

Credit for Retailers

Under current law, the investment tax credit is appli-

cable, in addition to tangible personal property and elevators

and escalators, to other tangible property (excluding jildings

and structural components), but only if the property is used

as an integral part of certain "qualifying activities." The

term "qualifying activities" is limited to manufacturing, pro-

duction, or extraction or of furnishing transportation, communi-

cations, electrical energy, gas, water, or sewage disposal

services.

The Committee feels the definition of "qualifying

activities' should be expanded to include "retailing'.
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APPENDIX C

COMPARISON OF COST RECOVERY ALLOWANCES

The following table summarizes a comparison of cost
recovery allowances for industrial machinery and equipment in

leading industrial countries with similar allowances in the
United States. The capital cost recoveries for each of the

countries have been computed on the assumption that the investment
qualifies for any special allowances, investment credits, grants

or deductions generally permitted.

It is practice in some foreign countries, prior to

investment in fixed assets therein, for investors to agree with

the tax authorities as to the rate of depreciation and other
benefits available. Such agreements would, in many cases, have

the effect of substantially increasing the cost recovery allowances

presented in the table below.

March 28, 1979



Comparison of Cost Recovery ALLowances

Aggregate cost
recovery allowances
(percentage of cost

of assets)

Representative First First 3 First 7
cost recovery taxable taxable taxable
periods (years) year years years

11 100.0 100.0 100.0

22 60.1 108.3 108.3
23 64.2 111.7 111.7

44 48.2 86.2 118.2

o5 25.0 75.0 100.0

66 50.0 70.0 110.0
87 30.0 50.0 90.0

88 37.2 66.6 96.8

89 31.3 67.6 . 94.6

810 ,36.0 56.0 96.0
911 24.0 4;4.0 84.0

1012 25.0 57.8 86.7

1013 26.0 54.8 86.3

United Kingdom

Canada

Sweden

Italy,

Australia

Japan.

France

Je therlands

Cermany

helgium

United States

1962 Law
1969 Law
1971 Law
1975 Law

1978 Law"

30.7
16.7
35.1
41.1

42.8

56.1
42.1
64.8
70.8
72.5

86.1
72.1
97.0

103.0
104.7

10
14 15

1216
814 17

716 18

718 19

W'
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Comparison of Cost Recovery Allowances

Footnotes

1Full cost recovery the first taxable year.

2Canada has an investment tax credit of 5 percent of the cost
of new buildings, mdchinery and equipment to be used in manufactur-
ing and processing and other specified activities. The cost of
the property acquired is reduced for federal tax purposes by the
investment tax credit received. Canada permits 50 percent of the
codt of machinery to be recovered the first year and the other
50 percent in the following year.

3Assumes that the 7 percent investment credit as proposed by
the 1979 Budget will-be enacted.

4 Sweden has a 25 percent investment allowance. The investment
allowance, which does not affect the basis of the asset for depreci-
ation purposes, is deductible for state corporation income tax
purposes but not for municiple corporation income tax purposes.
This results in an effective additional investment allowance of
18.2 percent.

Forty percent of a Swedish corporation's taxable income May be
allocated to a reserve for future investment in fixed assets.
Where the acquisiticn is deemed to have been made from this reser,,e,
full cost recovery occurs before the inves-ment is made.

5 Stral.ght line depreciation with 15 percent additional. depreci-
ation in each of the first three taxable years.
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.2-

6Depreciation in Australia is based on an estimate of "effect-

ive life" and taxpayers may elect to use either the prime cost

(straight line) method or the 150 percent diminishing value

(declining balance) method. In addition, a 40 percent investment

allowance for new property may be deducted from the tax base in

the year the property is ready for use. This investment allowance

is reduced to 20 percent for assets acquired pursuant to a contract

entered into after June 30. 1978 or placed in service after June 30,

1979 (regardless of the date the contract was entered into). This

calculation assumes the machinery was purchased prior to June 30,

1978 and therefore eligible for the 40 percent allowance.

7Assunes the machinery is eligible for the 20 percent allowance

(see footnote 6).

8A declining balance method of depreciation is used. The

current rate is 206 percent on an asset with a 10-year life. The

computation assumes that the 10 percent investment tax credit

(equivalent to a 16.6 percent deduction at the present national

and local maximum tax rate) is available. This investment credit,

however, may be abolished in 1979.

9250 percent declining balance depreciation, which is switched

to straight line after the fifth year. Although not considered,

effect may be given to multiple shift operations by reducing the

service life of the assets.

10Straight line depreciation. A 7 percent premium for new

investments in fixed assets is given in the form of an investment

tax credit. If the total of the premiums exceeds the tax liability,

the excess of the premium over the tax liability is payable in

cash to the taxpayer.

- l.zcd1' a :
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In addition, bonus premiums from 0.25 to 6 percent for small
investments up to Dfl 800,000 ($398,000) is available. This
calculation assumes machinery is eligible for this 6 percent
bonus premium. The tax benefit for the premiums is computed using
a 48 percent corporate tax rate.

llAssumes machinery is only eligible for the 7 percent premium

ior investment (see footnote 10).

12250 percent declining balance depreciation.

Double declining depreciation which is switched to straight

line after the fifth year. As a temporary measure to promote
investents, a one-time special deduction of 15 percent is allowed
on certain acquisitions of fixed assets made during 1979 and 1980.
The special deduction will be allowed to the extent that 1979 or
1980 investments in fixed assets exceed the average annual invest-
ments for the years 1974 to 1976. The 15 percent deduction is
only applicable to a maximum of 40 percent of the total new invest-
ments.

14The tax benefit of the investment credit is computed using

a 50 percent corporate tax rate. Therefore, the investment
credit increases the capital cost recovery by 14 percent the first
year for a 7 percent credit and by 20 percent the first year for
a 10'percent credit. The credit does not reduce the recoverable
base cost.

15Guideline life of 12 years and 7 percent investment credit.
Double declining balance depreciation, which is switched to straight
line after the sixth year.

k"
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- 4 -

1 6Guideline life of 12 years but no investment credit. Double

declining balance depreciation, which is switched to straight

line after the sixth year.

life of 9.5 years and

balance depreciation,

fifth year.

life of 9.5 years and

balance depreciation.

fifth year.

7 percent investment credit. Double

which is switched to straight line

10 percent investment credit. Double

which is switched to straight line

19The tax benefit of the investment credit is computed using a

46 percent corporate rate. Therefore, the investment credit increases

the capital cost recovery by 21.7 percent for the first year. Compu-

tation assumes that the assets do not qualify fo the additional

10 percent investment credit for energy savings property or the

one percent ESOP credit,

1 7ADR

declining

after the

1 8ADR

declining

after the
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Economic Impacts of
Accelerated Capital Cost Recovery

by Allen Sinai*

During the post twenty years, Federal tax policy has been used in several mays:
first, as a contracyclical tool to stabilize the economy; second, to promote
spending In socially desirable areas; and third, to improve the structure of the tax
system. In the decade of the 60s, tax policy was designed primarily to stimulate
economic growth and close the gap between potential and actual output. In the
70s, a series of adjustments to limit the drag of a tax system buffeted by inflation
and measures to enhance household and business saving have been put into place.

What tax policies ore appropriate for the 80s? What ore the goals to be
accomplished? Does "accelerated capitol recovery" fit into the "optimal" tax
policy framework of the 80s? In particular, how would the Capital Cost Recovery
Act of 1979 impact on the U.S. economy? What would be its benefits and costs?
And, how does the accelerated depreciation that is the hallmark of the Capital
Cost Recovery Act rank in the range of potential tax actions that could be
undertaken?

In brief

- Tax policy for the 1980's should be concerned with promoting capital formation
and increasing productivity to help lessen the severe inflation that Is plaguing
the U.S. economy. This means tax measures favoring saving and business
investment spending are preferable to more typical aggregate demand policy
stimuli, such as across-the-board cuts in personal income taxes. A measure
such as the Capital Cost Recovery Act of 1979 should be seriously considered
for implementation, since both capital formation and business saving would be
enhanced by its enactment.

*The research reported here was based on work done with the DRI Model of the
U.S. Economy, in a series of studies prepared for the Committee for Effective
Capital Recovery. Terry Glomski of Data Resources collaborated in the studies that
were performed.
I rax policy to stabilize the economy was employed in 1964 (rate reductions for
both personal income and corporate profits taxes), 1968-70 (tax surcharge on
personal income and elimination of the investment tax credit), and in 1978
(personal income and corporate profits tax reductions). Tax incentives to promote
business investment were enacted in 1962 (investment tax credit and shorter
equipment lifetimes), 1971 (reinstatement and liberalization of the investment tax
credit and ADR service lifetimes for machinery and equipment), 1975 (higher
Investment tax credit), and 1979 (liberalization of the investment tax credit).
Changes in the exemptions for personal and corporate income taxes were enacted
in 1970, 1971, 1972, and 1978, offsetting to some extent the "bracket" effect of
inflation, as did the per capital tax credits of 1975, 1976, and 1977. Earned income
credits were instituted in 1975. Household and business savings were aided by a
reduction to 50% in the maximum tax on the earned income of persons in 1972, the
1978 reduction in capital gains taxes, the liberalized depreciation of 1971, and
corporate profits tax reductions in 1971, 1975, and 1978.

I



264

- In the current environment of near full employment and high inflation, public
policy should be concerned with measures to restrain growth in demand while at
the some time promoting a more rapid rise In potential supply. In this way, the
inflation potential for the U.S. economy in the 1980s can be limited. The U.S.
economy of the late 70s is vastly different from the early 60s, when aggressive
measures to stimulate aggregate demand were needed. Now, a policy mix of
restraint in government spending combined with tax policies that simultaneously
enhance investment demand, potential supply, and the flow of savings would be
preferable.

- The Capital Cost Recovery Act of 1979, also known as the "10-5-3 program.
would provide a strong stimulus to business fixed investment, real economic
growth, productivity, and employment at almost no cost in additional inflation.
Analysis with the DRI model of the U.S. economy shows that the Conoble-Jones
proposal would raise real business fixed Investment by $10 billion per annum
between 1980 and 1984, raise the growth in real GNP by 0.3% per year, id
increase productivity growth by 0.7 percentage points compared to a situation
with existing tax laws. Employment gains would range between 100,000 and
500,000 persons over the nex! five years. No significant rise of inflation would
result.

- The MI cost of the Capital Cost Recovery Act as simulated in the DRI model
would be $11.3 billion per year over 1980 to 1984, ranging between $4.2 billion
in 1980 and $16.1 billion during 1984. The simulated program assumes: I) a
phase-in of new structures lifetimes over a 10 year period toward a 10 year
lifetime; 2) a phase-in of new equipment lifetimes, except for autos and light
trucks, over a five year period toward a five year lifetime; and 3) a 10% tax
credit pn all equipment except autos and light trucks, which receive a 6%
credit. These figures are gross of all Federal tax receipts after taking account
of the stimulus to the economy generated by the measure. Given the tax
structure, the higher GNP that would result from the Capitol Cost Recovery Act
will Induce additional Federal tax revenues that offset the static revenue loss
obtained when considering the program in isolation from its effects on the
economy.

. The Capital Cost Recovery Act is self-financing to a degree, both for the
Federal Government and for corporations. Because of the stimulus provided to
the economy, induced personal income and corporate profits tax receipts should
offset $7.8 billion per annum of the expected tax loss, a return of $0.41 per
dollar per year of the ex-nte or static revenue loss. In addition, the huge cash
flow generated by the reduced lifetimes will provide much of the financing
necessary to carry out a higher rate of capital expenditures. The ratio of cash
flow to the capital outlays of nonfinancial corporations rises 5 to 6 percentage
points higher than in the baseline case, indicating a much stronger financial
position for the nonfinancial corpoate sector as a result of the measure.

- The bang for a buck" from the Capital Cost Recovery Act, defined as the rise
in real business fixed investment per dollar of revenue loss, would be $0.53 per
year between 1980 and 1985, before economy feedback is considered. This is a
signficantly greater impact than would occur from equivalent reductions in
corporate profits taxes. When allowance is made for the full feedback effects
of the economy stimulus on tax receipts, the bang for a buck of the accelerated
capital recovery measure is even greater.

2 The actual proposed legislation, H.R. 4646, the Jones-Conoble bill, uses a 5 year
transition for structures. The net cost is $2 to 3 billion a year compared with a 10
year phase-in.

2
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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 investment tax credit would produce an
equivalent or greater bang-for-o-buck. In addition, there are side benefits to
productivity and the financial markets from the Improved corporate liquidity
that would result. There is also essentially'no rise in-inflation from the highly
stimulative measure, given the rises~in productivity and potential output that
occur.

The organization of the statement is as follows: Section I discusses the changing
economic environment and its effect on tax policy. In Section II, the relation
between the poor performance of capitol formation, productivity growth, and
inflation is indicated. Section III deals with the notion of accelerated capital
recovery. In Section IV the economic impacts of the Jones-Conoble Capitol Cost
Recovery Act of 1979 are presented and discussed. The final section summarizes
the benefits of the program to the economy, as simulated in the DRI model of the
U.S..

I. The Backdrop for Tax Policy in the 80s

The focus of fiscal policy is radically changing as a result of 15 years of
intensifying inflation in the U.S. economy. Whereas most previous major tax
measures were designed to promote economic stability and growth, the severe
inflation, low productivity, and high unemployment that have been occurring
suggest the need for a different approach. Regardless of the source of inflation,
continually rising prices reduce the effective purchasing power of households
through the bracket effect of rising nominal incomes under a progressive income
tax structure. In the case of business, there is an analogous effect that arises
because of historic replacement costs and FIFO inventory accounting. The inflation
drag on expendable cash flows in a period of rapid inflation thus is a deterrent to
private sector spending. If the spending category is business capital formation,
then growth in productivity is also hampered and inflation worsened further. In
addition, a high inflation environment is suggestive of excess demand pressure
against supply. Tax measures designed to increase the supply of work effort,
capital, and new technology appear to be warranted in light of the need for a more
rapid rise in the potential supply of the economy.

Thus, tax policy in the current, highly inflationary environment must be different
from whaLwos-employed- in-the -sock- economy- of- the- 60s.--Con t hV ed -rais-e--if-l-
exemptions and reductions in nominal tax brackets may be needed to sustain
purchasing power. More importantly, without measures designed to promote
capital formation and productivity, the inflation process will continue to be self-
generating, with rising inflation dragging down capital spending, cutting the growth
in productivity, raising labor costs, and bringing on more inflation. To break this
loop, creative approaches to Federal taxation are required, including methods that
would accelerate the depreciation writeoffs of business. Policies that stimulate
the after-tax return to savings, supply of work effort, and capital formation are
more opproporiate if the goal is to limit inflation and reduce unemployment
simultaneously.

This backdrop for tax policy in the 80s suggests measures designed to promote a
balanced growth in demand and potential supply, along with enhancing the savings
flows of households and business. Hints of a tendency toward such measures have
already appeared, starting with the maximum tax on earnings in 1972, the reduction
in capital gains taxation during 1978, and the swelling interest in measures to
promote business capital formation and saving. Further evidence of the emerging
trend also appears in proposals to increase the after-tax return on i savings by
households, through exemption or deductions of some interest earnings from taxes.

3
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II. Capital Formation, Productivity# and Inflation

The spiraling inflation in the U.S. economy since 1966 is a national crisis. The
undesirable economic and political effects of continuing high rates of inflation are
well documented. Like a cancer, the ingredients of inflation are multi-dimensional.
No single cure exists for the problem, the effects of which are-exacerbated by
secularly rising rates of unemployment. Between 1966 and 1979, inflation of the
implicit GNP deflator has varied from 3% to an estimated 8.8% for this year. In
only three years were the inflation rates below 5%; 1967 and 1968, and in 1972. In
this lost year, the low rate of inflation was the result of the wage-price freeze and
Nixon Administration guidelines.

At the same time inflation has exhibited a secular rise, the rate of Capital
formation and growth in productivity have shown a secular decline. Table I shows
the proportion of GNP devoted to non-residential fixed investment during the
postwar period and, aside from a burst in the early 70s, currently reflects a lower
ratio than previous peaks. In addition, expenditures on pollution aod abatement
equipment have taken about 0.3 to 0.4% of this ratio, with perhaps more accounted
for by government mandated requirements on business capital formation.

Table I
Capital Formation in the U.S. Economy

(Business Fixed Investment Relative to GNP)

(I) (2)
Nonresidential (1) Less Spending

Business on Pollution
Investment/GNO and Abatement/GNP

1953 9.4
1954 9.3
1955 9.6
1956 10.4
1957 10.5
1958 9.3
1959 9.3
1960 9.4
1961 9.0
1962 9.1
1962 9.1
1963 9.0
1964 9.4
1965 10.4
1966 10.8
1967 10.3 10.2
1968 10.3 10.2
1969 10.6 10.4
1970 10.2 I0.0
1971 9.8 9.5
1972 10.0 9.6
1973 10.4 10.0
1974 10.7 10.3
1975 9.8 9.4
1976 9.7 9.3
1977 10.0 9.6
1978 10.4 10.1
1979E 10.7 10.3
1980E 10.6 10.2
1981E 10.6 10.2

E - DRI forecots,
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Growth In labor productivity has been steadily declining, falling to 2.3% per annum
in 1965-73 after the 3.2% growth from 1947 to 1965, and plummeting lower in
recent quarters. The downward trend has contributed greatly to inflation and
shows no signs of a reversal.

Table 2
Growth of Labor Productivity

(Average Annual Rates of Change)

1947-65 1965-73 1973-78 1978:4 -
1979:4

Sector

Private Business 3.2 2.3 1.1 -3.3

Nonfarm Business 2.6 2.0 1.0 -4.3

Manufacturing 3.2 2.4 1.6 0.6

Nonfinancial Corporations 3.7* 1.9 1.1 -I.8**

* 1958-65; Data not available for years prior to 1958.
* 1978:4 to 1979:1

Source: Bureau of Labor Statistics

The coincidence of reductions in productive capital formation and productivity
with rising inflation is suggestive of on interlocking process in the U.S. economy.
Though the starting point may be hard to define, growth in capital for a given labor
force raises productivity, reduces unit labor costs, and therefore lowers inflation.
A more rapid pace of capital formation thus is one means to raise labor
productivity and mitigate inflation. Though not the only possibility, the effect of
newly formed capital on potential supply, the quality of capital, the marginal
productivity of labor, and the pace of innovation is likely very significant. Indeed,
the periods of most rapid formation of capital, 1962 to 1966 and 1975 to 1977, were
associated with a relatively strong performance in productivity, and improved
results on inflation.

At the same time, higher inflation hurts business capital formation.3 First, higher
inflation causes reductions in real economic growth as purchasing power drops,
interest rates rise, the stock market weakens, higher debt burdens restrain
spending, and unemployment moves up. These events, which unfold with time logs,
affect expectations of final sales and business plant and equipment spending
through the "accelerator." Second, a more rapid rate of inflation reduces the ratio
of product price to the effective price of capital, or the "profit margin" on new
plant and equipment. The combination of a higher supply price of capital goods,

3See "Inflation and Business Capital Spending' Testimony before the Joint
Economic Committee, U.S. Congress, Hearinas on Asoects of Inflation "The Fixed
Investment Decision," Washington, D.C., June 21, 1978.

5
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increased nominal costs of financing capital expenditures, and a lower present
value for the tax deductable depreciation expenses, causes the rental price of
capital goods to grow more rapidly than business can increase product prices. The
lower marginal return on new capital goods negatively affects business fixed invest
ment. Third, higher inflation raises both short- and long-term interest ratese..Bond
yields rise through the effect of inflation on the premium demanded by investors
for supplying savings. Short-term interest rates rise through the pressure of
increased nominal loan demands against the liquidity of the commercial banking
system and as a result of the tighter monetary policy that is instituted to fight
inflation. Rising interest rates impact business fixed investment by raising the
rental price of capital go6ds, and by increasing the debt service burden of
nonfinancial corporations relative to cash flow. Fourth, the higher interest rates
damage the stock market, causing a rise in the cost of equity financing and an
increase for the rental price of capital. Fifth, business profits and the internlly
generated funds available to finance capital outlays are sharply diminished during
periods of rapid inflation, because of illusory inventory profits and the rising
replacement costs for capital goods. Corporate profits are typically overstated
during periods of inflation because of FIFO methods of inventory accounting and
,historical costexpensing for depreciation. In both coses, actual cash outlays for
replacement of inventories and capital goods are much higher. After correction for
these factors, the cash flow for nonfinancial corporations is sharply reduced. Sixth,
higher inflation causes the nominal external financing requirements of business to
grow and increases bank loan indebtedness, commercial paper issues, and the
mortgage and bond financing necessary to fund desired capital outlays. This rising
indebtedness raises the debt service burden of corporations and eventually restrains
spending through the increased financial risk of corporate balance sheets. Finally,
an autonomous acceleration of inflation can cause reductions in capacity utilization
by limiting aggregate demand. Reducing the intensity of use of existing capital
lowers replacement investment.

Together, these factors make for sizeable reductions in the rate of business capital
formation during periods of rapidly rising prices. To the above endogenous
influences must be added the potential restraining effects on aggregate demand
from tighter fiscal and monetary policies. The effects of restrictive stabilization
policies on expected sales can be quite substantial and sharply diminish the planned
rate of capital outlays by business.

Ill. Accelerated Capital Recovery

Accelerated capital recovery refers to a shortening of tax allowable or useful
lifetimes to reduce the period over which capital outlays are fully expensed. While
used to a high degree in some of our trading partners, U.S. tax policy has never
embraced the concept. Although tax allowable lifetimes have progressively been,
reduced in a marginal fashion over the years, a switch to accelerated capital
recovery would constitute a much greater change. The notion that capital assets
should be depreciated for tax purposes as real economic depreciation occurs is well
entrenched. Accelerated capital recovery departs from this traditional approach,
recognizing the need to stress capital formation and business saving as a primary
goal.

Accelerated capital recovery would stimulate the demand for physical capital, the
supply of money capital, and potential output. The "income" and "relative price"
effects of such a measure ore highly potent in the ORI model framework where
cash flow, interest charges on outstanding debt, stock market effects, and
replacement investment loom so importantly for business capital formation. In

6
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particular, the cash flow and interest rote impacts,.bol;i short- and long-term,
combine to make policies for accelercted depreciation quite powerful. The
provisioQn of additional business saving from accelerated depreciation at the some
time incentives to capitol formation ore being legislated is particularly appropriate
in an economy that is near full employment. In addition, a program of more rapid
capital recovery would move the economy closer to replacement cost depreciation
and away from the anachronistic historical cost depreciation that currently exists.

IV. A Simulation Analysis of the Capital Cost Recovery Act of 1979

The accelerated capital recovery progrdm considered was a "10-5-3" shortenj/g of
lifetimes an newly purchased plant and, equipment, whether new or used. The
program consisted of the following elements:

I) a reduction in the tax allowable lifetimes for buildings to 10 years from the
current 23 year average;

2) a reduction to five years in the tax allowable lifetimes for equipment, except
autos and light trucks;

3) a three year tax allowable lifetime on Investme .t in autos and light trucks;5

4) a uniform investment tax credit of 10% on all equipment, except for autos and
light trucks, to which a 6% credit would apply;

5) the capital recovery is based on tables constructed using accelerated methods
of recovery, i.e., double declining balance with a switch to sum-of-the-years
digit methods.

Given the potential large revenue loss from this "10-5-3" accelerated capital
recovery program, a transition program was instituted where equipment lifetimes,
except for autos and light trucks, were phased-in toward a five year lifetime over a
five year period. New 10 , ear lifetimes for buildings were phased-in over a 10 year
period. The uniform tax credit was immediately put into effect, along with a 6%
credit for autos and light trucks.

4H.R. 4646; also introduced in the Senate by Senators Nelson, Bentson, Packwood,
and Chafee. One difference between the accelerated capital recovery program
simulated and the proposed legislation is the transition period for buildings or Class
I property. The bill uses five years; the analysis assumed 10 years. Thus, lboth the
stimulus from the measure and revenue loss are somewhat underestimated;
approximately $3 to 4 billion a year in revenue loss calculated on a static basis and
$2 and $3 billion on a net, full economy-feedbock basis.

SAssets that ore not autos or light trucks and that currently have lifetimes shorter
than five years would be changed to five years.

7
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Table 3 shows the revenue loss from this "10-5-3" accelerated capital recovery
program, on an ex-ante (static) basis. The ex-ante (static revenue loss)
corresponds to the Federal corporate tax receipts that would be lost under gives
assumptions on the pace of plant and equipment spending for the next five years.
The expected revenue loss can be seen to vary form $4.8 billion in 1986 to $32.9
billion In 1984, averaging $19.1 billion per annum.

Table 3. "10-5-3" Accelerated Capital Recovery Program:
"10-5" Phase-In Static Revenue Losses

(Bil lions of Dollars, Seasonally Adjusted Annual Rates, Relative to Baseline)'

k ear 1980 1981 '1982 1983 1984 Avq,-

Class 1 0.7 2.2 3.7 5.4 7.4 3.9

Class II & 1112 3.3 9.5 14.6 19.9 24.3 14.3

1 3Uniform Tax Credit 0.8 0.9 0.9 1.0 1.2 1.0

'Total 4.8 12.6 19.2 26.3 32.9 19.1

Business fixed investment is assumed to grow at 9% for the baseline. Equipment
lifetimes, except autos and light trucks, are phased in towards a 5 year lifetime
over a 5 year period. The baseline assumes an I I year average lifetime for equipment.
Structures lifetimes are phased in over a 10 year period toward a 10 year lifetime,
while the baseline assumes an average lifetime of 23 years.
2Class I is the National Income and Product Accounts counterpart to Sec. 1250
property (structures) including corporations, proprietorships, and partnerships.
Class II is the National Income and Product Accounts counterpart to Sec. 1245
property (equipment), including corporations, proprietorships, and partnerships,
except cars and light trucks. Class III property contains autos and light trucks.

3The investment tax credit for autos and light trucks is raised from 3.33% to 6%.
All Class II property receives a 10% credit.

6The assumption for the growth of nominal fixed business investment was 9% per
year, based on estimates by the Joint Committee on Taxation. This assumption was
imposed on the baseline solution of the DRI model used in simulations of the
accelerated capital recovery program.
7 The actual revenue loss from the Jones-Conable bill would be somewhat higher
because of the five year phase-in compared with a ten year lifetime for structures.
Table 3 assumes a 10 year phase-in process. Doubling the Class I revenue loss
would change the figures to range between $6.2 billion in 1980 and $47.7 billion in
1984. The average would be $23.0 billion instead of the $19.1 billion reported. In
ex-onte or static terms, the expected revenue losses over the five year period make
this tax policy one of the most expensive in the postwar period.
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In Table 3, the tax loss for Federal corporate tax receipts without economy-wide
feedback, veroged $14.3 billion over the five year period and was $3.4 billion for
structures. The loss due to the uniform tax credit and new 6% investment tax
credit on autos and light trucks was $1 billion per year. A total of $4.8 billion of
Federal corporate tax receipts was lost In the first year of the program, and $32.9
billion in 1984. Appendix Tables A.7 to A.10 show the calculation of the ex-ante
revenue losses in Table 3.

The basic methodology used to calculate the static revenue loss was a computation
of the difference between the assumed depreciation rates under the capital cost
recovery program and the DRI baseline solution. This difference was then
multiplied by the relevant investment series based on growth assumptions in
nominal terms from the Joint Committee on Taxation, producing increased
depreciation expense over the baseline simulation. When multiplied by an assumed
effective tax rate, a static or ex-ante revenue loss was produced.

The "Phase-in" or transition program considered used the "10-5-3" lifetimes but
phased them in over a 10 year period (for structures) and 5 year period (for
equipment), i.e.,

I) Class I property was allowed a tax lifetime of 10 years, with the new lifetimes
phased in over 10 years. Appendix Tables A.2 to A.6 contain the phase-in
schedules for each year of investment from 1980 to 1984. This class of assets
coincides with Section 1250 property, Including all tangible real property (such
as leases of land), but exempts Section 1245 property, buildings and their
structural components.

2) Class II property has a tax lifetime of 5 years, except for certain exceptions,
with the new lifetimes phased in over 5 years. Appendix Tables A.2 to A.6
contain the phase-in schedules for each year of investment between 1980 and
1984. This property coincides with Section 1245 property. Section 1245
property is depreciable property which is either personal property (tangible and
intangible), or 2) other tangible personal property (not including a building or its
structural components), used as an integral part of a) manufacturing; b)
production; c) extraction; and d) the furnishing of tronsportion, communications,
electrical energy, gas, water, or sewage disposal services. The resecrch
facilities used in connection with these activities ore also included.

3) Class III assets were allowed a lifetime of 3 years. Class III assets are the
classifications of Section 1245 property that are either automobiles or light
trucks.

4) Class II property received a 10% investment tax credit. There was a 6% tax
credit for Class Ill assets.

5) All categories of eligible assets used a combination of double declining
balances (DDB) and sum-of-the-years digits (SYD) depreciation methods.

6) A half-year convention was Included. All assets purchased in a given year were
depreciated as if bought at mid-year.

8 Corporations, proprietorships, and partnership tax revenues were simulated via
coroate tax revenues In the DRI model. Reference to "corporate" taxes

before includes proprietorships and partnerships.

9
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The transitional schedule operated as follows. For the first year of the program,
Class II property was broken into 5 lifetime categories, each based on ADR lower
limits. These categories were I) S year-or-less, 2) 6 year, 3) 7 year, 4) 8 year, and
5) 9 years, or more. Depreciation was then calculated, using the double declining
balance and sum-of-the-years digits baspd on these lifetimes. For subsequent years,
the lifetime categories were shortened so that In each successive year the average
lifetime of all subgroups moved toward 5 years, ultimately reaching so by the fifth
year of the program. Capital purchased In any specific year of the phase-in period
was depreciated using these lifetimes and associated depreciation rates. This
procedure was continued until 1984, when all Class II lifetimes reached a 5 year
span. Appendix Tables A.2 to A.6 display the subgroups for Class II assets and their
depreciation schedules for the first few years of their lifetimes. Table 4 shows the
final capital cost recovery table in the Jones-Conable bill.

Table 4
Capital Cost Recovery Table

(In percent)

Class of investment
Ownership

year 1II 11

10 20 33
2 --------- 18 32 45
3 16 24 22
4 -........------- 14 16
5 ------- 12 8
6 10
7 -------------- 8
8 6
8 ----- -- -------- 49 - -4

10 ------------------- 2

100 100 100

The accelerated capital recovery program describes was then simulated in the DRI
Quarterly Econometric Model of the United States. The DRI Model is particularly
well suited for simulating the impacts of tax incentives on business fixed
investment, copit 'l formation, productivity, real output and inflation, given its
detailed treatment of business flow-of-funds, the integration of tax policy
parameters into the investment equations, and the role of cash flow along with
other financial ingredients on investment spending, capital formation, real
economic growth, and productivity.

9For other studies on tax incentives and capital formation using the DRI model, and
a description of the mechanism and framework behind the results, see Andrew F.
Brimmer and Allen Sinai, "The Effects of Tax Policy on Capital Formation,
Corporate Liquidity and the Availability of Investment Funds: A Simulation Study,"
Journal of Finance May 1979, pp. 287-308; Christopher Caton, Otto Eckstein, and
Allen Sinai, "'Tax Reform and Capital Formation in the U.S. Economy," Data
Resources Rew Auust 1977; Allen Sinai and Terry Glomski, "The Carter Tax
Proposal: Is It Neded?" Data Resources Review January 1978, pp. 11-17; Allen
Sinai, "Tax Expenditures and Business Capitol Spending," Testimony presented at
the Hearings on Tax Expenditures Committee on Ways and Means, Subcommittee on
Oversight, March 27, 1979, and Otto Eckstein and Allen Sinai, eds., The Data
Resources Model of the U.S. Economy. (Amsterdam: North-Holland, forthcoming),
ch. 7.
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Each element of the accelerated capital recovery program was translated to
changes in the parameters for tax policy represented in the DRI model. This
included the baseline or Control values for equipment lifetimes, structures
lifetimes, the depreciation rule assumed, and the Investment tax credit. The
baseline case assumed that the lifetime for Class I assets (structures) was 23 years,
with the combined Classes II and III (equipment) at II years. The baseline
depreciation rules were sum-of-the-years digits in Class II and a weighted average
of 40% straight line and 60% 1.5 declining balances for Class 1.

The method employed was to calculate the difference in depreciation rates
between each program and the baseline, then to derive the additional depreciation
expense by multiplying these differences by the relevant investment stream. The
greater depreciation expense was then entered Into the DRI model solution as an
increase In book value capital consumption. This caused, without considering
feedbacks, a rise in cash flow equal to the average corporate tax rate multiplied
by the rise in depreciation, which was also the static revenue loss. The shorter
lifetimes for Class I and combined Class 11 and III assets were entered explicitly
into the DRI model, as the main channel of Influence to business fixed investment
for the Capital Cost Recovery Act. The vehicle for this effect was the lessened
price of capital relative to product prices. The tax credit effects were entered by
changing the value for the effective investment tax credit to a level that would
produce the additional tax losses associated with the program's new 6% tax credit
for autos and light trucks without model feedback.

Table 5. "10-5-3" Accelerated Capitol Recovery Program:
"lO-S Phase-In", DRI Model Simulation Results

(Billions of Dollars, Seasonally Adjusted Annual Rates, Relative to Baseline)

Real Business Fixed Investment*

Real Equipment Spending*

Real Plant Spending*

Revenue Losses
Total
Corporate
Personal
Social Security
Excise

Productivity Growth(%)
10-5 Phase-In
8aseline
Difference

Growth in Real GNP(%)

Employment(Mlllions)

Ratoi Increas in Real
Fixed Investment to
Corporate Tax Loss

1980 1981 1982 1983 1984 Average

0.2 4.1 9.8 15.3 20.9 10.0

0.2 3.2 7.4 11.7 16.3 7.7

0.1 0.9 2.4 3.6 4.5 2.3

4.2
4.1
0.1
0.0
0.0

2.7
2.6
0.1

9.8
10.0
0.0

-0.3
0.0

1.8
1.2
0.6

11.8
14.6
-1.4
-1.2
-0.1

2.2
1.4
0.7

14.6
20.6
-3.3
-2.5
-0.2

2.9
1.9
1.0

16.1
26.8
-6.0
-4.3
-0.4

3.2
2.3
0.9

0.0 0.4 0.3 0.4 0.4

11.3
15.2
-2.1
-1.6
-0.2

2.6
1.9
0.7

0.3

0.0 0.1 0.2 0.4 0.5 0.2

0.06 0.42 0.68 0.74 0.78 0.53

II I • mm l
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The results are shown in Table 5, relative to the baseline case, i.e., as increments
to the baseline, except for the productivity figures. These reflect the dynamic
simulation and feedback from the effects of the tax stimulus on the economy,
inflation, corporate finance, and capital stock. In the real world, the full impacts
of any change in a tax policy instrument include both autonomous and induced
effects. In evaluating the strength of the various tax expenditures, the- full
endogenous response of tax receipts to the various changes in the economy should
be taken into account. Monetary policy vys assumed neutral, operating to keep
nominal short-term interest rates constant.

In this "10-5-3" phase-in case, the loss in corporate tax, receipts averaged $15.2
billion per year. The gain in real business fixed investment averaged $10 billion per
annum. Growth in real GNP was 0.3% higher per year, and employment averaged
200,000 persons above the baseline solution over the five year period. Growth in
productivity was 0.7 percentage points a year above the baseline value of 1.9%,
averaging a respectable 2.6% for the period. The lbang-for-a-Nxk" was $0.53
under this accelerated capital recovery program, before feedback.

Other results indicate that there would be little change for inflation from the
accelerated capital recovery program. Whereas most programs to stimulate capital
formation have been inflationary as the stimulus to demand outpaces the rise in
supply, the effects of the Capital Cost Recovery Act on inflation were minimal.
Neither the All Urban Consumer Price Index nor implicit GNP deflator showed any
significant change from the baseline simulation. The inflation of wholesale prices,
on the other hand, did show a slight increase in 1982 to 1984, when the program was
most stimulative. The rise in the inflation of commodity prices was 0.1 to 0.2%
during those years. However, the benefit to unemployment was much greater, with
0.2 to 0.4% declines in the overall unemployment rate relative to the baseline
solution.

This minimal effect on inflation from the strong stimulus to business capital
formation arises because the increased capital formation and improved cash flow
promote a sizeable rise in productivity, declines in unit labor costs, and rises in
potential output. Other tax polsiies, e.g., the investment tax credit, have been
found to be more inflationary. Thus, the cost of the program in terms of
additional inflation is essentially nil with considerable benefits to capital
formation, productivity growth and employment.

10The huge injection of additional cash flow from the accelerated capital recovery
program caused a drop of interest rates in the DRI model as business external
financing requirements eased and excess funds in the near-term flowed into short-
term investments. Since corporate spending lagged the stimulus, the early effects
pressed interest rates lower. Treasury financing of the additional deficit did not
increase as much because of the extra tax receipts induced by the program. To
eliminate any extra stimulus from this source, the Federal Reserve was assumed to
cut bank reserves to raise short-term interest rates to their baseline values.

1I The obang-for-a-buck" refers to the rise in real business fixed investment per

dollar of corporate tax revenue lost. It is the gain in real capital outlays per dollar
of revenue cost to the Federal government. Of course, the loss in business taxes is
less after allowing feedback than when the extra tax receipts generated by higher
corporate profits is included. If all induced tax receipts from the stimulus are
accounted for, corporate and otherwise, the gain per dollar-of revenue loss would
be even greater.

12See A. Sinai, ibid, "Tax Expenditures and Business Spending."

12
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V. Concluding Comments

The salient features from the simulation of the Capital Cost Recovery Act of 1979
in the DRI model suggest a string of benefits to endetment of such a measure.

I) The accelerated capitol recovery program has a powerful effect on business
fixed investment. In real terms, business spending rises a total of $50 billion
over the five year period, with increasingly larger impacts into the mid-80s.
Few policies to promote business ddpitol formation would be so stimulative,
while at the some time generating a means of financing and virtually no
additional Inflationary pressure.

2) The net cost of the Capital Cost Recovery Act is considerably less than the
pre-enoctment static estimates. Taking count of the full feedback effects
from the stimulus on the economy, the revenue loss is only $11.3 per annum,
varying from $4.2 billion In the first year to $16.1 billion In the fifth year.
Taking account of the induced tax revenues, both personal and corporate,
that arises from the policy stimulus, is necessary for a realistic assessment
of the program costs. Fully $0.41 of the initial cost of the accelerated
capital recovery program is recaptured because of its beneficial impacts on
the economy.

3) The accelerated capital recovery program is self-financing, both for the
government and for corporations. The induced tax revenues diminish the
amount of deficit financing that must be undertaken and the huge rise in
cash flow provides a means for business to finance the higher rate of capital
spending. Few other tax policies would provide this degree of financing.

4) Growth in productivity is enhanced, rising 0.7% percentage points above the
baseline. Thus, instead of the forecasted 1.7% per annum growth in labor
productivity for 1980 to 1984, a respectable 2.6% pace of growth occurs.
The increased productivity arises from the effects of the Induced capital
formation on potential output and productivity. It is primarily the large rise
in the pace of business capitol spending that generates the better
performance on productivity.

5) The inflation costs from the accelerated capitol recovery program are
minimal, with virtually no change in key inflation rates arising from the
policy stimulus. Most other tax stimuli push demand up foster than supply,
giving rise to inflationary effects. The path for demand and supply would be
more balanced under the Capital Cost Recovery Act, permitting rising
employment and increased economic growth without a serious reacceleration
of inflation.

6) There are substantial benefits to business liquidity from the accelerated
capital recovery program, stemming from the large rise in cash flow that
occurs. Some of the increased cash flow is used to finance capital outlays.
Other portions are directed toward reductions in debt and improvement in
the asset side of the corporate balance sheet. To the extent that these
feedback effects occur, the "financial risk" of the corporate sector is
diminished and a more aggressive posture on capital spending con be
undertaken.

13
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In this time of high inflation, low productivity growth, and rising unemployment,the time may well have come for implementation of a decidedly different taxpolicy from what has been usod in the decades of the 60s and 70s. Simulation ofthe Capital Cost Recovery Act of 1979 with the DRI model suggests significantbeneficial effects on real economic growth, capital formation, productivity,employment, and the financiql position of corporations. These benefits areobtained at little cost in terms of additional inflation. Along with 'otheradvantages, such as simplification of tie tax code, these quantitative impacts onthe economy from accelerated capital recovery suggest the measure is well worthserious consideration instead of the more typical expansive fiscal policies that havebeen used to bring the U.S. economy out of past recessions. History indicates thateach round of these efforts has brought more Inflation and further economicinstability. For the revenue lossoassociated with accelerated capital recovery, thepotential gain appears to be substantial.

14
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APPENtX

Table A.1 Baseline Depreciation Schedule in ORI Model*
(Percent)

Year of
Asset
Lifetime Class I Class II, Ill

I 8.4 2.9
2 16.0 5.6
3 14.4 5.3
4 12.9 5.1
5 11.4 4.8

*Assumes a 23 year lifetime for Class I, II years for combined Classes II and
III. Sum-of-the-years digits was the depreciation rule for Classes II and ill, while
40% straight-line and 60% 1.5 declining balances were assumed for Class I assets.
A half-year convention was assured.

Table A.2 Phase-In Depreciation Schedule - "10-5" Program
(First Effective Year)

For Investment Made in 1980

Class of Investment

Class I Class I
Lifetime (5) (6) (7) (8) (9) (19)

Year
After
Asset
Purchased

I 0% 17% 14% 13% 11% 5%
2 32% 28% 25% 22% 20% 10%

.3 21% 20% 19% 17% 16% 9%
4 15% 15% 15% 15% 14% 9%
5 12% 11% 12% 12% 12% 8%

A. I
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Table A.3 Phase-In Depreciation Schedule "10-5" Program
(Second Effective Year)

For Investment Made in 1981

Table A.4 Phase-In Depreciation Schedule -
(Third Effective Year)

For Investment Made in 1982

"10-5" Program

A.2

Class of Inves'ment

Class 11 Class I
Lifetime (5) (6) (7) (18)

Year
After
Asset
Purchased

1 2% 17% 11% 6%
2 32% 28% 20% 11%
3 21% 20% 16% 10%
4 15% 15% 14% 9%
5 12% 11% 12% 9%

Class of Investment

Class 11 Class I

Lifetime (5) (6) (7) (17)

Year
After
Asset
Purchased

1 20% 17% 14% 6%
2 32% 28% 25% 11%
3 21% 20% 19% 10%
4 15% 15% 15% 10%
5 12% 11% 12% 9%
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Table A.5 PhaeIn Oepreclation Schedule - "10-5" Program
(Fourth Effective Year) -

For Investment Made in 1983

Class of Investment

Lifetime (5) (6) (16)

Year
After
Asset
Purchased

1 20% 17% 6%
2 32% 28% 12%
3 21% 20% 11%
4 15% 15% 10%
5 12% 11% 9%

Table A.6 Phase-In Depreciation Schedule
For Investment Made in 1984

A.3
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Table A.7 takes the subgroups of Class I assets and creates a single depreciation
schedule for each year by taking the average across the subgroups.

Table A.7 Aggregate Oepreciation S.hedule for Class II
(Phased-In Method, Percent)

Assets - "10-5" Program

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

I 15 17 18 19 20
2 25 27 30 31 32
3 19 19 20 21 21
4 is IS Is is Is
5 12 12 12 12 12

Average
Lifetime 8.4 8.3 6.7 5.7 5.0

Since there is only one Class I lifetime assumed for each year, it is not necessary to
aggregate Class I depreciation rates. Table A.8 displays these depreciation rates,
derived from the lifetime assumptions for each year of the phase-in.

Table A.8 Depreciation Schedule for Class I Assets
(Phased-In Method, Percent)

- "10-5" Program

A.4

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

I 5.3 5.6 5.9 6.3 6.7
2 10.1 10.6 11.2 11.8 12.5
3 9.3 9.7 10.2 10.6 11.2
4 9.7 9.1 9.5 9.9 10.4
5 8.2 8.5 8.9 9.2 9.6
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The ORI baseline depreciation rates were then subtracted from the new program
sch-edules (Tables A. and A.). The resulting differences in depreciation rates
(Tables A.9 and A.1O) were then multiplied by the relevdnt invest:.ient series to
calculate the increased depreciation expense under the various progear1s. When the
additional depreciation expense was then multiplied by the average effective
corporate tax rate, ex-ante corporate tax losses could be computed.

Table A.9 Oifferences in Oepreciation, for
Class I Assets in 10 Year Phase-In Plan and Baseline (Percent)

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

1 2.4 2.7 3.0 3.4 3.8
2 4.5 5.0 5.6 6.2 6.9
3 4.0 4.4 4.9 5.3 5.9
4 3.6 4.0 4.4 4.8 5.3
5 3.4 3.7 4.1 4.4 4.5

Table A.10 Oifference in Depreciation Rates
for Class il Assets in 5 Year Phase-in Plan and Baseline (Percent)

Year
After
Asset
Purchased 1980 1981 1982 1983 1984

1 6.6 8.4 9.8 11.0 11.6
2 9.4 11.4 13.8 15.2 16.0
3 4.2 5.0 6.0 6.6 6.6
4 1.9 1.9 2.1 2.1 2.1
5 0.4 0.4 0.4 0.4 0.6

A.S
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Senator BYRD. Here is Senator Tsongas. Senator Tsongas, I just
inserted your statement ih the record, but if you would like to
make a statement, you carn go right ahead.

STATEMENT OF HON. PAUL E. TSONGAS, A U.S. SENATOR
FROM THE STATE OF MASSACH'USETTS

Senator TsONGAs. Thank you, Mr. Chairman.
I intended to introduce Mr. Hill, but since you already have had

his testimony-I would just like to commend the committee for
addressing this issue of capital formation and the issue of produc-
tivity. Clearly, from the perspective of Massachusetts and our de-
pendence on high-technology industries, this is not just an econom-
ic issue. It is going to be important to our long-term survival and I
would like to participate and help you as much as I can.

I commend you on your initiative and I suspect Mr. Hill's testi-
mony added to that deliberation. I thank the committee.

Senator BYRD. Thank you, Senator Tsongas. We are glad to have
you.

[The prepared statement of Senator Tsongas follows:]

PREPARED STATEMENT OF SENATOR PAUL TSONGAS

Good morning, Mr. Chairman and members of the Senate Finance Subcommittee
on Taxation and Debt Management. I would like to thank my colleagues for grant-
ing me the opportunity to introduce a most distinguished resident of my state of
Massachusetts, Mr. Richard D. Hill, who is here this morning to testify, before this
Subcommittee on the Capital Cost Recovery Act of 1979. Mr. Hill is Chairmah of the
First National Bank of Boston, the 16th largest bank in the nation, which serves
New England, the nation and the international community. The First National
Bank of Boston has remained a vital force in the redevelopment, capital formation
and business activities of the New England region since 1784. Mr. Hill's appearance
before this body as a representative of Business Roundtable is a credit to his past
achievements and a vote of confidence in future accomplishments.

The subject before this Subcommittee today is indeed an important one. Most
individuals assembled in the room would agree that capital formation-the accumu-
lation of saving and its productive investment-is critical to our nation's economic
health and the prosperty of our citizens.

The Joint Committee on Taxation estimates that "one dollar of additional invest-
ment in plant and equipment will increase the gross national product by about ten
cents per year over and above wh4,t is needed to replace the assets as they wear
out". This growth in GNP will aid in maintaining a level of economic growth and a
higher standard of living that a strong economy provides all Americans.

Capital formation would also allow us to -prepare more adequately to meet a
number of the economic and social goals of the decades to come. Environmental
protection, urban redevelopment and energy independence require a higher level of
investment capital.

Increased capital. formation would also improve our nation's productivity dilem-
ma. As the members of this Subcommittee are no doubt aware, there has been a
substantial slowdown in the growth of labor productivity in recent years. In part,
this slowdown can be attributed to the fact that the growth rate of capital stock has
not kepi up with the accelerated growth rate of the labor force. This decline in the
growth of labor productivity has in turn reduced the growth rate of real wages.

There are a number of legislative proposals designed to stimulate higher levels of
investment. I share a commitment with many of my colleagues in the Senate to
study these alternative measures, with an eye toward supporting the most effective,
equitable and economically feasible policy.

I am reviewing S. 1435, the Capital Cost Recovery Act in this same vein. I will
carefully consider the Senate Finance Committee's deliberations in making a final
determination. I thank you, Mr. Chairman, for allowing me to make these brief
introductory remarks; and I now present Mr. Richard D. Hill, Chairman of the First
National Bank of Boston.
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Senator BYRD. The witnesses will be Representative Barber B.
Conable, Jr., from the State of New York and Representative
James R. Jones from the State of Oklahoma.

Congressman Conable, Congressman Jones we are delighted to
have both of you and you may proceed as you wish.

Representative JONES. Thank you very much, Mr. Chairman and
members of the committee.

We have a joint written statement which we would like to
submit for the record and summarize very briefly our position on
H.R. 4646 or S. 1435.

[The prepared statement of Hon. Barber B. Conable, Jr., and
Hon. James R. Jones follows:]

REMARKS OF HoN. BARBER B. CONABLE, JR., AND JAMES R. JONES BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT, CONCERNING S. 1435

Mr. Chairman and Members of the Subcommittee, we are delighted to appear
today concerning S. 1435, the Senate companion to H.R. 4646, the Capital Cost
Recovery Act.

The Capital Cost Recovery Act has now been cosponsored by 252 Members of the
House of Representatives. The overwhelming support in the House for this Legisla.
tion reflects the enthusiasm which the Capital Cost Recovery Act has generated in
business and economic circles. The acceleeratd depreciation schedules in S. 1435 are
both an end, and a means to an end. The ultimate goal is to structure a capital
recovery mechanism which will permit the private sector to increase its capital
investment, increase productivity, create more jobs, and reduce inflationary pres-
sures. The means to achieve this goal is to decouple depreciation lifetimes from
useful lifetimes in a manner which both simplifies and accelerates capital recovery.

The accelerated depreciation schedules in the Capital Cost Recovery Act are
modeled on current methods of accelerated depreciation. It would give all taxpayers
the benefits of enhanced capital recovery without cumbersome bookkeeping, such as
the ADR system now requires.

Mr. Chairman, we realize that the Capital Cost Recovery Act is a significant
change in the tax law and should be pursued in a systematic, careful manner. Other
witnesses today will elaborate on the technical details of the Capital Cost Recovery
Act as well as the effects it will have on capital formation. Some persons may have
suggestions for improvements in the legislation, but we believe the legislation as
introduced is sound. We appreciate the opportunity which your subcommittee hear-
ing affords to elicit constru,:tive feedback.

The Capital Cost Recovery Act is a positive Congressional initiative designed to
create a climate for improved capital investment. The public's enthusiasm for the
legislation has been remarkable. That enthusiasm is shared by more than half of
the Members of the House of Representatives. We are confident that the Senate will
join with us to insure its success.

STATEMENT OF HON. JAMES R. JONES, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF OKLAHOMA

Representative JONES. Basically, we came here to thank you very
much for holding these hearings and for pushing along the dialog
and the progress on capital costs recovery.

On the House side, our identical bill is H.R. 4646. At one time,
we had 253 cosponsors, which is more than a clear majority. Now
we have 252 cosponsors and a circuit court judge. Abner Mikva had
to get off the bill, obviously.

There is growing support in the House and by the time the Ways
and Means Committee begins hearings next month, we fully expect
that approximately 300 cosponsors in the House will be on H.R.
4646.

When Mr. Conable and I and others were talking about the next
step to take on capital formation, we wanted to do something

6-073 0 - 80 - 19
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constructive to follow up on what the Congress did last year to
bring equity investors back into the market by cutting the capital
gains rate.

This year, we thought it would be most instructive to try to
generate internally the capital needed to rebuild this economy. In
looking at the various options and in talking to economists across
the country, it was felt accelerated depreciation would be the best
approach.

With that in mind, we had another goal in addition to capital
formation. That was tax simplification, something that this Con-
gress started in the 1978 tax bill.

Clearly business supports the 10-5-3 approach. For one reason, it
provides simplification. We have found that less than 5 percent of
small business uses the ADR system at the present time and there-
fore small business strongly supports the 10-5-3 approach because
it is something that they would use, something they will not have
to have a lot of accounting help in order to be able to use it in
their businesses.

The revenue impact has been tossed around. I am not going to
argue figures at this time. We have asked DRI for estimates and
their estimates are substantially below the Treasury estimates that
were leaked to the press last week.

I think that it is much too early to determine what the revenue
impact will be. I am somewhat skeptical without knowing the data
that went into the Treasury estimates. I am skeptical of those
estimates in the same manner I was skeptical of the huge revenue
losses that were predicted by Treasury with regard to capital gains
rates last year.

Instead of revenue losses, we are finding that there are revenue
gains on capital gains taxes so far this year.

As far as amendments are concerned, obviously this legislation is
not perfect and is subject to being improved through the amend-
ment process. I can see that we may want to restrict the 10-5-3
approach with regard to certain sectors and we may want to
expand the 10-5-3 approach with regard to other sectors.

For example, having a shorter immediate writeoff for certain
governmentally mandated nonproductive equipment, environmen-
tal control equipment, may be desirable.

These are things that hearings and markup can work out, and
we are just delighted to have the opportunity to support what you
are doing.

Thank you very much for moving ahead in this direction.
Mr. Conable may want to add to this.

STATEMENT OF HON. BARBER B. CONABLE, JR., A REPRE-
SENTATIVE IN CONGRESS FROM THE STATE OF NEW YORK
Mr. CONABLE. Mr. Chairman, members of the committee, I would

like to add my thanks to those of my distinguished colleagues for
your holding these hearings., We expect, during Ways and Means

earings to be held next month on a rather broader subject, to
adduce testimony there relating to this same general reform. ,

As usual, the eloquence of my friend from Oklahoma has pretty
much preempted the field. A point to be stressed is that we feel
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legislation of this sort will bring the United States into the 20th
century on the issue of depreciation.

There are any number of reasons why this proposal is an idea
whose time has come, including the recent completion of the MTN,
the need to reach out into foreign markets where what America
has to sell, in addition to agricultural products, is technology.

Technology is capital-intensive, and we are competing with other
developed nations who permit much shorter capital writeoffs than
we do or than even this bill would provide.

We have a great pool of capital in this country, so capital forma-
tion is not necessary, but that pool has become stagnant because of
the degree to which we require people to keep their capital tied up,
rather than permitting its recapture and its momentum to be
regained through the tax system.

In other words, this proposal provides an opportunity for recreat-
ing capital incentives that will result in the reindustrialization of
America. Unfortunately, to this point, we have been falling behind
in the race for no reason other than we have refused to keep our
tax law current with prevailing economic circumstance.

I acknowledge and confirm what my colleague has said about the
flexibility of this proposal. We can adjust it to meet any fiscal goal
we want to meet, given the economic conditions in which we find
ourselves.

I hope we will still have the same broad outline of the 10-5-3 bill
because as it is designed in terms of simplification and acceleration
of depreciation, it is a broad, systemic reform. Whatever the final
details, if we can do away with the useful life concept and all the
stagnation that that has created, we will have accomplished a good
deal.

We are very grateful for the understanding and support of not
only the Senate cosponsors, but the many people in the Senate who
have followed their lead, and we think as long as the business
community remairis united behind this as a broad advance, asr long
as we can avoid the nibbling away that goes on with respect to a
proposal like this in order to get relative advantage within ele-
ments of the business community, it is almost inevitable. This is a
time of high capital cost and a time of strong technological compe-
tition in the world, and the reform we advocate is a needed and
timely corrective.

Senator BYRD. Both of you were very active last year in legisla-
tion to reduce the capital gains tax. I think that that was a very
important and desirable piece of legislation. This legislation which
is being considered today is somewhat in that category. It is a
followon.

What each of you has been saying is, I take it, that our present
depreciation rates are outmoded, outdated, and we need, as you
expressed it, Congressman Conable, we need to get into the 20th
century with our depreciation schedules.

Representative CONABLE. Senator Byrd, you suggest a very inter-
esting point. The very success of the capital gains initiative last
ear has iven new hope to the people who are interested in a
tter capital formation system and I find that there is a wide-

spread resurgence of interest in this thrust of possible tax reform.
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This particular proposal has the best chance, not only for speed-
ing up the investment that is so needed to increase our productiv-
ity, but also for bringing together a broad, general support of those
who are involved in our economic system.

Senator BYRD. Thank you.
Senator Bentsen.
Senator BENTSEN. Congressman Jones and Congressman Conable,

you both made a great contribution to"this. I, for one, recognize it.
Congressman Jones, you were talking about questioning some of

the Treasury's forecasts. I got an early education on that when I
first came up here. I proposed a piece of legislation that came back
as a horrendous tax revenue loss. The next year they had a new
Secretary of Treasury who decided it was his idea. It was a pretty
good idea. They had a new forecast, and they came out just fine.

I always worried a little about some of these.
Representative JONES. I had an experience on both ends of Penn-

sylvania Avenue, and I think I understand a little bit about esti-
mating.

Senator BENTSEN. It is who is doing the forecasting. We are
guilty of that up here too, I am sure. But you are making a point
about business being united.

I think they pretty well are, and I think it is terribly important
for the country that they are in this.

We tried this last time in the 1978 bill. I tried to increase
depreciation by 50 percent, got it through this committee.

Senator Nelson had a different version. He won that one on the
floor. In fact, we wound up ending up with both in conference.

But this time we are together. We have talked to various econo-
mists around the country-you have, I have, our committees
have-and we have united in what I think is a far better approach
than what we had last year. Much more simplified.

It is a much more dramatic-it is something that I think can
really help get this country moving again and so I think it is for
the benefit of trying to cut back on inflation, helping us be compet-
itive so we help our balance of trade and simplifying it to the small
businessman where he will actually take advantage of it and utilize
it and it will help a lot of accountants and lawyers find more
productive work.

Representative CONABLE. Senator Bentsen, your leadership on
this has been extremely encouraging to us. We are most grateful.

Representative JONES. Very much so.
I would like to add, as you well know, one of the big problems we

had last year was special interests wanting what they wanted in
the tax bill and the consequence of that kind of attitude is to have
nothing that is going to help develop the country and the private
sector of this economy for the entire Nation.

Senator Bentsen and others, Barber Conable and I, talked to a
number of audiences following election day, 1978, until the bill was
introduced in June this year, to try to get agreement on the broad-
er, general interest of what is going to help the country. Business
has responded very well to that broader interest.

Senator BYRD. Senator Long?
Senator LONG. Let me just mention two things, and I would like

to ask the two of you to give me your thoughts in regard to both of
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them. One of them is we should have cut the capital gains more
than we did. 4

We fellows in the Senate sustained a bill that would have cut
capital gains to 21 percent and we had letters from Bill Simon who
had been Secretary of Treasury and Henry Fowler who had served
as Secretary of Treasury, and former Secretary Dillon; they
thought that it would have a positive impact on the budget if we
would cut capital gains to 21 percent, or to about 30 percent of the
gain, and it looks like what Mr. Jones said here, and what I am
hearing from other sources, is that it worked out that the cut in
capital gains actually was a positive thing on revenues.

I wonder why we do not see if we can do the rest of it and cut
the capital gains tax to where we fellows in the Senate started at
in the beginning?

If we passed it before, I think we can pass it again.
Now, with regard to the item you are talking about, I do not

think anybody would contend that it is not a big revenue cost item.
I would just like your judgment, how can we handle the cost
aspects of it? How can we cover the cost of it, as far as budgetary
matters are concerned?

Representative JONES. Let me take the first whack at that,
if I can.

I agree that we probably should have cut capital gains more last
year. As you know so well, politics is the art of the possible and we
achieved what was possible in the House of Representatives last
year on capital gains. I think most economists will agree to this,
that the most important factor on fiscal policy is a percent of the
gross national product spent by the Federal Government.

The balanced budget, per se, can be monkeyed with in any
number of ways and you can have on-budget, off-budget spending
in various ways to put- your budgets together to show it is in
balance.

But what we are trying to do on the House side is to pass an
amendment to the Budget Act. It is now pending before the Rules
Committee. We hope to have this amendment up perhaps next
month that will limit spending by the Federal Government to 21
percent of GNP next year, and thereafter to limit it to 20 percent
of GNP.

That would give room for tax reductions and still be fiscally
sound.

For example, if present economic projections remain true, and
.that amendment was added to the Budget Act, next year we would
have both a balanced budget and a $15 billion surplus for tax cut
purposes, and in fiscal year 1982, we would have both a balanced
budget and a $77 billion surplus to be used for tax purposes.

That would be my response on the revenue impact.
Representative CONABLE. Senator Long, your question is a very

serious one.
One of the reason that Congressman Jones and I settled on this

after long discussions with business representatives as the capital
formation device which would probably be most successful and
most helpful was because it does offer an opportunity for flexibility
far beyond most other options that are open in the way of capital
formation.
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You can adjust this proposal either through phaseins or through
structural alterations to fit any fiscal goal that you wish.

We assume, and perhaps this is a prerhature assumption, that
there will be a tax cut bill nekt year because of the extent to which
inflation hap created a Government fiscal dividend. Therefore, we
assume that a substantial portion of any tax cut bill, a qua-ter to a
third, would be allocated to systemic improvement of this sort.

A quarter of a $20 billion tax cut would be $5 billion. Treasury
estimates a slightly lower first-year cost than we designed through
phaseins and internal structuring. One of the advantages of this
proposal is that it can be varied to achieve any desired fiscal goals.

As I said earlier, if we can get away from the useful-life concept
and all the stagnation that results then we will feel We have made
a contribution to the way our system works and to our competitive-
ness.

It is our conviction that this proposal has more bang for the
buck, and therefore probably more feedback ultimately than any
other capital formation device you can get into and if-that is so,
then we think that there will be an economic dynamic that will
help fiscally, ultimately.

As to the cutting of capital gains further now it is within your
province, I think, to judge the political achievability of that. I
happen to think that it would actually increase our revenues if we
were to cut capital gains further, so I might suggest that p1erhaj
we could cut capital gains further in order to finance the Capital
Costs Recoveiy-Act in its later stages.

Senator LONG. I think it would. I think it would, if we further
cut the capital gains tax, it would raise money for what you want
to do.

Representative CONABLE. Senator, your optimism is one of our
great national assets.

Senator LONG. Now I will quit. I cannot do better than that.
SenatorBYRD. Senator ChafeV?
Senator CHAFEB Thank you, Mr. Chairman.
Mr. Conable, I would just like to ask what you mean by the

flexibility involved in structural alternatives. Secretary Miller was
just here testifying and he presented some charts and in his charts

e shows that in the communications industry, they have been
depreciating equipment at about 14.5 years, yet at the same time,
the communications industry has had one of the most startling
increases in productivity.

I do not know what structural alternatives mean, but are you
suggesting that, for instance, we might segregate out certain
industries?

Representative CONABLE. I would hate to see us do that, Senator
Chafee.

Senator CIIAFEE. That is what Congressman Jones indicated.z
Representative CONABLE. I would hate to see it. It would greatly

complicate a simplifying change in the law. I was not talking about
that, I was talking about opportunities to change the curve oi
depreciation. This is an accelerated depreciation device, easily ad-
justed as to detail.

The great big revenue loser, of course, is their speedup that occurs
with respect to depreciable, nonresidential property.
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You could go to an even slower phasein of that if you wanted to
save additional money. I would regret that. It would have the-
tendency to slow construction and one of the greatest opportunities
for speeded, up construction and new plant facilities comes in the
10 part of the 10-5-3 proposal.

The point is, you can vary either the profile of the accelerated
depreciation, or phasein the depreciable property in different ways,
and achieve almost any fiscal goal that you want. y

Having said that, I would deeply regret our changing the struc-
ture of this proposal for fiscal reasons so that we do not achieve a
much more rapid writeoff of capital investment than we now have,

I think the great- virtue of this is in the resulting economic
speedup and we should be willing to take some fiscal risks in order
to improve the competitiveness of American industry and the po-
tential for a productivity curve better than our recent economic
performance.

Senator CHAFEE. I see.
In any tax legislation that comes forward, obviously this would

be looked on as the business side of the equation. There will be
something for individuals.

We have had some testimony here from Mr. Hill urging that the
taxes on interest and savings be eliminated or greatly reduced, yet
that in itself is sort of a capital formation indirectly.

Would that espouse that, or would you put everything into this
particular 10-5-3 formula?

Representative CONABLE. I think there should be, because of the
impact of inflation on the graduated income tax, some rate adjust-
ments to do some rough indexing of the taxes for individuals.

I must say I am attracted to some of the proposals made in the
Senate for a savings package. I would prefer to see us approach the
issues of savings account interest, for instance, as a part of a total
savings package rather than as an isolated change because I think
it would have a distorting impact on the investment patterns of
small investors.

One current perception of the American people is that large tax
cuts in inflationary times are irresponsible. We had better worry
some about trying to design a noninflationary tax cut and, for that
reason, it occurs to me that we may very well, in tax cuts for
individuals, want to give additional incentives for savings beyond
those inherent in rate reductions.

Senator CHAFEE. Thank you.
Senator BYRD. I thank both of you gentlemen. You made a fine

contribution to this discussion today.
Thank you very much.
The next witness will be the Honorable Donald C. Lubick, Assist-

ant Secretary of the Treasury for Tax Policy.
Mr. Lubick?

STATEMENT OF HON. DONALD C. LUBICK, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. LUBICK. Mr. Chairman, I would like to comment briefly on
the three other pieces of legislation which are the subject of this
hearing. I will simply summarize them, and then respond to any
questions you may have.

. I
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First is S. 1021, which is the bondholder's tax option. Under this
bill a 66%-percent taxable credit Would be given to the holder of a
tax-exempt municipal bond who elected to include in his income
both the interest received on the bond and the credit. In other
words, let's assunid a $1,000 tax-exempt bond with a yield of 6
percent. That would produce $60 interest. At the option of the
holder of the bond, he could pay tax on the $60 iftterest; The
bondholder would get a $40 credit, which* is two-thirds. He would
include the $40 in income, which would give him $100 of income,
and then take a credit, against tax of the $40. Now, obviously, if he
is in a tax rate bracket below 40 percent, it would pay him tb do
that, because the $40 credit would be more than the 40-percent tax
on the $100.

Now, the purpose of this is to increase the efficiency of the
subsidy to State and local goVernments. In effect, by having this
credit available to holders of municipal bonds, it would -provide a
stabilizing interest rate because the State and local governments
could sell their bonds at 60 percent of the taxable rate on taxable
bonds. Today, we find that because of the increase in the number
of issues the State and local governments have to market their
bonds to the 30-percent bracket. In effect, they have to issue bonds
at approximately 70 percent of the taxable rate. This would allow
them to market their bonds at an interest rate which would be
about 60 percent of the taxable rate.

Now, this would also result in a net savings to the Treasury
because the average rate bracket of purchasers of municipal bonds
is 42 percent. So while the municipalities are getting only about 30
percent as a subsidy, the Treasury is paying out 42 percent, and
the difference is obviously going into the pockets of investors with
tax rates above the rate at which the bonds are being targeted. The
bonds are being targeted to be effective at a 30-percent bracket, but
everyone in a bracket above 30 percent is getting a better return
compared to a taxable investment than that required to make the
investment profitable. We think that the bondholder's tax option is
essentially a good idea. It is similar to the idea we proposed last
year of a taxable bond option, except it takes the program out of
the appropriations process and puts the option in the hands of the
individual investor.

We think the bondholder's tax option would enable municipal-
ities to broaden their market. They would be able to sell to small
investors and pension funds that are currently tax exempt. The
one serious problem with it is that it would give further incentives
to tax-exempt financing for nongovernmental purposes.

Senator LONG. If I may interrupt you for a moment, if you
wouldn't speak directly into that mike, I think we could hear you
better.

Mr. LUBIcK. Right. And we have seen in recent years a great
proliferation in the use of tax-exempt bonds for nongovernmental
purposes. In 1970, only about 9-percent tax-exempt issues were for
nongovernmental purposes. In the first 6 months of 1979, it is
estimated that at least 41 percent of all issues are for nongovern-
mental purposes. Therefore, we reluctantly ask the committee to
defer favorable consideration of this proposal because it would in
effect insulate the tax-exempt market from a rise in interest rates.
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As long as this taxable bond option, whether it be ours or the
bondholder's election, is available, the tax-exempt issuers would be
insulated from a cost of putting out more and more issues, and
that, we think, would undermine the discipline that is necessary to
get a hold on the use of tax-exempt financing for nongovernmental
expenditures.

At such time as the Congress is able to cut back on the use of
tax-exempt financing for nongovernmental functions, then we
think the bondholder's tax option is a good approach to the prob-
lem of efficient delivery of the subsidy. -

Now, do you want me to talk about the other two bills, Senator?
Senator BYRD. Let me ask you a question at that point. Inciden-

tally, I want to say for the record that Senator Danforth is very
much interested in this legislation. He would have been here today
except that he is in Cambodia.

You started out speaking, I thought, in support of the proposal,
but ended up in opposition. Am I correct?

Mr. LUBICK, You are correct. It, is a -good idea, if we could find
some way to limit it to tax-exempt bonds for governmental func-
tions. Unfortunately, we don't think we can do that until we get a
control on the proliferation of the use of tax-exempt financing for
nongovernmental functions, industrial development bonds, pollu-
tion control bonds, and things that are not related to the function
of State and local governments.

Senator LONG. Mr. Lubick, do I understand that you are both for
and against this proposition? [General laughter.]

Mr. LUBICK. We are for it later, Mr. Chairman, after you have
done some very important things to limit its consequences.

Senator BYRD. In nongovernmental tax-exempt bond field, I
agree with you and agree with the Treasury Department that
something needs to be done in that regard. It seems to me that it
has gotten pretty much out of hand. Let me see if I have these
figures right. You say that in 1970, 9 percent of all the tax-exempt
bonds were in that area, but now it has gone up to, what is it, 41
percent?

Mr. LuBICK, Forty-one percent in the first 6 months of 1979,
according to the Public Securities Association figures, but we think
they may be understated because many of the very small issues are
direct placements rather than going through an underwriting.

Senator BYRD. That is a very dramatic increase.
Mr. LUBiCK. It is, and we think that is the core of the problem.
Senator BYRD. Does Treasury have recommendations in that

regard?
Mr. LUBICK. Yes; we have made a number of recommendations

from time to time which have been generally disregarded. •
Senator BYRD. What is the maximum figure that industrial de-

velopment bonds can be issued?
Mr. LUBICK. I beg your pardon?
Senator BYRD. Isn't there a maximum beyond which the industri-

al development bonds cannot go in dollars?
Mr. LuBICK. The small issue exemption which is to finance,,any

type of industrial development is $10 million per issue, but if you
go beyond that to some of the other purposes, such as the hospital
bonds and the pollution control bonds, then there are no limits,
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and the mortgage subsidy bonds for home mortgages, as you know,
are the subject of some legislation considered in the House, and at
the present time those can be issued without limit. Indeed, our
forecast is that the revenue loss from continuation of the mortgage
subsidy rules as they exist today would be $11 billion in 1984. So
these mortagage-subsidy bonds are just growing and growing and
mushrooming. The only control today is that as more and more
tax-exempt bonds are issued, the interest rates rise, because the
cost of issuing them goes up, as the market becomes saturated, and
that is some check. I

Senator CHAFEE. Mr. Lubick, whose definition for "nongovern-
mental" are you using? I mean, is housing nongovernmental?

Mr. LUBICK. Well, we have the feeling that low-income housing
may very well be at least quasi-governmental, but when you go
into providing--

Mr. CHAFEE. Hydroelectric power in Alaska.
Mr. LUBICK. Well, yes; that is one, but single family mortages for

$100,000 condominiums, we think that is probably over the line. by
anyone's definition.

Mr. CHAFEE. Are football stadiums nongovernmental?
Mr. LUBICK. No; I would put football stadiums in the governmen-

tal. I think that is traditionally a governmental function. Some
people have raised the question around here as to whether they
should be authorized or not, but basically, Senator Chafee, there
are about six or seven categories of permitted industrial develop-
ment bonds. We think pollution control is in the nongovernmental
area. Most of the others at least bear some relationship to historic
State and local governmental--Senator CHAFEE. I- don't want to divert you. I am sure that next
year we will spend a lot of time on this whole area. Thank you. I
am sorry for interrupting.

Mr: LUBICK. If I might turn to the second bill, S. 1467, which
involves a railroad depreciation. This bill would freeze the retire-
ment-replacement-betterment method of depreciation as acceptable
for tax purposes. Under the RRB method of depreciation, if I can
call it that fbr short, the original cost of railroad track, for exam-
ple, is capitalized, and no depreciation is claimed on the original-
cost. When it is retired, it is written off. When it is replaced, the
taxpayer gets a complete .writeoff in the year of replacement for
his replacement costs less the fair market value of the replaced
assets.

In our prepared statement we give an illustration of this method.
Assume that rail has an original cost of $25 a ton, and a current
value of $40 a ton. It is replaced by new rail of $150 a ton equal
quality. The original cost of $25 remains capitalized. The replace-

£ ment cost of $150 less the $40 realized on the sciap track or $110,
is completely expensed in 1 year.

Now, this is a method of accounting that was devised about 100
years ago by State railroad commissions. The theory was that it
was essentially a simpler method that arrived at the same result as
ratable, for example; straight line depreciation. The theory is that
in a mature industry like the railroads, replacements reach a
stable amount every year. Therefore, you get the same writeoff
whether you expense everything in 1 year or take, for example, one
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twenty-fifth of the annual replacements and multiply it by 25
years. You are going to come out the same way.

The problem is that these conditions are no longer true in a
period of inflation. The writeoffs get to be substantially more.

Now, so long as this method of accounting is permitted for ICC
purposes, the Internal Revenue Service has indicated that it will
accept it for tax purposes as well. The ICC is currently considering
going off this method of accounting, and this bill would try to
preserve this method of accounting only for tax purposes. We think
that that is inappropriate for several reasons.

It is our understanding that the railroad industry has been con-
cerned about the effect of switching off this method in that it
would cost them significant additional revenues in the year of
change. We would like to separate out two questions. We think the
question of whether the railroads would be subject to a tax burden
is a separate question from the question of whether the accounting
method should be maintained. We have indicated in our statement
a transition method which we would like to discuss with the rail-
road industry. This method will relieve them of any immediate tax
burden from the switch, but at the same time it would enable us to
move off this method of accounting if the ICC takes the railroads
off of it. We see no particular reason for leaving a method of
accounting for tax purposes that is regarded as unsound for rate-
making purposes for the ICC, as unsound for regulatory purposes
for the SEC, and is not usable by the railroads in their own
internal bookkeeping. Therefore, we think the solution we have
suggested to the revenue loss would be appropriate.

Senator BYRD. You oppose that legislation?
Mr. LUBICK. We oppose the legislation, but we have invited the

industry to come to talk with us about ways of working out a
method of handling the revenue consequences of transition to a
different accounting method.

Now, if I might talk briefly about the final bill, Mr. Chairman,
S. 1078, which deals with tax provisions for artists. This bill con-
tains three provisions which we oppose and a fourth provision
which deals with carryover basis which we favor. I suggest in the
light of the committee's recent action on carryover basis that we
might defer consideration of this last provision until we see what
the outcome of your proposal in that area is.

The first of the three other provisions which we oppose, would
allow the estate of an artist to satisfy his estate tax liability by
transferring works of art to the United States. The argument for
this proposal is to permit liquidity in-estates. We think that, with
the 1976 act, there are a number of provisions in the law now that
deal with the liquidity problem. If the concern is the overvaluation
of assets in the estate, the Service is currently working on a
regulation project to take into account a recent case in the courts.
This will give some relief to artists to make sure there is not going
to be overvaluation. We think the idea of paying your taxes in kind
is one that can't be confined to artists and is just not appropriate.
If you have an asset that you have returned on your estate tax
return, one might argue that the Government ought to have the
option of buying that asset from you at the value you have re-
turned it. We might pick up some very good bargains in that way,
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because people would tend to report them at a low basis. However,
we simply can't put the Government in the business of buying and
selling assets in settlement of tax liabilities.

The second provision of the bill would provide a 30-percent credit
against income tax for contributed literary, musical, or artistic
compositions. Again, we are dealing with an ordinary income item.
For example, if a physician contributes his services to a hospital,
he can't take a deduction because he has never included anything
in income for these personal services. It is the same with an artist
who has done some painting or a composer who has composed a
piece of music. If he gets a credit or deduction for contributions of
this works, he is, in effect, getting compensation for his services. In
1969 the Congress provided, quite correctly, we think that you are
limited in your deduction to the situation that would obtain if you
sold the particular composition or artistic work, paid tax on it and
contributed the after-tax amount.

Again, if we give a credit for this sort of thing, there is no
particular reason to limit it to other types of in-kind contributions
of services. In effect, you are subverting the appropriations process.
You are allowing the artists to appropriate money through the tax
credit for the purchase by the Government of art and for its
transfer to others.

Senator BYRD. You are dealing only now with the Federal Gov-
ernment, are you?

Mr. LUBICK. Yes, Mr. Chairman.
Senator BYRD. An artist today can give a work of art to a

museum or charity or what have you?
Mr. LUBICK. Under the bill, he could contribute it to any exempt

museum, and he would get a credit of 30 percent. In effect, that
means that the Government is purchasing the art for 30 percent
and then directing it to that particular museum. He has never
taken into income anything in respect to his services.

Senator BYRD. Can he not now do that?
Mr. LUBICK. He could contribute it today if he is the artist, but

he is limited in his deduction to his actual out-of-pocket cost, the
cost of paint and materials, which is very nominal.

Senator BYRD. You can't take the fair market value of--
Mr. LUBICK. That is true of the investor in art, because the art

work is a capital asset, but an artist who has created it with his
own personal services cannot do that. That is correct. It is the same
as the physician contributing his services to work in the hospital.

Senator BYRD. Now, he could do that prior to 1969, as I recall.
Mr. LUBICK. Prior to 1969--
Senator BYRD. And that was changed in 1969?
Mr. LUBICK. He could do that, but it was changed. The 1969 act

dealt with a situation where a person could be better off by contrib-
uting it than by selling it, because he would actually save more tax
dollars by giving it away than he would realize by selling it and
paying the tax. The 1969 act dealt with that rather serious tax
abuse.

The third aspect of this bill deals with a change in the hobby loss
rules. It proposes to change the presumption of hobby loss for
artists from the present rule that 2 out of 5 years must be profit-
able to a rule of 2 out of 10 years. Again, we see no reason for a
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special presumption with respect to artists. You could say the same
is needed for farmers. It is simply a presumption. If an artist or a
farmer can indeed show that a loss not a hobby loss but a genuine
trade or business less, he is entitled to his deductions.

Those, in brief, are the positions on the other three pieces of
legislation, Mr. Chairman.

Senator BYRD. Thank you very much.
[The prepared statement of Mr. Lubick follows:]
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Mr. Chairman and Members of the Subcommittee:

My testimony today relates to three bills: S. 1021,
S. 1078 and S. 1467. I will begin with S. 1021, the
bondholder taxable option proposal, introduced by Senator
Danforth.

I. BONDHOLDER TAXABLE OPTION (S. 1021)

This innovative proposal would provide a 66 2/3 percent
tax credit to the holders of tax-exempt bonds who elect to
treat the income from the bonds and the amount of the credit
as taxable income. This proposal would accomplish the same
results as the taxable bond option proposal recommended by
the Administration in 1978. It would promote tax equity,
increase the efficiency of Federal tax subsidies to State and
local government, and help to stabilize the tax-exempt bond
market. Unfortunately, it would--as would our 1978
proposal--also provide greater economic and political
incentives to expand the use of the tax-exempt market for
nongovernmental purposes. In recent years, the amount of
tax-exempt bonds issued for nongovernmental purposes has
sharply increased. We believe that it is unwise to enact
either a bondholder taxable option or a taxable bond option
in this climate. If tighter limits on the use of tax
exemption for nongovernmental purposes were imposed,
particularly for pollution control facilities and single
family housing, we would at once support the adoption of a
taxable bond option, either as proposed in 1978 or in the
form now proposed in S. 1021.

H-133
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Similarities-Between S; 1021 and.Taxabte"Bond.Option

The taxable bond option ('TBOO) would provide for a
direct subsidy to a State or local government electing to
issue taxable bonds in an amount equal to 40 percent of the
interest due on the bonds. The bondholder taxable option of
S. 1021 ("BTO), on the other hand, would provide a 66 2/3
percent tax credit to the holders of tax-exempt bonds who
elect to treat the interest and the amount of the credit as
taxable. BTO would thus be an option for investors TBO
would be a choice available to State and local governments.

Both TBO and BTO would lower the cost of borrowing to
State and local governments. Both proposals would lower the
interest rate of tax-exempt bonds from approximately 70
percent to 60 percent of the interest rate on taxable bonds
of comparable risk. This change in the relationship between
tax-exempt and taxable interest rates will result from market
forces. For example, under BTO, investors in marginal tax
brackets of less than 40 percent would have an incentive to
purchase tax-exempt bonds and claim the credit because it
would provide them with a higher after-tax return than
taxable bonds at current interest rates.

A taxpayer in the 30 percent marginal tax bracket could
for example, purchase $100 of tax-exempt bonds paying 7
percent interest. By electing BTO the interest would be
taxable. A tax credit of two-thirds of the interest would be
available which also would be taxable. The credit would
exceed the tax liability resulting from the increased income,
increasing the after-tax return for a taxpayer in the 30
percent marginal tax bracket from $7 to $8.17.* If# on the
other hand, the taxpayer had purchased a taxable bond for
$100 paying 10 percent interest, he would be subject to $3
tax resulting in an after-tax return of $7, or 7 percent.
Thus# the demand for tax-exempt bonds would increase, driving
up the price of tax-exempt bonds and lowering the tax-exempt
interest rates. The market would reach an equilibrium when
the tax-exempt interest rate is 40 percent below taxable
rates (such as a taxable rate of 10 percent and a tax-etempt

WThe taxpayer's total taxable income would be $11.67 ($7 plus
$4.67). At the 30 percent marginal tax bracket, his tax
liability would be $3.50. He would, however, be entitled to
a credit of $4.67, producing a net tax benefit of $1.17 or a
total after-tax return of $8.17.



298

-3-

rate of 6 percent); at that point, investors in marginal tax
brackets of less than 40 percent would receive the same
after-tax return from holding tax-exempt State and local
bonds and claiming the credit as from holding taxable
corporate bonds.*

Under TBO, Stated and localities will initially find net
interest costs on subsidized taxable bonds (60 percent of the
taxable rate) lower than the net interest costs on tax-exempt
bonds (approximatel 70 percent of the taxable rate). s
subsidized taxable bonds replace tax-exempt bonds, the supply
of tax-exempt bonds will fall. The price of tax-exempt bonds
will rise until tax-exempt interest rates fall to 40 percent
below taxable rites. Therefore, TBO and BTO would have the
same overall economic effects.

Both TBO and .TO would provide a pore efficient subsidy
to State and local governments than the current system.- The
current system is inefficient. Tax-exempt borrowers over the
years have benefited from interest rates.which on the
average have been about 70 percent of taxable rates. Thus,
the implicit subsidy of exemption to State and local
governments is equivalent to a 30 percent' interest rate
reduction. Although the average subsidy is 30 percent, a
reasonable estimate of the average marginal tax rate of all
purchasers of tax-exempt bonds :Is about 42 percent. In other
words, if municipal bond interest income were subject to tax,
issuers of this debt would lose a subsidy of 30 percent of
the taxable rate and the Treasury would gain revenues equal
to about 42 percent of the taxable rate. This means that,
with the present stock of tax-exempt debt outstanding, less
than 75 percent of the Treasury revenue loss flows to State
and local governments. Under both TDO and BTO, the
incremental benefit to State and local governments in lower

WThe taxpayer Tn the 30 percent marginal tax bracket would
thus receive $6 o* interest from the tax-exempt bond and
would be entitled to a tax credit of $4 (2/3 of $6). The
additional tax, on the other hand, would be only $3 (300 x
$10 taxable income comprised of $6 (interest) + $4 (taxable
credit)). The $1 excess of the credit over the tax increases
the return on the tax-exempt bond from $6 to $7, the
after-tax return from a taxable bond.

BTO would require some system for allowing the IRS to
verify that taxpayers claiming the tax credit have in fact
received interest entitling them to the credit. The most
effective system would be to require issuers to file
information returns with the IRS as is presently required for
interest on taxable bonds.
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interest costs will exceed the increased budget cost to the
Federal government, thereby increasing the efficiency of tax
exemption as a subsidy. As described below, this improvement
is derived from a reduction in the windfall gains to high
bracket investors.

TBO and BTO, therefore, would also improve the equity of
the tax system. Much of the inequity under current law stems
from the high tax-exempt interest rate as compared with the
taxable rate. An investor in the 50 percent tax bracket, for
example, would be willing to buy tax-exempt bonds as long as
the return was just above one-half of that on taxable
instruments. Tax-exempt bonds thus have an implicit Otaxw.'-
resulting from the acceptance by the investor of a lower
return than that which is otherwise available. If municipal''
rates were in fact one-half of taxable rates, tax-exempt
bonds would have an implicit tax to the investor in the 50
percent bracket of 50 percent; the implicit tax would equal
his marginal tax bracket. As municipal rates rise to 60
percent, 65 percent and 70 percent of the taxable rate, this
investor in the 50 percent marginal tax bracket finds that
the after-tax return becomes increasingly above that required
to induce him to invest. This extra return is purely a
windfall gain. Thus, the higher the tax-exempt rate relative
to the taxable rate, the greater the windfall gain. By
lowering the interest rate on tax-exempt bonds from 70
percent to 60 percent of the taxable interest rate, both TBO
and BTO would reduce this inequity by increasing the implicit
tax to 40 percent.

Both TBO and BTO would broaden the market for State and
local securities by making them potentially attractive to
taxpayers in low brackets and to tax-exempt institutions.
Under TBO, low bracket investors would be attracted to
subsidized taxable bonds issued by State and local
governments. Under BTO, low bracket investors would
generally select the taxable option.- By so broadening the
market for State and local debt, both proposals would reduce
the volatility of the tax-exempt bond market.

Differences Between, ; 1021 and Taxable Bond Option

There are several significant differences between TBO
and BTO. Under BTO, unlike TBO, all State and local
borrowing would continue to be conducted by issuing
tax-exempt bonds and therefore BTO would not alter existing
arrangements for marketing State and local debt.
Institutions currently involved in underwriting and marketing
tax-exempt bonds will not be adversely affected by BTO
because the volume of tax-exempt issues will not be reduced.

Under TBO, the subsidy to State and local governments
would appear on the expenditure side of the budget. In
contrast, BTO would be a tax expenditure; it would be

56-073 0 - 80 '- 20
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recorded as a reduction in tax revenues. As such, RTO might
appear to be less subject to-review under Executive Branoh
and Congressional Budget Procedures.

Because of these two differences, States and localities
may regard BTO more favorably then TBO. Although Treasury's
advocacy of TSO was intended to help State and local
governments by making an existing subsidy deeper, more
stable, and more efficient, some organizations feared that
T8O might be a first step toward elimination of
tax-exemption. We have always viewed TRO as a supplement,
not a substitute for tax-exemption. While accomplishing the
same economic objectives as TBO,. RTO may appear less suspect
to States and localities because it does not directly affect
the institutions that issue tax-exempt bonds and because, as
a tax provision, it may appear less subject to future
dilution than an expenditure program.

Reasons STO or TBO Should Not Be Enacted At This Time

Notwithstanding the advantages of these proposals, the
Administration does not support enacting either proposal at
this lime. Our principal concern is that a substantial
portion of the increased subsidy would inure to the benefit
of private persons and that the increased subsidy would
provide further political and economic incentives to even
further increase the amount of tax-exempt financing for
nongovernmental purposes.

In recent years, the volume of tax-exempt bonds issued
for nongovernmental purposes--principally for housing,
private hospitals, pollution control and small issue
industrial development bonds--has increased sharply as a
share of the total tax-exempt market. There are indications
that this trend is likely to increase. Just last week the
Senate Finance Committee voted to significantly expand the
exceptions to the industrial development bond provisions
dealing with electric energy and solid waste disposal
facilities.

A rough picture of the increased importance of the
nongovernmental use of tax-exempt financing is provided by
data compiled by the Public Securities Association. The PSA
data subdivide new tax-exempt borrowing by purpose. Two of
the categories are industrial aid (which includes pollution
control bonds and all other industrial development bonds
issued for corporations) and social welfare (which includes
housing bonds and hospital bonds). These two
categories--which include most tax-exempt borrowing for
nongovernmental use--have increased, from 9 percent of all
new tax-exempt borrowing (excluding refundings) in 1970, to
2A percent in 1971, 28 percent in 191, 35 percent in 197
and 41 percent In the first six months of 1919. In addition,
there is evidence that PSA data underestimate the recent
growth in small issue industrial development bonds because
most small issues are direct placements which usually are not
reported.
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Congress is currently considering legislation to limit
the use of tax-exempt bonds for home mortgages which have in
part been responsible for this increase. Bowever, this
legislation, under consideration since last May, has not been
enacted; nor has last year's Administration proposal to
eliminate the use-of'tax-exempt bonds for pollution control
facilities. In addition, we have no doubt that imaginative
romoters are turning their attention to finding other legal
evices to use tax exemption to finance nongovernmental

activities. The increase in the subsidy under STO would
encourage this activity as well as making existing
opportunities m -a .raive. It would aggravate the
misallocation ofq-imited capital resources which occurs when
some industries can borrow at the tax-exempt rate while
others cannot. Finally, it would insulate the tax-exempt
market from the rise in interest rates which would normally
accompany expansion of borrowing in the tax-exempt market.
Thus, it may be some time before there is firm and effective
legislation limiting tax exemption to governmental purposes
or at least constraining the nongovernmental uses of
tax-exempt borrowing to an acceptable level.

S. 102-1 attempts to deal with the problem of tax
exemption for nongovernmental purposes by not allowing the
bondholder taxable option for interest received from
tax-exempt industrial development bonds. Unfortunately,
market forces fed-6eat the laudable intent of this
provision. This provision would not affect the general level
of tax-exempt interest rates. Its only effect would be to
cause low bracket investors and tax-exempt institutions, who
would seek to claim the credit, to concentrate on holdings of
public purpose State and local bonds while high bracket
investors, who would not claim the credit, would concentrate
on holding tax-exempt industrial development bonds. Because
the spread between tax-exempt and taxable interest rates
would be equal to the subsidy rate provided by BTO, all
tax-exempt borrowers, including users of the proceeds of
industrial development bonds would receive the same benefit
from BTO.

Conclusion

Treasury reluctantly concludes that STO should not be
enacted at this time. The benefits that would flow to
nongovernmental activities, and the encouragement given to
expansion of nongovernmental uses of tax exemption, outweigh
the benefit which would be derived by State and local
governments in financing governmental facilities.-

Treasury strongly supports tax-exempt State and local
borrowing. We believe, however, that this tax exemption
should not be used as a device to provide an indirect Federal
subsidy to a wide range of nongovernmental activities, such
as pollution control facilities and single family housing.
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Treasury believes that the first legislative priority in
the area of tax-exempt financing is to control the
nongovernmental use of tax-exempt borrowing. Once this has
been accomplished, we would support proposals such as S. 1021
or TBO which would contribute to tax equity and provide
greater, more efficient Federal support for State and local
governments.
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II. THE "ARTISTS' TAX EQUITY ACT OF 1979" (S. 1078)

Section (2) of this bill would allow the estate of any
artist to meet its liability for estate tax by transferring
works of the artist's creation# included in the estate, to an
arm of the United States government. The transferee would be
required to certify the significance of the work and that it
will be held for display to the public, but would not be
required to reimburse the Treasury for the estate tax
forgiven. Section (3) of the bill would allow a 30 percent
credit against income tax liability, subject to certain
dollar limitations, for artistic, literaty or musical
compositions contributed to a government or exempt
organization by the individual whose personal efforts created
the work. Section (4) would provide that an activity
consisting-of artistic, literary or musical creation is
presumptivelycarried on for profit if the artist produced a
profit in any 2 of 10 consecutive years rather than 2 out of
5 as under present law. Section (5) would provide that art
works received by an artist's beneficiaries from the artist's
estate would be treated as capital assets notwithstanding
their having a carryover basis.

The Treasury is opposed to sections (2) through (4) of
the bill. The change that would be achieved by section (5)
is supported by Treasury and is included in H.R. 4694, the
carryover basis "clean up" bill introduced by Congressman
Fisher.

Payment of Estate Tax

Section (2) of the bill, which would allow a credit
against tax liability for the full fair market value of art.
works contributed to the Federal government, is presumably
motivated by a desire to alleviate liquidity problems
perceived to be faced by artists' estates. The provision
perhaps would be defended by its proponents on the ground
that, if the Federal government places a value on. an art work
for estate tax purposes, it should be prepared to accept the
work at that value in satisfaction of estate tax liability.

The Tax Reform Act of i976 mitigated significantly the
liquidity problems sometimes faced by authors' and artists'
estates. Under that Act, payment of estate taxes may be
deferred up to 10 years on a showing of "reasonable cause"--a
standard more easily satisfied than the "undue hardship" test
of prior law. In addition, professional authors and artists
whose estates include significant portions of their literary
or art works could qualify for the new "automatic" 15 year
deferral of estate tax payment. It is our view that these
provisions, together with the "automatic" 10 year deferral of
estate tax permitted under prior law, afford adequate relief
for illiquid estates.
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The perceived need for additional liquidity relief, such
as that provided by section (2) of the bill, stems from
concern that the inventory of art works in an artist's estate
will be overvalued, by being valued either at the sum of
their *retail* prices rather than as inventory in the hands
of a dealer, or at their undiscounted current value,
disregarding the time needed to liquidate the inventory. in
this context it is important to note that as a matter of
practice the internal Revenue Service has accepted the
decision in Estate of'David-Smith'v.'Commissioner, 57 T.C.
650 (1972), affid'on other'grounds, 510 r.2d 479 (2d Cir.
1975), and has InItlated a regulation project to consider the
application of its current estate tax valuation regulations
to artists' estates.

We are strongly opposed to creating a precedent that
could significantly impair the efficiency of the government's
revenue collecting function by substituting in-kind transfers
for cash payments in satisfaction of tax liabilities. There
is no logical basis on which a provision such as that
contained in section (2) could be limited to works of an
artist's creation. Nor do we think that artists should be
afforded more favorable treatment with respect to their
estate tax liabilities than other taxpayers.

This section does not, however, merely create a
precedent that could significantly impair the efficiency of
collection of Federal revenues. It also has the effect of
subverting the appropriations process. It is the function of
Congress to determine the purposes for which funds will be
appropriated. Direct appropriations allow aid to be targeted
much more carefully to specific groups of people and specific
objectives. Direct appropriations also allow coordination
among related programs. In contrast, this bill would permit
an artist's executor to decide what works of art will be
transferred to various governmental arms, to the extent of an
artist's estate tax liability. Thus, an artist's executor
would have the power to determine how government funds will
be spent.

For the foregoing reasons the Treasury opposes section
(2).

Charitable Contribution Credit

Section (3) of the bill would allow a 30 percent credit
against income tax liability for property consisting of an
artistic, literary or musical composition contributed by its
creator to the government or an exempt organization. This
credit would be in lieu of the charitable deduction. The
bill also contains a series of provisions that have the
effect 'of limiting the amount of the credit in any year to
the greater of $2,500 or 50 percent of the taxpayer's
liability for tax, and in no event may the credit exceed
$10,500.
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Prior to the Tax Reform Act of 1969, a taxpayer,
including an artist, who contributed appreciated property to
charity, was entitled to a charitable contribution deduction
based on fair market value even though the appreciation was
never subject to tax. In many cases, this enabled an
individual to obtain a benefit through a charitable
contribution that would exceed the after-tax proceeds from a
sale. For example, assume an individual in a marginal tax
bracket of 70 percent who owns property worth $100 that has a
negligible cost. If the property were sold, the individual
would owe $70 in tax and would retain $30. If the property
were given to charity, the charitable deduction would reduce
the donor's taxes by $70, resulting in a $40 increase in
after-tax profit on a supposedly charitable transfer. Since
this possibility was more evident in the case of property
that would result in ordinary income if sold, Congress in
1969 modified the law primarily as to ordinary income
property. Capital gain property was generally unaffected
except in particular cases--for example, transfers to private
foundations.

Works of art are treated as inventory in the hands of
the artist and gain on their disposition by the artist is
taxed as ordinary income. Thus, the 1969 Act affected the
charitable deduction for contributions by artists of their
work but not for contributions by investors in art. Under
the Act, an artist's income tax deduction for works of the
artist's creation contributed to a charity is generally
limited to cost. Under this provision an artist donating art

,works to charity would be in the same position as if the
works had been sold and the after-tax proceeds contributed to
the charity.

We believe this approach is correct. It is also
consistent with the treatment of other income producers. For
example, a physician who works a half day in a hospital
without pay does not get a charitable contribution deduction.
The physician's income is unaffected, just as if he earned
$100 for his services and donated a like amount to charity.

We recognize that S. 1078 attempts to meet some of our
concerns by providing the artist with a tax credit rather
than a deduction and by limiting the dollar amount of the
credit. This would equalize the benefit to artists at all
income levels and is intended to prevent any artist from
obtaining a greater benefit from a charitable transfer than
would be available from a sale. However, the latter would be
achieved only if the deduction for charitable contributions
could be limited to the actual fair market value that could
be obtained by sale. The Commissioner's Art Advisory Panel
cannot possibly evaluate all transfers for which taxpayers
seek charitable deductions.
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Moreover, a tax credit is in many ways similar to a
direct appropriation. The government is offering 30 cents on
the dollar for any art work the artist is willing to transfer
to charity. However, a tax credit, unlike a direct payment,
is not included in income. Moreover, other government
programs to promote' the arts already exist. If government
aid to the arts is to be increased, it would be better to do
so through existing or new programs subject to the
appropriations process rather than through tax credits. The
Treasury is therefore opposed to section (3) of the bill.

Activities Entered into for Profit

Section (4) of the bill would amend section 183 to
extend from 5 to 10 years the period in which to determine
whether an activity consisting of artistic, literary or
musical creation is presumed to be carried on for profit
under section 183(d). We can discern no legitimate reason
for providing preferential treatment in this area to
artistic, literary or musical activities. We see no
justification for providing that if a writer's activities are
profitable in 2 out of 10 years, the favorable presumption of
section 183(d) is created while a farmer would be entitled to
the favorable presumption only if his activities were
profitable in 2 out of 5 years. It should also be kept in
mind that section 183(d) merely creates a presumption; all
relevant facts and circumstances are considered in
determining whether a particular taxpayer is engaged in an
activity for profit.

The Treasury therefore opposes section (4).

Capital -Asset Status

Section (5) would provide that art works received by an
artist's beneficiary from the artist's estate would be
treated as capital assets notwithstanding their having a
carryover basis. Such' a provision should be enacted as part
of any bill to clean up carryover basis, such as R.R. 4694
introduced by Mr. Fisher.

The Treasury therefore supports section (5).
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I1. METHODS OF DEPRECrAVION RATLRODTS (i 1467)

S. 145' deal with methods of depreciation available.torailroads. The bill would amend section 147 of the Internal
Revenue Code to provide that the retirement-replacement-betterment ("RRBU) method of accounting for dporeelation i an
acceptable method of depreciation for Federal income tax,
purposes.

Under the RRB method, the original costs of an asset are
capitalized, and no ratable depreciation is taken. When theasset is retired, the original costs are written off. if,
instead of being retired, the asset is replaced by aiv asset ofsimilar quality, the original costs remain capitalized, and
the costs of replacement (less the fair market value of theasset replaced) are expensed. Tn addition, a full investment
tax credit is allowed, even though the cost is eurrehtlydeducted. To the extent a "replacement" represents an assetof a better quality than the one being replaced, the costs ofreplacement, to that extent, are treated as a "betterment* and
are capitalized. The method can be illustrated with thefollowing example. Assume that rail with an original cost of
$25 per ton (and a current fair market value of 140 per ton),is replaced by new rail of equal quality with a current cost
of 8150 per ton. The original cost of 825, on which noratable depreciation has been taken, remains capitalized, andthe replacement cost of S150, less the fair market value ofthe rail being replaced ($40), or $110, is deducted. tf,
however, the rail is replaced by rail of a better quality at acost of $200 per ton, the increase in cost of $50 is abetterment and is capitalized.

The RRB method has historically been used by railroads
for regulatory, financial and tax purposes, although weunderstand that five railroads use ratable depreciation forfinancial statement purposes. Its origin goes back about 100years when a similar method was adopted by state railroad
commissioners. Since the beginning of the income tax in 1913,the method has been used for tax purposes for roadway assets.
However, in 1943 the Interstate Commerce Commission (ICCiordered Class I railroads to change from the RRB method tostraight-line depreciation for roadway assets (buildings,bridges, tunnels, etc.) other than roadbed or track. Such
change was also made in 1943 for tax purposes with theTechnical Amendments Act of 1958 resolving the method of
adjustment on the change.
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As stated by a number of courts, the RRB method is based
on an accounting theory of equalization through the law of
averages. The theory of the RRS method is that in a mature
industry, .such as railroads, annual retirements and
replacements of property tend to become uniform in amount eaclt
year, and consequently, the deductions under the RRB method
vii approximate th results if straight-line depreciation
were used. For example, if, on the average, a railroad
replaces its track every 25 years and, therefore, on the
average replaces one twenty-fifth a year, the deduction for
depreciation will be the same, on average, under the RRS
method and the straight-line method.

That the RRB method has been an acceptable method for tax
purposes has been confirmed by numerous court decisions and
the Internal Revenue Service's acquiescence in 1960. It is
our understanding that the reason the railroad industry is now
asking for legislation to codify the method is due to the fact
that the ICC is currently reexamining its accounting rules for
railroad track property, and the railroads fear that if the
ICC changes the method of depreciation from RRB to
straight-line, the IRS will similarly disallow RRB.

The railroads obviously are concerned that the Aenial of
RRB depreciation will result in an increased tax burden on the
industry. The concern arises in part because ratable
depreciation based on the basis of existing book accounts
under RRB (which could relate to property acquired many years
ago) would likely be less than ratable depreciation based on
the current cost of replacement property. However, two issues
should be kept separate. First, we should ask ourselves
whether it is sound policy to freeze the RRB method for tax
purposes when it is no longer used for regulatory or financial
purposes. Second, if a change in depreciation practices is
warranted except for the increased tax burden that accompanies
it, we should consider whether there are better or more
logical ways to mitigate that burden.

Thus, we believe Congress should reexamine the RRB
method. Although a practice has been accepted over a long
period of time, it should be examined periodically to
determine if it continues to be appropriate in light of
changes in economic conditions and financial practices. Based
on such a reexamination, the Treasury Department opposes the
enactment of S. 1467 as introduced. The Treasury Department
believes that RRB should be discontinued for tax purposes if
the ICC disallows it. We can assure you, however, with the
concurrence of Commissioner Kurtz, that the Internal Revenue
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Service will not mandate any change in depreciation for track
until an alternative has been developed and fully explored by
this Subcommittee during the 96th Congress. We propose that
this bill be revised to provide for an appropriate transition
from the RRS method to ratable depreciation should the IRS
require the change for tax purposes., The objective 6f such
transitional rules should be the minimization of the revenue
cost to the railtoads of the change during a transition"
period.

We believe that the RRB method is not appropriate because
I) it is, in effect, indexing, 2) it is subject to various
abuses, 3) if the ICC were no longer to allow it, its
continuance would be administratively burdensome, and 4) it
does not clearly reflect income.-

First, as I previously stated, the courts have
historically accepted the RRB method based on the theOtb that
in a mature industry, annual depreciation and the cost of
replacement will on average be identical. However, the
initial court decisions that accepted the method dealt with
taxable years prior to 1943. There is a major distinction
between those years and today--namely, inflation. The "law of
averages theory works only in terms of constant dollars.
That is, if one twenty-fifth of track is replaced each year,
straight-line depreciation of the historical cost of the track
in place will be the same as the amount currently"spent on
track, only if there has been no change ih the cost of the
track. However, if, for example, the cost of track in the
current year is 75 percent greater -than the average historical
cost of the track in place, an imediate deduction for th5
cost of the current year's replaoement will be 75 percent
greater than the deduction based on straight-line depreciation
of the track in place. Thus, in a period of inflation, RRB . ,-
amounts to indexation of depreciation. Regardless of what one
concludes about indexing depreciation generally, we submit
that indexing depreciation only for a single industry or group
of taxpayers cannot be justified.

The second reason for our opposition is that-a number of
existing or possible abuse situations have come to our
attention regarding the use of the RRB method. The IRS is
currently considering a situation where a railroad has been
purchased at a price that was less than the book value of its
gross assets. In this case, at the time of purchase a low
amount was allocated to track. Since the taxpayer then
elected to use the RRB method, the amount of the purchase
price allocated to the track would not be relevant until the
track was retired. This is unlike normal purchase situations
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where the portion of the purchase price allocated to
depreciable assets is relevant in determining the future
depreciation deductions. When the RRs method is used, the
future depreciation deductions are based on replacements, not
the historical cost of track in place. In a separate
situation, we understand that in a prospectus it is stated
that the company acquiring the subject railroad would use the
RRB method and could assign a ;ero basis to tho railroad
track. It is clear that in these situations, *ven assuming
constant dollars, the deduction under the RRB method will be
much greater than that under straight-line depreciation and is
therefore inappropriate since the courts have based
allowability of RRB on the theory that deductions under it
equal the deductions under straight-line depreciation.
Further, such abuse situations will be more difficult to
detect if RRB is used solely for tax purposes and the
allocations in question are not subject to review by the ICC
or independent accountants.

Third, we believe that if the ICC changes the method of
depreciating track for regulatory purposes, it would be less
of an administrative burden for both taxpayers and the IRS if
for tax purposes the method is also changed from the RRB
method to a ratable method. Since 1913, the accounting for
railroad track has been similar for the ICC and the IRS. At a
minimum, a change to ratable depreciation by the ICC and not
the IRS would require the keeping of two sets of books. No
doubt there would be complaints of excessive paper work if the
law imposed the additional burden. Reconciliation between
records for ICC and IRS purposes would be difficult and it
would certainly make IRS audits more complex and
time-consuming. While reconciliation between ICC and IRS
computations would still be required if both were to disallow
the use of RRB, such reconciliation between straight-line
depreciation and double declining balance depreciation would
certainly be less of a burden than between straight-line
depreciation and RRB. We believe it would be a step backward
if you were to allow the continued use of the RRS method if
the ICC were to change. In addition, we believe that a change
from the RRB method to ratable depreciation would result in
fewer tax disputes than now exist. For example, for all other
taxpayers there is some natural tension between treating an
item (such as repairs) as an ordinary and necessary business
expense and treating it as a capital expenditure. While the
benefit of the former is a current deduction, the benefit of
the latter may be the availability of a 10 percent investment
tax credit. When the RRB method is used, taxpayers naturally
tend toward treating more items as *capital expenditures"
because they obtain both a current deduction with respect to
replacements as well as an investment tax credit. Other
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existing issues often contested which are peculiar to RRB
accounting involve whether an item is a replacement or a
betterment and whether salvage value equals fair market value.
Maintaining RRB for tax purposes would mean these difficult
questions would be resolved only for tax purposes without
consideration of their complementary effect for regulatory or
financial purposes.

Fourth, we believe that the RRB method does not clearly
reflect income. We understand this is the major reason for
the ICC's reexamination. It is our understanding that it is
common practice in the industry that in years of high revenue,
railroads incur high capital expenses and replace higher than
average amount of track, whereas in low revenue years
railroads replace lower than average amount of track. Such
practices are not uncommon in other industries. However, in
high revenue years, railroads are able to increase capital
expenditures and to immediately reduce their tax liability,
while other taxpayers, consistent with the requirement to
clearly reflect income# must spread the deductions over the
years the assets are used. Thus# railroads have a clear
advantage in timing their tax liability over other taxpayers
who must use ratable depreciation. While the accounting
profession allows the use of RRB as a generally accepted
accounting principle, I would like to point out that one can
assume that such allowability is based more on the method
having been gnerallyaccepted over many years rather than
that it clearly reflects Income.

While we believe that it is no longer appropriate for
railroads to use the RRB method, we are not unmindful of
transitional -problems which could, absent legislation, result
in substantial immediate revenue cost to the railroad
industry. We therefore propose that S. 1467 be revised to
provide for appropriate transitional rules with the objective
*of minimizing the transitional cost. It seems reasonable to
assume that the real question here is the tax burden of the
industry and not the theoretical correctness of the RRB
method.

A short-term tax increase can arise because in the past
the RRB method has resulted in larger depreciation deductions
than would have been allowed under ratable depreciation; for
example, double declining balance. Normally, in such a
situation the larger deductions in the past would be offset by
lower deductions in the future. Thus, the taxpayer changing
to -the new method would not be entitled to as large future
deductions for depreciation as a similarly situated taxpayer
electing to use double declining balance from the beginning.
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However, because of the very unusual circumstances of this
cases we do not object to allowing the same deductions to a
railroad switching from RAS as would have been allowed as if
it had originally used ratable depreciation.

Toward that end, we propose the following as a general
framework for transition. As of the beginning of the year of
change, the book value of the track would be restated to
reflect (a) the original cost of the track actually in place,
and (b) the accumulated depreciation to such date that would
have resulted had the straight-line method been used. It is
our understanding that this is the method that would probably
be used for book purposes if the ICC decides that the method
should be changed. We would expect to work with the ICC to
develop and agree on the detailed methodology to be used in
making such restatement with the objective that the same
restatement be applicable for both the ICC and for tax
purposes. This restatement of the book value of the track
assets would result in the allowance of a double deduction
since the cost of most of the existing track (except
betterments) has previously been deducted under the RRB
method. The excess of the cost of the existing track (less
accumulated straight-line depreciation) over the capitalized
basis under RRB would be deducted again as part of ratable
depreciation. A double deduction of this type is common when
a method of accounting is changed. To avoid windfalls,
section 481 of the Internal Revenue Code provides that the
amount duplicated is to be taken into account as an adjustment
to taxable income in the year of the change. Normally, to
reduce distortions, such adjustment, which in this case would
increase taxable incomes is taken into account over a ten-year
period. However, because of the very unusual circumstances
involved, we propose that such adjustment not be taken into
income at the time of the changes nor spread over a period of
years, but that it be placed in a suspense account, and
deferred until a later time for example, when the taxpayer is
no longer in the railroad business. This type of suspense
account has been enacted in situations involving reserves for
guaranteed debt obligations, accrued vacation pay, paperback
and record returns, and discount coupons. In those situations
the suspense account was used by Congress to allow the
taxpayers to change to a more generous method of accounting
without a resulting revenue loss to the Treasury due solely to
double deductions in the period of transition. We believe it
is appropriate to apply similar principles to the very unusual
circumstances here.
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With respect to future ratable depreciation, we propose
that railroads be allowed the same me-thod as other taxpayers.
At present this is the use of the ADR (asset depreciation
range) system including accelerated depreciation. Any
difference in depreciation between ADR-double declining
balance and RRB would be duo to the effect of the current
levels of inflation. Congress, as indicated by the earlier
testimony this morning, will likely consider the possibility
of liberalizing depreciation for taxpayers generally.
Railroad depreciation practices should certainly be a part of
this study. If depreciation is liberalized this may eliminate
any revenue cost to the railroads fromna change in method. If
the effect of inflation is not otherwise mitigated by the
adoption of changes in the depreciation system generally, we
would consider the use of other benefits, such as additional
first-year depreciation, to reduce the cost during the
transition period to an acceptable level. Any such benefits
would be phased out over the transition period.

We believe that these proposals are both generous and
easy to administer. We presented these proposals on September
27 in testimony before the Subcommittee on Select Revenue
Measures of the Souse Committee on Ways and Means. We have
not as yet had an opportunity to discuss these proposals with
representatives of the railroad industry. We believe,
however, that with these proposals as a framework, the details
could ie developed into a legislative proposal to correspond
to the similar objectives of the industry and the Treasury.

Senator BYRD. The next witnesses will be a panel of six: Mr.
Herbert Liebenson, associate executive director, Small Business
Legislative Counsel; Mr. Edwin S. Cohen, chairman, Taxation Com-
mittee, U.S. Chamber of Commerce; Mr. Dale Jorgenson, professor
of economics, Harvard University; Mr. Ernest S. Christian, Jr.,
representing the Retail Tax Committee; Mr. Cliff Massa III, vice
president, Taxation and Fiscal Policy Department, National Associ-
ation of Manufacturers, and Mr. Ed Hartman, and Mr. Mark Wein-
berg, the tax counsel.

The committee will take a 1-minute recess.
[Whereupon, a brief recess was taken.]
Senator BYRD. Also present and available for questions is Mr. Gil

Thurm of the National Association of Realtors.
Gentlemen, I understand you each have been notified of the time

limitations. Each of you may proceed. Who will be the leadoff
witness?
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STATEMENTS OF WILLIAM E. HARDMAN, SMALL BUSINESS
LEGISLATIVE COUNCIL; EDWIN S. COHEN, CHAIRMAN, TAX.
ATION COMMITTEE, U.S. CHAMBER OF COMMERCE; DALE
JORGENSON, PROFESSOR OF ECONOMICS, HARVARD UNIVER-
SITY; ERNEST S. CHRISTIAN, JR., RETAIL TAX COMMITTEE;
CLIFF MASSA III, VICE PRESIDENT, TAXATION AND FISCAL
POLICY DEPARTMENT, NATIONAL ASSOCIATION OF MANU-
FACTURERS; MARK WEINBERG, SPECIAL TAX COUNSEL FOR
THE SMALL BUSINESS LEGISLATIVE COUNCIL; HERBERT
LIEBENSON, ASSOCIATE EXECUTIVE DIRECTOR, SMALL BUSI.
NESS LEGISLATIVE COUNCIL
Mr. HARDMAN. Mr. Chairman, my name is William E. Hardman.

I am testifying in place of Mr. Liebenson. I am representing the
Small Business Legislative Council and the National Tool, Die &
Precision Machining Association. I am the executive vice president
of the National Tool Die & Precision Machining Association, an
association of 3,000 small businesses who manufacture tooling, dies,
precision machine parts, molds, and special machines which are
the keystone items of all manufacturing.

With me is Mr. Liebenson, vice president of governmental affairs
of the National Small Business Association. NSBA represents over
50,000 small businesses in 1,000 of the 1,200 SIC codes in the
United States. Mr. Liebenson is also associate director of the Small
Business Legislative Council. The council that we are speaking for
today is comprised of 72 trade associations who, with their affili-
ates, speak for more than 4 million small businessmen, and 46 of
these associations have taken a position of support for the concept
of depreciation reform and simplification. .

The position and a list of those supporting it is attached to my
statement.

Also sitting with us, on my right, is the special tax counsel for
the Small Business Legislative Counsel, Mr. Mark Weinberg, who
is with the firm of Arent, Fox, Kintner, Plotkin & Kahn.

I am grateful for the opportunity to share our thoughts and
appreciation. This area is absolutely critical to the survival of
small business in America. Basically, what is needed is legislation
that will do two things. First, it should encourage business to
increase capital investment and thus help close the gap between
capital investment in the United States and foreign countries.

Seond, since big business is steadily increasing its share of the
Nation's economic activity, the legislation should attempt to re-
verse this disturbing trend toward economic concentration by pro-
viding enough stimulus to small business to enable it to regain a
reasonable share of the American dream.

Nineteen years ago, small business manufacturers with under
$10 million in assets accounted for 20 percent of the total business
assets. Now they account for 10 percent. In the same period those
U.S. corporations with over $1 billion in assets increased their
assets from under 30 percent of total business to over 50 percent of
total business assets. Imports into this country have increased dra-
matically during this period as well, so while the foreign competi-
tors are doing well, and big U.S. corporations are doing well, small
business in this country is in big trouble.
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Many of our members got into the tool and die business after
rising up through the ranks as apprentices. In the earlier days, a
person who was willing to work hard could save a little money and
start his own business with a reasonable chance of success. Today,
55 percent of the new businesses in the United States fail within
the first 5 years.

We havevman great toolmakers in the United States. A top
toolmaker chn easily earn over $30,000, and some gross $40,000, but
with the cost of today's machine tool and today's property and
buildings, he probably couldn't save enough to enter this business
in his lifetime.

Today's American has to face these kinds of odds, odds that are
getting worse each year. I am wondering how much longer the
Horatio Alger concept of a free enterprise U.S. economy will last.
How Will minorities and women ever attain their share in Ameri-
can b iness? No bu-sinessman or any reasonable and knowledge-
able person questions the need for legislation to encourage in-
creased capital investment in this country. It is common knowledge
that the rate of capital investment in this country is significantly
below that of most of our industrialized trading competitors.

At the same time, productivity in the United States is showing
smaller and smaller gains every year. The two problems of course,
are interrelated. The weakest sector in terms of capital investment
is in the small business community. The reasons are apparent.
Small businesses are at a disadvantage in raising capital before
they start. Being small, they can rarely generate enough capital
through the issuance of stock or bonds as can their major corporate
competitors.

The latter also have access to borrowed capital at the lowest
available rates. While a major U.S. corporation can take its pick of
money from banks, pension trusts, et cetera, the small competitor
must beg, and pray to get a loan at a higher rate at its local bank.
It is not uncommon today to hear of 18- to 20-percent interest rates
for small businesses-. -They don't have the bargaining power for
negotiating capital purchases or negotiating financial arrange-
ments. ;

Since small business is traditionally very competitive, they don't
make sufficient profits to provide adequate investment revenue
either. Many competitive disadvantages are major factors in the
continuing concentration of economic power in the United States.
It is revealed dramatically in, effective corporate tax rates. In 1974,
for example, taxes for manufacturing firms with over $1 billion in
assets amounted to 11.5 percent of their net worth. For firms
between $50,000 and $100,000 the effective rate was 30.1 percent,
nearly three times the rate.

Unless this trend toward concentration is reversed, the economic
power in this country will continue in its inexorable move to the
major corporations. The healthy entrepreneurial experiences of our
parents and grandparents will never again -be experienced by our
children and grandchildren. Clearly, the answer is to develop legis-
lation that will counter the unfair competitive disadvantage small
business now faces in raising capital.

We are not suggesting that big businesses in this country do not
need additional incentives to increase their rate of capital. It

56-073 0 - 80 - 21
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should not 15e denied that this should concern us. What we are
saying is that presently the lowest rate of capital investment is in
the small business in this country. Apart from the value of preserv-
ing this institution, the best way of increasing the rate of U.S,
capital investment is to encourage a significant increase in invest-
ment by the small business community. It is not an insignificant
fringe benefit that small firms produce 24 times the innovations of
large firms per dollar and create two-thirds of all new jobs in our
economy. This is according to Neal Smith, chairman of the Small
Business Committee.

Senator BYRD. Thank you, Mr. Hardman.
Mr. Cohen.
Mr. COHEN. Thank you, Mr. Chairman. My name is Edwin S.

Cohen. I am a member of-the board of directors and chairman of
the taxation committee of the Chamber of Commerce of the United
States, on whose behalf I appear today.I am a member of the law
firm of Covington & Burling of Washington, D.C. I am accompanied
today by Christine L. Vaughn, who is the director, and Kenneth D.
Simonson, who is the tax economist, of the chamber's tax policy
center.

The Chamber of Commerce of the United States is the world's
largest business federation, comprised of more than 85,000 bUsineb
firms, 2,600 chambers of commerce in the United States and
abroad, and 1,280 trade and professional associations. Small busi-
ness is heavily represented in our membership. In fact, approxi-
mately 80 percent of our business members have- fewer than 100
employees.

On behalf of the chamber's 89,000 business and trade association
members, we welcome this opportunity to express our support.for
S. 1435, the Capital Cost Recovery Act of 1979.

The U.S. Chamber has long advocated tax changes to foster
capital formation, in the belief that an improved investment cli-
mate in this country would increase productivity, create jobs,
reduce inflation, and improve our ability, to compete for interna-'
tional markets. To encourage the modernization and expansion of
productive facilities in order to make American industry fully com-
petitive, the chamber believes that the present depreciation provi-
sions should be replaced with an effective, equitable, and simplecapital-cost-recovery system.

The chamber believes that S. 1435 will increase much needed
capital investment. It will improve odr lagging productivity. It will
permit us to compete more effectively in the world markets. It will
redress the significant understatement in present depreciation
allowances that fail to reflect the marked increase in cost of re-
placement due to the ravages of inflation; and it will greatly sim-
plify depreciation allowances to the great advantage of the Internal
Avenue Service and business, and particularly so for small busi-
ness.

Our Federal income tax system for many years has attempted to
calculate depreciation allowances by permitting the cost of depre-
ciable property to be written off over the estimated useful life of
the property. When Mr. Christian, who is at the table with me, and
I were at the Treasury in 1970 and 1971, we helped produce in 1971
the present asset depreciation range (ADR) regulations, which we
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think were a marked improvement at the time, but we were work-
ing within the restriction of the existing law, which depended upon
a forecast of useful life of the asset. It is inherently difficult to look
backward at past history to try to forecast the future useful life of
structures and equipment, bearing in mind the constant quickening
pace of technology, the new emphasis on environmental require-
ments, increasing competition from foreign countries, the changes
in availability of raw materials, and numerous other factors.

As the Secretary said this morning, "the past is not always the
mirror of the future," and we think that is particularly so in trying
to predict useful life. The chamber firmly believes it is time to
amend the statute to abandon the attempt to estimate future
useful life of assets and, instead enact specific statutory lives to
apply across the board to all industries, with a specified allowance
in each taxable year in lieu of the complex system of annual
allowances now in the code.

Moreover, Mr. Chairman, the existing depreciation system does
not take into account the rapidly increasing costs of replacement of
existing assets due to inflation. Indexing depreciation to allow for
inflation would be complex, particularly, :for small business. The
shorter lives provided in S. 1435 will offset the effects of inflation
in a much simpler manner.

For these reasons, Mr. Chairman, among others, the national
chamber urges the adoption of S. 1435.

Thank you, sir.
Senator BYRD. Thank you, Mr. Cohen.
Professor Jorgenson?
Mr. JORGENSON. Mr. Chairman, my name is Dale Jorgenson. I

am a professor of economics at Harvard. My fields of professional
specialization are investment and productivity. I have testified
before the Joint Economic Committee and the Senate Budget Com-
mittee on the economic impact of investment incentives, and I have
testified before this committee, the Senate Finance Committee, on
the impact of taxes on energy production.

The purpose of my testimony today is to provide an economic
evaluation of Senate bill 1435, the 10-5-3 proposal. For this pur-
pose, I would like to compare 10-5-3 with the present law and with
the first-year capital recovery system which is described-in more
detail in a paper by my Harvard colleague, Alan Auerbach, and
myself, which I would like to submit for the record at this time.

Senator BYRD. It will be received.
Mr. JORGENSON. First, the present tax law, which is based on

historical cost, has the important advantage that capital consump-
tion allowances, like other business expenses, can be linked to the
actual purchases of assets. However, a capital recovery system
based on historical cost fails to preserve the necessary link between
capital consumption allowances and economic depreciation when
there is inflation in the prices of assets.

By contrast, the first-year capital recovery system would met
the problem of inflation directly by permitting taxpayers to deduct
the present value of economic depreciation as an expense in arriv-
ing at income for -tax purposes. Further, the deduction would be
allowed in the year in which the aset is acquired. Hence. the
name, First Year System.,
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Now, it is very, important, Mr. Chairman, to recognize that eco-
nomic depreciation actually occurs in the years after the asset is
originally acquired, so that expensing is not the same thing as cost
recovery. Future economic depreciation must be discounted back to
the present to arrive at the present value of economic depreciation.

For a factory, which is a relatively long-lived asset, a dollar's
worth of investment might have depreciation with a present value
of, say, 50 cents, whereas a short-lived asset like a pickup truck,
the dollar's worth of investment might have depreciation worth in
present value terms something like 75 cents.

The first-year capital recovery system would represent a vast
simplification of the current tax law, since the whole capital recov-
er, provision of the tax code could be described by one number for
each of 30 classes of assets, say 10 types of structures and 20 types
of equipment. Rather than choosing among a range of tax lifetimes
and a number of alternative depreciation formulas as outlined by
Secretary Miller, taxpayers would simriply apply the first-year capi-
tal recovery allowance to *their/ current purchases -of depreciable
plant and equipment. No records of past purchases would be re-
quired to substantiate capital consumption allowances.

Needless to say, this would be extremely advantageous for small
businesses. It would essentially eliminate the whole public account-
ing function that, is associated with maintaining records for capital
recovery.

I would now like to direct your attention to table 3, where I
present a comparison of the effective tax rates fot each of five
representative classes of assets under current tax law, under-'the
10-5-3, system, And under' the first-year capital recovery system.

The most striking feature in these results for the 10-5-3 proposal
is that the effective tax rates,-which are the tax rates actually paid
on the asset taking into account all the provisions of the tax law,
would fall far below the statutory tax rates on corporate income of
46 percent. ' 1

However, the proposal has the very undesirable feature that fot
a moderate inflation rate, like 6 percent, which we have experi-
enced relatively recently, the combination of the accelerated depre-
ciation and the investment tax credit would produce negative tax
rates for assets such as construction machinery and general indus-
trial equipment.

In effect, the Government would pay taxpayers to hold these
assets rather than taxing the income produced by the assets. This
is the same point made by Secretary Miller in a different form.
Needless' to say, the result of the 10-5-3 system would be to in-
crease rather than diminish the present misallocations of the capi-
tal stoc due to inflation.

-As a further basis for comparison between the first-year capital
recovery system that I have described and the 10-5-3 system; my
associate and I have simulated the U.S. economy with and without
the first-year system. We have arrived at the following conclusions:

First, the cost of the first-year capital recovery system Would be
less than half that of the 10-5-3 proposal in terms of revenue
losses. Let me say' that colitrary tO what has been Alleged here
earlier, the revenue losses that Are the basis for this estimate are
nearly identical in the material presented by Secretary Miller,
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prepared by the Treasury staff, and the simulations done by Alan
inai for the Committee on Capital Formation.
The second feature of the first-year system is that it would

provide 20 to 35 percent more stimulus than the 10-5-3 proposal;
less cost, much more stimulus. I

Finally, whereas the first-year capital recovery system reduces
the bias toward equipment in the present law and away from
structures, the 10-5-3 proposal worsens the bias. If you look at the
effect of the stimulus to capital formation that results from the
adoption of either one of these proposals, it turns out that the bias
toward equipment ahd away from structures would be heightened
under the 10-5-3 proposal.

I conclude that the 10-5-3 proposal, although it has the attrac-
tive features of stimulating capital formation and providing for
more rapid capital recovery, fails on that critical point, that it does
not deal directly with the problem of variation in inflation rates
which our economy currently confronts.

The 10-5-3 proposal should be rejected by this committee and
should be replaced by a proposal to stimulate capital formation and
reduce the bias in present tax law based on a first-year capital
recovery system that I have described.

Thank you.
Senator BYRD. How do you feel that 10-5-3 could be changed to

get away from what you considered the disadvantages of 10-5-3?
Mr. JORGENsoN.' It is possible to repair 10-5-3 for the simple

reason that, like current law, it is based on historical costs. Any
system that is based on historical costs of the assets and distribut-
ing that cost over time, is going to have its effect attenuated by
higher rates of inflation. It is going to yield additional benefits to
taxpayers when rates of inflation diminish, as we certainly hope
they will in the light of! the initiatives taken in the Congress on
fiscal policy with the Federal Reserve Board Governors on mone-
tary policy. -

As inflation rates diminish, a system like 10-5-3 will produce a
bonanza of tax shelters. It will produce a bias toward equipment
and- away from structures that is better than the bias in the
current law.

In short, Mr. Chairman, with historical .costs, which is the basis
for current tax law and also for the 10-5-8 proposal, it is simply
impossible to deal with the problem at hand. The problem at hand
is what to do about capital recovery in an inflationary environ-
ment.

The first-year capital recovery system is designed to meet that
need directly. The way it meets it is to provide all of the capital
consumption allowances in the year in which the asset is originally
acquired. 

1

In other words, we simply take the economic depreciation that is
due on an asset-which varies with the lifetime of the asset. We
discount it back to the present and we give it to the taxpayer as a
deduction in the same year.

There is no possibility that the dollars that the taxpayer receives
as a deduction can deteriorate in value as a result of inflation.



320

The first-yiar capital recovery system is essentially a solution to
the problem of inflation. It provides greater stimulus to capital
formbtibn than the '10-5-8 itoposal at less* thdn half the cost.

Senator BYRD. You would expense everything in 1 year?
Mr. JORGENSON. Yes; in present value terms,, that would be,; for

example, 50 cents on a dollar's worth of investments in ivfactory
which is a long-lived asset, 75 cents on a dollar's worth of' asset,
like a short-lived asset. I

The whole capital recovery scheme I am describing can be repre-
sented'by 30 numbers-10 for structures, 20 for equipment. -

You could eliminate pages and pages of the Internal Revenue
Code and replace it by those 30 numbers.

The taxpayers Would-take those 30 numbers and simply apply
them to their current expenditures on depreciable assets. 'They
would then receive a deduction that would depend on. the present
value of a dollar's wotth of depreciation multiplied by the number
of dollars in the year in which they acquire the asset,

Then the Government and the taxpayer would, be finished with
the whole process. Capital recovery would have been achieved;
capital formation would have been stimulated. The bias toward
equipment and away from structures in the current system would
be eliminated and we would essentially have a system in which we
would get the maximum impact 'from -the .higher rate of capital
formation that would result in terms of the things that really
matter, namely, productivity growth and economic growth. *

Senator BYRD. Mr. Cohen, would you care to comment on that?
Mr. COHEN. Mr. Chairman, I have a great respect for Dr. Jorgen-

sen and I have listened to him many times. Thisis the first I have
known of this proposal.,

I see advantages in having the entire allowance in the first year.
I am somewhat concerned about how the lives would be deter-
mined.

I said earlier that this is one of the basic problems of the existing
system. In 1962, the lives were set by guidelines obtained largely
from questionnaires filled out and sent in by companies as to the
lives they were using in their tax returns, not the lives that actual-
ly existed or the lives that were agreed upon after the revenue
agents had audited the returns. In 1971, we used those guidelines
in providing the asset depreciation range, with a 20-percent leeway.

I think we have a problem,. Instead of three classes of assets, I
take it that under Professor Jorgenson's proposal we would have 30
classes, with someone having the responsibility of setting those
lives. I do not know who will make that determination, or how it
will be made.

Second, I am concerned about how one figures the discount rate.
I assume that you have to make some interest rate assumption. I
do not know who would fix that discount rate.

Mr. JORGENSON. May I comment on thosepoints made by the
preceding speaker?

Senator BYRD. Yes.
Mr. JORGENSON. The Treasury has recently completed a study

that demonstrates that it is possible to dispense with the useful life
concept as proposed by the advocates of 10-5-3 and replace it by a
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concept inwhich the determination of depreciation is basedd direct-
ly on observations of asset prices.

After all, depreciation is simply the reduction in the value of an
aiset with e. What you have to do is observe the profle Qf asset
prices directly, calculate those deductions and, as P say,'dount
them to the present.

It has been proved to be feasible to do exactly that. Treasury has
demonstrated that that approach' car.be used to replace the prees-
ent system of useful lives. Furthermore, the system can be summa-
rized in terms, as I say, assumptions about the capital recovery
provisions in present value terms that would be appropriate for 10
classes of structures and 20 classes of equipment.

We are talking about 30 numbers. The 10-5-3 system would,
itself, require 18 numbers, the capital consumption provisions for
each of those classes of assets. Therefore the proposal I have de-
scribed is just as simple in the sense it can be described just as
concisely.

Furthermore, it does not impose upon the taxpayer the necessity
of keeping vintage capital accounts of this sort contemplated, in the
ADR system. '

It gets rid of this burden on the taxpayer.
Former Secretary Cohen has asked the question, who would

make the determination of what the capital recovery rates would
be? The answer to that is very simple. It would be done as at
present in the organization in the Treasury established by the ADR
system called the Office of Industrial Economics. They have proved
to be capable of doing the calculations that I have described. These
calculations are the basis for the study I referred to carried out
before the Treasury.

As far as discount rate is concerned, the fact is, over this past
half-quarter century since the end of World War II, many measure-
ments have been made of what the real rate of return is in this
economy. It turns out to be essentialy unaffected by the rate of
inflation.

The number that we would use is something like 4 percent. That
number represents the after-tax rate of return. We would apply
this rate to the capital recovery which is calculated from the asset
prices, discount that back to the present and give it to the taxpayer
in the form of a deduction.

It is a simple system. It would result in the elimination of
enormous numbers of accounting records and reduce the adminis-
trative burden on the Treasury.

That is the important thing. Instead of having requiring the
Treasury to administer this cumbersome ADR system, where they
are supposed to be examining the records of the taxpayer to find
out the useful lives actually are. We would replace this by a system
of information based on the asset prices themselves. Simply dis-
count depreciation back to the present, write the 30 numbers into
the law, and give the Treasury the task of reporting back in 5
years to find out what asset prices are at that time.

That is something they can do. It would reduce their costs and it
would essentially reduce the burden, both on the Treasury and the
taxpayer.

Senator BYRD. Thank you.
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STATEMENT OF MARK B. WEINBERG, SMALL BUSINESS
LEGISLATIVE COUNCIL

Mr W INBRG. Mr. Chairman, "n response to your earlier ques-
tion about what sorts of modifications might be iade to 10-5-3, to
make it more productive for,'till segments of the bUsiness communi-
ty, the Small Business Legislatiye Council wishes to propose the
paceimlnt of limitations 406n the'afhount of class 1 and class 2-
which after amendment should include class 3-investment.Our calculations indicate over 99 percent of the business enter-
prises in this country would be fully covered by the class 2 and
class 3 benefits of this bill, If qualified investment in such assets
were limited limited to $1 million per year.

Since this would definitely taget the benefit of this proposal to
small business enterprises, the Small Business Legislative Council
has given this careful consideration and hopes your committee will
do the same.

Senator BYRD. Thank you.
I thank each member of the panel for being with us this morn-

ing. Those witnesses who have not spoken; their statement will be
published in the record.

[The prepared statements of the precedihg panel follow:)
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STATEMENT OF

WILLIAM E. HARDMAN

ON BEHALF OF

THE SMALL BUSINESS LEGISLATIVE COUNCIL

AND

NATIONAL TOOL, DIE & PRECISION MACHINING ASSOCIATION

Mr. Chairman and Members of the Committee:

Good morning. My name is William E. Hardman. I am Executive

Vice President of National Tool, Die and Precision Machining

Association, an association of 3,000 small businesses who manufacture

tooling, dies, precision machined parts, molds and special machines.

With me is Mr. Herb Liebenson, Vice President, Governmental Affairs

with the National Small Business Association. NSBA represents over

50,0( small businesses in 1,000 of 1,200 S I C codes in the United

States. Mr. Liebenson is also Associate Executive Director of the

Small Business Legislative Council. The Council is comprised of 72

trade associations who, with their affiliates, speak for more than

4 million small businesses. 46 of these associations have taken a

position that supports the concept of depreciation reform and simpli-

fication. The position and a list of those supporting it is attached

to our testimony. Also sitting with us is the special tax counsel for

the Small Business Legislativw Council, Mark Weinberg, who will

discuss technical aspects. Mr. Weinberg was formerly an attorney

advisor with the Office of the Chief Counsel of the IRS and is now

with the Washington Law Firm of Arent, Fox, Kintner, Plotkin and Kahn.
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I am grateful for the opportunity to share our thoughts on

depreciation. This area is absolutely critical to the survival of

small business in America. Basically what Is needed is legislation

that will do two things. First, it should encourage business to

increase capital investment and thus help close the gap between

capital investment in the U. S. and foreign countries. Second,

since big business is steadily increasing its share of the Nation's

economic activity, the legislation should attempt to reverse the

disturbing trend towards economic concentration by providing enough

stimulus to small business to enable it to regain a reasonable share

of the American dream.

Nineteen years ago, small business manufacturers with under $10 million

n assets accounted for 20% of the total business assets. Now they

account for 10%. In the same period those U. S. corporations with

over $1 billion in assets increased their assets from under 30% of

total business assets to over 50% of total business assets. Imports

into this country have increased dramatically during this period as

well. So while the foreign competitors are doing well and big U. S.

corporations are doing well, small business in this country is in

trouble.

lFuture of Small Business in America, Committee on Small Business,

U. S. House of Representatives, November 9, 1978, page 44
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Concentration of Total Assets for
Manufacturing Corporations, 1950 and 1976
Percent
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70 '$100$250 Million
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Many of our members got into the tool and die business after

rising up through the ranks as apprentices. In earlier days a person

who was willing to work hard could save a little money and start his

own business with a reasonable chance of success. Today 55% of new

businesses in the U. S. fail within the first five years.*

We have some great toolmakers in this industry. A top toolmaker

can easily earn over $30,000, and some gross $40,000. But with the

cost of today's machine tools and today's property and buildings,

he probably couldn't save enough to'enter this business in his lifetime.

When today's American has to face these kind of odds, odds that are

getting worse each year, how much longer do you think the Horatio

Alger concept of a free enterprise United States economy will last?

How will minorities and women ever attain their share in American

business?

No businessman nor any reasonable and knowledgeable person questions

the need for legislation to encourage increased capital investment In

this country. It is common knowledge that the rate of capital invest-

ment in this country is significantly below that of most of our

industrialized trading competitors. At the same time, productivity

in th, U. S. is showing smaller and smaller gains every year. The two

problems, of course, are interrelated. The weakest sector in terms of

capital investment is in the small business community.

-Future of Small Business in America, Committee on Small Business
U. S. House of Representatives, November 9, 1978, page 44.

2Future of Small Business in America, Committee on Small Business
U. S. House of Representatives, November 9, 1978, page 8.
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The reasons are apparent. $mall businesses are at a disadvantage

in raising capital before they start. Being small they can rarely

generate capital through the issuance of stock, or bonds, as can

their major corporate competitors. The latter also have access to

borrowed capital at the lowest available rates. While a major U. S.

corporation can take its pick of money from banks, pension trusts,

etc, its smaller competitor must plea and pray to get a loan at a

higher rate from its local bank. It is not uncommon today to hear

of 18-20% interest rates for small businesses. They don't have the

bargaining power in negotiating capital purchases or in negotiating

financial arrangements. Since small business is traditionally very

competitive, they don't make sufficient profits to provide adequate

investment revenue either.

The many competitive disadvantages are major factors in the

continuing concentration of economic power in the U. S. It is revealed

dramatically in effective corporate tax rates. In 1974 for example,

taxes for manufacturing firms with over $1 billion in assets amounted

to 11.5% of their net worth. For firms between $50,000 and $100,000,

the effective rate was 30.1%, nearly three times the rate. Unless this

trend towards concentration is reversed, the economic power in this

country will continue its inexorable move to the major corporations.

The healthy entrepreneurial experiences of our parents and grandparents

will never again be experienced by our children or grandchildren.
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CHART 2

RELATIVE TAX

Size of Business
... Receipts

(x $1,000)

50 - 100

100 - 500

500 - 1,000

1,000 - 5,000

10,000 - 50,000

50,000 - 100,000

over 1,000,000

BURDENS, U. S.'MANUFACTURING CO

AND U. S. CORPORATIONS

Taxes as a Percentage of

All Manufacturing

Corporations

1969 1974

18.3 30.1

14.8 23.5

15.4 21.3

16.6 19.9

14.7 16.9

13.7 13.6

11.8 11.5

RPORATIONS

Net Worth

All U.S.
Corporations

1969 1974

10.5 13.3

12.4 16.7

12.6 16.2

12.6 15.0

10.2 11.8

8.9 9.4

11.6 10.4

SOURCE: U. S. Small Business Administration

RELATIVE TAX
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Clearly, the answer is to develop legislation that will

counter the unfair competitive disadvantage small business now

faces in raising capital. We are not suggesting that the big

businesses in this country do not need additional incentives to

increase their rate of capital investment. They should not be denied

additional incentives. What we are saying is that presently the

lowest rate of capital investment is in the small businesses in

this country. Apart from the value of preserving this institution,

the best way of increasing the rate of U. S. capital investment is

to encourage a significant increase in investment by the small

business community. It is not an insignificant fringe benefit that

small firms produce 24 times the innovations of large firms per dollar

and create 2/3 of all new jobs in our economy, according to Neal Smith,

chairman of the House Small Business Committee.
1

Gentlemen, we were initially very encouraged when we were

approached by the U. S. Chamber of Commerce et al., earlier this

year with a summary of a tax proposal later to be introduced as 8 1435

and HR 4646. We were a little bit disturbed when we were asked to

give our immediate support for a very brief summary without being

provided a copy of the proposed language.

When we finally did get the language and evaluated it, we realized

what was happening. To put it bluntly, the small business community

was being taken for a ride on a piece of legislation authored by

representatives of the major corporate powers in this country.

quoted fo- m a-National Science Foundation study
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Assuming all businesses increase investment atAsome rate as a result

of S 1435, one-tenth of one percent of the companies in

the U. S. would get 60% of the benefits. All the small businesses in

the U. S., 98.7% of the total companies, would receive less than 25%.

But this is an optimistic assumption for small businesses never have

had the access to capital that big business has enjoyed. More

realistically, the nation's 4 million small businesses, 99% of all U.S.

enterprises, would probably end up with less than 20% of the benefits.

Maybe much leos. (See chart, page 9).

Clearly this is unfair. It would be difficult to write a tax bill.

better designed to speed the extinction of small businesses. It would

mean more expansion of big business into all facets of the small

business community. The small shoe store owner, the independent grocer,

,and all the other independent retailers would find themselves surrounded

by retail chains opened up or expanded as a result of S 1435. It would

mean the same thing in our industry. Economic sJtudies show that the

independent tool and die shops can presently produce tooling for major

clients cheaper than they can do it themselves.1 But this bill would

mean new captive tool shops in most major corporations, destroying our

healthy and competitive small business industry.

1The Tool and Die Industry Problems and Prospects, Michigan Business

Reports, University of Michigan, 1975.



331

% DEPRECIATION AND AMORTIZATION
I Distribution BY ASSET SIZE 1975

100 --- _gf FIrmS.
1,882 0.1 Total Assets

2J144.' 0.1
3,068 0.2

5,567 0.3

80

0.6

60

so

98.7

40

1,998,771 firms

•30 
1

20

10

2,023,647 0.7% of firms receive 71.4% of benefits

56-073 0 - 80 - 22

llpf it - 100
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Its costs are clearly too high anyway. Estimates abound but the

most recent by the Library of Congress predicts a $15-85 billed.

revenue loss during the bills seventh year. We haven't seen all the

figures but they could easily total $300 billion over seven years after

phase in. On top of getting few of the benefits, small businesses would

be hurt the most by the resulting inflation.

There is a solution that's fair to small business, fair to big

business, and which would reduce the revenue loss to levels acceptable

to the Congress and appropriate for the economy. The solution is to

use ceilings or caps on the amounts of depreciation which can be taken

annually. Amounts in excess would be depreciated under the current

schedule. The caps could be adjusted to produce the revenue loss

most appropriate to the economic and legislative environment at the

time of enactment. Large and small companies would get the same

benefits. Small companies v ould have to deal with one depreciation

schedule only. The large companies would utilize the full benefits.

They are sophisticated enough to deal with two depreciation schedules.

Such an approach to the control of revenue costs is neither new nor

unique. 5 110, introduced by Senator Nelson, provides straight line

depreciation over 36 months on business property and includes a

$25,000 cap. It's a good bill and the revenue loss it would create

would be modest. Such a proposal is the product of a realistic man

and the Senator should be praised for his Initiative.
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We also suggest several other changes! The phase-in offered in

S 1435 is similar and in many ways as complex as the A.D.R., a tax

technique not often used by small business due to its complexity.

This would make it difficult for small businesses to use the proposed

benefits anyway. If the cost of 8 1435 were reduced to a reasonable

level, a phase-in would not be necessary.

Another simplification would be to use a four year accelerated

depreciation schedule for all machinery, equipment, furnishings, autos

and light trucks. This, combined with a 10% investment tax credit,

would be simpler and provide improved benefits for all. It eliminates

an additional schedule and 'one of'two investment tax credit rates.

Our "10-4" approach is fair to all and offers several other advantages

as well. First of all, it would focus the help on the segment of

American business that needs additional capital investment the most.

Thus the increases in small business capital investment would greatly

increase the average rate for the entire country. Secondly, the

benefits would go to the segment of the business community which

creates the jobs. A study done by the House Committee on Small Business

even surprised us when the results showed small business creates 66 new

jobs for every new job created by big business.1  That's a 66 to 1

ratio. Despite their small share of the U. S. economic pie, small

2businesses still create 2/3 of all new jobs in the U. S. And new

jobs mean lower unemployment and more tax revenue.

FiFure ,f Small Business in America, Committee on Small Business, U. S.
House of Representatives, November 9, 1978, p.8

2U. S. Department of Commerce.
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Third, small business is the country's innovator. The National

Science Foundation revealed that while 31 large firms spend an astounding

60% of all U. S. research expenditures, small firms produce 24 times
1

more innovations per R & D dollar expended. Those innovations mean

new products for this country and/or greater productivity.

What is the cost of our suggestion? That is up to you. You can

make them anything you want by setting the ceiling. Obviously, the costs

would have to be much less than those of S 1435. Once there is some

consensus of the true cost of that proposal, you can begin there.

But take for example an assumption where the phased-in cost of S 1435

has a cost of $30 billion at the end of its phase-in, which probably

is conservative. Let's say you allowed $1 million of depreciation

under the accelerated schedule. Not many businesses under $10 million

in assets invest $1 million per year. In 1975, firms of under $10

million in assets accounted for only 24.9% of total business assets

although they comprise 98.7% of all U. S. businesses.

Since the depreciation is directly related to assets, you would be

talking about reducing the cost of S 1435 by 3/4 to about $7.5 billion

dollars. This figure is a much more realistic revenue loss for this

committee, the rest of Congress and the Administration. You are giving

98.7% of the business community more benefits than they can use and the

remaining 1.3% a very generous and beneficial incentive.

National Science Foundation, as quoted by Congressman John J. LaFalce,
October 12, 1979 (Release from House Committee on Small Business).
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We think we are being realistic. We have made our suggestions

before, going back to the week before the first bill was introduced.

Our comments were well received by the House Small Business Subcommittee

on Access to Equity Capital and Business Opportunities, chaired by

Representative Henry J. Nowak of New York. It is our understanding

that the Chairman is putting together a committee report which will

investigate in depth the many problems small businesses have in the

capital formation process and specifically with depreciation.

If Congress and organizations are truly interested in the future

of small business in America, we think that it would be in everyone's

interest to work out a solution amenable to all.

Thank you.
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The position paper -- Capital Investment Recovery -- is supported,
as of this date, by 46 members of the Small Business Legislative
Council:

American Association of Nurserymen
Washington, D.C.

American Textile Machinery Association
Washington, D.C.

Association of Independent Corrugated
Converters
Washington, D.C.

Association of Physical Fitness
Centers
Bethesda, Maryland

Automotive Warehouse Distributors
Association
Kansas City, Missouri

Building Service Contractors
Association
McLean, Virginia

Christian Booksellers Association
Colorado Springs, Colorado

Eastern Manufacturers & Importers
Exhibit, Inc.
New York, New York

Direct Selling Association
Washington, D.C.

Electronic Representatives Association
Chicago, Illinois

International Business Association
of Michigan
Kalamazoo, Michigan

Independent Business Association
of Washington
Bellevue, Washington

Independent Sewing Machine Dealers
of America, Inc.
Hilliard, Ohio

Institute of Certified Business
Counselors
Lafayette, California

International Franchise Association
Washington, D.C.

Local and Short Haul Carriers
National Conference
Washington, D.C.

Manufacturers Agents National
'Association
Irvine, California

Menswear Retailers of America
Washington, D.C.

National Association of Brick
Distributors
McLean, Virginia

'Of the NadorW Sna Buessim AumW
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National Association of Floor
Covering Distributors
Chicago, Illinois

National Association of Plastics
Distributors
Jaffrey Center, New Hampshire

National Association of Plastic
Fabricators
Washington, D.C.

National Association of Retail Druggists
Washington, D.C.

National Beer Wholesalers Association
of Aiierica, Inc.
Falls Church, Virginia

National Burglar & Fire Alarm
Association
Washington, D.C.

National Candy Wholesalers
Association, Inc.
Washington, D.C.

National Coffee Service Association
Chicago, Illinois

National Concrete Masonry Association
Herndon, Virginia

National Electrical Contractors
Association, Inc.
Washington, D.C.

National Honte Furnishings Association
Washington, D.C.

National Home.lImprovement Council
Washington, D.C.-

National Independent Dairies Association
Washington, D.C.

National Office machine Dealers
Association, Inc.
Zanesville, Ohio

-National Office Products Association
Alexandria, Virginia

National Parking Association
Washington, D.C.

National Patent Council
Arlington, Virginia

National Pest Control Association
Vienna, Virginia

National Precast Concrete Association
Indianapolis, Indiana

National Small Business Association
Washington, D.C.

National Society of Public Accountants
Washington, D.C.

National Tire Dealers and Retreaders
Association
Washington, D.C.

National Tool, Die and Precision
Machining Association
Washington, D.C.

National Tour Brokers Association
Lexington, Kentucky

National Wine Distributors Association
Chicago, Illinois

Power & Communication Contractors
Association
Washington, D.C.

Sheet Metal & Air Conditioning
Contractors' National Association
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CAPITAL INVESThENT RECOVERY

Small business has seen its role in the U.S. econoWy dwindle for
decades. Much of the reason for its decline lies in its inability to get
the capital to be able to compeLe with large business In this country.
The corporate giants, meanwhile, have access to the capital they need at
the lowest available rates. They continue to increase their share of the
Gross National Product at the expense of small business.

This competitive country must redirect its economic structure to return
to the principles of private enterprise upon which it was founded. At the
rate we are going there will soon be no small business in America. The
American dream of starting one's own business and making it a success will
be nothing more than a drea:T. Nu one man or woman will be able to come close
to competing with the major corporations.

The U.S. Congress can help restore the American dream by passing legis-
lation facilitating the recovery of capital. But it must be of genuine help
fur the small business and not a tool for big business to continue to take
over and freeze out small business as it has been doing for years. The
corporate giants, with their easy access to capital at the lowest rates,
would use any legislation to accelerate expansion to the disadvantage of
small business if there is not a ceiling on the benefits. The small retailer
would get little joy from his newly won benefits if he found a major corporate
chain was using them to open a sture next door. This would happen without a
ceiling. The small manufacturer would find the same thing. Whatever he was
able to invest in new productive equipment would be more than matched by the
well-heeled giant that had been running him out of business anyway. In some
industries, major corporations who presently subcontract would find it a
greater advantage to manufacture themselves should legislation without a
ceiling be passed.

Any tax bill accelerating depreciation should provide a 10% investment
tax credit for all equipment, machineryU, and furnishings. "It would allow
them to be depreciated over four years. This type of capital investment
could be depreciated as much as four or five times faster than presently
allowed. These breaks would be targeted to small busirmiss by limiting to
$1 million the amount of total investment in equipment, machinery and
furnishings upon which accelerated depreciation would be allowed.

Buildings and fixtures would also be depreciated much faster. These
types of Investments could be written off in 10 years. This type of invest-
ment could be depreciated as much as six times faster than under present
rules. This brcak would also be targeted to small business by limiting to
$1 million per year the amount of investment in buildings and fixtures upon
which accelerated depreciation would be allowed.
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Over 97-1/2% of all U.S. companies would be able to use this legis-
lation to full advantage. Most of the remaining 2-1/2% of companies,
which account for 79% of the investment in this country, could use it up
to the ceiling amounts. Thus this bill both would help small business
and significantly reduce the revenue loss that would occur if there were no
ceilings on benefits. -

RESOLVED

Incredsed capital Investment by small business is essential if this
basic Ainerican Institution Is to survive and prosper. SBLC endorses
legislation that will encourage increased capital investment by small busi-
nesses. The combined effect of more rapid depreciation and increased invest-
ment tax credit will assure small business a greater return on its investment
in such capital, thereby making siall business more profitable, and better
able to compete In all markets.
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STATEMENT
on

S.1435--"CAPITAL COST RECOVERY ACT 01 1979"
before the

SUBCOmITEE ON TAXATION AND DEBT MANAGEENT
of the

SENATE COMITTEE ON FINHNCE
for the

CHAMBER OF CORNER CE OF THE UNITED STATES
by

Edvin S. Cohen
October 22, 1979

My name is Edvin S. Cohen. I am a member of the Board of Directors
and Chairman of the Taxation Committee of the Chamber of Comerce of the

United States, on whose behalf I am appearing today. I am a member of the
law firm of Covington 6 Burling, of Washington, D.C., and I am accompanied
today by Christine L. Vaughn, Director, and Kenneth D. Simonson, Tax Economist,

of the Chamber's Tax Policy Center.

The Chamber of Commerce of the United States is the world's largest

business federation, comprised of more than 85,000 business firms, 2,600
chambers of commerce in the United States and abroad, and 1,280 trade and
professional associations. Small business is heavily represented in our

membership. In fact, approximately 80 percent of our business members have

fewer than 100 employees.

On behalf of the Chamber's 89,000 business and trade association
members, we welcome this opportunity to express our support for S.1435, the

"Capital Cost Recovery Act of 1979."

SUMMARY

The U.S. Chamber has long advocated tax changes to foster capital

formation, in the belief that an improved investment climate in this country

would increase productivity, create jobs, reduce inflation, and improve our

ability to compete for international markets. To encourage the modernization
and expansion of productive facilities in order to make American industry fully
competitive, the Chamber believes that the present depreciation provisions

should be replaced with an efficient, equitable and simple capital cost recovery

system.
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S.1435

The capital cost recovery system proposed in S.1435 has been designed

to respond to the needs of the entire business tomunity for depreciation

reform, and if adopted, will encourage economic growth and modernization through

increased capital investment and expanded employment opportunities.

The Capital Cost Recovery Act of 1979 will streamline sad simplify the

depreciation of buildings and equipment, by divorcing the recovery period for

capital assets from the concept of useful lives and by assigning assets to

three classes for depreciation over 10, 5, or 3 year periods. This "10-5-3"

proposal will provide more rapid capital recovery, and will substanitally

reduce the burden and expense of tax compliance by eliminating many complex

provisions of existing law. Key features of S.1435 are discussed in an appendix

to this statement.

THE NEED FOR DEPRECIATION REFORM

Liberalized depreciation will increase capital investment and improve

productivity. In addition, adopting a capital cost recovery system will

redress the significant understatement in present depreciation allowances

relative to the cost of replacing capital assets that has resulted from

inflation. Finally, simplifying present depreciation requirements will permit

small businesses to make greater use of accelerated cost recovery.

Capital Formation Needs

The 1979 Economic Reoort of the President states that in the years

ahead a strong rise in business fixed investment will be required to achieve

sustained economic growth and a decline in unemployment. Substantial growth

in our stock of capital will also be needed to expand our capacity to produce.

Only by devotLng a significant share of current production to replace, modernize,

and expand the stock of capital in this country can we hope to achieve adequate

growth in productivity.

But the growth of productivity has declined significantly in recent

years. According to the President's Co-incil of Economic Advisers, between 1948

and 1965 productivity growth in the private nonfarm sector averaged 2.6 percent
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per year. From 1965 to 1973, this rate declined to 2.0 percent, and since 1973

productivity growth has averaged less than one percent per year. In 1979,

productivity has actually fallen. A major factor influencing this slowdown has

been inadequate private investment.

Investment as a percent of gross domestic product (GDP) is lower in the

United States than in other industrialized countries. In Japan, for example,

investment averages 26.4 percent of GDP, while the U.S. percentage is a low

13.5. This is illustrated in the following table:

FIXED INVESTMENT AS A PERCENT oP

GROSS DOMESTIC PRODUCT, 1966-1970

Japan 26.4

West Germany 17.4

Canada 17.2

France 16.7

United Kingdom 14.9

United States 13.5

Source: 1979 Economic Report of the
President, p. 126

More rapid capital cost recovery under the "10-5-3" system will raise

the rate of return on investment in fixed assets and encourage more capital

formation. With more capital in place, American workers will become more

productive, raising the standard of living in this country and making American

business more competitive in world markets.

The Concept of "Useful Lives"

Our federal income tax system for many years has attempted to calculate

depreciation allowances for each taxpayer by permitting the cost or other basis

of-depreciable property to be written off over the estimated useful life of the

property. This has necessitated a determination, at the time an asset is

purchased or constructed, of the estimated useful life that it will have in the

hands of the taxpayer. There is obviously no way to determine in advance the

future length of life of buildings and equipment, and accordingly we have gone

through various methods of estimating those lives.
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At one time the Internal Revenue Service produced in Bulletin F a

list of 10,000 types of assets wtth a life for each that was ordinarily

acceptable to the Service, but Bulletin F soon became outmoded. Later, the

Service in 1962 reduced the number of categories substantially, grouping

assets by broad industry or by asset type, with "guideline lives" listed for

each category. The determination of u4eful life, however, could still depend

upon al; the facts and circumstances of the particular case. In 1971 the

Treasuy and the Service amended the income tax regulations to institute an

Asset Depreciation Range (ADR) system, which recognizes that the attempt to

predict the future useful life of property is difficult and uncertain, and

thus allows each taxpayer to choose a life that is within a range 20 percent

higher or 20 percent lower than a guideline life. The ADR system represents

a substantial improvement in depreciation, but one that is limited by the

fact that it was designed as a regulation interpreting an existing statute

that required depreciation to be measured by estimated useful life.

While ADR gives recognition to the obvious fact that future useful

life is extremely difficult to predict, it cannot, without a change in the

statute, eliminate the problems that necessarily flow from reliance on the

useful life concept. Useful life has been estimated by trying to collect

data as to past experience regarding the average length of time particular

industries have used their assets and then assuming this experience will

continue in the future. But changes in technology, in environmental

requirements, in competition from foreign countries, in availability of

raw materials and a myriad of other factors occur with an ever accelerating

pace, making the experience of the 1960's and 1970's an unreliable base

upon which to judge the future life of assets to be built or bought during

the 1980's. The federal income tax should take into account the substantial

possibility that useful lives in the future may, for a variety of reasons,

be shorter than they have been in the past.
r_

Effects of Inflation

Our existing depreciation rules permit write-off only of the actual

cost of an asset, and do not take into account rapidly increasing costs of

replacements. As plant and equipment wear out or become outmoded, they must

be replaced by new assets that inevitably are more expensive because of the

ravages of inflation. According to Department of Commerce estimates,
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depreciation allowances for all fixed assets except residential structures were

over $16 billion short of replacement costs in 1977, and $19 billion short ,in

1978. Private economists place the disparity much higher. Dr. Martin Feldstein,

president of the National Bureau of Economic Research, Inc., has estimated that

the cumulative effect of inflation reduced the depreciation allowed to

corporations on existing plant and equipment by over $39 billion in 1977. While

some have suggested that an "indexing" system be applied to depreciation to

allow for inflation in replacement costs, indexing of depreciation involves

numerous difficulties, notably complexity in calculation, and especially so

for small business. Since depreciation is at best a rough approximation, a

far simpler approach is to adopt shorter lives as a means of allowing for the

factor of inflation.

The "10-5-3" approach of the pending -bill has the advantage of

eliminating the difficulties and controversies that have existed in the
continuing effort to predict future useful life. Because in general S.1435

will shorten lives that are presently in use, it will automatically make

allowances for the uncertainties that lie ahead in the 1980's and beyond.

The "10-5-3" approach will take into account the risks that are inherent in

the investment in plant and equipment so essential to our productivity and

to jobs. It will make allowance for the increased cost of replacement of

assets in an inflationary period. It will provide certainty as to the income

tax treatment of such investments, and will put American industry in a

better position to compete with industry.: in foreign countries, many of which

now have more liberal depreciation allowances.

Needs of Small Business

Of prime importance, the "10-5-3" system would achieve a major
simplification of depreciation calculations. This is a matter of great

significance, especially to small business. Moast small firms do not elect

to use the ADR system, which. they seem to find too complex to use. The

ADR system contains over 100 guideline class lives for assets (excluding
most real property), and imposes a number of formal accounting and reporting

requirements.

The Treasury Department estimates that while nearly 92 percent of

corporate taxpayers with depreciable assets of $1 billion or more elected ADR
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in 1974, only 0.36 percent with assets of $500,000 or less did so. Senator

Gaylord Nelson (D-Wis.), long an advocate of tax relief for small business,

has urged that

From the perspective of the swill businessman who must comply with
the law, wrestle with the regulations and fill out the forms, and
then justify everything to the audit afterstard, depreciation reform
is really an urgent necessity.

The Chamber concurs in Senator Nelson's assessment of the problems
facing small business in the determination of depreciation. Adoption of a
capital cost recovery system will make the accelerated methods and shorter
recovery periods built into the "10-5-3" approach available to all taxpayers.

This would redress the underdepreciation which presently occurs as a result
of the inability of small firms to use ADR. Capital cost recovery will be

simpler for small firms to use than present depreciation rules, even aside

from ADR, because the new system substitutes three asset classes, each with

a single recovery allowance, for the plethora of classes, accelerated and

straight-line methods, and computation of salvage value required under present

law.

CONCLUSION

We commend the members of this Subcommittee for their willingness

to consider a major overhaul of our depreciation laws. The adoption of a
capital cost recovery system such as that contained in S.1435 will stimulate

capital formation, increase productivity, and simplify the operation of the

system, especially for small business. We urge its prompt adoption.
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APPENDIX

FEATURES OF S.1435

The proposed Capital Cost Recovery Act (CCRA) viii streamline and

simplify the depreciation of buildings and equipment. It will provide

more rapid capital recovery, and will substantially reduce the burden and

expense of tax compliance by eliminating many complex provisions of existing

law.

CCRA divorces the recovery period for capital assets from the con-

cept of useful lives. Key features of this proposal are discussed below.

Classes of Assets

The capital cost recovery allowance which taxpayers would be
entitled to deduct each year varies among three classes of investment:

e Class I - Investments in buildings and their structural
components would be written off over 10 years.

e Class II - Investments in tangible property other than that in
Class I or Class III would have a 5 year write-off.
Equipment and machinery would be included in this class.

* Class III - Up to $100,000 per year of investments in automobiles,
taxis, and light-duty trucks would have a 3-year
write-off.

Coverage

The system would be mandatory for investment in assets eligible for

CCRA treatment. Intangible assets, residential rental property, and land would

not be covered. Taxpayers could elect to exclude (1) property subject to

special amortization provisions, such as pollution control facilities; (2)

property depreciated using special methods not expressed in terms of years,

such as unit-of-production and retirement-replacement methods; and (3) lease-

hold improvements properly depreciated over the term of the lease.

Amount of Allowance

Each year, taxpayers could elect to deduct all or any portion of the

following capital cost recovery allowances on their investments. These have

been calculated using accelerated method principles and a half-year convention.
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Capital Cost Recovery Table

Ownership Class of Investment
Year I II III
1 102 20Z 33%
2 18% 32% 45%
3 16% 24% 22%
4 14% 16X
5 12% 8%
6 102
7 82
8 6%
9 4%

10 22
1002 - 1002

The percentages shown are taken against the original amount of investment.

Instead of maintaining complex depreciation schedules, taxpayers would
be able to quickly determine their capital cost recovery allowances by referring
to the table.

Carryover

The amount of any unused capital cost recovery allowance could be
carried forward and deducted in future years, at the taxpayer's discretion.

Investment Tax Credit (ITC)

Class II (5-year) property which qualifies for the credit under
current law would receive a full 10 percent investment tax credit, and Class III
(3-year) assets would get a 6 percent credit. Only those Class I (10-year)
assets eligible for the credit under existing law would receive a 10 percent ITC.

To the extent the property is not held for at least one year after
it is placed in service, the entire ITC would be recaptured. For Class III
property, two-thirds of the credit would be recaptured for property held less
than two years, with one-third recaptured for property held less than the full
three years. For Class I and II property, the recapture schedule would be as
follows:

Property Held Percentage ITC
Less Than: Recaptured:

2 years 802
3 years 602
4 years 402
5 years 202

Over 5 years M/

56-073 0 - 80 - 23
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Modified Placed-In-Service Rule

Under CCRA, an investment would qualify both for the capital cost

recovery allowance and the ITC at the earlier of (1) the date on which the

taxpayer actually makes a payment to acquire the property; or (2) the date

on which the property is placed in service.

This treatment will benefit taxpayers purchasing long lead-time property,

since the allowance and the ITC would no longer be delayed until the property

is placed in service, but instead would be available In the year in which funds

were expended to acquire the property.

For self-constructed property, a taxpayer could use the allowance and

the credit for the taxable year in which funds are properly chargeable to the

taxpayer's capital account.

Used Property

The CCRA would eliminate the distinction between new and used
property for purposes of the capital cost recovery allowance. The $100,000

limitation on used equipment for ITC purposes would be retained.

Salvage Value

Salvage value would be ignored in all CCRA computations, and salvage

would be accounted for only when realized. The treatment of both salvage
value and used property under CCRA would be of substantial benefit to small

business by removing an area of complexity that exists under present law.



849

THE FIRST YEAR CAPITAL RECOVERY SYSTEM

by

Alan J. Auerbach and Dale W. Jorgenson

The purpose of this paper is to present a new approach to capi-

tal recovery under U.S. tax law. This approach is based on recovery of

capital consumption during the year an asset is acquired. Accordingly,

we have described our proposal as the First Year Capital Recovery Sys-

tem or, more simply, the First Year System. In presenting the proposal

we begin with a review of principles for designing a system of capital

recovery. We then describe the First Year System. We compare this

System with three alternatives -- present tax law, a modification of pre-

sent law proposed under the "Tax Restructuring Act of 1979," and the

Conable-Jones or "10-5-3" system for capital recovery. We conclude by

discussing the implementation of the First Year System.

Acknowledgements: We wish to express our appreciation to Martin
Sullivan for very able research assistance and to Professor Otto
Eckstein for his kind permission to use the Data Resources Incor-
porated Quarterly Model in the simulations of the U.S. economy
reported below. However, any deficiencies in this paper are the
responsibilities of the authors.



350

2

1. Statement of the Problem.

The objective of a system for capital recovery is to permit tax-

payers to recover capital consumption as a cost of doing business. This

objective has been recognized as important from the beginning of income

taxation in the United States. Under current law taxpayers are permitted

to deduct depreciation as an expense in arriving at income for tax pur-

poses. Taxpayers are also allowed to reduce their tax liability by

means of an investment tax credit based on purchases of equipment.

As tax rates at corporate and personal levels have increased,

provisions for capital recovery under the tax code have become Increas-

ingly significant for economic policy. These provisions have an impor-

tant impact in stimulating or retarding capital formation. They also

affect the allocation of capital among different types of assets and

have an important role in linking capital formation to productivity

growth.

An ideal system for capital recovery would enable taxpayers to

recover economic depreciation on each asset they hold. Economic depre-

ciation is the decline in the value of an asset with age. Depreciation

can be measured by simply looking at the profile of asset prices corres-

ponding to assets of different ages at a given point of time. An ideal

system of capital recovery would permit taxpayers to deduct the decline

in the value of all their assets with age in arriving at taxable income.

Although it is a very straightforward matter to describe an ideal

system for capital recovery, such a system is difficult to implement.
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Normally, business expenses under the tax code are linked to actual pur-

chases of goods and services. The approach to capital recovery embodied

in U.S. tax law is based on the historical cost of an asset. This cost

is allocated over the useful life of the asset in accord with accounting

formulas.

In the absence of inflation an approach to capital recovery based

on historical cost has many advantages. Perhaps the most important

advantage is that capital consumption allowances, like other business

expenses, can be linked to actual purchases of assets. However, a capi-

tal recovery system based on historical cost fails to provide the neces-

sary link between capital consumption allowances and economic deprecia-

tion when there is inflation in the prices of assets.

With inflation the profile of prices corresponding to assets of

different ages rises over time due to increases in the prices of newly

produced assets. Even capital consumption allowances that accurately

reflect the profile of asset prices when the asset is originally acquired

rapidly fall behind economic depreciation as inflation takes place. As

a consequence, capital formation is substantially retarded. In addition,

the allocation of capital among different assets is distorted by the

differential impact of inflation on assets with different useful lives.

Since 1973 the U.S. economy has experienced rates of inflation

that far exceed those of any peacetime period in U.S. history. Capital

formation has stagnated and economic growth has slowed measurably. A

very important source of the slowdown in capital formation has been the

increasing divergence between economic depreciation and capital consumption
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allowances for tax purposes. The contribution of capital to produc-

tivity growth has been further diminished by growing misallocations of

capital due to distortions in capital recovery allowances under the tax

system.

In considering economic policies to stimulate U.S. economic

growth top priority should be given to the design of a new system for

capital recovery. Such a system should bring capital consumption

allowances into line with economic depreciation in order to stimulate

capital formation. It should also enhance the impact of capital forma-

tion on economic growth through insuring the efficient allocation of

capital.
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2. The First Year Capital Recovery System.

Our proposal for a new system for capital recovery under U.S.

tax law is to permit taxpayers to deduct the present value of economic

depreciation as an expense in arriving at income for tax purposes.

The deduction would be allowed in the year an asse- is acquired.

Accordingly, we refer to our system for capital recovery as the First

Year Capital Recovery System.

Like the present system for capital recovery, the First Year

Capital Recovery System is based on actual purchases of depreciable

plant and equipment. However, to avoid the deterioration in the Value

of capital consumption allowances with inflation, the present value of

economic depreciation is allowed as a deduction in the same year that

the asset is acquired. As a consequence, the capital consumption allow-

ances are unaffected by inflation or by variations in the rate at which

inflation takes place.

It is important to recognize that economic depreciation actually

occurs in the years after the asset is originally acquired. Future

economic depreciation must be discounted back to the present to arrive

at a present value of economic depreciation. For example, the present

value of one dollar's worth of investment in a long-lived asset such as

a manufacturing plant might be fifty cents, while the present value of

one dollar's worth of investment in a short-lived asset such as a pick-

up truck might be seventy-five cents.
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Under the First Year Capital Recovery System capital consumption

allowances would be described by a schedule of present values of economic

depreciation for one dollar's worth of investment in each class of

assets. We would propose to use about thirty classes of assets -- per-

haps ten types of-structures and twenty types of equipment. The whole

capital recovery system could then be described in terms of thirty nu'-

bers, giving the first-year capital recovery allowances for all classes

of assets.

The First Year Capital Recovery System would represent a vast

simpIfication of current tax law. Rather than choosing among a range

of asset lifetimes and a number of alternative depreciation formulas

for tax purposes, taxpayers would simply apply the first-year capital

recovery allowance to their purchases of depreciable plant and equip-

ment. No records of past purchases would be required to substantiate

capital consumption allowances taken in a given year.

Many assets are sold by taxpayers before the end of the useful

life of the assets. It is important to provide for capital recovery on

used assets in order to insure that the existing capital stock is

efficiently allocated. Under-existing tax law the purchase price for

an asset is reduced by the capital consumption allowances in arriving

at a basis for resale. If the actual proceeds from a sale exceed this

basis, the taxpayer is subject to tax on the difference.
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Under the First Year Capital Recovery System purchasers of used

assets would be permitted to deduct the present value of economic depre-

clation on the asset in the year the asset is acquired. Sellers of used

assets would be subject to ordinary income tax on the same amount; this

amount would always be less than the sales price of the asset. If pur-

chasers and sellers have the same marginal tax rates, there would be no

effect on government revenue resulting from transactions in used assets.
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3. Alternative Capital Recovery Systems.

The system for capital recovery embodied in current tax law is

the result of extended efforts to deal with the problem of inflation in

the value of assets. In 1954 a system of capital consumption allowances.

was adopted that permitted taxpayers to use accelerated formulas for

allocating capital recovery over the useful lifetime of an asset. Accel-

erated depreciation was adopted in response to the rapid Inflation in

prices of assets during the Second World War and the Korean War.

Between 1954 and 1962 lifetimes used in calculating capital con-

sumption allowances were gradually reduced. In 1962 a new set of guide-

line lifetimes was adopted for tax purposes. These guideline lifetimes

represented a further acceleration in capital recovery. In addition,

an investment tax credit for purchases of equipment was adopted in 1962.

The combination of the guideline lifetimes and the investment tax credit

resulted in a dramatic stimulus to capital formation. Business fixed

investment rose by forty percent over the four years from 1962 to 1966.

In the original legislation providing for the investment tax

credit, the credit was linked to capital recovery by reducing the basis

for calculating capital consumption allowances by the amount of the

credit. This feature of the investment tax credit, the so-called Long

Amendment, was repealed in 1964. As inflation rates began to rise in

the late 1960's pressure began to build to adjust lifetimes for tax

purposes to levels below the guidelines of 1962. In 1971 the Asset

Depreciation Range System was adopted, permitting taxpayers to reduce

lifetimes by as much as twenty percent.
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We can summarize these developments by saying that the current

system has developed through successive liberalization of depreciation

formulas and lifetimes for tax purposes and through the introduction

of the investment tax credit. These changes in the capital recovery

provisions of the tax code have been motivated by the need to bring

capital consumption allowances into line with economic depreciation.

However, double-digit inflation in the early'1970's has undercut the

effectiveness of the earlier reforms, so that revision of the capital

recovery provisions of the. tax code is again under serious consi-

deration.

The most widely discussed current proposal for reform of capital

recovery is the Conable-Jones bill, which embodies the "10-5-3" system

of capital recovery. Under this bill structures would be written off

in ten years, long-lived equipment wouldbe written off in five years,

and short-lived equipment would be written off in three years. The

present investment tax credit for equipment would be retained. The

Conable-Jones bill would simultaneously simplify and liberalize the

capital recovery provisions of the current law.

Under the "Tax Restructuring Act of 1979" the statutory rate of

the corporate income tax would be reduced to thirty-six percent from the

current level of forty-six percent. Under a revised form of the Asset

Depreciation Range System, taxpayers would be permitted to reduce life-

times by as much as forty percent below the guideline levels of 1962.

Finally, the full investment tax credit would apply to assets with tax



358

10

times by as much as forty percent below-the guideline levels of

1962. Finally, the full investment tax credit would apply to

assets with tax lifetimes greater than five years9 rather than

greater than seven years under current law. Sixty percent of

the investment tax credit would apply to assets with tax life-

times greater than three but less than five years. Under current

law two-thirds of the investment tax credit can be applied to

assets with lifetimes for tax purposes equal to five or six

years and one-third can be applied for assets with lifetimes

equal to three or four years.

To compare the First Year Capital Recovery System with

existing law, with the Conable-Jones bill, and with the "Tax

Restructuring Act of 1979," we have compared the impact of these

systems on five representative classes of assets. The asset

classes are described in detail in Table 1. For each asset we

have given the economic lifetime employed by the Bureau of

Economic Analysis in estimating capital consumption allowances

in the U.S. National Income and Product Accounts, the tax life-

time embodied in current law, and the economic depreciation

rate as calculated in a comprehensive study for the Department

of the Treasury by Charles Hulten and Frank Wykoff. We also

give the proportion of nonresidential fixed investment in 1974

for each asset class. Together these five assets accounted for

about a third of investment in that year.
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To analyze the impact of changes in capital recovery provisions

of the tax law over the postwar period, we have calculated the effec-

tive tax rate for each class of assets in Table 1. Effective tax rates

represent that fraction of each project's gross income which goes toward

corporate taxes. Since Such rates may vary from year to year, our figure

represents the average tax rate faced by a new asset over its lifetime.

To calculate an effective tax rate we first calculate the gross rate of

return that a particular investment would have if the corporate tax rate

were zero and there were no investment tax credit. We then calculate

the net rate of return, taking account of corporate taxes and adjusting

for depreciation deductions and the investment tax credit. We subtract

the net rate of return from the gross rate of return and divide this

difference by the gross rate to find the proportion of the gross return

paid in taxes.

To assess the impact of the tax law prevailing in each year from

1952 to 1979 on capital recovery we present effective tax rates for all five

classes of assets for each year in Table 2. For purposes of comparison

we also give the statutory rate on corporate income in each year. Under

an Ideal system for capital recovery the effective tax rates would be

equal to the statutory rates for all assets. The first conclusion to



TABLE 1:

ASSETS AND THEIR CHARACTERISTICS

Asset Class

Construction
Hachinery (CK)

General Industrial
Equipment (GIE)

Trucks, Buses and
Trailers (TBT)

Industrial
Buildings (IB)

Comercial
Buildings (CB)

Economic
Lifetime

1

Equirment 9.0

Equipment 14.0

Equipment 6.8

Structures 27.0

Structures 36.0 -

Tax
Lifetime2

5.5 (7.0 )

8.6

5.5. (7.0*)

23.8

31.8

Economic Lifetimes are lives used
Income and Prvi-uct Accounts.

in estimating capital consumption allowances in the U.S. National

2. Tax Lifetimes equal guideline lives for structures and eighty percent of guideline lives for equip-
ment, as permitted under current law (*except where a lengthening of tax lifetime is preferred to
obtain a full investment tax credit).

3. Economic Depreciation Rates are annual rates of decline in asset value with age, as estimated by
Hulten and Wykoff.

Economic
Depreciation

Rate

.172

Percentage
of 1974

Investment

2.8

Notes:

.122

.254

.036

4.4

9.0

5.2

. .025 11.0

I--ro
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TABLE 2:•

EFFECTIVE TAX RATES SINCE 1952

GIE TBT IB

.59

.59
.60
.60
.57
.57
.57
.58
.58
.57
.43
.43
.34
.29
.38
.40
.38
.56
.44
.37
.37
.40
.44
.36
.37
.39
.39
.35

.65

.65

.66

.66

.62

.62

.62

.63

.63

.62

.49

.49

.38

.34

.43

.45

.43

.61

.51

.42

.43

.47

.51

.40

.42

.45
.44
.39

CB

.51
.51

.52

.52

.49

.49

.50

.50

.51

.50

.49

.49

.48

.45

.46

.47

.48
.52
.53
.53
.53
.54
.55
.56
.56
.56
.56
.54

.51

.51

.52

.52

.49

.49

.50

.50

.50

.50

.49

.49

.48

.45

.46

.47

.48

.51

.52

.52

.52

.53

.54

.54

.54

.55

.55

.53

relevant inflation
past inflation

Year

1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979

Statutory
Tax Rate

.52

.52
.52
.52
.52
.52
.52
.52
.52
.52
.52
.52
.52
.48
.48
.48
.48
.48
.48
.48
.48
.48
.48
.48
.48
.48
.48
.46

C5

.57

.57

.58

.58

.54

.54
.54
.55
.56
.54
.41
.40
.31
.26
.35
.37
.35
.53
.43
.35
.35
.39
.43
.33
.34
.37
.36
.32

Note: Assumes real discount rate to be four percent and
rate to be unweighted five-year moving average of
rates.
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be drawn from Table 2 is that effective tax rates have varied widely

among assets and over time, depending on the provisions.of the tax code

and the rate of inflation.

Before 1954 effective tax rates for structures were in line with

the statutory rate on corporate income of fifty-two percent. However,

effective tax rates fot equipment far exceeded the statutory rates.

While effective tax rates for both structures and equipment were reduced

by the adoption of accelerated depreciation in 1954, effective tax rates

for equipment remained above statutory rates until the adoption of the

guideline lifetimes and the investment tax credit in 1962. With the

repeal of the Long Amendment in 1964 there was a further reduction in

the effective tax rates on equipment to levels well below the statutory

rate.

As the pace of inflation quickened during the late 1960's the

effective tax rates on equipment rose gradually; repeal of the invest-

ment tax credit in 1969 raised effective tax rates to levels comparable

to those that had prevailed before 1962. Similarly, inflation and

restriction of accelerated depreciation on structures to the 150 per-

cent decliqing method after 1966 resulted in increases in the effec-

tive tax rates for structures to levels that exceeded those that pre-

vailed before 1954. For equipment reinstitution of the investment tax

credit in 1970, adoption of the Asset Depreciation Range system in 1971,

and the increase in the rate of the credit from seven to ten percent

resulted in effective tax rates well below the statutory rate, even in

the face of double-digit inflation in 1973 and again in 1979.

I'
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In Table 3 we present a comparison of effective tax rates for

each of the five classes of assets listed in Table I for the current

tax law, the Conable-Jones system, and the First Year Capital Recovery

System. For the first two systems the effective tax rates depend on

the rate of inflation, so that we have calculated effective tax rates

for inflation rates, denoted n in Table 3, of six and twelve percent.

The effective tax rate under the First Year Capital Recovery System

is equal to the statutory rate and is unaffected by the rate of infla-

tion.

The current tax law imposes a greater tax burden on structures

than equipment; under this law inflation results in a heavier tax

burden on all assets. Since incentives to purchase equipment are

greater than incentives to purchase structures under current law, the

allocation of the capital stock is biased toward equipment. More

output could be produced from the existing capital stock by shifting

its composition away from equipment and toward structures.

The most striking feature of the Conable-Jones proposal is that

effective tax rates are reduced substantially for all assets; in fact,

under either six or twelve percent rates of inflation the effective

tax rates under the Conable-Jones bill fall below the statutory rate

of forty-six percent. However, the Conable-Jones proposal has the

undesirable feature that for a moderate inflation rate, like six per-

cent, the combined effect of greatly accelerated depreciation and the



TABLE 3:

EFFECTIVE TAX RATES UNDER CURRENT AND ALTERNATIVE SYSTEMS OF CAPITAL RECOVERY

Current System

R - .06 a - .12

Conable-Jones

I- .06 - .12

Tax Restructuring

IT - .06 f - .12

Construction
Machinery (04)

General Industrial
Equipment (GIE)

Trucks, Busses and
Trailers (TST)

Industrial
Buildings (I)

Commercial
Buildings (CB)

.06 .34 -. 23 .16 -. 44 . -. 06 .46

.16 .36 -. 17 .13 -. 16 .07 .46 -

.09 .42 .22 .45 -. 72 -. 09 .46

.49 .53 .36 .43 .33 .43 .46

.48 .51 .32 .39 .38 .41 .46

Notes:

1. The Inflation rate i denoted n. The real discount rate is assumed to be four percent.

2. "Current System" assumes adoption of the double-declining balance method (equipment) or 150 percent
declining balance method (structures). with optimal svitchover to straight-line, plus a ten percent
investment tax credit on equipment.

3. "Conable-Jones" assumes tax lives of 5 years (equipment) or 10 years (structures) plus a ten percent
investment tax credit on equipment.

4. rax Restructuring! assumes a statutory tax rate of thirty-six percent and adoption of the eouble-decdlniun
balance method (equipment) with shorter lifetimes and 150 percent declining balance method (structures).
with optimal svitchover to straight-line, plus a ten percent investment tax credit on equipment.

5. "First Year" allows firms a one-time deduction, equal to the present value of deprociatton
allowances.

Asset Class First Year
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and the investment tax credit will produce negative tax rates 'or con-

struction machinery and general industrial equipment. In effect, the

government would pay taxpayers to hold these assets rather than taxing

income produced by the assets.

Another important effect of the Conable-Jones proposal is that

it would widen rather than narrow the substantial differentials in

effective tax rates among classes of assets under present law. In addi-

tion, the rates would be made more rather than less sensitive to varia-

tions in the rate of inflation. Both of these impacts of the Conable-

Jones proposal would result in greater gaps between capital consumption

allowances and economic depreciation than under present law. The result

would be to increase the present misallocations of the capital stock.

Like the Conable-Jones Bill, the "Tax Restructuring Act of 1979"

would reduce effective tax rates for all assets, however, it would not

result in effective tax rates for all assets below the statutory rate

of thirty-six percent. The combined effect of more rapid depreciation,

a more generous investment tax credit, and a reduction in the statutory

tax rate will produce negative tax rates for construction achiner and

trucks, buses, and trailers even with double-digit inflation at the

rate of twelve percent. Under a more moderate inflation rate of six

percent these provisions would result in negative effective tax rates

for general industrial equipment.
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Again like the Conable-Jones Bill, the "Tax Restructuring Act of

1979" would widen rather than narrow the differentials in effective tax

rates for equipment would plunet with the government actually paying

taxpayers to hold trucks, buses, and trailers at the healthy rate of

seventy-two percent per year at a rate of inflation of six percent.

Effective tax rates on structures would remain positive and higher than

statutory rates under either six or twelve percent inflation rates. The

consequence of the resulting gaps between capital consumption allowances

and economic depreciation would be to increase the present misalloca-

tions of the capital stock.

Our overall conclusion is that the present systet for capital

consumption results in very sizeable distortions of economic depreciation.

The size of the distortions depends on the rate of inflation, so that

inflation undercuts incentives for capital formation and results in

serious misallocations of the capital stock. These misallocations

blunt the impact of capital formation in contributing to higher produc-

tivity and to economic growth.

The Conable-Jones proposal would provide a substantial stimulus

to capital formation. However, much of the impact of the higher rate

of capital formation would be dissipated through misallocations of the

resulting capital stock. This misallocation would be much more serious

than under the existing tax law, resulting in subsidies rather than



367

19

taxes on some types of assets under moderate rates of inflation. These

subsidies would grow dramatically undee-l16 rates of inflation.

The "Tax Restructuring Act of 1979" would, like the Conable-Jones

Bill, provide a substantial stimulus to capital formation. Again like

the Conable-Jones proposal, much of the impact of higher capital forma-

tion would be dissipated by misallocation of the resulting capital stock.

The misallocation would be much greater than under existing tax law and

even more serious than under the Conable-Jones Bill. In effect, tax-

payers would be subsidized to hold equipment and would be taxed only on

their holdings of structures under moderate rates of inflation.

The First Year Capital Recovery System is a direct attack on

the problem confronting tax policy makers, namely, to design a sys-

tem of capital recovery that can cope with high, moderate, and low

rates of inflation without the distortions resulting from the current

system. While the First Year System would provide substantial stimulus

to capital formation, it would also contribute to improving the allo-

cation of capital. The System would enhance rather than dissipate

the impact of a higher rate of capital formation on productivity and

economic growth.
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4. Implementation.

With the current emphasis on reducing the Federal deficit as a~means

of combating inflation, a very important issue in tax reform is the impact

of any proposed change on the budget. To assess the macroeconomic impact

of adoption on the First Year Capital Recovery System and the impact of

this System on Federal revenue, we have simulated the U.S. economy under

the assumption that the System is adopted for tax years beginning in 1980.

We have assumed that the Federal Reserve will not adjust monetary policy

to accomodate a revenue loss, so that any shortfall will result in the

creation of additional government debt.

Even if the First Year Capital Recovery System is permitted for

tax years beginning in 1980, time will be required for taxpayers to adopt

the new System. On the basis of the patterns of adoption observed fol-

lowing the liberalization of depreciation formulas in 1954, we have

assumed that the new System will be implemented gradually over

several quarters. Finally, we have assumed that whether or not the

new System is implemented, the windfall profits tax will be adopted

in 1980 and there will be a rollback of the payroll tax in 1981.

The results of our simulation of the U.S. economy from 1980 to

1984 with and without adoption of the First Year Capital Recovery System

are presented in Table 4. In these simulations we have employed the

Data Resources Incorporated (DRI) Quarterly Econometric Model of the

U.S. Economy. In Table 4 the Base Line simulation, denoted B in Table 4,
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TABLE 4:

IMPACT OF THE FIRST YEAR CAPITAL RECOVERY SYSTEM

80 802 8003 90:4 81sl 81:2

--- 6NP72: Real Gross National Product
A 1410.4 1411.9 1427.9 1447.0 1467.5 1498.2
B 1411.1 1414.3 1424.9 1438.6 1453.7 1467.1
D -0.7 -2.4 2.9 8.4 13.9 21.1
% -0.0 -0.2 0.2 0.6 1.0 1.4

81:3 89s4 92:1 82:2

1509.5
1481.9

27.6
1.9

--- IPDENR72: Real Investment in Producers Durable
A 98.3 97.9 99.1 100.6 102.3 104.0 106.0
B 98.8 98.4 98.9 99.5 100.4 101.2 102.3
D -0.5 -0.5 0.3 .1.0 1.9 2.7 3.7

1526.9
1494.4

32.5
2.2

1536.3
1499.6

36.6
2.4

Equipment
108.3 109.0
103.5 103.0

4.8 6.0

1541.5
1502.2

39.2
2.6

109.6
102.1

7.5
X -0.5 -0.5 0.3 1.0 1.9 2.7 3.6 4.6 5.8 7.3

ICNR72:
46.7
46.7
-0.0
-0.0

Real
46.7
46.3

0.4
0.9

Investment in
47.3 48.3
46.4 46.6
0.9 1.6
1.9 3.5

IFIXR72: Real'Investment in
51.9 51.6 53.8 57.3
52.0 51.7 52.9 55.0
-0.1 -0.1 0.9 2.3
-0.2 -0.2 1.7 4.2

Nonresidential Structures
49.8 51.5 53.4 55.1
47.1 47.5 48.0 48.4
2.7 4.0 5.4 6.7
5.7 8.5 11.2 13.8

Residential Structu
61.3 65.2 68.2
57.2 59.2 60.6
4.1 6.0 7.6
7.1 10.1 12.5

56.4 57.2
48.6 48.4
7.8 8.8

16.1 18.2

69.9 70.2 69.5
61.3 60.? 60.2
8.6 9.4 9.3

14.1 15.4 15.5

RU: Unemployment Rate
6.8 7.1 7.2 7.2 7.0 6.8 6.6 6.4 6.2
6.8 7.1 7.2 7.3 7.2 7.2 7.1 7.0 7.0
0.0 0.0 -0.0 -0.1 -0.2 -0.3 -0.5 -:0.6 -0.7
0.1 0.4 -0.1 -1.1 -2.5 -4.4 -6.5 -8.6 -10.3

RPGNP I
8.4
8.4
0.0
0.1

Rate
8.4
8.4
0.0
0.0

of Growth, GNP
8.4 9.2
8.5 9.1

-0.2 0.1
-1.8 0.8

--- DEF6F : Federal Deficit
-40.9
-33.7
-7.2
21.3

-45.9
-36.1
-9.8
27.1

Deflator
8.8 9.1
8.7 8.7
0.1 0.4
1.5 4.6

-50.7 -47.4 -36.9
-41.4 -39.0 -30.3
-9.2 -8.4 -6.6
22.3 21.6 21.6

9.2
8.6
0.6
6.8

-27.5 -24.5
-24.3 -24.7
-3.2 0.2
13.1 -0.7

9.7
9.0
0.7
8.0

6.2
7.0

-0.8
-11.6

8.7 8.3
7.9 7.6
0.8 0.17

10.0 9.4

-18.5 -17.2
-21.2 -21.9

2.7 4.7
-12.5 -21.6

-22.0
-27)85.8

-21.0

A
B
D

A
B
Dx

A
B
D

A
B
U
x

A
9
Dz
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823 82:4 8311 83:2 83:3 3,4 84.1 842 843 84:4

--- 8NP72: Real
A 1550.0 1557.5
B 1510.3 1519.4
D 39.6 38.1
x 2.6 2.5

A
B
D
2

Gross National Product
1568.5 1583.1 1600.8 1621.2
1533.0 1550.4 1570.5 1592.3
35.5 32.7 30.3 28.9
2.3 2.1 1.9 1.8

IPDENR72 : Real Investment
109,7 110.0 111.4 113.2
101.4 101.2 102.4 104.1

8.3 8.8 9.0 9.2
8.2 8.7 8.9 8.8

in Producers
115.5 118.4
106.2 109.0

9.3 9.5
8.8 8.7

1644.4
1615.7

28.7
1.8

1668.4
1638.7

29.7
1.8

1692.6
1660.8

31.8
1.9

Durable Equipment
121.9 125.6 129.6
112.1 115.5 118.8

9.8 10.2 10.7
8.7 8.8 9.0

--- ICNR72: Real Investment In Nonresidential Structures
A 57.9 58.4 59.0 59.7 60.4 61.4 62.4
B 48.2 48.0 48.1 48.3 48.8 49.5 50.4
D 9.7 10.4 10.9 I1.4 11.7 11.9 12.0
Z 20.1 21.6 22.7 23.5 23.9 24.0 23.9

63.7 65.1 66.5
51.5 52.7 53.9
12.2 12.4 12.6
23.7 23.5 23.3

IFIXR72: Real
68.8 68.7
60.1 61.3
8.7 7.4

14.4 12.1

Investment in Residential
69.2 70.4 72.2 74.6
63.3 66.0 69.0 72.0
5.9 4.4 3.3 2.6
9.4 6.7 4.8 3.6

RU: Unemployment Rate
6.2 6.3 6.3 6.3
7.1 7.2 7.2 7.1

-0.9 -0.9 -0.9 -0.8
-12.3 -12.4 -12.0 -11.3

RPGRF':
8.1
7.5
0.6
8.6

DEFGF:
-26.0
-30.8

4.9
-15.8

Rate of
8.5
8.0
0.5
6.6

Growth, GNP
7.8 7.7
7.3 7.3
0.4 0.4
6.1 5.1

Federal Deficit
-34.6 -34.8 -37.1
-36.4 -32.4 -30.0

1.8 -2.4 -7.1
-5.0 7.5 23.8

6.3
7.0
-0.7

-10.5

6.2 6.0 5.8 5.5 5.3
6.8 6.6 6.3 6.1 5.8

-0.7 -0.6 -0.6 -0.6 -0.6
-9.8 -9.3 -9.1 -9.2 -9.7

Deflator
7.7 8.3
7.3 8.0
0.3 0.3
4.6 4.0

-36.7
-24.7
-12.0
48.5

7.8
7.4
0.3
4.6

-38.0 -27.7
-21.6 -7.9
-16.4 -19.9

76.0 253.0

7.9
7.4
0.4
4.9

-21.6
0.8

-22.4

7.8
7.4
0.4
5.3

-14.5
9.5

-24.0
-253.3

8.4
8.0
0.4
5.0

-12.4
12.4

-24.8
-199.6

Notes:
.1. A: Simulation with adoption of the First Year Capital Recovery System,

based on TRENDLONG 09 79.

2. B: Simulation without adoption of the First Year Capital Recovery
System, based on TRENDLONX 09 79

3. D: A-B.

4. Z: D/B * 100.

1716.2
1681.1

35.1
2.1

133.3
121 .6
11.5
9.4

A
B
D
z

Structures
77.2 79.9
74.8 77.2
2.4 2.7
3.3 3.5

82.1 83.9
78.9 80.0
3.2 3.9
4.0 4.9

A
B
D

A
B

D
A
B
D
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(is the projected development of the U.S. economy without the First Year

Capital Recovery System. The Alternative simulation, denoted A in

Table 4, assumes that the new System is adopted. The difference between

the two simulations, denoted D, provides measures of the impact of the

new System. This difference is also given in percentage terms, denoted 2.

The First Year Capital Recovery System provides a very substan-

tial stimulus to capital formation. ithin four years after the adop-

tion of the new System, real investment in equipment has increased by

11.5 billion dollars and real investment in nonresidential structures

has increased by 12.6 billion dollars. The greater relative stimulus

to investment in structures is the result of removing the distortionsK
between capital consumption allowances and economic depreciation that

exist under current law. Although there is no specific incentive to

owner-occupied housing, investment in residential structures increases

moderately. In percentage terms the overall impact of the incentives

provided by the First Year System on capital spending is slightly less

than half the impact of the incentives adopted in 1962.

With substantial unemployment in prospect for 1980 and 1981,

the stimulus to investment provided by the First Year Capital Recovery

System results in an increase in real gross national product of almost

forty billion dollars by the third quarter of 1982. The unemploy-

ment rate in 1982 is reduced by almost a percentage point from

levels over seven percent that would prevail in the absence of sti-

mulus to capital formation. The increase in the rate of inflation,

as measured by the deflator of gross national product, would reach a
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peak of 0.8 percent per year in early 1982 and would decline rapidly

through the end of the period covered by our simulations.

The estimated revenue loss from adoption of the First Year Capi-

tal Recovery System would be about 8.6 billion dollars in 1980 and only

1.6 billion dollars in 1981. By 1982 the new System would provide suf-

ficient stimulus to generate a positive impact on revenue of 4.3 bil-

lion. The revenue loss would gradually rise to 9.5 billion in 1983 and

22.8 billion in 1984 as a strong recovery of capital spending from

the recession of 1980 and 1981 takes place. The revenue loss from

the new System would decline in later years after the recovery in

capital spending is completed. The total revenue loss over the first

five years of adoption of the First Year System would total 38.3

billion.

Our overall conclusion is that adoption of the First Year Capital

Recovery System would provide a very sizeable stimulus to capital for-

mation at the cost of a modest revenue lossto the Federal government.

It would also contribute to the reallocation of the capital stock away

from equipment and toward structures in order to rectify the misalloca-

tion of capital that has resulted from current tax law. By enhancing

the efficiency of the use of capital, the First Year System would assure

that additional capital formation would have the maximum possible impact

on productivity and economic growth. _

Wenext consider administrative issues that would arise in imple-

menting the First Year Capital Recovery System. First, the Treasury

would have responsibility for measuring economic depreciation as a basis
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fot the first year a capital consumption allowance for each class of assets

as at present. The Treasury study by Charles Hulten and Frank Wykoff already

mentioned ibove has demonstrated the feasibility of measuring economic

depreciation from data on asset prices. Conceptually, this approach is

alternative but equivalent to the engineering approach to cost recovery

used by the Treasury for almost half a century and embodied in the legis-

lation enacting the Asset Depreciation Range System.

Almost ten years of experience with the Asset Depreciation Range

System has revealed the impracticality of the engineering approach to

cost recovery. An original objective of the ADR System was to develop

the necessary information from taxpayers' records. This has imposed a

reporting burden on taxpayers that has made it infeasible for all but

the largest businesses to maintain the records required for the ADR

System. This reporting burden can be eliminated by adoption of the

First Year Capital Recovery System. The Treasury would be given res-

ponsibility for collecting information on asset prices so that the first

year capital consumption allowances could be periodically revised to

-reflect economic depreciation accurately.

The results of Rulten and Wykoff indicate that a system for capi-

tal recovery can be designed that will cover structures and equipment

by a uniform method. Like the present system, this method would be

based on a system of asset classes, but the classes would be much less

numerous than those used in the ADR system. The declining balance method

for estimating economic depreciation would be used for all assets. The

rate of decline of the price of assets with age would be estimated for
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each class of assets on the basis of the methods developed by Hulten and

Wykoff. A system for calculating capital consumption allowances for

fittaucial reporting purposes could be based on empirical estimates of

the depreciation rate for each class of assets.

The declining balance method has very important advantages in

simplifying accounting systems for financial reporting. Rather than

requiring a system of vintage accounts, as in the ADR System, the method

would require each taxpayer to maintain a single account for each asset

class. Capital recovery would be a constant fraction of the undepreciated

balance remaining from all previous expenditures on assets in that class.

If, in addition, some kind of revaluation is required for financial

reporting purposes, the undepreciated balance in each account can be

revalued at the end of each accounting period, based on the change in

the acquisition prices of new assets during that period. These prices are

reported annually in the U.S. National Income and Product Accounts.

Our overall conclusion is that the First Year Capital Recovery

System could be administered within the present framework established

by the Department of the Treasury. Moreover, the reporting requirements

imposed on taxpayers would be drastically reduced. The First Year

Capital Recovery System would be uniform for structures and equipment.

For financial reporting purposes capital consumption allowances could

be ascertained without a cumbersome system of vintage accounts. Revalu-

ation of assets for financial reporting would be facilitated by adoption

of a uniform system based on the declining balance method of deprecia-

tion for all assets.
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An issue that frequently arises In the cofltext of economic analysis

of systems for capital'recovery is whether an adjustment to income should

be made to account for the fact that inflation diminishes the value of

outstanding corporate debt. There are really two issues here. One

deals with the appropriate treatment of the decline in value of long-

term debt issued at low ihterest rates before high current inflation--

rates were anticipated. The second deals with the fact that firms

which borrow currently at high nominal, but low real interest rates, may

deduct the entire amount of their nominal interest cost, even if the

real cost is negative to begin with.

The first gain is a real one. Firms currently paying interest

on debt issued at five percent have gotten a once-and-for-all gain at

the expense of the lenders. However, this windfall gain has already

occurred. Further such gains will occur only if Inflation again rises

above expectations. Losses resulting from lower than expected rates of

inflation are just as likely. Therefore, while the future may bring

gains or losses to borrowers due to unexpected fluctuations in the

inflation rate, there is no bias inherent in this process and no adjust-

ment is called for.

The gain from being able to deduct high nominal interest payments

when real interest costs are low is, on the other hand, a continuing

gain. However, it should not be considered in the absence of the con-

commitant impact on holders of the debt. Just as firms can deduct all
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interest payments, bond-holders must pay taxes on all such income, even

if it represents a real loss in purchasing power because of inflation.

If high inflation is anticipated, lenders will take account of this in

determining the interest rate at which they will lend.

A simple example should clarify this point. Suppose lenders

require a real, after-tax return of two percent and that both lenders

and borrowers face a 50 percent marginal tax rate. With zero inflation,

lenders will require a four percent interest rate to earn two percent,

while firms will bear a real, after-tax interest cost of two percent.

Suppose the inflation rate increases to four percent. If anticipated

by lenders and borrowers, this will cause the interest rate to rise. To

get a two percent return after taxes and inflation, lenders will require

a twelve percent nominal interest rate. After taxes and inflation, firms

will still face a real borrowing cost of two percent. Neither side gains

in this example, where both sides have the same tax rate.

Of course, the situation is more complicated if tax rates are

different, and borrowers will gain from inflation if their tax rate is

higher, by the magnitude of the tax rate differential. However, this

gain, if indeed a gain at all, will be small compared to the loss on the

erosion of depreciation deductions under the current system, both

because it relates not to the firm's tax rate but only the difference

between its tax rate and those of those from which it borrows, and also

because only a fraction of all investment is financed with debt.
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A third effect of inflation is to increase the tax burden of the

firm's stockholders. Since capital gains taxes are assessed on nominal

gains, owners of a firm's shares may have to pay substantial taxes on

selling stock which has gone up little, if at all, in real terms. While

this effect is also small relative to the impact of inflation on depre-

ciation allowances, it tends to offset any gain resulting from the

deductibility of nominal interest. We conclude that while depreciation

allowances are not the only area in which the tax system may require

adjustment,* it is legitimate to attack this problem separately.

One final concern is whether the establishment of large deductions

in the first year of investment will encourage the creation of tax

shelters where high-bracket taxpayers purchase assets to take the deduc-

tions and lease them to low-bracket entities which use the assets in

production. In fact, the new system would, if anything, discourage

the establishment of such leasing schemes. While high-bracket buyers

would certainly get a bigger deduction in the first year, they would

lose all subsequent deductions, a trade-off similar to that faced by

prospective low-bracket purchasers as well.

It is reasonable to assume that high-bracket individuals possess

a lower discount rate than others do, precisely because they must pay a

higher rate of tax on capital income. In this case, the conversion of

all future deductions to one In the present will be perceived as more

generous by low-bracket investors (those with the higher discount rate)

and encourages the purchase of assets by them directly.
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We conclude that reform of the System for capital recovery

under U.S. tax law can be separated from other adjustments to income

to deal with the impact of inflation. Gains in inflation from

increasing tax deductions for interest payments are largely offset by

losses resulting from taxation of capital gains due to inflation.

There is no need to complicate the implementation of a new system for

capital recovery by making other adjustments to the tax law at the

same time. Finally, the First Year Capital Recovery System would make

tax shelters involving capital recovery less rather than more attrac-

tive. We conclude that the First Year System would very greatly reduce

the administrative burden imposed on taxpayers and on the tax authori-

ties under the current system for capital recovery.
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Good morning. As Mr. Hardman indicated, my name is

Mark Weinberg. I am an attorney practicing in Washington, D.C.

with the firm of Arent, Fox, Kintner, Plotkin & Kahn, and am

here today on behalf of the Small Business Legislative Council

to make a few brief technical observations about the capital

recovery legislation now pending before the Congress.

There is much in S. 1435 that small business interests

can support. Abandonment of the useful life concept could sub-

stantially simplify the tax law and permit faster capital recovery

through depreciation. This would, in turn, spur productivity.

Yet the manner in which S. 1435 seeks to achieve these goals is

certain to produce inequities for small businesses these prevent

the Small Business Legislative Council from supporting this bill.

To see how S. 1435 would impact upon small businesses, we need only

consult recent records regarding the benefit conferred by present

depreciation rules.

'Of the Nationa Small Business Associaton

5W-073 0 - so - 25
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For 1976, the most recent year for which Treasury

Department figures are available, over 1 3/4 million corporations

claimed depreciation deductions totalling over 93 billion dollars.

Of this total, over 55 billion dollars or sixty percent (60%) of

the deductions were taken by firms with total assets of over 250

million dollars ($250,000,000). Yet these 1951 business giants

are only one tenth of one percent (.1%) of the business corpora-

tions in this country. Meanwhile, the 1,702,772 firms with assets

of less than 10 million dollars made up over 98.5% of the corpora-

tions in this country and derived less than 25% of the depreciation

deductions under the present system. Since S. 1435 as presently

written would merely accelerate present depreciation deductions,

it would at best allocate less than 25 percent of the bill's

benefit to the small firms which make up 98.5 percent of American

businesses. Since this acceleration would, under S. 1435, be

proportionately greater for longer lived assets like buildings

which are traditionally held more by large businesses than small,

the billmight further shrink the small business community's share

of tax incentives.

A second inequity stems from the way this bill deals

with the problem of revenue loss. To reduce its cost to more

acceptable levels, S. 1435 phases-in its provisions. Aside from

the usual complexity associated with transitional rules, S. 1435

places an added burden on small businesses by requiring them to,

in effect, use the Class Life Asset Depreciation Range System during

the transitional period. Small businesses have historically not
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elected to use the ADR system, while a great percentage of those

who have are large firms. S. 1435 would force small businesses

to classify all of their section 1245 depreciable assets under

the ADR system during the transitional period, a process that

could prove costly and, to say the least, confusing.

Further needless complexity is added by- the presence

of Class III in the bill. Depreciating an asset over three years

instead of five would normally speed up capital recovery. When

the cost of this shortened recovery period is a 40 percent reduc-

tion in the Investment Tax Credit (from 10% to 6%), however, the

value of the shortened period depends upon the tax rate of the

asset's owner. In this case, taxpayers in a 25% marginal tax bracket

(for example, all corporations with taxable income of $50,000 or

less), would recover more capital in the first year by having

these assets in Class II instead of Class III. See Exhibit A

attached to these remarks. It is ironic thatjhs provision is

cited by some as an example of the bill's concern for

small businesses. Suffice it to say, the added complexity of a

third asset class, combined with this adverse impact on small

businesses suggest it should be deleted from the bill.

Other aspects of the bill favorable primarily to large

concerns include the option to defer depreciation deductions to

future years and the very presence of Class I assets.
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Yet, with a few modifications'S. 1435 could be

both equitable and beneficial to the entire business community.

Removal of the transitional rules and Class III would significantly

simplify the bill. Further shortening the recovery period for

Class II assets to 4 years would further accelerate thE bill's

benefits to the economy. Costs could be cut by limiting the

amount of capital investment in any given year that will be

subject to rapid depreciation. Placing these limits so as to

accord equal benefit to businesses large and small would make

the bill more equitable. For example, the average American

business corporation with total assets of between $75,000 and

$100,000 made a capital investment in Class II assets of

$8,000 in 1976; those with total assets between $750,0 and

$1,000,000 invested an average of $39,000 in Class II assets;

and firms with total assets of $7,500,000 to $10,000,000

averaged $241,000 of Class II investment. A limit of $1,000,000

per year on Class II investment would permit over 99% of the

corporations making such investments to obtain all the benefits

to be conferred under the present bill, while significantly

reducing costs.

The Small Business Legislative Council stands

ready, as it has from the beginning, to meet with Congressional

and business representatives to suggest specific improvements

in this bill that are protective of small business interests.



383

Mr. Chairman, should you or other members of the

Committee have any questions, I will be glad to answer them

at this time.

EXHIBIT A

APPLICATION OF CLASSES
II & III TO TAXPAYERS
IN DIFFERENT BRACKETS

TAXPAYER IN 25% BRACKET

Asset Cost

First Year Depreciation
Tax Savings

ITC

Total Tax Reduction

TAXPAYER IN 46% BRACKET

Asset Cost

First Year Depreciation
Tax Savings
ITC

Total Tax Reduction

CLASS II

$10,000

500

1,000

$ 1r500

CLASS III

$10,000

825

600

$ 1,425

CLASS II

$10,000

720

1,000

$ 1l720

CLASS III

$10,000

1,518

600

$,2,118
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Mr. Chairman and members of the Committee:

My name is Gil Thurm. I am Vice President and Legislative Counsel,
Government Affairs division of the NATIONAL ASSOCIATION OF REALTORS®.
I am accompanied today by John Ams, who is the Director of Tax Programs

in the Government Affairs division of the Association.

The NATIONAL ASSOCIATION OF REALTORS®, with over 726,000 members,
is the largest trade association in the United States. Our membership
is involved with all facets of the real estate industry -- residential,

commercial, industrial and farm real estate.

We appreciate the opportunity to express our views on S. 1435,
The Capital Cost Recovery Act of 1979. We are pleased to offer our
comments in support of the-general concepts concerning certain depre-
ciation rule changes in the bill, introduced by Senators Nelson,
Bentsen, Packwood and Chafee. The bill, though in need of certain
changes regarding real estate, is a commendable step in the appropriate

direction.

DEPRECIATION

Revision of some of the depreciation laws in the Internal Revenue
Code is long overdue. The "useful life" concept has been shown to be
problematic for a number of reasons, including inconsistent IRS audit
practices, rising interest rates, and the high rate of inflation we have
experienced over the years. Double-digit inflation has been especially
harmful to capital formation because new buildings and equipment double
or triple in cost by the time that businesses are able to recover their

investment in older buildings and equipment.

Depreciation revision is desirable to eliminate the needless
complexity of the present system and to allow taxpayers a reasonable
measure of certainty in this area. At present, certainty may never
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be achieved, even after numerous depreciation audits with the Internal
Revenue Service and the expenditure of time and money required by

litigation.

Residential Real Estate

We are concerned, however, that S. 1435 would have serious adverse
effects on the housing needs of this country because, as presently
drafted, the bill would not extend depreciation revision to residential
rental real estate. We urge this Committee to eliminate this dis-

criminatory exclusion.

As the members of this Committee know, there is a serious shortage
of rental housing in this country. In fact, as Table 1 in the Appendix

to this statement shows, the vacancy rate in apartment buildings is
estimated at a record low level of 4.9% and is expected to go even
lower. This vacancy rate is important because it indicates that apart-
ments available for rent are becoming increasingly hard to find. At
a time when record high interest rates and single family housing prices
are forcing families to postpone the purchase of a house and to continue
to rent, legislation that would further decrease the number of available
rental housing units is most unfortunate.

In fact, rather than discriminate against the construction of
residential rental property, this legislation should actively promote
more construction of such property. According to the Bureau of the
Census, the net number of households in the United States will in-
crease by more than 1,800,000 during this year. The estimates are set forth
in Table 2 in the Appendix. Each of these new households, usually a
young family in the rental housing market, will need a dwelling unit
and, as Table 3 indicates, the number of new rental dwelling units
available has been and will continue to be only a fraction of the de-
mand for such units and will contribute to the present housing shortage.
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Consequently, S. 1435 should be amended to provide a stimulus tO the

construction of residential rental property by extending depreciation

revision to such property.

It is also important to extend depreciation revision to residential

rental property because, unlike other types of property, rental buildings

are subject to rent controls and other factors that are not present with

respect to other investments. As a result, investment in residential

rental property is generally less profitable than other investments.

A recognition of this fact is that the rate of construction of new

residential rental property has been declining. In fact, construction

of nonsubsidized rental units during 1979 is expected to be only 258,000

units, the same level as 1977, even though the number of new house-

holds in need of living space is 1,832,000, approximately seven (7)

times this number. Should S. 1435 be enacted in its present form,

the bill would further erode the incentive to invest in residential

rental property.

In fact, there is little doubt that this bill would provide a
disincentive to invest in residential rental property. When faced with

an investment decision, it is obvious that the typical investor would

choose to invest in property subject to the depreciation method en-

visioned in S. 1435 than to invest in an apartment building subject to

a depreciation system that some members of this Committee have conceded

-is "unfair and unrealistic."

Although we agree that it is important to provide incentives to
increase productivity and economic growth through faster recovery of

capital, it is no less important to provide incentives to supply

adequate housing for the people of this country. It is not adequate to

address depreciation revision with respect to some buildings and not to
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others when all types of buildings are competing for the same in-
vestment dollar. Accordingly, we urge this Comittee to include
residential rental property in the scope of the bill under consideration.

Depreciation Recaputure
We also urge this Comnittee to retain the present tax rule re-

garding the recapture of depreciation on real property (Code Section 1250).
S. 1435 changes the present important rule by requiring all depreciation
on the sale of real property to be recaptured as ordinary income ia-
stead of being taxed at favorable capital gains rates.

The NATIONAL ASSOCIATION OF REALTORS® is concerned that this pro-
posed change in the recapture rules would have serious consequences
for the real estate industry. It is apparent, for example, that unlike
personal property, a building is sold together with the land on which
it stands and that land is a non-depreciable asset. Given the present
high value of land, it is entirely probable that most of the gain on the
sale of a building and land may be attributable to a rise solely in the
value of the land and not the building. The proposed recapture rules
in S. 1435 as presently drafted would assume that all of the gain on
a sale is attributable solely to the building, and would ignore any
rise in land values. Therefore, to the extent that the gain is actually
a reflection of the rising price of land, S. 1435 would transform what
should be capital gain into ordinary income.

The proposed change in the depreciation recapture rule would also
unjustly discriminate against taxpayers, mostly small businesspeople
who choose to do business as individual proprietors or in a partnership.
The marginal tax rates on ordinary income for such individuals go up
to 70%, compared with the highest corporate tax rate of 46%. Under the
recapture rule envisioned in S. 1435, an individual or partner who
realizes a gain on the sale of real property may therefore have to pay
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up to 70% of that gain to the IRS as tax, whereas a corporation need

only pay 46%, a savings of more than one third of the total tax.

This proposed change in the recaputre rules would also el.scourage

potential investors from investing in real property since available

funds would be placed in investments that are not subject to this

onerous provision. We estimate that a builder, developer, or investor

in the real estate industry holds a given piece of real property for
an average term of eight years before it is sold. If, upon such sale,
up to 70% of the gain is confiscated as tax, why would the reasonable

investor choose to invest in real property since the yield would ob-

viously be higher on almost any other type of investment?

Accordingly, we strongly urge this Committee to amend S. 1435 to
delete this harsh and discriminatory provision and to retain the
present rules concerning depreciation recapture for real property.

Although we have serious reservations concerning certain provisions
in S. 1435, we strongly support depreciation revision and increased

capital formation and we would be pleased to provide any assistance

to the Committee to achieve these admirable goals.

TAX INCENTIVES FOR SAVERS

We would also like to take this opportunity to express the Associ-
ation's support for tax incentives for individual savers. Although

this issue is not included in the current draft of S. 1435, we feel it
is especially appropriate that such a consideration be addressed during
the Committee's effort to effectively revise capital formation policy.

A variety of tax incentive measures are currently under consideration

in both the House and Senate, and for good reason. Under existing
conditions, private businesses and industry are held back from borrowing

for investment and expansion purposes, due to high interest rates and

and a lack of available funding.
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As a result, we have the lowest rate of capital investment among

the major industrial powers. The United States presently invests only

17 percent of its gross national product in capital, whereas West

Germany and Japan invest 25 and 35 percent respectively. Our savings

performance also ranks among the poorest - only 4.5 percent of gross

income is currently invested in savings accounts.

Several types of incentives have been suggested. REALTORS®

favor an approach which would allow taxpayers to exclude from gross

income a portion of the interest earned from savings accounts in thrift

institutions. The fiscal implications of such an incentive would ob-

viously vary with the size of the exclusion. However, it has been es-

timated that accelerated savings spurred by such a measure would ul-

timately result in a net increase to the Treasury, due to the sub-

sequent dramatic economic expansion that would result, evidenced by

higher levels of output and personal income.

An interest exclusion would raise the after-tax return on savings,

thus making saving a significantly more attractive alternative than it

is now. We urge the Committee's support of such an exclusion. A tax

incentive for savers constitutes an important step forward in the re-

vision of a tax system which, as currently structured, restricts the

investment necessary for the nation's industrial growth, production,

employment and trade.

INVESTMENT INTEREST

In an effort to further increase the ability of investors and

businesspeople to form capital, we would like to direct the attention

of the Committee to another provision of the Code that seriously

impairs capital formation activities and unjustly discriminates against
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the small businessperson. This provision is the limitation on interest
deductions on investment indebtedness (Code Section 163(d)).

Specifically, the limitation on investment interest provision
provides that an individual is denied a deduction of more than $10,000
plus the amount of any net investment income in the case of investment
indebtedness. In practical terms during this time of 15% interest
rates, an individual can borrow no more than $67,000 for investment pur-
poses without facing this discriminatory ban on the allowance of any
further deduction. It is discriminatory because no such limitation is
imposed on corporate taxpayers. It is unfair because the wealthy
investor may in fact have no limit because of other investment income.
This provision seriously impairs the capital formation activities of the
small businessperson. We urge this Committee to correct this obvious
inequity and vote to repeal this limitation.

We thank the Committee for the opportunity to present our views
on these important matters. We will be happy to answer any questions the

Committee may have.

APPENDIX A-1

TABLE 1

MULTI-FAMILY DWELLING UNIT VACANCY RATE*

YEAR ANNUALIZED VACANCY RATE

1970 5.3%1971 5.5%1972 5.6%1973 5.8%1974 6.2%1975 6.0%1976 5.6%1977 5.2%1978 5.0%1979 (est.) 4.9%1980 (est.) 4.7%
*Source: Department of Commerce, Bureau of the Census
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APPENDIX A-2

TABLE 2

NET YEARLY INCREASE IN HOUSEHOLD FORMATION

YEAR 
NET INCREASE

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979 (est.)
1980 (est;)

$1,187,000
1,377,000
1,898,000
1,575,000
1,608,000
1,261,000
1,747,000
1,275,000
1,888,000
1,832,000
1,851,000

*Source: Department of Commerce, Bureau of the Census

APPENDIX A-3

TABLE 3

MULTI-FAMILY HOUSING STARTS PER YEAR*

YEAR
NUMBER OF UNITS STARTED

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979 (est.)
1980 (est.)

535,900
780,900
906,200
795,000
381,000
204,300
289,200
414,400
462,000
425,000
425,000

*Source: Department of Commerce, Bureau of the Census
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TESTIMONY OF
CLIFF MASSA III

ON BEHALF OF

THE NATIONAL ASSOCIATION OF MANUFACTURERS

BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF THE

COMMITTEE ON FINANCE

UNITED STATES SENATE

"Capital Recovery Allowances"

October 22, 1979

Cliff Massa III -- Vice President, Taxation and Fiscal Policy Department,
National Association of Manufacturers

The National Association of Manufacturers appreciates the opportun-

ity to present its views to this Subcommittee on S. 1435, "The Capital

Cost Recovery Act of 1979." The NAM very strongly supports the major

restructuring of federal tax depreciation policy which is presented in

this bill. The twin benefits of reducing a significant obstacle to

productive.investment and of greatly simplifying tax compliance will be

wholeheartedly welcomed by American industry, particularly the small

and growing manufacturers which cannot fully utilize the existing

acceleration techniques. We encourage the Subcommittee to focus atten-

tion on these major economic and administrative benefits of the capital

recovery allowance concept.

Manufacturers inherently are more capital intensive than our

friends in the distribution, service and commercial sectors of the
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economy. Significant investments in a building, machinery and equip-
ment are necessary to provide our members' employees with the means to

produce the goods which the consumer needs and wants. Because the

purchaseFOf capital assets is so important, the tax treatment accorded
to these investments ranks as a primary tax policy issue for manufactur-

ers. In fact, the capital recovery allowance bill is our top tax

legislative priority.

Under the current tax law, the cost of buying a piece of machinery

can be recovered by deducting it from income over a period of years
which is based on someone's judgment of what constitutes the "useful

life" of that asset. This system is called depreciation because it

attempts to equate the tax deduction with the falling or depreciating

economic value of the asset.

Extensive debates take place over whether this matching of taxable

and economic income is desirable -- or even reasonably possible given

the differences among scholarly studies on economic depreciation.

in our view, the debate is of academic interest only. "Useful life"

depreciation has outlived its own usefulness and should be given a

decent burial. It has created two very serious problems -- (1) a drag

on productive investment by industry in new and modern plant and equip-
ment and (2) an indefensibly complex structure which wastes both tax-
payer and IRS time and money in useless arguments about depreciable

lives and methods of computing deductions.

Drastic depreciation reform has been needed for many years.

NAM's official policy language, as adopted by our Board of Directors,

has long called for much shorter depreciation periods. In 1970, our

I I
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Board revised that policy to recommend specifically that a simplified

and rapid system of capital recovery allowances be enacted. As deve-

loped in S. 1435, this concept-is supported by a wide range of organi-
zations and companies of all sizes from all sectors of the economy in
all areas of the country. NAM is very pleased to be supporting this
bill, and we have been encouraging our members to do the same.

It is certain that there are a number of features of this bill
which do not quite attain the ideal which many of us would like to

reach. It is equally certain that there are a number of provisions
which are of much less importance to manufacturers than to other types

of business enterprises, and the opposite is also true. Briefly put,
no one group is likely to find 100% of its objectives met by the bill.

However, NAM very strongly supports this bill because it provides

a generally applicable system for use by both large and small firms,
by manufacturers and retailers and service companies, by all areas of

the country. The legislative process can be expected to generate a

number of proposed revisions. During this process, we urge the Congress

to focus on the major issues of broad based faster recovery and sim-

plification and not to give undue attention to lesser concerns.

We are very gratified to see the increasingly broad based support

for this approach. However, we regret that it has taken the appearance

of longterm economic problems to provide at least some of the impetus

for this support. It is our hope that the following discussion of

these problems can contribute to an awareness of the need for basic

depreciation reform.

56-073 0 - 80 - 26
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THE CURRENT ECONOMIC SITUATION

The anti-inflation fight is the number one priority for our

economy -- and rightly so. The steadily rising cost-of-living must be

contained and then stopped. This will be a long and unpleasant task
because inflation's roots have grown deep through years of neglect or

outright nurturing by government action. Restraint in federal spending

and a balanced budget are appropriate longterm approaches to this

serious problem.

However, there is concern over a major recession during this

period of change. The government's traditional remedy for a sluggish

economy has been to pump up the demand for goods and services through

tax cuts and increased federal spending which have poured money into

the economy. But many in the Congress and the Administration -- as

well as the consuming public -- now believe that such actions have been

a primary cause of inflation. When the federal government has poured

more and more dollars into the economy, consumers' demand for goods and

services has strained industry's ability to supply, thus pushing prices

higher.

Some observers argue that this traditional remedy is the only

appropriate approach to a sluggish economy. But if federal spending

habits need to be restrained to reduce inflationary pressures, is there

a way to promote real economic growth while also fighting inflation?

Absolutely! Now is the time to focus on improving our economy's

ability to supply the goods and services which consumers want to buy.

Removing obstacles to investment in new and more modern plant and

equipment would enable American industry to improve productivity to
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offer real wage increases and to provide more jobs while improving our

competitiveness in world markets. It's time to encourage greater, more

efficient productive capacity, even as the fight against inflation is

being waged. The two objectives are not incompatible; in fact, they

are very much related.

While inflation is tne number one problem for the country, other

economic problems -- sagging productivity, sluggish industrial produc-

tion, low levels of capital investment -- are also evident. They have

developed over a long period and, like inflation, they will need many

years to correct. The statistics are dull, dry and lifeless, but they

are signs of serious problems which need attention now.

Productivity Gains

In simple terms, productivity is the measure of output per unit of

time worked. Increased productivity means that one unit of labor

(2., I man hour) produced more output this year than it did last

year. It is these productivity gains which generate real wage

increases, as opposed to those which merely keep pace with inflation,

because labor is generating more output in the same period of time.

Regrettably, American productivity gains have been slipping.

TABLE 1 shows the annual productivity changes from 1959 through 1978.

During the first ten years, there were eight years with gains of 2% or

more. There were only three such years during the last ten, and two

years showed productivity losses.
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Year

1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978

Sour

TABLE 1 -- CHANGES IN PRODUCTIVITY

(% changes from preceding period, seasonally
for the non-farm business sector)

Percentage 5 year
change period

3.3
1.0
2.7
4.3
3.4
3.6
3.4
2.6
1.7
3.2
-. 3
.1

3.1
3.6
1.7
-3.1
1.9
3.5
1.3

1959-63

1964-68

1969-73

adjusted,

5 year
average

2.94

2.90

1.64

.6 1974-78 0.84

ce: Economic Report of the President, 1979,
Department of Labor, Bureau of Labor Statistics

Reports for the second quarter of 1979 are even more alarming. For

non-farm businesses, the change from the first-quarter of 1979 to the

second quarter was -4.3%.

This sagging growth rate indicates more severe problems ahead for

both the worker's paycheck and the cost of goods and services. dhile

overall U.S. productivity remains ahead of our industrial competitors,

the declining rate of growth is weakening that lead and could wipe it

out completely. The American worker requires continuing investment in

more efficient and techno1dgtcally- advanced plant and equipment if

• m
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productivity gains are to return to sustained higher-levels. With the
increasing costs Of energy, this need for new investment will become

even greater.

Industrial Production

Another sad statistic is the comparison of growth in U.S. industrial
production to that of the rest of the world during the last several
years. Our capacity to supply goods has not been growing as fast as
most of our industrialized competitors. Of the major industrialized
free world nations, only the U.K. has lagged behind us in production

growth rate since 1967.

TABLE 2 --- GROWTH IN INDUSTRIAL PRODUCTION

(1967 - 100)

West United UnitedYear Japan Canada Germany France States Kingdom
1967 100.0 100.0 100.0 100.0 100.0 100.01968 115.2 106.4 109.2 104.0 106.3 106.81969 133.4 11'3.7 123.1 114.0 107.4 110.31970 151.7 115.3 131.1 120.0 107.8 110.91971 155.8 121.5 133.6 129.0 109.6 110.61972 167.2 130.7 138.7 135.0 119.7 113.21973 190.5 143.0 147.7 145.0 129.8 123.01974 183.1 147.5 145.1 148.0 129.3 120.01975 163.9 139.6 137.1 139.0 117.8 114.31976 182.0 146.7 149.1 149.0 129.8 117.41977 189.5 152.6 152.7 152.0 137.1 123.11978 201.1 160.8 155.8 154.7 144.9 126.8
Source: Economic Report of the President, 1979Foreign Industrial Production: December 1978,Department of Commce
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Total Productive Investment

Sad as the productivity and production statistics are, they should

not be too surprising. An economy cannot realize significant steady

increases in these areas if it has not been investing in the new plant

and equipment which generate those increases. For many years, govern-

ment spending and tax policies have encouraged high levels of

consumption while inhibiting the savings and investment needed to

develop the capacity to supply efficiently the consumer's demands.

Meanwhile, our industrialized foreign competitors have encouraged

higher levels of investment. TABLE 3 shows the relative rates of

investment in non-residential business assets among the U.S. and our.

major foreign competitors. In this comparison, the U.S. is behind even

the U.K. in the percentage of our gross domestic product which is

devoted to productive investment.

TABLE 3 -- REAL NON-RESIDENTIAL FIXED INVESTMENT
AS A PERCENT OF REAL GROSS DOMESTIC PRODUCT, 1966-1976

% of gross
Country domestic product

Japan 26.4
West Ger-many 17.4
Canada 17.2
France (1970-1975) 16.7
United Kingdom 14.9
United States 13.5

Source: Economic Report of the President, 1979,
Organization for Economic Cooperation and
Development

A Change is Needed

To attack these problems, a fundamental longterm change in our

economic thinking is needed. While reducing government policies which

generate inflation, governmental barriers to savings and investment
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must also be eliminated or reduced. Long years of counterproductive
tax policy and regulatory excess have actually discouraged new
investment in and by American industry. Now, we are paying the price
with aging productive capacity, sagging productivity and faltering

competitiveness in world markets.

It is time, to focus on America's capacity to produce in modern and
efficient industrial plants. The NAM agrees with the President's
Council of Economic Advisors 1979 Annual report which noted:

Private investment during the coming
years will play two important roles in shaping
economic developments. A strong rise inbusiness fixed investment will be required toachieve sustained economic growth and declining
unemployment. Substantial growth in the capitalstock will also be needed to expand our capacityto produce. Only by devoting a significant shareof current production to replace, modernize and
expand the capital stock can we hope to maintain
adequate growth in productivity.

Economic Report of the President, 1979

CAPITAL RECOVERY POLICY

Recognizing the need to generate more investment is a major step,
but it is not enough. Definite actions must be taken.

Federal tax policy now contains a strong bias against savings and
investment. For example, the high corporate tax rate is a severe
penalty on income generated by business. This is followed by the
double tax applied to corporate income paid as dividends to share-
holders, at rates ranging up to 70%. Capital gains taxes-are applied
to both real gains and inflation gains on investments.
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However, while all of these problems need attention, depreciation

reform appears to offer the best legislative promise. Earlier this

year, the Joint Economic Committee issued its first unanimous report

in 20 years. The Committee voiced a growing congressional sentiment

by stating:

Some of the tax changes in the Revenue Act of
Act of 1978 will stimulate investment. But these
are not sufficient. We believe that per dollar of
revenue loss, liberalization of depreciation allow-
ances would be the most effective stimulant.

The 1979 Joint Economic Report

The fundamental problem with the current depreciation system is

that it ties deductions to long "useful lives", thus raising the cost

of capital either by increasing the interest cost of borrowing to

finance investment or by foregoing the return on a new investment during

the long recovery period. Long lives also tie up investment dollars

which should be reinvested more quickly to keep pace with new technology

and to expand capacity. This is particularly troublesome to manufac-

turers with average depreciable lives of about nine years on machinery

and about forty years on buildings. This bad situation is made even

worse by inflation which erodes the value of the invested dollars

recovered over long depreciation periods.

Another major problem for taxpayers is the myriad o.f rules,

formulas and regulations with which they must comply under present

depreciation concepts. Disputes with IRS agents over lives and calcu-

lations of deductions are the major controversies for business taxpayers.
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The time spent arguing with IRS about depreciation is wasteful. The

Class Life System and the Asset Depreciation Range (ADR) reforms,

instituted under the Revenue Act of 1971, have improved the available

rate of recovery for major firms. However, the recordkeeping problems

under these changes are significant. As a result, few firms have been'

able to use ADR, although a major protion of all productive assets are

covered by it.

The Capital Recovery Allowance System

The best approach to depreciation reform is to scrap the useful

life concept. In its place, Congress should enact a capital recovery

allowance system, as proposed in -$.1435.

Write-off periods. Capital recovery allowances would allow the

taxpayer to recover capital investments over very short periods of

time-. The allowances would not be related to useful lives. Recovery

periods would be divided into a limited number of categories for

different groups of assets.

Asset Group Recovery period

buildings (except residential rentals) 10 years
machinery and equipment 5 years
autos and light trucks (up to
$100,000 of annual purchases) 3 years

With no disputes over useful lives, an enormous administrative

burden would be lifted from both the taxpayer and the IRS, and a major

source of audit controversy would be ended.

Percentage deductions. Instead of having to choose among several

accounting techniques and make.a series of calculations, the taxpayer
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would utilize a deduction schedule for each asset group, based on the

existing accelerated deduction techniques and the half-year convention

(i.e., the assumption that all assets purchased throughout the year

were in fact purchased at mid-year). The schedules would tell the

taxpayer what the maximum deduction for each year would be.

Categories

3 years 5 years 10 years
Year (autos, trucks) (machinery and equipment) (sturctures)

1 33% 20% 10%
2 45 32 18
3 22 24 16
4 16 14
5 8 12
6 10
7 8
8 6
9 4

10 2

The taxpayer could take up to the maximum deduction each year or

carry forward any portion of it. The unused portion would be added to

the next year's maximum and the same discretion would apply.

Other features:

-- The investment credit would be 10% for the five year category
and 6% for the three year category, subject to recapture of
2% per year for earlier dispositions;

-- No salvage values would be deducted from the depreciable
basis;

-- The system would become applicable as costs are paid, if
that is earlier than the year an asset is placed in
service;and

-- There would be no distinction between new and used property for
capital recovery purposes.
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ECONOMIC BENEFITS

Present Value

It is readily apparent that capital recovery allowances are larger
in the early years than the deductions for most assets under current

law. But will this necessarily make capital investments more
attractive than under present depreciation since the same amount of
dollars eventually is deducted under either system (except for salvage

values)?

The answer is "yes" for several reasons. The major factor is the
favorable effect on the cost of physical capital, i.e., plant and
equipment. Because capital costs are recovered through depreciation

deductions spread out over a period of time, the resulting cash flow

must be discounted to reflect the lost income due to the interest cost
paid for the use of the money or to foregone interest earnings on new
investments. The discounted stream of depreciation deductions,

multiplied by the statutory tax rate, results in the present value of

the tax benefits.

Obviously, if a company recovers its capital costs more quickly,

the present value is higher, and the deductions are more valuable.

Thus, the cost of capital drops and the rate of return rises. A
related, although secondary, factor is that faster cash flow can lessen
debt financing, which would further decrease the cost of capital.

TABLE 5 compares the discounted cash flows from depreciation
deductions under current techniques to the value of deductions under

the proposed five year capital recovery allowance category.
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TABLE 5 -- DISCOUNTED CASH FLOWS

($100,000 asset; 10 year life with one-half year
convention but no salvage value for Current Law
Techniques; 46% corporate rate and 9% interest
for a 4.9% after tax discount rate)

Current Law Techniques Cap
Rec

Double Sum-of- All

ital
oveny
5wa nce s

Straight declining the-years-
Year line balance digits

1 $ 2192.56 $ 4385.13 $ 3986.52 $ 8979.99
2 4180.29 7524.53 7220.62 13696.85
3 3985.03 5738.44 6158.86 9792.78
4 3798.88 4376.31 5180.16 6223.58
5 3621.43 3337.51 4279.80 2966.43
6 3452.27 3545.01 3452.27 --
7 3291.01 1941.17 2692.71 --
8 3137.28 1480.40 1996.57 --
9 2990.74 1129.00 1359.29 --

10 2851.04 861.01 777.48 --
11 1358.93 656.63 247.05 --
Present
Value *34,858.46 *33,975.14 *37,351.33 41,669.63

*These three figures would be lower if normal salvage values had been
used.

Note: The double declining balance method does not fully depreciate an
asset. Also, firms generally use a combination of depreciation methods
so that the present value of a typical technique would be closer to
$38,000 for a $100,000 asset. However, the required use of salvage
values would reduce all of the current law figures since fewer dollars
could be deducted.

There is a considerable body of economic research that testifies to

the fact that the dominant factor determining investment oehavior is

the cost of capital. Therefore, any decrease in the cost of a capital

asset will lead to increased investment in that specific asset.

Clearly, the cost of capital under the capital recovery allowance

system is lower than under current law because of higher present values

of the tax benefits. It can be expected that large increases in
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investment in physical capital will occur following the enactment of

the system. A snowball effect can develop as new projects are

initiated and their capital costs are recovered and reinvested, lead-

ing to large increases in the economy's stock of capital.

ECONOMIC EFFECTS

The Analysis of Tax Impact Model, developed with NAM sponsorship

by the economic consulting firm of Norman B. Ture, Inc., estimates that

the system would induce major increases in capital investment, which

would also increase total tax deductions. TABLE 6 summarizes the

areas of impact as determined by the model in June. The Ture firm

currently is updating this analysis to take into account the five year

phase-in period in S. 1435.

TABLE 6 -- INDUCED CHANGES IN DEPRECIABLE

INVESTMENT AND TAX DEDUCTIONS*

(billions of constant 1979 dollars)

1980 1982- 1984 1989

Increased depreciable investment $34 $51 $69 $31
machinery and equipment 20 31 40 20
structures 14 21 29 11

Increased recovery deductions 43 80 105 82
due to the system applied to expected

investment under present law 38 63 76 62
due to the system applied to increased

investment stimulated by the system 5 17 29 20

*All estimates reflect increases above what would otherwise occur under
current law.

Source: Norman B. Ture, Inc., June 1979.
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The Model estimates the differences between what would otherwise-be

expected to occur under present law and what could be anticipated

following a change. It should also be noted that the Model's output

does not forecast economic developments. Rather, it is based on a

general trend over a long period of years. Therefore, the output must

be read as an indication of the direction iind order of magnitude of the

economic impact of the proposed system.

The snowball effect of the system on capital stock is readily

noticeable. This increase in the existing stock of physical capital

will create a multitude of economic benefits in terms of output,

employment and real wages. The Model also estimates significant

beneficial impact from such a system on employment, real wages and

output over a period of years as noted in TABLE 7.

TABLE 7 -- GENERAL ECONOMIC EFFECTS*

Changes in: 1980

Employment (thousands of
full-time employees) 240

Annual Wage Rate
(1979 dollars) $190

Total GNP
(billions of 1979 dollars) 31

Business Sector GNP
(billions of 1979 dollars) 25

*All estimates reflect increases above what
present law.

Source: Norman B. Ture, Inc., June 1979.

1982 1984

340 440

$260 $350

48 67

36 50

would otherwise

1989

490

$400

82

62

occur under
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CONCLUSION

The current interest in major depreciation reform presents a
legislative opportunity which should not be allowed to pass unused. We
strongly urge you to support $. 143S-actively and to urge your

colleagues to do the same. If this simplified rapid capital recovery
system is enacted, it will greatly reduce the complexity of federal tax
law for business and encourage needed longterm increases in investment

in productive plant and equipment. These are both worthy objectives,

and the NAMl wholeheartedly supports them.
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October 22, 1979

On Behalf Of The American Retail Federation;
The National Retail Merchants Association And
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J. C. Penney Company, Inc.; and Sears, Roebuck
and Company

SUMMARY OF STATEMENT

1. The Capital Cost Recovery Act of 1979, S. 1435,
is a distinguished and historic legislative initia-
tive.

2. The retail sector of the economy strongly en-
dorses S. 1435 which is the key to increased capital
investment, productivity and growth in our economy.

3. S. 1435 would take the final step forward in
the evolution toward a capital cost recovery system
and away from a "useful life" system of depreciation.

4. Enactment of S. 1435 would have a dramatic effect
in increasing the level of fixed capital investment
and economic growth, but S. 1435 is not a radical
departure from the present depreciation system.
The guideline system of depreciation adopted in
1962 and the Asset Depreciation Range System
adopted in 1971, long ago substantially departed
from outmoded concepts of "useful life" deprecia-
tion. Useful life depreciation never was, and
never could be, anything more than a rough, often
inaccurate, and generally arbitrary prediction of
facts and circumstances far out into the future.
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J. C. Penney Company, Inc.; and Sears, Roebuck
and Company

Introduction

Enactment of the Capital Cost Recovery Act of
1979, S. 1435, would be a major step forward in eliminating

impediments to capital investment and improved productivity

that are imposed by our present income tax system. S. 1435

is a distinguished and historic legislative initiative in

a number of respects. First, by establishing statutorily

prescribed cost recovery periods of 10, 5, and 3 years,

S. 1435 would break the link between tax depreciation and

the physical "useful lives" of business assets -- a

56-073 0 - 80 - 27
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limitation in present law which has long both unduly

complicated depreciation and frustrated attempts to

provide appropriate cost recovery allowances in the face

of ecalAting inflation and -other factors which have made

"useful life" depreciation allowances inadequate. Second,

S. 1435 would vastly simplify our present complex deprecia-

tion system of about 130 separate classes of assets and

depreciation lives. Third, by providing uniform capital

recovery periods of 10, 5, and 3 years for nearly all

business assets, including buildings as well as movable

equipment, S. 1435 would achieve a substantial degree of

desirable neutrality in the impact of the tax system on

capital investment decisions.

The retail sector strongly endorses S. 1435 as

the key to greater capital investment, increased efficiency

and enhanced productivity in our economy.

Historical Perspective

S. 1435 correctly can be viewed as the culmina-

tion of a 10 to 20 year process of gradually moving

away from a useful life system of depreciation closely

tied to the actual physical life of each particular item

of a business' fixed capital investment. Inexorably,

the movement has been toward a capital cost recovery system

which prescribes by statute reasonably uniform rates of

capital recovery for all business assets. A cost recovery
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system recognizes that the actual physical life of any
particular asset is not necessarily an adequate measure
of the economic life cycle of an asset. Such a system
also recognizes that other factors, including the overall
impact of the tax system itself, justifies allowing business
firms to recover more rapidly the costs of their fixed

capital investment.

The process of moving toward a capital cost
recovery system began in 1962, when the Treasury adopted
the so-called "guideline" system of depreciation which
was published as Revenue Procedure 62-21. The Treasury
grouped depreciable assets into approximately 100 classes
according to the type of business in which used. Treasury
assigned to each class a "guideline" life which taxpayers
were permitted to use in depreciating all the assets in
that class without regard to the physical life of any parti-
cular asset. Some of the assets in each class had physical lives
longer than the guideline and some had physical lives
shorter than the guideline. However, because of the stric-
tures of the so-called useful life limitation on depreciation,
which the Treasury was unwilling or unable completely to
abandon, the Treasury included what was called a "reserve
ratio" test intended to determine over a long period of
time whether a particular taxpayer's actual replacement
practices roughly corresponded to the guideline life and
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justified the continued use by the taxpayer of the guideline

life.

Because the guideline lives for equipment were

significantly shorter than the depreciable lives otherwise

in use by many taxpayers, and because the results of the

"reserve ratio" test would not show up until a number of
years in the future, guideline depreciation resulted in a

significant increase in the rate of capital cost recovery

for 1962 and for a number of years thereafter. Guideline

depreciation was introduced, along with the investment tax

credit, to provide a stimulus to capital investment and to

counter a serious lag in productivity and economic growth.

The next significant step toward a capital cost

recovery system was taken nearly a decade later when we were

again faced with similar concerns about the levels of fixed

capital investment and economic growth. The Asset Deprecia-

tion Range System was introduced in 1971 to replace the by

then insufficient guideline system. The "reserve ratio"

test, established with the 1962 guidelines, was by 1970

beginning to h4ve the effect of limiting depreciation. It

held out the possibility that depreciable lives would

actually be lengthened at a time when it was desired to

shorten depreciable lives in order to provide an incentive

to capital investment. Also, the President's Task Force on
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Business Taxation had a short time earlier recommended

adoption of a capital cost recovery system involving a

major reduction in depreciable lives. The Task Forte

report had also compared the depreciation system in the

United States with capital cost recovery systems used by

our principal trading partners where the real dost of

capital -- after taking taxes into account -- was less

than in the United States. This report, and other comparisons

of the relative cost of capital, came at a time when we were

facing a severe balance of payments problem in relation to

these same principal trading partners.

The Asset Depreciation Range System was promulgated

in early 1971 through Treasury regulations and was enacted

into law in December of 1971 as part of the Revenue Act of

1971, which also reinstated the investment tax credit.

Basically, the ADR system did two things. First, it shortened

the guideline life for each class of equipment, but not for

buildings, by a uniform 20 percent. Second, it eliminated

the "reserve ratio" test, so that taxpayers would be able to

use the newly-shortened guideline lives as a matter of right

without having to meet a useful life requirement. The ADR

system went on, primarily by means of lengthy Treasury

regulations, to provide a significantly revised, largely self-
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contained, set of rules fot the retirement of assets,

for the determination and significance of salvage values,

for the use of vintage accounts, etc. These operating

rules by implication substantially departed from the
"useful life" concept and are in a more refined form

substantially reflected in S. 1435.

Although the ADR system moved a long way toward
a capital cost recovery system and must be considered the
direct ancestor of S. 1435, it did not totally eliminate

the useful life concept nor did it provide an adequate

mechanism for continuing to adjust the guideline lives as
circumstances change. In fact, in now critical respects
the ADR system institutionalized a type of useful life concept
in only a somewhat different form by establishing a special

office in the Treasury -- the Office of Industrial

Economics. OIE was charged with the responsibility of
collecting data about retirement and replacement practices

of business firms using the ADR system, with monitoring

the application of the classes and class lives under the
.ADR system, and with revising those classes and class lives

from time to time.

In the eight years since the ADR system was en-
acted, the OIE has refined the class descriptions and

established some new classes. It has in a few instances
also made changes in the basic guideline lives for some
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classes. However, OIE's mandate from Congress and its

ability to alter the class lives is limited. Basically,

OIE is limited to an aggregate or industry-wide useful

life concept, perhaps tempered to some extent by the

concept of economic depreciation., OIE also is limited

to maintaining a rough proportionality between the multi-

plicity of short-lived and long-lived asset classes as

originally established in -1962 and modified in 1971.

Thus, despite the fact that the ADR system was.

a major step toward capital cost recovery, and despite

the fact that the Office of Industrial Economics has for

many years been under the progressive leadership of

Mr. Karl Ruhe, who is one of the leading experts on depre-

ciation, further statutory change, in the form of S. 1435,

is necessary in order for the ADR system finally to evolve

into a true capital cost recovery system.

A major difference between the ADR system and a

capital cost recovery systemsuch as S. 1435,relates to

the multiplicity of classes and lives under ADR.

S. 1435 has only three classes of assets and their recovery

rates are based on 10 years, 5 years, and 3 years. ADR has

about 130 classes of assets and provides widely varying

recovery rates of from 2 years to 40 years. This disparity

in treatment -- largely based on outmoded physical useful
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life concepts -- results in widely varying after-tax

costs of fixed capital investment in-different sectors

of the economy and among otherwise similarly situated

business firms. Such lack of uniform treatment and the

failure to look upon the depreciable assets of any busi-

ness firm merely an a pool of dollars invested in the

assets necessary to produce goods and services without

regard to the particular mix of assets or their physical

characteristics, is contrary to the concepts of capital

cost recovery. A related difference is the failure of the

ADR system to apply to buildings. While in theory the

basic framework of the ADR system applies to buildings as

well-as to equipment, the 20-percent reduction in guideline

lives introduced in 1971 does not apply to buildings.

S. 1435 would apply a 10-year capital cost recovery period

to buildings.

Another major difference which reflects a defect

in the ADR system. is complexity vs. simplicity. S. 1435

is relatively simple in its operation. On the other hand,

the ADR system is not in its structure a simple mechanism,.

even though it did successfully eliminate much of the

administrative controversies associated-with useful life

depreciation as applied in audits on a taxpayer-by-taxpayer

basis. Many smaller business firms do not use the ADR system.
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Some sources indicate that while the greatest portion

of total business assets are depreciated under the ADR

system, the majority of taxpayers do not use ADR. The

complexity of the ADR system is due to a number of causes.

First, there is the multiplicity of classes and lives

implicit in the remaining vestiges of useful life deprecia-

tion still present in ADR. Second, and closely related,

are the data reporting requirements which although now

simplified have been a problem for many taxpayers. Third,

there are complexities arising out of the attempt to en-

graft upon the former outmoded depreciation rules a sub-

stantially new system, without facing up to the adoption

of a capital cost recovery system and starting afresh as

would S. 1435. Lastly, the ADR system and the regulations

published thereunder were the first major attempt at a

version of a self-contained capital cost recovery system.

Much has been learned since then, and that experience is

to a substantial extent reflected in the simplified tech-

niques in S. 1435.

Underlying Concepts Of S. 1435 In A Current Context

Viewed in a current context, against the back-

ground of the development of cost recovery concepts over

the last two decades, S. 1435 is the next logical step.
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It has now been nearly a decade since any

meaningful change has been made in depreciation, but

within that time much else has changed. The rate of

inflation has continued to rise and interest rates are

approaching and surpassing all-time highs. New tech-

nologies are coming on stream throughout the world.

Competition in world markets is more intense. Large

new capital investments to accommodate to changed

energy circumstances and to comply with governmental

regulations are being required of nearly all business

firms. Predictably, business fixed capital investment

and productivity are lagging -- a matter of major national

concern.

It is irrational to look at the impact of the

tax system on a piecemeal basis -- to consider depreciation

or capital cost recovery in isolation independent of the

overall impact of the tax system on savings, investment

and productivity. The total burden of tax must be consid-

ered. Not only have many other countries adopted capital

cost recovery systems, many have also made,or are in the

process of makingmajor structural changes in their tax

systems which substantially reduce the overall tax burden

on productive capital investment. Many countries have

integrated their corporate and shareholder taxes. Many
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comntries provide substantial tax incentives for personal

savings. In contrast, in the United States we still im-

pose a double level of tax on earnings realized in corporate

form. Also, with a few limited exceptions related to retire-

ment plans, we fully tax personal savings. The result is
that savings must be accumulated out of after-tax, not pre-

tax, income.

There have in recent years been some reductions in
business taxation, but they have not even offset the corro-

sive effects of inflation on a business firm's ability to
make and replace fixed capital investments. There have also

been some reductions in personal taxation, but these reduc-

tions have-only offset the tax increases from bracket-

progression as a result of inflation. The overall impact

of the tax system is still to impose a relatively high bur-
den of tax on savings and on business capital investment.

Within that framework, the importance of adequate capital

cost recovery allowances is greatly magnified.

The effects of inflation -- not just inflation

that may be expected to occur in the future but inflation

which has already occurred -- would alone be sufficient to
warrant the increase in the rate of capital recovery that

would be provided by S. 1435. The effects of continuing

high rates of inflation on a business firm's ability to
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replace its fixed capital investment are so devastating

that the Securities and Exchange Commission has already

moved to require some disclosure in financial reports.

The accounting profession is moving in the direction of

requiring that the effects of inflation on fixed capital

investment be shown in financial reports to shareholders.

Serious proposals have been made to provide for price level

basis adjustment depreciation for Federal income tax pur-

poses. Under such proposals, a taxpayer's deduction for

depreciation would not merely be related to the original

cost of the asset but would be related to the increased

cost of replacing that asset as measured by annual increases

in the Consumer Price Index or some similar index. Such

proposals for indexing depreciation have, however, generally

been resisted, in part because of their complexity and in

part because of a general reluctance to give statutory

recognition to the spectre of inflation continuing on a

long-term basis into the future. Many of these concerns

about indexing depreciation are real and there is not general

agreement on exactly how the adjustment for price level

changes should best be taken into account. Moreover, merely

indexing depreciation for inflation which might increase

capital recovery allowances as inflation increased, but

which would decrease capital recovery allowances as price

levels declined, would not address on a permanent basis the
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underlying long-term need for an improved capital recovery

system.

The impact on business firms of depreciation or

capital cost recovery allowances is primarily a cash flow

effect. At the very heart of our tax system -- when we

undertake to measure the impact of taxes on any business

firm -- lies the distinction between an expenditure which

for tax purposes can be expensed in the year made and an

expenditure which for tax purposes must be capitalized in

the year made. If an outlay of $100 can be expensed, the

tax system is neutral as to that expenditure. The firm

needs only $100 to be able to make that expenditure which,

in effect, is made out of pre-tax earnings. But if the

$100 outlay must be capitalized, a corporate taxpayer

subject to a 46 percent tax rate must have $195 in order

to make the $100 expenditure. In effect, the business

firm must make the expenditure out of after-tax earnings.

The business firm which makes the capitalized

expenditure may in the future through annual depreciation

deductions recover the cost cf the capitalized outlay.

Because those deductions are postponed, it is as if the

firm had prepaid tax which will be refunded in installments

over a future time period. Having made that pre-payment,

the total cash flow cost to the firm directly relates to the

interest or discount rate, and the number of years over which
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the depreciation deductions are spread. By definition,

the longer the depreciation life or capital cost recovery

period for any particular outlay for a capital asset, the

greater is the cash flow cost to the firm at any given

rate of interest. It is also obvious that the longer the

depreciation life or capital cost recovery period, the greater

is the chance that any predicted future income stream

from the investment may be inaccurate and the greater is

the risk to the firm undertaking to make that capital out-

lay.

In theory, if there were a perfectly stable

and completely predictable economic environment, if interest

rates and price levels remained constant, if there were no

new technologies or other changes, and if the various short

and long depreciation lives under the present system accu-

rately reflected the future income stream and relative

economic values of all assets in the multiplicity of ADR

classes, the present depreciation system, and the long

recovery periods which it entails, might be justified. But

such theoretical predictability and. accuracy does not exist.

Moreover, it would be difficult to suggest that any new

or updated study of "useful lives," or any mere tinkering

with the present ADR system, could ever achieve it. It

must be understood that "useful life" never has been and

never could be anything more than a rough estimate or
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prediction of circumstances in the future; and the longer

into the future that prediction extends, the greater the

inaccuracy.

The capital cost recovery system provided by

S. 1435 directly addresses the need for improvement in

the present system. First, S. 1435 would accomplish a

significant reduction in the tax liabilities of firms

which make productive capital investments, which in turn

would provide substantial additional cash flow, and pro-

vide a powerful incentive for new investment. This change --

viewed in the larger context of our overall tax system --

would partially offset the present relatively heavy burden

of tax imposed on savings and investment. Second, by

shortening the number of years over which capital invest-

ments are to be recovered, S. 1435 would in a simple,

straightforward manner substantially eliminate the need

for complex indexing or price level basis adjustment depre-

ciation. Third, by narrowing -- into some reasonably pre-

dictable period of 5 to 10 years -- the period for capital

recovery for all assets, S. 1435 would eliminate much of

the present distortions and disparities in after-tax costs

associated with the present 15, 20, 25, or even 40-year

recovery periods where productivity and value can, in fact,

not be predicted for that long a period with much accuracy.

Having in mind the national purpose of increased capital
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investment and productivity, to the extent that S. 1435
would allow more rapid capital cost recovery for any

particular investment than might be justified by a theoret-

ically pure income measurement based on "useful life,"

S. 1435 would err on the side of liberality.

While enactment of S. 1435 could be expected to

have a dramatic effect on capital investment, it is not

a radical departure from the present system as it has

evolved over the last 20 years. S. 1435 is irt fact merely

the logical next step. We do not now have anything even

approaching a pure useful life system of depreciation.

We long ago, quite logically and out of necessity, departed

from that. What we have in the ADR system is nearly a cost
recovery system, but one which has been twisted and tortured

to maintain the facade of useful life and one which is,

therefore, incapable of further adjusting to the need for

improved capital recovery. S. 1435 would resolve that

impasse and, in doing so, contribute substantially to

capital investment and economic growth.

Senator BYRD. The next panel consists of Mr. Daniel Boorstin,
Librarian of Congress; Mr. Robert Wade; Mr. Dana Fradon, car-
toonist, New Yorker, Cartoonist Guild, the Council for Creative
Artists and the Authors League of America; Mr. Cleve Gray, artist,
Cornwall Bridge, Conn.; and Mr. Norman Tanis, director of univer-sity libraries, California State University at Northridge, represent-
ing the American Library Association.

Senator Javits is interested in this legislation and he will be here
shortly, but I think we might as well proceed.

Who would like to start off?
STATEMENT OF DANIEL J. BOORSTIN, LIBRARIAN OF

CONGRESS
Mr. BOORSTIN. I appreciate the opportunity to appear here todayto support S. 1078, a bill to amend the Internal Revenue Code of1954 to provide for taxation of artists' income and estates.
For many years, the Library of Congress, as well as other re-

search institutions in the United States, has actively solicited gifts
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of personal papers, music, rare books, prints and photographs, Andother historically valuable material. The preeminence of the Li-
brary of Congress collections in these areas is largely due to ourability to solicit and receive such gifts. The donors have been ableto deduct the fair market value of the gift made as a charitable
contribution.

One category of donors has, however, since the enactment of the
Tax Reform Act of 1969, been unable to claim such a deduction asa charitable contribution. These are the creators of literary, scien-
tific, and artistic material.

Living authors, poets, musicians, scientists, and artists who wishto donate the results of their creative efforts to a library or a
museum are ineligible for a deduction. Yet, at the same time an
owner of a work of art or manuscript created by someone otherthan himself can take advantage of the charitable contributions
deduction.

The inequity has had a devastating effect on the ability of librar-
ies and museums to receive and preserve important collections for
future generations. Before 1969, the Library of Congress MusicDivision was annually receiving from 35 living composers the origi-nal manuscripts of their work. From 1963 to 1970, 1,200 manu-
scripts were added to the collections and since that time we havereceived a scant 30. Composers have ceased making donations to
the Library of Congress or have put the material on deposit with-
out a deed of gift. But we find it hard to justify using public funds
to arrange and classify materials without assurance that they will
remain in the national collection.

The Library of Congress Manuscript Division was receivingmanuscript collections totaling nearly 200,000 manuscripts a year
before 1969. Although bequests and donations of other material
have occurred, the Library of Congress has received only one major
gift of self-created material of a living author since 1969.

The number of gifts of original works of art to the Prints and
Photographs Division of the Library by living artists, photogra-
phers, and cartoonists has dwindled since the 1969 Tax Reform Act.
Three New Yorker artists have stopped donating their drawings
and cartoons as a direct result of the 1969 act.

The consequences of the reduced level of acquisitions will have adisastrous effect on scholarship, on the study and appreciation ofAmerican civilization. Creators disperse their collections by sellingthem on the open market-mostly to individual collectors. Thus,
the material ceases to be available for research in public institu-
tions.

Even more alarming, these materials are usually stored where
they suffer rapid deterioration and are subject to risks of fire,
flood, and theft. They are lost forever.

I am aware of your committee's concernabout abuse of charita-
ble deductions. S. 1078, the bill before you, addresses this problem
in a most sensible way. Many of us would, of course, like to see therestoration of the 100-percent fair market value provision. But weapplaud the provisions in S. 1078 which will partially restore the
charitable deduction. We hope and expect that it will stimulate
donations.

56-073 0 - 80 - 28
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It has been widely felt our unfortunate situation today was a
result of Congress well-motivated effort to prevent abuses of the
charitable contributions provisions by public officials who were
donating materials that had been created at taxpayers' expense.

S. 1078 specifically prohibits this practice. At the same time, it
recognizes that it is in the public interest that material of artistic,
musical, and literary significance should be donated to public insti-
tutions.

Our Nation thrives on our heritage. Positive action by the Con-
gress such as enactment of S. 1078 will remind us that we all have
a share in that heritage and we all are nourished by it. To garner
the works of artists, musicians, and authors by enacting S. 1078
willhelp us preserve a precious part of us.

Appended to my statement is a list of manuscripts that have
been sold on the open market and the prices paid. I would appreci-
ate it if this could be made a part of the record.

[The material referred to follows:]
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Sales as Listed in -Aerican Book
Prices Current -- EG Oe

1970--im7

Marc Connelly
typescript working draft, Oreen Pastures $6,500

Zane Orey
typescripts of novels 1,900-43,000
autograph manuscripts

,i lives 350
1436 leaves i,700
498 leaves 2,000

Jerome Kern
autograph transcript (music) 150, 90,

80, )I00

Anne Morrov Lindbergh
autograph manuscript poem 1 p. 130

Clifford Odets
typescript play The Bix Knife 170

John 0'Hara
2 autograph letters and i,500
20 letters signed

Archibald MacLelh
corrected proof, Conquistador 550

Arthur Miller
typescript rehearsal version, All W Sons, signed 200

Marianne Moore
corrected typescript and gIlleys for Puss in Boots 1,100

Katherine Anne Porter
typescript article 725
typescript short story 725
12 signed letters 750

William Bary=
signed letter 95

Arnold Schoenberg
autograph muscle 2 p. 225
autograph transcript (music) 375
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John teinbefk

archive of material from Winter of Our Discontent $5,000

Igor ftravinshk'
autograph music 16 P. 10900
autograph transcript (musie) 160, 225,

170, 140autograph letter 850

Ethel Waters
93 autograph letters 675

Thornton Wilder
40 p. typescript manuscript, original working draft of 3,500
Bridge of ,ln LuAis Per
17 autograph letters 575

Tennessee Williams
typescript signed 1 p. 100

William Carlos Williams
signed letter 275

Mr. BOORWrIN. I strongly urge the enactment of S. 1078.
Senator BYRD. Thank you.
I yield to Senator Javits.

STATEMENT OF HON. JACOB JAVITS, A U.S. SENATOR FROM
THE STATE OF NEW YORK

Senator JAvrrs. First, may I thank you very much for holding
the hearings? It has been an indispensable element of bringing up
this issue. May I thank the panel, Mr. Boorstin, and especially
welcome a friend and New Yorker, Mr. Fradon, a member of the
Cartoonist Guild, and Mr. Gray of Connecticut, Mr. Wade from the
National Endowment, and Mr. Tanis from the American Library
Association.

.I would state, Mr. Chairman, that the bill was dictated, as far as
I was concerned, by a seeming inability to give the necessary
attention to the artists' problems when we passed what I thought
was a highly desirable law in 1969 which dealt with the problem of
gifts generically, and resulted not necessarily by design, but in
effect in a very serious discrimination against artists, so much so
that we had one artist-I do not know ifit has been testified to-
who destroyed his works because he could not afford to pay the tax.
I think that was Bentsen, was it not?

Also, I have an artist friend, the greatest in the world, Jasper
Johns, who has a big problem about that, too. He has a great
collection of his work, of inestimable value to our country and is
really thinking about how to invest it because of the impact of the
estate tax situation on him and the ability, because he is a large
earner, to make gifts now.

I know I heard the last few words of Mr. Boorstin relating to the
utilization of the manuscripts, what manuscripts are worth, et
cetera, and how they are denied to the libraries. We have that
problem with the New York public libraries. Senator Long had the
problem, Mr. Chairman, I might say, concerning precisely how to
handle the situation. I do not think he was nearly as much opposed
to the fact that there was a problem which needed remedy, but
apparently found the way to do it very difficult.
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I hope, Mr. Chairman, that under your direction, and if you areimpressed with the case, that it may be possible to find a way
which would be helpful.

My own feeling is that we have to save our artistic heritage inthe national interest. It seems to me we ought to be able to define
a way to do it and I think that would probably be the essential
question before you.

Thank you. I just wanted to introduce the panel and thank them,
and thank the Chair.

Senator BYRD. I am delighted to have you, Senator Javits. I thinkthis does raise a very important point. I would hope that something
could be worked out.

I remember when this matter came up before the committee in1969, there were problems in the minds of many members of the
committee in regard to it. I think it is well worthwhile, SenatorJavits, that you should have raised this again at this point.

It may be, as these discussions go on, we can work out something
that would be satisfactory to the Treasury in protecting its con-cerns and also attack the problem that this bill seeks to reach.

Thank you very much.
The next witness.

STATEMENT OF NORMAN E. TANIS, DIRECTOR OF UNIVERSITY
LIBRARIES, CALIFORNIA STATE UNIVERSITY AT NORTHRIDGE

Mr. TANIS. My name is Norman E. Tanis. I am director ofuniversity libraries at California State University at Northridge
and a member of the University Museum Committee of the sameinstitution. I am also the past president of the Association of Col-lege and Research Libraries, a division of the American LibraryAssociation representing -research and special libraries and librar-
ies in institutions of postsecondary education.

I appreciate this opportunity to speak in support of S. 1078, the
Artists Tax Equity Act of 1979. The American Library Associationviews a tax incentive for contributions of creators 'works as vital tothe preservation of our cultural heritage and the ability of librariesto provide students and scholars with valuable research materials.
Through a system of tax credits such as that offered in the ArtistsTax Equity Act of 1979, libraries will once again benefit from the
donation of literary artistic and musical works.

I am the author of two studies, one in 1974 and the other in 1979,on the effects of the 1969 law on libraries and I would like to tellyou just a couple of examples of what libraries have told mearound the country about the effect of the 1969 amendment.
"The Act of 1969 has reduced to zero the donation of significantliterary manuscripts." This is from an eastern university.
"The Tax Reform Act of 1969 has eliminated completely, withminor exceptions, the program of our Conservatory Library collec-tion of manuscripts of living composers and musicians for its Ar-

chives for the Institute of the Study of American Music." This is
from a midwestern university.

"There is no question that it has had a negative and inhibitinginfluence. Some active donors have simply stopped making dona-
tion of important documentation waiting for an advantageous timein the future when there will be a change in the law, or a propi-
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tious turn in the market." This is from a major midwestern univer-

ost adverse. We have received a fairly large quantity of au-
thor's manuscripts since the passage of the act but only on deposit,
with one significant exception. All authors have expressed a desire
to give us their manuscripts but cited the act as making it finan-
cially impossible for them to do so." This is from a midwestern
university.

"The Act has had a significantly deleterious effect upon this
Library's acquisiton of scholarly materials that would otherwise
have come our way." This is from a large scholarly university.

"I can say without equivocation that it was a disastrous blow to
our efforts to collect and preserve manuscripts of creative writers."
This is from an eastern college.

"The Tax Reform Act indeed has had a serious and deleterious
effect upon donations to special collections at the university. Our
efforts to acquire donations for the manuscript division and the
university archives have met with continued frustration." This is
from an eastern college.

"I know of one collection that had come to us on loan and which
subsequently was sold to another institution. We should have re-
ceived this collectoin as a gift had tax deduction been available."
This is from a major Virginia university.

And the list goes on and on. Specific instances of manuscript
collection losses directly attributable, to lack of tax incentives are
easily enumerated. However, the number of valuable collections
lost to libraries because tax relief was unavailable to the origina-
tors will never be fully known.

There have been some who contend that libraries and research
institutions have not been harmed by the present tax structure and
point to continued donations of prominent authors and composers.
Indeed, some collections have been received, but it is extremely
important to point out that many such collections have not been
donated, but rather have been placed on deposit.

This practice of placing collections on deposit, that is to loan
collections under conditions set by contract, is detrimental to both
libraries and the scholars who use them. It is detrimental because
many libraries cannot afford the professional time and money in-
volved in the cataloging and maintaining of a collection which may
later be withdrawn, and more importantly, because use restrictions
placed on such collections by their donors may severely hamper the
scholarly research the collection is meant to support.

But perhaps the most important question is what becomes of
those collections that are not donated to nonprofit institutions or
even placed on deposit. Such collections may be sold piecemeal to
dealers or private collectors, often making scholarly access difficult
and costly, if not virtually impossible.

We do not know how many valuable literary and art collections
were purchased to be housed abroad, thereby widely scattering the
works of well-known literary and art figures. Or, such collections
may also be sold to the nonprofit institutions which previously
would have acquired them through donations.

The result of the latter practice of manuscript purchasing by
institutions has been that at times the more appropriate location
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for a collection, for example, a State historical archive, has beenignored and instead location is determined by the highest bidder. It
also places an increasing burden on already dwindling book
budgets.

In summary, the results of our survey indicate the following:
One, the libraries most affected by the Tax Reform Act are thosewhich collect contemporary literature, art, and music. Collections

have experienced a definite decline traceable to the present tax
structure.

Two, the Tax Reform Act has also increased the practice of
accepting gifts on deposit, a costly practice for libraries with a
severely limited benefit to scholars and researchers.

The tax reform has definitely limited bibliographic and physical
accessibility of manuscript collections through reduced donations
and in cases where donations have been accepted on deposit
through restricted use policies required by donors.

In addition, illogical locations and divided collections, as well asthe separation of collections from closely related materials, have
posed considerable problems for researchers.

The purchase of some manuscript collections places a greater
burden on library book budgets. If these collections were available
through donation, more money would be available for general ac-
quisitions.

The loss of valuable archival materials is indeterminable. Specif-
ic instances of manuscript collection losses directly attributable tolack of tax incentives have been cited. However, the number of
authors, artists, and composers who may have come forward with
donations had the Tax Reform Act not been in effect will never be
fully known.

The cultural contributions of our most prominent authors, com-posers, and artists and the records of our precious historical heri-
tage are being scattered. And, a traceable archive of their achieve-
ments which have been instrumental to the growth of our society
and which will lay the foundation for* growth in the future, is
imperiled.

We strongly support S. 1078 and feel that the tax credits offered
in this legislation will provide the necessary incentive for authors,
artists, and composers to donate their works to nonprofit institu-
tions where they .may be properly maintained and saved for future
generations.

I appreciate the opportunity to appear before the subcommittee
on behalf of the American Library Association, a nonprofit educa-tional organization whose 35,000 members are dedicated to the
improvement of library service for all the American people.

in closing, I would like to call your attention to a resolution onliterary, musical and artistic donations to libraries adopted by the
Council of the American Library Association at its Dallas confer-
ence in June 1979.

Senator BYRD. Two questions at this point.
How does the legislation under consideration-how is the value

determined and how are abuses controlled?
Mr. TANIS. Mr. Chairman, when a donor gets a manuscript hehas to have an independent evaluation which he files with the IRS

and the comptrollers at the IRS can appeal this evaluation and
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send in their own evaluation, or submit it to a panel of their own
choice.

If the donor is unsatisfied with this type of thing, I understand
there is a tax court the donor can appeal the case to, so there is
due process for both sides.

Senator BYRD. Thank you.
[The attachment to the statement of Norman Tanis follows:]

RESOLUTION ON LITERARY, MUSICAL, AND ARTISTIC DONATIONS TO LIBRARIES

WHEREAS prior to the Tax Reform Act of 1969 (FL 91-172), an author or artist who
donated his or her literary, musical or artistic compositions or papers
to a library or museum could take a tax deduction equal to the fair market
value of the Items at the time of the contribution, and

WHEREAS since 1969 such deductions have been limited to the cost of the materials
used to produce the composition, and

WHEREAS since 1969 donations of manuscripts and papers from authors and other
figures to libraries have been severely reduced, and

WHEREAS libraries, in their present precarious financial condition, are rarely
able to compete successfully for manuscripts on the open market, and

WHEREAS an entire generation of literary papers may be lost to future scholars
through lack of an incentive to donate them to libraries, and

WHEREAS restoration of the tax deduction would contribute to the equitable tax
treatment of authors and artists and would increase public access to nd
preservation of the nation's literary and artistic legacy;

THEREFORE BE IT RESOLVED, that the American Library Association go on record in
support of legislative measures which would help restore a tax incentive
for authors and artists to donate their creative works to libraries and
museums, and

BE IT FURTHER RESOLVED, that the American Library Association supports the
restoration of the pre-1969 tax deduction equal to the fair market
value of literary, musical or artistic compositions or papers at the
time donated by the creator to a library or museum.

Adopted by the Council of, the
American Library Association
Dallas, Texas, June 28, 1979

Senator BYRD. Who is the next witness?

STATEMENT OF CLEVE GRAY, ARTIST, CORNWALL BRIDGE,
CONN.

Mr. GRAY. Mr. Chairman, my name is Cleve Gray from Connecti-
cut. I am an artist and I am a commissioner on the Connecticut
Commission for the Arts which last week voted unanimously to,
support Senator Javits' bill and to convey you that message, I also
have a list of national visual art groups that support the Senator's
bill.

The Graphic Artists Guild, the Society of Illustrators, the Society
of Photographer & Artist Representatives, the American Society of
Magazine Photographers, the Association of American Editorial
Cartoonists, the Foundation for the Community of Artists, the
Cartoonists Guild, and I am sure there will be many, many other
groups which, as time goes on, will support the Senator's bill.
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As it stands now, the estate tax law punishes the contemporaryartist very severely, and I will speak personally about that aspect
of it.

I have practiced my trade for 40 years. I have shown nationallyfor 30 years in museums land galleries. I have had a modest suc-
cess.

But it took me 20 years before I could begin to own my costs.I really have nothing to show beyond the work that exists now inthe museums of this country, but a large accumulation of work in
my studio.

I have a wife and two sons who, as a result of this accumulation
of works, would be devastated by the estate tax laws as it stands
today.

The reason for this is that the practice of art is unlike that ofany other profession. Some of the basic characteristics of thatpractice are one, the rapid accumulation of work in the artist's
studio he cannot sell at his rate of production.

No. 2, the method of appraisal of full and fair market value isunique because each work of art is a unique work and has to find aunique buyer. It is all but impossible to say that one work of art
equals another work of art.

Art galleries will attest to the difficulty in selling individual
works of art.

This has caused, No. 3, the great difficulty of marketing it. There
is no marketplace for art, such as there is for stocks and bonds,such as there is for jewelry internationally, which is priced by size,
or quality, or color.

Four, art works, although they generally increase in the life of acontemporary artist, decrease after he dies. It is far more commonfor a work of art to decrease in value than it is to rise in value
after he dies, for many years after the death of an artist.

We hear, of course, about the famous artists whose works in-crease, but that is not the casefor the average artist, by any
means.

The fifth problem is caused by the carryover basis rules, the loss
of capital gains aspects.

The sixth by the fact that heirs cannot deduct for their contribu-
tions to museums.

I, in the last year, painted 275 works. The art galleries whichrepresent me sold 7 percent of the work I produced. I am left with
about 250 works produced in a year.

It is easy for you to see then that when I die I will leavethousands of works in my studio. This is a source of terrible dis-couragement and has resulted in mass destruction by many artists,
as Senator Javits has mentioned.

I, myself, am destroying my work because of this problem.Finally, sir, I would like to conclude by saying that in the last 25years, the United States has been an international cultural leaderbecause of the fact that the tax law had helped stimulate the artsby contributions to museums throughout the world and because ofthe fact that the National Endowment for the Arts has givenpsychological and material help to the artist, which has been of
tremendous value.
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This has- produced millions of dollars in commerce throughout
the Nation as a peripheral result of interest in the arts and it has
given our country international prestige for cultural vitality.

I pray, sir, that this will not be lost.
Senator BYRD. Thank you.
[The prepared statement of Mr. Gray follows:]
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Before the
Subcommittee on Taxation & Debt Management

Committee on Finance
United States Senate

October 22, 1979 Statement by Cleve Gray,/ Hearings on S1078 /Washington, D.C.

My name is Cleve Gray.' I am an artist. I live and work in Warren, Connecticut
and I am a Commissioner on the Connecticut Commission for the Arts. The ConnecticutComission for the Arts has recently decided to unanimously endorse S1078,
The Artists Tax Equity Act of 1979.

I am here to testify in behalf of Senator Javits bill S1078, especially
concerning those sections dealing with the estate tax laws as it effects artists.

Of course I must speak to you from personal experience. I am a moderately
successful artist; at the age of 61 1 have been exhibiting throughout the
country for the past thirty years; yet it took me many years before I could
begin to pay my expenses. I have a wife and two sons, who when I die, will
be financially devastated by the estate tax law as it stands ioday in this
country.

But l must state at the onset that I speak for EVERY artist, those who are
poor as well as those who have a modicum of success, for they are the ones
who today suffer most from the present law. I have no concern with the few
very rich artists; they are able to sell v'xt their work; that is why they
are rich. Their inventory at death is comparatively small. But the hugemajority of artists are sellirgat moderate prices In moderate quantity with
a very high rate of production. That leaves an enormous quantity of work in
the estate.

At the heart of the problem with art is the question of Valuation. The artist's
manner of working and producing art is unrelated to any other professional
activity. At the present, art works are appraised fc estate purposes at fullor fair market value, this value being derived from past sales of what appears
to be "equal" works- the assumption being that artworks can withh fairness beso equated. In fact they cannot; for each work of art is unique and has to finda unique buyer. This fact is intrinsic to their value. Artists and art galleries
will testify to the complications, the time, and the effort expended attempting
to sell each individual work at a satisfactory price.

The difficulties caused by the problem of marketing art woks are compounded bythe fact that virtually no artists are able to sell their ork at their rate
of production. An enormous inventory builds up in a lifetime. For a productive
artist it can amount to thousands of works. In my case, for example, in 19781 painted approximately 275 works; the gallery sold well, yet sales amounted toonly 7% of my pi-a.duction. An active contemporary artist can therefore at deathleave a few thousand items. Appraised at full and fair market value, the estate
will run into millions of dollars. Heirs would find it impossible to pay such
a tax.

Contrary to popular belief, works of art do not necessarily rise in value after
the artist's death. Without the force of the artits' personality, it is far moretypical for sales and prices to descend. Artists who coraanded good prices duringtheir lifetime more often than not, are forgotten after death. There are countless
examples of such decreased values, whereas the reverse, increased values, is
comparatively rare.
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Cleve Gray Statement Page 2

Works of contemporary art cannot easily be liquidated. No ready market like
that for stocks and bonds exists. Nor can they he compared to furniture or
jewelry which traditionally have accepted international values set by weight,
color, quantity, species, etc. The enforced liquidation of an artist's estate,
unless it was very small, would unquestionably destroy the value of the
property for years to come.

The few concessions that IRS makes to artists' estates do not adequately
lessen the serious problems I speak of or the rkany others I haven't mentioned.
One of these is the length of time it takes an artist to build a reputation so
that he can earn enough money to pay his espenses. S1078 is an important help
in this area, extending the amount of time that an artist has to make a profit
from five to ten years. There are many young and beginning new artists who will
experience some relief and encouragement from this provision of the bill.

I can only mention a few more of the many serious difficulties discouraging
American artists which Senator Javits' bill attempts to correct. There is the
fact that heirs, like the artist during his life, are unable to gain tax relief
from charitable contributions of the work. It is incomprehensible to the artist
that his work is valued for tax purposes at the cost of materials when he
donates it to tax exempt institutions, but when his estate is appraised it
assumes full market value.

With all the above problems of valuation in mind ( and there are still others )
we now have to face the carryover basis rules: If heirs have by some miracle
been able to pay the estate tax, and if they have found a buyer for an individual
work, that sale is subject to income tax on the entire sale price. No longer
does a capital gains tax apply on the gain over the appraised value. The heirs
are back in the position of the artists while alive, paying full weight income
tax; infact, they are worse off, as the 50% maximum tax on earned income does
not apply, and they can pay up to 70%.

Using myself as an example and speaking moderately, if I leave an estate of
2,000 works averaging $2,000.each, the size of my estate is evident. On each work
my heirs would pay roughly $500.in estate tax. When they are fortunate and sell
a work, the gallery deducts its commission, say 25% - another $500. The heirs
pay income tax on $1,500 - perhaps another $500. Then come state and local taxes.
A few hundred dollars are left. But the heirs can't keep that, for it will have
to go to pay off the estate tax on the remaining unsold works. In truth, the
estate tax and carryover basis are, for artists, practically confiscatory.

American artists are only beginning to absorb the dreadful implications of the
new aspects of the estate tax law. They are terrified. The normal editing which
any good artist does of his work can turn into mass destruction. I spoke this
week to Robert Motherwell, one of our greatest painters who is now unmarried and
has two children. He is destroying work which undoubtedly ought to be saved if
only for historical value. The same is true " r other artists. I myself have
burned paintings and drawings and will eventually have to destroy ruthlessly
much of my life' work unless the law is changed. I cannot place such a burden
on my wife, attempting to retain my work.
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some artists are being advised (badly) to hide their work. This they refuse
to do as it means breaking the law. Citizens ought not to be placed in such
a situation where to protect the future of their family and their own life's
work they must contemplate hiding that work. So most artists are bewildered
for they had understood that the government was attempting to encourage the
arts.

This situation exists in no other country in the world. It is deeply discouraging
to the American artist. Real artists think in terms of making, creating.
If they have to face the fact that everything made will pile up into an impossible
debt for the family, theU desire to work is seriously affected. I for one find
myself hesitating to start a canvas. I jhave to wonder if I have the right to
inflict still more of a tax burden on my family. Can it be that in terms of our
American heritage such a tax bill will remain to have such a devastating effect.
In the past generation American art has taken a position of world leadership.
It has brought to this country hundreds of millions of dollars in commerce
and has given it a priceless reputation for cultural vitality and imagination.
I pray this will not be lost. This bill, S1078, goes a long way in correcting
these problems.

Senator BYRD. Would this legislation apply to an artist who has
not sold any works of art?

VOICE. The contribution is a limited amount to the art, limited to
50 percent.

It is limited to 50 percent of the income derived from art.
Senator BYRD. Then if he sold no work of art throughout the

years, he would not contribute to anything.
The next witness?

STATEMENT OF DANA FRADON, CARTOONIST, NEW YORKER,
CARTOONIST GUILD, THE COUNCIL FOR CREATIVE ARTISTS
AND THE AUTHORS LEAGUE OF AMERICA
Mr. FRADON. Mr. Chairman, Senator Javits, my name is Dana

Fradon. I am a cartoonist for the New Yorker magazine. I would
like to speak to you today as a member of the Cartoonist Guild and
its representative on the executive committee of the Council of
Creative Artists, Libraries, and Museums and also as a former
contributor to the Library of Congress, and other libraries, and
museums.

Like virtually all other cartoonists, I stopped contributing to
these institutions when in 1969 the law on charitable gifts was
changed.

I would like to express our collective appreciation to Senator
Javits for introducing S. 1078, and to Senator Long and Senator
Byrd for scheduling this hearing today, and for all those members
of the Senate Finance Committee who are seriously considering the
testimony of those who are here today.

If enacted, S. 1078 would make it possible for us once again to
contribute our original drawings to those qualified institutions that
request them. In the case of the Library of Congress, we would be
pleased to once again become part of the cartoon collection that
dates back to the American Revolution.

The bill meets very much with our favor, but we would appreci-
ate it if the words "income derived from. the sale of art work" were
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broadened in some manner so as to include income derived from
the granting of publication or performance rights. As with authors
and composers, this is the source of our major income. Some money
is also generated from sale of originals, but it is minor compared to
that received for publication.

From our past contacts with Senator Javits' staff, we are certain
that the intention was to include us in this bill, and it may be that
the wording is sufficient. Broadly, we do indeed earn our living
from the sale of art work. But to avoid possible future bouts with
IRS interpretation if the bill should pass, we would appreciate
some broadening of the sentence in question that specifically in-
clude income received from creative works conceived for publica-
tion as performance.

I deeply appreciate this opportunity to speak on behalf of many
American artists, authors, cartoonists, musicians, who have been
adversely affected by inequalities in our present tax laws.

Senator BYRD. Thank you.
Let me see if I understand this correctly. If an artist sells during

a particular year $100,000 worth of paintings, for example, then he
could contribute $50,000 worth of paintings.

VOICE. There is a further limitation of $35,000 in any one year.
Senator BYRD. To take another example, if he sold $10,000 worth

of paintings, he would be limited to $5,000?
VOICE. Yes, sir.
Senator BYRD. That is different from anyhing that this commit-

tee has considered in the past, as I recall. I think that is a very
important limitation.

[The prepared statement of Elie Siegmeister follows:]

C
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October 22, 1979

STATEMENT OF

ELIE SIEGMEISTER
CHAIRMAN, EXECUTIVE COMMITTEE

COUNCIL OF CREATIVE ARTISTS, LIBRARIES & MUSEUMS

BEFORE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

Mr. Chairman and Members of the Subcommittee:

I speak to you today in two capacities: as a composer,

and as Chairman of the Council of Creative Artists, Libraries

and Museums. The Council is a federation of seventeen-national

organizations including museums, libraries, authors, painters,

sculptors, composers, other artists, and members of the art-

loving public, totalling more than one and one-half million

Americans.

I should like to begin, if I may, with the year 1913,

It was then that the Income Tax law was enacted by Congress,

and a few years later, the law on Charitable Contributions.

For fifty years, from about 1919. to 1969, as .a direct result

of these two laws, American museums and libraries throughout

the country were able to acquire, by the gifts of the artists

themselves and other taxpayers, a magnificent treasury of

paintings, sculptures, prints, cartoons, and the original

manuscripts of poerds, plays, novels, operas, musical comedies,

and symphonies that form a great heritage of the American

people. Each year millions of Americans visit the National
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Gallery, the Metropolitan Museum, the Chicago Art Institute,

the Library of Congress, the New York, Boston, Chicago, and

other public libraries, as well as the libraries and museums

of Yale, Harvard, Stamford, UCLA and many others, to look at

the great collections of painting and sculpture, and study

the original manuscripts of Eugene O'Neill, William Faulkner,

George Gershwin, Aaron Copland, Richard Rodgers, Oscar

Hammerstein, and other great Americans. Many, if not most

of these art works came to the libraries and museums as gifts

of the artists themselves, as a direct result of the law

on Charitable Contributions which for fifty years granted the

artist the same rights as other citizehs, to make contributions

and receive the deduction based on the fair market value of the

works. For fifty years American institutions were vastly en-

riched as a result of the equitable working of this law. Nor,

I may add, was the U. S. Treasury bankrupt as a result. Quite

the contrary: because many of the art works were donated

during the artists' lifetime, they Cost the government a

small fraction of what they would cost today after the artists

have passed away. Across the street" in the Library of

Congress, there is the original manuscript of a great American

opera: "Porgy and Bess". I have no idea what tax deduction

George Oershwin received for the gift of this priceless docu-

ment, some thirty or forty years ago. But whatever it was,

I am sure it was a tiny fraction of what it would cost that

Library -- which of course is supported by the U. S. Treasury -- to
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purchase that manuscript today. The law on Charitable Con-

tributions as it worked for fifty years was a wise, humane,

and thrifty law.

Why, then, am I here today? Because, as you gentlemen

undoubtedly know, that law was changed by the Tax Reform Act

of 1969 in such a way as to destroy the giving of artworks

by the living artist. Prior to the 1969 Tax Reform Act,

authors and artists could deduct the fair market value of

their manuscripts, papers and paintings that they donated to

tax-exempt libraries and museums. The exemption was removed

by a provision of the 1969 Act designed to deal with donations

of public papers by political figures. As a consequence,

artists and other creative individuals no longer may deduct

the appreciated market values of their own works contributed

to tax-exempt organizations. The only deduction available is

for the cost of materials, which is a nominal amount. On the

other hand, collectors are permitted under the law to deduct

appreciated market values in connection with the contribution of

works they own. Authors, artists and composers consider this

current tax treatment of their contributions of artworks as

unfair and discriminatory.

As a result the past ten years, as any museum director or

librarian can tell you, have been a disaster for American

culture. I don't want to bore you with statistics, but the

fact is that contributions of original works by artists,

writers, composers, and other creators has practically ceased.

56-073 0 - 80 - 29
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The artist feels the law has made him a second-class citizen,

one who is deprived of rights that the wealthy businessman or

collector can still exercise. Our country is perhaps alone

among the civilized nations of the world in using tax policy

to penalize the artist. Other countries, among them Ireland,

France and Holland, encourage the arts by granting special

tax advantages to the artist who enriches his country's cul-

ture; we do the opposite.

As a result of the 1969 amendments, artists' donations

of paintings, manuscripts, musical compositions and other art-

works to museums and libraries have been severely curtailed.

Many cannot afford to give away valuable property without a

realistic charitable deduction to offset the income lost by

not selling the property. As a consequence, not only the

artist, but the student, the scholar, the American people

as a whole have lost and are losing their priceless heritage.

To take one instance, Stravinsky's greatest composition, the

"Rite of Spring" could have been given to the Library of

Congress a few years ago. Because the great composer learned

that he would be treated worse than an average citizen, he did

not make the gift, and the work went into private hands..Many

paintings by our leading artists have been sold privately,

some out of the country, when the artist would have been happy

to donate them to an American museum where our own people

could see and enjoy them.
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Before concluding these remarks, I wish to say that our

organization supports Senator Javits' bill which, if enacted,

would go a long way ward remedying the bad situation that

exists. I would make only one small suggestion. The bill

as drawn would allow tax deductions for charitable contri-

butions of artworks to be applied only to income derived from

the "sale" of artworks. I should like to point out that this

would benefit only graphic artists who earn their living from

actually selling their physical creations. Authors and com-

posers, however, derive the greater part of their living not

by selling their original work, but from royalties derived

from licenses covering the publication or performance of their

works. I respectfully urge that the language of S. 1078 be

amended so that the "attributable tax" limits of the bill

will include taxes on income received by authors and composers

from licenses and other dispositions of their creative works

as well as sales. We understand that such a change is agree-

able to Senator Javits, the primary sponsor. It wo4ld

place all creative artists on equal footing and would enable

the libraries and museums to acquire the original works

directly from these creative artists.

With this slight modification, for myself and for the

members of our organization, I heartily endorse S. 1078 and

urge its passage in this Congress.
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Senator BYRD. The next witness?

STATEMENT OF ROBERT WADE, GENERAL COUNSEL,
NATIONAL ENDOWMENT FOR THE ARTS

Mr. WADE. We have had some difficulty getting the wisdom of
our views on the issue accepted by the Treasury Department. We
do disagree with Treasury and we are trying to work that out with
OMB, but I am authorized to share with you today our concern
over the issues that you have heard discussed earlier.

Chairman Biddle has authorized me to tell you we are very
concerned when we can see things such as the inconsistency be-
tween the evaluation of art works for estate tax purposes and the
evaluation of art works for contributions by the artists to nonprofit
institutions.

As you may know, the artist is limited to the cost of his materi-
als when he contributes a work, while he is taxed for the fair
market value of such works as a part of his estate.

We feel that is an inconsistency, at least, that needs to be care-
fully studied, and something better worked out.

We are concerned very much when we see the drying up of
contributions to the great public institutions of this Nation. We
feel this is not in the public interest.

As you know, as we all know, the museums of this country are
overflowing with people during their free time, that the family life
of the Nation is enriched to a great extent by the availability and
accessibility of our cultural resources.

We are particularly concerned when we see something like the
hobby loss rule that presumes one is not a serious artist if he does
not make a profit in 2 out of 5 years-very few, if any, artists make
profits during their first 5 years of work. Some not for 20 years.

The Tax Court of the United States recognized this when it
overruled the IRS recently in a case where a woman artist did not
return a profit for 20 years, but considering all the other factors,
the seriousness of the endeavor, her academic background, the
length of her efforts, the Tax Court recognized that the lady was a
serious artist and therefore gave her recognition of the tax benefits
that other business-oriented activities are 'entitled to under the
rules as they are now written.

I personally feel that 2 out of 20 years would not be too great a
presumption: We know of artists who never make a profit-in fact,
whose works are not recognized as being significant until they die,
so there are other factors here.

We feel that the Treasury is not really looking at the total
picture, as it looks at it in the very simplistic terms of a profit in 2
years out of 5, or what have you.

We are also concerned when we see other nations of the world,
such as Mexico and France, treating artistic property so different-
ly. I personally feel that the Treasury Department does not recog-
nize the special significance and value to the public of artistic
property, while these other nations have.

Congress has recognized the value of cultural activities in pass-
ing the National Foundation on th'e Arts and Humanities Act of
1965. The public recognizes it, as proven by their interest in the
cultural activities.
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But apparently Treasury, in its concern that special interests not
receive special tax treatment, to my mind oversimplifies the situa-
tion with respect to artistic property.

I will finish simply by saying that we are very gratified for these
hearings. We feel that they are of utmost importance. The Javits
bill should assure that artists will receive fully equitable tax treat-
ment and that the interest of the American people is fully recog-
nized in these respects.

Senator JAVITS. I hope very much that the Endowment and the
Treasury both get together. I don't think we should have to jump
that hurdle again before we go into the Senate. Whatever they
agree on, they should agree on something. At least then we will
know where we are.

Mr. WADE. We will definitely be working on the Treasury De-
partment, Senator.

Senator BYRD. That would be very helpful.
Thank you, gentlemen.
[The following was subsequently supplied for the record:]
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I.-
U) November 16, 1979 0

( Mr. Michael Stern
Staff Director
Senate Finance Committee 0U) Dirksen 2222 0
Wash. DC 20510

Dear Senator Byrd: "

S1078, the Artiots Tax Equity Act of 1979, is a bill that will 0S greatly help American artists. Since 1969, when tax reforms
caused great inequities in the law for artists, A.R.T. has
been working closely with outstanding leaders in the arts
community and various legislators at both the state and federal
levels to attempt to introduce some legislation that would help M
ease the economic "catch 22" that artists are presently caught
up in. We have been working with Senator Javits on this bill1 because it addresses the 4 areas of major concern for artist:

U) Contribution deductions, the Hobby Loss, Estate Taxes and the
"" issue of capital gains taxes on the sale of inherited art work.

As so many artists, museum directors, librarians & individual
Americans have pointed out, in our present tax structure artists 6
are allowed to deduct only the cost of materials when they make
a contribution of their work to a charitable institution, evenO though a collector can at present deduct 100% of the entire fair0 market value of an art work should he choose to donate a piece1" of art. This has resulted in the loss of many valuableJ) master pieces of national heritage American Art, to Museums,I" Universities and Libraries throughout the U.S. All of this is 3U carefully documented in reports in various journals and tn the

S testimony presented for the Congressional Record by Mr. Boorstin,(M Librarian of Congress and Dr. Tanis, Director of University -4Libraries. Legislators at the state level are concerned enough
about this inequity and the implications of this great loss of
American art that already three states, Oregon, California andKansas have passed legislation that would correct the problem
by allowing an artist a deduction of 100% of the fair marketo_ value. Furthermore in July of this year The NCSL recommended
that this legislation be seriously considered by all of our
states. At least six other states we know of are attempting -q
to write similar legislation and the number is rapidly growing.

"F There is no question but that this is an area of deep concern
to many Americans. G)

SATIPSPTS TTOAY IIINCT Nn~ h i.U.Y~.Y. I MI MV) 561-5348>

-
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Michael Stern
November 16, 1979
2

Mr. Javits' solution to this problem with the introduction of S1078
is a compromise proposing a 30% tax credit. This same legislation
was passed by the Senate a few years ago but did not pass the JointHouse-Senate Committee. Enough evidence has accumulated since that
time to strengthen the support for this bill and we feel the additionalprovisions Mr. Javits has made in S1078 to deal with the problem ofEstate taxes, the hobby loss and capital gains taxes on inherited
Art, are equally important and equally supported.

We have met with several members of the Treasury over the past few
months to discuss some of the contradictions in the tax structure
and some contradictory rulings that have adversely affected Artists
and we believe it important to point out that Treasury's estimationof the losses in revenue caused in S1078 do not measure or account
for the additional revenues gained through a Collection of aTreasury of National Artwork valued at upwards of 15-20 million
dollars a year; nor does Treasury in its arguments against thislegislation attempt to measure the additional revenue gained from
people engaged in the industry because of increased tourism andcommerce resulting from the display of the Art work. The
Connecticut Commission on the Arts, and many other universities
and institutions are compiling an impressive account of figuresthat reveal how deeply Arts stimulate commerce and the economy.We feel more structured discussion with the Treasury is necessary
to discuss these new figures and-research that Arts councils and
universities as well as the U.S. Dept of Commerce are engaging in.
We would like to mention that the third provision of the ArtistsTax Equity Act that of permitting payment of estate taxes with
the inherited Artwork, is a solution also studied by the ArtsTask Force of the NCSL and as a result is now recommended for
state arts legislation by the National Conference of StateLegislatures, Maine has already adopted this plan this year- in a
more inclusive and comprehensive way. Representatives MerleNelson and Jim Tierney of the Maine State Legislature were two
of the many people who offered to testify at these hearings to
indicate the success of that legislation passed in Maine.
Pennsylvania is about to introduce this same legislation as asolution to the difficult problem of artists' estate taxes inPennsylvania, and we know of three other states working on similar
bills.

We would also like to mention the great economic hardship young
artists must face by the present tax laws mandating that they must
show a profit in two out of five years in order to deduct materials
they need to produce Art. We feel the extension of time to 2 outof 10 years in S1078 will provide some relief to young artists
especially who must work many years to develop the skill necessaryto become professional. The law as it now exists shows little
understanding of the unique path the development of a good artist
must take.
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Michael Stern
November 16, 1979
3

To conclude, the Arttsts Tax Equity Act of 179_ does not offer
all that the Arts community is hoping for; but it is enough
to raise the hope and morale of the contemporary artists most
of whom feel insurmountable economic pressure in this
country. This legislation besides creating some temporary
relief, will be a symbolic statement of some hope to many
American artists who are bewildered and upset at the rigid,
hostile laws that are certain to cause a swift decline in
this nation's world leadership position in the creative arts.

We urge you and memebers of the finance committee to
recommend that S1078 be adopted as law as it stands as
soon as possible.

Respectfully yours,

Carolyn N. deLisser
Executive Director, A.R.T.

Enclosures
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THE NATIONAL CONFERENCE OF STATE LEGISLATURES

ARTS TASK FORCE

RECOMMENDED STATE ARTS LEGISLATION

The Arts Task Force of the National Conference of StateLegislatures at meetings in San Francisco July 23 and 24,1979 adopted the following as recommended state action forthe arts. While not every proposal was recommended unanimously,each of the recommendations received a majority vote of thosemembers voting. The Task Force recognizes that not everyproposal may be suitable for enactment in every state. Addi-tional proposals may be recommended by the Task Force at
subsequent meetings.

A. "ARTS FUNDING

1. Art in State Buildings: -Appropriate a specificpercentage, often 1%, of the annual construction budget for
state buildings to commission and/or purchase art for new andexisting state buildings; or, less preferably, require legis-lative consideration of an annual appropriation to commission
and/or purchase art for new and existing state buildings.

2. Artists in Residence: Establish an artist-in-residence program for such institutions as schools, hospitals,
and prisons.

3. Direct Appropriations for Art Institutions:Consider direct appropriations to major arts institutions eitherfor specific capital expenditures or t provide a significant
portion of the institution's budget. Such appropriations arein addition to the regular funding of the state arts agency.

4. Local Arts Funding: (1) Authorize localgovernments to provide funding for arts performances such asoperas, symphonies, concerts, theater, and dance for artsexhibitions; and for a percent-for-art program for lot.alpublic buildings. (2) Allow local governments to institutea hotel-motel tax or other taxes to fund cultural and tourism-
related institutions and events.

B. ARTISTS' RIGHTS

5., Artist-Art .Dealer Relations: Prov4 e protectionto artists who give their works to *rt dealers on consignment
to *ell or exhi,-bit. The dealer acts as a trustee in holdingthe art and funds from sales. Some laws also protect artistsagainst loss or damage to the artworks while in the dealers'possession and against claims by dealers' creditors.
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6. Artists' Live-Work Space: (1) Allow local govern-
ments to establish zones where artists may live and work in
buildings in urban areas previously zoned for commercial
and/or industrial use and authorize alternative building
code requirements in those areas or (2) where appropriate,
enact a state zoning statute establishing live-work zones.

7. Art Preservation: Provide artists, and insome cases the public, the right to bring legal action against
intentional physical defacement, alteration, or destruction
of artworks of recognized quality by government agencies orprivate owners. Both injunctive relief and action for damages
may be authorized. Sometimes referred to as "Artists' Moral
Rights."

8. Resale Poyalties: Provide artists with a
percentage of the resale price of their artworks, provided that
the resale is profitable to the seller and the resale price
is in excess of a specific minimum amount.

(I)TAX•TXLEGISLATIO)N

S9) .Artists' Income Tax Deductions: Enable professional
artist. t-educt for state income tax purposes the fair market
value of artwork. donated to museums and other charitable organ-
izations. Current law limits the artists' tax deduction to the
cost of mat rials only.

(10.) Death Taxes: (1) Allow beneficiaries of artists'
estates to4d~fer death taxes, and/or (2) allow the death tax
to be paid with art as valued by the state death tax appraiser
and delivered to an appropriate institution.

D. ARTS EDUCATION

11. _Basi Educ action: Amend the state education actto redefine basic education to include arts education at the
elementary and secondary levels.

12. Gifted and Talented: Include children gifted and
talented in the arts within categorical state funding of gifted
and talented programs.

E. HISTORIC PRESERVATION

13. Historic Preservation: Encourage legislation
to provide incentives as well as funding for the preservation
of landmarks and properties of artistic, cultural, historic
and architectural significance.
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F. CONSUMER PROTECION
14. Disclosure: Protect purchasers of fine artprints and other art issued in limited editions by requiringart dealers to disclose specific information regarding each

piece sold.

15. Warrantless Require art dealers to provideexpress and implied warranties of genuineness with respectto the sale of limited edition prints and other artworks.

G. STATE ARTS AGENCIES

16. Composition of State Arts Agencies: Considerthe feasibility and advisability of (1) legislative representationon or appointments to the state arts council or commission, and(2) one or more professional visual, literary, or performingartists on the council or commission.
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U.S. DEPA;1;T7rPJT OF
Office of the Secretary
Wasngto,, D.C. 20230

WV3Iv)~Rc~

.C . A TE O

CULTURAL RESOURCES FUNCTION AT aE DEPAZTENT OF COQERCK

m ,. ," , .; ' • . .. "."" ' "

READED. BY: Louise W.' 'Wiener : .. " " "Special Assis ten.to.thb Secretary .

PURPOSE: -To gatlier economic data on the arts; 'to .how the D entt
. .. policies, and programs. affect .the. development .of the culture .' ..

";.Endusy;'and t6 make recommcdatons oa how to incorporate. -':
. he-insights and ,nformtion gathered Into the ,Department's Pograms,

O.IC DATA % .1 .... ............... -

-The economic data gathering has focused on tim major unartakings.. "'iit.
in January of 1978. the Department submitted .a paper ent1t)led The Econouic
Development Potential" of Cultural- Resources to .the. White. House Confereace.on balanced national Growth and Economic Development.. That paper was the '
first formal acknovledgesewt by any Adninisration that l;he arts produce'
not oly .q.alty of life benefits but geuera&e a ncillary economic benef..ts.
The study isolated four. development properties of 'ihe: profit -and non-profit

o Cultural resources are "people magnets". Iudvest=9nt in the art;
* could br u people into an area and enhance-its eppealtb•

consumers, tourists, and, therefore, investorss.

o. Cultural resoaurces.'are laboir intensive and .Iuvolv6 the' full rane..
*of skill l v.els.... . . . . . • " • , "

* * . ? '.e , - .' ' • . " " " ' .. **." -' ! " '

Culturnl resources areT small busiuesses which create a demnd for
a varlety'of Other. small businesses. (A recent Joint Economic
Comzitt:ee study indicates that small businesses are more labor
Intensive..than l.rge.buluzessest.) .. .

." ... ,. . .. " . • - . . . • . . . .

o Cultural 'resources are an environentally sound avenue for"
" economic development. ..

.This document has been widely distributed and used by local,* state, and
federal official to justify expanded aflocations.to the arts.'

Second the Department Is developing a cultural service industry profIle.
The purpose of the industry profile is to create a tool to identify the many
profit as veil as non-profit acItivities gene.rated by cultural activity, to
understand their business development needs and opportunities, their capacity
to absorb labor, their energy needs, their concerns.regardlng international
trade, and their relationship *to various .egislative positions.

°

€
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The Commerce Department uses this data to insure that government actionsrecognize cultural production as a valid and important contributor to
the -community and to the economy whose best Interests must be taken into
consideration In formulating policy.

LEMENTATIC0 OF CULTURAL RESOURCES INITIATIVES

What specifically has the Department of Commrce done to implement the
new perspectives on cultural resources? .• .

- o Tn the past two years, the Economic Development Adminisration liasawarded grants to Cleveland, Minneap6lis, Winston-galeme Memphis,
San Antonio, and New York City, to name but a few, for technical
aasistance..nd/or cbnstruction fuMds for cultural "facilities andis currently collaborating with several other cities on davelooing
investment and tourlet strategies that integrate cultural resources
and economic development to the benefit of both.

o The Travel Service has hosted the first cultural familiarization
tours for foreign journalists and is working with culturalleadership and tour brokers on how to more effectively entice
International tourists to the United States to enjoy our
abundance of first rate cultural resources.

o We are developing a profile of cultural sensitivitles and their
Implications for packaging design and product saleability In our.export.,arket In collabbratlon with' the Industry and TrAde
Administration.

o We are collaborating with the Department of Energy arid the culturalagencies on identifying energy consumption issues in the cultural
industry both in terms of facilities' needs and transportation
access issues related to the gasoline.shortage.

o We have given testimony on legislative issues as diverse as.
recording rights royalties and the protection of archeaological
sites in mining regions. ..

9. . . 4 .

FURTHER INFORMATION AND BACKGROUND MATERIAL,CONTACT: Louise . Wiener
Special Assistant to the Seceay
Ro. 5894
U.S. Department of Commerce
Washington. D.C. 20230
(202) 377-2971e
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.U.S.DEPARtMENT OF COMMERCE
Office of the Secretary

$arch 12, 1979

MMOAINDbX FOR: The Record

FROH: Louise W. Wiener
Special Assistant to the Secretary

SUBJECT: Cultural Resources and Economic Devlopment

I. Policy Perspective

o The Joint Economic Comittee of Congress Study of 1979, "Central
City Business: Plans and Problems," states tha,; quality of life
iLssues are a pervasive element in a ciry's economic fate --
often outweighing tax rates, labor supply, and other traditional
measures.

o The 1977 Rand Study on urban development concludes that people
do not necessarily follow jobs: Increasingly, jobs follow people.

The evidence and conclusions of these and other studies by Government
agenciLes, private foundations, and public interest groups suggest that
successful economic developmeut strategic s must include an assessment
of what constitutes an economically invigorating quality of life.

The phrase "quality of life" is fraught w ith ambiguity. There Is,
however, general agreement that cultural resources, profit and non-profit
elements of the arts, humanities and historic preservation, are a
major component of the positive aspects of quality of life. Because
they can be defined, developed, and more accurately measured than the
totality, cultural resources provide a valuable avenue to assessing
and integrating quality of life issues into development strategies.

The Commerce Department Study of the Economic Development Potential
of Cultural Resources isolated four development properties of the
profit and non-profit elements of cultural resources.

o Cultural resources are "people magnets".

o Cultural resources are labor intensive and involve the full range
of skill levels.

o Cultural resources are spall businesses which create a demand
* for a variety of other small businesses. (The Joint "conomic
Committae Study indicates that sall businesses are more laborintensive than large businesses.)
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6 Cultural resources are an environmentally sound avenue for
economic development.

Of these concepts, the most significant in development terms 1, he"people magnet" property, because it addresses the principle
jobs follow people. It has long been noted that industriesincreasingly footloose. The equalization of the various opp',,. tiesin location and relocation decisions, engendered by advances intransportation, coumunication and technology, has inspired a newemphasis on the economic Implications of the quality of life. This suggests
devices previously used to attract tourists must now be appliedto attracting and retaining both residents and businesses in what
has become an intensely competitive market.
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II. Current Status

The Economic Development Administration has implemented economic development
through cultural resources Vithout acknowledging it as such. The earliest
grant to promote economic development through cultural rebources was the
1968 construction funds to Ashland, Oregon, for the expansion of the
Shakespeare Festival facility. That Public Works investment of less
than $1 million has been returned many times over to the community
and region by means of tourism development dollars. In the first year,
tourism figures Jumped by 59,000 attendees from outside the Rogue
River Valley, with $667,000 new tourist dollars directly attributable
to their expenditures. By 1977, the annual attendance rate had Inrraaaea
from.'64,000 in 1970 to'232,000.

During Local Public Works Rounds I aid II, a far *more extensive priority
on cultural resources development was manifest than was anticipated "or
predicted. Large and small cities as wall as rural counties targeted
Local Public Works money to cultural institutions. The emphasis on
renovation, restoration, expansion, and new construction for the full
range of cultural resource facilities suggests more than the availability
of large sums of dollars to be expended rapidly. It reinforces the
perception of a broad-based priority on cultural resources as an
enrichment of the quality of life and a recognition that the comnnities
must maintain and market more than their industries.

Building renovation, restoration, and reuse have beecen promoted through
an alliance of historic preservation and other cultural constituents
working in collaboration with economic development comunitLes. The

renovation of the Lone Star Brewery in San Antonio to house the City's
Museum is a striking case in point. Few adaptive reuse plans could
insure the quantity or quality of people relocation the museum is
generating. The museum has become a nucleus for extending a comfortable
and economically viable sense of downtown into an abandoned and depressed
area.

The Ozark Cultural Center in Stone County, Arkansas, reaffirms that
the process can be as successful in rural as in urban areas. Folklore,
which was seen as the strongest local asset, became a development tool
as the foundation for a cultural program, which was then encased in a
cultural center. The result is not only the $18 million in annual
income to the County, but a perceived shift in the population's sense
of self-respect, reflected in a new focus on preventive health care.

Boston, Cleveland, Winston-Salem, Seattle, to name but a few, are
implementing economic development projects through cultural resources
by means of EDA funds. These successes have occurred almost in spite
of, rather than because of, federal policies and initiatives.
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I1. Program Init.atives

Communities should be encouraged to assess elements of qualitative,
as well as quantitative, growth, because the two are ever more closely
boutid.

Planning funds should'-emphas ze establishment of a management tool to
sh6wcase atd reinforce positive quality of .life elements with
development potential. Funds should require collaboration between
economic develo'pment and cultural agencies for dispersal. They might
be for any or all of the following:

o Recognition and assessment of buildings of architectural and
cultural merit for adaptive re-use.

o Recognition and assessment of existing or projected cultural
activities and .physical location opportunities and needs which
could enrich commercial and/or neighborhood revitalization.

o Recognition and assessment of history, folklore, crafts, and
other Indigenous ethnic cultural strengths which can be
targeted to distinguishing and reinforcing a locale as a good
site for business and resident attraction and retention.

Guidelines% 3hould encourage recognition of the programs and planning
guidelines of thl National Endowment for the Arts, the National
Endowmqut .for the Humanities, the Department of the Interior and
the Departiant of Housing and Urban Development in order to capitalize
fully on the variety of federal programs which can support creative
approaches to economic development.

Limitingfnids to assessment and planning tools targets local strengths
and recommends local reassessment of economic development opportunities
without creating an incentive to build cultural facilities because
that's "in style" in federe1 funds.

The evidence that quality of life affects. business, residential, and
Stourism location is compelling. It is thus appropriate that the
compreheasive economic development strategies assist in recognizing
and utilizing this information. Our current posture is amivalent
and ambiguousi. It should be clariied, strengthened, and institutionalized..

56-073 0 - 80 - 30
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Senator BYRD. We have two more pieces of legislation. S. 1467will be addressed by Mr. William H. Dempsey, president of the
Association of American Railroads.

[Pause.]
Senator BYRD. Mr. Dempsey?

STATEMENT OF WILLIAM H. DEMPSEY, PRESIDENT, ASSOCI-
ATION OF AMERICAN RAILROADS, ACCOMPANIED BY RICH-
ARD BRIGGS, EXECUTIVE VICE PRESIDENT, AND ROBERT
CASEY, COUNSEL
Mr. DEMPSEY. Thank you, Mr. Chairman.
I am accompanied by Mr. Richard Briggs, who is executive vicepresident of our association, and by Mr. Robert Casey, who is our

outside counsel in this matter.
Senator BYRD. Welcome, gentlemen. We are glad to have you.
Mr. DEMPSEY. I have a prepared statement which I would ask be

included in the record.
Senator BYRD. Yes, it will be inserted in the record.
Mr. DEMPSEY. I will just take a few minutes to summarize that

statement, Mr. Chairman.
I appear on behalf of the railroad industry to register our very

strong endorsement for S. 1467, a bill that would validate the so-
called RRB or retirement-replacement-betterment system of tax
accounting that has been in use in this industry for. some 75 to 100
years.

It has been recognized by this committee and the Congress, in a
couple of places in the code. It has been explicitly endorsed by theTreasury Department in revenue rulings, and by every court in
which it has ever been drawn into issue.

The problem here, then, arises, as Mr. Lubick indicated, simply
by virtue of the fact that the Interstate Commerce Commission, for
its own regulatory purposes, is at the present time reconsidering
the use of the so-called RRB method of accounting. And as Mr.
Lubick indicated, IRS is prepared to permit the industry to retainthis system of tax accounting if ICC does not change our account-
ing method for regulatory purposes. However, if ICC does change,
then for reasons that I think are, I -may say with all deference,
largely unexplained, the IRS would take the position that we
should change to a ratable method of depreciation for tax purposes.The method that we use, Mr. Lubick described, and I won't
continue with any details about it. The key factor is that so far astrack is concerned, when we install new track on a new branch
line, we capitalize that and we write nothing off until that track is
either retired, and if it is not replaced then we write off the
original cost, but if it is replaced, then we write off in that year the
cost of the replacement.

Now, it was interesting to listen to the testimony this morning
having to do with the deficiencies in the ratable system of depreci-
ation, and as Professor Jorgenson testified, much of that is due tothe fact that it is based entirely on historical costs, and therefore
in an inflationary cycle, which is what we are encountering now, it
does not really give you an accurate picture of how that enterpriseis doing, because it does not take into account replacement costs.
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Our system does. In that sense, it is a very conservative system.It reflects much more accurately what is really happening to therailroad industry than the ratable method of depreciation would.If we were to change over to ratable depreciation, the cost to theindustry would be staggering. We estimate something in the rangeof $300 million a year. This is a cost that we cannot afford. We arean industry that is in meager financial condition at the presenttime. We are faced with huge capital demands. The DOT and theICC estimate that our capital expenditures should be running atthe rate of about $4 billion a year, and in fact they are running at
a rate of about $2.5 billion a year.

DOT estimates therefore that by 1985 outside the Northeast,
putting aside ConRail's problems, the rest of the industry will facea $13 to $16 billion shortfall, and this is at a time when theindustry will be called upon in an ever-increasing fashion to laydown more track and to rehabilitate our track structure in order tocarry the coal that is going to be required to deal with our energy
crisis. -mninta

I might mention that a number of letters have been sent to thecommittee by leading representatives of the financial communityand the accounting profession, including the Association of Certi-fied Public Accountants who supported this legislation, and I wouldhope that they could be made a part of the record as well.Senator BYRD. In Mr. Lubick's comments, he indicated that therailroads and the Treasury had not sat down together to try to
work something out.

Mr. DEMPSEY. Well, I didn't understand him to say that, becauseI know that he knows that we have been working with the Treas-ury Department for 2 or 3 years on this matter. It is so that lastFriday I received a letter from Mr. Halperin inviting us to go backinto conferences with them, and of course we are prepared to dothat, but I will note that the efforts of the last 2 or 3 years to finda system to go over to ratable depreciation without injury to the
industry have not been successful.

We are perfectly prepared and eager to continue those discus-sions, but in the interim, in order that we may be able to make thekind of capital commitments that are necessary in this industry,we feel that it is essential that the existing system of RRB account-ing be codified. Then if something can he worked out with Treas-ury that would be satisfactory to this committee, well, all well andgood. That could be used then as a substitute for the existing
system.

Senator BYRD. But in your discussions over the last several years,you have not been able to work out anything? yMr. DEMPSEY. That is correct, Mr. Chairman. Yes; I may say,with all respect to the Treasury Department, that it is somewhatironical that they would be proposing a terribly-if you will readMr. Lubick's statement, you will see a terribly elaborate, prolonged
system of moving this industry over to a system of depreciationthat this committee is now considering in terms of its deficiencies.

That, I think, concludes my remarks, Mr. Chairman. I would beglad to answer any other questions that you might have.
Senator BYRD. Thank you, Mr. Dempsey. Thank you, gentlemen.
Mr. DEMPSEY. Thank you very much.
[The prepared statement of Mr. Dempsey follows:]
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STATEMENT OF WILLIAM H. DEMPSEY
PRESIDENT, ASSOCIATION OF AMERICAN RAILROADS

Mr. Chairman and Members of the Committee:'

My name is William H. Dempsey. I am President of the

Association of American Railroads, with headquarters in Washington,

D.C. The railroads which are members of the Association operate

92 percent of the line-haul mileage, employ 94 percent of the

workers and provide 97 percent of the freight revenues of all rail-

roads in the United States.

S. 1467, which is supported by the Association of

American Railroads, would clarify the tax law by adding to Section

167 a new subparagraph (b)(4) to codify the Retirement-Replace-

ment-Betterment (RRB) method of depreciation of railroad track

structure for tax purposes. This method has been recognized by

this Committee and.the Congress by inclusion in the Internal Rev-

enue Code Sections 48(a)(9) and Section 263(f). This method has

also been accepted in every court in which it has been considered,

including the Supreme Court, as an appropriate method of depre-

ciation of railroad track. The Treasury Department in published

Revenue Rulings (67-22, 1967-1 CB 52, 67-145, 1967-1 CB 54,

and 67-285, 1967-2 CB 7) has held the method to be appropriate

for accounting for depreciation of track structures. However.,

Section 167 of the Code does not specifically define this account-

ing practice as a method of depreciation and we submit it is im-

portant that S. 1467 be enacted for reasons we will demonstrate

to this Committee.

At the outset it should be clear that there is no rev-

enue loss involved and the amendment would not affect present
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or proposed Interstate Commerce Commission or Securities and Ex-

change Commission regulation.

For over 75 years, long before the Imposition of the

Federal income tax, the railroad industry has depreciated its

track under the RRB method of accourtirng prescribed by the

Interstate Commerce Commission (ICC). For all other assets, the

industry uses a ratable method.

Under this method when additions to the track struc-

ture, such as new branch lines, are Installed, the cost Is capit-

alized. No depreciation is allowed on account of the capital In-

vestment until the branch line is either retired from service or

its components are replaced. When the useful life of a 120-lb.

rail is exhausted and it is replaced by a new 120-lb. rail, the

cost of the new "replacement" is deducted as a depreciation ex-

pense. If the 120-lb. rail Is replaced by a 130-lb. rail, the

old rail Is retired at the current cost of a new 120-lb. rail, and

the difference between that amount and the cost of the new 130-lb.

rail is capitalized as a "betterment". When the track is taken up

and not replaced, the track is "retired" and the amount lodged in

the capital account representing the original cost plus subse-

quent "betterments" Is deducted as depreciation expense.

The RRB method is a conservative method of reporting

operating results. It is much like the last-in, first-out

(LIFO) method of accounting for Inventory, in that it is more

sensitive to inflation than a ratable depreciation method based

on historical cost because the current cost of replacing track is
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-treated as a cost of operation. Because track components have
long service lives, use of the RRB method tends to offset much
of the inflationary cycle in contrast to a ratable method, which
also recovers only original cost but over long periods of time.
Thus we are talking about a matter of a "timing difference".

The industry Is gravely concerned at this time because
the RRB method Ia under current review, for reasons other than
Federal income tax, by the ICC and the SEC. The treatment of our
track expenditure for regulatory purposes currently depends on the
ICC accounting rules. Any change in these accounting rules to
provide for a ratable method of depreciation would significantly

increase income for ICC purposes by reducing the current charge
on account of depreciation expense. Such a change might cause the
Internal Revenue Service to seek a similar change in the account-
ing for depreciation for tax purposes. The resulting reduction
in depreciation expense would increase reported income and, con-

sequently, federal income taxes.

Ironically, a change in the accounting method would
produce an illusory increase in income for book purposes, but
would not increase cash receipts from railroad revenues one cent.
In fact, the cash flow from railroad earnings would be seriously
reduced by the additional tax payments at both Federal and state

levels.

RRB is not attractive for use by any other in-
dustry because it permits no cost recovery for an entire life
cycle of the asset or until it is replaced. The benefit of the



465

RRB method requires that the taxpayer have had at least one
life cycle for the depreciable asset. For example, h taxpayer
changing to RRB at this time would have no recovery of his
investment for the entire life of a newly acquired asset. When
an Industrial enterprise computing its federal income tax on an
accelerated method of depreciation invests In new plant equipment,

an allowance for depreciation commences immediately. The capital
cost is recovered through tax savings in a period shorter than

that which is available under the RRB method.

Capital needs of the railroads have been estimated by
the industry, the ICC and the Department of Transportation (DOT)
to be in tht. neighborhood of $4 billion annually while actual

expenditures have beenabout $2.5 billion per year. In 1977,

capital outJ"yx exceeded internally generated cash flow by
$1.6.billion, a real threat to a viable private sector railroad
system. This is no time to risk the possible diversion of
an estimated minimum of $300 million from the industry to the

Treasury.

The condition of the track is a matter of continuing

concern confronting the industry. The heavy coal traffic gener-
ated by a national energy program which demands conversion to

coal will necessitate even greater track expenditures. Because

railroad mortgages generally are liens against after-acquired
property, the industry cannot borrow but must rely on Internally-

generated cash flow to upgrade and maintain its track structure.
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To reduce cash flow by requiring the use of ratable depreciation

for tax purposes would be decidedly counter productive.

Further, equity supports the retention of the RRB

method. The only asset to which this method applies, track,

is the counterpart of the asset supplied by public funds to com-

peting modes -- highways, airports, harbors, channels and wharves.

Any charges exacted for use of such facilities are currently de-

ductible. To require the railroads to use their own capital r.nd

then to delay recovery of that capital over a long period would

compound the inequity. The cash shortfall could only be recouped

through increased freight rates, if feasible.

On September 27 when the Ways and Means Subcommittee

on Select Revenue Measures held a hearing on the bill identi-

cal to the one before this Committee, the bill was actively sup-

ported by leading representatives of the financial community and

the accounting profession, including Salomon Brothers, the Chase

SManhattan Bank, First Boston, Lehman Brothers Kuhn Loeb,

Morgan Stanley, Price Waterhouse, Deloitte Haskins & Sells, and

the American Institute of Certified Public Accountants. In

addition, Professors Lowell Harris and Ernest Williams of Columbia

University voiced their support of H.R. 4446. Only the Treasury

Department opposed codification of the RRB method. Deputy Assist-

ant Secretary of the Treasury, Daniel I. Halpern, cited as

reasons for Treasury's opposition to the measure that RRB

1. in effect is indexing;

2. is subject to various "abuses;"



3. retention for tax while changing to ratable

for ICC would b an adminiStrative burden

for both the IRS and the taxpayer; and

4. that it did not clearly reflect income.

I would like to address briefly each of these positions.

1. Indexing: :Irherent in the RRB rothod is the reflec-
tion of replaberaent costs. This factor makes the method extreue-

ly sensitive tc the inflationary and deflationary pressures on

the economy. Orier the near century of RRB's use we have ex-

perienced both inflation and deflation. In times of deflation

when the cost of replacements were less than the original cost of

the component replaced, the railroad industry suffered because

it was recovering less than its original investment. In fact,

RRB is not "indexinsg' a3 that concept is generally understood.

It is , precise reflects on of actual replacement costs unrelated

to the Consumer Price l,,e: or any other criterion. The accurate

measurement of economic income is a characteristic of RRB which

inhered in the method from the first day of its use. The Con-

gress, the courts and the Internal Revenue Service have con-

sistently held it to be an appropriate method for depreciating

track. Every authority on depreciation has agreed that proper

provision for the recovery out of earnings of replacement cost

rather than historical cost is the true measure of economic in-

come. The Treasury itself in its statement to the 3ubcomiittee

on Select Reoenue pleasures stated:

"An ideal tax base would indeed have depre-
ciation allowances adjusted for inflation,
along with other inflation adjustments,
where appropriate."



Treasury's sole, criticism is that RRB does a better Job

of offsetting the impact of inflation and is thus:very inuch closer

to meeting Treasury's "ideal tax base." The fault found, then,

is not that RRB does not reflect sound tax policy but simply the

fact that other industries do not have the same sound deprecia-

tion policies available to them. We also found out that RRB is

not unique in its reflection of replacement costs. Congress

has permitted the LIFO method of valuing inventories, a ,6milar

reflection of replacement cost. It makes little sense to require

the abandonment of the method of depreciation which most nearly

reflects real income while at the same time recognizing that

every taxpayer should be on a method of depreciation which, like

like RRB, reflects replacement cost.

2. "Abuses": In opposing the codification of RRB the

Treasury cited two situations which it termed "abuses." The

so-called "abuses" in the Treasury opposition are merely the

frequent questions of allocation of purchase-price to assets

in an acquisition of a going business for less than book value.

These questions are resolved by settlement negotiation or liti-

gation in the ordinary course of tax disputes. This kind of

dispute has nothing to do with the method of accounting for

depreciation employed by the parties. Disputes involving the

allocation of the purchase price in arriving at the cost basis

of the assets to be depreciated arise regardless of whether the

purchaser intends to recover his investment by way of straight.

line, sum-of-the-years-digits, double declining balance, unit

of production, RRB or any other-acceptable method of deprecia-
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tion accounting. To label an audit question an "abuSe" pecul-

iar to the RRB method is wholly misleading.

Lastly, Treasury states that "abuse" situations will be

"more difficult to detect if RRB is used solely for tax purposes."

The fact is that every singledifference between book and tax

treatment or expenditures Is reconciled on 'Schedule Il of the

Federal tax return and is thus called to the attention of the

examining agent.

If these are the only "abuses" seen by the Treasury,

their irrelevance attests to the integrity of the RRB method.

Treasury has tried and failed to find an "abuse" which inheres

in the RRB method.

3. Administrative Burden: Again the argument ad-

vanced is specious. At the present time the railroad industry

as well as nearly every other industry must keep two sets of

records showing the varying depreciation allowances for book

and for tax purposes. For the railroads these records are re-

quired for most assets except for track since both the method

of depreciation and the rate of recoveryvary for ICC and IRS

purposes. Whatever the severity of those burdens, neither the

taxpayer nor the Service have sought to eliminate the tax systems

of depreciation, If the ICC requires a change to a ratable method.

for track depreciation then the industry will have to add only

the last group of assets to those schedules. The additional cost

and the administrative burden on both the Service and the rail-

road will be minimal.

4. The Proper Refiection of Income: The fRB method

of depreciation has been used consistently for tax purposes since
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the inception of the Federal income 'tax laws and it oiearly re-

flects income. As previously mentioned, it has been recognized

consistently by the courts as an appropriate method of deprecia-

tion and has been accepted by the Internal Revenue Service. This

consistent use is, in itself, an essential element in establish-

Ing that revenue is clearly reflected.

The AICPA has recently reviewed the application of the

method and concludes:

"We believe that this legislation is war-
ranted to formally recognize, as an ac-
ceptable method of depreciation, a proced-
ure which is an historical tax practice of
long standing in the industry. In general,
we feel that accounting methods in any in-
dustry that have been acceptable for many
years should be interfered with as little
as possible. Resistance to such changes
is helpful to tax simplification and sta-
bility. In addition, an effort to change
the depreciation method for the common car-
rier+industry would, we believe, be contrary
to the important goals of stimulating capi-
tal investment and encouraging transportation.
which Is consistent with energy conservation
and development."

Treasury recognizes the severity of the tax burden

with which the industry would be faced If-a ratable method of

depreciation were to-be required for tax purposes. However,

to place the industry in the same caSH position under a ratable

.method as it is under the RRB method would require the most

complex set of statutory provisions Imaginable.

It must be emphasized that the complicated legislation

contemplated by a statutory formula would likely open the door

to other taxpayers' use of the method. Presently no other tax-

payer, including a new railroad, can use the RRB method because
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there is no capital'recovery for one full life cycle.

In urging the enactment of S. 11167, the railroad in-

dustry seeks insurance against popsible tax deficiencies which

would seriously weaken the stronger roads and would bankrupt the

weaker. It is hard to imagine any administrative action, short

of nationalization, which would more seriously threaten the con-

tinued existence of a viable private railroad industry.

In summary we support S. 1467 which would amend Sec-

tion 167(b) of the Code by renumbering subparagraph ()as (5)

and adding as a new subparagraph:

"(4) the retimrement-replacement-betterment
method for property used by a common
carrier by railroad (including a rail-
road switching company or a terminal
company)"

This amendment would preserve the use of the RRB

method for tax purposes regardless of any new ICC and SEC require-

ments for regulatory purposes. ICC accounting for rate regula-

tion would not be affected by the amendment.

The proposed legislation would effectively codify the

retirement-replacement-betterment method of accounting for track

structure and prevent any loss in cash flow from increased taxes.

The SEC and the ICC could continue to explore whether financial

conformity requires a change in the method of accounting for de-

preciation of track.

This legislation would preserve this traditional and

well-recognized method of depreciation. Thus it would maintain

the status quo for tax and have no impact on the revenue flow to

the Treasury. Adoption of this legislation will help preserve

a productive, energy-efficient railroad system.

It would further serve the public interest by con-

serving energy resources and advancing the solution of our

energy problem.

~~11171k
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Senator BYRD. The next piece of legislation is S..1021. Mr. Law-
rence H. Brown, senior- vice president, Northern Trust Co., and
chairman, Public Securities Association, and Mr. Robert S. McIn-
tyre, director of tax reform research group of Washington, D.C.

Before that testimony is taken, the Chair has some insertions to
make which have been requested to be made in the record. With-
out objection, I will have these items inserted.

[The material referred to follows:]
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JOINT COMMit i Om TAXATION

Uoftu;ttm;.C. 20515

October 18, 1979

MMOANDUM

TO: Members of the Senate Finance Committee

FROM: Bob Shapiro

SUBJECT: GAO Report on IRS' Handling of Taxpayers' Problem
Inquiries

Enclosed is a copy of a recent report to the Joint
Committee on Taxation by the Comptroller General, entitled
"Taxpayer Satisfaction with IRS' Handling of Problem Inquiries
Could Be Increased.0 The General Accounting Office (GAO)
undertook this study at the request of the Joint Committee.
The GAO report deals with taxpayers' satisfaction or dissatis-
faction with the manner in which the IRS handles their "problem
inquiries." (Problem inquiries are defined by the 'RS as
those requiring the taxpayer to contact the IRS more than once
in order to solve the problem and those requiring the IRS
to research the problem and recontact the taxpayer.)

According to the GAO, the IRS could improve the method
in which it handles taxpayer problem inquiries by refining
its special handling system (referred to as the Problem Reso-
lution Programi.* RS generally agreed with the thrust of
GAO's recommendations.

Also enclosed is a summary of GAO's findings and con-
clusions, GAO's recommendations to the IRS, and IRS' comments
on the report.

Enclosures
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Joint Committee on Taxation
October 18, 1979

SUMMARY OF GAO REPORT ON IRS' HANDLING
OF TAXPAYERS' PROBLEM INQUIRIES

The GAO report, entitled "Taxpayer Satisfaction with IRS'
Handling of Problem Inquiries Could Be Increased" (GGD-79-74,
September 18, 1979), evaluates taxpayers' satisfaction witfi the
manner in which the Internal Revenue Service'handles their
problem inquiries. This report was requested by the Joint
Committee on Taxation. According to the GAO, the IRS could improve
the method in which it handles taxpayer problem inquiries by
refining its special handling system (commonly referred to as
the Problem Resolution Program). The following is a summary of
the major points of the GAO report, GAO's recommendations to the
Commissioner of Internal Revenue, and IRS' comments on the report.

GAO Findings and Conclusions

According to the GAO, taxpayer problem inquiries represent
only a small part of all taxpayer inquiries handled by the IRS,
However, since taxpayer problem inquiries generally involve
problems that are difficult to resolve, such as locating mis-
placed refund checks, the way in which these inquiries are handled
often, may lead to taxpayer frustrations and dissatisfaction with.IRS practices. (The IRS defines problem inquiries as those re-
quiring the taxpayer to contact the IRS more than once in order
to solve the problem and those requiring the IRS to research the
problem and recontact the taxpayer.)

The majority of taxpayers who responded to a GAO questionnaire
were satisfied with the way IRS handled their inquiries, with
32 percent expressing dissatisfaction. This ranged from 24 per-
cent dissatisfaction by those taxpayers whose inquiries were
handled by IRS district offices, 40 percent dissatisfaction
by those whose inquiries were handled by IRS Service Centers, and
to 54 percent dissatisfaction expressed by thosetaxpayers whose
inquiries were handled by the IRS National Office. Most tax-
payers who were dissatisfied were concerned with the manner in
which IRS communicated its answer to their questions or problems?
many complained that too many contacts and too much time was
required for IRS to resolve their problems. The GAO is concerned
that extensive taxpayer dissatisfaction could have an adverse
effect on voluntary compliance with the tax laws.

Currently, IRS has two systems for acting on taxpayer inquiries:
normal handling and special handling. The normal handling system
is intended to resolve most taxpayer inquiries on the first con-
tact. The special handling system (the Problem Resolution Program)
was established in 1977 to~deal with problem inquiries.
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The GAO found that, due to weaknesses in implementing thespecial handling system, many problem inquiries which should
have received special handling either did not or were referred
too late. The GAO also found that IRS follow-up of taxpayers'
with problem inquiries is too limited. According to the GAO,
follow-up is needed to assure that taxpayers' problems have been
resolved and also provide data for the systematic evaluation of
possible problem causes.

In addition, the GAO believes that IRS could increase tax-
payer satisfaction witb. the handling of problem inquiries by
making district office special handling units the focal point
for controlling more of such inquiries. While this would
result in an increase in the number of problem inquiries handled
by IRS district offices, the GAO believes that the number of
unnecessary and time-consuming recontacts by taxpayers could be
decreased.

GAO Recommendations to the rRS

The GAO recommends that, in order to improve its handling
of problem inquiries, t.he IRS:

(1) Require all IRS employees who are contacted by tax-
payers to obtain information on any prior contacts in order toassure that all problem inquiries are property referred for
special handling;

(2) Increase the extent to which problem inquiries arehandled and controlled by IRS district offices;

(3) Send comprehensive follow-up questionnaires to a
statistically valid selection of all taxpayers with problem in-
quiries; and

(4) Increase the evaluation and correction of common causes
of taxpayer problem inquiries.

In addition, as part of its effort to simplify tax forms
and instructions, the GAO recommends that the IRS look for ways
to improve its methods of communicating responses to taxpayers'
inquiries.

IRS Comments

Appendix I of the report contains the response of the
Commissioner of Internal Revenue to the GAO report and recommenda-
tions. The IRS agrees that providing efficient taxpayer service
and handling taxpayers' problems expeditiously contributes
significantly to voluntary compliance and points out that it hasdevoted increasing resources to taxpayer service efforts in
recent years.

56-073 O -00 - 31
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While the IRS generally agrees with the thrust of most ofGAO's recommendations, it believes that the report would have"been more useful had it covered a more current period. Forexample, the IM2 indicates that revised guidelines, issued inOctober 1978, implemented a number of actions to improve theProblem Resolution Program along some of the lines suggested inthe GAO report. Further, the IRS notes that-the Problem Resolution
Program was implemented cautiously in order to avoid thepossibility of overloading it with the attendant risk thattaxpayers might encounter the same type of delays in dealingwith this program that caused their case to be referred to it in
the first place.

Finally, the IRS indicates that it is giving careful manage-ment attention to GAO' s 0oafeents and suggestions.

Availability of GAO Report

Additional copies of the GAO report (GGD-79-74) are avail-able from the U.S. General Accounting Office, Distribution Section,
Room 1518, 441 G Street, U.W., Washington, D. C. 20548.

A
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Columbia University in the City of New York New YorkN. Y. 10027

DEPARTMENT OF ECONOMICS International Affsrm Building

October 15, 1979

The Honorable Harry F. Byrd, Jr., Chairman
Subcommittee on Taxation and Debt Phnagement Generally
Committee on Finance
United. States Senate
Washington, D. Co, 20510

Dear Senator Byrds

The economic aspects of tax and related issues of a change in

methods of depreciation used by railroads are examined in the study

submitted herewith. although a variety of topics have relevance and

are discussed, the conclusior of dominating significance can be

sumiarized briefly,

A shift from replacement (aRB) depreciation to ratable depreciation

would increase tax burdens, reduce cash flow, and have other economic

results. They would not be matched by any. identi-fhable benefits, The -

effects would conflict diametrically with needs for econoicallyo efficient

cost measurement,

The loss cf purchasing power of the dollar (inflation) makes the use

of historic cost, as under ratable depreciation, utterly inaccurate

for measuring true economic cost, Distortion and over-statement of

Income would result from inadequate recognition of past, present, and

prospective inflation.

The correct economio'Oost of providing any product or service is the

current worth of inputs, Replacement (RRB) depreciation does now yield

this desirable result for a portion of railroad expenses,

Accountants and others now quite generally recognize that ratable

depreciation based on expenses of past years is isleading, but methods

of correction are still deleted, To extend this defective system to railroad
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trackage would be retrogressive and would unjustifi.ably raise reported

eArninat, Income taxes would go up substantially (and property taxes
somewhat). Railroad cash flo vand the 1I.dustry'a ability to finance

rAintenanci would be reduced, Such a consequence would be exactly the

oDosite of what would be desirable for the whole economy with its n3ed

-or efficierst transport.

Ratable deprecition using figures made obsolete by Inflation would

rilso be inf kior for manacenent decisions. The report examines the reasons

• h'ch nvobr thn.years hAve been cited in fAvor f a ratable system, They

are found unconvincinz, especially in an era of inflation, If present

,reportfli is felt to have gaps, such as on the adequacy of maintenance by

certain railrcads, additional information to serve any specific needs

could be reouired. 
-.

Please be assured of my willingness to assist you and your associates in

dealing with this issu6,

Respectfully yours

oesLowell o ocsProfessor of Fcono tics
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Columbia University in the City of New York New York, N. Y. 10027
GRADUATE SCHOOL OF BUSINESS Room 504 URIS HALL

October 16, 1979

The Honorable Harry F. Byrd, Jr.
Chairman, Subcomnittee on Taxation and Debt Management
General Committee on Finance
U. S. Senate
Washington, D.C. 20510

Dear Senator Byrd:

The attached paper addresses the question whether, at this time,
substitution of a ratable depreciation plan for rail track for the
present method of retirement and betterment accounting is desirable in
principle or in respect of its potential effects upon the railroad
industry. The conclusion is that it would be a retrograde step, out of
tune with the probings of FASB and SEC which seek accounting methods
more appropriate to a period of high and prolonged price inflation,
bound to increase the overstatement of rail earnings already present
because of inflation and to reduce cash flow. Hehce this shift of
accounting methodology would, by its tax effects, diminish the already
limited ability of railroads properly to maintain their road property
and to improve it in response to new demands for rail service.

The cost of maintaining, improving and increasing the capacity of
road property is increasing at an accelerating rate. RRB accounting
recognizes this at least to the extent that it charges the costs of
replacement to operating expenses at current prices whereas depreciation,
based upon historic cost recorded in the asset accounts, falls far short
of producing such a result. Taxable earnings are increased by such a
system of ratable depreciation, thus cash flow available for application
to the maintenance of the properties is reduced. In the case of track,
internal cash generation is almost the only available source of funding.

Track is not an entity, but a structure comprised of a number of
components which have different physical and economic life expectancies.
Moreover these depend not only upon use, but upon location, climate,
character of subgrade and other factors. Assignment of a composite life
therefore presents serious difficulty. The life assigned to any asset
for depreciation purposes is conjectural-.-it is much more speculative in
the case of track than it is for motive power or cars.

Most railroads today require as much cash flow as they can possibly
generate in the face of continuing competitive pressures and inexorable



480

2

The Honorable Harry F. Byrd, Jr. October 16, 1979

inflation. Any reduction imposed by a shift in a long standing, well
understood, and hitherto acceptable accounting practice would be
damaging not only to the industry, but also to the nation. For it
increasingly appears that larger reliance on rail transport will become
a necessity in the face of the need to improve national productivity
and to conserve fuel.

Sincerely yotrs,

Ernest W. Williams, Jr.

Professor

EVAY: hl
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PROPOSALS TO SUBSTITUTE A RATABLE
- METHOD OF DEPREdIATION FOR THE RETIREMENT,

REPLACEMENT, AND BETTERMENT METHOD OF
.... .DEPRECIATION FOR RAILROADS

C. Lowell Harriss

Professor of Economics, Columbia University; Economic Consultant,
.Tax Foundation Incorporated; Associate, Lincoln Institute of Land
Policy. Views expressed are the author's and not necessarily those
of any organization with which he is associated. July 1979.

The following observations emphasize economic aspects

of tax and other issues of a proposal to change the method of de-

preciation used by railroads.

Conclusione4o---

A shift from replacement (RRB) depreciation to ratable

depreciation would Increase tax burdens, reduce cash flow, and have

other adverse economic results. They would not be matched by any

Identifiable benefits. The-effects would conflict diametrically

with needs for economically efficient cost measurement.

The loss of purchasing power of the dollar (inflation)

makes the use of historic cost, as under ratable depreciation, ut.-

terly inaccurate for measuring true economic cost. Distortion and

overstatement of income would result from Inadequate recognition

of past, present, and prospective Inflation. The correct economic

cost 'of providing any product or service is the current worth of

Inputs. Replacement (RRB) depreciation does now yield this de-

sirable result for a portion of railroad expenses. 'Ratable de-

preciation based oni'expenses of past years Is now recognized as

misleading, but methods of correction are still debated. To
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extend this defective system to railroad trackage would be retro-

gressive and would unjustifiably raise reported earnings. Income

taxes would go up substantially (and property taxes somewhat).

Railroad cash flow and the ability to finance maintenance would be

reduced. Such a consequence would be Just exactly the opposite of

what would be desirable for the whole economy with its need for ef-

ficient transport.

Ratable depreciation using figures made obsolete by in-

flation would also be inferior for management decisions. The re-

port examines the reasons which over the years have been cited In

favor of a ratable system. They are found unconvincing, especial-

ly in an era of inflation. If present reporting is felt to have

gaps, such as on the adequacy of maintenance, disclosure of addi-

tional information could serve the needs.

Introduction

Many important features of a new method remain to be

specified. Until that is done, some conclusions are partially

tentative. Yet for the forseeable future, the companieo.would suf-

fer. Those they serve -- the public -- would also suffer. The U.S.

Treasury would, in effect, "tax inflation," a practice which cannot

be Justified. .Advocatea of change do not explicitly rest the case

on higher tax burdens. Arguments made over the years by groups

whose views must be respected, such as the Arthur Andersen account-

Ing firm, have now' been overwhelmed, in the author's view, by re-

cent and prospective inflation.

The topic has been examined, off and on, for more than
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halt a century. Although entirely new points are not likely to ap-

pear, a series of questions posed by the Interstate Commerce Com-

mission raises points of possible Implementation that need not be

covered here. Basic to the central issue Is inflation of large

amounts. It must have profound significance for the choice in to-

day'. world.

Accounting principles and practices raise questions re-

lated to, but also different from, those of economics as such. Not

all of the points which accountants and others have examined over

the years need to be studied here. Some elements Important for the

discussion involve specific operating and financing practices of

the railroad Industry -- and of the better positioned and maintained

railroads in particular. Further checking may be necessary before

some conclusions can be deemed solid, especially as to amounts.

Some matters of practical importance depend upon decisions not yet

made final, or subject to change and development. For example, the

actual magnitudes will be influenced greatly by transition provisions

and the specific features of the rules that would be applied for

ratable depreciation.

Significance 6f Price-Level Change In Evaluating the Two Alternatives

Briefly, inflation removes what a few years ago might have

been room for doubt about choices. -For tax and other purposes the

present system.has clear superiorityjover the proposed change.

Over many years an economist might have seen only a modest amount

of potential significance In the difference between the two metho4s

of accounting for depreciation: (1) retirement, replacement, and
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betterment -- RRB-- and" (2) what Is termed "ratable," such as

straightline. However, when prices In general change as much as

they have In recent years anf'aa much as seems to be in prospect

-- and In one direction only, upward -- this reality alone will

have decisive influence upon'the conditions for choosing the first

over the second method of depreciation.

Today, adequate quantification of what a business does

during any period requires explicit recognition of changes in the

* worth of the dollar as the unit of measurement, Nevertheless, for

a variety of reasons, business and tax policy have been slow to

adapt to the reality of change in the buying power of the dollar.

The economic significance of continuing to use the RRB method of

depreciation of track as against ratable depreciation has elements

much like those which result from using LIFO as against FIFO for

inventory accounting.

The need to do more to allow for inflation has gained

increasing support as the differences between historical cost and

current prices have grown larger. Accountants and others have not

been blind to the existence of a problem but doubtful as to means

of dealing with it adequately. The January 1979 Financial Account-

Ing Standards Board (FASB) exposure draft statement marks a major

step. Very real difficulties are recognized in any steps for ad-

Justing for changes In the unit of measurement (dollar). The Ini-

tial results of new reporting would be more tentative than conclu-

sive. They would have no Immediate impact on taxes nor, presumably,

on most management decisions.
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What is noteworthy for purposes of railroad accounting Is

that RRB depreciation already achieves some of the results being

sought by the proposals. For railroad traok the long-established

method Of depreciation actually accomplishes much of what the FASB.

recognises as desirable -- but not yet geneally attainable -- for

business in general. To move from JRB to ratable depreciation-

would be retrogressive by the accounting profession's new statement.

This Is, under RRB depreciation, outlays to preserve track struc-

ture -- roadbed, rail, ties, the "line" -- are treated as an ex-

pense for management and tax purposes and deducted when made. Cur-

rent prices are used in measuring these deductions. Any expendi-

-tures to improve the track structure (the difference between 132 lb.

rail and 110 lb. rail which It replaces) will be capitalized as

were theoriginal outlays. Work on the roadbed and other elements

of track structure will go on where it Is needed to preserve the

ability to provide transport. The ranges of condition which are

tolerable from a physical and engineering point of view will depend

upon a variety of factor, such as speeds required and traffic

density.

The ratable method of depreciation -- under Oenerally

Accepted Accounting Principles and under tax law -- rests on h:stor-

Ical cost. In today's world of a rising price level, historical-

cost accounting has defects which are being recognized In-

creasingly, even though not so fully as desirable. For three dec-

ades or so after the ICC initiated new discussion of RRB In the

1920's, managers, tax officials, and accountants were not irratilon-

-a
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al, at least most of the time, In assuming that prices of the

Ingredients of track structure might go down (1930's) as well as up

or that the forces raising prices In general would be more temp-

orary.than enduring (World War II and Korean and Vietnam hostilities).

An assumption of long-run price stability might seem more Justified

than any feasible alternative. -

\ . A e.979-hovr, the outlook Is significantly dif-

ferent.

(1) There Is absblutely no reasonable basis for ex-

pecting declines In the prices of steel, rail, ties,

labor, etc., to anything approaching the levels at

which much of the structure was originally installed

(the capitalized values) or even late'replacements.

Presumably, a shift In ratable depreciation for exist-

lngtrack structure would utilize as the base some

mix of, past outlays; even with adjustment of capital-

ized value &s-nowon the books -- write-ups to allow

for Inflatibn -- figures would almost inevitably be

out of phase with current reality. Without huge write-

ups or lives so arbitrarily short as to appear out of

reason, and no assurance of such adjustments has been

.made, ratable depreciation deductions would be utterly

unrepresentative of current costs.

(2) Continuation of rising prices seems Inescapable,

at least for an Indefinite period. Prices paid In main-

taining track In the 1970's will not prevail In the

1980's for equivalent items.
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Facing conditions such as these, what would be the best

attainable guide to good policy?

Inflation of Last Ten Years

The Bureau of Labor Statistics Index of Producer Prices

formerly Wholesale Price Index does not include a subdivision on

Just the Items covered by retirement (RRB) accounting. Although

the series on "railroad equipment" is by ho means identical, It may

give a suggestion of the price changes of concern here. The April

1979 figure was 269 with 1968 as the base of 100. Obviously, an

increase of 169 in 10 years constitutes a change of profound im-

portance. The level was approximately three times that of 20 years

earlier. Another series, "steel mill products," is broader than

merely steel rails; but it will also indicate orders of magnitude

relevant here. The figure for April 1979 was 275, with 1967 as

the base of 100. The Increases of the Consumer Price Index were

of the same order of magnitude. In short, the purchasing power of

the railroads' dollars has dropped substantially.

Measuring the Cost that are Relevant

Fundamentally, the goal being sought will be the matching

of the worth of what is produced -- 'the output being freight serv-

ice -- as represented by current and accrued revenues, with the

cost of producing the service. The concern le not last year's

expenses nor next year's. In an economic sense the cost of pro-

viding services now is today's worth of the Inputs.
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Noonomists point out that the costs which are relevant' for

debision-making at any time are the alternatives or oportunitles-

saorificed in the period to create or provide that which I8 'ro-

ducedl For best decisions now, the costs properly considered are

not the sacrifices in the past -- not the alternatives of year.

ago. The issues of "sunk" costs can be complex and can divert at-

tention from the point that Is important here. That point Is this:

7he costs to be measured are those which are subject to choice as

part of any serviced being provided. Operations and outlays sub-

ject to current dtdislons -- todayfe costs of rail, ties, etc.,

not the costs of past period,-- should be measured and serve as

guides. This basic principle is-inherently logical. It is well

established in economics as the principle that should govern in

order to get the best results possible from the actions that can

be taken. Commitments of the past cannot, 6f course, be ignored.

But to the extent that choices are now possible, the terms of past

decisions should not take precedence over today's terms. The

terms available today will reflect estimates of the future.

Recognizing the preeminence of the alternative choices

now available as the guide which is best "in general," one Inevit-

ably finds that the attempt to apply it in speolfic cases will

present problems. 1hese are especially difficult when some of the

productive capacity, whether installed in the past or being con-

sidered for Installation currently, has along life. How can one

estimate the figure to be used for expense during each of the many

periods which the property serves? Figures for depreciation that
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utilise a rate, sar 3 percent a year, may seem to be precise;- but

the range for error can be large, e.g., the gap between 2.5 and 3.5

percent is approximately one-third.

One set of problems in setting the rate to be used for

ratable depreciation arises out of the fact that the years of life

will be uncertain and indefinite from both the physical (engineer-

ing) and the economic point of view, obsolescence being included.

The time pattern best for allocating cost -- straight-line or some

other basis -- will also be debated. These familiar points are

noted, to remind us that estimates of ratable depre6lation can be

subject to a considerable range of debate. Outlays under RRB

depreciation are olea r and definite.

When measurement Is in d6liars and the worth of the dollar

itself changes, the problems become more dirfioult., Reliance on

past prices has, among other things, two distinguishable kinds of

effects. First, let us look at a non-tax result to show that con-

cerns are not confined to tax aspects*-

(1) For management i5urposes, historical cost (e.g.,

1959 prices, for rails and ties or 1969 prices for loco-

motives) can give poor, deceptive, misleading signals for

1979.

(a) One example will be pn inadequate level of

.company prices. Generally, goods and services will be

* %derpriced when, for, example,,.1qoomotlve* and other

rolling stock a.re assumed in. 1979 to cost st the price

levels of the years of purchase. A railroad or any,

replacement prices are used for costing. The supplier
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replacement prices are used for costing. The supplier

may not try to recover enough in dollars to maintain

Its production capacity. Consumers then get goods and

services at prices which will not permit the continua-

tion of supply. The regulation of a utility will fill

to calculate accurately the'amounts required for truly

adequate return.

(b) Relative costs pricess) within the company

and to customers will not accurately reflect the true

cost relationships. A railroad tillzes capital facil-

ities which have been acquired at different levels of

prices and which have different replacement costs.

Management In relying on historical cots will not get

accurate Indications for adjusting output and prices

in line with proper costs If there Is a mix of older

and newer facilities. For example, If historical costs

are used, the output, methods, regions, and types of

service which have used larger portions of older facil-

ities will tend to be underpriced relative to those

embodying more inputs from the newer plant and equipment.

Numerous factors will be specific to particular situations.

But one broad conclusion stands: current prices reflect operating

realities better than can prices of the past. Other things being

the same, accounting methods whioh~use current prices In allocat-

ing (measuring) capital costs will provide better Indicationi of

both the general level of expenses and relative costs.

56-073 0 - 80 - 32
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Management decision-making on track structure outlays

will now rest on current prices. The proposed change if used

internally for decisions and for.regulatlon and ratemaking is doubt-

ful. The tax possibilities would certainly be ominous.

Depending upon transition provisions, the tax burden of

inaccurate computation of profit can be substantial. To pay taxes

on receipts of capital as if they were income -- as tends to re-

sult from using ratable depreciation based on historical cost in

times of inflation -- will deplete the economic base of the enter-

prise (and of the economy).

Progress or Retrogression iV "Inq6me Taxation?

Income taxation lit this country has lagged In recognizing

the economic realities of inflation. LIFO is an explicit exception:

in effect, accelerated depreciation, although adopted for other

reasons, also offers some offset. The principle which LIFO em-

bodies has merits Justifying extension If possible -- to fixed,

long-lived assets. Such Implementation, though a "good idea,"

would present problems. One kind of difficulty would arise in

measuring amounts correctly when new equipment has characteristics

significantly different from those replaced. Another problem

would appear when groups of assets to be treated together have

lives of varying length.

The FASB's steps to get better figures to adjust for

inflation call attention to some of the difficulties. For tax

purposes neither Congress nor the Treasury shows signs of moving
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explicitly annd expeditiously toward a goal more rational econ-

omically. However, one element (other than LIFO Is now "in

place." RRB operates. It functions. It embodies elements which

ought .to be extended, not withdrawn. To abandon the present

treatment for tax purposes would be retrogressive. Such action

would move in Just the wrong direction.

The tax-logic benefits of RRB are "a bird in hand." No

transition difficulties need to be overcome to obtain them. If

another depreciation system were now in place for railroad tracks,

then shifting from it to RRB as the better method would be a source

of problems. Under present conditions, however, it is the holding

on to that which exists which can forestall the creation of new

difficulties.

Reluctance to Recognize Inflation in Federal Tax Policy

Opponents of recognizing inflation for tax purposes have

generally prevailed. Why? Critics of more reform point out that

some companies which could benefit by shifting from FIFO to LIFO

have not done so. Speculation as to the choice to pay more tax

than essential Is beyond the scope of the present study. Such

failure to utilize opportunities fully will in no sense support a

conclusion that it would be wise to deny LIFO to those who do use

it. Nor does such failure argue for imposing heavier tax burdens

on railroads by moving away from RRB.

One argument against depreciation reform for tax purposes

throughout all industry in the revenue effect. It does not apply

here. A shift for tax purposes to the recognition of replacement
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cost of all business would reduce revenue for the Treasury. Gov-

ernment would no longer torce businesses to pay ,tax on an exager-

rated measure of "earnings." Large deficits help explain the

lawmakers' reluctance to correct an error which was once minor but

-has become large.

No such issue appears in the RRB discussion. The gov-

ernment would not give up revenue which it.now collects. The

change would consist of forcing certain railroads to pay more in

tax. Yet the articulate advocates of the shift do not explicitly

argue that heavier tax burdens on railroads would be positively

desirable. The Treasury Department has not, to the best of the

author's knowledge, supported a move to ratable depreciation as a

means of getting more dollars from railroads.

As a practical matter, therefore, the problems that

generally impede broader recognition of inflation for tax purposes

do not need to be overcome. The status quo in this case operates

toward the correct result.

Property Taxes

For railroads, more than for many businesses, state-local

ad valorem (property) taxes are often significant in relation to

net earnings. The proposed change could tend to raise these burdens.

Changing from a depreciation system which uses current

prices (RED) in computing eosts to one relying on the past (historic-

based ratable depreciation) would increase reported earnings.

Where, as Is frequently the case, property tax assessments rest In

part upon the capitalization of income, tax valuations would go up.
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To illustrate, assume that .earnings are raised by $10,000,000

through a new system of computing depreciation and that the "cap"

rate Is 15 percent. Then the estimated capital value of the

property rises by nearly $67 million. At a 2 percent rate of

property tax, the additional tax would be-$1,333,333 a year.

Any forecasts of property tax results must be tentative.

Conceivably, capitalization rates would be adjusted to reflect

the change in the nature of the Income stream -. a rise resting on

an erroneous method of computing cost. For example, an increase

in reported earnings due to a deterioration in the "quality" of

the reported income stream should be matched with an appropriate

upward adjustment of the capitalization rate -- in the illustra-

tion tO more than 15 percent. However, a result reflecting such

intelligent refinement seems less likely than one in which the

state took the opportunity to raise property tax burdens.

Book values are used to some extent in assessing for

property tax purposes. The proposed shift would over time tend to

put current outlays on the books and then depreciate them; figures

considerably higher than those today would gradually be entered

on the books and thus raise taxes. Actual results would depend

upon developments which are as yet unknowable in amount. The

transition from RB to ratable depreciation might involve some

revision_" historical book figures to get a more realistic base

for ratable depreciation. Doing so would complicate the property

tax computation in states which make some use of original cost

less depreciation.
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A third basis used to varying extent in valuation for

property tax purposes utilizes the market prices of railroad secur-

ities -- the "stock and debt" method. An Increase in reported

earnings would tend to raise stock prices except as investors

realized the source of the change. Since true earnings would be

reduced because of higher income taxes, security prices ought to

drop. Perceptive Investors would allow for the deterioration of

earnings. This result would tend to reduce the assessment for

property taxation.

The property tax results are unclear. The flux to be

expected as a result of the Railroad Revitalization RR law will add

to difficulties of prediction. Magnitudes are quite uncertain. Yet

the risk of higher property taxes is real, chiefly because the re-

ported income stream would probably rise. At the minimum, more

effort would be required to deal with property tax problems in a

transition period.

Other Possible Results of Additional Understatement of Costs

A shift from RRB depreciation -- for book purposes, for

taxes, or for both -- would mean lower reported cost (not a reduction

in real economic costs) in times of Inflation. Consequences other

than higher taxes are probable. Shippers could cite such figures

in opposing rates reflecting current prices rather than some package

of prices in the past. The use of historical cost in depreciation

of equipment already tends to understate the real expenses of rail-

roads ae of many other businesses. Unions might press harder for

wages above amounts which can be Justified by the net productivity

of workers. Anything understating the costs of capital will tend

to show labor as responsible for a bigger fraction of the whole

output.
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Shareholders might press for more dividends. In economic

reality some dividends might In fact come out of capital instead of

earnings.

The cash drain from higher taxes alone would hamper

*railroads in modernization. Such matters as bond indentures and

other features of debt contracts might be affected. Interline

accounting as well as internal management decisions could also be

affected.

Adequate study of such points would require various types

of special competence. Government should not compel any change

without adequate examination of these and any other elements.

Two Arguments Unimportant Here

Because of the emphasis placed here on inflation two

points often raised in discussion should be noted. Although

neither may seem to have practical significance In the current

context, both do enter discussions of inflation as it relates

to business accounting.

(1) Railroad property now on hand would often cost

much more today than shown on the accounts. The real-estate,

rails, ties, grading, ballast, and so on would now cost more than

is recorded on the books. Other businesses have assets acquired

at lower levels of prices. Have not the shareholders gained some-

thing as a result of the rise In expense of replacement? In the

future will there not be some benefit, admittedly one not yet

realized, which should be taken Into account as part of a process

of adjusting for inflation? These questions are In some respects
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perplexing -- and yet not seriously so for railroads.

Whatever the replacement cost of the track structure

might be, the worth to the present owners is what they can get for

its use. The present worth Is not what they would have to pay to

obtain the track in place. If there are legal and economic factors

affecting sale -- or use -- then these factors influence the worth

In its present situation. Rails and roadbed are fixed in a sense

quite different from liquid assets, different even from rolling

stock.

Current and prospective earnings will determine the value

o2 track structure except as portions may be liquidated on better

terms. The practical possibilities of liquidation are generally

small. The obligation to provide service generally prevents dis-

posal of parts of the property -- branch lines or rail whose sal-

vage value might be positive. An Increase in replacement cost of

railroad property does not seem to present a factor of signifi-

cance in the sense of advantage to owners (stockholders). Earn-

ings are probably not such as to Justify the present level of what

would be required to install the track structure.. Rising replace-

ment cost has not generally brought benefits to railroads which

warrant a shift toward depreciation that would raise reported

costs. In order words, there have not been benefits in the form of

unrealized capital gain as distinguished from payments for serv-

ices rendered.

(2) Debt issued In the past will be paid off in dollars

with lower purchasing power than the worth of the dollars borrowed
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originally. Interest rates paid, at least on older debt Issued

before inflation became generally expected, will not have comp-

ensated fully for erosion of capital. (New borrowings, however,

will adjust for expected inflation; Interest as an annual cost will

presumably offset Inflation).

On old debt the bondholders suffer. Do the shareholders

benefit, more or less as homeowners who borrowed on long-term

mortgages with "low" interest rates? Frequently it is said that the

stockholders will gain; they owe old debt which can be paid off In

cheaper dollars. Bondholder deprivation does not seem to be rep-

resented by "high" prices of railroad equities. For railroads, and

public utilities in general, neither the dollar earnings nor the

prices of common stock indicate that market Judgments attribute

significant advantages to the existence of debt payable In eroding

dollars.

Today's stock market prices are not "saying" that infla-

tion is shifting substantial benefits from the holders of railroad

bonds to shareholders. The bondholders do lose real purchasing

power. The counterparts of such losses -- the gainers -- probably

take the form or benefits (a) to customers (In products and serv-

ices underpriced), (b) to government in taxes (underdepreciation --

In the case of railroads, of rolling stock), and Oerhaps (c) to

employees in wages (plus fringes) which are higher than a proper

caloulation of productivity would justify.
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Issues Affecting the Dsilability of Continuing RRB Depreolation

Thq fact that RRB reflects current prices more fully

thap would ratable depreciation which rests upon historical cost

provides enough economic merit to resolve any doubts for as long

as inflation continues. Management decisions for general operations

and payments will rest upon cost measurements which are less likely

to be misguided by alterations in the general price level (worth

of the dollar). If any change is in order, it would bebetter (on

economic grounds) to shift rolling stock away from depreciation

which rests on original cost toward a LIFO-RRB type of basis than

to put roadbed on an historical-cost basis.

Comparability with Other Industries

An economist can comment on an argument advanced for

change.

It is said that putting railroad accounts on ratable de-

preciation, much the same general basis as the accounts of other

corporations, would permit improvement of investment market de-

cisions. Reported figures would rest on more uniform inter-in-

dustry calculations; If so, it is said, well-managed and the more

prosperous railroads might do better In raising capital. Even

ignoring the adverse effects of higher tax payments, the possi-

bilities seem slight. Inherently, railroading differs from other

industries. Accounts are better to the extent 'that they report

the facts relevant to an industry. The literature proposing change
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does not indicate why the market prices of outstanding railroad

stock would benefit if investors knew that accounting were on

bases more nearly comparable with the practices of other organiza-

tions. Although somewhat easier comparisons might be possible,

would they be better ones? To Ignore, obscure, and even cover

over differences would Impair the accuracy of comparison. Since

It is by no means clear which of various choices would eventually

be made for the numerous points raised in the exploratory papers,

no one can know now just how close the results would be to those

for other industries.

Two things are certain: (1) To move from better to

poorer bases (less recognition of Inflation) could hardly Improve

results. (2) For some years the comparisons of railroad earnings

with those of the past would be more complicated.

The discussion in earlier years often assumed that in-

vestors would misinterpret accounting reports (on Income and capi-

tal) which utilized RRB depreciation. Are railroad earnings and

prospects evaluated less well as compared with reports of In-

dustries which use ratable depreciation accounting for all types

of capital.

Studies in recent years report that financial markets

appear to operate quite efficiently Indeed. The "rational markets"-

Interpretations have strong support. Information is utilized

promptly and with sophistication. The present system of railroad

accounting has operated for decades. The major investors and

financial advisors understand it and Its significance. They know
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how to take account of the information as reported. Adequate recog-

nition of all relevant facts seems to depend less on comparability

in their presentation than on the availability of the essential

materials. The availability can be assured through full disclosure.

Thousands of small investors cannot appraise the Intri-

cacies of the many bases of reporting earnings and capital through

the economy. Railroads are not by any means the only corporations

whose reporting has elements different from some others. Who can

possibly learn what myriads of investors are relying on as they

make decisions? What does seem to be generally accepted is that

knowledgeable investors of large amounts are able to interpret the

reports in the forms in which they are made. These interpretations

can be adequate to make the adjustments at the margin which keep

security prices properly related to data available.

Market experts (from leading securities firms) would be

more competent than the author to report on this range of Issues.

If the present pressure for change does emphasize the value of

easy comparability of reports, further discussion would be in

order; Judgments about the applicability of "rational markets"

conclusions to railroad securities could throw useful light on

the probable results of revision of accounting. The advocacy of

shift away from RRB depreciation began many years before anyone

had the research findings which show that In practice markets do

rather quickly recognize subtleties of finance.

Three clear points may be worth repeating. (1) RRB does

differ from depreciation methods used by most businesses. Not by
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any means will all investors appreciate the significance of dif-.

ferences. (2) In times of inflation RRB depreciation has elements

of superiority to accounting procedures which assume price-level

stability. In principle, then, should 'not any efforts for change

be directed toward, rather than away from, RRB (or any method

which makes at least some allowance for declining worth of the

dollar)? (3) The proposed accounting change would have one very

substantial effect working to the disadvantage of investors --

heavier taxes. The tax Increase would hamper the ability of rail-

roads to preserve existing capital, the cost of obtaining new funds

would rise. Cash flow would suffer. Any possible benefits from

greater comparability of accounts would be overwhelmed by adverse

tax effects.

Quality of Measurement

Let us raise in slightly different context an Issue of

importance. Would ratable dep~eciation offer more accurate bases

for measurement than RRB -- better guides for management, investors,

shippers, regulators, and others? running through the statements

supporting change, duch as the materials of the Arthur Andersen

firm, there appears to be a belief that new accounting would improve

the quality of measurement of railroad activities. Ratable de-

preolation seems more regular and systematic. It brings into the

open, as it were, the regularities and realities of an ongoing

enterprise which utilizes much long-lived capital.

Responsible Judgment on such conclusions would require
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detailed knowledge about a variety of matters -- what now prevails,

what is most likely to develop under a new system, and the po-

tentials which could be realized under both favorable and unfavor-

able conditions. An outside economist has only limited qualifi-

cations for predicting results. A prior the dominance of infla-

tion would push all possible gains into clearly inferior position.

Deferred Maintenance

The Penn Central, It is alleged, was not adequately

maintained. Moreover, the shortfall, it Is said, was not made

fully evident. At time, other managements have allegedly engaged

In unwise practices of deferring maintenance and in fact disguising

the full results because RRB accounting enabled them to do so.

When ratable depreciation accounting'is not used and reliance Is

placed on RRB depreciation, undermaintenance may conceal some of

the true cost of the period's operations. Operations can in ef-

fect consume capital through failure to spend enough on preserving

the system.

Two aspects need to be distinguished. (1) One is the

amount spent. It may be subnormal because of shortage of funds

or for other reasons quite unrelated to accounting methods.

(2) The second Is the adequacy of reporting. RRB fig-

ures may in a sense fail to disclose the full, actual cost because

spending is less than needed to preserve the ability to provide

service. In a sense this is concealment. Comparable results

would not be so likely If the rules required systematic annual

statements of charges as under ratable depreciation. The latter,
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It Is said, would give better information to investors and others.

That result would be realized* however, only If the annual ratable

depreciation figures used are relatively good. They may not be.

In addition to the many difficulties of defining and applying good

depreciation estimates In the beat of situations, there must now

be the added problems of growing out of inflation.

The unfortunate results of the' Penn Central may have

been worse than if knowledge of actual events had been more fully

understood. That experience In itself, however, must have alerted

Investors. Will not the lesson be long remembered? There Is the

possibility that because of cash shortage or other reasons a rail-

road using RRB may defer maintenance and thereby understate full

current operating cost. When a railroad Is under stress, the full

measure of the trouble may be hidden, deliberately or to some ex-

tent by inadvertance.

Deferral of maintenance -- inadequacy of actual outlays

(for more than brief periods) -- Is possible. Also possible under

such conditions, but not Inevitable, Is a failure of management

to reveal its best Judgment of the significance of what had (not)

been done. Lack of full and complete explanation (possible con-

cealment), not necessarily by design, can In effect mislead In-

vestors, shippers, employees, and others. Deferring maintenance

has physical results of Importance. Changes In accounting as such

will not lay better ral, improve ballast, or otherwise make up

deficiencies In physical conditions. What can be hoped for Is In-

formation to permit full understanding of the realities. Disclosure
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should be assured to meet the needs.

If data are not now assuredly adequate -- re deferral of

maintenance -- what would fill the gaps? Presumably, ratios andJ.

other measures of the adequacy of maintenance can be developed to

be as good as estimates of ratable depreciation. Measures of either

type may be good or poor. A requirement to use ratable depreciation

does not In itself Indicate anything about the quality of the measures.

(Totals for a railroad system as a whole will not reveal the dis-

tribution of maintenance among the many parts of the line nor how

well each'section has been prepared to meet the needs it must serve).

If regulatory authorities and others believe that improvement of

Information Is desirable, the suggested shift of accounting methods

is not required and would not provide the measures desired. The

inputs of figures will be crucial. They can be good (or deficient)

with one or another system of depreciation. Information to pro-

vide fuller understanding of the physical condition of the parts

of system can be supplied without requiring that RRB is abandoned

and ratable depreciation used Instead.

The measurement of accumulated under-.,±Antenance of rail-

roads has become a matter of concern as part of the country's total

transportation problems. Measurement and Interpretation are complex.

In some cases, for example, what appears to have been inadequate

maintenance may in fact have been a rational adjustment to the

actual traffic outlook.

In other cases, however, the developments were not fully
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understood by all who had some interest. Perhaps different ac-

counting would have revealed more clearly what was happening. The

Arthur Andersen material makes a persuasive case to this effect.

For the future, however, moving away from RRB would not be needed

to learn what provision is being made by a railroad. Its actual

outlays, year in and year out, can be related to whatever general

standards seem appropriate. Clearly, getting satisfactory data

would require overcoming various problems, but'they are inescapable

if the job is to be done in any way.

Obsolescence

Over the years obsolescence, especially on non-mainline

track has probably been greater for most railroads than annual ac-

counting has revealed. Annual accounting has not been designed to

show such loss of worth. The decline in current outlays on branch

lines as reflected in RRB figures does-not in fact show the de-

cline in value that has taken place, often gradually. The drop in

demand and market potential does not require explicit recognition

in the accounts. RRB depreciation applies to what is spent but

does not include items for the drop in worth. Enough may have been

spent on a declining branch to preserve its ability to serve a

dwindling demand, but the lose of value due to market deterioration

is not recorded from year to year. A substantial drop in main-

tenance gives an incomplete and unsystematic indication of what may

have happened to capital value.

Under RRB the (final) loss of worth of branch lines and

other such mileage will be shown when they are abandoned. Except

561073 0 - 80 - 33
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in the special situations for which ICC rules make some provision

for write-off, the books will generally not deduct as an expense the

decline in value so long as some use is being made of the facili-

tie#. Railroads have mileage which Is largely redundant but which

has not yet been abandoned. The economic worth has eroded without

the accruing obsolescence appearing as an expense. Somewhat sim-

ilar processes may lie ahead.

In more cases than may be recognized; mileage still op-

erated has negative worth in the sense that service must be pro-

vided -- but at a loss. Such mileage is a drain on the system.

Facilities of this sort are not of zero value. They are worth less

than zero because their existence forces the railroad to incur ex-

penses which are greater than the revenues obtained while the pros-

pects of much salvage value are slight (especially if retention for

some use is required). The obligation to serve has delayed ending

operations. (The new Federal-law will assist in the abandonment

of such capacity). Existing accounting methods do not serve well

to reveal such developments as they occur; methods do not put the

accruing loss of value in annual statements.

It would be good indeed it accounting over the years

could show accruing obsolescence. Yet doing so is impossible if

one does not know what is happening and the dollar magnitudes. As

obsolescence actually accrues, even the best of estimating pro-

cedures are not likely to yield "correct" allowances because, in-

evitably, the amounts of such change are elusive. Except by luck

and accident, declines in maintenance outlays (RRB) - and a low
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level -- will not serve well to reveal what is taking place. Con-

celvably, systematic ratable depreciation rates could embody amounts

for such loss of worth -- for "economic" as well &s "wear and tear"

elements. Inherently, measurement of accruing obsolescence Is dif-

ficult. Who can know what the future holds? How could agreement

be reach d to record the estimate with reasonable promptness and

get acceptance, e.g., for tax purposes?

Looking ahead, would the ratable depreciation rates to

be set for trackage recognize better than will RRB the loss of

value due to the obsolescence which is yet to occur? If proper

allowance were to be embodied in a new method, then here is one

respect In which ratable depreciation might contribute to cost

measurement an element which is superior to anything utilized In

RRB. But the theoretical possibility does not by any means assure

even a modest probability of realization in practice.

Who would know about the future economic prospects of

various branch lines? Even when some specific situations might be

clear, more typically, doubts would be extensive. Industry-wide

figures could hardly be relied upon for individual railroads each

of which has unique elements. Averages of the past would scarely

apply to the future. No two railroads face the same outlook In

this respect. The importance and the difficulties of uneconomic,

redundant, obsolete railroad facilities will in all probability

continue to call for explicit attention. The methods of dealing

with the issues are not clear to the author -- except that the pro-

posed shift of depreciation methods would offer little if any con-

tribution to achieving desirable results over the years.
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Does the present system occasionally provide reason to

delay abandonment in order to. avoid a large negative item in the

income statement? If so, uneconomic mileage may be retained some-

what longer than otherwise. But for profitable railroads the

strongest Incentive would seem clearly to be to get rid of obsolete

lines as soon as possible.

Over-Maintenance as a Possibility

Critics of business taxation sometimes argue that the

tax purposes expenses are overstated (and taxes thus underpaid)

because too much is deducted for depreciation. In the case of

railroads, roadway outlays may offer the possibility of treating

what in fact is some net capital formation as current expense.

It is conceivable that under RRB depreciation rules, some net cap-

ital improvement will be deducted currently, rather than beihg cap-

italized and depreciated In smaller annual amounts. If such Is

the case, government receives lower current taxes; corporations

get what is called an "interest-free loan" of the element of tax

which is not payable as soon as otherwise required. Instead of

dividends, shareholders get an enhancement of the value of the

corporation's assets. When something similar (accelerated depre-

ciation) happens for rolling stock, the item "deferred income tax"

appears in the accounts.

Accounting for book purposes can show one set of results

while tax accounts show another. ADR and methods which permit ac-

celeration over straight-line are sometimes criticized as exerting
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"artificial" influences on tgnagement decisions. But any such is-,

sues are rarely included in the literature on the current topic;

a proposed actual implementation of a new sytem remains to be de-

fined. Whether or not opportunities would open up is not clear.

Cash flow seems to be a factor determining actual expenditure.

Moreover, inflation complicates matters so that assertions once

perhaps valid are now outweighed by others.

Under RRB is there a possibility, and is there an in-

centive, for railroads in fact to make net Improvements (under the

guise of maintenance) because outlays can be charged off at once

rather than being capitalized and depreciated? (If so, is such

investment practice in some sense not one to be encouraged in the

public interest)? The drop in reported net income will, of course,

be greater than the decline in tax due. Net use of cash is re-

quired, and railroads argue that cash flow imposes strict limits

on the outlays possible.

A tax deduction now 'Is better than one of equal size next

year or later. Furthermore, in time of inflation, spending in

advance of need may save more In expense than the cost of the fi-

nancing required -- borrowing at X percent to avoid a cost rise of

X + Y percent (plus the cost of risk in form of exposure to earl-

ier obsolescence and some misdirection of assets). If a railroad's

cash permit, then some speeding up of maintenance may take place

from time to time. With -hat results?

Several questions can be raised. Are the reasons good?

Could the amounts of speed-up which cash flow will permit during,
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say, five years be significant? Would conditions for (1) manage-

ment decisions, (2)-security owners, (3) taxing agencies, and

(4) others be "better," somehow, under ratable depreciation that

allocated the costs over more years? What would be the results of

a slower pace of replacement and maintenance? How much differ-

ent would the amounts be in an economy where cash flow exerts a

restricing force?

"In theory" for profitable, taxpaying railroads, the

present rule would seem to "tilt" maintenance spending budgets

toward earlier rather than later use of funds. The reputed con-

dition of much of the country's railroad track structure -- with

considerable deferred maintenance -- suggests strongly indeed that

any "bias", as alleged, in depreciation ,methods must have been

outweighed by other factors. Low earnings are a dominant reality.

Railroad managements emphasize cash flpw as a governing force.

The proposed change by raising taxes would reduce cash available

for railroad purposes.

Relation of Actual Depreciation to Intensity of Use

The intensity of track usage -- tons, speed, "pounding",

frequency, and other factors -- will affect what actually happens

on particular portions of track structure in any given period of

time. Annual depreciation deduction based on the passage of time

-- e.g., straight-line or declining balance -- will not take ac-

count of the differences In intensity of use as related to the

physical characteristics of specific trackage (e.g, 132 or 110 lbs.

rail, quality of ballast, curvature, etc.). Frequent and heavy'
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trains moving at high speeds have results very different from

those of lighter traffic moving at low speeds.

A time-based method for allocating cost seems in princ-

Iple.to be inherently crude and Inexact. "Unit of use" deprecia-

tion would be more nearly accurate. Devising and operating any

such method for a railroad would be difficult. Yet for trackage

the present method goes far to achieve Just such a desirable result.

For a railroad which is well maintained over the years, RRB out-

lays would seem tq relate rationally to the volume of traffic and

nature of use as they affect the conditions of the track structure.

Furthermore, high usage will generate funds that can be

used to provide replacements which are appropriate to.the real cost

of carrying ."more" as against "normal" or "low" traffic. A drop in

traffic will reduce somewhat the need for spending, Just as it

also reduces the flow of cash receipts.

For an entire railroad and the country's system as a

whole, RRB does seem likely to relate more rationally to actual

usage than would ratable depreciation. Usage can and does change

from one period to another. In any one year, of course, particu-

lar segments of the track structure will receive only spot main-

tenance. Such mileage will occasion less charge to cost in that

year than would be recorded under ratable depreciation. Some por-

tions will receive replacements at low levels, and some quite in-

frequently, In accordance with amount of use. The total main-

tenance outlays for the system will tend to rise and fall with the

Intensity of use. Usage has some rational, even If not precisely

measurable, relation to the total of true "capital exhaustion"
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(depreciation) expense In each period.

Any reasonably'accurate method of ratable depreciation,

one applying more or less average 'rates of depreciation, should

rest upon considered recognition of the significance'6f differences

In traffic intensity. Would not the attempts to take account of

such traffic differences (in the setting of d6preciatioci rates) b 4

merely an indirect way of trying to do what RRB by it essential

nature will do over the years if the track structure is preserved

appropriately? (This feature of RRB depreciation is to be die-

tinguished from points related to inflation). In any case, deter-

mining depreciation (plus obsolescence) rates that relate real-

istically to true capital cost must recognize the realities of

usage in their wide differences.

Climate and Other Factors

Conditions of climate and terrain differ. Their signif-

icance for the railroad's expenses will be related to kinds of track

structure and traffic -- but In no simple way. Any single standard

of ratable depreciation (for one as against another type of track

structure -- mainline or branch) would be better suited to some

parts of the country than to others. Realities call for differ-

entiation to reflect various kinds of situations, including the current

maintenance which would be permitted as an expense.

Who could determine the most appropriate, rates of de-

preciation and obsolescence as related to climate and terrain as

well as other factors? Management-judgment now reflects the actual

conditions of each system as represented by cash outlays. (Cash
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flow may not permit adequate maintenance). Perhaps outsiders in

regulatory agencies or the IRS could do a better Job. But what

would be required for them to give-adequate recognition of dif-

ferences in climate, etc.? How could the necessary competence be

acquired?

Units for Depreciation

The definition of the units to be used as bases for comp-

utation of ratable depreciation would present problems. Sections

of the company's system Would need different treatments, whether or

not the accounting and other problems would present significant

difficulties would call for further study. Economic analysis does

not offer much as useful guidance for separating an entire rail-

road track structure Into parts for computing and allocating

capital cost.- Each portion may carry a huge variety of traffic.

Distinctions of programmed-and spot maintenance affect the de-

cisionS. Investment-tax credit considerations can have tax sig-

nificance.

Starting Bases

Getting the capital figures to use as bases to begin

ratable depreciation would present problems. Where and when to

start? Original cost? Something more recent, reflecting infla-

tion? Th9 amounts which the accounts do not show.(what Is on the

books) have been spent but not written off -- but rarely will they

represent any rational relation to the worth of the property in-

volved. How could such figures possibly give economically useful

bases for measurement?
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Until proponents of change specify the details of bases

proposed for ratable depreciation, analysis and commentary can be

postponed.

Costs of A Change

Any change would involve some accounting and management

costs. Although these would not be large in relation to total

Operations 6f'a railroad, any additions to expense have disadvant-

ages4 Avoiding them adds to the reasons for continuing the system

in use.

Rates of Depreciation

For ratable depreciation to operate well, accurate mea-

sures of depreciation of various types of trackage would be required.

Figures qre easily suggested. But which will really prove to be

realistic over time? Estimating obsolescence inevitably presents

great difficulties. Advocates of ratable depreciation as against

RRB apparently believe that generally good depreciation rates for

railroad track structure, etc., could be prescribed.

Spokesmen for RRB, however, state that "wearing out' of

line is leas characteristic than is preservation through spot and

programmed maintenance. Safe and efficient use does not permit

deterioration of mainline track.

Whether or not reliable data on depreciation and obso-

lescence could be found seems questionable. Some railroads, in-

cluding those in Canada, do now use ratable depreciation account-

Ing. But this fact does not provide convincing evidence that in
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a period of stable prices the results would in fact be better than

the traditional methods used in this country. Moreover, Inflation

Is a fact of life. When it persists, "standard-level" deprecia-

tion rates will be seriously defective.

Management Ouidance

Would a change in accounting assist management in its

decision-making? Venturing an answer to this and related questions

would be presumptuous for an outsider who does not have extensive

knowledge of actual operations and who has not made an especially

directed study. A 1968 White Paper from the U.S. Treasury raises

issues growing out of the differential tax treatments of various

elements, e.g., those depreciable and those that are not. If tax

neutrality Is a goal, then questionable results appeared quite

likely. Inflation aggravates the defects noted then. Uncertain-

ty as to tax laws complicates the comparison of alternatives.

Economic principles would emphasize the prospective pro-

ductivity of capital as the most useful guide for management.

Nothing in the proposed change would enhance the opportunities for

improving the estimates of capital productivity.

Magnitudes

As already noted, several variables would need to be

considered in estimating magnitudes. Professor L. J. Buckwell of

Bowling Oreen State University filed with the ICC in September 1978

estimates for ten major railroads. Por them, the apparent 1977

tax cost of a change from RRB would have been $199 million. The
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after-tax income would have risen from $881 million under better-

ment accounting to $1,081 million under ratable depreciation.

Assuming that the marginal tax rate would have been around 48 per-

cent (plus something for the state taxes), the additional tax

would have been essentially the same as the amount of difference

after tax.

Anything of this magnitude projected over a decade

points to issues of greater magnitude than the earlier literature

may have suggested. Presumably the continuing high rate of in-

flation provides at least some of the reasons that the burden is

greater than once Indicated. The assumptions are as follows:

1. Maintenance expenditures 'reported for 1977 would

have been 90 percent capitalized with 10 percent

chargeable as current expense.

2. Existing road asset accounts would be de-

preciated 0 10 percent a :Iear, as a com-

posite of all track components, on a straight-

line basis (10-year life remaining).

3. For new "maintenance" outlays capitalized,

stright-line depreciation would rest on a

15-year life with no salvage value.

4. Property taxes would rise by 2 percent of the

increase in pretax earnings. (This assumption

admittedly rests upon a report of one railroad

only; it would be subject to a considerable

margin of doubt). The figure would probably be

higher for railroads operating extensively in
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states which rely heavily upon the capitalization

of income.

5. The effective tax rate paid in 1977 Is applied

to the Increase In earnings. Tax rate figures

for the individual lines are not shown. No in-

vestment tax credit Is computed although Professor

Buckwell notes that some credit would probably

have been available to reduce the net cost of the

change.

Clearly, the added tax costs to railroads would be a cause

for concern for anyone interested In the country's transportation

outlook. True, some mitigation might be arranged. The portion

ot current outlays to be expensed under new rules would be one pos-

sible variable. Another would be the actual depreciatlon-obsolescence

rates. Yet at best the possibilities of offsetting inflation seem

too small to provide any assurance against serious damage through

taxation by a policy that conflicts with economic rationality In

times of Inflation.

Individual railroads and the Industry have so much at

stake If pressure for change continues that detailed calculations

under various assumptions would be desirab1g,

- . Nothing, however, seems likely to provide In the future

the present element of automatic adjustment for inflation. The

system was not originally Intended for this purpose. But it Is

nonetheless effective.
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Deloitte
Haskins±Sells

Two Broadway
New York, New York 10004
(212)422-9600
Telex 127824

Honorable Harry F. Byrd, Jr. October 17, 1979
Chairman, Subcommittee on
Taxation and Debt Management
General Committee on Finance

United States Senate
Washington, D.C. 20510

Dear Sir:

Our client, Union Pacific Corporation, has requested us to
address the issue of whether retirement-replacement-better-
ment (RRB) accounting for railroad track structure is in
accordance with generally accepted accounting principles.

Deloitte Haskins & Sells is an international firm of certi-
fied public accountants with an extensive practice serving
railroad industry clients.

RRB accounting has been used by the vast majority of compan-
ies in the railroad industry to account for track structure,
since before 1900. To this day, it is required to be fol-
lowed in filings with the Interstate Commerce Commission
(ICC), the Federal regulatory agency having jurisdiction over
the railroad industry.

RRB accounting has been the subject of extensive discussion
over the years. Its principal benefits are summarized as
follows:

" It is an accurate and conservative method
of accounting for the particular character-
istics of track structure.

" It is more sensitive to inflation.

" It recognizes the unique characteristics
of track structure and it overcomes the
difficult maintenance versus capital
measurement questions that ratable depre-
ciation would entail.

The rationale supporting these benefits are discussed in more
detail in the attached appendix. A brief synopsis of the
results of previous considerations of RRB accounting follows.
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On April 1, 1957, the, Americad Institute of Accountants (now
the American Institute of Certified Public Accountants) Com-
mittee on Relations with the Interstate Commerce Commission
submitted a report dated March 29, 1957 to the Chairman of
the ICC which considered the prescribed accounting for ties,
rails and other track materials on the books of railroads
under the jurisdiction of the ICC. The Committee stated
the following:

"The committee believes that 'replacement' account-
ing does not accord with practices generally fol-
lowed by other industries. As to track components,
however, the committee, in consideration of the
long history of the use of replacement accounting
by railroads with respect thereto, the unique nature
of this category of railroad property, its rela-
tively stable physical quantity, and the mature eco-
nomic status of the industry, has concluded, with
one member dissenting, that no substantial useful
purpose would be served by a change to depreciation-
accounting techniques in the absence of evidence
indicating that depreciation-maintenance procedures
-would provide more appropriate charges to income
for the use of such property."

On December 31, 1957, the Committee reaffirmed its conclusions
and stated that:

. "We feel that a practice consistently followed for
more than 50 years and which affects a significant
segment of the railroads' properties and operations
should not be changed unless and until it has been
found to be clearly erroneous by a convincing pre-
ponderance of evidence. We believe that no suffi-
cient reasons have been presented to justify a
change in this accounting method with its resultant
tremendous upheavel in the fields of federal, state
and local taxes, its substantially increased costs
of accounting and no proposals for the protection
of both investors and shippers in the transition.
The present accounting method has withstood the
test of several decades of use without demonstrated
proof of harm to any parties. It is now imprac-
tical, if not impossible in view of the economic
and taxation changes which have taken place during
that time to reconstruct the accounts in such a
way that all parties will be treated equitably."

In 1966, the Committee restudied the entire subject of RRB
accounting and reported to the Accounting Principles Board
on April 4, 1966. They concluded that RRB accounting for
track structure had substantial authoritative support and is,
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therefore, a generally accepted'accounting principle. The
Committee further pointed out that:

"In the opinion of an eminent consulting
engineer...depreciation would produce no more
accurate results than replacement accounting."

As recently as September 1977, the Association of American
Railroads (AAR) urged the Securities and Exchange Commission
to permit the continued use or alternate accountIng methods
for track structure so that each railroad can select the
method which best reflects its particular operations and
financial position.

A limited survey of fourteen 1978 annual reports of railroads
or railroad holding companies discloses that thirteen of-the
companies use 'RRB accounting for track structure. All of
these companies received unqualified opinions from their
independent certified public accountants. Clients of four
firms were included in this category.

In conclusion, it is our opinion that RRB accounting for track
structure has been and presently is in accordance with gener-
ally accepted accounting principles.

Yours very truly,

7p4
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APPENDIX

SYNOPIS OF BENEFITS OF RETIREMENT-
REPLACEMENT-BETTERMENT METHOD
ACCOUNTING FOR TRACK STRUCTURE

Accurate and Conservative Method
Of Reporting Financial Results

RRB accounting is an accurate and conservative method of
reporting financial results in that it recognizes currently,
,as expense, the costs incurred to maintain track structure
at its initial level.

In a tentative report: dated April 25, 1949 the ICC Bureau of
Accounts and Cost Finding stated "Track repairs are in sub-
stantial ratio to the wear and tear and use of the plant
(as measured by gross ton miles) and replacement accounting
represents the facts as to wear on the plant better than
does depreciation accounting, at least when the latter is
applied on a straight-line basis".

In a 1949 study, the Association of American Railroads (AAR)
stated "Presentreplacement accounting for track parts pro-
vides an accurate statement of actual expense which is being
incurred in the maintenance and repairs of property. This
method also has a definite stabilizing influence on the income
account regardless of the economic cycle....

Replacement accounting best reflects the company's financial'
affairs in that it places costs of repairing and replacing
track elements in the periods when the expenditures occur.

Because of the relatively unvarying amount of-depreciation
charges, the resulting net income that would be stated under
the proposal would be inflated in periods of high traffic
volume and understated in periods of adversity. In both
instances, the result would be detrimental to the carriers
and is undesirable from the standpoint of sound economics".

Also, in a letter to the Interstate Commerce Commission dated
June 28, 1957, the AAR stated "in periods of high traffic
volume-and use, when more repairs are necessary, the accounts
should reflect the charges resulting from such increased use;
in periods of decreased traffic, the accounts should recog-
nize the reduced repair expenses. Substitution of the
relatively unvarying amount of depreciation charges would
defeat both of these ends."

In a letter dated September 19, 1977 the AAR urged the Securi-
ties and Exchange Commission not to require railroad companies
to adopt ratable depreciation and to permit the continued use
of RB accounting. Two of the reasons given were accuracy
and conservatism. The AAR stated "the present RRB method of

S6-073 0 - 80 - 34
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accounting resembles depreciation accounting based on the unit-
of-production concept rather than the availability of produc-"
tion capacity under ratable depreciation. Additionally,
actual annual cash outlays for track replacement are probably
of more significance to investors than depreciation of his-
torical track cost over a designated period."
In summary, RRB accounting is a better matching of current
costs with current revenue.

More Sensitive to Inflation

In the Financial Accounting Standards Board's Proposed State-
ment of Financial Accounting Standards - Financial Reporting
and Changing Prices, the Board stated "many people believe
that financial statements based on historical cost fail to
provide all of the information needed by users because those-
statements normally account explicitly only for the histori-
cal cost and sales proceeds of assets and do not identify,
separately other prices or changes in prices".

RRB has the effect of charging to income the expense for
maintenance and repair expenses for track structure at cur-
rent price levels. This benefit was recognized by the AAR
in its letter to the ICC dated January 2, 1942 in which the
AAR stated that "replacement accounting adheres closely to
the variations of the price cycle and therefore states the
cost of track repairs in terms of current prices commensurate
with prices used in stating revenues and most other items of
expenses."

To require a change from the RAB method of accounting, which
more closely approximates replacement cost, to depreciation
at a time when the historical cost model is being intensively
reconsidered may reduce investors' confidence in the financial
statements.

Recognizes Unique Characteristics of-Track Structure
and Overcomes Maintenance vs Capitalization Question

Track structure for railroads possess some unusual character-
istics. For one, there is no sole determinant of useful
life because track structure does not deteriorate physically,
only as a result of passage of time. Frequency and weight
of traffic affect the usefulness of the track. Certain ele-
ments of track structure such as ballast, it is argued, do
not depreciate at all. For another, there is no uniform
understanding as to what constitutes a unit of property.

The railroad industry is a mature one which is not expanding
its right-of-way. The track structure has not been subjected
to rapid or unique technological changes, although there has
been a tendency towards heavier weight rail and reduced cur-
vatures in order to handle greater volume at higher average
speeds.
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The question then is does RRB accounting for track structure
provide for an acceptable charge to expense for the utility
cost of using the track structure in the periods in which
revenues are derived from the use of the track structure?

As stated previously, physical deterioration of track struc-
ture is not a simple function of the passage of tite. Dur-
ing periods of lessened economic activity, less freight volume
will move and physical deterioration will be slowed. Con-
*versely, when the frequency, volume and weight of freight
hauled over a particular section of track increases, the
physical wear accelerates. This has been demonstrated over
the past several years on those railroads that have experi-
enced recent increases in the hauling of coal over certain
routes.

Another illustration of factors other than passage of time
affecting the deterioration of track structure is to look at
the distinctions between frequently used main lines and more
seldomly~used branch lines. Although the weight of the rail
used may 'be less on branch lines and the frequency of mainten-
ance and replacement activities greater on main lines, branch
line track structure may last longer simply because of lighter
traffic loads.

One consideration then would be to adopt a method of charging
track structure costs to expense that considers the lack of
uniform-wear and the somewhat indeterminate life of ;he assets.
One approach would be to adopt some form of an units-of-pro-
duction method which gives effect to:

" passage of time
" frequency of traffic
" weight or volume of traffic.

RRB accounting resembles such a unit-of-production method.
For one thing, routine, scheduled maintenance need be per-
formed to maintain track structure at a minimum operating
level. This gives effect to the passage of time. Also,
as frequency of traffic and volume increases, greater demands
will be placed on maintenance activities, and hence higher
oosts will be incurred and charged to expense, in order to
keep the track in adequate operating status. Thus, fre-
quency and weight of traffic are also considered.

In a mature industry, such as the railroad industry, no sig-
nificant growth in asset base occurs. No significant new
rail lines are being built or contemplated. Rather, the
more prominent question is which lines will be retained.
In such a situation, over a long period of time, the charge
under RRB.accounting to replace worn out track will tend to
equal depreciation.
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Ratable depreciation methods involve estimations of useful
lives which are not required by RRB. However, with respect
to track structure lives are difficult to determine.

Useful lives for track structure could, in a sense, be consid-
ered indefinite in duration. Once the roadbed is in place
and properly graded, as long as ballast is maintained, it has
an indefinite life. Ties, rails and other track components
obviously do have a limited life and need to be periodically
replaced, although it is difficult to assess the frequency
with which replacements need be made. The lives of the com-
ponents are all affected, as stated previously, by both pass-
age of time and frequency and volume of traffic and the lives
of each component will vary. Consequently, the method used
to charge plant costs to expense must give recognition to
these factors.

Given the mature nature of the industry, RRB accounting accom-
plishes a proper matching of expense with freight revenue in
that maintenance costs incurred to keep the track in a reason-
able operating condition are expensed. Consequently, RRB
accounting provides an acceptable method of accounting for
track structure.
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Members Of t?* New York Stock Ezcha"Q. Inc.
One New York Plta
New York N.Y. 10004 (212) 747.7000

Salomon Brothers

October 5, 1979

Honorable Harry F. Byrd, Jr.
Chairman, Sub-CoMaittee on Taxation
and Debt Management

General Committee on Finance
United States Senate
Washington, D. C. 20510

REt Bill No. 1467

Dear Sir:

This letter is submitted in support of the above Bill, which we

understand has been introduced in order to codify for tax purposes the

Retirement-Replacement-Betterment (RRB) method of accounting for the

railroads' track structure expenses.

The RRB method has been employed for more than 65 years and has

continued to be found acceptable after intense scrutiny by Congress,

the courts and the Internal Revenue Service. Over the last few years,

the Securities and Exchange Coimission, the Interstate Comunerce

Commission and the Department of Transportation have been studying

whether the RRB method is acceptable for reporting the results of Operations

to shareholders and to the Commissions. While we believe that the

method is appropriate for public reporting purposes and that any change

in this context would be most undesirable, it is our opinion that any

change for tax purposes would be little shdrt of disastrous for the

railroad industry as a whole.

MAMI /oston Chicago / C.lvand I Dahas/ Hong Kong I London (SubsidlbWy} / LosA MN* I Philadelphia / San Francisco
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We believe, as we have stated in submissions to the SEC, that the

RRB method is appropriate for measuring the true nature of the track

structures component of operating expenses for almost all railroads

at this stage of the industry's development. While we believe that

ratable depreciation might have been applicable from the inception of

the industry, and may well be appropriate for virtual "start-up"

operations,it is questionable whether any switch now can be accomplished

with any real accuracy. Furthermore, in these inflationary times, the

RRB method has been found to provide for replacement costs far more

adequately than ratable depreciation.

It has been estimated that in 1977 alone change to ratable depre-

ciation would have cost the industry in excess of $300 million in

additional taxes. Apart from the obvious deleterious effect which this

wouid have on the industry's cash position, and the immediate impact

that it might have on the ability to meet everyday obligations, the

implications for the industry's standing in the investment community

are most serious.

By the normal yardsticks of profitability, the railroad industry

does not compare favorably with most other industries. Its relatively

poor performance, as measured by operating margins, return on invest-

ment earnings' growth rates, interest coverage, etc. has caused many

railroad common stocks to sell at levels well below those of other
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industries. The added impact of the extraordinary cash needs resulting

from additional tax payments would, in our opinion, make the task of

capital raising by many companies extremely difficult. Consequently,

their ability to meet the transportation requirements of the nation

would obviously be seriously impaired. Indeed, it would not be

surprising if several companies had to seek reorganization due to this

additional burden.

In conclusion, we strongly urge the passage of Bill No. 1467

to regularize the RRB method of many years standing and to remove an

unnecessary aura of uncertainty overhanging the railroad industry.

Your/truly,

SALOMON BROTHERS
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MORGAN STANLEY

MORGAN TANLEY& CO.
INCORPORATED
1251 AVENUE OF THE AMERICAS
NEW YORK. NEW YORK 10020

October 5, 1979.

The Honorable Harry F. Byrd, Jr.
Chairman
Subcommittee on Taxation and Debt
Management General Committee of Finance
United States Senate
Washington, D.C. 20510

Dear Senator Byrd:

I am writing on behalf of Morgan Stanley to express our support
for S.B. 1467, which would codify the Retirement-Replacement-Betterment
("RRB") accounting method, currently used by all of this country's major
railroads, for federal income tax reporting purposes.

Morgan Stanley is a leading investment banking firm. Since the
Firm's founding in 1935, Morgan Stanley has managed over $157 billion of
financings in capital markets worldwide for corporations and govern-
ments, including over $1.9 billion for U.S. railroads. Morgan Stanley
serves as investment banker to several of this country's major railroads.
As a member of Morgan Stanley's Railroad Group, I work closely with a
number of a railroads not only with respect to financings but also with
regard to a wide range of financial and strategic matters.

The railroad industry has used the RRB method of depreciating
its track structure since the inception of the Federal income tax.
It has been found to be an acceptable method by the Congress, the courts
and the Internal Revenue Service. We understand that the Interstate
Commerce Commission is giving consideration to a requirement that the
railroad industry use a ratable method of depreciation for regulatory
purposes. If such a change-over does occur, it could result in the
Internal Revenue Service requiring the industry to use a ratable method
for tax purposes. We believe that such a move would be Ill-advised since
it would materially reduce the cash flow available to the railroad
industry. The Association of American Railroads examined what the
effect would be if the railroad industry shifted to a ratable method for
Federal income tax purposes. Their study indicates that in 1977 alone
the railroad industry would have paid additional Federal income taxes of
approximately $300 million.
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As discussed below, we do not believe the railroad industry
possesses alternative sources of cash flow to replace such an enormous
loss of cash. A switch from the RRB method to a ratable method with the
consequent additional tax liabilities would result in a further deteriora-
tion of the financial condition of the industry and, hence, the railroad
plant in this country. This would be clearly counter to the desire of the
Congress, as expressed in the Four R Act, to improve the financial and
physical condition of the railroad industry.

The industry has two alternatives to recover this loss of cash
flow. Railroads might attempt to raise the cash internally through
increased rates. However, this could be both inflationary and counter-
productive since, in all probability, additional'traffic would be driven
off the railroads and into the hands of other transportation modes, hence
failing to replace the cash flow shortfall.

The other alternative to replace this cash flow loss would be
to raise cash externally through the sale of securities. Unfortunately,
the railroad industry's return on investment is so inadequate that very
few railroads have the financial strength and growth prospects necessary
to allow them to sell equity capital. Indeed, Morgan Stanley was the
managing underwriter for the only major equity issue done by a railroad
since the depression, a $100 million convertible preferred issue for
Burlington Northern ("BN") in 1977. That issue was attractive to in-
vestors due to BN's potential for profit through the transportation of
coal out of the Powder River Basin. However, that potential can only be
realized through an enormous investment in plant and equipment. To
achieve that investment, BN must have available sufficient internally
generated cash flow. Consequently, the imposition of a ratable method of
depreciation could seriously impair the plans of even those few railroads
such as BN who do have the ability to sell equity securities.

Since equity funds are generally unavailable, railroads raise
the bulk of their external capital through the issuance of debt securi-
ties secured by rail equipment - locomotives, box cars, and other
rolling stock. These funds can only be used to purchase equipment.
Railroad equipment securities, usually called equipment trust certifi-
cates, enjoy an acceptance by investors such that they are normally
well-received in the marketplace. Unfortunately, this is not the case
for debt securities, such as mortgage bonds, issued to finance non-
equipment expenditures. Non-equipment debt securities of railroads have
limited marketability, and railroads are often forced to pay high inter-
est rates in order to sell these debt securities. Hence, railroads must
usually finance non-equipment expenditures, on such key projects as
upgrading roadbeds and track, through internally generated funds rather
than through borrowed funds.

Because we believe the industry never would be able to fully
replace the cash lost through a switch to a ratable method of deprecia-
tion, we believe a decline in the physical condition of the railroad
industry, a deterioration in service to shippers and a further weakening
in the financial condition of the railroad industry would result.

Consequently, I urge you to codify the Retirement-Replacement-
Betterment ('"BR") accounting method for federal income tax reporting
purposes.

Sincerely,

yron Roese
Managing Director
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THE FIRST BOSTON CORPORATION
MINDssNswYoRu STOCK EXCmANO&IxC.

Caus, O 0 EXCsANON PLACZ
FtXsTcoaMN.& Yams 142W Yosx,N.Y 10005

October 3, 1979

The Honorable Harry F. Byrd, Jr.
Chairman
Subcommittee on Taxation and

Debt Management
General Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Byrd:

We are pleased to have the opportunity of commenting on the
prospect of a codification of the retirement-replacement-betterment
method of calculating depreciation of railroad track structure for
Federal income tax purposes. Our comment is based, in part, upon our
general view of the capital formation difficulties incountered by rail-
roads over the last thirty years, together with an estimate of the As-
sociation of American Railroads ("AAR") that the elimination of the
retirement-replacement-betterment method of determining such deprecia-
tion would have resulted in an increase in tax expense for all Class I
railroads of approximately $300 million for 1977 alone.

We strongly support the retention of the retirement-replace-
ment-betterment method of calculating depreciation of railroad track
structure for tax purposes. Our position reflects conclusions reached
with respect to the following factors:

1. Assuming that the AAR estimate is reasonably ac-
curate, the impact of an increase in tax expense
of $300 million should be gauged by comparing such
amount not to aggregate cash flows, but rather to
the actual amounts of cash available for distribu-
tion or reinvestment after provision-for the pres-
ervation of the capacity of the rail system to pro-
vide competitive service. John R. Meyer and Alexan-
der L. Morton argue that the gross capital expendi-
tures of railroads are a truer measure of "the cost
of maintaining capital intact" than depreciation
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The Honorable Harry F. Byrd, Jr.
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based on historical prices.*/ Appendix I attached
hereto reproduces their Table 11 as updated and
supplemented by The First Boston Corporation. The
last column shows the aggregate amounts of cash
flow available after capital expenditures, but be-
fore payment of fixed charges and allowance for
the pro formal tax effects estimated by AAR. In
our view, the table shows that the increase in tax
expense is simply not affordable.

2. Inflation in the cost of maintaining railroad track
structure has been significant. Furthermore, these
ausets are relatively long-lived, resulting in
greater than normal variances between historical
and current replacement costs. Ir such circum-
stances, it is widely acknowledged that ratable de-
preciation inadequately provides for current replace-
ment.**/ Since the retirement-replacement-betterment
method is analogous to last in, first out (LIFO) ac-
counting for inventories, it reflects changing cur-
rent replacement costs during inflationary periods to
a greater extent than ratable depreciation, and should
be retained for this reason alone.

3. A cash flow reduction of $300 million per year accumu-
lates to approximately $3.8 billion when compounded an-
nually at a 52 after tax rate over ten years. On this
basis, the after tax cash outflow in the tenth year
would approximate $490 million. The financial statis-
tics of railroads do not suggest to us a likelihood
that thesis cash flow reductions could be offset by com-
binations of rate and productivity increases in the
future. Alternatively, the Incurrance of otherwise
avoidable rate increases would tend to exacerbate the
intermodal competitive problems of the rail industry.

Due to these foregoing factors, The First Boston Corporation
concludes that the application of the retirement-replacement-betterment
method for tax purposes provides a partial adaptation to adverse infla-
tionary trends and tends to mitigate the rail industry's acute need for

/ "The U.S. Railroad Industry in the Post World War II Period: A
Profile," Explorations in Economic Research, National Bureau of
Economic Research, Fall 1975, pp. 449-501.

_*I See Exposure Draft: Financial Reporting and Changing Prices,
Financial Accounting Standards Board, December 28, 1978.
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retained cash flow. Accordingly, we support the retention of the re-
tirement-replacement-betterment method of calculating depreciation of
railroad track structure for Federal income tax purposes.

Very truly yours,

THE FIRST BOSTON CORPORATION

Frederick M. R. Smith
Managing Director
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Boston Corporation Appendix I

Hailvay EarnIn.. Coraptited ,'ith Cab 11nw: Charged Jtb (:ros. Capital Expenditures
Rather tlt,'vi .'Llh Deprecfotinn os t|.. Co:;t of _L-;jn .nfin Cf-L~al lract

Net Railway
.car Operating Incone(l)

i950
.951
952

.953
-954

1955
'956
:957

:958
,-939.

L960
1961
*962
:963
'964

'965
'966
:967
:968
'969

.970
971

.972

.973
1974

975
976

.977
t97.8

$1040
943

1078
1109

874

1128
1068

922
762
748-

584
528
726
806
818

962
1046

676
678
655

486
696
835

650
768
351
452
443
443

Deprocieion Cash Cro~o Capital
Accrualsl(2) Flow Fxpenditires

$ 430
445
486
505
527

539(est.)
553
582
602
614

620
641
655
699
686

707
732
756
773
766

790
800
776

.1002
1031.
973
927

1078
1236

$1470
1388
156'
1614
1401

1667
1621
1504
1364
1362

1213
1179
1381
1475
1504

1669
1778

.1432
1451
1421

1276
1496
1611

1652
1799
1324
1379
1521
1679

$1066
1414
1341
1260

820

910
1228.
1395

738
818

919
646
833

1044
1417

1631
1953
1522
1187
1509

1351
1178
1216

1342
1565
1790
1725
2290
2776

Adjusted Net Iilway
Operating Incorie
(Cash Flow - Cross
Capnital ExJArt ndituren)

$ 404
-26
223
354
581

757
393
109
626
544

294
533
548
431
87

38
-175

-90
264
-88

-75
318
395

310
234
-466
-346
-769
-1097

Source Years 1950-1971. John R. Meyer and Alexander .. Morton, "The U.S. Railroad Industry
in the Post World hiar 1I Period: A Profile." INor.tiinr In Economic Hce,-.irch,
National bureau of Econooic Ner.errch, Fall 1975, p. 460., Years 1972-1978. Yenrbnok
of Ki.1roid F'zatr: 1979 F.di.tIct, Tl', As!.ac atlon of Anerican I.rtllroads; lkiody'S
Tronjn.lartiton Pri11. Depr.cclaton accruals for the years 1976-1978 provided by
the Ecoile.,cs and Finance Departiae,,t of the Ansociation of American Railroads.

(1) includes d4,fcrred taxes In years 1973-1978.
(2) Depreciation accruals include retiremente in years 1971--1978.

Che First
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October 22, 1979

Before the
Subcommittee on Taxation & Debt Management

Committee on Finance
United States Senate

Statement of The Authors League of America on
S. l078 Artists Tax Equity Act of 1979

The Authors League is the national society of professional authors
of books, plays, poetry and other works, with a membership of 8,500.

The Authors League submits this Statement in support of S. 1078 and
urges its enactment. The Bill would eliminate inequities in the taxation of
authors, composers, artists and their estates. The League does recommend
two changes, or clarifications, of language in Sec. 3, which established" a
tax credit for charitable contributions.

Sec. 2. Estate Tax Credit.

For the reasons discussed in Senator Javits' statement of May 79 1979
(Cong. Rec. 8.5435-7), estates of authors, artists and composers should be
permitted a credit against estate tax for donations of their works to the
Federal Government.

Sec. 3. Income Tax Credit for Charitable Contributions
by Authors, Artists and Composers.

Sec. 3 of S. 1078 would allow authors, artists and composers a 30g
tax credit for charitable contributions of their manuscripts, paintings, scores,
sculpture and other works. We believe the tax credit should be eastablished.
The Leagueas recommendations for changes or clarifications in wording are
discussed below.

Before 1070, authors, artists and composers were entitled to a charit-
able deduction equal to the fair-market value of manuscripts, paintings, scores
and similar property which they contributed to tax-exempt libraries, musoums
and similar institutions. Enactment of Sec. 170(e) (IRC) In 1969 deprived them
of that deduction, and allowed them to d ct onF the (nominal) cost of
materials used in creating the donated property.

As Snator Javits noted in his May 7th statement, abolition of the
fair-market value deduction has injured libraries and museumm. Since 1970,
they have not been able to obtain contributions of manuscripts, paintings and
other works from authors, composers and artists, who cannot afford to donate
such property without that deduction or a tax credit to offset Its value.
Prior to 1970, the fair-market value deduction enabled library and universities
to develop comprehensive collections of the manuscripts and other papers of OmW
distinguished novelists, playwrights, biographers, historians and other authors,
through contributions by these authors.
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The loss of new contributions by authors and composers since 1970
also hampers scholarship and research. Library collections built by these
pre-oY970uthor P-contributions are invaluable retiources for study and
analysis, and research for the creation of new works by historians, biogra-
phers, critics, social scientists and others. The proposed 30% tax credit
would renew the authors' and composers contributions that develop these
collections.

The proposed tax credit would relieve writers, dramatists, artists
and composers from the inequitable and discriminatory effects of S.
Prioreto 1970, they were allowed the same fair-market value deduciThij-iImted
to collectors and others who purchase their manuscripts, paintings, scores,
etc., and later donated them to museums and libraries. Since 1970, the
collector or other purchaser still is permitted to deduct the current
fair-market value of such property, which is usually much higher than its
cost to him. And although authors and composers were deprived of that deduc-
tion, their estates are nonetheless obliged to pay estate tax on the
tair-markot value of such literary, musical and artistic property.

Revision or Clarification of Language.

The Authors League respectfully urges that two phrases used in
sec. 3 be clarified to assure that the tax credit is not denied to some authors,

MTs or composers who wish to make charitable contributions of their aman-
scripts, scores or other works*

1. Income-From-"Sale" Limitation.

Sec. 3 of S. 1078 (proposed Sec. 44D) places various limits on the
309 tax credit, Among these: the credit may not exceed the tax attributable
to the authors or composers gross income from "the sale of literary, musical
or artistic compositions" in the current and previous-able years. (Subse.
(b)(l)) (Underlining added.) Only income from sales, and no other literary
or musical income, would determine the limit on the 30g credit. If income from
sales was low, the credit would be reduced far below 30g; it there was no income
from sales, the credit would be barred.

However, many authors and composers derive est of their income from
licenses, rather than from sales of their works or rights therein. But, as
Subseco (bl)l) is now wordel7UTe tax on income from these licenses, or other
non-dl dispositions, could not be included in computing (and thus increaing)
the limit on the tax credit. (Internal Revenue Service Rulings make a sharp
distinction between "sales" and "licenses" of literary, musical and artistic
works. See Rev. Rul. 60-2261 Rev. Rul. 75-202.) Consequently, these authors
and composers, with substantial literary and musical income from licenses,
would be denied the tax credit for charitable contributions or limited to a
uch lower credit.

The Authors League believes that the "attributable tax" limit on the
30% credit was intended to include the tax on income authors and composers
receive from licenses or other dispositions of their works and rights therein,
as well as from sales. We therefore suggest that Subsec. (b)(1) be revised to
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provide that the credit will not exceed -- the tax

"attributable to the gross income of the individual for
the taxable year attributable to the sale0, license or
other disposition of literary, musical or a-1T = -

EUF-sisinxor rights therein In that, taxable year
and in proviourstaxable 70mr8

The proposed new language is underlined. The phrase "or rights therein" is
added since literary, musical and artistic works are "divisible" for copyright,
business and tax purposes. That Is, the various rights in a book, play or
other work can be (and are) sold, licensed or otherwise disposed of, separately,
and to different users. This "divisibility of property rights unaer a copy-
right is recognized in the Copyright Act and Internal Revenue Service Rulings.
Many authors and composers derive their income through transactions Involving
separate rights, and that income should be included in computing the
"attributable tax", limit on the 30% tax credit.

2. The Meaning of "Literary. Musical or Artistic Corpositions.",

The Authors League recommends that the Bill, or the Comiittee'a Report,
make it plain that the phrase "literary, musical or artistic composition"
applies to both (i) copyrighted works. esg., plays, novels, songs, operas,
etc., and (ii) the physical objects in which they are embodied; i.e., the
pages of manuscripts, scores, drafts, memoranda, letters, etc.

When authors and composers contribute their manuscripts, scores,
drafts, letters and other papers to libraries and universities, they do not,
ordinarily, contribute the rights to publish, perform or otherwise use the
copyrighted works which the papers embody or relate to. We believe that such
contributions of manuscripts, scores, etc., are intended to qualify for the
30% tax credit -- as they qualified for the fair-market value deduction before
1970. In order to assure that they do, it should be made clear that they are
encompassed by the phrase "'literary, musical or artistic composition." We
might note that the wording of Sec. 1221 i somewhat broader: "A copyright,
a literary, musical or artistic composition, a letter or memorandum, or -
similar property". It also is noted that the key phrase in Sec. 2 of 8. 1078
is "a literary, musical or artistic property, or similar proper-ty. Because
of these differences in wording, The Authors League respectfully urges that
the Comittee Report, or the Bill, make it clear that the term "composition"
includes both categories of property: i.e., copyrighted works; and the
physical objects in which they are embodied. We also believe it would be
useful if the Report explained that the "attributable tax" limit on the tax
credit for contributions of manuscripts, scores and other papers includes the
tax attributable to income derived by the donating authors, composers or
artists from sales, licenses or other dispositions of their copyrighted works.

See. 4. Preseupption.

The Authors League supports the proposed change in the presumption
period of $ec. 183.
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See. 5. Capital Gains Treatment for Inherited Copyrights. etc.

Until now, the heirs of authors, artists and composers have been
entitled to capital asset status for inherited literary, artistic and musical
property. But an unintended effect of the carryover basis provisions
(Sec. 1023) would deprive them of that status. See. 4 of 5. 1078 will prevent
such inherited property from losing capital asset status by reason of the
carryover section. The Authors Leaue urges that this change be enacted.

See. 1023 is intended to prevent a "step up" in the dollar basis of
inherited property to fair-market value, by carrying over the decedent's
"dollar basis" to his heirs. However, the broad "carryover basis" language
of Sec. 1023 interacts on Sec. 1221(3) of the Code, which denies authors,
artists and composers -- but not their heirs -- capital asset status for the
works they create. Inadverteaf'ry, this interaction with Sec. 1221(3)(C)
carries over the deceased author's "ordinary income" status to the iherited
property -- in addition to his "dollar basis" -- thus depriving rteators'
heirs of the capital asset status they previously had.

The result Is not only unintended, but unfair. Literary, musical or
artistic property held by its creator's heirs does qualify for capital asset
status just as does the same property in the hands of a purchaser. The
special reasons for denying creators capital asset status for their works
does not apply to their heirs. Moreover, the imposition of the creator's
"ordinary income" basis on his heirs subjects them to heavy and excessive
tax rates, Their gains, based on the creator's nominal dollar-cost bsis, would
be taxed at ordinary income rates as high as 70g -- although the gains would
represent an increase in value occurring over a period of years. Moreover,
the author's heirs would be denied the right to deduct the fair-market value
of inherited creative property which they contribute to libraries, =au
or other tax-exempt institutions -- a right that they continued to have
after the enactment of Sec. 170(e).

In a letter to The Authors League (dated June 21, 1978), Assistant
Secretary of the Treasury Lubick said:

"Ve have no objection to an amendment that would prevent
these (literary, musical or artistic) assets from losing
capital asset status solely because they have become carry-
over basis property. Of course, such a change should not
apply to property that would be disqualified from capital
asset status on account of circumstances other than the
carryover of the decedent's basis."

We believe that the amendment proposed by Senator Javits is consistent with
the Treasury's position.

The Authors League is grateful for this opportunity to present its
Statement to your Subcommittee and requests that it be included in the record
of the hearings.

Respectfully yours,

John Mersey, PresidentIrwin Karp, Counsel

56-073 0 - 80 - 35
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Senator BYRD. You may proceed.

STATEMENT OF LAWRENCE H. BROWN, SENIOR VICE PRESI-
DENT, NORTHERN TRUST CO., AND CHAIRMAN, PUBLIC SECU-
RITIES ASSOCIATION, AND ROBERT S. McINTYRE, DIRECTOR,
TAX REFORM RESEARCH GROUP OF WASHINGTON, D.C.
Mr. BROWN. Mr. Chairman, my name is Lawrence H. Brown. I

would like to say that the Public Securities Association appreciates
the opportunity to comment in S. 1021, the bondholder s taxable
option or BTO, introduced by Senator John Danforth.

Senator Danforth has developed this proposal as an alternative
to the taxable bond option or TBO which was opposed by State and
local government groups and by the PSA. PSA opposed the TBO
primarily because we believe that the current method of financing
public expenditures for the use of tax exempt securities preserves
the appropriate separation of powers between the Federal and
State and local governments.

In PSA's view, the TBO would have weakened this separation
without providing clear countervailing benefits to the issuers of
municipal securities.

Although PSA appreciates the intended objectives of Senator
Danforth's BTO proposal; namely, to reduce State and local govern-
ment borrowing costs and to broaden the municipal bond market,
we question whether the present proposal would in fact achieve
these objectives. We feel that the proposed legislation could have
an effect similar to that of the TBO, weakening the separation of
powers between the Federal and State and local governments. In
addition, we believe that the proposal would not necessarily broad-
en the municipal market and could have market effects which
could result in higher borrowing costs for many State and local
governmental units.

Even though Senator Danforth's proposal does not provide for a
direct subsidy of State and local government borrowing costs, as
did the TBO, it would involve the Federal, Government to a greater
extent than is provided under present law. For those who view a
broad attack on the tax exemption for municipal securities as being
possible, the BTO would have a significant compromising effect on
the position that the tax exemption has a constitutional basis. In
this regard, we note that the bill would grant the Treasury broad
regulatory authority to require taxpayers to report detailed infor-
mation regarding their municipal holdings.

We would also like to identify several specific questions and
problems presented by S. 1921 which would in our view impair the
ability of the bill to achieve its intended objectives.
• Reasonable certainty of payment of interest and tax conse-

quences are important in establishing a broad market for securi-
ties.-A serious defect of the BTO proposal is that prospective pur-
chasers may not be certain when bonds are offered that they will
qualify for the option. The bill contains several provisions which
would make the tax status of bonds unclear at the time of sale.

First, if BTO is to generate new buyers of municipal bonds,
investors that would otherwise not have purchased tax-exempt se-
curities must be assured that the option will continue to be availa-
ble throughout the life of the bond. Nothing in the bill provides
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this assurance, and without it few, if any, new buyers will be
found.

Second, the bill provides that the BTO will not apply to any
obligation meeting the technical definition of an industrial develop-
ment bond-IDB-under current tax laws. According to that defini-
tion, a revenue bond or even a general obligation bond supported
by contractual arrangements with private parties may be classified
as an industrial development bond.

For example, bonds issued to finance facilities to furnish water
or low-income housing may be classified as industrial development
bonds even though there is clear public involvement in, and benefit
from, the facilities financed. This is a defect in the present statute
and should not be made worse by BTO, which would create a
market bias against all industrial development bonds, including
those with a clear public purpose.

In addition to the bias created in the new issue market, the BTO
proposal would create uncertainty regarding the availability of the
tax credit for buyers of municipal securities in the secondary
market. It is not clear from the description of many bonds in the
marketplace whether the bonds are industrial development bonds.
New investors will not enter into the market unless the tax conse-
quences are clear at the time they purchase securities.

Another potential market problem is that the BTO would only be
available for governmental obligations which are exempt under
section 103 of the Internal Revenue Code. No provision is made for
obligations which have tax-exempt status under Federal housing
laws or which are issued by certain U.S. possessions such as Puerto
Rico.

In addition, the bill denies tax credits for refunding obligations
issued to refund bonds that were issued prior to the effective date
of the bill. Refunding obligations are issued by State and local
governments for a variety of legitimate purposes, and there would
seem to be no reason to erect a market bias against these issues.

In conclusion, we feel that the BTO proposal has several features
which raise substantial questions regarding its overall effect on the
municipal securities market. In view of the continued efficiency of
the existing market for State and local government obligations, we
believe BTG is not warranted at this time.

Senator BYRD. You take the same position the Treasury takes, I
see.

Mr. BROWN. In the end result we do; yes.
Senator BYRD. For different reasons, I guess.
Mr. BROWN. For different reasons.
Senator BYRD. Thank you very much.
The next witness is Mr. Robert S. McIntyre, director of the tax

reform research group of Washington, D.C.
Mr. MCINTYRE. Thank you, Senator.
We would like to comment on three of the bills that are before

you today, the Capital Cost Recovery Act, the Tax Breaks for
Artists, and the Bondholders' Taxable Option.

First of all, on the Capital Cost Recovery Act, obviously, the
reason that we are talking about depreciation changes now is
because we are unhappy with the performance of the economy over
the last decade, and I think there is reason to be unhappy with it.
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There has been a lot of problems, obviously, but the approach that
is offered in this depreciation bill isn't anything new, and it cer-
tainly isn't anything we didn't try in the seventies.

We started this decade with substantial cuts in depreciation In
other words, increases in depreciation, cuts in the tax on deprecia-
ble assets. We followed that up with further investment incentives.
Those apparently have failed to achieve the results that we
wanted, and this product may be in a new box but it is the same
soap that has been sold to us for the last 10 years.

Now, as can be seen on page 2 of my testimony, and was also
indicated by Secretary Miller and by Professor Jorgenson, the pro-
posal, the Capital Cost Recovery Act, in conjunction with the in-
vestment credit, yields a higher tax benefit than expensing the
capital costs immediately.

Now, there is a rough equivalency between expensing capital
asset costs and not taxing the income from the capital. So what we
are talking about here toa large extent is really eliminating large
parts of the corporate income tax. What will be left is tax on
profits from labor, the tax on profits from technology, and windfall
profits due to market imperfections

We are talking about eliminating taxes on capital here, and that
seems to me a step we should be very careful about, because there
are a lot of taxpayers out there that are going to have to make up
this burden, regular wage earners like most of us.

Now, some of the arguments in favor of this bill, one of them is
that we have been overtaxing capital in the last few years because
of inflation. Now, there have been studies that have been put out
to indicate that. The leading one is Professor Feldstein's study, but
it just isn't true, if you look at the other tax benefits in the code. If
we had indexed depreciation deductions for inflation, the benefits
would not be as high as the benefits under the Capital Cost Recov-
ery Act, as you can also see on page 2 of my testimony, so the
fairness argument seems to me not to make very much sense.

Also, the comparison is made with other countries, that we does
not invest as much as other countries. Now, a study was done for
the Joint Economic Committee about a year and a half ago by
Edward Dennison which showed that when you made adjustment
for the fact that the capital happens to be cheaper in the United
States than anywhere else in the world, that is, capital equipment,
that we actually have as high a rate as almost any country in the
world, and that in fact even if you ignore that, that the difference
in capital investment rates does not explain the differences in
productivity and growth between us and other countries. We have
done better than some countries that invest more. We have done
worse than some countries that invest less.

Now, finally, the reason that this bill may pass is the economic
effects that it is supposed to have. Now, one point which we should
keep in mind is that obviously when you create a bias in favor of
capital investment, you are distorting economic decisionmaking, so
if you are a real believer in the free market economy, you should
be a little troubled by that, that we are making it more attractive
to invest in machines than labor, for example. We are making it
more attractive to invest in certain kinds of machines, ones with
very long lives, over others that might be more cost-efficient.
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The result of that may be to waste energy and it may be to waste
our resources.

Now, we have sgme interest in the proposal put forward by
Professor Jorgenson today. We had not seen it before, but it seems
to us to be an approach which might solve a lot of problems for
everybody. It is obviously fair. It obviously deals with the problem
of inflation, which is what has created the situation making this
bill something that may well pass. And it will be probably quite
beneficial to spnall business, because it really is much simpler than
trying to depreciate access.

My wife runs a small business, and I know how hard that
is to do.

At any rate, the recommendation I would make to this commit-
tee if it were worried about capital formation and productivity and
economic growth is, No. 1, take a good, hard look at Professor
Jorgenson's proposal. Second, maybe it is time after 10 or 15 years
of trying various kinds of investment incentives, to look at an
approach that is really in the opposite direction, to take a lot of
these incentives out of the tax code and lower the tax rates a lot.
Lower them by a third maybe.

The result of that might be that taxes wouldn't become so impor-
tant to people when they are making a decision to do something. It
would make it easier to move from one area to another. It would
make it easier to go into business without being hit with very high
taxes at some level.

That is the recommendation we would make, and I have outlined
it in more detail in my testimony. Now, the other two bills, just
briefly, we endorse the principles behind Senator Danforth's bill on
tax-exempt bonds. We think it would lead to a great deal more
efficiency in the market, and would end up costing overall Govern-
ment quite a bit les, and we endorse at least the first three-
quarters of Mr. Lubick's testimony.

We understand his reservations about industrial development
bonds, and we think that might be able to be dealt with with some
technical amendments.

Finally, on the artists bill, my wife is an artist, and I understand
some of the problems they have. However, this bill addresses some
problems that I don't think really exist for artists in general, and
would cost the Government more to acquire art than if it just went
out and bought it. That is certainly true of the estate tax credit. It
would be cheaper for the Government to go out and buy the pieces
of art than to give this particular estate tax credit. This is detailed
in my testimony.

These stories about people burning their art works because they
were afraid of estate taxes just doesn't make any sense, because
you can give them away to museums, to charities, to any tax
exempt group, to the Government, and there is no estate tax due.

So, anybody that would be burning their works rather than
giving them to the public, there just seems to be something very
odd about them.

In addition, when we are talking about this donation of services
during your lifetime, that is, the work that goes into creating a
piece of art, all kinds of people do that all the time. Secretary
Lubick talked about doctors donating their time. Obviously, law-
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yers donate their time. Obviously, lots of artists donate their time.
I don't understand why they need a special break beyond what
anybody else gets for a donation of services in order to get the
charitable impulse.

Thank you.
Senator BYRD. Thank you, Mr. McIntyre. Thank you, Mr. Brown.
[The prepared statements of Messrs. Brown and McIntyre follow:]



545

STATEMENT OF LAWRENCE H. BROWN,

CHAIRMAN OF THE PUBLIC SECURITIES ASSOCIATION

Mr. Chairman and members of the Committee, my name is

Lawrence H. Brown. I am a Senior Vice President with the

Northern Trust Company of Chicago, Illinois. I am appearing

today, in my capacity as Chairman of the Public Securities

Association, a national trade association representing some

300 dealers and dealer banks which provide underwriting and

financial advisory services for state and local governments.

In 1978, PSA members participated in approximately 90 percent

of the underwritings of new issue municipal securities that

came to market.

PSA appreciates the opportunity to comment on S. 1021, the

bondholder taxable option (BTO) introduced by Senator John

Danforth. Senator Danforth has developed this proposal as an

alternative to the 'axable bond option (TBO) which was opposed

by state and local government groups and by PSA. At the

suggestion of a number of organizations with an interest in

the municipal securities market, including PSA, Senator Danforth

withdrew his proposed amendment to the Revenue Act of 1978

which would have provided for a BTO.

PSA opposed the TBO primarily because we believe that

the current method of financing public expenditures through

the use of tax exempt securities preserves the appropriate
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separation of powers between the federal and state and local

governments. In PSA's view, the TBO would have weakened this

separation without providing clear countervailing benefits to

issuers of municipal securities.

Although PSA appreciates the intended objectives of

Senator Danforth's BTO proposal--namely, to reduce state and

local government borrowing costs and to broaden the municipal

bond market--we question whether the present proposal would in

fact achieve those objectives. We feel that the proposed

legislation could have an effect similar to that of the TBO,

weakening the separation of powers between the federal and

state and local governments. In addition, we believe that the

proposal would not necessarily broaden the municipal market

and could have market effects which could result in higher

borrowing costs for many state and local governmental units.

Even though Senator Danforth's proposal Ooes not provide

for a direct subsidy of state and local government borrowing

costs as did the TBO, it would involve the federal government

to:a greater extent than:is provided under present law. For

those who view a broad attack on the tax exemption for munici-

pal securities as being possible, the BTO would have a

significant compromising effect on the position that the current

tax exemption has a Constitutional basis. In this regard, we

note that the bill would grant the Treasury broad regulatory
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authority to require taxpayers to report detailed information

regarding their municipal holdings.

We would also like to identify several specific questions

and problems presented by S. 1021 which, in our view, would

impair ,the ability of the bill to achieve its intended objec-

tives.

Reasonable certainty of payment of interest and tax

consequences are important in establishing a broad market for

securities. A serious defect of the BTO proposal is that

prospective purchasers may not be certain when bonds are offered

that they will qualify for the option. -Thebill contains

several provisions which make the tax status of bonds unclear

at the time of sale.-

First, if BTO is to generate new buyers for municipal bonds,

investors that would otherwise not have purchased tax-exempt

securities must be assured that the option will continue to

be available throughout the life of the bonds. Nothing in

the bill provides this assurance, and without it few if any

new buyers will be found. With this uncertainty, pension funds

would invest in municipal bonds only if the yield on these

bonds plus the tax credit exceeded the yield on comparable

taxable securities. This premium is necessary to compensate
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these investors for the risk associated with the possible

loss of the tax credit and consequent decline in the value of

the bonds.

Secondly, the bill provides that the BTO will not apply

to any obligation meeting the technical definition of an

industrial development bond (IDB) under current tax law.

According to that definition a revenue bond or even a general

obligation bond supported by contractual arrangements with

private parties may be classified as an IDB. For example,

bonds issued to finance facilities to furnish water or low-

income housing may be classified as IDB's even though there is

clear public involvement in, and benefit from, the facilities

financed. This is a defect in the present statute and should

not be exacerbated by BTO, which would create a market bias

against all IDB's, including those with a clear public purpose.

Therefore, the BTO as proposed would effectively create an

undesirable two-tier market for municipal bonds, thereby in-

creasing the costs of essential public services.

In addition to the bias created in the new issue market,

the BTO proposal would create uncertainty regarding the availa-

bility of the credit for buyers of municipal securities in

the secondary market. It is not clear from the description of

many bonds in the marketplace whether the bonds are IDS's.

New investors will not enter the market unless the tax con-

sequences are clear at the time they purchase the securities.
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Another potential market problem is that the BTO would

only be available for governmental obligations which are

exempt under Section 103 of the Internal Revenue Code. No

provision is made for obligations which have tax-exempt

status under Federal housing laws or which are issued by

certain United States possessions, such as Puerto Rico.

In addition, the bill denies the tax credit for all

refunding obligations. Refunding obligations are issued by

state and local governments for a variety of legitimate purposes.

There would seem to be io reason to erect a market bias against

all such issues because the BTO would not be available. Moreover,

it may be difficult for investors in the secondary market to

know at the time of purchase whether the BTO would be available

with respect to obligations which are part of refunding issues.

In conclusion, we feel that the BTO proposal has several

features which raise substantial questions regarding its over-

all effects on the market. In view of the continued efficiency

of the existing market for state and local government obliga-

tions, we believe the BTO is not warranted at this time.
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Statement Of

ROBERT S. McINTYRE
Director, Public Citizen's Tax Reform Research Group

We would like to comment on three of the bils before the Subcommittee today:
S. 1435 ("The Capital Cost Rec-ve" Act") and S. 1078 (Tax Breaks For Artists), which
we oppose, and S. 1021 ("The Bondholders' Taxable Option"), which we support.

S. 1435. The Capital Cost Recotry Act.

This is obviously the most important, and expensive of the bills before the Sub-
committee today. It is also, we believe, the worst, and we strongly oppose it.

S. 1435 would scrap the current depredation laws, which generally require that
business assets be written off only as they wear out, in favor of much faster write-off
rules. Under the bill, investments in non-residential buildings could be written off in 10
years - with about 75% of the deductions in the first five years - and most equipment
purchises could be written off over five years - with 84% of the deductions in the first
three years. (Investments in cars and small trucks could be written of over three years -
with 89% of the deductions in the first two years.) In contrast, under current tax rules
and standard financial accounting procedures, 25-50 year write-off periods are typically
assigned to buildings and 5-35 year periods are used for various kinds of equipment.

-The effect of such changes Would be to increase depreciation deductions enor-
mously, and consequently to reduce taxes on corporations dramatically - perhaps by as
much as 50% within a few years. Current law already yields tax write-offs about 25-30%
per year in excess of book depreciation. The "Capital Cost Recovry Act" would add at
least 20% over current write-offs, meaning that long-run tax depreciation would be more
than 50% higher per year than book deductions. And the short-run effect is likely to be
even greater.

Furthermore, supporters of the CCRA make no bones about their intent to press
for immediate wite-offs of all business investments, "once the link between actual lives
and tax depreciation lives is broken." Going to expensing would yield annual write-offs
almost double those of book depreciation in the long run - and more during the tran-
sition.

In fact, since expensing capital investments is the functional equivalent of elimi-
nating the taxes on all but windfall income from such investments, the direction of the
CCRA is toward scrapping the corporate income tax entirely - at least as it applies to big,
capital-intensive companies. This fact is obviously a happy one for the big business
advocates of the CCRA, but it is bad news to the already overburdened average taxpayer
who will be called on to make up the lost revenues.

Ai smenrs for the bill:

1. The "equity"argsument:

The so-called "equity" argument being put forward for the CCRA is that in-
flation has made the current depreciation rules unfair. In support of their claim, CCRA
Advocates point to analyses done by some of the "new economists," in particular Martin
Feldstein, President of the National Bureau of Economic Research. In a recent study,
Feldsteln maintains that companies ire paying taxes on $40 billion a year in "phantom
profits" that really represent understated depreciation. Feldstein's analysis, however,
ignores the important facts.

That inflation can hurt investors is obvious to anyone who has a savings account.
A rising price level also reduces the value of depreciation deductions, since an asset is
purchased with "real" dollars, while the write-offs in later years can be in deflated ones.
But counterbalancing the danae caused by inflation are the many tax breaks in the
Internal Revenue Code for capital investments.
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Fedstein's approach in his study, however, is to ignore the tax expenditures for
business investment. It's reminiscmt of the method he used last year in a study purport-
ing to show that inflation was causing the overtaxation of capital pins. His major pre-
mise for his conclusion was that the inflation-offsetting effects of the (then) 50% capital
pins exclusion should not be considered! If the tax savings from the exclusion were
taken into account, his data showed that inflation was far more thsn offset, especially for
the hits income people to whom the capital gains cuts were targeted.

- Similarly, a close look at the current tax breaks for capital investments shows
that Feldstein s conclusions in his depreciation study are not supported by the data either.
As the following chart shows, the combination of the ADR system of shortened depreci-
ation lives, accelerated depreciation formulas, and the investment tax credit yields m*x
beierres for corporations well in excess of what would result from correcting book
depreciation of equipment for inflation. And, as Feldstein himself admits. for real estate
the tax benefits (snd infttion offsets) are even greater.
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In fact, in conjunction with the 10% investment tax credit, the CCRA would
res lt in a better deal on depreciation for business than it would get under expensing
The present value of the tax benefit from an immediate write-off of a $110 asset is
$5040 - less than the present value of the CCRA and the investment credit, as the above
chart shows.

2. Compamsoms sitb other couxtVWs:

The proponents of the CCRA are fond of pointing to the depreciation rulks in
other countries as examples of how "antiquated" our approach of trying to measure net
income accurately is. Some other countries do allow faster equipment write-offs, but the
compqrative data actually show how liukc either the depreciation rules or the ratio of
investment to GNP relates to relative rates of economic growth or productivity gains.

The United Kingdom, for example, allows immediate expensing of capitaj in-
vestments, yet its economic growth and productivity gains are well below ours, while
its inflation rate is worse. Japan's high growth rate has occurred in spite of higher taxes
on capital thah the U.S.'s.

A study done for the Joint Ecohomic Committee in late 1977 by Edward Deni-
son found that "Ii) n no case where growth rates of the United States and another
country differ considerably does capital account for as much as two-fifths of the differ-
ence. Usually,- it accounts for much less than that, and in important cases for none at
all." Denison also notes that the prices of machinery and equipment compared to other
components of GNP have been lower in the U.S. than anywhere else, and when GNP for
other countries is restated at U.S. prices, the U.S. actually has the highest ratio of non-
residential 'structures' and equipment to GNP of any country in the world. Denison's
study concludes that:

"[w) e should not try to provide more generous investment incentives because
some other countries nay do so. We should not imagine that investment would
be raised radically if we did. And we should not imagine that the growth rate of
output would jump up to foreign rates if Investment could be so raised."

3. The climed economic benefits:

Perhaps realizing the lack of credibility of their "equity" argument and the
shakiness (at best) of their international comparisons, the proponents of the CCRA prefer
simply to allege enormous economic benefits which trying something 'Inew" could reu.t
in. In fact, however, hearing their claims brings on a strong feeling of de va. In spite of
all the fuss and rhetoric about the "new economists" and "supply-side theory," starting
the 1980s with business demands for increased "capital formation" subsidies - and, in
'particular, for more accelerated depreciation - it startlingly reminiscent of the events of
the past decade.

The 1970s. have been characterized by a series of stunning corporate tax cuts, be-
ginng, coincidentally enough, with sharp increases in depreciation write-*ffs. In 1971,
the Nixon adminsiraion - one of whose advisors included "incentive economist" Arthur
Laffer - sought and obtaintd'enactment of the ADR system of accelerated depreciation,
which shortened depreciation lives - and upped depreciation write-offs - by 20% (for
those corporations large enough to be able to take advantage of it). The Nixon package
also included a 7% investment tax credit for purchases of new equipment (a similar credit
had been repealed in 1969), and the export subsidy DISC, which exempted from taxation
half the profits from exporting.
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When these "supply-side'" 4ix cuts filed to revitalize the economy sufficiently,
further attempts followed. In 1975, depreciation deductions were further liberalized and
the investment credit was increased tQ 10%. Last year, the top corporate rate ,ws cut,
the lower rates graduated, and the investment credit expanded and made permetnt. The
result has been to cut effective corporate rates by about 30%, and to reduce the share. of
Treasury revenues supplied by corporate taxes from 19.5% in fiscal 1969 to an estimated
14.1% in fiscal 1980. At the same time. of course, individual rates have remained about
constant, supplying about 45%'of budget receipts, and social security taxes have increased
enormously, from 21% of receipts in fiscal 1969 to 32% in fiscal 1980.

This tremendous shift in the tax burden from business to individuals, from
capitol to labor, has not satiated.the appetites of the corporate lobbyists, nor his it
diminised the capital investment problem they bemoan. Instead, the exact opposite
has occurred: Appetites have been whetted anid the "heed" for further business tax cuts
has allegedly increased.

Old-fashioned believers in learning by trial and error might think that the failure
of business tax breaks to solve our economic problems in the 1970s argues for a different
approach in the 1980s. But the "new wave" economists and the corporate lobbyists
advocate a bolder plan: Start the next decade exactly as the last, with further increases
in depreciation write-offs. There is one difference this time: As already noted, many
supporters of the CCRA see it as the first step toward complete elimination of the or-
p6mrte income tax, and potentially a/ taxes on investment income.

In spite of the fact that the current level of business investment is close to its all-
time high as a percentage of GNP (even not counting investments in pollution control
equipment), supporters of faster write-offs argue that their measure is needed to spur
even more investment. They point to the decline in labor productivity gains in the 1970s,
and maintain that only a surge in-capital spending to higher levels than ever before can
revitalize our economy. Without this intensified investment, they contend, our future
standard of living will be too low.

There's no question-tha replacement of workers with*more' efficient machines
has historically been one of the major factors in boosting labor productivity - along with
improvements in "soft" technology and advancements in worker skills. But the other
side of the coin is that worker productivity suffers when machines become lss efficient,
and that is exactly what happened as energy prices shot up in the 1970s. And unfortun-
ately, the recent OPEC price increases and the decontrol of domestic oil prices are going
to reduce the efficiency of machines even further (at least in-the short run), and labor
productivity will agsin suffer.

. In the face of higher energy prices, It is, of" course, necessary for businesses to
become more energy-efficient. Quite rationally, they have already moved quite far in this
direction - using machines that require less, energy and placing greater reliance on labor.
This has mitigated the effects of higher energy prices, but the fact remains: We are less
rich because of the OPEC cartel's actions than we otherwise.would be.

The CCRA. seems to operate on the premise that changes in the tax laws can
reverse thi effects of higher energy costs. In fact, however, although most of the tax
breas$it would -grant would go to reward companiesfor doing what they would have
done anyway, any economic effects the bill did have would be'harmful to our need fot
greater efficiency and less waste.

For examnple,-the bill wouldd tilt business spending decisions in favor of equip-
mert purchases, even where the labor, materias, and energy necessary to consruct and
operate a machine utilize more of society's resources than would hiring workers. Excess-
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ively costly durable machines would be favored over les sturdy, &iore cost-effective one.,
because the.bill's flat 5-year write-off period favors machines with long actual lives. And
perhaps most signflcandy, real estate would attract more capital, and equipment pur-
chases les, because the bill grants its largest breaks to investments in commercial build-
ings.I

Even many of the proponents of the bill admit the problem with faster write-
offs for real estate. Business Week notes that it "could be the best tax shelter opportuni-
ty to come along in years ... a tax bonanza for real estate speculators." Since nobody
claims there's currently a shortage of tax incentives for putting:up cotnmeriaW buildings,
why were faster write-offs for buildings included in the bill? Why indeed, sine real estate
subsidies are fundamentally inconsistent with the sponsors' putative goal of encouraging
investments in equipment? The answer, of course, is that the real emate break was
necessary to win the support of retailing and service industries - companies like Sears,
Roebuck. "Politically, everybody had to get something," the draftsmen of the bill have
admitted.

The willingness of the lobbyits for the CCRA to include real estate within the
bill indicates how little they really care about or believe in the alleged economic benefits
of their plan. Their main' goal is simply to reduce taxes on large corporations, that it, on
their clients.

Alternatives:

If the Capital Cost Recovery Act is approved by Congress, one reason will be
that the lobbyists for the bill have, convinced the legislators that their proposal holds out
some hope for reversing the discouraging decline in labor productivity gains over the past
six years. This %ill be in spite of the fact that most economists have little faith that the
bill even'iaddrksses the'rW problem.

Sinte 197, laibor productivity gains have fallen to a fraction of the 2.4% per
year, theyaveraget in the previous quarter century. Some of the causes are obvious.
OPEC's quadrupling of oil prices in 1973-74 is one. Another is a flaw in the mefrrement
of productivity. In this decade, the US. finally started to pay attention to protetng the
public's health, the environment, and worker safety. The costs of the laws and'regulations
implementing these overwhelmingly popular goals show up on business battle sheets,
bult the benefits to society don't. The result - because of the GNP myopia of the Com-
inerce Department's economic statistics - has been to make things look worse than they
really are.

But energy and the environment fal to explain the whole plunge in productivity,
and t recent study by the associate director of the Commerce Department's Bureau of
Economic Anilysis, Edward F. Denison, concludes that other factors sometimes cithd
do not add much to furthering the explanation. Denison looked at two dozen potential
causes - runm~ng from government paperwork requirements to the effects of taxes on
working and investing - and concluded that all of them Out together did not come close
to answering the riddle.

Studies like Denison's indicate that this Subcommittee is unlikely to solve
our economic problems by recommending tax changes. Certainly, tax proposals like the
CCRA, which tilt toward rewarding otherwise uneconomic and wasteful busine. invest-
ment, are not the answer. But there is one tax chang, accomplshable next year, which
could improve economic decisonmaking, offer a stimlws for increased economic aglvl-

ty, and not be inflationary; and there is a long-run approach to tax reform which could

-1
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lead to greater economic efficiency, an improved public mood, and a far fairer tax
system.

The first, which we recommend if there is a tax cut next year. is a reduction in
the payroll tax. This regressive tax is beco ing more and more burdensome on low.
moderate, and middle-income workers. It is &lso a major problem for small business. As
it has increased, while subsidies for capital/investment have also gone up, business de-
cisions have been artificially tilted away frcim labor, leading to economic waste. Finally,
the payroll tax is inflationary, leading to hikhes prices and wages to make up its cost. We
are-not ones -o believe in panaceas, but at the present time a cut in the payroll tax - with
the lost collections being made up from general revenues - appears to have overwhelm-
ing economic advantages.

a The long-run approach we recommend Is one we have advocated for a long time,
but, unlike the philosophy behind the CCRA, it has never really been tried. We think
that this Subcommittee and the Congress should attempt to jettison much of the baggage
which the tax system has acquired over the past 60-odd years, and move to a simpler,
fairer system with much lower rates. By making taxes a significantly smaller factor in
economic, decision-making, we believe the economy would work better, that people
would be happier'and, in all likelihood, labor and business would be more productive.

S. 1021. The Bondholders' Taxable Option.

.This bill would provide holders of otherwise tax-exempt state and local bonds
with the option of including the intern:t from the bonds in income and taking a tax credit
for 67% of the interest. A similar 'proposal was tentatively approved by the Finance
Committee in its mark-up of the 1 978 Revenue Act, but the provision was later with-
drawn by its sponsor pending furthc study. We endorse this bill.

Currently, the.tax-exemp t eatment granted to municipal bonds is & notoriously
inefficient means of subsidizing the borrowing costs of state and local governments. It is
estimated th.t only S5.5 billion of he $7.7 billion annual revenue loss of this exemption
translates into lower borrowing ccts for states and municipalities. S. 1021 would im-
prove the efficiency of the subsidy substantially.

The inefficiency of the 4irrent system is apparent. Suppose that the current
market rate for well-secured taxaie bonds is 10%. A taxpayer in the 50% bracket would
be "willing to buy a tax-free bond/paying only 5%, since this will yield the same afte-tax
profit as if he or she received 10 and paid a 50% tax. A person in the 70% tax bracket
would accept a tax-free yield ofonly 3%. Most of the purchasers of municipal bonds are
in high brackets. In fact, 83% the Individual tax savings from the exemption go to the
top 1% of all taxpayers. But, :h order to attract a wider range of lenders, state and local
governments have to set the ifiterest rates on their bonds to appeal to taxpayers in the
30% bracket and up. This means that with a market rate of 10%, the tax-exempt rate
would be 7%. This gives windfalls to taxpayers in higher brackets, resulting in a loss to
the Treasury substantially in excess of the interest savings to states and cities.

56-073 0 - 80 - 36
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TAX.EXEMPT BONDS AT 7% UNDER CURRENT LAW

After-Tax Yed

7%
7%
7%
7%
7%
7%

Taxle Bond Equivalent

10 %
11.7%
14 %
17.5%
233%

The 67% taxable tax credit option in S.' 1021 would allow state and local govern-
ments to issue bonds at 40% below the market rate, rather than the current 30% - a 33%
increase in the federal subsidy. This vould mean that, for new borrowing, interest
rates would be about 14% lower than they otherwise would have been. While the benefits
to states and cities would thus be very substantial, the increased cost to the federal
government would be much less. The result would be reduced costs of Overall govern-
ment - with the difference being made up through lower returns to high income investors.

TAX-EXEMPT BONDS AT 6%, WITH OPTIONAL CREDIT

After-Tax Yield

8%
7%
8%
6%
6%
6%

Taxable Bond Equivalent

10%
10%
10%

12%
16%
20%.

We do not believe that the Bondholders' Taxable Option is the perfect solution
to the municipal bond problems the Carter administration's proposal to allow states and
cities to issue taxable bonds with a 40% interest subsidy was preferable. But the BTO
would be a substantial advance over current law, and we urge its favorable consideration.

Tax Bracket

20%
30%
40%
50%
60%
.70%

Tax Bracket

20%
30%
40%
60%
60%
70%
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S. 1078. Tax Breaks for Artists.

This bill would make chbages in the estate and income tax laws to provide
special credits for contributions of artistic, musical, and literary works and to make it
easier for losses incurred in producing such works to be written off for tax purposes.
We are opposed to the bill.

1. Estate tax credit: Section I of the bilR would provide a 100% credit against estate
taxes for bequeft of "significant" artwork. etc. to the federal government, if the'deced-
ent was the artist. In essence, it would allow taxes on the estates of prominent dtss to
be paid in works of art.

The major purpose of this provision is apparently to encourage bequests of art-
works to the government. As such an "incentive" it is terribly inefficient. The cost to
the government of acquiring artwork in this manner would be higher than if the govern-
meat simply purchased the works. This is true not only because appraised values would
often exceed the market price, but also because if the government paid for the works
direly it would recoup both the income iaxes on the profit and the estate taxes on'the
net proceedi. In addition; thee would liely be pressure for federal museums to accept
bequests of works which are not particulaly wanted or needed. (In fact, the ,li en-
courages such actions, by making it explicit tha. the acquiring agencies would ot lave
to repay the Treaury for the estate ta::es foregone,) The result would be that e~n-
ment would be j.?ying premium prices for art that it otherwise would not have'icquired
at lower prices.

Anothe' purpose of this provision - suggested by the short tide of the bill -
may be to prvw'e "'equity" for artist? estates. Sine most artists - even' significant "
ones - are unlikely to leave behind sufficient welth to be subject to estate taxes, the
benefits 9f.tie Or.x srbsidy will go only to. the est-tts of very wealthy arti,ATie heirs
of struggling artists Will receive nothing. Ard, in any case, current estate tax law already
provides fair tre-.ment to wcpltby artists. As is ,% case with anyone else, bequss to the
government (o: to charity) are entirely excluded from ,dhe gross estate. (The fSMus case
of Arizona artist Ted D.GraziP, who allegedly burned $1,5 minion of his painting rather
than "burden his heirs with hiih esate taxes" is a rather shocking illustration of the mis-
conceptions alaout current law which tpp.randty exist. It al1o illustrates a shocking
indifference to his art on the ppn of DcGra-,a.)

If the government is not currently purchasing enough "significant" artwork for
public display, the Congr.ess should appropriate more'ioney for that purpose. Funding
such acquisitions through a "backdoor" tar. expenditure, however, is wasteful and in-
efficient. And there is no reason b,.sed on "equity" to provide more generous tax treat-
ment for the citates of k handful of vc:y successful artists..'

2. The income tax* crdit: Section 2 f the bill would provide an income tax credit of
30% of the value of "significant" artwork contributed to charities or th-e government by
the creator. This provision is appa-ndy designed to provide an incentive for artists to
donate their works-for public purposes (rather than selling or keeping them).

The rationale for this tax bre.k probably stems from the claim that is sometimes
made that artists are disadvantaged insofar as charitable contribution incentives are con-
cerned, because they are allowed to deduct only the cost of their artworks, which is
generally quite low. In comparison, it is pointed out, someone who buys a work from an
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artist and donates it to charity gets to deduct the entire fair market value.

This argument reflects a misunderstanding. In fact, the artist choosing between
seeing a work and giving it to charity faces exactly the same tax considerations as does
a pern who has just purchased a work and is contemplating a charitable donation. In
the artist's case, if the work is sold, he or she wilt have taxable income equal to the price
minus cost. If the work is given away, there will be no taxable income. If the work is
sold and the cash given away, the result is also no taxable income. For a purchase of the
artwork, the same rules apply. If fie or she gives it to charity soon after acquiring it, the
income which was spent to acquire it will not be taxed.

The same rules apply to donations of services, to which donatofs of artwork
by artists are closely akin. A person who gives $100 worth of his or her time to charity is
not taxed on the vilue of that time; a person who earns $100 and gives it to charity is
also not taxed on the earnings.

The point is that the charitable' deduction generaly does not make charitable
giving free. What it does do is exempt from tax "income" whlch'is not put to personal
use, but is rather donated for the public good. 0

There is, of course, one, important difference between artists and collectors, and,
in general, between donors of cash or services or self-created items, on the one hand, and
donors of appreciated property, on the other. If someone purchases property and holds
onto it while it appreciates in value, and he or she tbhn gives it away, he or she will get a
tax deduction for both the cost and the app eciation. This has long been recognized as
one of the more egregious loopholes in the tax laws. In fact, until relatively recently, it
was possible actually to make money by giving away appreciated property. Nowadays,
the best that can be done is to break even (in other words, a 100% federal subsidy).

We do not believe a special break for artists - as opposed to anyone else who
donates time and effort to charity - is justified. Certainly, such a tax subsidy should not
be rationalized because of the loophole for donations of appreciated property.

3. "Hobby Artists": Currently, the tax code allows business deductions only for ex-
penses related to activities engaged in for profit. The reason for such a restriction is
obvious; otherwise the expenses of engaging in a whole range of pleasure or recreational
activities could be written off. The classic case, of course, is the "hobby firm," a tax
dodge in which a taxpayer attempts to write off much of the cost of living or vacation
facilities mer-Iy by keeping a few cows and calling the farm a "business."

In order to reduce disputes in this area, Congress in 1969 established a pre-
sumption (rebuttable by the IRS -in extreme circumstances) that an activity which
generates net income in two out of the previous five years (2 oui of 7 for horse-breding)
is engaged in for profit. S. 1078 would expand the hobby loss safe harbor rule to two out
of tO years, for artists, composers, and writers.

The apparent rationale for this extension is that some works of art take a long
time to create, and therefore an artist might have numerous "loss" years and only
sporadic "profit" ones. Actually, this is probably not trite for most artists. Most of the
costs of producing a work of art - such as materials, equipment, studio rental, and so
forth - are deductible only when the work is sold, under normal principles of tax ac-
counting. The primary exception to this would probably arise in the cae of writers -
whose research costs would be currently deductible. The significant research cost which
comes to mind Is travel expenses.

There are certainly some non-dilettante writers who take long periods to corn-
pleate their works and who therefore might not meet the current safe harbor test. But
making it slightly easier for this limited group to deduct losses would also open up the tax
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laws to abuse by "hobby" artists - a result which we do not believe is justified. One can
easily imagine a part-time writer who tours the world every summer for 10 yeas - except
for two years when' he or she writes a summary of the travels Which Is published in a
magazine. Under the bill, the modest income in those two yeas could allow the ib-
stantial cost of the trips to bI deducted. Of course, in theory th'e IRS cixud attempt to
rebut the presumption of deductibility - but going back 10 years is very difcuft for the
Service to accomplish in practice. " : . ....

The philosophy behind S. 1078 was well summarized in an article in 'he May
1979 issue of American Artist. Defending similar tax breaks for artists, William Behren-
feld argued: "Since the present laws discriminate in favor of other taxpayers, I see no
reason why our laws cannot benefit the heirs of American artists." This approach -
abandoning even the pretense of fairness in our tax laws - is a formula for a taxpayers'
revolution. We urge that S. 1078 not be favorably reported .

The committee will stand in recess.
[Whereupon, at 1:30 p.m., the committee was recessed, subject to

the call of the Chair.]
[By direction of the chairman, the following communications

were made a part of the hearing record:]
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NATIONAL FOREIGN TRADE COUNCIL, INC.
10 ROCKEFELLER PLAZA * NEW YORK, N. Y. 10020 * (2121 581-6420

November 2, 1979

Mr. Michael Stern
Staff Director
Committee on Finance
Room 2227
Dirksen Senate Office Building
Washington, DC 20510

Dear Mr. Stern:

The National Foreign Trade Council, a non-profit organization
whose membership comprises a broad cross-section of over 600 U.S.
companies with highly diversified interests engaged in all aspects
of international trade and investment, is pleased to submit comments
on S. 1435, and requests that these comments be made part of the
record of the hearings held on October 22, 1979.

We believe that a program to stimulate export expansion is
essential in view of the high cost of energy imports and the magni-
tude of recent trade deficits. American plant and equipment is
becoming obsolete, productivity is declining, and we are losing
our competitive edge in the world marketplace. The United States
share of the world export market has declined from 20% in 1960 to
14% in 1978.

We believe that investment in more efficient plant and equip-
ment is needed to improve productivity, reduce inflation, and
improve America's position in the world marketplace. But there must
be an improvement in capital formation in the United States to pro-
vide the funds needed to make the necessary investment. We believe
the capital cost recovery provisions of S. 1435 will-provide the
cash flow needed to make the necessary investment, and we urge en-
actment of the Capital Cost Recovery Act immediately. While we
recognize the budget impact of the provisions, we believe the only
escape from declining productivity, declining world market shares,
and increasing inflation, is to provide the funds necessary for
American business to invest in more efficient plant and equipment.

Respectfully submitted,

Carter L. Gore, Director
Tax/Legal Division

CLG:acf

Foundd in I P14, the Natoa Forein Tra Counci, Ic Ia a private non-pf oranition
for the proaoelo and protecton of liid Sahe Inweuatona tnad aNd Invesments.
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NATICkNL CAT1!DEIS ASSOCA

to the

SEOCGMMITI ON TAXAION AND EEBT MkPMM

C0tnrr= GN Z

United States Senate "

elative To

S.1435

"Capital Cost Pwavery Act of 1979"

Submitted By

Lat H. Turner, Oiaiman
Taxation Coittee

November 1, 1979

The National Cattlemen's Association is the national spokesman for all segmnts
of the nation's beef cattle industry-including cattle breeders, producers, and
feeders. The NCA represents approximately 280,000 professional cattlemn through-
out the country. Merbeship includes individual mubers as well as 51 affiliated
state cattle associations and 15 affiliated national breed organization.
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. STATEMENT

S.1435

"capital Cost Recovery Act of 1979"

The National Cattlemen' s Association strongly supports the concepts embodied

in S.1435 of accelerating and simplifying depreciation requiraints and pro--

cedures for income tax purposes.

Present depreciation requirements and procedures adversely impact farmers and

ranchers because of their inherent cocplexity and deleterious effect on capital

fonation. The complexity issue is especially troublesae to small and medium-

sized operators who typically do not have professional accounting or legal

assistance available to them.

In addition to the simplified classification of property and the accelerated

rates, two other provisions of the proposed legislation would be especially

helpful to farmers and ranchers. The elimination of salvage value under the bill

would greatly simplfy the depreciation procedure. Also, making no distinction

between new and used property with respect to the applicable percentages would

be particularly helpful to fanters and ranchers.

Certain other armendents provided in the bill, such as the changes with respect

to investment credit and specifying July 1 of each year as the starting date for

depreciation even if the property is acquired or placed in service later on in

the year, are supported by the WA.

In the Association's view, the proposed legislation would make a significant

contribution toward oorrecting the present bias in the tax system against in-

vestment in capital assets.
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c AMERICAN TEXTILE MANUFACTURERS INSTITUTE, INC.
I I CONNECT1CUT AVENUE. N.W., SUITE 300, WASHINGTON, D.C. 20036

TWX: 710-322-9489
TEL: 202/862.0500

Nv'erber 2, 1979

Hoorable Harry F. Byrd, Jr.
Chairman
Subolanittee on Taxation and Debt Management
United States Senate
Wuasington, D.C. 20510

Dear Mr. Chairman:

We are pleased to have the o prtunity to record our strong sufort
of S. 1435 and request that this letter be included in the record of the
subocznnttee's hearing on this bill.

The American Textile Manufacturers institute, Inc. (AMI) has repeated-
ly urged revision of out tax depreciation rules in order to bring capital
cost roovery allowances in this country to a level comparable to that al-
lowed by other major industrial countries of the free wcrld. Such changes
are urgently needed at this time to help counter the itact long-xmtinulng
inflation is having upon funds available for investment in modern, efficient
plant and equipment.

A rough rule of the thumb in the textile industry is that over the long
nm capital expenditures should be financed from cash flow arising frcm
depreciation and retained after-tax earnings. This has been increasingly
difficult, and in most oases impossible, to accomplish in our industry which
traditionally is a low profit margin industry. This critical situation (were
essential capital investments are just not being made) is caused in large
pert by the tremndus impact of inflation upi working capital needs, as
well as upon the costs of new plant and machinery in our industry. Fbr
temple, a modern fully equipped lom in 1975 sold for $34,000 and today it
is selling for $72,000.

If we are to c ntirn, as a viable industry directly employing nearly
one million workers, the -Atile industry must make substantial investments in
new equipment to take acomt of or adjust to technological changes, foreign
competition and shifts in market demand, and to ombat air, water and noise
paoblems.

The textile industry has dmmistrated one of the highest equipment spen-
ing ratinsof all -U.S. manufacturing industries. During 1976-77, 78 for in-
stance, the textile industry spent an average of 80% of its retained cashflow
for new plant and equipment in the U.S. This osmres with only 56% for all
U.S. manufacturing industries.
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AMEPICAN TEXTILE MANUFACTURERS INITITUTI,INC.

Honorable Harry F. Byrd, Jr.
Page 2

Dactment of S. 1435 would provide significant cash flow benefits to the
textile industry, as well as to business generally. It is line with
longstanding ATMI4 policy positions - naely, that a five-year write-off
should be provided for all new machinery and equipment, with no cutback in
allowable investment credits, and that a statutory cost recovery period of
no more than ten years be provided for industrial buildings.

A continuing high level of employment in our industry, with facilities
in all but one state, is dependent upon a high and sustained level of capital
investment, which, in turn, deped s upon the availability of funds. Faster
depreciation write-off for tax purposes will be of help in this area, and we
urge approval of S. 1435 as rcmnptly as possible.

Sincerely yors,
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STATEMENT OF

MACHINERY DEALERS NATIONAL ASSOCIATION

FULL INVESTMENT TAX CREDIT FOR SMALL BUSINESS

The decline in our productivity is caused by several conditions. For the first

time in twenty years, the Joint Economic Committee Annual Report of 1979 tianimously

concluded that an increase in productivity is vital to the improvement of our

economic standard of living and in the reduction of inflation. A partial cause of

this situation are the antiquated and poorly designed production facilities of

many American manufacturers. Another partial cause is the utilization of in-

efficient equipment and yet another partial cause is the overall age of our

country's industrial machinery. The most recent U.S. survey of.machine tools show's

only li of the industrial machinery in use today is less than five years oldl

76% is at least ten years old. Equipment renewal and upgrading are necessary

in both large and small manufacturing companies. Increasing productivity

through equipment renewal can. be best achieved for small business through the

purchase of used machinery and equipment.

Under present law there is a $100,000 limitation on the amount of used equipment

eligible for investment tax credit, but there is no limitation on the investment

credit available for new equipment. Similarly, the carryover provisions avail-

able for new equipment are not allowed to purchasers of used equipment, who

therefore must take the entire tax credit in one year or lose it. This dis-

criminatory tax treatment impacts directly and primarily on small business

which is already hindered by its inability to externally or internally generate

capital necessary to buy new equipment.

In order to increase productivity in small businesses, the discriminatory ceiling

on the amount of used property eligible for a tax credit must be eliminated; and,

the carryover provisions available for new property must also be available for

similar situated used property. Traditionally, small businesses purchase used

capital equipment large businesses basically purchase newly manufactured capital

equipment. The cost of obtaining capital for production equipment is high for

everyone, especially those who cannot borrow at the prime rate. Firms purchasing

used capital equipment do not have a chance to offset some of their costs through

this tax credit. Confining the investment credit to only equipment with the latest

technology helps primarily the largest enterprises and basically ignores the largest

segqment of our economy which needs this tax credit the most. Because the small

business sector offers the greatest potential for increasing employment, there is

normally a direct relationship between increased installation of used machinery

and increased employment.
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Mr. Chairman and Members of the Committee,

This statement is submitted by Anthony Schopp,

Executive Vice President of the Machinery Dealers Natiopal

Association (MDNA) on behalf of the small businesses who

are members of this organization. These comments are concerned

with the Capital Cost Recovery Act of 1979.

The HOA is an international trade association which includes

approximately 400 small businesses in the United States which invest in

and resell about 70Z of the used machinery sold in this country each

year. One of our objectives is the growth of manufacturers whose productive

capabilities depend on used machinery. MDNA also speaks for hundreds of

thousands of small and medium-sized manufacturing firms in the United

States. These small businesses represent approximately 87 percent of

the firms in the metalworking industry. We thank you for this opportunity

to present our views and observations which, ve believe, are shared by

small businesses throughout the country.

We are concerned about the future of small business in America.

We fear that in our present economy, we viii not be able to generate

sufficient capital to start new businesses, to expand our current capacity,

or to even stay in business. Inflation has taken a heavy toll.

We share the concern of the Joint Economic Committee about the

potential of our economy over the long term to increase the standard of

living for the average American, to create a job for every American who

wants to work, and to help hold down the cost of living by increasing

the goods on the shelves of the nation's businesses.

- -41 -1,-
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Decline in Productivity

For the first tine in 20 years the 1979 Annual Report of the

Joint Economic Committee was a unified report endorsed by both the

majority and minority members of the Committee. We agree with its

unanimous conclusion that an increase in .productivity is vital to

improvement in our economic standard of living and in the reduction of

Inflation. The fall in productiVIty in our country has been vell

documented, and this ominous trend has been the subject of discusloA

and concern of all of us for many years. The Council of Economic

Advisors, fii their 1978 report, referred to the productivity slow-down

as "one of the most significant economic problems in recent years." As

Chairman of the Federal Reserve, Willis Miller testified before the

Senate Finance Committee on September 6, 1978, that:

Inflation is our most important economic concern today ...
The only way I know that we are going to break the
cycle of wages chasing prices and prices chasing
wages is to begin to realize productivity gains
so that the prices do not have to go up in order
to maintain profitability. Capital accumulation
is a critical ingredient in the long-range growth
of labor productivity and the raising of living
standards. . . . Throughout the 1970's, the
ratio of capital stock to labor has fallen ever
shorter of its earlier growth trend line, and
this, undoubtedly, has been a significant factor
in the lover growth of productivity that we have
experienced over this period. . . . (Fart 5,
page 1173 et seq.)

This testimony was echoed in the 1979 Joint Economic Committee

Report, which vas issued on Harch 15, 1979:

The lover rate of productivity growth in
recent years is one of the causes of today's
inflation, worker dissatisfaction, the deficit
in our balance of payments, and the weakening of
the international position of the dollar.
Productivity gains provide the means by which
historically disadvantaged minorities can increase
their economic welfare. Thus, the adverse effects
of a low rate of productivity growth extend far
economic issues, ... (p. 119)

-2-
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One factor cited in virtually all studies
of the productivity slow down aS a major or A
paramount cause is the low capital stock due
to the recent inadequate levels of investment.
If the capital stock-labor force ratio is to
rise, that investment gross investment less
deprecition) must be sufficiently large so
that the capital stock grOws more rapidly
than the labot force. This was the case
until 1974, when the cpital stock-labor force,
ratio peaked at $10,604 (in 1972 dollars) per
person. Since then, Investment has been in-
adequate relative to the rapid Itbor force
growth, and the ratio has fall n by nearly
3 percent. This will adversely affect economic
growth for several years in the future. (p. 130-131)

We agree with the conclusions of these authorities that further

steps to increase productivity are sorely seeded. From the small business

perspective, this can be achieved through measures that will stimulsta

the purchase of used machinery and equipment. Capitol stock formation

among small business has been impeded by high interest rates, restricted

availability of credit, regulatory burdens Imposed by government, and

tax lavs which discriminate against small business. At this time, we

believe that the Congress should focus its attention on reforming our

tax laws in such a manner so to stimulate capital stock formation among

small businesses through a simplified and accelerated capital cost

recovery system and the removal of discrimination in the investment tax

credit.

Allow a Full Investment Tax Credit for Used Machinery and Equipment

In addition to the depreciation proposals which have been

discussed today, the small businesses of this country need reform of the

investment tax credit. Under present law, there is a $100,000 limi-

tation on the amount Of used equipment eligible for the investment tax

credit, but there is no limitation on the investment credit available

for new equipment. Similarly, the carryback/cerryforvard provisions

-3-
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available for hew equipment are not allowed to purchasers of used

equipment who must, therefore, take the entire tax credit in one year or

lose it. This discriminatory tax treatment impacts directly and primarily

upon small business which is already hindered by its inability to externally

or internally generate the capital necessary to buy new equipment. In

order to increase productivity in small and m~dium-aized businesses,

this discriminatory ceiling on the amount of used property eligible for

the investment tax credit must be eliminated and the carryback/carryforward

provisions available for eligible new property must also be available

for similarly situated used property. We must allow mall business to

receive the same tax incentives pr6vided'to big businesses. The investment

tax credit 114tattOo is primarily a small business issue. Traditionally,

small businesses purchase used capital equipment; large businesses

basically purchase newly manufactured capital equipment. If used machinery

and equipment is eligible for the full investment tax credit, the following

benefits at least can be expected:

(a) the ability of small business to compete, to

maintain its current market share, and to expand

its output and productivity will improve;

(b) employment in the most labor-intensive part of

the capital equipment industry will increase;

(c) the current demand for less expensive machine tools

will be alleviated and the incentive to turn to

imported new machine tools rill be reduce;

(d) the demand for new domestic machine tools should

increase;

-4-
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(e) the short-term Inflationary Impact of the tax credit

viii be reduced to the extent used machinery Is

purchased: and

(f) the full benefit of the investment tax

credit as an incentive for capital formation

will be available to all businesses, equally.

Competitive Ability of Small Business

Of all the challenges facing small business, our inflationary

economy is perhaps the most difficult. The cost of obtaining capital

for production equipment is high for everyone, especially those who

cannot borrow at the prime rate. Those firm* purchasing used capital

equipment do not have a chance to offset some of their cost by taking

the tax credit. This contrasts with large corporations borrowing at

prime and purchasing new equipment with the unlimited tax credit. '

Because large and small companies do compete, smaller firms are dis-

advantaged.

Large firm buy new machine tools that are either highly

automated multi-operational machines or numerically controlled equipment,.

often designed for a specific purpose. Confining the Investment credit

to only equipment with the latest technology helps primarily the largest.

enterprises and basically ignores the largest segment of our economy

which needs this tax credit the most. Normally, sall and medium-sized

companies are competing in industries dominated by a handful of giant

corporations.

We believe that our government must adopt policies which Vill

reverse the decline of small business in this country. Much of the

reason for this decline lies in the inability of small businesses to

-5-
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acquire capital at the same costs as large businesses. These points

were stressed in the Final Report of the 1978 hearings on the Future of

Smell Business in America, conducted by the House Small Business Sub-

committee on Antitrust, Consumers, and Employment-

We must recognize the necessity for major changes
in our governmental policies-at both the Executive
and Congressional levels--with regard to the preservation
of competition and free enterprise. . . including a
reformulation of government policy on such matters
as tax structure and industry regulation ...
(House Report 95-1810).

We believe that mall business is crucial to the survival of a free

enterprise system and that governmental policy must be adopted which

will allow catch-up programs to enable faster growth for small business

than in the past,

Small business is an effective force even in heavily concen-

trated markets, but its position Is fraught with difficulties. The tax

laws should not further handicap small businesses struggling to compete

with industrial giarts. -We urge) therefore, that used equipment, as

well as new equipment, qualify for the full 10 percent credit to offset

tax liability, with full carryback/carryforvard options and with no

$100,000 limit on eligible used property. If the additional handicap of

this tax discrimination is removed, small businesses will be able to

maintain their market share and to compete against the larger domestic

and international corporations,

The Ability of Small Businesses to Incrasa Productivity

The decline in our productivity Is caused by several conditions.

A partial cause is the antiquated and-poorly designed facilities.

Another partial cause is the utilization of inefficient equipment, and-

yet another partial cause is the overall age of our country'sindustrial

-6-
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machinery. The 1978 1American Machinist Inventory shoved that the majority

of machine tools in use today, in small ,and large copanles5 are over 20'

years oia and less than 11 percent are five years old or less. An

urgent need for-upgrading and/or reneval of equipment exists.

Therefore, to increase a plant's production capacity, or to

develop a new production line, many machines must be acquired. Major

corporations renew equipment which is 7 to 10 years .old with nmev equpilent,

some-of which cost over a million dollars. Hediua to small firm renew

equipment which is 15 to 18 years old vith used equipment, usually 7 to

10 years old, some of which cost over $300,000. Very small or new firms

may renew their equipment which is 25 years old or more with used equipment

which is 15 to 18 years old. If the full investment tax credit is

allowed for used capital stock, it will speed up the process of renewal

and upgrading of our industrial plants. The demand .for used equipment

will increase the price and market for a large firm's used equipment.

This will encourage the large firm to sell its used equipment and buy

new capital stock to replace the used. This will result in 4 significant

increase in productivity throughout the economy.

Improving productivity does not necessarily require aquisitiop

of younger machines. Often small manufacturers can increase their

productivity by purchasing used equipment manufactured in the same year

as its current equipment but more efficiently designed for its particular

production needs.

When the small businessman is denied these incentives to

replace current equipment with used machines that are either more

sophisticated or more appropriate for his operation our economy looses.

His alternatives are to make do with existing equipment, to merge, to be

acquired, or to close up shop.

I US, wlfth American Machinist Inventory (December 1978)
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For these same reasons. a carryback and carryforvard provision

should ppply to tax credits for eligible used machinery, .s well as

eligible new machinery. To penalize the manufacturer who installs $1

million of used machinery in a single year over the manufacturer who

merely installs $100,000 worth, simply makes no sense in a sluggish

economy and times of slowing economic growth.

Allowance of the Full Investment Credit
for Used Machiuery Would Create Jobs

the Investment credit should not only stimulate productive

capbility but It' should also stimulate mediate employment. The
members of the Committee are keenly a&are o the unemployment problem

with which the country it beset. Moreover, this Comittee knows that

the small business sector offers the'greatest potential for increasing

employment. The purchase of used machinery not only Increases productivity

but also directly creates new Jobs. As noted earlier, sall businesses

increase productivity primarily with used equipment. This Comittee has

learned that small business is responsible for 55 percent of all employment

in the private sector. Recent studies by the Massachusetts Institute of

Technology, The Job Generation Process, show that Job replacement is

achieved through the small business sector. When a small manufacturer

goes into business or expands his capital stock,' he needs additional

employees to operate the used equipment he has purchased. Typically,

there is a direct relation between increased installotlon of used machinery

and increased employment.

Alleviating the Shortage of Used Capitol Stock

Today there is demand for late model used machinery. In many

instances, later year domestic used machinery and newly manufactured

foreign machinery are price competitive. The now foreign machine has an

-8-
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advantage since there Is an unlimited tax credit, with carryback and

carryforvard provisions available to its purchasers. Thus, industries

seeking to retool are faced with three choices:

(1) making do with inadequate equipment;

(2) purchasing imported new machine tools; or

(3) acquiring more efficient used machinery.

If a manufacturer retains his inadequate machinery, there is

no increase in productive capability and the goal of economic growth Is

frustrated. Retooling with imported machine tools is obviously undesirable,

both in its ultimate effects on the domestic machine tool industry and

in Its adverse effect on the balance of payments. Only by retooling

with more efficient used machinery can the maximum economic benefits to

the nation be realize. The full investment tax credit should apply to

purchases of used machinery so these benefits can be realized.

Investment Credit and Inflation

While acknowledging the investment tax credit's effectiveness

in stimulating capital investment, most economists recognize its potential

to cause short-term inflation. This is a function of the lead time to

implement investment decisions and the concomitant increase in prices

for scarce supplies. In many instances, the lead time to place new

equipment in service is as much as thirty-six months. The installation

of used machinery, however, does not have this undesired inflationary

Impact since the equipment already exists and the time taken to install

it is usually a matter of days, not months.

Inflation has made the $100,000 limit on the mount of eligible

used equipment against which the credit can be applied woefully inadequate.

The cost of both new and used machinery has increased dramatically since

the $50,000 limit was imposed in 1962, In 1975, the limitation was
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increased to $100,000. Whatever basis there may have been for a limitation

has been severely weakened because of inflation. In 1975 the WH4A found

that the average price for 44 randomly selected machine tools then 20

years old, cas to $13,000. In 1978 we found that the same 44 machine

tools, now 23 years old, are fetching an average of $16,000 each. Such

dramatic jump@ in price are typical with all machine tools. Indeed,

prices of used mchine tools have increased more than 250% since 1962.

The average cost of used machines sold by our members is $20,000. A

maufacturer has hardly begun to retool before his $100,000 allowance Is

completely expended.

Not only has inflation caused a continuing increase in prices

for used equipment, but technological advances have dramatically increased

prices. The most striking advance in the machine tool business has been

the development of couputer-directed or querically controlled toolq.

However, the technological superiority of these machines is matched by

their greater costs. Today the average used numerically controlled

machine costs $70,000. The price of such a machine on the used market

reflects its original costs. As more of these machines appear on the

used machine market, the average cost of available used machines vil

again increase, thereby making the existing limitation even more inadequate.

The failure of Congress to eliminate the limitation currently

Imposed on purchases of used property eligible for the credit penalize@

the users of such property - and the users are small businesses.

Caital Cost Recovery Legislation

Several bills have been introduced this year which would

allow the rapid recovery of capital costs through depreciation reform.

On January 23, 1979, Senator Nelson introduced S. 110, the "Small

Business Depreciation Reform Act of 1939." On June 27, 1979, Senators

- 10 -
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Denteen, Nelson, Packwood and Chafes introduced 8.1435, the

"Capital Cost Recovery Aot of 1979.0 We enthUsiasticaily

endorse the concepts of all these proposals. fn order to

stimulate capital investment and increase productivity, we

must reform the current tax system for depreciation on

equipment. These bills would permit a small business to

recover more rapidly capital investment that it has invested

in machinery and equipment.

In its 1979 Report, the Joint Economic Committee found that

one of the deterrents to investment spending has been the interaction of

inflation and current tax law. The Joint Economic Committee concluded

that:

Some of the provisions of the corporate income.
tax code which were designed in a noninflationary
economy, act as a deterrent to investment in the
current inflation. Depreciation allowances based
on historical costs do not allow sufficient
deductions to recover replacement costs. Similarly,
profits on inventory in one sensq may be
illusory, because inventory must be replaced
at current cost. On the other hand, in
inflationary periods, corporations benefit
from reductions in the real value of out-
standing debts. . . . (p. 132)

Some of the tax changes in the Revenue
Act of 1978 will stimulate investment.
But these are not sufficient. We believe
that per dollar of revenue loss, liberalization
of depreciation allowances would be the most
effective stimulant. (p. 133)
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As Chairman of the Federal Reserve, William )illef'-mphasited

accelerated depreciation as a needed tax change in his testimony before

the Senate Finance Committee on September 6, 1978:

Accelerated depreciation is very efficient way
rto g gora nve etment. The tax benefits of

faster depreciation accrue to a fir. only
after new plant and equipment has been put in
place. In addition, enlarged depreciation
allowances would redress the serious drag
on real corporate profitability that has
occurred- in recent years as Inflation ha
caused replacement costs to exceed depreciation
deductions by a wide margin. (emphasis added)
(part 5, page 1173 et seq.)

We agree with the conclusions of the Joint Economic Comittee

and Mr. Miller and urge the passage of legislation which would allow the

rapid depreciation of used equipment and machinery over a maximum per od

of five years. For many of the reasons previously stated with regard

to the full investment tax credit, such deprdeiation tax reform would

aide small businesses in generating the capital neccesary to buy used

machinery, resulting in expanded capacity and increased productivity.

Although w endorse the concept"of S.110, we

wish the committee to know that we are concerned that the

$25,000 limitation in S.110 on the amounts which may be

depreciated imposes too low of a ceiling to be a meaningful

stimulant to small business in the investment of machinery

and equipment. As I pointed out earlier in my testimony,

the cost of both now and used machinery has increased

dramatically. In 1978, the average cost of all used machines

sold by our members was $20,000. Perhaps the $25,000 or

$50,000 limits would accomodate the small service company

or retail store. However, a small manufacturer has hardly

begun to retool before he has exceeded the limitations

provided for in those two bills. Such limitations are even

more detrimental when applied to used computer-dire ted or numerically
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controlled tools. As I pointed out earlier, the average used numerically

controlled machine cost $70,000. From a small business perspective, a

one million dollar ceiling on the amount of annual depreciation would

encourage the investment in capital which would ultimately lead to

increased productivity 6f small businesses in our country. However, for

the entire machin* tool industry, an unlimited annual depreciation

should encourage the most capital investment.

The simplification of our tax laws with respect to depreciation,

which would result from all of these proposals, would be of great benefit

to smll businesses, Small businesses cannot afford a cadre of tax

lawyers and accountants to plan their capital Investment. Being able to

understand the simplified depreciation schedule, the small business

person would be more encouraged to increase investment in machinery and

equipment. Under existing law, a great deal of time is wasted by small

business executives in trying to comprehend our comple* depreciation

laws and in computing the allowable depreciation for their equipment.

One result Is that depreciation accounting is one of the leading causes

of errors on small business tax returns. Simplification of the depreciation

system will result in savings of money and time for both mall businesses

and the government tax officials who must process the current complex

returns.

In some cases *"the current depreciation tax lIaw areso complex

that small businesses have chosen not to use the depreciation allowable.

For example, the Asset Depreciation Range (ADR) System was used in 1974

by only .7 percent of all corporations or 11,042 corporations out of a

total of 1.6 million. Yet this system shortens the useful life of

assets by up to 20 percent, While 94 percent of the firms with over $1

billion worth of assets use ADR, only I percent of the firms that have
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assets of less than $500,000 used ADR. (93.3 percent of the firm in

this country are small businesses that have assets loes than $500,000).

tt is clear that small business does not use ADR. We believe that it

will use the simplified system.

The rapid capital cost recovery allowed by theme four bill,

vill protect the capital investment of small business against the

erosion of inflation, which currently causes replacement coats to exceed

depreciation deductions. Small businesses Vill be able to reinvest -

their capital in ore or upgraded equipment. With the resulting increase

in productivity, the entire economy will benefit and we will have scored

another victory in our constant battle against inflation.

Furthermore, we need the proposed rapid capital cost recovery

system in order to be competitive with other industrialized nations

which-have already adopted rapid capital cost recovery systems. For

example, Canada has'adopted a two-year depreciation syste for most

machinery and euipment, and Britain has adopted a capttal recovery time

of a single year. This has resulted in an accelerated capital stock

renewal process which I annalyzed earlier in my testimony. Used equip-

ment is being replaced more rapidly by new equipment, and small businesses

are replacing-old used equipment with later year more advanced used

equipment. The result is a more modernized overall industrial plant for

those coustries. ,,The high demand -for used MachidEty in these countries,

we believes, isat least partially,caused by the greater supply of used

equipment created .by the two or one-yeat depreciation system. We must

adopt a similar rational tax policy vhich vil stimulate domestic economic

growth and allow us to. be competitive in the international arnt. If

such steps are not taken, we Vill see increasing balance of payment

deficits and further devaluation of the dollar.
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Conclusion

In summary, we must reverse the decline in productivity in our

country through the increased capital stock formation which vii be

stimulated by reform of our tax laws through removal of discrimination

in the investment tax credit and through a simplified and accelerated

capital cost recovery system. Between these two reforms, we believe

small business vill benefit nor* by allowing it.an equal opportunity to

full use of the investment tax credit on its purchase of used machinery

and equipment. The tax credit Is applied to taxes due, while the value

of the depreciation deduction hinges on the amount of capital stock

owned and the tax rate applicable to each company. However, we believe

that both reforms are necessary and must be enacted in the very near

future. These reforms will allow the generation of capital necessary to

the renewal and upgrading of our nation's industrial plants. They will

give small business a fighting chance against inflation and an opportunity

for catch-up growth which we need in order to compete effectively against

large domestic and International corporations. Most importantly, we can

increase the productivity of our country, achieve real growth, and

assure a better standard of living for all Americans.

Thank you Mr. Chairman and embers of the Comnittee.
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Statement of the
Machinery and Allied Products Institute

to the
Subcomittee on Taxation and Debt Managemet

Senate Pnance Comittee
on

Secretary of the Treasury Miller's Testimony on the
Proposed Capital Cost Recovery Act of 1979

(S. 1435)

October 31, 1979

The Machinery and Allied Products Institute is the national

organization representing the capital goods and allied product ndustries

of the United States. From its inception in 1933, MAPI has given primary

attention to capital formation, capital investment, and technological

advancement together with government policies-including tax policy--as

they affect these central issues. This has been reflected in original

research, numerous publications, and public policy statements to the

Congress and to the Executive branch. It is, therefore, consistent end

fitting-for the Institute to present for the record certain comments on

the testimony of The Honorable G. William Miller, Secretary of the

Treasury, in hearings conducted by this Subcoinittee on certain proposals

for liberalization of capital cost recovery for tax purposes.

The Focus of This Presentation

It is not the primary purpose of this statement to address

the details of the 10-5-3 proposal (S. 1435) which would substantially

modify azd liberalize capital cost recovery allowances under the present

law and regulations. Rather, we wish to deal in a general way with

certain of the issues raised by Secretary Miller. In so doing, we

trust that our statement will contribute to a more balanced record

with respect to the Initial views of the Administration as expressed

by the Secretary.
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Treasury Recognition of the Need
for an Aipropriate Capltal Cost
Recovery System

First, it should be acknowledged that the Treasury testimony

recognizes the great importance of an appropriate capital cost recovery

system. The following excerpts from Secretary Miller's testimony reflect

this recognition:

I am pleased to see the broad interest in legislation
to encourage capital formation and increase productivity.

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.

The present tax depreciation system is cumbersome
and complex. It involves a number of choices and
uncertainties, and is especially burdensome for-small
businesses. It should be simplified. The present
system provides an insufficient incentive for capital
expansion in periods of rapid inflation and financial
uncertainty. These incentives should be strengthened
as much as our budget resources will allow.

Acceleration of depreciation allowances can be
effective in providing investment stimulus. The
direct tcx savings that accompany the acquisition
of capital provides additional cash flow to business
firms for further investment and replacement.

Inflation, however, increases capital consumption
as measured in current dollars, and, therefore,
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depreciation allowances based on historical cost
may be inadequate. Acceleration of tax depreciation
may compensate for the general understatement of
depreciation.

I believe we should analyze carefully a wide range
of depreciation plans, and I will continue to
develop and work with you to promote a depreciation
or capital recovery system that we can all regard as
simple, effective and fair. Such a system should
be put into effect as soon as budgetary resources
and prudent fiscal policy permit.

These excerpts are taken from various portions of the Treasury

statement, and we cannot quarrel with them as far as they go. They appear

to represent, however, an understatement of the problem of the inadequacy

of capital cost recovery allowances in this country. For example, the

impact of Inflation on depreciation allowances is given only brief

treatment by the Secretary; it deserves auch fuller coverage.

Effect of Inflation on
Capital Cost Recovery

The Institute has published over the last several years a

number of studies on inflation and its effect on profits, depreciation,

and inventory valuation. A key publication in this series Is MAPI

Memorandum G-70, a copy of which is appended as a part of this statement.

This commentary was originally issued in January 1974 and has been

periodically updated through April 1979. lote particularly Table 1

which shows a comparison of current-cost straight-line depreciation of

nonfinancisl corporations with the depreciation allowed them for income

tax purposes. The excess of current-cost over tax depreciation haes

grown from a negative amount in 1965 to $18 billion in 1978.
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A'ajor liberalization of our capital cost recovery system

would be justified by the impact of inflation alone. There are other

considerations, however, some of which are at least touched upon by the

Treasury testimony Including the need to improve productivity. It should

be added that the international competitive position of the United States

is adversely affected by the state-of our plant and equipment. Moreover,

it I$ our understanding that foreign industrial couptitor nations have

adopted very liberal systems of capital cost recovery.

Issues Raised by -Treasury Testimony

Now let us turn to consideration of sons of:the~direct and

implied Issues raised by Secretary Mi ller. His principal concern

appears to be the timing of the proposal, and he and the Treasury

statement underline the conclusion thWat a comitment to widen the'

budgetary deficit by the magnitude of S. 1435 would be premature at

this time. Although this is the heart of the Treasury Department's

position, which we are sure is an Administration position, the statement

develops in some detail criticisms of the 10-5-3 proposal which deserve

attention in terms of their general significance.

Productivity and investment.--With respect to productivity

the Treasury starts from the proposition~that the stimulation of

investment and improvement of productivity performance must be among

the foremost objectives of economic policy. It is then acknowledged

that aggregate productivity growth has shown serious decline in the

last decade. However, emphasis Is placed on the point that productivity

performance varies across the economy when major productive sectors are
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examined. This leads to the conclusion that in developing a ptogram of

tax incentives for investment, close attention should be given to "the

distribution of tax incentives among sectors,of the economy." This is

the kind of fin, tuning which does not work in a road economic sense

and till not be effective in terms of Investment incentives.

The Treasury seams to concede that declines in productivity

may not be wholly attributable to lagging capital formation. $ecretary.

Killer's statement also atkqovledges that tax policy should not attempt

to direct all of the tax relief to ndustries that have poor productivity

records or those that have performed well. These two concessions water

down the point that the statement sees.,to be making at this Juncture.

It is our view that any attempt to structure an enlarged investment

incentive so as to vary its intended Impact between sectors'6r industries

in the economy on the basis of productivity performan.s is much too

complex an undertaking. Indeed, it would probably be counterproductive.

It clearly would not meet the test of- simplicity and would almost

certainly create a range of inequities. The proposition advanced is

a strained effort to criticize an across-the-board and relatively simple

approach to tax incentives for investment.

The concept of an interest-free loan.--In one or two places

In the statement, there is reference to the fact that if the allowable

depreciation deduction s greater for any year than the amount of capital

consumed, the government is granting what is tantamount to an "interest-

free loan." This is a "buzzword" which shows up all too frequently when

the Treasury.Departmnt Is opposed to a particular proposal. In the
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case of depreciation, we are dealing essentially with a quedtio of

timing 1kreover, even under present 1W, and clearly under ay proposal

for tiberallstio of tax incentives for investment, precise matching

of capital recovery to capital consumed in any particular year is not

undertaken. The government is deliberately providing an alnet of

incentive beyond consumption o4 capital in any particular year of the

write-off period.

Matching Investment incentive with "truedeoprecition cot'".--

There is a related statement in the Treuury's.presentation which is

either ambiguous or reflects a lack of underatandinS of the true nature

of tax incentives for investment evenunder present law. The statement

appears on page 9 and reads as follows: "'I would further suggest that

you should consider the continuation of some administrative Veiohaniea

for the system to assure that the capital recovery deductions allowed

for tax purposes are consistent with changes in true depreciation costa."

If we understand the statement correctly--and it is somewhat ambiguous,

as already indicated-there is an implication that a capital cost

recovery system should be limited to the recovery of, so-called true

depreciatiqn.oM8 as distinguished from having a significant incentive

element in its structure. This principle is not observed under present

law and regulation which includes an element of incentive, and what is

under discussion is how that incentive for investment should be enlarged.

What the Treasury may be saying is that it objects to 10-5-3

on the technical ground that it departs from the concept of useful

lives which is preserved in the AM system now in effect. The 10-5-3

proposal deliberately moves away from the useful life approach, and a

S6-073 0 00 - 38
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strong cad4 can be made for this departure. If. the Treasury favors

continuation of the.usful life approach, It should argue the point

forthrightly. We, of course, concede that a substantial increase in

tax incentive for investment could be adopted within the ADR framework

and that, of course, is the approach that Congrdssman Al Ullman incor-

porates in his proposed Tax Restructuring Act of 1979 (R.R. 5665).

The phase-in of increased capitol Coot recovery.--On two

ground the Treasury Ddpartment expresses disapproval of a phase-in

system for Increased capital cost recovery. First, it makes the point

that under any phase-in approifh there would be a different set of

rules applicable from year to year-as the phase-in takes place. This

is considered to be complicated. In other words, it does not meet the

test of simplicity. Also, Treasury argues that a phase-in creates a

perverse incentive effect by encouraging deferral of investment until

a subsequent year when the rate of capital recovery allovance is

greeter.

Technically speaking, both points are valid. However, a

phse-in approach for any substantial increase in capital cost recovery

allowances is designed--as Treasury admits--to spread the revenue losses

over a longer period of time than otherwise would be the case. And it

is those revenue losses which seen to give Treasury most concern in

terms of the present economic policy of the Administration. The Treasury

cannot have it both ways. If its principal concern is revenue lose,

then it should accept a phase-in approach even if that carries a certain

__.._..
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amount of disadvantage. Otherwise, it should be yvepared to reject the

-phage-in and accept the larger revenue losm over a shorter period of

time.

Creation of tax shelter opportunities.--The Treasury argues,

against what it describes as a dramatic increase in capital recovery

allowances on another ground, namely, that it would invite and greatly

increase so-called "tax shelter activity." almost any substantial

improvement in capital cost recovery allowances will create tax benefits.

Regardless of what they are called, the Tax Code is replete with special

benefits conferred on certain-categories of individuals or corporate

taxpayers for rationalised purposes. This is not to say that a tax

benefit which is unacceptable in terms of public policy should be

tolerated.

The tax shelter argument as stated by Treasury is not

Impressive. For example, it overlooks the fact thae buildipgs--

particularly industrial structures--have been the subject of adverse

discrimination under our capital cost recovery system for decades.

It is high time that th~S discrimination be eliminated or at least

moderated. If a capital cost recovery system invites unacceptable

abuse in terms of whet the Treasury calls tax shelter activity, then

the loopholes should be plugged, if they are indeed loopholes. However,

the essence of a proposal, if well rationalized, should be preserved.

Alleged wide ranse of differential benefits.--The Treasury

states that another result of 10-5-3 is a wide range of differential

4.
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benefits among businesses according to the types of assets that they

use and their present industry classification. Treasury goes on to

say that the variation in benefits provided by the proposal under

discussion is most pronounced when industry categories are compared.

This is correct in a technical sense, but the problem which Treasury

underlines is inherent in any attempt to design a capital cbst recovery

system which is relatively simple and represents a substantial

liberalization.

To illustrate, the investment tax credit, which has become

generally accepted as an appropriate, simple, and significant incentive

to capital investment, favors capital intensive corporations and

industries. But when national policy in the form of the investment

tax credit is intended to stimulate Investment, and that investment

is largely made by capital intensive businesses and industrial sectors,

it automatically follows that a differential benefit is created. We

do not argue that unacceptable differential benefits should be adopted,

but some differential benefits are inevitable in a wide-ranging capital

cost recovery system. The "perfect world" in this area, as is true of

most tax policy issues, will not be achieved.

As previously indicated, it Is not the purpose of this

commentary to develop a full discussion of the merits of S. 1435. We

have concentrated on certain issues raised by the Treasury Department

in the context of S. 1435 which concern us on their merits in terms

of tax policy in the broad area of capital cost recovery allowances.

These issues will undoubtedly arise *as the Treasury addresses alternative

form of liberalization of depreciation which Secretary Hiller indicates

are already under study.
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INFLATION AND PROFITS

The effect of rising price levels on the accounting of profits
Is not a new subject. During the sharp postwar inflation of 1946-48 it
generated a lively discussion in accounting and management circles. This
was revived, on a lesser scale, by the price run-ups of 1950-51 and 1956-57.
But under the relatively stable price level of 1958-64 interest wandd. It
was widely believed that inflation was a thing of the past, that the after-
effects of earlier inflation would gradually wear off, and that no correc-
tive action was needed. This proved to be an illusion. By 1965 inflation
was under way once more, and it has continued at a distressing pace ever
since. It is now high time to take another look at the problem.

The Principle

The overstatement of profits during and after a period of infla-
tion arises from the practice of charging only the historical cost of phys-
ical asset consumption (fixed assets and inventory). When thepurchasing
power of the dollar is 'shrinking, the charging of historical costs--reflect-
ing earlier, and hence lower, price levels--is insufficient for the resto-
ration of real assets used up in production. A proper reckoning requires
the restatement of previously incurred costs in the dollars, of realization,
that is to a9y, in the revenue dollars against which they are charged.
Only when costs and revenue are measured in the same dollars can the dif-
ference between them (profit) be correctly determined.

It follows that when the real cost of physical asset consumption
Is undercharged the shortfall is accounted as profit. It follows also
that this much of the reported profit is fictitious, representing simply
the understatement of costs.

The Project

The foregoing statement of principle refers to the conversion of
historical costs into their equivalents in current dollars. This implies
the use of an index of the general purchasing power of the dollar. Unfor-
tunately from our standpoint, the official conversions are based on a
multiplicity of specific price indexes purporting to reflect the current
replacement costs of the individual items or classes of Items processed.
We refer to the Department of Commerce conversions, which are applied both
to fixed-asset consumption (in the Capital Consumption Adjustment) and to
inventory consumption (in the Inventory Valuation Adjustment) by means of
such replacement-cost indexes. While we prefer the use of a single compre-
hensive index of prices, the overall results obtained from a multiplicity of
specific indexes are not far different. In any case, we are constrained
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by the nature of the available data to use the latter, which represents a
conversion of income-tax costs into current-cost equivalents, rather than
into current-dollar equivalents./l

In the project in hand, we propose to compare current-cost depre-
ciation vith tax depreciation and current-cost inventory consumption charges
with their tax counterparts. We can then see what difference the conversion
makes in the profit figures. The study is limited to the corporate system
because-profit as such is not available for the unincorporated sector, and
wore specifically to nonfinancial corporations, the'category principally
concerned with physical asset consumption. It is limited also to the infla-
tion of 1965-78.

I. FIXED ASSETS

The Department of Comnerce computes annually current-cost depre-
ciation on the fixed assets of nonfinancial corporations, using two write-
off methods (straight-line and double-declining-balance) and a variety of
service-life assumptions. It has expressed its preference in service-life
assumptions (85 percent of Bulletin F lives), and we shall use that assumption.

In previous issues of this memorandum, we argued for and used
the Department of Commerce estimates of current-cost double-declining-balance
depreciation. While we consider them more realistic than the straight-line
alternative employed in the Department's "Capital Consumption Adjustment,'
we have concluded that the difference no longer justifies departure from
the official figures, which have been substituted for 1978 and all prior
years, in the tables that follow.

The following table compares the Department's computation of
current-cost straight-line depreciation with its estimate of the deprecia-
tion allowed for income tax purposes.

1/ For a discussion of this issue, see Realistic Depreciation Policy,
HAPI 1954, Chapter 12.
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- TablelI

C66parison of the Cdrrent-Cost Straight-Line Depreciation of
Nonfinancial Corporations WithW the Depreciation Allowed

'Them for Income Tax purposes
(Billions of Dollars)

1965
1966
1967
1968
1969
19703
1971
1972
1973
1974
1975
1976
1977
1978

(1)
Current Coat

S/L
$ 32.8

35.7
39.3
43.0
47.8
53.1
58.2
62.6
68.7
80.8
96.8

106.7
115.6
126.5

(2)
Income Tax

Depreciation

$ 36.4
39.5
42.9
46.6
51.3
54.6
58.7
65.3
70.5
77.8
84.9
92.4
100.9
108.8

(3)
"Excess
(1) over

of
(2)

$ -3M6
-3.8
-3.6
-3.6
-3.5
-1..5
-0.5
-2.7

1.8
3.0

11.9
14,3
14.7
17.7

Note that the excess of current-cost over tax depreciation has
grown from a negative amount in 1965 to $18 billion in 1978.

II. INVENTORY

As indicated earlier, the conversion of tax inventory consumption
charges to their current-cost equivalent is computed by the Department of
Commerce as the Inventory Valuation Adjustment (IVA). The calculation
allows for inventory consumption presently charged for income tax purposes
by LIFO and similar current-costing procedures, and converts only the
balance under historical-costing systems. The results follow.

Table 2

Inventory Valuation

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978

Adjustment for Nonfinancial
(Billions of Dollars)

$1.9
2.1
1.7
3.4
5.5'
5.1
5.0
6.6

18.6
40.4
12.4
14.5
14.8
24.4

Corporations
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Here again we have a gradual rise in the excess Of current-ost
over income-tax charges, culminating in thip Case in a sudden sqrge to
$40 billion in 1974, with a 1978 level of $24-bilion.

III. ADSTHENT OF PROFITS

We are nowready to pist the pieces together and adjust profits
as reported for income tax purposes.

Table 3

Adjustment of

(1)
Profits
Before
Tax as
Reported

$ 64.4
69.5
65.4
71.9
68.4
55.1
63.3
75.9
92,.7
102.9
101.3
130.2
143.5
167.1

Reported Profits of Nonfinancial
(Billions of Dollars)

(2)
Income
Tax
Liability

$ 27.2
29.5
27.7
33.6
33.3
27.3
29.9
33.5
39.6
42.7
40.6
53.0
59.0
68.5

(3)
Profits
After
Tax as
Reported
(1) - (2)

$ 37.2
40.0
37.7
38.3
35.1
27.8
33.4
42.4
53.1
60.2
60.7
77.2
84.5
98.6

(4)
Under-
statement
of Costs/a

$ -1.7
-1.7
--1.9
-0.2

2.0
3.6
4.5
3.9

20.4
43.4
24.3
28.8
29.5
42.1

Corporations

(5)
Profits
Before
Tax as
Adjusted
(1) - (4)

$ 66.1
71.2
67.3
72.1
66.4
51.5
58.8
72.0
72.3
59.5
77.0

101.4
114.0
125.0

Profits
Af ter
Tax as
Adjustd/b
(3)- (4)

$38.9
41.7
39.6
38.5
33.1
24.2
28.9
38.5
32.7
16.8
36.4
48.4
55 .0
56.5

A/ The sum of the excesses of current costs over tax costs shown in
Tables 1 and 2.

b/ Since this is a retrospective recomputation of profits, it takes as
given the corporate income taxes actually paid. If tax liabilities
had been figured on the adjusted pre-tax profits, the after-tax effect
of the adjustment would, of course, have been reduced by the tax sav-
ing resulting therefrom. But since they were actually figured on the
reported profits throughout, there were no such tax savings. Adjusted
after-tax profits are simply adjusted pre-tax profits minus actual
taxes on reported profits.

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
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Here is a startli4 picture. Adjusted after-tax profits started
out in 1965 slightly greater than the reported figure, They wound up in
1978 only 57 percent as large./l

Restatement of
Retained Earnings

An even more startling picture emerges when'ie subtract dividend
payments from adjusted after-tax profits to derive adjusted retained
earnings.

Table 4

Adjusted Retained Earnings of Nonfinancial
(Billions of Dollars)

* 1965
1966
1967
1968

1969
1970
1971
1972
1973
1974
1975
1976
1977
1978

(1)
Adjusted
After-Tax
Profits

$ 38.9
41.7
39.6
38.5
33.1
24.2
28.9
38.5
32.7
16.8
36.4
48.4
55.0
56.5

(2)
Dividend
Payments

$ 17.2
18.1
18.9
20.7
20.7
19.9
20.0
21.7-
23.9
26.0
28.5
33.5
39.1
45.0

Corporations

(3)
Adjusted
Retained
Earnings

$ 21.7
23.6
20.7
17.8
12.4
4.3
8.9

16.8
8.8

-9.2
7.9

14.9
15.9
11.5

1/ It should be acknowledged that there is a slight duplication in combin-
ing the depreciation and inventory adjustments. Practice differs widely
with regard to the treatment of depreciation, some companies charging it
into cost of sales, others treating it as an expense. Overall figures
on the relative prevalence of the two procedures are not available. To
the extent that depreciation is included in the cost of sales, there is
of course some duplication of the separate adjustment for depreciation.
It is not important, however. Even if all depreciation were so charged,
it would makeup only 5 or 6 percent of total inventory-consutmption
changes, and the maximum duplication would therefore be this percent of
IVAg a relatively insignificant amount. Since the actual duplication
is only a fraction of this, it can safely be disregarded.
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Over the past nine years, 1970-78, adjusted retained earnings
have been relatively small (averaging a little over $7 billion a year).
Nonfinancial corporations have been distributing most of their adjusted
.earnings, the bulk of their reported savings representing the amount
required to cover .the understatement of costs.

AdjutLe4,Profits and Retained
Earnings in Constant Dollars

To make the horror story even worse, the dollar has been shrink-
ing over the interval and it is necessary to adjust for this by stating
the results in constant dollars. We use for this purpose the GNP deilator
(1972 - 100).

Table 5

Adjusted Profits and Retained Earnings of Nonfinancial
Corporations in 1972 Dollars

(Billions of Dollars)

1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978

(1)
Adjusted
After-Tax
Profits

$ 52.3
54.3
50.1
46.6
38.2
26.4
30.1
38.5
30.9
14.5
28.6
36-2
38.8
37.1

(2)
Adjusted
Retained
Earnings

$ 29.2
30.7
26.2
21.6
14.3

4.7
9.3

16.8
8.3

-7.9
6.2

11.1
11.2
7.6

In constant dollars, the adjusted earnings of 1978 were only
71 percent of 1965. As for retained earnings, the comparison is even
more dismal. Here the 1978 figure was only 26 percent as large.

IV. EFFECTIVE INCOME TAX RATES ON ADJUSTED PROFITS

Since the income tax liability (federal and state) is computed
on overstated historical-cost profits it is obvious that the effective.
rate on profits adjusted for the overstatement i higher than the rate
reported. The following table shows the difference.
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Table 0

Effective Tax Rates on the Pre-Tax Profits of Nonfinancial
Corporations as Reported and as Adjustedja

(1) (2)
On Profits On Profits
As Reported As Adjusted
(Percent) (Percent)

1965 42.2 41.1
1966 42.4 41.4
1967 42.4 41.2
1968 46.7 46.6
1969 48.7 50.2
1970 49.5 53.0
1971 47.2 50.9
1972 44.1 46.5
1973 42.7 54.8
1974 41.5 71.8
1075 40.1 52.7
1976 40.7 52.3
1977 41.1 51.8
1978 41.0 54.8

a/ Column (2) of Table 3 as percentage of Columns (1)
and (5), respectively.

It is obvious at a glance that effective tax rates on real
profits have moved away from those on reported profits. In 1974 the
rate reached 72 percent. For 1978 it was 55 percent.

V. WHAT DOES IT MEAN?

It is clear that American business has not yet learned how to
protect itself against inflation. Overall, it has been unable to maintain
normal margins even in the overstated profits of conventional accounting.
In terms of real profits, the shrinkage has been drastic./l

It is difficult in many situations to protect even nominal profit
margins in the face Qf inflation. The difficulty arises when price-setting
takes place in advance of cost incurment, Under prevailing practice this
is a fairly common phenomenon. There may be long-term fixed-price snles
%.ontracts outstanding; catalogs may be issued only annually or semi-annually;
seasonal merchandise may be priced months in advance of delivery; long-
cycle production may be quoted before work is'started; etc. Unless such

_/ See Corporate Earning Powgr in the Seventiest A Disasteri MAPI,
August 1977.
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advance pricing is based on the costs that will be incurred later (as
distinguished fromthose prevailing at the time of quotation), even
historical-cost profit margins will be squeezed.

Overall, however, the protection of nominal margins is a minor
problem compared with the protection of real margins. The lead of price
determination over cost incurment varies widely from one industry to
another. In many it is negligible, in some even negative. But the lead
of cost incurment over receipts from sales, though likewise variable, not
only averages far longer, but is almost universal. Correction for both
leads is accomplished by pricing on replacement costs anticipated as of
the time of sale. This is done by basing prices and prospective profit
margins on those costs.

It must be acknowledged of course that such a pricing policy may
be impracticable for an individual company in a market where the competi-
tion is pricing on understated costs. The real'remedy lies in the reform
of policy across the board. If all competitors are targeting their prices
on fully stated costs, there is a better chance that they can make them
stick.

Let us add in closing that the present situation is bad not only
for business, but for the nation as a whole. Despite the suspicion and
disfavor that attach to profits in the eyes of many politicians and of a
considerable part of the public, it is vital that they be large enough not
only to motivate the expansion of productive investment, but to finance a
substantial part of it. It is frightening from the public-policy stand-
point that the reinvestment of corporate earnings, realistically measured,
has become almost negligible. If this continues it will cost the country
dearly.

Let us add further that the Alice-in-Wonderland accounting of
costs and profits that now passes for orthodoxy is a problem not only for
business management, but for the accounting profession, the regulatory
agencies of the government, and, not least, for the tax authorities. It
is high time for concerted action by all concerned.

It is gratifying in this connection that both the accounting pro-
fession and governments appear at last to be grappling with the problem.
The Securities and Exchange Comission has required large companies to
file supplemental statements on the current-cost inventory and fixed-asset
consumption. There is much activity on the subject among accounting bodies
here and abroad, and in several countries by government commissions. -

These are first steps, to be sure, but we may hope that others
will follow. We may hope also, and even more fervently, that the tax
authorities will not be far behind. For the evils of undercoating are
compounded by the present practice of taxing capital consumption as-income.
No reform of costing procedures can be more than partially successful so
long as this practice continues./I

1/ See Inflation and the Taxation of Business Income, MAPI, January 1976.
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Statement of the National Crushed Stone Association
On The

CAPITAL COST RECOVERY ACT OF 1979
Sub:ntt;d To The

Senate Finance Committee

The National Crushed Stone Association (NCSA) is an International trade

association representing companies which extract rock and process It into numerous

crushed stone products and companies which supply the industry equipment and ser-

vices. NCSA'. membership accounts for approximately seventy percent of the con-

struction aggregate production In the United States. In 1878 that production totalled

1.06 billion tons, valued at $2.82 billion--acording to the U.S. Bureau of Mines'

latest figures. Aggregates are one of the most basic building materials and are ex-

pected to be in demand at a rate of some two billion tons annually by the yeaT2000.

Stone production is integral to the many industries which comprise the national con-

struction economy.

Economic Assumotions

As the United States notes the 60th anniversary of the Wall Street Crash and

the Great Depression, it is nothing less than prudent to take what lessons we can from

that time. If we can learn nothing else from the Depression Era, we ought to realize

that our economic problems today will not magically disappear, Just as they did not

disappear in 1929. The U.S. cannot "ride out" the current economic situation anymore

than it could then.

The problem now is much different from the problem in the Depression Era.

In 1929 the economy suffered from depression, whereas today it is suffering from in-

flation. The problem then was demand, or rather lack of demand and its consequence

In depressed output. The problem today is certainly not demand, but rather a supply

that cannot keep pace with demand and its consequence in Inflation.

56-073 0 - 80'- 39
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In 1929, clenching fists on government spending, easing taxes, and balancing

the federal budget as quickly as possible were the keys in President'Hoover's plan to dispel

depression. Now in 1979, the Carter Administration and others in the Congress are advo-

cating in effect the same approach to the battle against inflation. Yet working toward a

balanced budget by cutting back government outlays and allowing taxes to rise--a do facto

result of inflation--cannot in itself solve the inflation problem In our advanced, complex

industrial society, anymore than such an economically orthodox approach was able to

cure depression fifty years ago.

Indeed the most treacherous effect of the present call to tighten money and spending

is that it represents a veil for massive, Inflation-cauded tax increases. Inflation cannot be

used to fight inflation. That practice will only result in further eroding of productivity, in-

vestment, and overall industrial wealth. It will result in unemployment, depressed output,

and reduced purchasing power--in recession.

Without question, a balanced budget is a necessary objective. But achieving that

by deliberately slowing economic growth, or worse, by manipulating recession, won't cure

the inflationary tendency of our modem economy. It will only stunt the growth of inflation

to the same extent that it will thwart all other growth in the economy. . d recession, used

as a means to combat inflation, places the heaviest weight on those who are least able to bear

it. Recession causes great misery and can only lead to further uncertainty about the national

leadership and the stability of our economy and society.

NCSA holds the position that the supply side of the U.S. economy must be sub-

stantialy shored up before the nation can begin to move effectively toward a balanced

budget and a reasonable balance of trade payments. Greater efficiency and Inoreased

productivity, in line with national and international demand, are the keys to fighting

inflation as well as to the renewel of stability and confidence JA our social and economic
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structures. It may be, as we all hope, that a depression like the Wall Street Crash

of 1929 can never happen again. At the same time, however, it is Important for

governmental policy and action to acknowledge the fundamental similarities of ddpres-

alon and inflation both are extreme economic conditions, manifestations of an inbalance

between supply and demand in a free economy, and ultimately both can have the same

radically adverse effects on the overall economy.

The present inadequacies on the supply side of the U.S. economy do not stem

from a lack of "good old American know-how," as some commentators might suggest,

To the contrary, the weakness of the supply side Is the result of rising production costs

and declining productivity. The American businessman simply cannot raise the capital

he needs for new plants and equipment, to create new Jobs, and to Increase productivity.

He is working with plants that need modernizing and equipment that needs replacing.

Yet he is faced with a 'ho-win" situation. Equity capital is not nearly as avail-

able to him as it once was. Interest rates on borrowed funds have Increased to the extent

that equity capital can no longer be relied on as a principal source of investment capital.

Meanwhile, nterest on bonds is barely sufficient to keep pace with rim-away inflation.

Industry, especially capital intensive industry, Is unable to generate the necessary n-

vestment capital from profits. Inflation erodes the value of constant production, and

nflation erodes the value of money returned on depreciation of Investments. What's

more, while the value of return on investment is decreasing, the cost of replacing worn

out equipment is Increasing.

Our antiquated depreciation system is overwhelmingly complex and slows return

on Investment to the point where real investment value cannot be reasonably recovered.
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It makes investment pl/hnlng all but impossible and, at bottom, strikes deep at busi-

ness' primary source of investment capital. If left unchanged, this situation with

investment depreciation will further weaken the supply side of the economy, resulting

in even mote inflation, less productivity, loss of jobs, and a lower standard of UvWg.

Positive Effects of CCRA on the Crushed Stone Industry

The Capital Cost Recovery Act of 1979 (CCRA), H. R. 4646, is the most souna

remedy that Congress has thus far offered for the capital formation and capital recovery

crisis in American business today. The crushed stone industry is extremely capital inten-

sive. Under current depreciation rules, there is a "useful life" for each piece of equipment

that an operation owns. The CCRA would essentially place all that equipment under a

single category--for quarrying operations, Class II of the CCRA--with a five-year

write-off. This would greatly simplify record-keeping by eliminating the Asset Depre-

ciation Range (ADR) and other complicated methods of calculating depreciation. In

addition, the Capital Cost Recovery Allowance would help to eliminate the understatement

of depreciation which is caused by the interaction of long write-off periods and inflation.

Current practice requires maintenance of detailed recordp of the ADR's multi-

tude of asset categories and its variety of permitted "lives." This administrative com-

plexity prevents many small operators from taking advantage of the ADR system, which

might enable them to obtain a greater capital return from depreciation, and ties them to

the "useful life" concept and straight-line depreciation.

Furthermore, the majority of the quarry operations in the nation's crushed

stone industry are relatively smaU businesses. Some of them, in fact, are so-caled
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'mom and pop" operations. It is these small businesses in particular which suffer

the greatest drain of capital, since they are neither able to generate large amounts

of investment capital nor to avail themselves of the ADR system.

Virtually all assets in the crushed stone Industry would fall under the CCRA's

five-year life provision, which permits depreciation on property under construction.

Such a provIsion to particularly necessary for the crushed stone industry because it

would correlate the tax benefit of depreciation with the actual investment in tangible

property whether or not the property Is placed in service at the time of investment.

The implications of eliminating the placed-in-service concept are important for the

opening of new operations, especially where there may be a considerable time between

Investment In property and the actual placement of that property in service. Moreover,

by eliminating the placed-in-service concept, the CCRA would bring depreciation rules

in line with the 'Iualifled progress expenditure" concept (January, 1975) of the invest-

ment credit law and the energy tax law.

The present concept of investment tax credit (LTC) recapture requires a lusi-

- newsman to pay back substantial dollars or, in some cases, all of the ITC, If he liquidates

-an asset prematurely. Under the CCRA proposal, however, a standardized table would

be utilized to determine what percentage of the investment in an asset should be re-paid,

based epon the actual time that asset was held. This provision would make it possible

for businessmen to base their re-Investment decisions on eonomio and market factors,

rather than solely on tax considerations.

,In the same sense, the CCRA's elimination of salvage value assumptions from

depreciation calculations and its elimination of the guess work involved in the salvage
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value concept would have important Implications for the crushed stone industry, espe-

cially with respect to new investments and upgrafg of existing property under CCRA

Class l.

By simplifying reoord-keepn and administration, by reducing to three the-

number of depreciation categories, by making possible faster write-offs, by eliminating

guess work and assumptions about useful life, placement in service, and salvage value

of assets, the CORA would make It possible for American businessmen to plan for, and

on the basis of, recovery of Investments., It is this essential ability to plan that

facilitates the re-investment of capital and the decision-making involved in principal

Investments.

Finally, to the extent that a tax benefit would be received under the CapItal

Cost Recovery Allowance in excess of that available under current depreciation rules,

the CCRA provides that the excess should be taxed as ordinary income on disposal of

the property. But more importantly, NCSA believes that a substantial, long-term in-

crease In capital investment and re-investment, and consequently a substantial increase

in productivity, would be possible If the CCRA were enacted. Such economic vitality

would be more than sufficient to maintain Treasury revenues and, by restoring the

balance between supply and demand, would attack the very core of the economy's infla-

tlooary'tendenoy, Without a doubt, enactment of the CCRA would help to restore the

nation's economy to stability and would net national and International confidence In the

U.S. economic system.

November 8, 197i
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ALUMINUM COMPANY OF AMERICA
ALCOA BUILONO, PIfTSBUGH,PIENNSYLVANIA 15219
JAMES S. MASMAN, JR. EMecutrve Via* Oesldirt-Finsencd ALCOA

1979 November 09

Senator Harry F. Byrd, Jr.
Chairman of the Subcommittee

on Taxation and Debt Management
2227 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Byrd:

REi S.1435 - CAPITAL COST RECOVERY ACT OF 1979

We believe that S.1435 - Capital Cost Recovery Act of 1979 ("10-5-3") is a

reasonable approach by Congress to initiate changes in the depreciation area

which would provide assistance toward solving the capital formation problems

facing American business today.

This proposal realistically and effectively provides the mechanics to achieve

the goals of capital formation, i.e. slowing Inflation, increasing international

competitiveness, providing energy independence, cr&Ziing jobs in the' private

sector, providing adequate housing, and maintaining a high standard of living.

More specifically we see this system as highly flexible, and its simple uniform

application is a much welcomed relief from the present costly burdensome

reporting requirements of the Asset Depreciation Range Class Life System (ADR).

We believe that this new approach for adequate depreciation will enable the

business community to more readily adapt to changing situations and reduce the

risk connected with recovery of investment. It should receive a larger usage

than ADR and stimulate Investment in productive facilities and in research and

development which also leads to new, more efficient equipment tb further

increase productivity.



With respect to Alcoa in particular and the aluminum industry in general the

present depreciation system does not provide adequate capital for expansion

purpose. 'F6r example Alcoa's capital spending projections for 1979' are about

$400 million Approximately 702 of this Vill hve been expended for

prodejctlvlty,'5 acity sustaining and envIrenment.l programs with only,302 for

the ,expansion of facilities, Because of the long lives associate.ovith our

industry and the exorbitant cost of new facilities, present depreciation methods

only provide 202 to 252 of Alcoa's capital spending requIremetits.

Since aluinu is such an energy saving material its future demand will far

outstrip production capabilities. Unless new incentives are provided to

generate additional capital we fear aluminum imports will increase which

effectively means exporting jobs and continuing Inflation.

In summary we fully. support S.1435 as a realistic method of capital recovery to

replace our present outmoded system and respectfully request that this letter

be made a part of a record of the hearings held by your committee on 1979

October 22.

Sincerely.

i S. Pasman, Jr.
4ec ive Vice President - Finance

JS .Ajb
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FINANCIAL EXECUTIVES INSTITUTE
633 THIRD AVENUE, NEW YORK, N.Y. 10017 2112 953-0500

November.6, 1979

Honorable Harry F. Byrd, Jr.
Chairman, Finance Subcommittee on

Taxation and Debt Management
United States Senate
Washington, D.C.

Dear Senator Byrd:

This letter is written in response to the invitation from

your Committee to submit statements on S.1435, the Capital Cost

Recovery Act of 1979, sponsored by Senators Nelson, Bentsen,'

Packwood and Chafee.

Financial Executives Institute represents 11,000 senior

financial officers of both small and large businesses. We

welcome this opportunity to express our strong support for this

much needed legislation.

As you are well aware, current depreciation.allowances for

Federal income tax purp oses are totally Inadequate in an in-

flationary economy.' Historical costs underestimate the true cost

of replacing buildings, machinety and equipment which.are used

in production. This understatement of costs is converted 'into

overstated taxable income, thus, artificially and substantially

increasing the effective tax rate on corporate profits.

American business, therefore, is being taxed on "phantom"

profits, with the result that badly needed funds for reinvest-

ment in more productive plant and equipment are being drained

away. The long-term result could be continuation of the decline
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in United States productivity that has taken place in the last

twelve years. This deolone has played a large role irt overall

supply falling so far behind demand that inflation is the rdsult.

We also view the shift from the current inadequate Asset

Depreciation Range (ADR) system to the capital cost recovery

system proposed in S.1435 as essential to maintaining the CoM-

petitive position of U.S. business in an increasingly inter-

dependent world economy. The United States has long lagged behind

its industrial competitors in tax provisions that encourage capital

formation rather than consumption.. The time has come .for the

United States to reverse the order of its tax priorities and give

higher priority to investment.

The Capital Cost Recovery Act of 1979 properly, in ouk view,

provides for a gradual rather than an abrupt transfer from the

present outmoded system. Moreover, there is a strong likelihood,

that the long-term impetus gtven to capital spending.would, in

turn, generate added revenues as the new system matures -- thus,

offsetting much or all of any temporary revenue shortfall. For

this reason, we believe that prompt passage of the Nelson bill

w6ld not be inconsistent with any short-term need for fiscal

responsibility. In fact, prompt enactment would also'be re-

sponsive to the long-term need for expanded and more efficient

productive facilities to bring down the rate of inflation.

e.yery much appreciate your invitation to express our views

-2 -
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on S.1435. Attached for your further consideration is a more

detailed statement of our position on this important legislation.

Respectfully submitted,

Donald K. Frick
Chairman, Committee on Taxation
Financial Executives Institute

Att.
cc: Michael Stern, Staff Director

Senate Committee on Finance
(with 5 additional copies)

-3-
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Committee on Finance - U.S. Senate
Hearings on Miscellaneous. Tax Bills

by the
Finance Subcommittee on Taxation and Debt Management

Statement Submitted by
Financial Executives Institute

on
Capital Cost Recovery Act of 1979 (S.1435)

Introduction

Despite a large dollar investment in capital facilities

by U.S. companies in recent years, the record shows that the rAte of

capital investment in the United States lags behind that of other

major industrial countries. For example, Japan spends over 20 per-

cent of its gross national product on capital investments and

Germany' over 15 percent, while in the United States the percentage

has ieen running at only 10 to 11 percent.

Clearly, the United States cannot long maintain a position

of leadership in the world economy when its rate of capital invest-

ment is so much lower than that of other competing countries.

Reduced capital investments will inevitably lead to a lower level of

productivity. This is borne out by data showing that the 2.6 percent

average annual growth in productivity (output per hour) during the

1960 through 1977 period in the United States was less than in other

major industrial countries - Canada, 4 percent; Japan, 8.8 percent;

West Germany, 5.5. percent and the United Kingdom, 3.4 percent.

Further, since 1967, there has been a significant slowdown in the

rate of U.S. economic growth. From 1967 through 1977, yearly pro-

ductivity increases averaged only 1.6 percent, falling to 0.3 percent

in 1978. During the first half of 1979, productivity in the private
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sector actually decreased at an annual rate of 3.3 percent. These

figures.indicate that high productivity grovth rates have a close

correlation with high investment rates. They also underscore the

vital importance of capital investment to economic growth. Given

these circumstances, it is clear that U.S. economic policies must be

reexamined to determine what is needed to stimulate the added invest-

ment required to raise U.S. productivity. Those Industries which

currently have high productivity because of high investment rates,

should be encouraged to continue to invest, while thosewith lagging

productivity should have an incentive and the means to increase their

investments and productivity.

Increased Investment to Contain Inflation

There is no conflict between policies designed to restrain

inflation and those intended to stimulate investment. On the contrary,

the only long-term answer to inflation is increased production.

An increase in productive capacity is essential if we are

to solve the present problem of high inflation and maintain an accept-

able level of employment. To increase productive capacity, the tax

system must provide improved incentives for capital investment.

Under the existing tax depreciation rules, historical costs under- 

estimate the true cost of replacing buildings, machinery and equip-

ment that are used in production. As a result, part of what books

show as net revenues subject to taxation represents the understate-

ment of companies' costs. In this way, inflation converts under-

stated capital costs into overstated taxable income, thus, artifi-

cially and substantially increasing the effective tax rate on

corporate profits and reducing a principal source of capital funds

-2-
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for new plant and equipment.

,This position is e"pported by a recent study of the Joint

Economic Committee of Congress which aids

OTo the extent that our tax'dysteni does not allow
the depreciation allowance to cover the cost of
replacing capital equipment at inflated prices,
inflation will reduce the rate of return to
investment and cause profits to be overstated and
will, therefore, increase business tax liability."

Accordingly, One of the most significant areas where the

Federal Government can play an important role in increasing private

investment and reducing inflation is tax policy. The impact of

Federal taxes must be taken into account in every business trans-

action -- particularly in the case of long-torm calptal spending

programs whose economic feasibility hinges importantly on the after-

tax rate of return.

Capital Cost Recovery Act of 1979

Senator Nelson, together with Senators Bentsen, Packwood

and Chafee, recognized the need for a change in Federal Taxes to

encourage investment. Accordingly, last June they introduced S.1435,

entitled the Capital Cost Recovery Act of 1979. In recognition of

the importance of this measure, 8.1435 now has 36 senators as sponsors.

A companion House bill, HR 4646, introduced by Representatives James R.

Jones and Bazrer B. Conable of the Ways and Means Committee, now has

about 250 sponsors from both parties. Accordingly, there is sub-

stantial Congressional support for the provisions of 8.1435, the

Capital Cost Recovery Act of 1979, now before this Subcommittee.

Financial Executives Institute Position

Financial Executives Institute has long urged Congress to

change the tax laws to encourage rather than discourage investment.

-3-
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Suoha.6hange-is of partiular importance today because existing tax"

depreciation allowances basod on historical costs have been seriously-A

eroded by inflation, ?inancial Executives institute believes that

thb time has 0oe to .adolt a Ilexible capital cost recovery allowance'

System, since these:depreciation 0hfkgee-basedi-on historical cost have

become so seriousy eroded by inflation that they; &e,inadequate- to

provide the funds required tot.aplace existing assets. Several

independent studies have been uade' which iidlcate pseriou lag in

.depreciation for tax purposes which results in the taxati6n of *o4

called "phantom" profits, i.e., those representing earnings resulting -

from the understatement~of real costs. However, S.1435, the Capital

Cost Recovery A~t, would provide for more rapid recovery of capital

investment in buildings, plant and equipment, by divorcing the capital

recovery period from the concept of the useful life of assets. Under

this system, business taxpayers could write off their capital costs

over a short fixed period, such as five or ten years, using acceler-

ated percentages within this period, while retaining the full invest-

ment credit. These shorter lives would tend to recognize current

rapid changes in costs of fixed assets, much as LIFO accounting for

tax purposes helps business keep more current with the rising cqsts

of inventories in an inflationary period.

If 8.1435 were enacted, both small and large business firms

acquirlngpapital facilities after 1979 would benefit in two ways.

First,-the tax rules for a fast write-off oflasets are spelled out

simply in the bill -- a matter of'great significance to small firms

which are-unable to cope with the complexitiqs of current depreciation

rules. Second, over a period of years, business tax liabilities in

-4-



relation to their. output would be reduced, and, thus, funds would be

released more quickly for'reinvestmxnt. "As a result, "real economic

growth would be encouvaged by stfisulatihg investmenttin better, more

effiOjent plant and capital equipment. 1W thedlong run,it would-

alo. create additional amljloymeht, aid' ake the U.S. more competitive

in world, markets. _ Also,' this more simplified procedure for. calpital.

cost recovery, ;when Oompared to present depreciation methods, gould

relieved taxpayers' -dd- the Internal Revenue Service of administrative

burdens-.

Provisions of 1elson Bill (9.1435)

As introduced by Senator Nelson and others, the Capital

Cost Recovery Act of :1979 would meet the objectives for a more rapid

recovery of capital investment irf productive assets. It would stream-

line azai simplify the depreciation of commercial buildings, plants

and capital equipment by replacing the current complex array of

depreciation lifetime'schedules with a standardized set of cost

recovery rates for most capital assets. ,

Specifically, S.143T'provides that, beginning in 1980, all

newly acquired or constructed depreciable assets will be divided into

three major classes. Class I will cover retail, 'commercial and

industrial structures -- these can be written off ih 10 years,.as

against the much longer period of depreciation'for such buildings now

required. (Residential buildings will'not be eligible for the lO'-ydr

life') Class 2 assets will include tangible property,.such as machi-

nery'and equipment, and will have a life for tax purposes of five

years. Class 3 isets will be the first $100,000 annual' Investment

in automobiles and light trucks for business use, which will have a

-5-
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tax 3ife of three yea;s. To simplify taxpayers' calculations, within

these 10-5-3-year asset clpas lives, depreciation will be taken on

an aOelerated basis according to a fixed annual percentage-- thus,

eliminating any controversy with the Internal Revenue Service as to

the depreciation rate. All Class I and Class 2 property will be

eligible for the full 10 percent investment tax credit, as long as

the property is of a character currently eligible for the credit.

Class 3 property Will be eligible for.,a 6 percent investment tax

Property will'be eligible for depreciation and the invest-

ment tax credit when the taxpayer actually pays for the asset, or

when the property is placed in service, whichever is earlier.

The proposal contains safeguards to prevent abuse. When

a depreciated asset is sold, the previously depreciated amounts will

be recaptured as ordinary income. Also, early disposal of an asset

will trigger a partial recapture of the investment tax credit. Tax-

payers will have the option to claim less than the full depreciation

allowance permitted under the proposal and to carry forward the

unused allowance to any future year.

The bill also contains a transition rule designed to phase

in the new capital cost recovery system over a five-year period in

an orderly manner, as a replacement for existing depreciation rules.

Thus, the revenue loss in the first year might be as low as $5 billion,

rising to possibly $30 billion in the fifth year, without taking into

account revenues from increased business activity induced by the bill.

Summary

Financial Executives Institute believes that a substantially

increased level of capital investment by business will be required

56-073 o - S0 - 40
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over the next decade. Thi4 increased investment should be encouraged

by making a shift from existing inadequate depreo"ation for tax * ,:

purposes toa capital coit recovery system providing fadt~r, writd6 *

offs for investments in commercial buildings and plant and equipment,

as provided in the Nelson bill, S.1435, before the SubcoMmittee.

AOion is needed now on this bill, which is both fisdally responsible

through the five-year phase-in provision, and necessary'as the beglir

ning step to contain inflation through increased produbtivity.

-7-
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STATEMENT OF EDISON ELECTRIC INSTITUTE
WITH RESPECT TO S. 1435,

THE CAPITAL COST RECOVERY ACT - SUBMITTED TO
COMMITTEE ON FINANCE, UNITED STATES SENATE,

SUBqOMMITTEE ON TAXATION AND DEBT MANAGEMENT

This statement is submitted by the Edison Electric

Institute (EEI). EEI is the principal association of investor-

owned electric power companies in the United States. Its

members comprise 99 percent of the investor-owned segment of

the industry and serve 77 percent of all electricityusers in

the country.

EEI and its member companies have consistently

advocated tax legislation which would encourage and facilitate

capital investment. Various bills that are currently under

consideration, such as the Capital Cost Recovery Act (CCRA),

have as their basic purpose the accomplishment of these laudable

goals.

The testimony of Mr. Gordon R. Corey, then Vice-

Chairman of Commonwealth Edison Company and Chairman of the

Policy Committee on Cost of Money and Taxes of EEI, before the

Committee on Ways and Means, United States House of Represen-

tatives, Subcommittee on Oversight, on March 28, 1979, portrays

the enormous projected capital needs of the electric utility

industry. His testimony provides that for the period 1978

through 1992:
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construction expenditures by the U.S.
*leotric power industry, public and private,
are estimated at $850 billion while the indus-
try's new money needs will be in the $500 to
$600 billion range. These average out to
roughly twice current levels -- over $50 billion
a year of new electric plant construction and
$35 to $40 billion of new electric power indus-
try financing annually. This suggests that
the electric utilities will continue to be
responsible for at least one-third of all busi-
ness financing during-the next decade and
one-half, if they are to provide the expanded
facilities needed to fuel our nation's economy
and provide Jobs and consumer products in the
years ahead." Pg. 23 of written testimony.

CCRA provides for the rapid recovery of Investment in

productive assets and streamlines and simplifies the deprecia-

tion of plant and equipment. CCRA conceptually divorces the

capital recovery period for tax purposes from the "useful life"

of an asset. The problem of inadequate cash flow and the

resulting impact on financing capital investment that CCRA is

designed to alleviate are particularly acute for the electric

utility industry, which is the most capital-intensive industry

in our economy.

The electric utility industry supports CCRA, However,

we strongly urge the following three modifications, which are

essential if the intended results of CCRA are to be realized by

our industry:

I. CCRA deductions3should be available to electric

utility companies only to the extent that utilization of

investment tax credit is not diminished. In effect, investment

tax credit would be used before the CCRA allowance.
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2. If an eleateio utility company is precluded from

the application of CCRA due to regulatory denial of normaliza-

tionaccounting, then depreciation deductions for tax purposes

must be based on the lives and the methods used for ratemakitig

purposes.

3. CCRA deductions based on expenditures for

construction work in progress (CWXP) should be available to

electric utility companies only to the extent that such expen-

ditures are included in the rate base for ratemaking purposes.

The first modification would amend CCRA to insure

that the economic benefits of the investment tax credit will

continue to be available to electric utilities and their

customers. To the extent that the CCRA would provide capital

cost recovery deductions which could reduce the effectiveness

of the investment tax credit, we urge that the legislation be

amended to provide that the investment tax credit must be fully

utilized by an electric utility before deduction be permitted

under CCRA. This is necessary to preclude amputations to

electric utilities by regulatory agencies of capital cost

recovery deductions which otherwise may result if CCRA as now

drafted be enacted. If this modification were to be adopted,

the revenue loss stemming from CCRA estimated by Treasury for

the electric utility industry would be materially reduced.

The second modification provides an alternative

deduction for electric utility companies that are denied
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normalization accounting by their regulatory agency. Under

CCRA, electric public utility property will be eligible for the

recovery allowance only if a normalization method of accounting

is used. No specific depreciation provisions cover the treat-

ment of such property if a normalization method is not permitted

by the regulatory agency Because the class life asset depre-

ciation range system of depreciation, commonly referred to as

ADR, would no longer be available for additions to property

accounts, tax lives for depreciation purposes necessarily would

be determined on a facts and circumstances basis. This would

impose on electric utility taxpayers and on the Internal Reve-

nue Service burdens that both CCRA and ADR are intended to

alleviate. By specifying that the lives and methods used for

rate-making purposes be used also for tax purposes, our proposed

amendment would reduce controversy between the Service and

taxpayers relative to depreciable lives and wquld reduce

uncertainty concerning the amount of income taxes properly

includible in cost of service for ratemaking purposes.

Our final recommendation is that CCRA be amended to

provide that the recovery allowance based on CWIP expenditures

by electric public utility companies be available only to the

extent that such expenditures are included in rate base for

ratemaking purposes. In the majority of regulatory jurisdic-

tions, CWIP is not included in the rate base. Inclusion of

CWIP in the capital cost available for recovery under CCRA in

instances where it is not included in rate base for ratemaking
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purposes would create tax deductions which have no relationship

to current revenue. Additionally, such tax deductions would

create a tax normalization reserve which could be deducted from

rate base for ratemaking purposes even though CWIP is not

included in the rate base. This Mismatching would result in

actually decreasing current revenue and would be inconsistent

with the objectives of CCRA. This possibility should be

averted by a requirement that CWIP expenditures be recoverable

capital qosts during the construction period under CCRA only if

they are included in the rate base for ratemaking purposes.

Our recommendation of these changes does not indicate

any lack of enthusiasm for the concept of CCRA. CCRA in its

present form is basically sound and would be instrumental in

returning financial vitality to American industry. We support

in particular the requirement of normalizatiQn accounting by

regulated public utilities. We also strongly support the

provision for unlimited carryover of unused CCRA deductions,

which is-paitioularly important for an industry such as ours

that has a high ratio of capital investment to revenue. -It ip

essential to the eliotrio utility industry that both of these'

features of CCRA be retained.

Mandatory normalization for regulated companies

places these entities on the same basis AA that required by the

accounting profession for non-regulated industries. Normaliza-

tion, as previously recognized by the Congress in legislation
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dealing with accelerated depreciation, is important because it

protects the ratepayers' interests by insuring the proper

allocation of tax benefits to the ratepayer using the utility

service and by giving him the bettor and less costly service

that a financially healthy utility company can provide.

Normalization contributes to the financial health of a regulated

utility by providing:.

1. Improved debt coverage,

2. Improved quality of earnings,

3. Improved cash flow,

4. Reduced external capital requirements, and

5. Lower costs of financing.

These financial benefits have the ultimate effect of reducing

cost of service and benefiting all ratepayers.

In conclusion, adoption of CCRA will be an important

step in improving the overall financial condition of American

industry. The investment stimulus from CCRA is needed and

justifiable for business generally and specifically for the

electric utility industry. The tax benefits from CCRA would

be instrumental'in providing more productive, efficient and

reliable electric utility systems. Such benefits would clearly

be meaningful to the electric utility industry and its customers.
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STAfeENT Or

JEROME 0. HENPCKSON, PRESIDENT

THE VALVE MANUFACTURERS ASSOCIATION

McLEAN, VISINIA

Mr. Chairman

I am Jerome 0. Hendrickson, President of The Valve Manufacturers

Association (VMA), which is headquartered in McLean, Virginia. The Valve

Manufacturers Association includes 72 manufacturers accounting for 75 percent

of the total United. States industrial valve production.

VMA supports the passage of S. 1435, the Capital Cost Recovery Act

of 1979. This legislation would replace existing depreciation schedules for

business plant, equipment, and rolling stock, and substitute in its place a

simplified system of rapid depreciation for such assets. The Bill has been

referred to as the "10-5-3" proposal, providing a l-year write-off for

buildings, a 5-year write-off for equipment, and a 3-year write-off for a

limited investment in cars and light trucks.

Last year the United States industrial valve industry recorded

annual sales of $2 billion and employed over 50,000 people. It is estimated

that an equal number are employed in supplying and supporting companies.

In 1978, the industry had a return of 5.3 percent on sales and an 8.9 percent

return on net worth.
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One of the most serious problemS facing our members is that of

capital formation. Currently annual industry capital expenditures are"

$104 million, or 5.2 percent of sales. gince outside sources of capital are

scarce, growth must be financed internally to a large extent. One way to

facilitate this type of activity is by creating a capital cost recovery

system which is fair, simple, and competitive with domestic and international

competitors.

The present system is not equitable, requiring our industry to

write off the original cost of its plant and equipment, on the average,

over a period of twelve years. The need for effective capital cost recovery,

however, extends well beyond our industry alone. The concept of "useful

life" and the asset depreciation range (ADR) work to inhibit investment and

capital formation in our nation as a whole. A continued low level of

investment in this country has resulted in sagging productivity, sluggish

production, and faltering competitiveness in world markets.

The Capital Cost Recovery Act of 1979 is designed to encourage

real economic growth by stimulating investment in better,.more efficient plant

and equipment. By restructuring the method of depreciation to one which

places emphasis on capital recovery instead of "useful life," this legislation,

if enacted, will stimulate capital investment and make the United States more

competitive in world markets. The Bill would also permit U.S. companies to

"catch-up" with the more rapid depreciation rates already permitted in many

other industrialized nations.

Accordingly, we of The Valve Manufacturers Association urge the

Congress to act quickly to approve the Capital Cost Recovery Act of 1979.

By encouraging further investment in modern plant and equipment, it will

provide major benefits to the U.S. economy and to our industry.



629

STATEEt OF "TE ALLIANCE OF METAiJORKING INDUTRIES

This statement is submitted on behalf of the Alliance of Het al-

working Industries (AMI), a national trade association, the members of which

include the American etal Stamping Associationj National Tool, Die & Precision

Machining Associations Forging Industry Association.1 National Screw Machine

Products Associations and Spring Manufacturers Institute. These five indus-

tries employ approximately 889,000 people in 18,900 manufacturing plants which

register over $32.5 billion in sales annually. The average plant has forty-

seven employees.

Although each of the five industries represented may be characterized

as a "small business" industry, their total influence on the manufacturing

economy Is far-reaching.

Metalworking companies are typically independent, contract manu-

facturers of component parts produced to the specifications of the industrial

customers. Some produce end products as well. But most are "sub-contractors"

to an enormous variety of larger manufacturers who assemble and market the

finished products.

Major'customers include the aerospace, appliance, automotive, con-

struction equipment, electronics, farm implements, nuclear and transportation

industries.

As small businessmen we consider ourselves the most competitive and

the moat responsive element of tte free enterprise system in the United States

today. A majority of all employed Aericans work in small companies such as

ours. we are, therefore, eminently concerned not only with the development of

new products but also with the growth of jobs in our Industries. Whether we

can continue to grow in these areas depends in no small part on the updating

of tax code provisions to ease the burdens on small companies and to stimulate

the small business economy.
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ANI, as an alliance of five national trade associations, speaks

in unison in support of the principle of accelerated depreciation, and we

emphatically urge that capital cost recovery legislation be enacted in

this Congress. We are greatly encouraged that committees in both legis-

lative bodies are holding hearings and giving much-needed and most

serious consideration to depreciation reform.

It is at least equally important that this Congress recognie

the unified business voice in favor of the principle of accelerated de-

preciation as a stimulus to capital formation and renewed productivity

in American business today. AHI joins that unified community of American

business, both big and small, which espouses this principle as a means

to achieve our common national goal.

Axi's present position has evolved from its continuing concern

with the effect of American tax policy on American productivity. As the

Congress has reviewed, and sought to reform, our numerous tax policies

and provisions, ANI has attempted to apprise the committees of Congress

of its perspective on these proposed reforms. In early 1978, for example,

AI's representative testified before thte House Ways and Means Committee

on the Administration's tax reform proposals. The evolution to our

present position is clear from that testimony

AN! endorgds the concept of simplified
depreciation because the present provisions
are inade*ate, outmoded, and in .great need
of simplification and overhaul.
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At the present time, small firms simply do not have the
resources to make these provisions work for then., They

* cannot afford to employ the battery of accountants, at-
torneys, and tax consultants used by their larger com;.
petitors to take full advantage of what is available.
ADR is used almost exclusively by large firms. For
example' it is' so complex that only two percent of the
businesses with assets between $500,000 ind I million
dollars make use of it, while 63 percent of those with
assets of over 1 billion dollars use it. Additionally,
the Senate Small Business Committee has proposed an op-
tional, simple straight-line depreciation system with
shorter useful life for investments in new and used
equipment and other small business interests have recom:-
mended an increase in the dollar amount of additional '
depreciation which may be taken in the first yeor of an
asset's life.'

On balance, however, what is even more important than
the specific form of simplified depreciation provisions
is that the Congress adopt a tax policy that encourages
the replacement of obsolete and inefficient plants,
machinery and equipment so that American enterprise will
outproduce its rivals, continue to provide jobs, and
maintain Aerican leadership in the world marketplace.

At the present time, American business is at a distinct
disadvantage with regard to replacing its obsolete
machinery and equipment because most of the major in-
dustrialized nations offer capital cost recovery allow-
ances superior to those provided in this country. Prompt
capital recovery allowances should be designed to encour-
age modernization and expansion of productive facilities
in order to make American industry fully competitive and
capable 6f meeting the added demands of our economy.

Liberal capital cost allowances are especially important
to small or new bUsinesses which have difficulty in ob-
taining capital for long-lived property.

As targeted in thp 1978 testimony,, simplification of current

useful life depreciation laws would be of prime importance to our small

business members. Most small firms do not elect to write off their aspe"

undqr the current Asset DepV.eciation Range system which was adopted in 1971.

ADR contains approximately 130 guideline class lives for assets (excluding
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most real property), and imposes a number of formal accounting and reporting

requirements.

In the less than two-year period since our prior testimony, the

Treasury Department has revised the statistics we cited by estimating that,

while nearly 92 percent of corporate taxpayers with depreciable assets of $1

billion or more elected ADR in 1974, only 0.36 percent with assets of $500,000

or less did so. Therefore, any capital cost legislation should be~simple for
small businesses to use from the day of its enactment.

Whether or not American business can keep pace with the productivity

gain of our foreign competitors will depend, in no small part, on this Congress,

response to the pending legislation for capital cost recovery. We are encouraged

by these early hearings on measures which were not even introduced until this

past summer. We believe these hearings are indicative of the Congress' evolution

of positions on economic issues. In the early 1970's (when ADR was enacted)

the pending legislation would have died a slow death in committee. By 1978,

however, real strides were made by the highly constructive Revenue Act of 1978,

shifting emphasis from the demand side of the economic equation to the supply

side by exploring incentives to work, save and invest. AXI was pleased to have

been a small part of that evolutionary process and we are pleased to partici-

pate again at this point in time to take another step towards resolving our

capital formation and productivity problems.

Clearly, some portion of the poor relative productivity performance

of the U. S. economy can be attributed to technological catch-up by other

countrieslu similarly, recent enhancements to the investment tax credit have

somewhat improved the competitive position of U. S. businesses vis-a-via

their foreign counterparts. However, if the trends in productivity of recent
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years should continue into the 1980s, 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 U. S. productiVity growth do

not dispel this outlook.

Despite a large dollar investment by U. S. companies in recent

years, the United States is still laggirg behind other major industrial

countries, including West Germany, Japan, and Canada, in the rate of capital

investment. The U. S. economy is suffering from spiraling inflation while

the rate of capital formation and growth in productivity decline. However,

the most important single cause of this productivity slowdown has been the

weakness of business fixed investment over the past thirty years.

Many of our principal international competitors have stimulated

capital investment and productivity increases by improving their capital

recovery allowance systems. Our basic belief, too, is that a more realistic

capital recovery policy will stimulate this nation, as it has these other

aggressive industrial nations, to a higher level of capital investment and

productivity to the benefit of small or large U. S. businesses and, indeed,

to the benefit of all U. S. citizens.
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STATEMENT OF DR. RUDOLPH OSWALD, DIRECTOR, DEPARTMENT OF RESEARCH
AMERICAN FEDERATION OF LABOR AND CONGRESS OF INDUSTRIAL ORGANIZATIONS

SUBMITTED TO THE SENATE FINANCE COMMITTEE, SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT GENERALLY ON THE "CAPITAL COST RECOVERY ACT OF 1979"

S. 1435

November 16, 1979

The AFL-CIO is opposed to S. 1435 -- the 10/5/3 tax depreciation proposal.

The measure-amounts to a rapid and arbitrary speed-up in depreciation write-

offs. Huge revenue losses would result, the corporate contribution to the costs of

government would be cut in half and the concept of business income for federal

income tax purposes would be rendered meaningless.

In addition to shifting even more of the nation's tax burden away from

business and the wealthy, the proposal would substantially distort and change

relative tax burdens. Larger, more prosperous capital intensive firms would reap

huge benefits while smaller, more labor intensive firms would benefit very little.

Healthy, growing corporations would receive unnecessary bonanzas while the competi-

tive position of marginal or faltering firms would be diminished.

As important, because of the across-the-board nature of the proposal, and the

capricious manner in which the benefits would be distributed, huge amounts of fore-

gone revenue would flow to corporations subsidizing investments that would take

place anyway as well as providing added cash for speculative ventures, corporate

takeovers, overseas activities and other investments which do nothing to enhance

productivity, stem inflation or promote the national interest.

The bill's proponents correctly point to the critical importance of fighting

inflation and heading off recession. Unfortunately, the diagnosis of the causes

of the nation's economic problems is wrong and the policy prescription -- huge

business tax giveaways -- would worsen the situation. Inflationary pressures

would be exacerbated, progress toward economic stability and full employment would

be thwarted and the nation's tax structure would become even more inequitable and,

perverse in its impact on the economy and on investment decision making.
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According to the measure's supporters, improving productivity is the key

to the nation's economic problems. The federal corporate income tax is con-

sidered a major deterrent to enhanced productivity because it over taxes cor-

porate income and thereby discourages productive private investment in the

future and encourages current consumer and government spending. The result is

a bidding up of the prices of a constantly shrinking supply of goods and services

and the answer according to this logic is simply cut corporate taxes. Corporate

cash flow would be enhanced, capital investment will then increase, jobs will

be created making plants more modern and more efficient, productivity will go up

and prices will come down.

Unfortunately, the only certainty in that logic is that corporate cash flow

will increase and federal tax revenues will diminish. How much of the additional

cash flow will go to productive, economy building investment and how much of the

tax cut will be used to buy up other companies, increase dividends, invest over-

seas, speculate, etc., will be determined behind the closed doors of corporate

board rooms. While there is no way of estimating the results of these decisions,

it is obvious that the leakage will be large. -1.

We see no justification, particularly in this time of tight public budgets

and widely proclaimed need for austerity and sacrifice, to capriciously throw as

much as $50 billion a year in federal tax bonanzas to the nation's corporations

and their stockholders-in the hope that this'largess will eventually trickle-down

to workers and consumers in the form of jobs and reasonable prices.

The bill would replace the present system of tax depreciation -- generally

based on the cost and useful life of the asset -- with an entirely new and drama-

tically accelerated system which destroys any linkage between the actual cost of

56-073 0 - eo - 41
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an asset and the annual depreciation-for-tax purposes write-off. By 1984, when

its full effects would be felt, the revenue losewould be over $50 billion -- an

amount equal to a corporateincome tax cut of about 50 percent Under the pro-

posal, there would be only three classes of capital assets. The annual deprecia-

tion vrite-off would be the same for all items within the class regardless of

useful life.

Specifically:

Class I -- Buildings and Structural Components would be written

off in 10 years -- presently depreciation lives' aver-

age 32.6 years.

Class 11 -- Machinery and Equipment would be written off in 5 years --

present average 10.2 years.

Class III -- Auto and Light Duty Trucks -- 3 years -- present aver-

age is 3.5 years.

But even those drastically shortened lives tell only part of the story. 1p

addition, the write-off schedule is so rapidly accelerated that, in the case of

noh-residential buildings, 70 percent of the cost would be written off in 5 years,

and 76 percent of the cost of most machinery and equipment wpuld be~deducted in

only 3 years.

The measure would also retain the present law "double-dip" which allows

companies to ignore the effect of the 10 percent investment credit when calculating

annual depreciation write-offs. Thus, a firm buying a pieceof equipment which cost

$100, receives a $10 dollar-for,dollar tax credit which cuts the actual cost of

the equipment to only $90. Nevertheless, the corporation can still write-off the

full $100 -- in effect d,ducting II percent of its cost.

Thus, under 10-5-3, a firm will be able to write-off more than the cost of

the asset; do it in approximately half the normal time, and front load the deduc-

tions so much as to have 84 percent of the actual cost written off in only one-
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third of the equipment's actual lifetime. In practice, the tax saving resulting

from this proposal would be tore valuable than the notorious "immediate expending"

loophole available to the oil companies on certain types of drilling costs ventures.

Treasury Secretary Miller, in his October 22,1979 statement before this

committee, opposing the measure aoted:

"The present value ofi-he tax saving from the combination of
the investment credit and the accelerated deduction is greater
than full, first-year write offs would be. The treatment of
equipment under 10-5-3 would be better for the taxpayer than
immediate expensing."

Technically, of course, depreciation speed-ups amount to a "deferral" of

tax and not an avoidance since the deduction eventually runs out and taxes in later

years are correspondingly higher. Thus, excess depreciation amounts to an interest-

free loan.

However, since firms routinely and continually invest and reinvest, the

"loan" is constantly recycled and-never paid off and at prime rates of i percent,

money doubles in only 5,years. As a result, "deferring" taxes for 5 years is equi-

valent to paying no'taxes at all, and represents a clear-cut and substantial sub-

sidy--reducing the business' cost of purchasing equipment and increasing everyone

else's tax burdens.

The interest free loan aspect plus the present 10 percent tax credit amounts

to sn interest free loan of 24 percent of the original cost of equipment with a

10 year service life and a 15 percent interest rate under existing law. The pro-

posed five year depreciation schedule would double the interest free loan amount to

49 percent of the equipment's original cost.

This kind of tax proposal'would add to the imbalances among industries in

addition to-an even more inequitable shift of the nation's tax burden away from

corporations and onto individuals. Industries using more capital relative to labor

would receive a greater tax subsidy. And industries using plants and equipment
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shorter lived plants and equipment.

These imbalances are shown in the Treasury Department's estimates of the

benefits for various industries. The estimate shows that-more than 20 percent

.of the investment in public utilities would be paid for with the benefits from

the proposal, just under 20 percent for th coammunications industry, 15 percent

for primary,metals, 8 percelht for motor vehicles and 4 percent for the construc-

tion industry. Services, agriculture and wholesale and retail trade are among

industries that would receive lover than average benefits.

The accelerated depreciation tax proposal would also greatly increase the

use of tax shelters advantages. Much greater benefits would be received through

leasing of machinery and equipment and investments in buildings as a tax shelter.

The benefits of the tax break would have no relationship to productivity

performance or problems of industries.

Moreover there is no justification for any additions to corporate cash flow.

Corporate profits have been booming and are still high despite the onset of reces-

sion.

Corporate profits as measured by the Commerce Department rose to an-annual

rate of $140.7 billion in the first halfof 1979, more than double the 1975 level

and more than triple the 1971 profit of $41.8 billion. Profits cliald 22.8 '

cent in the first half of, 1979 over the sme period last year while workers' buy-

* ing power went down.

Business investment has been very strong shoVing no weakness in the last two

or three years. Investment in non-residential plants and equipment was 10.4 percent

of the nation's GNP in 1978, and 10.7 percent in the first nine months If 1979, a

rate if continued that will exceed ll but one of the last 30 years.

* :



63

Investment in equipment alone is a better gauge of productive investment

than equipment and structures because structured last longer and new equipment

can increase'output without enlarging the size of the plant. Investment fn

non-residential equipment in the first nine months of 1979 was 6.8 percent of

GNP, the same so in 1978, a rate exceeded in only one of the past 30 years.

Investment for modernization of plants and equipment has not been a pro-

blem. Plants and equipment have become increasingly more modern since World War

11. The average age of plants and equipment in U.S. manufacturing, according to

the Cotmerce Department has fallen from 9.1 years in 1945 to 6.4 years in 1979,

the lowest equipment -- excluding plants -has varied between 4 and 5.1 years

and now stands at 4.5 years. The average age of equipment does fall during times

of expansion and rise during recessions. So it was at its lowest in the expansion

of the 1040's and 1960's and fell again in the past three years during the recovery

from the 1974-75 recession. The McGraw-Hill survey has also found U.S. plants and

equipment to be quite modern. Durable goods manufacturers reported that 49 per-

cent of their plants and equipment are less than five years old and non-durable

manufacturers reported 39 percent of theirs to be that net.

The proposal to increase depreciation write-offashas been motivated in large

part as a means to increase productivity. But it would be misguided to reduce

business takes in an attempt to increase productivity.

The major problem retarding productivity in the 1970's has been the severe

recession and slow growth in demand. The unhealthy economic conditions of the

1970's are due primarily to the attempts to fight inflation with recession, high

unemployment, and stringent monetary policies.

Productivity slows down during recessions as the following table illustrates:
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PRODUCTIVITY CHANGES
PRIVATE SUSIS* ECONOMY

1948 - 1974

Percentage Change in
Year Output xer Hour

1948 + 3.82 1963 + 3.8%
1949 + 1.6 (recession) 1964 + 4.0
1950 + 7.9 1965 + 3.8
195L + 2.8 o 1966 + 3.2
1952 + 2.4 1967 + 2.0
1953 +.3.5 1968 + 3.3
1954 + 1.6,(recession) 1969 + 0.2 (recession)
1955 + 4.1 1970 + 0.7 (recession
1956 + 1.3 1971 + 3.4
1957 + 2.8 1972 * 3.5
1958 + 2.5 1973 + 1.9
1959 + 3.2 1974 - 3.0 (recession)
1960 + 1.6 (recession) 1975 + 2.1
1961 + 3.1 1976 * 3.5
1962 + 4.5 1977 + 1.9

1978 + 0.5

A drop or slowdown in consumer demand leaves workers, plants and equipment

idle. High overhead costs discourage the investment that can increase producti-

vaty. The slower operation of business slowa down the introduction of new plants

and equipment that embody the latest technology.

Although overall productivity measures show a slowdown, this is not true of

the basic manufacturing sector. In fact, since manufactured goods sake up a

declining share of total-output, there-is a serious question about the validity of

productivity measurement for the total private economy which also includes construc-

-tion,-financ4, insurance, real estate and personal and business services.

The reliability of the productivity figures vary widely for different sectors

of the economy. Manufaturing is one of the most reliable because there is normally

an end product which can be counted or measured. In contrast, productivity mea-

auras art rather unreliable for services, construction, and finance, insurance

and-real estate. The measures for wholesale end retail trade are also less

?- ". 4'r '; .,
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reliable than-for manufacturing. And those sectors in which the measures are

less reliable are the big growth areas of the U.S. economy In recent years --

raising questions about the validity of overall U.S. productivity figures. The

manufacturing sector, for instance, has declined, until today it accounts for

only about 29 percent of the hours worked in the private U.S. economy,.

The widely bemoaned "slowdown" in productivity for the 1910s ma be

largely, if not entirely, produced by the poor measurement of output for most

sectors -- and the measurement of output is much more difficult during infla-

tionary periods when the measure of output must be adjusted for price increases.

Manufacturing productivity increased 2.4 percent over the year ending in

the first six months of 1979. For all of the 1970s, manufacturing productivity

increased an average of 2.3 percent per year -- less than the 3.0 percent average

of the 1960s, but almost the same as the 2.4 percent average yearly growth of the

1950s.

The respectable rate of manufacturing productivity growth during the 197Qs

-came despite two back-to-back recessions and an underutilization of plants and

equipment during most of the 1970s. The 1973-75 recession was so severe that it

caused a 5.2 percent drop in productivity, the largest drop for any year since

World War I. The recession of 1970 also caused a drop in productivity.

The decade of the 1950a also had two recessions; but neither was as severe

as the 1973-75 recession. The decade of the 1960. was a long period of continuous

expansion of output with only a slight slowing of growth in 1967.

Plants, equipment end manpower were seriously underutilized during the 19709

and this lessened the need-for expansion, thereby slowing productivity growth.

Plant and equipment uti!iiation in manufacturing average only 81 percent in the

1970s compared to 85 percent in the 1960s and 84" percent of the 19508.
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So the recessions and low utilization rates of the 1970s make it remarkable

that productivity growth in manufacturing did as well then as in the 19509. And

cbnsidering the worked difference in the economic climate, it is even more remark-

able that the 1970a growth rate came so close to that of the 1960s.

In the private business sector of the U.S. economy and in the manufacturing

sector, productivity growth has, boen as follows:

Private Business Manufacturing
Year Sector Sector

1970 . 0.7k - .4

1971

1972

1973

4974

1975

1976

1917

1978

1979 (first half)

3.4

3.4

1.9

-3.0

2.1

3.5

1.9

0.5

-0.2

1.4

5.1

2.7

-5.2

.9

4.4

3.1

0.6

2.4

The productivity Qf American workers is stillhigher than the productivity

of vqrkers in other industrial nations. And unit labor costs in the U.S.A. have

gone up much less than unit labor costs in other nations.

The American worker Oroduces 24 percent more than the German worker and 32

percent more than the Japanese workers according to a study by the Dresdner Bank.

And from 1967 to 1977, unit labor costs vent up much more slowly in the U.S.A.

than in spcb other majgr industrial nations as England, France, Sweden, Itasl ,

Germany and Japan. . ,, . - ,

The AFL-CIO supports maintaining and improving our Nation's productivity

performance* We recognize that there may be problem.in particular areas.

However, we are convinced that such problems will not be solved through huge

across-the-board business tax giveaway# and huge treasury revenue losses. We,

tliefore., urge ejection of 6. 1435.

4.,

4.



Manufacturing

Transportation

Communication

Agriculture

Electric Gas and
Sanitary Services

Services

Finance, Insurance
and Real Estate

Retail Trade

Construction

Mining

Total Private Business

Productivity Growth by Industry
1

1940-1977

Percent Change Per Year

1949-59 1959-69 1969-77

2.42 3.02 2.32 (includes/18)

2.9

4.8

6.2

6.6

1.3

1.6

1.8

3.0

4.1

3.2

3.6

5.0

5.5

4.7

1.9

1.2

3.0

1.9

4.3

3.0

2.3

6.2

4.9

1.7

1.2*

1.2*

1.3

-1.9*

-3.2

1;6

4

lData for manufacturing and agriculture are from yearly indexes.
All others are from least squares trend lines.

*BLS does not consider these data to be of sufficient quality tobe
published separately. The data are released only as a means to aid
in understanding the movements in productivity measures.

Source: Bureau of Labor Statistics



CHANGES IN UNIT LABOR COSTS
1967-1978

U.S.' MAJOR INDUSTRIAL NATIONS

Percentage Increase in
Unit Labor Costs

Country

United States

Canada

Japan

Belgium

Denmark

France

Germany

Italy

Netherlands

Sweden

Unj ted Kingdom

National Currency
Basis

79.9

85.7

137.1

66.3 (1977)

95.7

123.1

80.2

267.7

83.1 (1977)

143.4

257.0

U.S. Dollar
basis

79.9

75.8

312.0

130.6 (1977)

148.1

143.9

-258.3

170.4

168.7 (1977)

.178.2

.149.0

U.S. Department of Labor,
BL§Prexs ReLiase

Source:

.4
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AT&T

Robert N. FPnt Amedcan Tsethe and
VKe President and Comptroller Telegraph Con"sn

495 Beadway
New Yor, KY. 10007
PhW. (212)M 3 -S83

November 14, 1979

The Honorable Harry F. Byrd, Jr.
Chairman, Subcomittee on Taxation and Debt Kan apement Generally
Committee o6 Finance,
United States Senate
Washinston, D.C.

Dear Mr. Chairmans

This qtatipent is submitked 'on behalf of the Aubycan TelephOne and Telegraph
Comply and the associated companies of tie BelVSysteis, which are listed on
the attachment. ",

We appreciate the opportunity to moment to t is Suicomlitte'on 'the proposed
Capital Cost Recovery Act (MRA).: Host economists today recognisathat an
increased supply of capital is needed to modernize and'refurbish the nation's
industrial plin !Such an increase in capital f nation wo"ld go a Pquxgvay
toward resOvin'mr economic problems how facing the ,ntion.' for example, -

an increase in capital inve'stkent 0ould be a '"JOT factor in helping to .
reverse the decline in productivity we have vitoibbed in th& 4cOnomy as a.:
whole. This' decline has beea'a -"ontrituting factor iq' th4 upw*rd spiral 6f
inflation. Re V-Increabe•-iu ages for " ricanv'workers' can only be genorited
by increased business productivity, whit i tuAi oterlWy6eiaro eaeitel
investment. :'9 r3,sft* d aia

Although there are ma y' re ans ctributin to the erosio'of our capital,:* base, Federil tax policy is certainly a .. ortant factor to bi considered i-

the formulation of 'b policy to' eco%)rage".wvings and Inv8pthent. diidfr .
current' tax policy the- cbrporatp'incqm6 tax get'i a" an invaes tent
disincentive. 'One of the. grio pal disinco'h*t rot the tax unoT curre
economic condi4f s is -the long 'period of ti#A over v btaxpayese ae

-- required to depreciate-thoir property for to putjhia. 'I w6uld like, to
illustrate tii point with reference to some Ball' system statiati*'i

the cosmuuications isdutry generally is extrmelycapital Intensive. It
requires approximately $ .60 of invested capital to produce $1.00of annual
revenue, compared"with $.50 of required capital in the case of smufacturiL
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corporation;.. During the decade Of the 1970s, the Bell System will have
invested over $102 billion in new construction - over $40 billion vill have
occurred over the-4ast three years alone. Our plant investment per telephone
was $801 at-tht ind of 1978 compared vith $494 ten years earlier. This
massive capital spending has been necessary for two primary reasons

1,. To serve the needs of our customers. Bell System telephones in
'service during this decade have increased from 93 million at the
start of 1970 to an estimated 138 million at the end of 1979. lie
have had to provide for this growth in business and alad have made
large investments it new telecomwunications technoloj~t which hate
required heavy capital investment on our part.

2.' Inflation has drivenup the cost of the equipment needed to provide"
-effectiv6 "telecommunieation services. Although we havd experienced
some measure of inflation In the past, nothing in recent history has
compared with the 13X inflation rate we Are now experiencing.

Federal income tax law generally allows taxpayers to depreciate the cost of
fixed assets over their estimated useful lies. While this has been viewed
historically as ap accurate reflection of true net income, the high rate of
inflation during recent years 14 distofted depreciation allowances b~ed on
usef4i lives aid historic l cost. Thi4 result ii reached 6 eciuse one effect"
of inflation is to increase.the replacement costs ofaasets well above tM
depreciation p ovLsionj which are eade for them. While the introduction of
accelerated dreciation In thq 1954, internal Revene Code wai an" iaprovesent

over the straight-line depreciation 'prevalent 'prior to that period, and the
introduction of ths #MR syitenin 1971 'also helped, these hae;been'

insufficient in- the lace of the' peTqistent #if- inflation,. As an Ixample,
even under the liberilixed lives of thAD't system, t%,e average tax life of
telephone plant' (ei |uding buijings) is about 13 yeaks. Since 'tax
depreciktie is Oied upon historical costs, infldtion works to deprive the
taxpayer of a trebqecfv% of the €ostof his invested capitali,because the
dollar deducted - or depqcf ati n expeasq )3 years h ee' I8 worth* considerably
less them.thediar of cpital invested today.'

The Capital Cost Revy Act'-.uld significantly alleviate.the problems I
hav,outlined aboye. By greatly shortening the' period over 'which th" taxpayer
is allowed t-.,recover.. is fixed investments, the impact of inflation on this
recovery vll be greatly -dmpish " 'Alopg with the continuance of the IQX '

investment tax Ae-dit, this seasureyvould signifteantly reduce the adverse
impact of the Fideral eOrporate incnoe tax on capital formation.. The Bell
System fully supports6e'f a#opt~on , the Capital Cost Recover i A'ct. The
adoption of this act would pri-de the Bell System and' industry" in general
with 'increased amounts of internally geneiated funds available for productive
investment.
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Somd concern has been exressed that 'the benefits* of CCA would 4Ot be
directed toward those industries with lb productivity recorded, which
industries are presuably most in need of additional capital formation. It
has been suggested that the communications iutustry it particular'would be a
major beneficiary of OCFA while th4 same industry already has a high
productivity rate.

Whileit is 'trte that thtaudmmunications industry has bee*,a leader in
productivity, that high rate of productivity is attributable to technological
advances vhi'ch have been made Oossible by large capital investment in the
past.

For example, in recent years the Bell System has initiated'a number of
innovative projects vhich have directly led to productivity improvements.
Among these aret A'

- The replacement ,of electromechanical riitching equipment with newer
electronic switching systems (ESS), providing faster, more
trouble-free telephone service..

-. Installation of Common Ch4inel Interofff ee Signalling, which,
together ith ESS, enables.log-distance calls to go through in less
time then was previously possible;

-Integration of satellite circuits with microwave radio and coaxial
cable circuital

- Electronic Tandem Switching for business customers, vbich
automatically chooses the most economica) communication path among
the various communications services a customer may have.

Future improvements in productivity likewise will require large commitments of
capital. CCRA would play a major role .n helping us secure that capital. Two
attractive features of OCRA are it. simplicity and effectiveness'.in-aiding
capital formation. For these aims to be realized,*it is essential that CCA
be applied evenhandedly to'all industry groups.

Iu closing I would like to emphasize the importance of one, provision of the
proposed Act. This is the provision requiring normalization of the'tax effect
of the CORA deduction in the case of public utilities. Without such a
provision, my regulatory coimissions would be inclined toflov through the
entire tax deferral in the form of lower rates.' Thus it would provide no
capital relief to the utility comply.

Normalization of the difference between tax and book depreciationr ia required
for most public utilities under current law. Only by continuing the
requirement for normalization can CCRA fulfill its objective of aiding capital
formation in the case of public utilities. The company will obtain the use of
funds to aid in its continuing construction*'programs while the customer will
benefit by the interest-free capital thus provided and by the productivity
improvements brought about by the added capital investment. In the absence of
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_thecapital provided by CCRA, the resultant difficulty in financing could mean
that construction needed to modernize setvice might be delayed or not
%ndertlaken atsall, thus farming produetivity and efficiency of service. The
capital which vas tailed vould har .to'come fto the capital markets at a high
cost, which would be passed- along to-T-utome e.

In sum, we believe S. ,1435 would mae a positive contribution toward meeting
the problem of capital' formation in. the American .cdd=oyand strongly urge its
entactumt.

. . .%--

• ,. , ,:N.N

-, BELL SYSTEM COWANIt

Am~i~can Telephone' and Telegraph Coup7py

The Bell Telephone Compaay of Pennayltania
The Diamond State Telephone Company
Bell Telephone Labprafories, Incorporated
The Chesapeake and Potomac Talephone Company
The Chesdpeake and Potomac Telephone Company 41 Mar:
The Chesapeake and Potomac Telephone Company of Vir
The Chesapeake'and Potomac Telephone Company of Wes
Cintinnas& Bell, Inc.
Illinols ,ll Telephone company'
Indian.4 Bell Telephone Company,. lcorporated
Michigan Bell Telephone Company .
The Mountain States Telephone-and Telegreph,.Company
New England Telephone and Telegraph Company
New .Jeriey Bell-'Telephone CO y....
New York Telephone Company'-
Northweastern bell Telephone Company-
The Ohio Bell Telephone Company ... J"" .
Pacific Northwest Bell Telephone Company .,
The Pacific Telephone and Telegraph Company

and Bell Telephone Company of Nevada
South Central; Bell Telephose Company
Southern Bell Telephone and Telegraph Company
The Southern New England Telephone Company
Southwestern Bell Telephone Company
Western Electric Company,.IncorpQrated
Wisconsin Telephone Company

yland.
ginia

t Virginia



StATFMEN' OF
THE ASSOCIAf1D GENERAL CONTRACTORS OF AMERICA "

TO THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

SENATE FINANCE COMMITTEE
U.S. SENATE

NOVEMBER 16, 1979
ON fIS TOPIC OF

S. 1435, THE CAPITAL COST RECOVERY ACT OF 1979

-The Associated Gdneral Contractors of America (AGC) represents

more than 10,600 firms including 8,000 of America's leading general

contracting companies which are *responsible ior the employment of

more than 3,500,000 employees. -These member contractors perform

more than 80 -of America's contract const-uction of bomercial build-

ings,'highways, industrial and municipal-utility facilities. We.

appreciate this opportunity to submit written testimony regarding the

important issue of capital formation generally, and The Capital Cost

Recovery Act of 1979, specifically.

The Associated General Contractors of America strongly supports

S. 1435, known as The Capital Cost Recovery.Act of i979,'and wishes

to'commend Senators Bentsen, Packwood and Nelson for their creative

and imaginative efforts in dealing with America's lagging productiVity,

high unemployment rates and unacceptably high inflation rate. AGC

firmly believes that The Capital Cost Recovery AOt of 1979, if enacted,

would be a major step toward overcoming these obstacles to a healthy

American economy and would greatly help thiscountry regain its once-

held productive and economic superiority in 'the world. "

AI

-. d
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For many years now, our nAtion'h t" laws have encouraged
condumption and seriously discouraged i&4ing apd investment. Nowhere
is this fact more evident than-in tMe area capital' f4gmation.

Consider depreciation as an example. Unddr present depreciation tax
laI, the owner of a productive asset, such ap plant, equipment or,

machinery 'is allowd to deduct from his "tax. lability a percentage
of the value of that,ajaet until It is worn out. At tht end of that
time, the asset_ *ll presumbly.b'worthless and the Qwner .will,. have
to replace ± with,O, ndw asset. The theory behind ;kllowing,te owner

to deduct a.percentage qthis'assetIs-value over Its wlife-time" is
that the money saves in reduced taxes will suppoeedly enable him

to purchase a new asset When his old one wears out. In practice,
however, the taX savings realized under current law are so inadequate

that there is little or no incentive for a business to replace its
outmoded plant, machinry and equipment with new assets even though those

new sets could greatly increase the productivity of that business'
employees. -The reason for this inadequate cost recovery is two-fold.
First, because of inflation, the money a business receives bock in
tax deductions is worth less and less in real terms each y9ar.

Second, by the 'time aL.business,-has reqqvered the cost ot ts invest-

met through depreciation, the replacement equipment it must buy

invariably c9sts _ ore -- sometimes two to three times.mrp -

again due to infiation,-_ Vherexore, deprecJati£n" under.cur.=ent law

has proved to be an Inefficienft -capital cost recovery tool.

h ' " ' "

. : +t.



Another capital, recovery tool tehich also proved Tadequate

under current lawis the 10% investment tax credit, Simply stated,

it allows the. owner of eligible property to reduce his tax lAability
by an amount equal to 10% of the cost of his capital asset if he

holds that asset for at least 7.-years. If he keeps it for, to 6

years. then he only qualifies for 2/3 ot. the 10% investment tax

credit and if he holds the asset for-3 to 4 years1 he, is entitled to

just l/3 of the 10% investment tax credit.

The problem with this arrangement is that in order to qualify,

for the full 10% investment tax credit, a businessman must declare

that the "useful life" of his asset is at least 7 years, even though

in reality, it may be only 5 years. On Oe other hand, if he declares

that the "useful life" of his asset is 5 years for depreciation put-

poses, he will automatically, lose the full benefit of ,the investment

tax credit. So# the businessman is either forced to choose the full

investment tax credit and give up quick depreciation of his asset or

opt for more rapid depreciation at the expense of losing the full

investment tax credit. To say the least, this qonflict greatly minX-

mites the potential fQr capital Cost recovery.

* Th, Capitol Cost Recovery Act of A979 would eliminate this

conflict, and wou~dooVide many positive investment incentives. But in

the meantime,..the construction industry has bp9n,'.and "continues to be

%4

" -o - . ...
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seriously affeote& by the inadequioy of the present tax laws to pro-

mote -aapital'foration. As the ffonorabie William G. Miller, Secretary

of the Treasury, pointed Out in his testimony before the Senate Sub-

comittee on Taxatibn and Debt Management on October 22, 1979, U...

the construction industries have suffered declines in productivity

in absolute terms since the late sixties, particularly over th most

reoentyears.* ,AQC believes that much of this decline has resulted

from past and current tax laws whic have'.inhibited investment and

capital formation.,' In fact, many experts believe that the current

tax laws have created a highly unfavorable investment climate for

business in general throughout this country. This, in turn, has

contributed to the steady decline in American productivity to the'

point tiat this nation now ranks seventh among its trading partners

in productivity, n6n-residential business investment and economic

growth. Japan, West Germany,'Italy, France, Canada and the United

-Kingdom are all ahead of the United States in these areas notwith-

statding the fact that America led all of them just a few short years

ago. Of course, as business and industry have produced less and less

over the years due to outdated, aging equipment and machinery, they

have been forced to reduce the number of jobs they are able to pro-

vide America's work force so that unemployment has risen to unaccep-

tably high levels. At the same time, 'demand has increased for the

smaller number of goods and services available, so that inflation has

skyrocketed to incredible "double-dioit rates



*The greatest cause for concern, however, may be that at this

point there seems to be io end -in sight to this nation's economic

problems unless str0rg, remedial action is taken immediately. The.

Associated General Contractor* of America firmly believes that The

Capital Cost Recovery Act of 1979 (S. 1435) 'begins to provide such

action fok the following reasopd, to mention only a'fews

1), It would accelerate the depreciation of

-various productive assets thereby enabling business -to

recover its capital cost in-such a way as to permit

reinvestment in new, more productive capital assets

even in times qf high inflation;

* 2) It would, eliminate the impractical and complicated

usefuli life" concept and Accelerated Depreciation-

Range (MR) system and replace them with simplified
sCheduies which 'all businesses, large and small,'could

:"understand and usel

.,3) S. 1435 would eli.minato the "facts and circumstances

test of current depreciat on laws which gives, rise to

uncertainty among taxpayers and replace it with simplified

tables that would add certainty to the tax laws, for large

and small businesses alike

4) The Capital Cost Recovery Act of 1979 treats the
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investment tax credit as an issue separate and apart

from the depreciation issue. Therefore, enjoying the

benefits of one does not require bacrificing the

advantages of the other;

5) Although S. 1435 would cause an initial revenue loss

to the Treasury, it is fully expected that investments

in capital assets induced by this legislation will raise

the nation's productivily. Thi, in turn, will create

new jobs, supply will riii to meet demand and inflation

will be curbed. The resulting tax revenues from-in-.'

creased, employment will minimize, if not negate, the

revenue impact of this proposal.

AGC has carefully studied each provision ofrS. 1435 and sup-

ports every section with only one exception. Namely, we believe

the $100,000 limitation on Class III assets should be eliminated.

Our chief concern is that once a business has purchased $100,000

worth-of light trucks or passenger cars, any truck or car it purchases

thereafter is automatically removed from Class III and included with

Class II assets so that it becomes subject to 5-year depreciation

rather than the quicker 3-year depreciation it would have enjoyed had

it remained in Class III. In addition, that truck or car purchased

after the $100,000 limitation has been reached is eligible for a

one hundred percent (100t) investment tax credit in Class II as com-

pared to the sixty percent (601) investment tax credit it would have
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received had it-remained'in Class 111. We fid1 that plioing similar

or identical assets in two separate categories in this manner will

create costly and unnecessary administrative and recordkeeping pro-

blemsp particularly for larger firms that may purchase Class Ill

assets well ift excess of the $100,000 limitation. A simple examle

of two light trucks -- one in Class llI and the other JA Class 11

each with different depreciation periods and each with different

investment tax credit percentages, illustrates the point that therb-

really is no sound basis for treating the two identical assets dif-

ferently. A4C favors the elimination'of the $100i000 limitation so

that these Assets may be-treated the same.

once again, the Associated General Contractors of A*;9rica dishes,

to express its appreciation f~r this opportunity t,,ubmit written

testimony on capital formation, which is'One of the most important_,

issues in the nation today. AGC strongly urges qongress Co enact

S. 1435, The Capital Cost Recovery Act of"L979, because i w would be-

a major step toward rebuilding this country's capital assets and .1-

increasing its productivity and comp;titiveness in the world.
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CHEMICAL MANUFACTURERS ASSOCIATION,

November 16, 1979

The Honorable Harry F. Byrd, Jr.
ChairmAn
Subcommittee on Taxation

and Debt Management Generally
Committee on Finance
United States Senate
Washington, D. C. 10510

Dear Mr. Chairman:

This statement is submitted.on behalf of the Chemical Manufacturers
Association (CHA) in connection with hearings held by your Subcom-
taittee on October 22, 1979 with respect to S. 1435, the "Capital
Cost Recovery Act of 1979". CMA is a non-profit trade association
having,189 United States company members representing more than 90
percent of the production capacity of basic industrial chemicals
within this country.

The Capitil CodtRecoVery Act is a critical part Qf a long range
planfor stemmng thotide of inflation by increasing productivity
and economic growth " To reach this objective the legislation pro-
poses, in recognition of the impact of the tax system on the growth
of capital formation, 'that accelerated capital recovery~deductions
be computed without regard to-the depreciation-useful life principle,
thereby allowing more rapid recovery of capital investments.' CMA
strongly supporbs this approach to bolstering our economy.

Effect of an Expanded Industrial Capacity on Inflation

Inflation is generally regarded as the number one threat to our
economic stability and well-being. Conventional wisdom calls for
combatting inflation by dampening demand. Unfortunately, such a
policy can have the short-term effect of fostering'a recession.
Such a recession is often fought through tax cuts and increased Fed-
eral spending, each of which serves to spur demand, perhaps again to
inflationary levels. Thus, the foregoing approach is of doubtful
utility.

It is, accordingly, time to reorient our thinking. Remedies mustfocus less on the ,demand side of the economy where adjustmnts seem
to produce short-term cures at best. Instead, emphasis must be
shifted to the Aupply side. By stimulating investment ,we can in-
crease productivity and economic growth, which will mean more goods
produced more cheaply. It will also mean real, not inflationary,

For m ly Manufactuln ChemisIs Associslon-Servnng the Chemical industry Snce 1872.
t825 Conneecut Avennu. NW * Wshington.OC20009 * Telephone 202/32-4200 a Teex8Q61?{CMAWSH)
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,wage increases. Simply put, with greater Troductivty and growth,a stronger economy can be t created in which eerybod1 can benefit,
One major benefit is that the lover 8dcoot of goods caih be readily
translated into increased compeitivenese in, and a resultant larlrshare of world markets. This, in turd, would mean' a diminished
trade deficit, which is again cOunter-infldtionary. And, of course,
an integral part of the above scenario it increased employment.

Trends in the Ameican Economy

Thirty years ago the Amerttdxi economy was #firsi among industri Inations in Gross Natiofial Prdduct, per capita income, and prod%_tivity. Today, while we remain preeminetit l 0NPi our margin hasslinied, In per 6ipita income we have fillet to eighth. And inbasic 6verall productiVity (a crucial inverfe dete.minant of infla-
tion), although still first, 4e have'slipped' dramatically. Thislast result stems from our rate of productivity growth decreasingsteadily to the point'that our" aVerage productivity increase over
the five-year period 1974-1978 was less than one percent. (Eco-nomic Report of the President, 1979, Department of Labor, Bi-i-I
of Labor Statistics.)

An often-cited but, regrettably, not yet heeded, Department of
Treasury study reveals that from 1960 to 1973 the average annualproduct ivity growth rate of the United States was the lowest of
seven major industrial nations, behj4d even the United Kingdom.In fixed investment as a percentage of GNP over the" same period,ye aleo lag behind the United Kingdom:

Real Non-Residential Fixed Investmen;. as a
Percent of Real Gross Domestic Product,

1966-1976

% of gross domestic,
Country product

Japan 26.4 .
West Germany .. 17.4
Canatda 17.2
Frtince (1970-975) " .16.7
United Kingdom 14.9
United States 13.5

Source: Economic Report of the President,,
1979, Organization for Economic -"
Cooperation and-Development.
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These figures explain the drop in industrial growth and produc-
tivity. WithoUt increased investment there can be no moderniza-
tion and expansion of plant and Aquipment; absent that, workers
simply cannot be more productive.

Capital Spending bW the'U.S. Chemical industry

The U.S. chemical industry has been near the lead among the nation's
industries in capital spending. This reflects the basic capital
intensive nature of the industry. The estimated chemical industry
spending of'$8.3 billion for 1979 will be 10.7% of that estimated
for all manufacturers. The average annual increase in chemical,
industry capital expenditures for the ten years 1968-1978 wis 9.9%.
Although1978 expenditures were up only 4.0% over 1977, the 1979
estimate indicates a rebound of 17% over 1978.

The foregoing is shown by the following table"

New Plant'andEquipment Expenditures -

(billions of dollars)

'1977 1978' 1979*

Petroleum $13,87 ' $15.50 $16.70
Chemicals 6.3" 7.10 8.30
Transportation

Equipment 5.32 6.40 .7.74
Machinery,
Non-Electrical 5.76 6-29 7.51

*Estimated

However, the sharp inflation rate in construction costs has signifi-
cantly decreased real plant and equipment expenditures of the chemical
industry, specifically, and the nation, generally. If the above ex-
penditures are adjusted for this factor, they reflect either little
real growth or a decline in capital additions:..

1977 1978*- 1979*
Petroleum $13.87' $13.81 $1.33
Chemicals ' 6.83, 6:32 1:62

,Transportation -*

Equipment 5.32 .70' 6.18
Machinery,-
• Non-Electrical 5.76 ' 5.60 ' 5.99

.*1978 and 19Y9 figures have been reduced to 1977 dollars by use of
the Department of Commerce Composite Construction Index.
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Horeovt,'.Lt must be'rememberedthat real expenditOtateg on plant
and equipment do not necessarily increase productive capacity
For eXample, the decrease in real expenditures by thq chemical
industry since 19771is ei)en moV4 severe than at first indicated"
by vif ue of the following expenditures for facilities constructed
to satisfy pollution control requirements:

:Chemical Industry Spending on New Plant and
Equipment foiP61l1ution Abatement

millionsof dollars)

1977' 1978 1979*

Air $249- $236 $232
Water' 414 286 298
S6lid Waste 38 42 50

TOTAL,' $701 *$565 $580

All'Pin and
Equipment - $6837 $,100 $8,300

SSpent on Pollution
Abatement i0.3%_ 8.0% 7.0,

*Estimated

The portion of spending shown-above for pollution abatemeno has ad-
verse repercussions beyond reducing investments-in productive new. "
plant. For one thing, the installation of such equipment must be
preceded by costly research.effgxts to achieve new technology.
Furthermore. the-operat'ng costs of pollutio'abatemento equipment,
in addition to capital and research costs,-ineVitably add signifi-
cantly to the consumer's pro,4uctcost.

CHA believes that a strong Americanveconomy represents the only
proper response to these problems. To achieve that strength, we
believe emphasis must now be placed on.increasing the productive
capacity q nd, as a result,-the productivity of industry,,

The Need for Depreciatlon Reform

At presepi, as in thq past-, tax policy $n many 0ays discourages
capital investment, with a resulting'Advkrse effect on the 'supply
and cost of products.-We believe that rqform of the existing de-
preciation:laws is one of the m6st- significant steps that cartbe
takento .edress thba problem. ,$uch 4 policy, whah combined with

' ... _- .
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continued investment credits at at least the prevailing rate.'
should directly %ncourage investment in capital goods. Moreover,
the burdensome administrative costs associated with the current
useful life/salvage value approach would be eliminated undir a
simplified capital cost recovery scheme. Lastly, the approach is
one which would benefit all sectors of the business community.

As the members of this committee well know, tax depreciation is
the system by which the cost of business investments is deducted
over time from gross income. The amount which can be deducted in
a given year is largely based upon the complex and antiquated use-
ful life concept, which results in deductions stretching out over
substantial periods of time. As a result, the cost of capital is
raised significantly, particularly for capital intensive industries.
Deductions for depreciation spread out over a lengthy period of
time mean higher total interest charges or foregone earnings on
unrecovered capital. Furthermore, these essentially frozen capital
dollars mean less new investment in technology and plant, and the
capital which finally is recovered is actually worth less due to
the eroding effect of inflation. That is to iay, the prevailing
depreciation concept not only raises the cost of capital and frees
less of it for new investment but, combinedwith inflation, it also
decreases the value of recovered dollars. Thus, fewer new assets
are purchased. And this means less growth, less productivity,
fewer new jobs -- and more inflation.

In addition, current depreciation law results in countless disputes,
with the Internal Revenue Service. The Asset Depreciation Range
(ADR) has permitted-some taxpayers a faster recovery of capital
investments than was previously available. However; all business
taxpayers, whether utilizing ADR or not, are faced with a mage
of regulations and complications concerning depreciation. And, the
Internal Revenue Service spends too much' time resolving disputes
and wrestling with interpretations of depreciation rules. These
transaction costs are more than a nuisance. They are expensive,'
and the American people are forced to foot the billboth through
higher taxes'-and higher-priced goods.

Furthermore; the economic impediments caused by existing depreciation
laws are not peculiar to any particular segmetft of American enter-
prise." All business suffers from those anachronistic laws. All
business needs relief.

Investment credits and capital recovery allowances strongly affect:
capital investment decision*; however, international comparisons
of these items aloni do not adequately show the competitive short-.
fall of United States policy toward capital investment.' Other
major factors include the availability of extended or low cost
financing, captive domestic markets, special treatment of exports,
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and favorable tax treatment of personal income from investments.
The United States lags seriously behind in all these respects:
United States government-backed financing is minimal; the govern-
mentydoed not protect local monopolies; export incentives are
modedt;:and'personal taxes on investment income are close to con-
fiscatory.

It follows that there is need for United States policy on invest-
ment credits and capitalrecovery to be more than competitive.
Actually, it is quite pedestrian. Our investment credits of 10%
on equipment. (but not buildings) are at the low end of the basic
range of 7% to 20% of project capital offered by other industrial
nations with relatively open borders. Furthermore, most other
nations offer regular or negotiated extra credits in special
situations.

United States depreciation on most industrial equipment is limited
to a modified, but unindexed, double declining balance schedule,
which places this country at the low end of the' scale among indus-
trialized'nations. While.Japanese and West German schedules appear
slightly less favorable, they are actually close in value, if not
better, when the lesser rates of inflation in those countries are
taken into account. At the other end of the spectrum, the United
Kingdom and Canada allow one and two year write-offs, while most
other European countries not only offer faster statutory capital
recovery-than the United States, but in addition, some will negotiate
special, more rapid write-offs.

Improved capital recovery allowances are virtually certain to have
a positive effect on U.S. exports. The resultant improved capital
formation will increase manufacturing capacity and efficiency.
Thus, more capacity will be available-for exports ona more com-
etitive basie. Although no recent definitive study has been pub-
ished relating export growth to capital formation, there is his-

torical evidence that they go hand in hand. Those industrial coun-
tries showing 4uperior-growth in manufacturing exports since 1961,
i.e., Austria-,France, Japan and Spain, all ad igh rates of capital
Yotiation; Conversely,, thelaggard* in manufacturing export growth,
i.e., the United States and the United Kingdom, also lagged in capital
formation.

CMA recognizes that the notion that capital assets should be depre-.
ciated for t**purposes 'as reAl economic deprectatioz*occurs is the-
foundation of the existing syst6m.1, Thisit consistent with"tho view
of many tax theorists who assert the so-called incomet theory that
depreciation is a device by which to reflect net income;accurately.
We choose not to debate that point, but rather to suggest that when
American productivity is lagging as at present, to the serious detri-
ment-of the American peoples the time for slavish adherence to purist
theory hAs long since passed. Congress has on many prior, occasions
utilized our tax-laws to further certain public policy objectives.
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We believe that none of those circumstances was any more compelling
than that addressed herein.

For all of the foregoing reasons, CHA feel that some form of cali-
tal cost recovery system should be the mainspring of the effort to
remove the bias against investment from our system of taxation. On
the general level it will stimulate investment, supply and exports.
It will also afford sorely needed simplification to one of the more
mystical areas of our Federal income tax system, thereby benefittir
the entire business community and, accordingly, the consenting public.

The Capital Cost Recovery Act

The Capital Cost Recovery Act, first and foremost, would scrap the
useful life concept. Capital investments would be recovered rapidly,
in accelerated fashion, on the basis of tables describing maximum
percentage deductions in a given year. The number of years allowed
for full recovery varies with the type of asset. For example, the
time limit is 10 years for structures, 3. yearsfor autos and trucks
(not to exceed a capital cost of $100,000), and 5 years'for all
other machinery and equipment. The full 10 investment credit is
maintained for 10-year and 5-year assets, while a 67. credit is
afforded to 3-year assets. The salvage value concept,,Jike useful
life, would be-eliminated. The system expands the qualified pro-
gress expenditure concept by permitting cost recovery to~cowmhence
either as costs are paid or as an asset is placed in service, which-
ever is earlier. Finally, to ease the revenue impact on government,
the system would be instituted over a period of years.

This different approach can provide a myriad of benefits. Because
capital is recovered so simply and so rapidly, capital investments
would~become more attractive. As a consequence, the system should
result in capital being more readily available for investment.
Moreover, the toll taken by inflation on essentially frozen assets
would be significantly lessened. Most importantly, zapid capital
recovery would work to draw the newly'freed, valuable capital into
more capital investments, since the present value cost thereof
would be decreased..

Although basically the same amount is deducted under either the
useful life of capital recovery concept, the more rapidly recovered
investment is lass expensive in present valge terms. .Th1 stream of
tax deductions has a discounted prdseftt value which represents the
current sum, total of the tax benefits. Obviously, if a business
can recover its costs more rapidly, the present value of the tax
benefits is greater, and the cost of capital is thereby decreased.

This analysis,-of course, assumes, consistent with the approach
taken in the Capital Cost Recovery Act, thkt the existing rate of
investment credit will be retained. If the objective of increased
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productivity is to be achieved, it is imperative that any efforts
to reduce the amount of such credit, or to otherwise blunt the
beneficial impact of the Capital Cost Recovery Act through so-called
tradeoffs, be resisted.

CHA is cognizant of the concerns of Co'gress with regard to the
Federal tax revenue cost of a capital recovery system -sudh as that,
under discussion. Those econometric studies thus far.done indicate
that the impact on Federal tax receipts could be quite large if theprogram is considered in isolation from its effects on the economy.
However, it would be anomalous to consider this proposal on imch a
static basis when thd very reason for such a program is its expected
beneficiAl impact on the economy. When considerdd on'a so-cal led-
"feedback" basis, those studies show that the higher GNP induced
by the Capital Cost Reco~sry Act would produce substantial'offsetting
Federal tax revenues. Moreover, in its 1979 re0ort the Joint Ecb-
nomic Committee concluded that per dollar of'tdVenue los'liber-
alization of depreciation allowances would be the most effective
stimulant of investment.

Conclusion

Investment patterns are strongly influenced by the cost of capital.
As the cost decreases, capital investment increases. Under-a
capital recovery approach this increased investment would be recov-ered quickly, and would likely then be reinvested, The result is
increased-capital formation with all its-tangible benefits, theultimate one of which is a strong, vital. and competitive American
economy.

Accelerated and simplified capital cost recovery is the beat way
to stimulate investment and capital formation so as to-decrease,
our trade deficit, increase productivity, create jobs, and as a
result fight.inflation. - -The Chemical Manufacturers Association
strongly urges Congress to pure this approach and enact a capital
cost reqovey b 11 such as S. I435.

Zer t.ARol d
President /

, .,
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STAT~ftNT SUBI TT0 BY'

THE PUBLIC BROADCASTING SERVICE

The Public Broadcasting Service (PBS) is pleased to submit

this statement in support of,$. 1078, the "Artists Tax equity

Act"of 1979."

PBS is a private, nonprofit membership organization, owned

and governed by 155 independent local public television licen-

sees which operate stations serving 281 communities throughout

the United states, Puerto Rico, the Virgin Islands, Guam and

American Samoa. PBS distributes approximately 2,000 original

hours of television programming per year and provides a variety

of support services to its members. Local stations use this pro-

gramming attheir discretion, in combination with local productions

and acquisitions' as part of their effort to be responsive to

locally-ascertained needs and interests. It is with these com-

munity interests in mind that we express our support for S. 1078,

and for its potential to help public television stations increase

their unique services to their local'communities.

As its name implies, S. 1078,would extend tax equity tp

artists.- We believe that artists, like all taxpayers, are entitled

to equitable tax treatment. But more importantly, we believe it

is appropriate and fitting for the creative elements of our soci-

ety to be specially fostered by the federal tax structure. By

alleviating unfair treatment of artists under current tax laws,

S. 1078 would have the desired effect of spurring creative endeavor
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within this country, -thus contributing t0 the aesihotio.-,

enrichment of us all. Artvorks w4ald beoome increasingly

availAble ,to the community, ;leading to an increased sharing

,of culture and ideas among the various elements of oum-ociety.

'he public television system has been Involved in bringing art.

toethe comunity in the past, and vebeliVe0tht with favorable

consideration of S. 1078, public television stations may piay

an even heaterr role in.,thts vital creative exchange.

We are primarily.concerned with Section 3 of 8. 1078# which

would provide a tax credit "Of 30 petcenttof the fair market ' .

value-ofrartwo*ki to artist who contribute heir vbrks to chari- .

table otganizktionsi. Until ,1969, artists were ablE todeduct

1 0 0 ,.of the fair market value, of- their'.donated works.'from their

annual -income texe. 'Tax changes made-during that yeas however,

i,1mited deductions of this type to only thp cot of ,*teri al,.

used in the production of the artwork. Ifthis: usually neqliqIP
ble deduction .were to be expanded toa 30 percent crpd#t qf the

fair market .value, as proposed in s. 1070, artts.ts dokating.hei:

works to ,charitable organizations would have restored to theR. the
J freedom to. make donations without suffering..punitive taX losses.

Already, a lawvpassed In California in October l979 llows ,

a Califoxria artists-who derives a specified proportion of his
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annual income frolk his artistic crditions to deduct the full

fair. mrket value 0f torks ue contributes to charitable organi-.

zations. It i expected that this State law will not only
encoul~je more-California artists to participate in public tole-

.vision auctions .but will strengthen the ties between all of

California's charitable organizations and the artistic community.

At the federal level, 'a variety of groups have testitied

before this Subcommittee about the need for-this type of legis-

lation. Like thdse groups,-the public television community

could be affeoted'by the way which S. 1078 addresses one of the

unique financiidilemas involved in the-taxation of an artist's

work. The third-s action of this legislation, which allows a tax .

creditt for-donhtionoof artwoiks,,would affect public television

fundraising auctions which depend in part on donatins from

artists-living:ad working in the community.

Approximately 25 percent of the public television System's,

non-federhi incom.(which totaled $333.5 million in 1978) is

derived from individual stations' on-air fundraising efforts. A

portion of this non-federal income is derived from money-raised

by public television stations when-they auction ,to their viewers

artworks which have been donated to them by locAl artists. Dona-

tions of original artworks have been a long-standing source of
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conducted tautiong In '.g.9 0 hoese auctionos serve as an impor-

tant Outlet, for artiets who with to have their works exhibited

--and sold to benefit their local public television stations.

.Moreover, the au zoning of the works of local artists

constitutes-an important service to the local community. Artists

,may become better known because of their exposure during a public

television auction, resulting in new sales for them and an increased

awareness within-the community of local art, ideas and heritage.

In this way, -the art~auction benefits not only the public televi-

sion -station, oxmitting it to provide more and better programing,

--but also members of the local -public.

The irony of the current tax situation is that as an-artist

becomes more recognized and starts to derive increased incom

from his work, the tax situation becomes more restrictive. Any-

one else donating works of art-to a charitable organization may-

dOeduct .the -full -fairmAarket value of his donation, yet artists

-may only deduct the cost of materials. -The succeupful artist, who

nmy be trying to live off the income generated -rom the sale of

hiesworks, is faced with the .problem of wanting to donate a work

to- a.nonprofit organization but beina unable to afford the tax

consequences of his generosity.

-073 0 , 0 - 43

.++ , . ? . o+-,+- -+ +-
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Although some artists have contribUted regularly, public

television *tations are experiencing increased complaints from

those who are withholding their donations because of the un-

favorable tax situation. This appears to be particularly true

of those artists for whom sales of artworks is a primary source

of income. Statements such as the following from member stations

are becoming commonplaces

-- One-third of the artists would donate more
pieces if tax laws were changed. m WTVP/Peoriar IL.

-- Many donations have been withdrawn when artists
are informed of the tax situation." W iNew York, NY.

"Because of the current tax situation...we get very
little support from the artists in the community. Of
about 400 contacts# we receive 125 donations.0
KBDT/Corpus Christi, TX.

This pattern manifests itself at both large and small public

television stations. WVP/Barrisonburg, VA reports that only 23

percent of the local working artists participated in the station's

1979 auction. WNED/Buffalo, NY raised $7,552 from the donation

of 107 pieces of original art from 80 local artists. But the

station heard comments such as the following from a Buffalo

artist who decided not to participate in the auctions
•M any artists who are relatively unknown, and
even those with established reputations, are
lucky if they break even, much less make a
living by their labors. Why should they give
away a work, thereby possibly jeopardizing a
sale, ... if they can only deduct as a gift
materials And framing?"
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BoydottB aimed at highlightihg-the-*unfavoiable tax ituation

%have been held, or'narrowly averted, in several publiotelevision

communities over the past few years. The.final result is ,too
- often the-loss of works of numerous talented artists who decide

not to-participate in the-auction because it is- simply not finan-

cially white for them to donate their works. 'We- believe that this

."is, a los, notonly to the public television stations 4nvolVed, but

also to the community at large.

Public television has -alayr felt that. one- of its."espon-

* sibilities-was -to encourage the oeative sharing of ideas and

"culture within the.-comaunity. - The art-auctions held by' public

television stations are-apart of this creative exchange. The

ourrentr-tac situation, however -disaourages the sharing -of -atworks

with the public and, in the oase of public television-stations,

hampers local fundraising efforts. We believe thatS. 1078 would

help alleviate this-prob-lem and we respectfullyrecemendthat the

Suboitbee -approve this legislation.

- .d.- . ' -'---- - -- A - - -*~ -
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Statement of the
Air Transport Association of America
Submitted to the Subcommittee on Taxation and Debt Management
on Income Tax Proposals Debt Ma. aemen

,Th6Air Transport Association ofArnerlc& fpreseht-

virtually all of the scheduled airlines of the United States; These

privately-owned airline companies make up the highly essential U.S.

domestic and international air transportation -system. The airline

Industry, which is a major growth industry playing 'i vital role in the

American economy, has a deep interest in tax policies designed to

encourage economic expansion through increased private sector

investment, employment ahd productivity.

To maintain a modern air transportation system, the airline

industry must commit to a multi-billion dollai-,capital Investment

in the years immediately ahead. Unfortunately, today, serio[rug*

concern exists about the industry's ability to meet those needs In

the absence of special efforts to increase capital formation and to

spur economic activity.

State of the Airline Industry

Airline passenger traffic in 1978 increased 17.4 percent over

1977. Some 279 million passenger$ relied on the airlines for business

and personal travel in 1978, accounting for more than 84 percent of

all public inter-city passenger miles. The airlines also flew a
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record 5. ' billion ion miles of air freight service, The er'line

Industry employs more than 323,-000 workers and operates

approximately 2, 300 aircraft which; together with supporting

facilities and ground' equipment, represents an investment of about

$25 billion.

Total airline Industry operating revenues-lb 1978 were

Approximately.$23 billion and the industry reported earnings of

$1.2 billion, a-prffit margin of 562%. -However, in the face of

skyrocketing fuel eosts and a-decllnin-g growth rate of traffic, the

Industry's earnings for the first inesmo~iho of 1979 fell $580 billion

below'haewecorded in 1978. In addition, low -profit margins and

'hcige davestmentonesda-,continue to present significant airline capital

Jormation problems.

Prior to 1979, the ,ifiaesignifidantly improved earnings by

expandngthe air..transpoatatioh mnar*et--.by reducing costs, and by

Increasing productivity. For example, -the average annual rate of

.growth;of output-per emploYee during the 19V3-1977 period was 3.1

- percent in the airLne.ndustry compared with only 1.0 percent for the

rest of.the business sector of the economy. This high level of industry

productivity improvement was In large part dedo.thetremendouso

capital investment made by the -airlines in new aircraft technological

development. It remains apparent-that any substantial future produc-

Stivilty Improvements are dependent on increased Investment in new

technology or equipment.

. OSAI*-,
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Aircraft technology advances traditionally have occurred at

a very rapid pace. Consumers have benefited from the almost

constant Introduction of new, more productive aircraft enabling

'the airlines to keep historical (are increases lower than the price

increases 6f other goods and services. These technological advances

have also created and maintained many thousands of additional jobs

in the aircraft manufacturing industry as well as the airlines themselves.

But the cost of this technology to the airlines has been high, requiring

an airline Investment of $10 billion during the 1960's and an estimated

$17 billion during the 1970's.

The large airline Investments of the past two decades, however,

pale in significance to those required during the 1980's. Because of

continuing inflation, the large number of aircraft nvolved and the

anticipated Increased public demand for air transportation, it Is

estimated that the airllnes.will require $90 billion In capital for

aircraft acquisitions between 1979-1989. This is considered a

conservative estimate since more than 75 percent of the current

airline industry fleet will need to be replaced before 1990.

While significantly improved airline earnings obviously will

be necessary for the airlines to compete with other Industries for

capital and Investors, tax policies are also needed which will
stimulate business activity, and encourage greater investment by,

the private sector.
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-This need Jo achieve increased productivity Is recognized by the

pt'oposed improvements in. the capital recovery provisions of the

tax :c6de -contained in S. 1435, the "Capital Cost Recovery Act -of

1979", which Is noW before the-Subcommittee.

The 10-5-3 Solution

Inherent inS. 1435 are.two bas(e and essential benefits. First,

It~simpllfies the existing depreciation system and second, it signi-

ficantly.shortens the allowable capital-recovery period. There Is

nolquestlon, that -our capital recovery-system should be changed. Our

current system Is unnecessarily complex and burdensome particularly

for small .businesses.

Consequently, even though they may be eligible for more rapid

capital recovery, most small businesses utilize the.standard 10 year

s straight line method of depreciation., Small businessmen cannot

"contend with 4he Asset Depreciation Range CADR) system, which

Identifies 132 asset classes in 107 pages of regulations. Hence, less

than-l percent of the.nation's businesses use theADR system. The

straight forward classifications embodied In the 10-5-3 proposal will

'-eliminate this complexity -and confusion by finally dispensing with the

"-useful life" concept for depreciation.

The bill would allow businesses to depreciate investments in

- structures -ever 10 years. equipment and machinery over five years
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and vehicles over 3 years. The move to a more simplified method

has evolved over several years and the 10-5-3 proposal Is the

natural culmination of these efforts.

The second benefit and perhaps the most overriding benefit Is

the shorter capital recovery periods. For years, the United States

has neglected its capital investments, while other nations recognized

the need for such expenditures and allowed rapid recovery- -1 year

in Great Britain and 2 years in Canada. Hence, our economy has

moved along relying upon its aging industrial infrastructure.

Faced with rampant inflation, and one of the longest capital

recovery periods of any industrial nation, there was little incentive

to invest in the plant and machinery necessary to offset the staggering

rate of inflation, the rising balance of trade deficits and the continuing

decline of the dollar. Without cost recovery reform, there was no

reason to Invest in the equipment which produces increased productivity

and increased jobs. Consequently, the growth of U.S. productivity has

languished in this environment of impoverished capital recovery.

According to the President's Council of Economic Advisers,

between 1948 and 1965 U.S. productivity growth in the private nonfarm

sector averaged 2. 6 percent per year. From 1965 to 1973, this rate

declined to 2.0 percent, and since 1973 productivity growth has averaged

less than one percent per year. In 1079, productivity has actually fallen.

A major factor in this slowdown has been Inadequate private investment.
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The more rapid capital cost recovery under the "10-5-3"

system will raise the rate of return on investment in fixed assets

and encourage more capital formation. With more capital in place,

.American workers will become more productive, the standard of

living in this country will rise, American business will become more

competitive in-world markets and the soaring Inflation rate will be

abated.

The Capital Cost Recovery Act of 1979 will streamline and

simplify the depreciation of buildings and equipment, by divorcing

the recovery period for. capital assets from the concept of useful

lives -and by assigning assets Io-three classes for amortization over

10, 5, or 3 year periods. This 10-5-3 proposal will-provide more

rapid capital reo-overy, and will substantially reduce :the burden and

expense of tax compliance by eliminating many.complex provisions

of existing law.

Investment Tax Credit Improvements

While S. 143&proposes improvements in the Investment Tax

Credit Program, such as shorter lives and simplification, one other

aspect needs to-be considered. Under present tax law the Investment

Credit is not as effective as it should be for many small businesses

or businesses in the eaily years of their development. Additionally,

all business enterprises dtiring periods of low earnings and high
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investment do not benefit to the maximum extent from the Credit.

The airlines-believe that the Investment Tax Credit Program should

be improved in such a way that it is available to all businesses

making qualified investments.

Conclusion

The airline industry endorsed The Capital Recovery Act of

1979 realizing full well that it is not a short run solution to a

temporary problem, but rather a long term solution to a long

ignored problem. With the adoption of S. 1435, the nation can

expect increased capital investment, increased productivity and

Increased jobs.

The time for capital recovery reform is now. Simplification

is long overdue and the ADR System has outlived its useful life.

Consequently, the airline industry urges the Senate to act quickly

and approve The Ce.pital Recovery Act of 1979 so that the benefits -

to the economy and productivity of the nation will not be postponed.
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*sP -Fc November 14, 1979

Chairman,
Subcommittee on Taxation and Debt Management
Senate Finance Committee
2227 Dirksen Senate Office Building
Washington, D.C. 20510

Attention: Mr. Michael Stern
Sta-f f Direutor
Senate Committee on Finance

Statement in Support of Capital.Cost Recovery-Act of 1979
S. 1435, *H.R. 4646

Dear Chairman Harry F. Byrd, Jr. and
Members of the Subcomittee:

Owens-Illinois, Inc. is one of the world's leading
and most diversified manufacturers of packaging
products. The company produces a broad range of
products including .glass c.ontaineDs, corrugated
boxes, metal and plastic containers- glass tableware
and disposable paper products. With annual-sales
over $3.1 billion, Owens-Illinois, Inc. ranks 93rd
on the list of Fortune 500 companies.

Domestically, Owens-Illinois-operates more than 100
manufacturing and related facilities in 28 states
and employs more than 50,000 persons. -.In addition,
Owens-Illinois, Inc. ,operates over 85 plants over-
seas, employing-over 33.000 persons in 22 countries.

Approval of the Capital. Cost Recovery Act of 1979
would provide needed capital investment in U.S.
productive facilities. This would increase American
jobs, improve America's ability to compete in the
world, and help to control inflation.

-+Wo Olos Scs 1035 Th1i.edo.O M 43666 (419)247-1181
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Chairman,
Subcommittee on Taxation and Debt Management
Page 2
November 14, 1979

We ask you to vote in favor for these reasons:

1. The U.S. presently has the lowest rate of
capital investment in business enterprises
and the lowest rate of growth in labor
productivity among the industrial nations
of the world. U.S, capital investment in
business averaged 13.$% for the years
1966-76 compared to 26.4% for Japan, the
leader. (Table 1.)

In 1979, Owens-Illinois invested $140 million
in productive facilities in the U.S. and
$90 million overseas, a total of $230 million.

For 1980 and in the future, its expected
investment in U.S. manufacturing facilities
will decrease substantially unless an improVe-
ment in return on new capital investment can
be obtained.

Owens-Illinois has a substantial number of
attractive capital investments that might
be made, if tax benefits for new capital
investments were improved.

2. The U.S. economy is experiencing serious
inflation, which is eroding the rate of
capital formation. Inflation is causing
business profits to be overstated in comput-
ing taxable income.

Present U.S. tax depreciation is based on
historical cost. It was not designed for
an inflationary economy. Tax depreciation
does not provide sufficient deductions to
recover replacement costs. Table 2 indicates
that tax depreciation is lagging current cost
of replacement by 20%.
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The Act would be a step toward adjusting
depreciation rates for cost distortions
caused by inflation.

3. Over the past 10 years, expenditures for
research and development in the U.S. have
declined, except in the area of Government
sponsored space programs.

The Act will encourage more research and
development expenditures. Better tax bene-
fits for new plants and new equipment will,
in turn, encourage more research and develop-
ment programs in the United States.

4. The 10-5-3 principle for capital cost
recovery is an administrative improvement
over ADR tax depreciation methods. It will
be easier to compute and easier for the
Government to audit.

5. The 5 year phase-in period gives adequate
protection against serious disruptions in
Federal Government tax revenues.

History shows that tax improvements in capital cost
recovery, including improvements in investment tax
credits, have achieved hoped for economic goals.
Capital investments, jobs and labor productivity
increased within a relatively .short period after
new tax benefits were granted.

We believe economic growth and strength is a most
important need in America today. The Capital Cost
Recovery Act of 1979 will help greatly to achieve
this goal.

Very truly yours,

er A.Bohland
Vice President, Finance

nb
Attachments
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Table 1

-patios of Buslness Capital Investment to
Gross Domestic Product and Growth Rates of Labor Productivity

(a) (b)
Investment Ratio Average Annual Percent Change In Productivitf
Percent Rank 1967-72 Rank 1972-77 Rank

Japan
West Germany.
France (1970-75)
Canada
U.K
U.S.

Note

26,42
17.4
16.7
17.2
14.9
13.5

I - 9.2Z
2 4.8
4 5.0
35
6

4.5
2.8
1.1

(a) measured-As real nonresidential fixed investment as a percent of real gross
domestic product, 1966-76.

(b) Measured by growth in real domestic product per employed civilian, using own
country's price veigbts.

Source: Economic Report of the President'1979 and Joint Economic Report, 1979.

11/8/79

1
3
2
4
5
6

3.52 1
3.5 1
1.0 4
3.1 3
0.8 5
0.6 6
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Table 2

Nonfinancial Corporations

Excess of Current-Cost DDB over Income Tax Depreciation

1965-1978

Current Cost
DDB(a)

(1)

$ 35.7
39.6
44.2
,48.5
53.8
59.5
64.5
68.8-
75.7
89.3

105.8
115.1
124.7
137.0

-(Billions of Dollars)

Income Tax Excess of
Dep 'elition(b) (1) over (2)

(2) -(3)

$ 36.4
39.5
42.9
46.7
51.3
54.6
58.7
65.3
70.5
77.8
85.0
92.3

100.8
108.8

* -0.7
-0.1

1.3
1.8
2.5
4.9
5.8
3.5
5.2

11.5
*20.8

22.8
23.9
28.2

Notes;

(a) Estimated, 752 of Bulletin F lives.

(b) Estimate of depreciation allowed for Federal
income tax purposes.

Source: Department of Commerce.

1965
1966
1967
1968
1969
1970
1971

.1972
1973
1974
1975
1976
1977
1978

11/8/79
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N November 16, 1979

.,)re Honorable Harry F. Byrd, Jr.
Chairman, Taxation Subcomittee

mam~l Senato Finance Comtittee
2227 Dirkeen Senate Office'uilding'

-Washington, D.C. 20510

4 -Dear Senator Byrd:
7he Automotive Warehouse Distributors Association, a

ORcTR trade association composed of 631 warehouse distribution
outlets and 246 manufacturer affiliate.membera engaged
in the manufacturer and distribution-of automotive parts

Alak n'tad accessories in-_the atermarket, has been followingthe Capital ost:Reoover7 Act with keen interest.
.._.since your ttloauttee has just-finished a round of

bearig 0 O . 1435 wo thought it an-appropriate time
-to let you.'know what -thsrpassage of -this legislation
would do for our. industry.

Traditionally, warehouse distributors.-buy replacement
parts from independent manufacturers and resell the

. parts to Jobbers and wholesalers. Warehousing is
, an extra link in the distribution chain resulting

f, frcm the explosion. of part vmunbers and vehicle madel
proliferation sincer-World War It. -In order to prosper,

Sths WD of-the -future -will. have to- become, a large
'--K"U pars distribution center.

-- , But at the very time when-.-Da need to -inance the
expansion of their businesses,-debilitatin inflation

- , - has squeezed lDs between higher .costs of doingbusiness
• and interest rates unimaginable. just a -short time ago.

A. A Continued Anflation can only.ake the situation worse
tfr WDs, many of whom run relatively small, family-
owned operations.

It is for. these reasons that DA supports the Capital
-- Cost Recovery Act. Accelerating depreciation onu buildings, equipment and vehicles will assist WOe in

th str ge -to-4eet new competition -md to cope withInflation.

do jime %M1
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The Honorable Harry F. Byrd, Jr.
Page 2
November 16, 1979

I might add that the bill would make the tax laws easier to
administer by doing away with the confusing and much litigated
concept of "useful life" for certain assets.

Thank you for your consideration.

Forhe Pursuit of Excellence,

President

MF:gs
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STATEMENT

OF THE

ROCHESTER'TAI COUNCIL

BEFORE THE

UNITED STATES .SENATE COMMITTEE ON FINANCE

TAXATION AND DEBT MANAGEMENT SUBCOMMITTEE

WITH RESPECT TO

S. 1435

The Roohester Tax Council was formed in 1969 as a voluntary

organization of companies having strong affiliations with the

Rochester, New York, area. The Council membership includes:

Bausch & Lomb, Inc. Eastman Kodak Company
Champion Products, Inc. The R. T. French Co.
Corning-Glass Works Schlegel Corporation
Gannett Co., Inc. Security New York State Corp.
Garlock Inc. Sybron.Corporation
Gleason Works Xerox Corporation

The members of the Council are engaged in manufacturing

and other business activities, most of which are in a wide variety

of high technology fields. While these companies have substan-

tial facilities in the Rochester, New York, area, they also have

major facilities in over half the states in the United States.

Most members of the Council have substantial Investments in de-

preciable property.
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The Council strongly urges the passage of S. 1435, the "Capital

Cost Recovery Act of 1979. The decade of the-1970's has witnessed

an unprecedented decline In the productivity of American business

and its consequent ability to compete in world markets. To a

large extent, this is the result of an unbalanced federal tax

structure which has been emphasizing wealth redistribution and

encouraging consumptLon at the expense of efficiency and savings.

The results are today plainly evident in a 131 annual inflation

rate and the erosion of American business preeminence.

One of the principal problems faced by American business

is the need to generate funds to replace capital assets in a

highly inflationary economy. Modern plant and equipment is a

sine qua non in enabling domestic business to compete with their

foreign counterparts and the United States lags far behind the

rest of the developed world in providing the tax climate that

will not only encourage modernization but will allow the accumula-

tion of funds to facilitate it.

The enactment of S. 1435 will be instrumental in making

available to American business the funds needed to secure the

capital improvements so essential to regaining the American com-

petitive position in the world. In addition, the funds generated

over the coming years by the faster recovery of capital outlays

permitted by S. 1435 will stimulate the expansion of research
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and development activities which are an essential compliment

to plant modernization.

S. 1435 is not Simply a tax zeduotion-program for business.

Data Resources, Inc., a Cambridge, Massachusetts research firm

which has extensively analyzed the'econonics of S. 1435, has

.projected that its passage will generate 1.2 million new jobs

.An:ithe-next fiveyears. S. i435 thus-ha-s the dual attribute

of being anti-inflationary by -stimulating greater productivity

while at the same time being anti-receasionary in generating

new jobs.

While theve-are other business tax reduction proposals under

various stages of-consideration, the Council btlieves..that S. 1435

.s.the.broadest base proposal available. -It,-ill, be of great

,assistance to small business.,as well -as 'large, and to both Itn-

corporated and unincorpoated companies.. Rassageof-this legis-

4stion is an important .signal to the businessacommunity that

-the United States Government is committed.toiefficency,:and greater

productivityl to a-healthy American business-environment which

-will enable domestic companies to once again.-compete-successfully

in world markets.

-3-
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MR. CHAIRMAN AND MEMBERS'OF THIS DISTINGUISHED COMMITTEE:

I-WANT TO THANK YOU FOR THE-.OPPORTUNITY AND THE PRIVILEGE OF

EXPRESSING THE VIEWS OF STOCKHOL31ERS OF AMERICA, INC,. IN SUPPORT OF

THE CAPITAL COST RECOVERY ACT OF 1979 (S. 1435). THIS LEGISLATION

WOULD AMEND THE INTERRIAL REVENUE CODE OF 1954 To PROVIDE A SYSTEM OF

ACCELERATED .CAPITAL RECOVERY'FOR INVESTMENT IN-PLANT- AND EQUIPMENT,

ENCOURAGE ECONOMIC GROWTH AND MODERNIZATION THROUGH'INCREASEO CAPITAL

INVESTMENT, AND EXPAND EMPLOYMENT OPPORTUNITIES.

'MY- NAME .I SMARGARET COX -SULLIVAN AND I AM-PRESIDENT -OF TH I S SEVEN-

YEAR OLD NATIONAL,.NONPROFIT; NONPARTISAN -ORGANIZATION DEDICATED TO

REPREgENTING THE INTERESTS 'OF THE 25-1'ILLION -STOCKHOLDERS IN- PUBLICLY

HELD AMERICAN'-CORPORATIONS. WE-ARE GRATEFUL T0 THE SPONSORS OF THE

CAPITAL COST RECOVERY ACT, THE MANY BIPARTISAN CO-SPONSORS, AND FOR

THE READINESS AND WILLINGNESS-OF THIS COMMITTEE TO-6VE ITS THOUGHTFUL

CONSIDERATION TO THE GREATLY-NEEDED OVERHAUL OF THE PRESENT CAPITAL

COST RECOVERY SYSTEM FOR FEDERAL TAX PURPOSES.

(S. 1435) rS NOT JUST ANOTHER TAX,.PROPOSAL"BUT. IS A-CAREFULLY

WORKED OUT ANSWER TO OUR NATION' S PROBLEMS OF DECLINING INVESTHENT-AND

,PRODUCTIVITY,

THE JOINT .ECONOMIC COMMITTEE'S 1979 REPORT ENTITLED "THE MID-YEAR

REVIEW OF THE ECONOMY," A REPORT WHICH WAS UNANIMOUSLY-ENDORSED BY THE

BIPARTISAN COMMITTEE- FOR THE--FIRST TIME I1 20 YEARS, ALARMINSLY.POINTS

OUT THAT THE UNITED STATES RANKS SEVENTH IN PRODUCTIVITY, CAPITAL IN-

VESTMENT, AND ECONOMIC GROWTH AFTER JAPAN, WEST GERMANY, ITALY, FRANCE,

CANADA, AND THE UNITED KINGDOM. THE REPORT FURTHER STATES THAT OUR LOW
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RATE OF CAPITAL INVESTMENT AND PRODUCTIVITY IS DUE, AT LEAST IN PART,

TO OUR COMPLEX, OUTMODED, AND UNREALISTIC CAPITAL RECOVERY SYSTEM, AND

IT RECOMMENDS THAT MAJOR IMPROVEMENTS NEEDtO BE MADE. WE AGREE,

JEC CHAIRMAN SENATOR LLOYD BENTSEN ALSO STATED THAT ONE OF THE
PRIMARY REASONS FOR OUR LAGGING PRODUCTIVITY RATE IS A LACK OF INVESTMENT

CAPITAL FOR NEW PLANTS AND EQUIPMENT. WE HAVE THE LOWEST INVESTMENT

RATE OF ANY INDUSTRIALIZED NATION IN THE WORLD AND THE PERIOD OF CAPITAL

RECOVERY IN THE UNITED STATES IS ONE OF THE LONGEST AMONG ALL INDUS-

TRIALIZED NATIONS.

THIS IS PARTICULARLY FRIGHTENING AT THIS TIME FOR IT HAS BEEN ES-

TIMATED THAT OVER THE NEXT 10 YEARS, AMERICAN INDUSTRY WILL NEED $5
TRILLION. WE HAVE ALLOWED OUR GREAT AMERICAN BUSINESS MACHINE TO GET

RUSTY; MUCH OF OUR EQUIPMENT HAS BECOME OBSOLETE. WE HAVE TO REALIZE

THAT 672 OF ALL METAL WORKING MACHINERY IN THIS COUNTRY IS MORE THAN
13 YEARS OLD WHEREAS IN JAPAN THE FIGURE IS ONLY-302 AND IN 6ERMANY,

37%. THIS IS TYPICAL OF ALL OUR PLANT AND EQUIPMENT AND SHOWS WHY OUR

LONG TERM PRODUCTION ADVANTAGES ARE FADING AND WHY WE ARE LOSING OUR

POSITION IN THE INTERNATIONAL MARKET PLACE. WE MUST REBUILD OUR IN-

DUSTRIAL ENGINE, EXPAND OUR ECONOMY, CONTROL INFLATION, AND CREATE JOBS,

AND THAT IS WHY WE ARE SUPPORTING (S. 1435).

TRADITIONALLY, CAPITAL NEEDED FOR INVESTMENT HAS COME FROM FOUR

SOURCES: INDIVIDUAL SAVINGS INVESTED, BORROWING, RETAINED CORPORATE

EARNINGS, AND CAPITAL RECOVERY ALLOWANCES.

IN CONSIDERING INDIVIDUAL EQUITY INVESTMENT, ONE FACT MUST BE

NOTED. ALTHOUGH THERE ARE 25 MILLION STOCKHOLDERS WHO CURRENTLY OWN
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STOCK IN lOOO-PUBLICLY, ONIED CORPORATIONS (NYSE-STATISTIC) AND IN-
DIVIDUALS STILL OWN OVER 6O% OF THE,'STOCKS; THERE AS IEEN.A'SHARP-DE-

CLINE IN THE STOCKHOLDER .POPULATION. ACCORDING TO-t'TTJSTtCS.RELEASED

BY THE NEW YORK STOCK EXCHANGE-, THE-NUMBER OF INDIVIDUAL STOCKHOLDERS

DECLINED BY 18Z FROM 1970-75. DURING THESE YEARS, THE STOCKHOLDER

POPULATION SLID FROM 32 MILLION TO 25 MILLION. FOR THE FIRST TIME SINCE

1952, WHEN SUCH STATISTICS WERE INITIALLY RECORDED, THE NUMBER OF IN-

DIVIDUAL STOCKHOLDERS DID NOT-SUBSTANTIALLY INCREASE, THIS IS A VERY

.SERIOUS TREND, ESPECIALLY-SINCE IT WAS PREDICTED YEARS AGO THAT ME

-WOULD NEED 50 MILLION STOCKHOLDERS BY 1980 TO TAKE CARE OF THE EXPAND-

ING LABOR FORCE AND TO MEET CAPITAL NEEDS. HERE WE ARE IN 1980 WITH

HALF AS MANY,

WE ARE NOT OVERLOOKING THE INSTITUTIONAL INVESTORS BUT, OF COURSE,

BASICALLY, THEY REPRESENT AN AGGREGATION OF INDIVIDUAL SAVINGS, THE

RESULT OF PENSION FUNDS, INSURANCE, ETC. THE INDIVIDUALS, HOWEVER,

PLAY AN IMPORTANTj EVEN UNIQUE ROLE AND MUST BE ATTRACTED BACK INTO THE

CAPITAL MARKET. .THE INDIVIDUALS HAVE ALWAYS BEEN KNOWN AS THE BACKBONE

OF OUR CAPITAL RAISING-SYSTEM AND-HOLD THE KEY TO THE. FUTURE OF THE

MARKETS. OUR MARKETS WILL NOT:WORK WITHOUT THEM; THEY MAKE THE MARKET,

THE MILLIONS OF DtFFERING INDIVIDUAL DECISIONS MADE-DAILY IN DIVERSIFIED

MARKET TRANSACTIONS ARE.NEEDED FOR LIQUIDITY, FOR A TRUE AUCTION, AND

A MORE REALISTIC.VALUE OF STOCKS. FURTHER, AN INDIVIDUAL HAS A DIF-

FERENT PATTERN OF INVESTING THAN THE LARGE FINANCIAL INSTITUTIONS,

FUND MANAGERS,- EITHER BECAUSE OF REGULATION OR FIDUCIARY RESPONSIBIL-

ITIES, INVEST PRIMARILY IN THE WELL-ESTABLISHED COMPANIES AND FOR THE

MOST PART IN A FAVORED FEW. THE INDIVIDUAL, IN HIS OWN FRAME OF IN-



691

e * , * 4

TEREST AND JUDGMENTi WITH HIS OWN CAPITAL MAY MAKE INVESTMENTS IN

THE SMALLERj OFTEN MORE VENTURESOME HIGH RISK NEW COMPANIES AND SHARE

IN THE OWNERSHIP AND GROWTH OF THEM, THIt IS AN IMPORTANT FACTOR NOW

WHEN THE CAPITAL NEEDS FOR RESEARCH AND DEVELOPMENT OF NEW TECHNOLO-

GIES - ESPECIALLY ENERGY - ARE SO CRUCIAL.

LIBERALIZING CAPITAL RECOVERY ALLOWANCES AS OUTLINED IN THE

"10-5-3" PLAN OF (S. 1435) WOULD BE BENEFICIAL TO THE EQUITY INVESTORS

AND COULD BE AN INCENTIVE TO ATTRACT THEM BACK TO INVESTING AND REIN-

VESTING. CORPORATIONS WOULD NOT HAVE TO CONTRACT LARGE LOANS OR MAKE

DILUTING OFFERS OF EQUITY IN THE FINANCIAL MARKETS. WHEN COMPANIES

NEED ADDITIONAL FUNDS AND ARE FORCED TO GO TO THE CAPITAL MARKETS,

THEY BORROW AT HIGH INTEREST RATES, RATES THAT ARE PROBABLY GOING EVEN

HIGHER, AS WE KNOW. MANY COMPANIES HAVE HAD TO BORROW LARGE SUMS

WHICH HAS CAUSED A DANGEROUS INCREASE IN DEBT/EQUITY RATIOS. CLIMBING

DEBT RATIOS MAKE BUSINESS HIGHLY VULNERABLE TO BUSINESS CYCLE CHANGES,

THE GROWTH OF HIGH DEBT RATIOS IS A VERY UNDESIRABLE DEVELOPMENT WHICH

CONTRIBUTES TO BANKRUPTCIES, GENERALLY SUPPRESSES ECONOMIC GROWTH, AND

STYMIES THE ABILITY OF BUSINESS TO EXPAND AND MODERNIZE.

THE CAPITAL COST RECOVERY ACT, (S. 1435), WOULD INCREASE THE CASH

AVAILABLE FOR EITHER CORPORATE RETENTION OR FOR PAYING DIVIDENDS.

DIVIDENDS ARE CERTAINLY AN INCENTIVE FOR STOCKHOLDERS TO INVEST IN AND

SHARE IN THE OWNERSHIP OF COMPANIES. 'IN SOME ENTERPRISES THEY SHARE

OWNERSHIP WITH LESS THAN 1000 OTHERS AND IN CERTAIN COMPANIES THEY

SHARE OWNERSHIP WITH A MILLION OTHERS.

THE SUCCESS AND STRENGTH OF OUR FREE ENTERPRISE SYSTEM COMES FROM

56-073 0 - 80 - 45
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THIS LARGE OWNERSHIP BASE. OUR SYSTEM IS OFTEN CALLED PEOPLE'S

CAPITALISM AND THAT IS A GOOD DESCRIPTIONS BECAUSE THROUGH THIS SYSTEM

IT IS POSSIBLE FOR EVERYONE TO BE A CAPITALIST AND INDEED STOCKHOLDERS

DO COME FROM ALL WALKS OF LIFE. 1T IS THIS SYSTEM WHICH HAS MADE

POSSIBLE THE BUILDING OUT OF A WILDERNESS THIS GREAT INDUSTRIALIZED

NATION WITH ITS CITIZENS ENJOYING THE HIGHEST STANDARD OF LIVING. WE

MUST CONTINUE TO INSURE THE CONSTANT FLOW OF CAPITAL WHICH IS THE FI-

NANCIAL FUEL - THE DRIVING FORCE - TO KEEP THIS SYSTEM GOING AND RE-

GAIN OUR POSITION AS THE GREATEST INDUSTRIALIZED NATION IN THE WORLD,
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Statement of C. HRr+ LeSgett, President
National Cotton Council of America
to the Senate Comittee on finance

On the Capital Cost Recovery Act of 1979
November 13, 1979

The National Cotton Council is the central organization of the raw cotton

industry, representing cotton growers, Sinners, varehousemen, merchants, cooperatives,

textile manufacturers, and seed crushers from the Carolinas to California.

The cotton industry is deeply concerned over the slowdown in productivity improve-

sent that has occurred in most sectors of our nation in recent years. No longer are

productivity increases able to offset rising wage levels and keep unit labor costs

level. The result has been rapidly rising labor costs which increase consumer prices

and contribute heavily to inflation. Additionally, U.S. products have been s de less

competitive in foreign markets, thus leading to trade deficits and the reduced value

of our dollar. This has further contributed to inflation and retarded employment

opportunities in the export sector.

While labor productivity gains have continued unabated in cotton production, the

lack of such gains in other sectors has made cotton production costs skyrocket. U.S.

Department of Agriculture cost studies show that labor now comprises less than 102

of the cost of growing cotton, so rising costs in other sectors which supply cotton

farmers impact very heavily on our production costs.

Other witnesses have undoubtedly cited the slow growth of investment in producers'

durable equipment (when adjusted for inflation) as one of the main causes of the lower

rates of productivity gains. This is exacerbated by the fact that much of the producer

investment in recent years has been forced into equipment required by OSHA, EPA, and

other federal regulatory agencies which has contributed little toward improved

productivity. A McGraw-Hill survey in Xay, 1978, indicated EPA- and OSHA-mandated

expenditures alone accounted for 102 of producers' durable equipment Vivestments in

that year. This means that less of the limited capital available for investment is

free to go toward more productive plant and equipment.
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We have a very timely example in our industry. A U.S. appeals court has just

upheld OSHA's cotton dust standard in most branches of our industry. Our studies

show that the investment tost for dust abatemnot equipment my exceed $2k billion,

most of which will fall on the cotton textile industry. OSNA requires that this be

accomplished in four years. The 1977 Census of Manufactures shows that the "eators

of the textile industry consming ray cotton had new capital expenditures of

$673.2 million in 1977. If this is a typical rate of investment, then this one

standard will require nearly four years of the Industry's normal level of capital

spending.

Additional investments are required to seet EPA's air and water pollution

standards, and possibly an OSHA noise standard.

Companies in the textile industry are faced with two alternatives. The first

would be to avoid the expenditures for dust control entirely by abandoning or cutting

back on cotton as a raw material in favor of mn-mtde fibers. To the extent this

course is chosen, the investment. Jobs, and economic activity in the production,

processing, and handling of cotton.would be impaired to the detriment of the nation's

economy. The huge economic stake of our nation in cotton is demonstrated by cotton's

annual retail value of some $41 billion -- more than that of any other crop, including

corn, wheat, or soybeans. It seems likely that imported cotton products might replace

at least a large portion of the market abandoned by domestic mills, thus worsening an

already serious trade deficit.

The other alternative would be to attempt to met the OSIA standard by spending

the billions of dollars required for dust control equipment. Even here there are two

courses that could be followed. One is to purchase dust collection equipmt to fit

the textile machinery already in place. This is the $2k billion cost cited earlier,

and is the less expensive route. -The other is to spend more money and buy new

textile machinery with 8g lover propensity for dust emissions. Ths new production line

equipment still would have to be equipped with special filtration equipment but it

would have thp advantage of a higher level of productivity.
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If capital Is available, MaUs most likely will choose the new machinery over

retrofitting old equipment because of its Improved production efficiency.

In either case, without the feat tax write-off proposed in the Capital Cost

Recovery Act, obtaining this huge mount of capital may be virtually Impossible under

today's conditions. Without it sills -- rather than spending tremendous sums of

money to retrofit old equipment that will give no productivity gain - are likely to

decide to reduce cotton consumption or eliminate it altogether. This vould inevitably

be accompanied by the huge loss of economic activity mentioned earlier.

The Capital Cost Recovery Act may sake it possible to reduce dust levels in the

expensive fashion dictated by OSMA, greatly increase our productivity, end continue

processing of cotton in this country.

We strongly urge adoption of .-a measure like the Capital Cost Recovery Act t6

help control inflation and improve competitiveness in world trade.

I
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STATEMENT BY
NATIONAL MACHINE TOOL BUILDERS' ASSOCIATION

BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

COMMITTEE ON FINANCE
UNITED STATES SENATE
OCTOBER 22, 1979

The National Machine Tool Builders' Association (NMTBA)

is a national trade association comprised of about 370 companies

accounting for some 90% of the United States machine tool produc-

tion. Over 70% of these companies have less than 250 employees,

while the entire industry has approximately 100,000 employees.

We welcome this opportunity to assist this Subcommittee

in its reassessment of the current U.S. capital cost recovery

system, in an effort to encourage even greater capital formation,

higher employment, and greater economic opportunity through a

more productive industrial base.

Economists and the Government increasingly have come to

acknowledge that the relatively small but essential machine tool

industry is a most reliable barometer for measuring the economic

health of the nation, and for determining the impact and effect
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on industry of changes in-the capital cost recovery laws.

Therefore, we believe our testimony given today should be

viewed in a larger light than just the machine tool industry.

Moreover, any tax revisions impacting on investment capital

will have h resounding effect on this capital-intensive

industry.

At the outset, we commend to this Subcommittee the

concept of accelerated depreciation as an engine of productive

growth in the American economy. Capital cost recovery has been,

and continues to be an extremely effective method of encouraging

critically necessary capital investment in the U. S. economy.

Before specifically addressing pending depreciation

reform legislation (S. 1435), we would first like to briefly

comment on the very substantial effect that capital cost recovery

and depreciation tax policies will have upon economic growth and

prosperity in America and upon our balance (or more correctly,

imbalance) of trade.

In our 1978 testimony on the Tax Reduction Act, we

reported to you that NMTBA had conducted a study of 16 major

metalworking companies' annual reports. Without question the

companies we selected are leaders in their industries. Ten of

them are in the top hundred of the Fortune 500. And every one

of the 16 would be considered a Blue Chip on Wall Street.

Chart I shows the reported book value of the fixed

assets of the 16 metalworking companies. With published results

in current dollars, it is no wonder that many people think that

business and industry are healthy.
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But look what happens when the inflation influence

is removed and constant dollars become the measure of value.

From 1960 to 1967, when the annual inflation rate averaged

about 2%, the real value of these 16 corporations was steadily

growing. Then at the turn of the decade, whenthe inflation

rate was averaging nearly 4h%, real growth came to a halt. And

then, during the last few disastrous years with inflation

averaging over 6%, the real asset value of our sample companies

declined substantially. In short, since 1970 America's metal-

working industry has been in unconscious and involuntary

liquidation. And the same probably holds true for almost all

of America's manufacturing industries.

Let us see what would have been required to avoid

involuntary liquidation by our 16 company sample. In other words,

how much investment would have been needed just to hold the real

asset value at the same level that %4as achieved during the 1967-

1971 period when assets were on a plateau.

Chart 2 shows what the 16 companies actually spent in

current dollars -- and what they would have had to spend just

to maintain the real value of their fixed assets since 1971.

Over the entire 6-year period the capital spending required to

just stay even was twice the actual capital spending for these

companies. But given our depreciation policy in the United

States, capital spending at those levels was impossible Not even

these 16 Blue Chip companies could obtain that much money.
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The effect of these years of underinvestment in

America's manufacturing plant are dramatically illustrated

by the average ages of machine tools in use in the industrial-

ized nations. The United States of America has the lowest

proportion of machine tools less than ten years old -- and the

highest proportion that are more than 20 years old, of any

of the-seven nations shown in the table below

MACHINE TOOLS IN USE IN SEVEN INDUSTRIAL NATIONS

Country Percent of Total
Under Over

10 Years 20 Years

United States 31% 34%
West Germany 37 26
United Kingdom 39 24
Japan 61 18
France 37 30
Italy 42 28
Canada 47 18

Our fierce international competitors from Japan have

the opposite standing. Nearly two-thirds of their machine tools

are new, modern and ultra-efficient, while only 18% of their

machine tools are candidates for resale at an antique shop.

When you consider the dramatic technological improve-

ments that have occurred in machine tool technology during the

past ten years, with the application of computer control to

virtually every type of machine tool, is it any wonder that

Japanese manufacturers are overruning some segments of our

manufacturing economy.
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To illustrate the importance of maintaining a stock

of the latest, most technologically advanced manufacturing

facilities, let us cite the average age of the plant and equip-

ment of two well-known companies. The first, Texas Instruments

Inc., is reknowned for its innovative ability and its success

in meeting foreign competition head on in the area of technology

where overseas manufacturers have been most successful --

electronics. The average age of Texas Instruments' plant and

equipment is only three years, and 14% of their sales income

goes for plant and equipment depreciation.

Now let's look at another company, one that is being

beset with foreign competition, the United States Steel Corpora-

tion. The average age of their plants is seventeen years and

depreciation is a scant 3.3% of sales.

That, Mr. Chairman, is a dramatic difference. And, as

we all know, these two companies have had dramatically different

levels of success in meeting import competition. So the message

is clear, if we are going to meet foreign competition and stem

the tide of imports that are washing our trade balances in red

ink, America must invest, and invest heavily, in new plant and

equipment.

We would also assert that for our manufacturing

capacity to efficiently produce it must be expanded.

For many years a major portion of our nation's capital invest-

ment has been devoted to what has been picturesquely called

"capital repair". In other words the repair of old, worn out
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equipment. Chart 3 shows how net investment has actually- been

declining in constant dollar terms while total investment has

been rioting. The di-fference between total investment and net

investment is the capital that is being spent to repair our

facilities.

The net investment is the capital that is being used

to meet government-mandated expenditures for clean air, clean

water, and safer working conditions, plus the capital that is

being invested in new, efficient, capacity improving plant and

equipment. We think that it is obvious that, when the mandated

expenditures are removed, real investment for new capacity has

to have been declining precipitously.

We have all recently been faced with a dramatic

example of what happens to any industry that does not have enough

capacity to meet the demands of its customers for the types of

products they want, when they want them, and at a price they can

afford. Have you tried to purchase a fuel efficient, compact

American-made automobile in the last few months?

In spite of the efforts of Detroit automakers,'and

absolutely staggering capital expenditures by them for new

production facilities, small cars are in short supply. And the

result has been a dramatic surge in the demand for foreign

imports -- at almost any price.

When situations like this are permitted to occur --

is it any wonder that American industry is being eaten alive by

foreign imports? Today, we assert that, unless America's
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depreciation policy is changed -- unless we substantially

shorten the period of time over which American industry (both

big and small) is permitted to recoup its investments -- the

trend toward involuntary capacity repair instead of capacity

expansion, liquidation, unsatisfactory levels of productivity,

and non-competitiveness with our more productive foreign

trading partners will continue.

In other words, as Americans demand more and more

manufactured products in the years ahead, we must have sufficient

modern, competitive manufacturing capability to meet this demand.

If we don't the sea of red ink on our balance of payments accounts

will drown us. Our foreign competitors will increasingly satisfy

our needs for new products.

If American industry is to maintain its technological

leadership and improve its competitive position in foreign and

domestic markets manufacturing capacity must be increased, and

obsolescent equipment must be replaced by the newest and best

available. However, making these investments requires a large

enough reserve of funds for capital spending. A realistic

depreciation schedule is one method of assuring American industry

that the cash flow needed for the purchase of new capital goods

will be available. The largest boon of changed depreciation

allowances is that the required funds can be largely internally

generated.

Shortening depreciable life spans will permit business

to generate the funds to be appropriated for capital spending
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out of its own operations. Improving the cash flow of industry

through these changes has never been more important than it is

in today's inflationary times. As demonstrated by our example

of the 16 metalworking firms, current capital spending recovery

mechanisms are inadequately dealing with the rising prices of

new productive machinery. Every year that the recovery of a

portion of the original capital outlay is postponed translates

into a further shortfall between the cash flow generated by

depreciation and the actual outlay needed to replace the depre-

ciated equipment.

When we testified before this Subcommittee on June 18th

we produced evidence that, in order to effectively control price

increases, we must increase productivity faster than total wages.

Depreciation reform will accomplish both an increase in manufac--

turing capacity and a substantial increase in productivity.

Thus, depreciation reform must be viewed not as a tax incentive

nor as a "tax expenditure" -- but as a weapon in the war on

inflation.

We commend Senators Nelson, Bentsen, Chafee and Packwood

for their far-sighted leadership in sponsoring S. 1435, the

"Capital Cost Recovery Act of 1979". Under their proposal, the

current ADR system would be replaced by a capital cost recovery

system calling for accelerated amortization of:

" Buildings over a ten-year period;

" Machine tools and other long-life equipment
over a five-year period; and

" The first $100,000 worth of rolling stock
over a three-year period.
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Adoption of this system would abolish salvage value requirements.

Additionally, the 10% investment tax credit (ITC) would continue

to apply to equipment with a 6% ITC for rolling stock. Further-

more, S. 1435.is devised to be phased-in over a period of years

to minimize revenue loss to the Treasury.

As an association predominately representing small

business, we strongly oppose suggestions, whichsome have made,

to put a "cap" on the amount of annual investment in plants and

equipment eligible for the faster amortization provisions of

S. 1435. In a misguided (albeit, well-meaning) effort to assist

small business, these suggestions will do very little to upgrade

America's store of new plants and equipment; they will not help

the thousands of small businesses who supply equipment and construc-

tion services to larger companies; and they will do next to

nothing in providing for the critically necessary improvements in

- our nation's lagging rate of productivity. Their adoption would

reduce the effectiveness of S. 1435 as a weapon in the war on

inflation from a cannon to a pop gun.

So let us summarize the tremendous impact which passage

of S. 1435 will have on America in the 1980's:

1. The desire of the American people for an improved

standard of living will require large increases in capital invest-

ment in America. We must modernize our plants so that our present

products can compete in a world where manufacturing efficiency

is of paramount importance. And we must also build new plants
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and equip them with totally new equipment-to efficiently build

the new products and new designs that are already being demanded

by Americans.

2. If we fail to generate sufficient capital inVest-

ment in America, our foreign competitors are more than ready to

make the investments needed so that they can supply the goods and

services that Americans waht from overseas plants. The result

will be a greater dependence upon imports, more red ink in the

balance of payments accounts, and-prices that are determined in

a foreign land and dramatically influenced by the vagaries of

international money markets.

3. As evidenced by the age of our equipment and our

current rates of investment, American industry -- both big and

small -- is unable to afford the massive increases in manufacturing

capacity and modern equipment needed to meet the challenge of the

1980's.

4. Depreciation reform is vital to the improvement in

cash flow and capital accumulation necessary to increased American

manufacturing capacity and productivity.

NMTBA urges the adoption of S. 1435. We appreciate this

opportunity to again present our views to this Subcommittee.
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STATEMENT OF THE
NATIONAL ASSOCIATION OF WHOLESALER-DISTRIBUTORS

Before The
Subcommittee on Miscellaneous Tax Bills

Senate Committee on Finance
On The

Capital Cost Recovery Act, S.1435
October 23, 1979

I am William C. McCamant, Vice Chairman of the Board, of the

National Association of Wholesaler-Distributors (NAW). NAW is

a federation of 114 national commodity-line associations (list

attached) composed of over 45,000 merchant wholesaler-distribu-

tor establishments located throughout the 50 states. Wholesaler-

distributors are responsible for a large share of our nation's

economic activity. Their sales for 1979, as estimated by the

Commerce Department, will exceed $825 billion. The firms repre-

sented by NAW account for approximately 60% of total industry

sales, and 60% of the 3.5 million individuals employed in whole-

sale trade. Our industry is preponderantly composed of small-

to-medium size businesses, is highly competitive, and operates

on very slim profit margins, averaging 1.9% after taxes.

We welcome and appreciate this opportunity to present the views

of our industry on the Capital Cost Recovery Act, S.1435.

CAPITAL'S FUNDAMENTAL ROLE

There is widespread and growing recognition that the rate of

capital formation in this country has been inadequate in recent

years. This is, in large measure, attributable to existing tax

policy, and failure to effectively deal with our growing capital

needs will have profound implications for the economy as a whole.
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Our nation's economic strength derives from our productivity

and competitiveness. These in turn depend on our generation

and reinvestment of capital.

The complex and fundamental role of capital is not fully under-

stood by the public, but support for substantive capital recovery

measures is gaining broader public support. There is increased

awareness that the public does suffer the effects of inadequate

capital formation: i.e., inflation; eroded real purchasing power

and unemployment. The public expects government to respond by

embracing tax policies which will restore our economic vigor.

Treasury Secretary Miller underscored the importance of capital

formation in our industrial society when he stated in testimony

before this Subcommittee on October 22, 1979:

"The stimulation and improvement of productivity

performance must be among the foremost objectives

of economic policy."

The Capital Cost Recovery Act is designed to promote and encour-

age capital investment. The long and persistent inflation has

indicated beyond any reasonable analysis that the former "useful

life" concept for establishing the period of capital recovery

does not provide business a fair chance to replace worn-out

machinery and equipment, industrial and commercial structures,

or the capital for modernization and expansion. The 10-5-3

concept for establishing the period for capital recovery will

directly and immediately affect business decisions to upgrade
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productivity, thereby making the labor of millions of workers

more profitable to their employers and to themselves.

This Subcommittee has received considerable evidence of the slow-

down in productivity improvement of American industry, along with

alarming comparisons of other industrial countries. Distribu-

tion is an integral part of the economy, and increased producti-

vity in distribution is just as important in reducing costs of

products and services as in other industries.

The Capital Cost Recovery Act provides for three groups of

depreciable assets:

Class I - Non-residential buildings and structures

with a capital recovery period of 10 years;

Class II - Machinery and equipment with a capital

recovery period of 5 years;

Class III - Cars and light duty trucks with a capital

recovery period of 3 years (up to $100,000).

To the extent that such assets now qualify for the ten percent

investment credit, assets in Class I and II would continue to

be eligible. Assets in Class III would be eligible for a

six percent investment credit. We also endorse the concept

that used equipment be afforded the full investment credit.

The only reason that businesses purchase used equipment is

because that equipment is an upgrade with respect to their parti-

cular business operations. Further, a steady market in used equip-

ment paves the way for those companies which choose to upgrade

their facilities with new equipment.
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An examination of the Statistics of Income, 1974 Corporation

Tax Returns (the latest available), published by the Internal

Revenue Service, indicates the following financial 
and tax stat-

istics on Wholesale Trade:

Total
Wholesale

Item Trade

Number of returns, total 214,975

With Net Income 158,842

Total Assets 159,566,514
Depreciable Assets 33,038,626

Less: Accumulated Depreciation 14,664,750
Total Liabilities 159,566,514

Accounts Payable 37,638,012

Total Receipts 499,287,522

Business Receipts 491,668,543
Depreciation 2,927,425
Income Subject to Tax 11,716,450
Investment Credit 165,599

The table indicates that Wholesale Trade reported approximately

$33 billion in depreciable assets. It also reports that less than

$3 billion of depreciation was claimed, or one-eleventh per year.

This figure clearly indicates that buildings constitute a highly

significant part of a wholesaler's depreciable assets. Permitting

these businesses to recapture within 10 years the cost of new

buildings or extensive modernization of current structures, parti-

cularly warehouses would create a significant incentive for

modern warehouse construction leading to productivity improve-

ment.

We are encouraged to note that Secretary Miller early in his state-

ment recognized that "investment in nonresident structures has

shown a persistent downward trend since 1966." Attention to the



713

tax policy toward structures is particularly important to our

industry as a rather large segment of depreciable assets used by

our- industry is in structures.

Attention ib also called to the reported total assets of $159.5

billion and income subject to tax of $11.7 billion or a return on

assets of 7.3 percent. Again, the year was 1974, when inflation

was over 10% and the Federal Government was paying 9% on Treasury

bills.

I would also like to note that the income on sales amounted to

2.3 percent in a year when inventory replenishment costs went up

over 10%.

One of the basic reasons NAW is supporting the Capital Cost

Recovery Act is because we believe all of U. S. businesses, our

own industry, our suppliers and our customers must be modernized

and better equipped. Wholesaler-distributors have faced year

after year with rising inventory replacement costs, and forecasts

for the future are not encouraging. What limited depreciation is

still available is providing a fraction of replacement costs,

forcing businesses to adopt a "make-do" practice with respect to

use of current capital assets.

We can only conclude that far too many wholesaler-distributors

have not kept current with the need-for capital investment and,

indeed, will not be able to do so until inflation is brought to

a much lower figure and tax policies are revised to provide for

a shorter period of capital recovery.
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Certainly one of the major advantages that will flow from a

shorter period of capital recovery is a savings in interest costs.

Business loans for financing structures are being made at unprece-

dented interest rates. A shorter recovery period will increase

the capital return, reducing the loan requirements and saving con-

siderably on the cost of the funds borrowed.

The wholesale distribution industry is currently suffering from

high interest rates because they must borrow funds simply to main-

tain the same volume of inventory. Therefore, the industry views

the shorter 10-5-3 capital cost recovery periods as very desirable

tax policy.

Our association urges the Congress to give early approval to

S.1435, the Capital Cost Recovery Act. We appreciate the oppor-

tunity to submit these views to the Subcommittee.
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National Wholekler-Distrlbutor Orzanizatioss

Affiliated with the National Association of Wholesaler-Distributors

Air-conditioning & Refrigeratlohf Wholesalers
•American Dental Trade Association
American Jewelry Distributors Association
Amerkan Maehlne Tool Distributors' Association
American Supply Association
American Sur3icld Trade Association
American Tratfic Services Association
American Veterinaiy Distributors Association
Appliance Parts Distributors Association, Inc.
Associated Equipment Distributors
Association of Footwear Distributors
Association of Steel Distributors
Automotive Service Industry Association
Aviation Distributors & Manufcturers Association

Bearing Specialists Association
Beauty & Barber Spply Institute, Ine.
Bicycle Wholesale Distributors Association, Inc.
Biscuit & Cracker Distibutors Assowiation

Ceramics Distributors of America
Ceramic Tile Distributors As6. ation
Copper & Bras Servicenter Association
Cnn, €i for Periodical Distributors Association
Coicit rft Wholes3le-Distributors

American Institute of Kitchen Dealers

Distributors Council, Inc.
Door & Hardware Institute
Drug Wholesalers Association

Electrical-lectronics Materials Distributors Assn,
* Explosive Distributors Association, Inc.

Farm Equipment Wholesalers Association
* Fireplace Institute
Flat Glass Marketing Association
Fluid Power Distributors Association, Inc.
Food Industries Suppliers Association
Foodservice Equipment Distributors Association
Foodservice Organization of Distributors

General Merchandise Distributors Council

Hobby Industry Association

The irriSation Association

Laundry & Cleaners Allied Trades Association

-'Machinery Dealers National Association
ttaitrl z anolti.'p quipnt Dir ution Associitn

Mlnnient BRui~ers of North Amerrra. Wholesale Div.
Aluttrccle Trades Association
Music Distributors Associvlion

National.Ainericon Wholesale Grocers' Association
National Appliance Parts Suppliers Association
National Assoc'ation of Aluminum Disiribtors
National Association of Brick Distributors
National Association of Chemical Distributors
National Association of Container Distributors
Na tionat Asociation of Decorative Fabric Distributors
National Association of Electrical Distributors
National Asso.iation of Fire Equipment Distributors
National A,,ocialion of Floor Covering Distributors

National Association of Marine Servics, Inc..
National Association of Meat Purveyors
National Association of Plastics Distributors
National Association o( Recording M erchandiers, Inc.
National Association oa Service Merchandising
National Association of Sportin G jods Wholesalers
National Association of Textile & Apparel Wholesalers
National Association of Tobacco Distributors 
National Association of Wriling Instrument Distributors
National Beer Wholesalers Asseplatlon
National Building Material Diafributors Association
Nations Business Forms Association
National Candy Wholesalers Apciation
National Ceramic Assocl aon,lsme.
National Commercial Refrigeration Sales Association
National Electronic Distributors Association
Nations! Fastener Distributors Association
National Food Distributors Association
National Frozwn Food-Association
National Indepessdent Bank Equipment Suppliers Assn.
National Indus!rWs Belting Assocititon
National irdustrlal Giiti Distributors Associhtion
National Lason & Garden Distributors Association
National Locksmith,' Suppliers Association
N: lional Mrine Distributors Association
NMaional Nations Wholesir Distributor As.ociatioa, ILc.
National Paint Distributors, Inc.
National Paper Trade Association, Inc.
National Plastercraft Association
National Sash & Door Jobbers Association
National School Supply & Equipment Association
Natooil Solid Waste Management Association
National & Southern Industrial Distributors Associations
National swimming Pool Institute
National Truck Equipment Association
National Welding Supply Association
Nations] Whet! & Rim Association
National Wholesale Dr sts Association
National Wholesale Pumture Association
National Wholesale Hardware Association
Northamedean eating & Airconditioning Wholesaler
North Amertcan Wholesale Lumber Association. Inc.

Optical Laboratories Association

Pet Industry lDistributors Association
Power Transn" Mesion Distributors Association, Inc.
Safety Equipment Distributors Association. Inc.
Scaffold Industry Association
Shoe Service Institute of Anterica
Spec".1aty Toot% & sterr% Distributr Astociation

Toy Wholesalers' Association of America

United Pesticide Formulators & Distributors Assocation,

11atcovering Wholesalers Association
Warehouse Distributors Association fog

Leisure & Mobile Products
Watch M6aterials & Jewelry Distributors Association
Wholesale Florists & FlozL6t Suppliers of America
Wholesale Stationrcs' A. %ociatioll
Wine & SpiuitsaWholesakrs of America. Inc.
Woodworkbig Machinery Distributors Association

8EB



716

100 East Main Street
Plainfield, IN 4611 1 5

November 20, 1979

Hr. Hichael Stern, Staff Director
Sonata isnce. Committee
Rm 2227 Dirksen Senate Office Bldg.
Washingt~a D.C. 20510

Dear Sir:

Public Service Indiana, a major investor-mned electric utility operatLn8
in sixty-nina counties in Indiana, submits the following cements to the
proposed Senate BLl 1543, which would defer taxation on dividends
relnvested ira new Issue stock.

The utility industry is a capital intensive industry which must continually
offer new issue stock to finance the largo construction programs required
to meet anticipated peak energy loads. Public Service Indiana, whose -
construction budget for 1980 alone approaches a half billion dollars
has adopted a Dividend Reinvestment Plan and presently has Iver 202 of
all common shares participating in such plan. However, ansy shareholders
are discouraged from reinvesting dividends because of the present tax
lavs relative to such reinvested dividends.

Under the nm tax proposal, participation in the reinvestment plan would
be-greatly- encouraged because Imediate taxation would be avoided, and the
long-tarm capital gains treatment could be used if the shares ver held
for a period of at least one year. Thus, new low cost capital for the
Company would be created. This Is especially attractive since large public
offerings in the marketplace are becoming more difficult to complete and
are becoming more expensive. Also, by increasing the participation in
the reinvestmt plan, the Company will be able to reduce its capital
issuance costs and thereby pass the savings on the the consumer.

During the first three quarters of 1979, the Company obtained $9,865,000
of equity financing as a result of the Company9's shareholders reinvestng
their dividends in new issue comon stock. Many additional shareholders
would, most likely, have taken advantage of this plan, if the burden of
taxation of these dividends wa deferred.
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Hr. Michael htern, Staff Director
November 20. 1979
Pagso 2

'In addition to the above advantages, the proposed law could also be
.anti-inflattonary if the dividends Are reinvested In stock and not used
-in the consumer goods markets.

Public Service Indiana strongly supports Senate Bill 1543 and urges all
Congressmen to seriously consider the bill's favorable "effect upon the
economy and support the adoption of the act.

Very truly yours,

James H. Pe"ningtorn,
Vice PrOsident

* JEP:rd

cc: Herbert B. Cohn, Chairman
Committee for Capital Formation
Through Dividend Reinvestment
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